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EXECUTIVE SUMMARY

Background

The Pand has considered the matters based upon an overriding intention to advance and

maintain the probity of financid markets.

It has been recognised that there is an inherent potentia conflict which exigsasa
consequence of the appointment of auditors being practicaly controlled by directors
athough the auditor's true client is the shareholder body with whom the auditor normally has
no direct contact. Thisisan important concern which has underpinned many of the

recommendations made.

It is necessary that steps be taken to enhance the regulatory framework relating to
accountability of directors and the appropriate corporate governance practices pertaining to

companies and auditors.

Regulatory Framework

The Accountancy Profession Bill should be renamed the Auditors Act asit should dedl

soldy with the auditing professon. Statutory regulation of those involved in accounting

functions as contemplated in the Bill is consdered impractica and unnecessary at the
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present time.

The new regulatory body contemplated should subsume the Public Accountants &
Auditors Board and be properly empowered to overcome certain inadequacies in existing

legidation.

In order to ensure proper factual and perceived independence, auditors should comprise a

minority of the members of the board of the regulatory body controlling the audit profession.

Since the regulaory body controlling the auditing profession will not be controlled by
auditors and will require to be properly resourced, it will be necessary that al stakeholders

and in particular government, provide funding for that bodly.

The disciplinary arm of the regulatory body controlling the audit profession is a matter of
particular concern. The disciplinary body should be chaired by aretired Judge or senior
counsd and legidation should provide for the proper empowerment for investigative
procedures including the power of subpoenato compel the production of documents and

the rendering of evidence.

The legidation should provide for the mandatory de-registration of auditorsin respect of

findings relating to fraud or other serious dishonesty.
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An auditor should be statutorily obliged to report to the regulatory body any fase

representations or materia non-disclosures by executive management and the regulatory
body should be properly empowered to disclose such information to relevant parties if

consdered in the public interest.

A proper review needs to be performed in order to resolve the diguncture which exists
between the Accountancy Professons Bill, the Financid Reporting Bill and the Companies
Act to ensure more efficient and effective corporate governance and asingle arm of

government to ded with such issues.

Audit committee

The establishment of audit committees comprised exclusively of independent non-executive

directors should be made mandatory for dl listed and other relevant entities.

Audit committees should not be considered as a panacea for dl corporateills and it must be
recognised that there are practical limitations as to what can be achieved by an audit
committee. The existence of an audit committee should not be used as exculpatory by

directors of their reponghility to properly gpply their mindsin relaion to the relevant issues.

Matters concerning the appointment of auditors and the gpprova of audit fees should lie

exclusvely within the power of the audit committee. Other statutory responsibilities of the
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audit committee should include a consderation of al financia reports issued by an entity, the
independence of the auditor and setting parameters for non-audit services which may be
conducted by the externa auditors. Outside of the appointment and fees issues, the audit

committee should have no executive authority or exclusive responsibility.

It is not considered practical to statutorily limit the non-audit services offered or performed
by an auditor to an entity. The nature and extent of such servicesis a matter which

specificaly requires consideration and pre-gpprova of the audit committee.

It is not considered efficient to introduce statutory term limits for auditors or statutory
auditor rotation asthese are practica resource contraints and it is unlikely that such
legidation would achieve its desired objective, asis evident from internationa experiencein
thisregard. The specific congderation of the independence of auditors by an audit
committee should particularly cover matters pertaining to the continued relationship with an
exiging audit firm and, importantly, the length of time which a particular audit partner / audit

team may conduct the audit of an entity.

Reevant legidation must be amended to require aforma report back from an audit

committee in the annud financia statements dedling with the matters addressed by the audit

committee.

Accountability
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Legidation should be amended to require the auditor to be statutorily obliged to meet at
least once per annum with the full board of listed and other relevant entities to discuss

matters of relevance in relaion to the financid statements and affairs of the company.

Legidation should be amended in order to preclude the appointment of an auditor who has

any financid interest in the entity being audited.

Legidative amendments are required to make it a statutory offence for an auditor who

knowingly or recklesdy reports on financia statements.

The exiging civil remedies againgt negligent auditors are considered adequate. The
utilisation of the existing provisons reaing to the establishment of afund to compensate
parties suffering loss as a consequence of audit negligence needs to be explored, particularly

for parties that are financidly inhibited from launching acivil action.

Appropriate legidation should be introduced to make it a statutory offence for executive

management who make fal se representations or material non-disclosures to auditors.

Appropriate legidation should be introduced to provide for a statutory offence for al parties
who are knowingly party to the preparation or presentation of financid statements which fail
to farly present (including those who may assst in that process thusincluding advisers,

merchant bankers and others).
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The reporting deadline for listed and other relevant entities should be shortened so that the

financid statements must be issued within 4 months of the financia year end, in accordance

with internationd norms.

Internal audit

Matters concerning interna auditing lie appropriately with the audit committees and cannot

sengbly be legidated. Having regard to the nature of the interna auditing function, no

regulation of interna auditing is consdered practica or necessary.
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Section A

I ntroduction

"The issue of corporate governance and in particular the role of the auditing firms
has once again dominated the headlines. The Enron debacle has brought into sharp
review a number of key issues - weak or non-existent gover nance structures, the
fiduciary responsibility of directors, negligent and sometimes reckless management,
ineffective auditing, independence of auditors, and conflicts of interest arising from
inadequate separ ation between auditing and consultancy. Closer to home, a number
of corporate failures - Macmed, Leisurenet, Regal Treasury, and Unifer, to name but
afew - haveraised a similar set of issues. Many of these weaknesses were highlighted

in the Nel Commission Report."

(From the budget speech of the Minister of Finance, South Africa, 20 February 2002)

Public faith and confidence in globd financid markets has been severdy shaken and
eroded by corporate governance breakdowns, business failures, and high profile
financid frauds. Thetrust and confidence of the investing public in the capitd
markets needs to be restored through improved corporate reporting and
governance. The Enron and Worldcom scandas, amongst others, have focused
attention on the indtitutions and preparers responsible for the information on which

investors, customers, lenders and employees depend. For public trust and value
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cregtion to be restored in public financid information, the purveyors of this
information need to ddiver sustained, high-qudity, high integrity performance and to

be accountable for sub-standard performance.

This report contains the findings from a project initiated by the Hon. Minister of
Finance, Trevor Manud, with the overdl objective of promoating the continued

integrity of financid markets.

The Panel was appointed on 5 December 2002, and was tasked to assess and
advise on various matters impacting upon the public trust in the veracity and
religbility of financid data.and the culpability of management and auditors. The full

terms of reference of the Pand are set out in the body of the report.

The Pandl conducted its work from December 2002 to August 2003.

The members of the Panel were sdected by the Minister and represent a broad
cross-section of government, regulators, the accounting and auditing profession,
business and academia. Only 2 of the 17 member Panel are auditorsin public
practice. Summarised curriculum vitae of the Pand members are set out in

Section D of this report.

The Pand invited public comment and 45 submissions were received which were
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carefully consdered.

The University of the Witwatersrand School of Accountancy (Wits SOA) was
utilised to conduct background research in relation to the matters under
consderation. The Panel, where necessary, made use of the research conducted by

the Wits SOA in its deliberations and report.

The Pand attempted to identify the underlying core issues which impact on the
matters addressed. Globa devel opments and trends were considered to determine

their relevance and gpplicability to the South African environment.

The Pand in its deliberations considered, inter dia, various Statements of the
Technicad Committee of the Internationa Organisation of Securities Commissons
(I0SCO) published in October 2002, the World Bank's Report on the Observance
of Standards and Codes (ROSC), the Nél Final Report of the Commission of
Inquiry into the affairs of the Masterbond Group and Investor Protection in South
Africa, the King Report on Corporate Governance for South Africa, and the
Sarbanes-Oxley Corporate Accountability & Fraud Act of 2002 in the United

States.

The Pand dso had due regard, inter dia, to the Public Accountants & Auditors

Act, the Draft Accountancy Profession Bill, the Financiad Reporting Bill, the



111

1.12

1.13

1.14

1.15

Page 4
Companies Act, and other pertinent legidation. The April 2002 Report of the Joint

Disciplinary Task Team (chaired by John Myburgh SC) commissioned jointly by the
Public Accountants & Auditors Board and the SA Indtitute of Chartered

Accountants, was also considered.

Through comprehensive review and debate it was possible to assess the South
African legidative and governance framework againg existing and evolving globa

benchmarks.

Certain other rlevant matters pertaining to the Draft Accountancy Professon Bill
were identified during the course of the debates on the subject matter and these

have been included in the "Other matters' section of this report.

The report sets out the consensus view of the Pand.

The Pand has not taken aredtrictive line on the wording of the terms of reference
but has sought to provide input on matters in relation to the terms of reference,

which will add value to the overall process and objectives.

Certain of the recommendations may result in additiona effort and costs; the burden
of which needsto be shared by government, investors, the relevant entities affected

and the auditing profession. This additiona burden is viewed asasmall price to pay
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for the restoration and maintenance of investor confidence.

Sugtaining confidence and trust in the performance of the corporate systemisa
matter of serious and pervasve public concern. Thisis the chalenge of enlightened
leadership which is endorsed by the Pand whilst recognising its complex and

difficult nature.

It isimportant to ensure a pirit of integrity, trangparency and a culture of
accountability of corporate management, audit committees, boards of directors and
the accounting and auditing professions in the corporate reporting process. These

are variables that should be non-negotiables to help restore investor confidence.
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Applicability of Recommendations

In condtituting the Pandl, the Minister requested congderation be given to the

gpplicability of the recommendations to be made.

Matters of corporate governance are of particular concern to al entities which have

aggnificant effect on the public.

In the absence of a single piece of legidation, certain of the recommendations are
not capable of implementation without changes to various different Acts of
Parliament. If the Financid Reporting Bill is promulgated into law, then this will

facilitate the broad ranging applicability of certain reporting requirements.

Unless stated to the contrary or obvious from the context, the recommendationsin
the report should be applied to dl entities which impact upon the public interest.

For this purpose, this should include dl entities with instruments listed on the JSE, all
public entities (as defined by the Public Finance Management Act of 1999), unit
trusts (collective investment schemes) and asset managers, and retirement, pension
and provident funds and medica schemes with more than 150 members. The
threshold number of 150 was sdected based on the Employment Equity Act of
1998 which uses this number of employees as the threshold of gpplicability. In

addition, the recommendations should apply to any entity with turnover or assets
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(owned or under management) of over R200m, being the level set asan

intermediate size in the Competition Act 89 of 1998.

It isrecognised that it will be necessary to provide for the exemption (on application

or otherwise) of certain entities from the contemplated requirements.
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To facilitate reading of this report, various abbreviations have been used.

In the report the following abbreviations have been used:

"APB" -

"APC" -

"Auditors Act" -
"Banks Act" -
"BESA" -

"Companies Act"

"DAPB" -
A" -
"FRB" -

"FRSC" -

"GAAP" -

"1OSCO" -

"ISA" -

Accounting Practices Board of SAICA.

Accounting Practices Committee of
SAICA.

successor legidation to the PAA Act.
Banks Act No. 94 of 1990, as amended.
Bond Exchange of South Africa

the Companies Act No. 61 of 1973, as
amended.

Draft Accountancy Profession Bill, 2001.
Chartered Accountant.
Financid Reporting Bill, 2002.

Financid Reporting Standards Council.

Statements of Generally Accepted Accounting
Practice issued by SAICA.

The Internationd Organisation of Securities
Commissons.

the Internationa Standards on Auditing formulated
by the Internationd Auditing and Assurance
Standards Board.
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"ISBA" - I ndependent Standard-setting Board for Auditing
contemplated by the DAPB.

"ISBE" - I ndependent Standard-setting Board for Ethics
contemplated by the DAPB.

"JSE" - the JSE Securities Exchange South Africa

"King Code" - the Code of Corporate Practices and Conduct laid out in

the King Report on Corporate Governance, 2002.
"Ligings Requirements’ - the JSE Ligtings Requirements.
"rlevant entities' - those companies and other entities to whom the

recommendations apply as set out above.

"PAA Act" - Public Accountants & Auditors Act, 1991.

"PAAB" - Public Accountants & Auditors Board established
in terms of the PAA Act.

"Pand" - Minigerid Pand for the review of the DAPB.

"RBA" - Regulatory Board for Auditors contemplated in the
DAPB.

"RCA" - The Representative Council of Accountants

contemplated in the DAPB.

"ROSC" - Report on the Observance of Standards and
Codes, 2002, issued by the World Bank.

"SAAS' - Statements of South African Auditing Standards,
issued under the auspices of the PAAB.

"SAICA" - The South African Ingtitute of Chartered
Accountants.

"Sarbanes-Oxley" - The Sarbanes-Oxley Corporate Accountability &

Fraud Act of 2002 in the United States.



Page 10

3.2.29 "SECA" - the Stock Exchanges Control Act 1 of 1985, as
amended.
3.2.30 "SENS' - the electronic Securities Exchange News Service of

the JSE.
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Structure of the Report

The recommendations of the Pand with regard to each of the terms of referenceis

dedt with in Section B of the report.

The Minigter's nine terms of reference correspond with sections 1 through 9in

Section B.

Section B dso dedls with certain other matters of rdevance to the issues under

consderation, which were noted by the Pand during its consderations.

Section C of the report sets out the background in relation to the issues under
congderation and an analysis of globd trendsin relaion thereto. This section asssts
in contextualising the debate. The references used in Section C are summarised in

Section D.

Section D aso sets out other pertinent information relating to the Pand.



11

1.2

Page 12
Section B

Term of Reference 1

The appropriateness of the structure of the regulatory framework for auditors and
accountantsthat is currently envisaged in the Bill in the light of international

development and the debate around self-regulation.

Pand Consider ations and Recommendations

It is congdered that the DAPB is misconceived in so far as it attempts to regulate

auditors and accountants (very broadly defined) in asingle Act.

Auditing is amatter which should be dedt with separately in its own legidation and
the DAPB should be divested of the attempts to regul ate the accounting profession.
Auditing is a function which impacts on the public interest in amanner different to
adherence to accounting or reporting standards. It follows that the name of the
DAPB isingpposite and should refer soldly to the auditing profession, as opposed

to the accounting profession.
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South Africais one of the few countries in the world where there is existing Satutory
regulation of the auditing professon. However, the auditing profession is at present
subgtantidly the subject of self-regulation. This has occurred by default asthe
government has not used its powers enshrined in the PAA Act to exercise

meaningful oversght in terms of governance of the professon.

Corporate collapse and scanda have focused attention on auditors and the
disciplinary process rdating to errant auditors. It has become clear that the existing
gructure of the PAAB and the powers at its digposa require an overhaul. Thisis
particularly so considering the public perception regarding the ability and willingness
of the PAAB to regulate and discipline its membersin light of its control and
effective sdf-regulatory status where the mgjority of PAAB board members are
drawn from the profession. Having regard to the above, it is considered appropriate
that a new body be established but without losing that which is functiond within the
exigting structure, which has operated reatively efficiently. In addition, despite
some goodwill that may attach to the PAAB name, anew name for the regulatory
body is required, eg. the Independent Auditors Board, the Independent Auditors

Council or the Regulatory Board for Auditors.

The new body should be compaosed of members appointed by the Minister of
Finance and should include dl the rlevant interested parties. In particular, the

Minister should appoint the members of that body from the ranks of practisng and



1.6

1.7

Page 14

retired auditors, government, regulators, users and academia. These stakeholders
should have the ability to nominate persons for gppointment, to the Minister. The
condtituent eement of the practising and retired auditors should congtitute a minority
of the members. However, since auditors are the most relevant party impacted by
the legidation, the auditors should comprise the significant minority, eg. 4 out of,

say, 10 members. (The UK Auditing Practices Board provides for 40% of the

members to be practising auditors).

Financidly and practicaly, it is sensdless to destroy the existing infrastructure of the
PAAB, whose functions should be subsumed by the new body. However, it should
be clear that the new body is not smply the PAAB with anew name, but a

sgnificantly different new body with a particular public interest focus and objective.

In order to function properly, it is necessary that the new body have appropriate
fulltime executive gaff. Sincethisisa public interest body and auditors will only be
aminority on the controlling executive, gppropriate government funding will be
required in order to ensure that the new body can properly fulfil its mandate. Itis
clearly inequitable and ingppropriate that the auditors or companies be required to
soldy fund such abody. Funding should reflect a shared responghility for the

maintenance of the integrity within the South African financia markets.
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The new body should dedl with the matters covered by the present PAAB and

include:

accreditation of auditors;

examinations,

quality contral, including practice review;

setting of auditing standards, professiond ethics, etc.

discipline and compliance enforcement.

Appropriate committees (suitably named) will be required to ded with each of the
above issues. The condtitution of those committees should include the relevant
gtakeholders. Other than for matters concerning discipline and auditing standards,
the membership of the other necessary committees should be practising or retired
auditors and executive gaff of the regulatory body. Membership of the auditing
standards body should be congtituted in amanner smilar to that contemplated in the
DAPB but should aso include an academic and at least haf the members should be
practisng or retired auditors. The recommended Structure in relation to disciplinary

matters is addressed in tarm of reference 5. These committees/ boards will be
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accountable to the controlling board of the regulatory body.

1.10 The appropriate contemplated structure is thus:

Minister of
Finance

Regulatory body

Examinations & Accreditation Auditing Quality | Ethics Discipline
training standards control
Public Other
interest
matters
111 The preamble to the new Act (unlike the present PAA Act) should indicate that the

regulation of the professon isamed at the protection of the public.

1.12 The board established under the Auditors Act should present an annud report to

the Minister of Finance and to Parliament as it isabody creeted by it.

1.13 Ultimatdly, if the generd internationa move continues and is followed in South
Africa, it may be necessary to establish a single regulator of financia markets under
which dl the financid and related regulatory entitieswill fal. Thiswould indlude the
new regulatory body controlling the auditing profession, the FSB, the JSE, Banking

Supervision, etc.
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As regards "accountants':

It is congdered important that the legidation relaing to auditors not be clouded by
attempting to deal with accountants. It is al'so considered impracticable and
ingpposite to attempt to include the vast array of so-called "accountants’ as
reflected in the DAPB and there is neither internationa precedent nor moves for

such broad regigtration.

As regards the accountability of the preparers of financid statements, this has been
dedlt with in other terms of reference and there are provisons within the Financid

Reporting Bill which coversthis issue adequatdly.

Having regard to developments in the markets, the urgent matter to be addressed is
that relaing to the auditing professon. There may be a case for the regidtration of
particular classes of accountants. There is, however, no internationa precedent of
regulation of al "accountants' in awiddy defined sense. Further research should be
undertaken in this regard and action should be pended dependent upon the

deveopments internationdly in this area.

Summary of Pand recommendetions:

auditing is a matter which should be dedlt with separately in its own legidation and
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the DAPB should be divested of the attempts to regulate the accounting profession.
The name of the hill therefore gppears to be ingpposite and should refer solely to

the auditing professon.

following upon internationda future developments, the overdl regulation of so-caled

"accountants' should be reconsdered in the future.

the PAAB should be subsumed by a new body emanating from the new legidation,
which regulatory body should have a new name, eg. The Independent Auditors

Board.

the membership of the new regulatory body should be appointed by the Minister of
Finance and should include members sdected from the ranks of practisng and
retired auditors (as a minority of the members), government, regulators, users and
academia. The stakeholders should have the ability to nominate persons for

gppointment to the Minigter.

since the auditors regulatory body is a public interest body (and auditors will only

be a minority of the controlling executive), appropriate government funding will be

required.

the new body should be properly empowered and dedl with the matters covered by
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the present PAAB.

1.15.7 an annud report to the Minister of Finance and to Parliament should be presented

by the board created by the Auditors Act.
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Term of Reference 2

The desirability of separating the consulting and statutory auditing function

within a firm.

Pand Considerations and Recommendations

Many audit firms provide non-audit services to their audit clients. Such non-audit
services include consulting on businessissues and the provision of various other

savices,

The underlying concern is that the provison of non-audit services to an audit client
could be perceived as impairing the independence of an auditor. Thisis particularly
S0 in circumstances where sgnificant fees are generated from non-audit services

provided to audit clients.

The matter of freedom of choice and ability to compete are dso relevant in

ng thisissue. Many companies utilise their auditors for non-audit services on
the basis that there is dready ardationship of confidence and trust with the auditor
and the auditor has an intimate knowledge of the affairs of the company, and is thus

well-placed to perform other services.
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Apart from the provisonsin the Public Finance Management Act (which provide

that the externd auditors may not perform interna audit functions) and the provision
in the Companies Act (precluding an auditor of a public company from performing
the duties of secretary or bookkeeper for the company), there is no restriction on

the nature or extent of other services provided by an auditor to an audit client.

If it is gppropriate to limit the provison of non-audit services (ie. conaulting, etc.) by
an auditor to an audit client, then it is necessary to consider whether such

restrictions be enshrined in satute.

Thereisno consgent internationa pogition regarding the above. Itisonly in the
United States that auditors are now, by law, precluded from providing various
specified servicesto their audit clients, and audit committees are specificaly
required to pre-approve dl other non-audit services. This gppliesto particular
classes of companies, notably listed companies. In other jurisdictions, these issues
are commonly dedlt with as corporate governance issues which are not statutorily

controlled.

It is consdered undesirable for any auditor to perform any non-audit service which
results in a position where the auditors may be auditing their own work (eg. doing
the accounting work and preparing the financid statements, and then auditing those

same records and financia statements for the purposes of reporting thereon).
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It is aso consdered undesirable from an independence perspective for an auditor to
generate a disproportionate level of fees from aclient relative to the audit fees.
Despite the lack of empirica datato suggest that such a Situation does, in fact,
compromise auditor independence, it is manifest that such a perception is created,

which is unacceptable.

However, it is considered that these matters are such that they cannot be sensibly
gatutorily controlled in a detailed manner (but for the existing provisions referred to
above) and should be covered by ensuring that a structure is in place to address the
principle relating to theissue. A blanket prohibition on the provision of non-audit

services by auditors should be avoided.

It is consdered that, ultimately, the nature and extent of non-audit services provided
by an auditor should be a matter for the audit committee of revant entitiesto
decide. These parameters for non-audit services should be set by the audit
committee before such services are contracted or performed by the auditorsto an

ertity.

Note that term of reference 4 deds with the recommendation regarding the
requirement for the mandatory establishment of audit committees and the matters
which should be within the exclusve domain of those committees. This specificaly

includes the setting of parameters (ie. nature and extent) for any non-audit services
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Term of Reference 3

Theintroduction of term limits for auditors and audit rotation.

Pand Considerations and Recommendations

The underlying concern in relaion to this issue is the possible compromising of
auditor independence as a consequence of a relationship between auditor and client
that istoo close and familiar and that such arelationship may occur if the same

auditor conducts the audit over alengthy period.

It isimportant to recognise that the above must be considered both from a factua

point of view and the possible perception of such ardationship.

Thereisno empiricd datato suggest that alengthy auditor / client relationship
necessarily leads to a compromising of independence. However, it is recognised

that a perception in this regard exigts.

The limited skills and resource base in South Africamakes the practica
implementation of mandatory rotation of audit firms questionable. Moreover, itis

consdered that statutory intervention in this regard would not be sensible and may
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result in unintended results, eg. in certain countries where gatutory time limits have
been imposed upon audit firms then, when a new firm was gppointed, the particular
audit partner of the erstwhile audit firm smply transferred to the newly appointed

auditor, thus neutering the entire purpose of the exercise.

Moreover, audit firm rotation / term limits will certainly leaed to increased audit fees
asincoming auditors will not have the benefit of prior knowledge and experience
relating to the entity. Frequent auditor changes also increases the potentid for the
non-detection of material mis-statement / manipulation as knowledge and

experience reaing to the audit risks of the particular entity islost or limited.

It is consdered that the most gppropriate manner to ded with thisissueisfor the
metter to be covered by the audit committee. The mandatory establishment of audit
committees and the particular mattersto lie within their exclusve domain, are dedlt
with interm of reference 4. This particularly includes the question of the assessment

of auditors independence.

This should result in gppropriate time limits being imposed on specific audit partners
and senior audit staff conducting the audit of a client (preferably no morethan 5

years) or, if congdered appropriate, aterm limit for the audit firm itself.
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4. Term of Reference 4

A system of accountability between an auditor and their clients that addresses the
issue of fees and the relationship between an auditor and directors and the board

of a client company.

Pand Considerations and Recommendations

4.1 The underlying concerns inherent in thisissue are:

4.1.1 how to attempt to ensure independence of the auditors from management
which, practicaly controls the gppointment and fees of the auditor. The
above Stuation exists athough the auditor reports to shareholders which

crestes & initio a potentia conflict;

4.1.2 on areated independence issue, how to reinforce the respongbility line
between auditor and true client, being the shareholders to whom the auditor

reports.

4.2 Thereisno clear internationd precedent and the Stuation isin a Sate of

experimentation and flux.
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However, the popular internationd trend is to make the establishment of audit
committees mandatory (for listed entities) and even in some jurisdictions to dlocate

executive power on sgnificant matters exclusvely to the audit committees.

Various codes (and some legidation) include in the exclusive purview of the audit
committee, the gppointment or replacement of auditors and the gpprova of audit
fees. The underlying intention is to remove those matters from the direct control of

managemen.

Thereisno empirical research or evidence that the gppointment of auditors and
gpprova of the audit fee by executive management (as opposed to by an audit
committee) is an area of compromise. However, it gopears internationally that this

isan areaof concern and percelved sengtivity.

Audit committees do provide aformadised forum for the airing of concerns by
auditors directly with non-executive directors. It is consdered essentid that aforum
be created for the frank and confidentia conveying of opinions by the externa
auditors to non-executive directors and that procedures be put in place to facilitate
the conveying of any confidentia or sengitive accounting information or concerns by

any employees to the non-executive directors directly.

Audit committees are also important to formaise aforum to formally test the actua
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and perceived independence of the auditor.

It isimportant that South Africa be seen to be in step with internationa
developments regarding corporate governance and, in particular, the role of the
audit committee. However, it is noted that in virtualy al of the high profile
corporate scandals and collapses, an audit committee was in place. Furthermore, in
these cases, generdly the audit committee was condtituted in the manner

contemplated by the various codes with, on the face of it, appropriate parties.

Having regard to the actua experiencein relation to corporate scanda and collapse
and what practicaly can be achieved by an audit committee, it isimportant thet the
strength, scope, and respongibility of the audit committee not be overstated.

Redidticdly and practicadly it provides no more than amora check on managemen.

The existence of an audit committeeis and has been used by directors as
exculpatory on dl matters relating to the financid statements. The financid
statements are the communication of management to the shareholders (and normally
the only communication) and it is fundamentally important that the directors not be

ableto delegate, avoid or dilute their respongbility in this regard.

Directors have asserted and do assert that the primary responsibility for the financid

gatements lies with the audit committee and therefore they need not redlly gpply
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their minds in any sort of detail to the financid statements. In the view of the Pand
this common perception is misguided and wrong. However, the large emphasis
placed upon audit committees and the normaly very onerous charters of the audit
committees support the view that the board practicaly and effectively only have a
secondary responghility for the financid statements. It is essentid thet this

misconception be defeated.

It isaso noted that an audit committee would typicaly meet only afew times per
year and each meeting would only last afew hours. Moreover, the meeting would
cover awide host of financid and other risk areas. Practicdly it is obvious that

thereis only alimited amount that the audit committee can redidicdly achieve.

Despite the above, it isthe view of the Pand that the mandatory establishment of
audit committees has vaue. 1t does establish the independent forum to reinforce the
independence of the auditor and assist in the restoration of public trust in auditors
and potentidly management. The establishment of audit committeesis dso
important to ensure the correct globa perception of the South African corporate
governance business environment. It is recommended that the establishment of
audit committees be endhrined in legidation to make it mandatory for listed entities

and other rdlevant entities.

The membership of the audit committee should be redtricted to independent non-
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executive directors. The gppointment of the non-executive directors may require

the utilisation of a nomination committee, however, this would be dependent upon

the corporate governance structures within each particular entity.

The Sarbanes-Oxley model could be followed which would require amendment to

the Stock Exchanges Control Act in order to ensurethat it isalegd requirement

that the JSE impose such aterm within its listings rules. However, to ensure

goplicability to dl relevant entities, the requisite provisions should be housed in the

Companies Act and other relevant legidation.

The specific gatutory responshbilities of the audit committee should be limited but

specificdly include the consderation of the following metters:

al financia reportsto be issued by the entity;

independence of the auditor;

audit fees;

gppointment, remova and re-gppointment of auditors,

Setting parameters for any non-audit services which may be conducted by



4.17

4.18

4.19

Page 31

the external auditors before such services are contracted or rendered.

In order to ensure clear dignment with the current developments internationdly, the
gppointment and remuneration of auditors must be within the exclusive power of the
audit committee. The audit committee would then have the exclusive power to
approve audit fees and, subject to shareholder approval, to appoint auditors. It
should be made clear that outside of these two matters, the audit committee has no
executive authority or exclusive responshility for the other matters consdered by it,

which remains with the board.

The Companies Act and other relevant legidation should be amended to require a

forma report back from the audit committee in the annud financid satements of the
company or entity to confirm that it has satisfied itsdf regarding the matters required
by the rlevant Act (asisthe case in the Public Management Act of 1999 read with

the related Treasury Regulations).

In order to guard againgt the problems identified above, it is conddered that in
addition to the externd auditorsinteracting with the audit committee in relation to the
annud financia statements, the externd auditors should be statutorily obliged to
meset a least once per annum with the full board of listed and relevant entitiesto
discuss matters of importance in relation to the financia statements and affairs of the

company. The Companies Act and other relevant legidation should be amended to
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provide that the existence and advice of the audit committee does not discharge the
responsibility of the board of directorsin relaion to the financid statements and

other financid matters not within the audit committeg's exclusive statutory scope.

It is congdered that there should also be a statutory duty upon the auditor to attend
the annua generad mesting of listed companies or other relevant entities. For smaler
entities, the shareholders should have the right to demand that the auditor attends
the annual general meeting. At present, the Companies Act only provides for the
right of the auditor to attend and speek at the annua general meeting but not a duty

inthis regard.

It is further recommended that the legidation in the Auditors Act include a
preclusion on the acceptance of an audit engagement where the auditor has any
financid interest in the entity being audited (over which the auditor directly or
indirectly exercises control). The financid interest would obvioudy exclude feesto

be received from the entity.

The above amendment is required in order to dedl with the gpparent anomaly in the
Companies Act which precludes any person who is a director or was a director
during the year under review, from acting as auditor but has no preclusion on the

auditor having afinancid interest in the entity being audited.
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Summary of Pand recommendetions:

the establishment of audit committees for relevant entities should be made legaly

mandatory by appropriate changesto revant legidation;

the prescribed matters to be dedt with by the audit committee should include
financid reporting, audit independence (including the provison of non-audit
services), audit fees and gppointment of auditors. The only matters which should lie
within the exclusive purview of the audit committee should be the appointment of

auditors (subject to shareholder approval) and approval of audit fees,

the legidation should provide that the existence and advice of the audit committee
does not discharge the directors responsibility with regard to the financid statements

and financid affairs of the company;

the externd auditor should be statutorily obliged to meet at least once per annum
with the full board of relevant entities to discuss the financia statements and any
other rlevant matters which came to the atention of the auditorsin relation to the

affars of the company;

it should be a gtatutory duty upon an auditor to attend the annual genera meeting of
relevant entities and, for smdler entities, shareholders should have the right to

demand that the auditor attends the annua generd meeting. Thiswill require an
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amendment to the Companies Act and/or the Auditors Act;

the Auditors Act / Companies Act should preclude the gppointment of an auditor
who has any financid interest (over which the auditor has direct or indirect control)

in the entity being audited.
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Term of Reference5

An appropriate set of liabilities and disciplinary procedures for auditors that fail

to properly report upon the true financial health of a company.

Pand Considerations and Recommendations

The underlying concernsin reation to thisissue are:

the lack of speedy and public redress in respect of errant auditors;

the professond disciplinary body is not seen asindependent and is not seen

as a protector of the public;

practicaly, cases can legdly and legitimately be prolonged pending the

outcome of crimind and/or civil action;

the PAAB presently has no power to compd the production of evidence
during its investigation process which impedes the manner and speed with

which matters can be dedlt with by the disciplinary bodly.
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52 Thus the concerns which must be addressed from a professiond disciplinary liability
perspective are:

521 metters relating to independence of the body adjudicating;

522 the speed with which complaints can be dealt with and sentences put into

place;

523 proper trangparency of the process and of the final outcome;

524 appropriate pendtiesto act as a deterrent and as appropriate punishment;

525 powers of the investigating body to compel the production of documents

and the rendering of evidence.

5.3 At present the provisons relating to the civil remedies againgt negligent auditors are
considered appropriate subject to the matter relating to class actions referred to

baow.

54 Congderation should be given to confirming the legd legitimacy of class actions
which would enable the persons of a class to access the courts in circumstances

where individualy the claimants could not afford such an action. However, since
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this has far greater conseguences, separate specific research and consideration is

required by amore appropriately constituted body.

Statutory offences and fines should be considered for auditors (and audit firms) who
knowingly or recklesdy report on financid statements. This legidation should

probably be housed in the Auditors Act and/or the Companies Act.

At present only the individual audit practitioners are ligble to be charged for
misconduct and the audit firms are not registered as practitioners. The Auditors
Act should enable the regigration of firms and the firms should be charged in
addition to theindividua practitionersin the relevant cases. This would engble the
censure/ suspension / fines/ termination of audit firms and not only individua
auditors and make the imposition of more meaningful fines practicd and fair. The
sentence for theindividua practitioner and for the firm should take into account both
upholding the necessary professiona repute of the auditing professon and the

broader public interest.

The disciplinary arm of the body regulating auditors requires gppropriate funding,

which should include State funding, in order to ensure proper independence and

aufficient fundsto carry out its duties.

In order to address the perceived lack of independence, the disciplinary body
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should be chaired by aretired judge or senior counsel sitting on abody of which

50% of the representatives should be practising or retired auditors. The non-
auditor members (in addition to the chairperson) should be drawn from government,
regulators and business. As a safeguard, the condtitution of that body should be

such that the retired judge / senior counsd would have the casting vote.

Only matters of public interest or matters which may undermine the public trust in

the auditing profession should be referred to the disciplinary committee.

For other matters, eg. procedural complaints or less serious non-professional

conduct, etc. these should be dedlt with by a body of individuds, al of whom are
auditors. The disciplinary body chairperson (ie. judge/ senior counsdl) should be
determine which complaints or matters are dealt with by the two disciplinary units

contemplated.

In matters of consequence congdered by the disciplinary body, any judgment it
reaches should be rendered on the basis that it may not be used againgt the
practitioner or the audit firmin any legd proceedings. (A precedent dready exists
with regard to audit practice review). This should enable the disciplinary body to

expedite matters which are otherwise delayed on the basis of potentia prejudice to

pending litigation.
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There should be a mandatory expulsion without the possibility of re-admission
(subject to the Condtitution or other relevant law) in respect of caseswhere a

practitioner isfound guilty of fraud or other serious dishonesty.

Matters concluded by the disciplinary body should, in respect of guilty verdicts on
matters of serious public interest, and where considered appropriate by the
presiding officer, be published in the lay pressincluding, where consdered
appropriate, the names of the practitioners and their firms and other summarised

detalls, including sentence.

There should be a mandatory expulsion in respect of repeet offenders, eg. if there

are 3 convictions on matters relating to public interest.

The Auditors Act should include the power for the body, on good cause, to compel
the production of documents and the giving of evidence during the course of any

investigation conducted by it.

The potentid for the body contralling the professon to use finesimposed to
compensate complainants and other relevant parties for losses suffered asa
consequence of the actions of an auditor requires further investigation. Thiswould
be particularly beneficia in dealing with those parties who, as a consequence of

financid congtraints, would be unable to seek redress. It is noted that the PAA Act
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aready empowers the PAAB to establish such afund (section 13(1)(1)).

Summary of Pand recommendetions:

the legidation should require the regidration of audit firmsin addition to individua
audit practitioners and the firms should be subject to the same disciplinary rules as

the individuds,

legidation should introduce a statutory offence with prescribed fines or pendties for

auditors who knowingly or recklessy report on financia statements;

the legidation should provide for some State funding of the body controlling

auditors;

the legidation should provide that the disciplinary body of the successor PAAB
should be chaired by aretired judge or senior counsd. That disciplinary body
should be condtituted such that there is an equa representation of auditors and
others but that the casting vote of the chairperson (retired judge / senior counsdl)

resultsin that body being controlled by non-auditors;

the presiding officer should determine which complaints or matters for investigation

are to be dedt with by the full body and which other complaints or investigations
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can be dedlt with by the controlling body itsdf;

5.17.6 the legidation should provide that any judgement rendered by the disciplinary body
should not be capable of being used againgt an auditor in any subsequent legd

proceedings;

5.17.7 the Auditors Act should provide for a mandatory expulsion for practitionersin

respect of findings reating to fraud or other serious dishonesty;

5.17.8 the Auditors Act should empower the imposition of gppropriate fines/ penaties

and provide for the power to publish verdicts reached;

5.17.9 the Auditors Act should provide for mandatory expulsion in respect of repest
offenders;
5.17.10 the Auditors Act should empower the regulatory body to subpoena

documents and compe the rendering of evidence in investigations

conducted.
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Term of Reference 6

An appropriate set of liabilities and disciplinary procedures for executive
management of companies that fail to properly disclose the true financial health of

a company to the auditors

Pand Considerations and Recommendations

This issue has been consdered in two contexts:

liability of executive management for financia Satementsthet failed to fairly

present;

liability of executive management regarding misrepresentations (including

omissions) by executive management to the auditor.

Auditors should be statutorily obliged to report any false representations or
information or materia non-disclosures by executive management to an gppropriae
authority. The appropriate authority should be the PAAB (or successor body
controlling the auditing profession) and that body should have the power to disclose

the information to any organ of State and bodies such as the JSE.
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Statutory pendties should be imposed upon executive management of companies
and other relevant entities in respect of such fase or non-disclosures to the auditors
of those entities. Such conduct should condtitute a statutory offence. This
legidation should probably be housed in the Companies Act and/or the Auditors

Act.

It is recommended that it should be a statutory offence for dl parties who were
knowingly a party to the preparation or presentation of financia statements which
faled tofarrly present. In particular, it is consdered that the net should be extended
to include advisers/ bankers/ attorneys/ consultants or others who design or
conceive schemes (or knowingly assst in the process) which impact on both the fair

measurement in, and presentation of, financid statements.

The gatutory offence should thus include dl those who were knowingly a party to

the action or assisted in the conduct.

The statutory pendlties should be put into place which pendties should have the
flexibility to link the quantum of afine or extent of any jail sentence to the extent of
the loss (or potentid oss) suffered as a consequence of the misstatement of the

financid satements.

The statutory provisions contemplated above could be contained within the
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Companies Act. The provision relating to the onus upon the auditor to report a

misrepresentation should properly be housed within the Auditors Act.

The potentid to use finesimposed on management (for mis-dated financid
statements and/or misrepresentations or non-disclosures to auditors) to compensate
complainants and other relevant parties for losses suffered as a consequence of the
actions of an auditor requires further investigation. The exigting provisonsin the

PAA Act may beindructive in assessing the possibility of establishing afund for

such a purpose.

The Sarbanes-Oxley requirement for the chief executive officer and the chief
financid officer to certify the financid statements was carefully considered. In the
view of the Pand, it isimportant that the board assume collective responsibility for
the financid statements and accordingly such certification is not recommended.
However, as a matter of sengble corporate governance, it would be anticipated that
the board would reguire that the chief executive and the chief financid officer sgn

the financia statements of the entity.

Summary of Pand recommendetions:

auditors should be statutorily obliged to report to the PAAB or its

successor body any false representations or materia non-disclosures by
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executive management to the auditors. The PAAB or its successor body
should have the power to disclose that information to any relevant person in

the public interest;

appropriate legidation should be introduced to provide for a statutory
offence and pendlties upon executive management in respect of fase

representations or materia non-disclosures to auditors,;

appropriate legidation should be introduced to provide for a statutory
offence and pendtiesfor al parties who are knowingly party to the
preparation or presentation of financid satements which fail to fairly present

or asss in that process.
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Term of Reference7

The usefulness and appropriateness of accounting standards and disclosure rules

and the feasibility of implementing a system of " current disclosures” .

Pand Considerations and Recommendations

It isfundamenta to faithful representation of transactions and events that these be

measured and disclosed consigtently.

For investment purposes, it is adso fundamental that comparability exists between
reporting entities. This meansin particular that there is an accepted consistent
method in which amilar transactions and events are accounted for and disclosed by

entities.

The existence of codified accounting standards provides the benchmark to ensure
consstency and comparability. It isthus clear that codified accounting standards

are necessary, useful and appropriate in financid reporting.

The codification of accounting standardsis required in order to remove as much

doubt as possible in relation to what is considered appropriate and fair accounting
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practice both in matters of accounting measurement and disclosure.

To date, it has not been explicitly clear whether codified statements of accounting
standards and disclosure rules had legal backing in terms of the Companies Act. It
is necessary that the pogition is clarified to make it clear that compliance with

codified accounting standards is mandatory for al companies and relevant entities.

In addition to a change in the Companies Act required in this regard, it is necessary
to have reference to the Financiad Reporting Bill. The FRB providesfor the
edtablishment of the Financid Reporting Standards Council which will issue financid
reporting standards and have the power to supervise and enforce compliance with

these standards.

The gpplication of the FRB contemplates amendments to the Companies Act that
annud financia statements be prepared in accordance with the financid reporting

gandards laid down by the Financia Reporting Council.

It is congdered that the FRB is, in principle, properly conceived and should be put
into effect as soon as possible. Other relevant entities should aso be required to
comply with the financia reporting standards as set in accordance with the FRB.
Thiswill require amendments to other legidation pertaining to the various relevant

entities.
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7.9 Asregards the feasibility of implementing the system of "current disclosures':

7.9.1 al listed companies and other relevant entities should be required to issue
their annua financid statements within 4 months of the financid year end,

which would accord with the world norm for listed entities in this regard,;

7.9.2 thiswill require an amendment, inter dia, to the Companies Act (in so far as
it affects public companies) and to the various legidation governing the other

rdevant entities;

7.9.3 it is congdered that the generation of quarterly reports by listed and other
entities should not be a mandatory requirement. This recommendation is
made having regard to the prevailing requirements of other stock exchanges
around the world and with due regard to the resources in South Africaand
the cost / benefit relaionship in respect of such quarterly reporting, which is

not necessarily meaningful;

794 the JSE Ligting Requirements adequately cover the immediate disclosure of
materid information impacting upon the financid pogtion of an entity.
Similar requirements should be put in place for other relevant entities which
will require amendments to the particular legidation in terms of which these

operate;

7.95 immediate ongoing, online reporting of resultsis not conddered necessary.
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This issue may have to be revisited in the future dependent upon globa

trends and advances in technology and, more particularly, the reliability and

accuracy of accounting data generated.
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Term of Reference 8

The feasibility and appropriateness of incorporating the regulation of internal
auditing, audit committees and their relationships to external auditorsin the

legidlative framework

Pand Considerations and Recommendations

The issues rdaing to the establishment of audit committees and the mattersto lie
within the exclusive domain of audit committees are dedt with in term of reference
4. This covers the questions of the gppropriateness of the establishment of audit
committees and the relationship to the externd auditors within the legidative

framework.

Asregards the regulation of internd auditing:

it is condgdered that thisis a matter which should be determined by entities

and cannot sensibly be prescribed;

it ordinarily would be covered as part of the corporate governance issues

and the manner in which an entity considersit best to manage internd
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control and other financid risks;

8.2.3 it is thus consdered unnecessary to legidate for the regulation of interna
auditing or to make interna auditing a mandatory requirement for relevant

entities.
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Term of Reference 9

The inter-relationships between the Accountancy Profession Bill, the Financial

Reporting Bill and the Companies Act, 1973

Pand Considerations and Recommendations

In order to ensure that holistic improvements to corporate governance flow from the
implementation of are-drafted Accountancy Profession Bill and the Financid
Reporting Bill, the Minigter of Finance anticipated that amendments to the

Companies Act might be necessary.

In addition, these three pieces of legidation need to be reviewed in the context of
the Pand's overal recommendations to ensure consistency in terms of where certain
groups of recommendations should be best housed. (A summary of the
recommendations of the Pand in terms of |legidative changes across dl terms of

reference is dedlt with in section C).

It is not the Pand's intention to provide definitive answers to what are essentialy
legd drafting issues and questions. However, the Panel provides some guidance in

this regard. The generd gpproach isimportant to highlight because the legidative
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framework with regards to corporate governance has a direct impact on the

integrity of South Africas financid markets.

The Panel believes that currently a diguncture exists between the jurisdictions of the
Minister of Finance and the Minister of Trade and Industry that impacts negetively
on the effectiveness of the legidative framework to ensure adequate adherence to

accepted principles and practices of good corporate governance.

The Minigter of Trade and Industry hasjurisdiction over the Companies Act whilst
the Minister of Finance is held accountable for the integrity of South Africas
financid markets and has jurisdiction over the PAAB. Thisis evident in a number of
ways, one of which isthe World Bank's Report on the Observance of Standards
and Codes for corporate governance is directed at the Minister of Finance who is

required to give his gpprovd for it to be published.

The Companies Act (which fals under the Minister of Trade & Industry) contains
sections that determine the lega requirements for a public company and sate the
requirements for public offerings of securities. However, once acompany is lised
on an exchange, these respongibilities are essentidly shifted to the JSE that is
supervised by the Financid Services Board ("FSB") that ultimatdy fdls under the

Miniser of Finance.
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Thisdiguncture in jurisdiction and accountability was the subject of intensive

discussion by the Pand that sought to identify optionsto remedy this.

It is accepted thet al legidation relevant to corporate governance belongsin the
Companies Act and legidation contralling other relevant entities. Therearea
number of reasons to support this view, including the fact that corporate governance
requirements should gpply to al types of companies and not just those that are
publicly traded. In addition, the Companies Act creates the requirements for
registration of a company and hence the jurisdiction for imposing sanctions againgt

al registered companies.

However, in light of the diguncture as explained above, the Pand is of the view that
either the Companies Act needs to be placed under the jurisdiction of the Minister
of Finance or dternatively, a separate piece of legidation should be created that
removes al issues dedling with corporate governance from the Companies Act and
this new legidation would then fal within the jurisdiction of the Minister of Finance.

Thiswould include the current requirements housed in the Financia Reporting Bill.

Consideration needs to be given to the manner in which anew regulatory authority
would be funded if al corporate governance functions were to be located outside of

the Office of the Regigtrar of Companies.
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10. Other matters

10.1 In the course of the review the Pand identified cartain other rd evant matters which

pertain to the DAPB but which are not contained in the terms of reference.

10.2 The matters highlighted below are not intended to be a comprehensive or an
exhaudtive list of other rlevant issues but are those matters which were noted
during the course of the debate in relation to the broader matters under

congderation.

Examination process and accessto the profession

10.3 The existing examination process is amatter of concern. The present system

operates in the following manner:

- after quaification from universities accredited by the appropriate
professiona body (presently only SAICA), graduates are then entitled to

write the so-cdled Part | of the "find qudifying exams';

- this Part | examination is set by the professiona body and deals with
financid accounting, manageria accounting, taxation and other related

issues. Thisexam is normdly written early in the year following the exit
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from university;

- the PAAB, a gtatutory body, setsthe so-called Part 11 examination, which
dedls with auditing (which, by its very nature, isinexorably linked to
accounting and related matters). A candidate is only admitted to Part |1 if
Part | has been successfully completed and this exam may only be written

after completion of 18 months of traineeship.

The system imposes hurdles on admission to practice as an auditor and chartered

accountant in that;

there isalengthy delay between exiting university (where students are a their pesk
of learned knowledge and examination ability) and the date upon which the Part 1
examination iswritten. Thus, a person who successfully completes the requisite
university degree will, because of the lengthy delay, have to re-study and re-prepare
for the Part 11 examination (more than 18 months after the find universty
examinations). The delay is such that there isamarked decline in requisite
knowledge for the examination in the 18 month period, hence a greet ded of re-

studying and re-preparation is required;

afurther impediment has been imposed in that before admission to write Part 11,

candidates must have completed an "auditing speciaism course” run by various
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parties - this obvioudy involves further expense and another hurdle as that course
must be successfully passed before admission to write the Part 11 examination
(despite the fact that the person has successfully completed the university

examindions);

from the trainers of potentia auditors and chartered accountants perspective (ie.
registered auditors and auditing firms), the system isineffective, costly and
nonsensica. Eighteen months into the trainees contract when the trainees would be
reaching some kind of seniority within their firms, their contribution and attention is
sgnificantly diluted for aperiod of at least 3 months in preparation for the Part 11

examinations.

These further hurdles - the lengthy delay, the further costs and the further
intermediary examination (the auditing specialism course) pose unnecessary and
unwelcome hurdles and are contrary to the interests of al, particularly previoudy

disadvantaged candidates who would otherwise more readily access the profession.

It should be noted that the routing to a chartered accountant and auditor in South
Africais generdly not the same as exigs in the United Kingdom, where many
chartered accountants have completely unrelated undergraduate degrees and hence
do a converson and write their examinations during their articles/ traineeship. Itis

thus not comparable and should not be mirrored.
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For completeness, it should be noted that examinations (and particularly in a

discipline such as auditing) are by nature theoretica exercises (even if based on
practica stuations) and the 18 month delay provides very little by way of practica
assstance in addressing an auditing examination, ie. Part [I. Thisis borne out by
datawhich indicates that at atime when universities presented candidates for the
board examinations, many of whom had studied part-time (ie. had completed at
least 3t0 5 yearstraining contracts/ articles) and many who had studied full-time,
the full-time students outperformed the part-time students (who had practica
experience) in the auditing examinations (despite the examinations being based on

practical scenarios).

Asregards practica proficiency, the present requirements should ensure that after
completion of traineeship, the candidate seeking registration as an auditor and
chartered accountant should be "sgned off" (by the person or firm with whom the
traineeship was completed) as having received proper training and having displayed

the proper practica abilities during the period of traineeship.

It is thus recommended that, as soon as practicaly possible after completion of
relevant university examinations, candidates should write both the so-called Part |
and Part |1 of the find qudifying examinations (which should continue to be set or at
least controlled by the PAAB or its successor body) as soon as practicaly possible

after successful completion of the relevant university examinations.
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10.10 Asisthe present requirement, a person should not qualify for admisson asan
auditor unless both "parts’ of the find quaifying examinations process have been
successfully completed and the necessary training contract (previoudy termed
"articles of clerkship") are completed. (It bears repegting that auditing is inexorably
interlinked with accounting). However, in order to facilitate accessibility to the
profession, the present requirement that both the examinations need not be passed

smultaneoudy should remain in existence.

10.11 For the sake of darity:

10.11.1 the financial accounting and related matters examinations (the so-called Part
1) should remain with SAICA (or other bodies accredited by PAAB or its
successor body) and it will be up to the PAAB to assess the standard of

that exam as an entrance requirement to the Part 11 examination,

10.11.2 the auditing (so-cdled Part 11) examination should remain with the PAAB
(or its successor body) and it will be up to SAICA to assess whether the
standard of that examination satisfiesits requirements for regidtration asa
Chartered Accountant. Other professiona bodies may or may not require

successful completion of Part |1 for the use of their designation.

10.12 The above structure would certainly streamline the process, remove unhedthy and
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unnecessary time, cost and admission hurdles. The structure would certainly bein
the interests of the profession, unquestionably in the interests of graduates from
university seeking to enter the profession and the previoudy disadvantaged, and has
no negative connotations for the public. It will dso mean that SAICA / PAAB will
not need to duplicate their accreditation process - a present they are required to
perform procedures to accredit universities and then a separate procedure to

accredit "audit specialism courses'.

Chartered Accountants Designation Act

There are matters which concern the public interest and public trust in relation to

chartered accountants that should be addressed.

The term "chartered accountant” enjoys statutory protection in terms of an Act of
Parliament (the Chartered Accountants Designation Act 1993, which was originaly
dedt with in 1927 legidation). Accordingly, the public is entitled to expect
consistency as regards the body of knowledge to be expected from a"chartered
accountant”. It isimportant that the public not be confused in thisregard. Itisaso
important that persons should not be able to easily pass themselves off as chartered

accountants if they are not entitled to such a designation.

Recently aversion of achartered accountant has been introduced by SAICA, viz.
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"chartered accountant (financid accounting)”. This"verdgon™ is an accountant who is
less skilled and experienced in auditing. However, it is considered that such a
verson is confusing and the digtinction is unknown to the public. Sincethetermis
protected by statute, the public interest demands that there should be consistency
and darity regarding what skills a " chartered accountant™ should possess. Inthe
circumstances no dternative "verson" of "chartered accountant” should be permitted
- in particular, the public should be entitled to assume that any person entitled to the
designation has covered the same body of knowledge and not some lesser extent,
ie. exduding ahigh leve of auditing knowledge. Thus successful completion of the
so-caled Part 11 of the fina quaifying exam (discussed below) should be apre-
requisite before being entitled to use the designation. Practica and fair
arrangements will have to be put in place to deal with those hitherto permitted to use

the designation without completion of the Part 1l examination.

A further matter of concern which arises from the protected status of the term
"chartered accountant” is the varioustiers of membership of SAICA, which have
been introduced by SAICA. Theseinclude, for example, an associate member of
SAICA who need not have passed or even written any of the fina qualifying
examinations or, indeed, need not have even successfully completed the requisite
university degrees for admisson to write the find qudifying examinations. The
public cannot be expected to distinguish between a"member” of SAICA and an

"associate member” of SAICA. The burden of public trust is such that the public
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should not be confused and passing off as a chartered accountant should not be
facilitated by such tiers of membership -which effectively introduces classes of
members of the SA Indtitute of Chartered Accountants including members who

(somewhat absurdly) are not chartered accountants.

It isimportant thet it is highlighted that there are no tiers of membership of other
professons. By way of example, the point can beillustrated trenchantly: The public
is entitled to assume that if aperson isamember of the Society of Advocates then
that person is a properly quaified advocate with the body of knowledge expected
of advocates. Thereisno lower or intermediary tier of advocate (or other

professonds) and this would be smply confusing and contrary to the public interest.

It isrecognised that SAICA will have certain practical problemsin deconstructing
thesetiers. Thesetiers of members have been "admitted” to membership of SAICA
and presumably have paid membership fees. Thus the decongtructing of that
process will have to be donein afair manner, presumably by establishing some

other voluntary organisation for such persons, eg. a student society.

Material Irregularities

The PAA Act (at section 20(5)) contains a "whistle-blowing™ provison whichisaso

taken up in the DAPB. This provison providesthat:
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"If any person acting in the capacity of auditor to any undertaking is
satisfied or has reason to believe that in the conduct of the affairs of
such undertaking, a material irregularity has taken place or istaking
place which has caused or is likely to cause financial loss to the
undertaking or to any of its members or creditors, he shall forthwith
despatch a report in writing to the person in charge of that
undertaking giving particulars of the irregularity, at the same time
drawing the attention of such person in charge to the provisions
(below) and requesting him to acknowledge receipt of such report in

writing.

Unless within 30 days after an auditor has despatched such a report,
he has been satisfied that no such irregularity has taken place or is
taking place, or that adequate steps have been taken for the recovery
of any such loss so caused, or for the prevention of any such loss likely
to be so caused, he shall forthwith furnish the board with copies of the
report and of any acknowl edgement of receipt thereof and reply

thereto and such other particulars as he may deem fit.

The board may disclose any information supplied to it ... to any
attorney-general or the Registrar of Banks or any officer in the public

service or any member or creditor of the undertaking concerned or any
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juristic person of whom the undertaking is a member or who has
control over the undertaking or who has the power to take disciplinary
steps against the undertaking, or to the committee of any stock
exchange on which shares of the undertaking are listed, or if the board
believes it to be in the best interests of the public, to any other person,

ingtitution or body."

The above "materid irregularity” provison is most unusud and is not found in the

magor markets of the world.

Magor practica problems have been encountered in the interpretation of this
section. If it is consdered necessary to retain this provision, then the wording
should be made explicit to remove doubts regarding its intention and applicaility,
€g. whether the materidity should be assessed objectively or in relaion to the entity;
whether irregularity includes a contravention of any law, memorandum and articles

and contractuad arrangements, etc.

Multi-disciplinary practices

The DAPB provides for multi-disciplinary practices, ie. for auditors and other

professonas to operate in asingle practice. Moreover, the DAPB provides that

auditors need not condtitute a mgority of such a partnership or firm. (The DAPB
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obvioudy limits the ahility to perform audits to the auditors).

It is recognised that many audit practices currently operate multi-disciplinary
practices and are commercially embarrassed by the provisions of the PAA Act
which limits the membership of an audit firm to auditors only and prohibit the sharing

of profits with non-auditors.

It is necessary that the Auditors Act recognises the commercid redity of multi-
disciplinary practices and thus permits (in controlled circumstances) the sharing of
profits by auditors with non-auditors who operate a senior level within the broader

practice.

However, in the view of the Panel, having regard to the position of public trust of
auditors, the principds, ie. partners or directors, of audit firms should remain
exclusvely auditors. It follows thet the provisonsin the DAPB alowing not only
non-auditors to be principa s within what could be known as an audit practice but
aso that the auditors could congtitute a minority of such principals, is considered

ingpposite and misguided.

Power s of successor body to PAAB

The DAPB does not provide for certain required powers and duties which the
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auditor controlling body requiresin order to operate optimally. The Auditors Act

should, accordingly, in addition to the other matters set out esawherein this report,

explicitly provide for powers and duties relaing to:

10.26.1 prescription of accreditation standards;

10.26.2 enabling the accreditation of programmes of professona bodies that meet
those standards,

10.26.3 enabling the monitoring of accredited programmes,

10.26.4 other relevant enabling clauses covering fees payable in repect of

accreditation, structures to determine the extent to which programmes of
professiona bodies meet and continue to meet prescribed accreditation

standards;

10.26.5 ensuring the existence of clear requirements to be complied with by any

persons wishing to register and for professond bodies seeking accreditation

and for the maintenance of professona competence;

10.26.6 clear requirements for the maintenance of accreditation.
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Registration of auditors

Auditing is ultimately a matter of public trust. The present position is that the word
"auditor" is not a protected term other than to the limited extent referred to below.
Thus many versons gppear, eg. "freight auditor”, "qudity control auditor”, "interna
auditor", "media auditor", etc. Furthermore, parties (who are not registered

auditors) can (and do) in certain circumstances indicate that datais "audited”. Itis
thus easy for the public to be midead regarding the qudification or accreditation of

an "auditor” and the stlandard gpplied in reporting on any matter as "audited”.

The PAA Act does provide that only persons registered with the PAAB may
engage in public practice as an auditor and accept gppointment as auditor where the
gppointment is required by law. The Auditors Act should, however, aso provide
that no party may use the term "auditor” (or derivative thereof) unless accredited
with the controlling successor body of the PAAB. This should not apply to the use

of aterm interndly by an organisation.

Legidation should aso be introduced to provide that the words "public”, "nationd”,
"registered”, and "certified”" should not be capable of being used with the word
"accountant” unless such a description has been gpproved by the Department of
Trade & Industry / Department of Finance. The same should also be applied to the

letters "CPA™ which is awell-known professond designation in the United States of
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Americaand dsawhere. Such legidation isrequired in the public interest to ensure

that there is no confusion as regards the potentid particular titles.
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11. Conclusions

111 It is necessary for the Government to be seen to be taking action to assist in the

restoration of public confidence and trust in financid reporting and auditing.

11.2 The adoption and implementation of the Pand's recommendations relating to various
corporate governance and auditor control measures will assist in creating the overal

appropriate amosphere in the milieu of the business world and financia markets.

11.3 South Africawill then be cdlearly in step with the best internationa principles and
practices relaing to corporate governance and the legidative environment affecting
companies, preparers and users of financia statements, government and the broader

public interest.
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TERM OF REFERENCE 1

The appropriateness of the structure of the regulatory framework for auditors and accountantsthat is
currently envisaged in the Bill in the light of international developmentsand the debate around self-

regulation.

Background
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1.9

This term of reference considers the appropriateness of the structure of the regulatory
framework for auditors and accountants that is currently envisaged in the Draft
Accountancy Profession Bill, 2001 (DAPB) in the light of international developments
and the debate around self-regulation. The regulatory framework encompasses structures
for the co-ordination, promotion, development and regulation of the accountancy
profession.

The preamble to the DAPB states that the structure of the profession should be such that
it can render efficient service to all sectors of the South African economy and that it
should function in an open, responsive and accountable way, in accordance with the
spirit of the democratic constitutional order.

Since the publication of the DAPB, confidence in global financial markets has been
seriously eroded by the events surrounding the collapse of Enron and other corporate
scandals. Governments, notably in the United States of America and the United
Kingdom, have responded to the many issues arising, including the regulation of
auditors.

This emphasis on the regulation of auditors has brought into question the advisability of
continuing with broadly focused legislation concerned also with regulation of the
accountancy profession. Accordingly, we consider the form and content of legislation
best suited to implement our recommendations.

Glaobal practice in the regulation of auditors and accountants varies from country to
country. The regulatory regimes lie at different points between complete self-regulation
(by the professional bodies themselves) at the one extreme to comprehensive
independent regulation (in its strictest form, direct State regulation) on the other.

Sdf-regulation cannot be seen to function in an open, responsive and accountable way
unless it is subject to rigorous oversight in the public interest. The need for independent
oversight of the professional bodies, therefore, increases proportionately to the degree of
regul ation they exercise.

The perceived quality of regulation of auditors and accountants is an important factor in
promoting the efficiency of capital markets and the functioning of the South African
economy.

Because regulation and oversight impose a cost burden, the relative importance of their
outcomes must be assessed against their benefits. Higher standards are generaly
appropriate where the public interest is greater. Internationally, such considerations have
meant that auditors, in particular those of companies whose shares are publicly traded,
are subject to the highest standards.

In South Africa, there has been State regulation of the public practice of accountancy for
more than fifty years. Members of an accountancy body entering public practice are
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required to register with the statutory body, the Public Accountants’ and Auditors' Board
(PAAB), and are governed by its regulations.

The PAAB functions in terms of the Public Accountants' and Auditors’ Act 80 of 1991
(PAA Act). The main functions of the PAAB are:

= Registering training contracts;

= Setting, administering and marking the Professional Practice Examination;

= Performing practice reviews,

= Investigating alleged offences of registered members;

= Hearing allegations of improper conduct by registered members; and

" Imposing punishment on registered members found guilty of improper conduct.

The current functional organisational structure of the PAAB is shown in Figure 1 below.

Figure 1: Functional Structure of the PAAB

Minister of Finance I

v

PAAB I
v v v
Setting, Perform Quality Setting of
o Administering & Control & Auditing Discipline &
Accredlt_atlon of Marking Practice Reviews Standards, Compliance
Auditors Professional Professional Enforcement
Practice Ethics
Examinations
111 The Public Accountants' and Auditors Act sets out the manner in which the PAAB
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should be constituted. Appointment to the PAAB is by nomination to the Minister of
Finance who then confirms the appointments. The current membership of the PAAB
includes representatives of :

" Office of the Auditor-General;

= Registrar of Companies;

" South African Revenue Services,
" Financial Services Board,;

= National Treasury; and

" Academic institutions.

The PAAB currently comprises 16 members. 9 are accountants in public practice, 2 are
academics (also qualified accountants) and 5 represent State departments and
institutions.
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Critics of the PAAB have drawn attention to its apparent lack of independence from the
accountancy profession. It is wholly funded by the profession, which has a majority of
members. It perpetuates itself through membership nominations to the Minister and
effectively excludes those not able to volunteer considerable unremunerated time.

Although the PAAB is a statutory body and has government representatives as members,
there are no formal reporting requirements. The role of the government representatives
is unclear and there is no detailed public oversight of its operations. This resultsin a
public perception that, in effect, the system is one of self-regulation and self-interest with
little focus on the public interest.

Global Trends

21

2.2

2.3

Worldwide, there has been a trend towards accountancy bodies being more open in their
governance and regulatory processes and for there to be more independent oversight or
regulation in areas of greater public interest. As well as the emergence of effective
global standards for financial reporting and auditing, the accountancy profession is now
moving quickly towards global enforcement of standards in ethics, education and indeed
most aspects of the organization of accountancy bodies.

Governments have also sought more effective means of oversight or regulation and this
trend was accelerated by the Enron scandal. Although post-Enron developments have
been dramatic, particularly in the USA, many countries had already moved much of the
way towards changing the balance away from self-regulation of the accountancy
profession.

In this part, we examine the post-Enron response in the USA and in the UK. The latter
must be seen in the context of the European Union (EU), where the European
Commission (EC) has aso responded, in part to address the extra territorial impact of
measures implemented in the USA.

United States of America

24

25

As the country most affected by the Enron scandal, the USA reacted strongly and
legislation was passed with little time for consultation. The Sarbanes-Oxley Act of 2002
only applies to public companies that make filings with the US Securities and Exchange
Commission (SEC). It addresses issues such as: auditor independence, corporate
responsibility, enhanced financial disclosure, conflicts of interest and corporate
accountability and risk to issuer business. The Act also establishes a non-governmental
Public Company Accounting Oversight Board (PCAOB) which is a non-profit
corporation.

Until the PCAOB is fully in operation, the detail of its rules and operating methods

remain uncertain. It has sought to be transparent and publishes a wide range of

information on its website. The PCAOB may set its own budget and has wide powers to
both set standards and enforce them for public accounting firms (registered firms) that
prepare audit reports for public companies. It is funded by a levy on public companies
and by registration and annual fees from each registered firm. It may establish, adopt, or
modify auditing, quality control, ethics, independence and other standards for public
company audits and has powersto:

= Register and inspect public accounting firms (registered firms) that prepare audit
reports for public companies;

= Investigate registered firms for potential violations of applicable rules relating to
audits;
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. Enforce compliance with the Act, the rules of the Board, professional standards,
and the securities laws relating to the preparation and issuance of audit reports
and the related obligations and liabilities of auditors; and

= Impose sanctions for violations.

The Act requires that the five members of the PCAOB be prominent, “financially
literate” individuals of integrity and reputation. They serve on a full-time, remunerated
basis and are subject to stringent requirements to be independent of any public
accounting firm. The PCAOB is expected to employ a substantial number of full-time
staff in order to fulfill its regulatory functions. It will also make use of standing advisory
groupsto provide expertise, such asin standard setting.

For public company auditors the PCAOB has taken over the standard setting and
enforcement role of the American Institute of Certified Public Accountants' (AICPA).
Structurally, the rules of the PCAOB are submitted to, and do not take effect until
approved by, the SEC.

United Kingdom

2.8

2.9

The UK has recently carried out a broad review of corporate governance and the
regulation of the accountancy profession. The resulting action is being taken in advance
of the outcomes of EU initiatives. The EC presented its action plan for the improvement
of corporate governance and statutory audit throughout the EU on 21 May 2003.
Through it, the EC seeks to further EU market integration and to answer the extra-
territorial influence of the Sarbanes-Oxley Act, in particular by requesting exemption
from registration with the PCAOB of affected EU auditing firms. The plan requires
further development and then eventual implementation through either (i) non-binding
recommendations or (ii) directives to each Member State to achieve the result, with room
for national authorities to choose the form and methods. Thus, there are no immediate
regul atory consequences.

In the UK, the regulation of the accountancy profession had undergone reorganization
following areview in 1998. Many public interest functions had been transferred from
the control of the professional bodies to a separate body (the Accountancy Foundation)
and an oversight function had been introduced (the Review Board). While the
membership of these bodies was independent of the accountancy procession, their
funding was not.
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A. Current organisation of the profession
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Source: UK DTI Consultative Document “A Framework of Independent Regulation for the
Accountancy Profession”

210  The post-Enron review concluded that while there was no evidence that the existing
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regulatory system was seriously flawed, there were concerns about the perceived
independence of key aspects of the arrangements and about its complexity. Although the
UK Government is still to enact the precise statutory measures, the revised structure is
now decided and has begun operations.

The change makes use of an existing UK body, the Financial Reporting Council (FRC)
which has hitherto been concerned only with financial reporting. The FRC is
constituted as a company limited by guarantee. Its Council comprises the Chairman,
three Deputy Chairmen and up to thirty members. The Chairman and Deputy Chairmen
also act as directors of the company. The directors normally include representatives from
the accountancy profession, the London Stock Exchange, and commerce and industry.
The Chairman and Deputy Chairmen are appointed by the Secretary of State for Trade
and Industry and the Governor of the Bank of England acting jointly. The FRC is
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funded by the profession, companies, banks and government and it funds the Accounting
Standards Board (which sets accounting standards) and the Financial Reporting Review
Panel (which investigates complaints about the financial statements of public and large
private companies).

The FRC takes on the functions of the Accountancy Foundation and becomes the
independent regulator taking over responsibility for various subsidiary boards. Its costs
are to be broadly shared by government, business and the professional bodies, with the
exception of disciplinary costs (funded by the professional bodies) and the cost of the
independent audit inspection unit (funded by audit firms).

The Secretary of State now delegates the government recognition role (for supervisory
bodies and auditor registration) to the independent regulator acting through a
Professional Oversight Board (POB), which takes over from the Review Board. The
POB retains the Review Board's wider accountancy remit, but its primary focus is the
oversight of audit.

A new audit inspection unit is created, which reports to the POB within the independent
regulator. It takes over from the professional bodies responsibility for monitoring the
audit of those entities whose activities have the greatest potential to impact on financial
and economic stability — specifically listed companies and major charities and pensions
funds.

The Ethics Standards Board (which did not set standards but exercised oversight) is
dissolved. The Auditing Practices Board (APB) takes over the professional bodies
responsibility for setting standards for independence, objectivity and integrity for
auditors. Responsibility for setting all other ethical standards remains with the
professional bodies and is subject to oversight by an appropriate board within the
independent regulator. The APB’s Chairman is a lawyer; its membership is limited to
40% of practising auditors, with the remaining 60% bringing a truly independent and
impartial perspective.

The Investigation and Discipline Board (the operation of which had been delayed) is to
be brought into operation without further delay as a subsidiary of the independent
regulator to provide, as intended, a demonstrably independent forum for hearing
significant public interest disciplinary cases. It will handle cases referred to it by the
professional bodies and those which it decides to investigate. It is able to impose
appropriate sanctions including removal of eligibility to audit.

Elsewherein the World

217

Outside of the United States of America, the United Kingdom and the member states of
the European Union, much activity has taken place around the regulatory framework for
auditors and accountants, as well as improvements to local corporate governance
frameworks. The Panel considered the two major international comparative reports that
were published on its deliberations (OECD, 1998 and WEeil, Gotshal & Manges LLP,
2003). These reports addressed the position and status of the issue in the Americas,
Europe, Asiaand Africa

South Africa

31

In this section, we examine the relevant provisions of the Draft Accountancy Profession
Bill, 2001 which have been subjected to much debate and discussion over the past
decade. We take into account the views expressed to us in relation to whether the
proposed structure of the regulatory framework for auditors and accountants remains
appropriatein the light of post-Enron global trends.
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The DAPB proposes that accountants and auditors are regulated under a single act. The
regulatory structure envisaged in the DAPB is shown in Figure 3 below. The DAPB
does not address the costs of establishing these structures, nor how the costs are to be
met.

Figure 3: Regulatory Structure asenvisaged in the Draft Accountancy Profession Bill, 2001
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Source : School of Accountancy, Wits University, 2003, p24

3.3

34

The Representative Council of Accountants (RCA) is to be established for the
coordination, promotion, representation and development of the accountancy profession,
but is not concerned directly with regulation. The Regulatory Board for Auditors (RBA)
isto promote and regulate the auditing profession. The RBA has as related structures the
Independent Standard-setting Board for Ethics (ISBE) and the ndependent Standard-
setting Board for Auditing (ISBA).

The objectives of the RCA are not concerned with regulation except insofar as they are
concerned with educational standards. Accreditation by RCA provides a quality
threshold for the profession. The DAPB sets out the following objectives for the RCA:

= “To represent, co-ordinate and develop the accountancy profession and to
promote itsinterests;

= to promote appropriate standards of qualification in the accountancy profession;
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= to ensure proper funding for itself and its committees in order to perform their
respective functions and carry out their duties in terms of this Act or any other
law;

= to provide a forum where members of the RCA can formally share their
knowledge and expertise in the furtherance of the education and training of
accountants,

= to provide a forum where professional bodies accredited by the RCA can
interact in furthering the interests of the accountancy profession and in the
pursuit of the objectives of the RCA; and

" to liaise withthe RBA on matters of common interests” (DAPB, p11).

The DAPB sets out the following objectives for the RBA:

= “To endeavour to protect financial interests in the Republic through services
rendered by registered auditors;

L] to liaise with and support the BBE in the promotion and maintenance of
internationally comparable standards of professional ethics for registered
auditors;

= to liaise with and support the ISBA in the development and maintenance of

internationally comparable auditing standardsin the Republic;

= to promote appropriate standards of qualification in the auditing profession;

= to promote the image and interests of registered auditors;

= to ensure disciplinary action in terms of this Act;

- to provide a forum for interaction among professional bodies accredited by the
RBA;

= to ensure proper funding for itself, the ISBE, the ISBA and relevant committees;

. to maintain aregistration system and aregister for registered auditors;

= to monitor the provision of adequate continuing professional education for

registered auditors; and
= to liaise with the RCA on matters of common interest” (DAPB, p8).

The accreditation of professional bodies by the RBA will be substantially different from
the existing practice, where SAICA has provided “...the only learning path for entry into
the registered auditing professions’ (PAAB, 2003, p5).

A further refinement of the Operational Structure of the RBA, ISBA and ISBE has been
submitted by the Public Accountants’ and Auditors Board and is reflected in Figure 4
below. The PAAB currently carries out the disciplinary processes for its members, and
should the PAAB be subsumed by the RBA or another similar body, then this function
would vest with that body. The figure also recognizes that standard setting may be
required other than that for auditors: for example, the professional bodies may deal with
ethical standards for general professional behaviour.
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Figure 4 : Operational Structure of the RBA, ISBA and ISBE

Minister of Finance

Independent Regulatory Board Independent
Standard Setting For Standard Setting
Board For Auditors Board For Ethics
Auditing (RBA) (ISBE)
(ISBA)
Standard Setting Professional Body Standard Setting
Independent of L | Accreditation Independent of
RBA RBA
Register Auditors I
Practice Review I
|| Disciplinary
Processes
Note
1. The RBA, ISBA and ISBE are Statutorily Governed.

2. The RBA is funded by Registered Auditors/Professional Body (ies) and
provides the Secretariat & Funding for the Related Structures (ISBA and ISBE).

Source : PAAB, 2003, p9

3.8 The composition of the RBA is dealt with in considerable detail in the DAPB. In
summary, the membership isto comprise:

= Eight registered auditors nominated by professional bodies accredited by the RBA;

= A nominee of the Association for the Advancement of Black Accountants of
Southern Africa;

= A representative of preparers of financial information (nominated by the JSE
Securities Exchange South Africa);

=  Theincumbent of the office of Auditor-Generdl;
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Four State employees selected by the Minister (such as the Commissioner for the
South African Revenue Service, the Executive Officer of the Financial Services
Board, the Registrar of Companies and Close Corporations and the Registrar of
Banks);

A person nominated by the RCA; and

A representative of users (nominated, for example, by the Investment Analysts
Saociety).

The membership of the ISBE isto be appointed by the Minister as follows:

“Five registered auditors, nominated by the RBA;
two persons representing users of audit services, nominated by the RCA,;
one person representing usersof audit services, nominated by NEDLAC;

one person representing and nominated by the Johannesburg Stock Exchange, or its
successor; and

one advocate or attorney with at least ten years' experience in the practice of law
nominated by the RBA” (DAPB, p24).

The membership of the ISBA isto be appointed either by the Minister or as set out below
asfollows:

“Fiveregistered auditors, nominated by the RBA;
one person nominated by NEDLAC;

the incumbent of the office of the Auditor-General, or a person nominated by that
incumbent;

the incumbent of the office of Executive Officer of the Financial Services Board, or
aperson nominated by that incumbent;

one person with experience in the teaching of accountancy at any higher education
institution in the Republic which is recognised or established in terms of the Higher
Education Act, 1997, which person must be nominated by a suitably qualified body
representative of higher education institutions, designated by the Minister in
consultation with the Minister responsible for higher education; and

the incumbent of the office of the Registrar of Banks, or a person nominated by that
incumbent” (DAPB p27).

Those commenting to the Panel have highlighted the following major deficiencies which
they perceive with the DA PB structures as set out above.

3111 The DAPB does not address the need for or structure of a Public Oversight

Board as such. Different forms of oversight boards have been established in
the United Kingdom, Canada, Ireland and the United States of America. I
Australia, the Ramsay report recommended the introduction of an oversight
board for that country (School of Accountancy, Wits University, 2003, p26).

3112 “KPMG South Africa supports the formation of an independent oversight body

for the accounting profession in line with global trends. The members of this
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independent oversight body will have to have an integral understanding of the
scope, purpose and limitation of an audit of an entity. The existence of such a
body could enhance the credibility of the South African profession and
encourage investorsin our economy” (KPMG, 2003, p8).

3113 “ACCA is firmly of the view that regulation of the accountancy profession
should be independent of those regulated. This is emerging as a fundamental
principle in virtually al of the countries which have seriously addressed the
loss of confidence in financia reporting and auditing which followed the
Enron and WorldCom scandals. While accountants should continue to
contribute expertise to the various independent regulatory agencies, they
should not do so as representatives of particular accountancy bodies nor should
they constitute amajority” (ACCA, 2003, pl10).

Deliber ations

4.1

4.2

4.3

4.4

In this part, we set out the deliberations of the Panel in relation to the regulatory
framework and other related, relevant issues. The recommendations arising from these
deliberations have been summarized in Section B of this report.

Underpinning our deliberations is the recognition given by the term of reference for this
part to the fact that international developments have been significant and that what might
have been appropriate may no longer be so in the post-Enron era. Nevertheless, the
DAPB was the result of considerable due process over an extended period and we are
confident that it is an appropriate starting point for our considerations. "The PAAB
believes that the DAPB, appropriately reviewed to take account of the major events that
have occurred subsequent to its finalisation, provides a sound framework to achieve
appropriate regulation (PAAB, 2003, p7)" Our recommendations are to strengthen, not
weaken, legislation built on the DAPB's foundations.

We have considered the following other matters to be fundamental to our detailed
conclusions:

= “As an emerging economy, South Africa needs to be &le to attract foreign
investment to the country and be seen to adopt international standards and
policies. To be able to remain competitive in the global market, the accounting
profession in South Africamust be in line with global trends’” (KPMG, 2003, p8).

" “... the preferred structure should be relevant to the South African environment. It
should be cost-effective, not unnecessarily burdensome on auditors and it should
not result in unnecessary duplication of tasks and responsibilities, while providing
the necessary skillsand expertiseto al role-players’ (SAICA, 2003, p2).

= “...public confidence would be enhanced if any change was made obvious rather
than by alteration of the powers and membership of PAAB. Without a
fundamental shift in the nature of the regulatory infrastructure - and especialy if
the profession is perceived to be controlling, or funding the new regulatory board
- itislikely that the public's perception will not change and that confidence will
remain low” (ACCA, 2003, p18).

While the changes to be introduced by the DAPB can be seen as considerable, we
nevertheless consider that it is worthwhile to employ devices to increase the public's
perception of change. Financially and practically, it is best not to destroy the existing
infrastructure of the PAAB but to transfer it to a new body. The body should, however,
have a new name (we accept the name the Regulatory Board for Auditors or Institute of
Auditors) which emphasizes its particular public interest, focus and objective.
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We also recommend a change to the name of the DAPB to focus more on auditors and
indeed for the reasons we have set out in Section B of this report that the Bill could be
taken forward without its wider coverage of the accountancy profession. Thisis not only
acosretic device but also arealization that the focus on auditing should not be diluted.

Under the DAPB, it is proposed that the objectives of that RCA include, “To represent,
co-ordinate and develop the accountancy profession and to promote its interests’.
Moreover, the objectives of the RBA include “to promote the image and interests of
registered auditors’. While the public interest may be served by enhancing the
reputation of auditors and others who help secure the good conduct of business, the Panel
sees a conflict between such representation and the needs of effective regulation. This
conflict is an essential reason why self-regulation by the accountancy profession is no
longer acceptable. In order to address this, we consider that it is necessary to go further
than simply deleting such objectives. The DAPB should concentrate on the regulation of
auditors and not be diluted by wider considerations of the accountancy profession.

A further issue of perception is the potential criticism of the membership of the RBA and
its subsidiary standard-setting boards because the demands of public credibility require
that such structures always have a majority of “lay” members. While we recommend
that this perception be addressed, we also recognize that the operation of a regulatory
framework for auditors necessarily requires considerable expertise, particularly of those
in standard setting, monitoring or disciplinary roles. Such expertise is normally found in
those who are regulated, not those in government or the independent members of boards
and regulatory committees. While bodies such asthe US PCAOB arein aposition to hire
full-time expert staff, and indeed to remunerate and educate lay members, we do not
believe that this is appropriate for South Africa. We consider that the regulatory
framework should make full use of the resources of professional bodies to the extent that
that is compatible with the regulatory function. We further believe that the
responsibilities and powers of regulatory bodies should be such that they continue to
attract nominees for membership of the highest integrity and good reputation.

In deciding the appropriateness of the structure of the regulatory framework for auditors
and accountants, it is necessary to strike an appropriate balance between the need for
regulation and its cost. Because of its high public interest, the audit of listed companies
is rightly given prominence. However, there is also legitimate public interest in non-
listed financial and savings institutions, public entities, pension and provident funds,

large charities and public interest enterprises. The substantial contribution made to the
economy by small and mediumssized enterprises should not be ignored. Moreover, itis
not just audit that contributes to the economy, as many accountants work in senior

positions in industry and the public sector, where their failure to comply with

professional standards may have serious consequences. In the Panel’s view, an

appropriate response to this is to recognize that no single mechanism isideal. We are
attracted to the solution adopted in the UK whereby there is a graduation in the extent to
which independent regulation is applied, depending on the public interest. However, in
any particular country, a balance must be sought between the public interest and the cost
to the public purse of regulatory structures. In assessing cost and benefit, it is important
to take account of all significant impacts that aregulator regime may have on business or
the accountancy profession.

Where a professional body carries out self-regulation, it necessarily bears that cost. To
the extent that independent oversight is exercised, the cost of such a mechanism might be
borne by the professional body or by government or by those who directly benefit from
the professional services. The latter option may not be appropriate where it is
impractical to identify those who directly benefit from the professional services or to
collect funding in an efficient way. Similar funding options arise in respect of
independent regulation. The US PCAOB funding model involves collection of a levy
from public companies and charges to audit firms for registration. We favour such a
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mechanism above either funding from the accountancy profession generally or from
government as it more closely matches cost and benefit.

To the extent that proper regulation relies on the self-regulatory activities of the
professional bodies, it is necessary for there to be oversight in the public interest. The
oversight function is seen as important internationally but where there is already a
system of State regulation, it is of lesser value. We do not consider that it is necessary or
cost effective to put in place a separate oversight board. Instead, the functions of the
RBA should explicitly include oversight where necessary.

Insofar as the structure of the regulatory framework includes the interaction between the
accountancy bodies and the regulator, a mgjor change contemplated in the DAPB, and
which we support, is that the RBA will take on the mantle of an accrediting body. The
RBA will accredit professional bodies that are able to demonstrate to its satisfaction that
they qualify for accreditation in terms of Section 3 (5) of the Bill. Only members of

accredited bodies would then be considered for registration as auditors by the RBA. This
isasignificant change to the current situation where the PAAB isdirectly involved in the
training and education of registered practitioners. Although we do not make a specific
recommendation on this issue, we note that the success of this change will depend on the
further development of the PAAB Recognition Model, which is currently used to

evaluate the education and training programme of SAICA.

"The PAAB fully supports the proposed change, especially as it will provide a mechanism
for a shift over time away from the present situation where the SAICA route is the only
learning path for entry into the registered auditing profession. The PAAB considers that the
opening up of aternative learning paths to the profession will be a critical success factor to
ensuring that the objective of transformation is achieved'(PAAB, 2003, p1).

The Panel believes that registered public auditors should undertake a minimum amount
of professional development on an ongoing basis. In addition, the existing practice of
periodic peer quality reviews of registered auditors should be extended to include the
audit firmsaswell.
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TERM OF REFERENCE 2

The desirability of separating the consulting and the statutory auditing function within afirm.

Background

11

1.2

13

14

15

1.6

17

18

The issue under consideration is the desirability of an audit firm contemporaneously
performing non-audit services for audit clients. Consulting services are services other
than those provided in connection with an audit or areview of the financial statements.

An effective audit processisintegral to the success and public confidence in the effective
operation of financial markets. Every public interest enterprise must be audited annually
by a firm of ndependent auditors. Over the past few years, there have been crises
involving companies, both internationally (Enron, Worldcom, Tyco, Xerox, Cendant)

and locally (Unifer, Regal, Saambou, Macmed) which have focussed increased attention
on the integrity of the audit process and its oversight, as well as the independence of the
auditors and the growth in consulting services being provided to audit clients.

It is universally accepted that the independent auditor plays a vital role in providing
independent credihbility to published financial statements used by investors, creditors and
other stakeholders as a basis for making capital allocation decisions. It is fundamental to
public confidence that external auditors are seen to operate in an environment that
supports objective decision-making in the preparation and publication of financial
statements (10SCO, 2002 (b) pp2-3).

Currently, the large audit firms perform audit and large-scale consulting and advisory
work for their clients, which is increasingly being seen as being incompatible with the
practice of audit. The provision of significant non-audit services by the audit firms has
been criticised on the basis that it removes focus from their statutory audit and poses a
potential conflict of interest.

The global trend has been to emphasise the independence of the auditors. Audit firms
have had to limit their services to their clients to performing statutory audits and
providing certain closely related servicesthat did not affect their independence.

The independent auditors are required to audit the financial statements in accordance
with relevant legal and regulatory requirements and auditing standards; review whether
the Corporate Governance Statement included in the annua report complies with the
provisions of the King Code specified for the review, and read the other information
contained in the annual report and consider whether it is consistent with the audited
financial statements (The Auditing Practices Board, 2002, p9).

Auditor independence has received considerable attention in recent years. While there
appears to be limited empirical evidence that the provision of consulting services by
audit firms has in fact impaired the independence of auditors, there has been a global
trend to limit the services that auditors can contemporaneously provide to their audit
clients. It has been argued frequently that by providing non-audit services to the audit
client, the auditor's independence and objectivity are impaired or are seen to be
impaired.

Independence is defined as being “a quality which enables a member or associate in
public practice to apply unbiased judgement and objective considerations to establish
factsin arriving at an opinion or decision. To be recognised as independent, the member
or associate in public practice must be free from any obligation to, or interest in the
client, its management or its owners. Members or associates in public practice, when
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undertaking a reporting assignment, should be independent in fact and appearance”
(Code of Professional Conduct — Section 11, par .01-.03).

Over the past decade, there has been concern with the growth in non-audit services being
offered and provided to audit clients. It has been debated that through the provision of
certain significant consulting services and the dependence on the income generated
therefrom has the potential to create conflicts of interest. The provision of non-audit
services to an audit client could, under some circumstances, pose a threat to the auditor’s
independence. In some controlled instances, the provision of such services to an audit
client will not impair an auditor’ sindependence. A pragmatic approach may be to assess
the impact of non-audit services in the light of particular facts and circumstances
pertaining to each situation.

It has been repeatedly stated that independence (ACCA, 2003, pp25-26) may be
threatened when afirm carries out consultancy (non-audit work) for an audit client. Two
threats are evident:

= the self-interest threat, where the quantum of consultancy fees are so large that
the auditor’s objectivity may be influenced. It is argued that the provision of
additional services strengthens the economic dependence of the auditor on the
client. It is suggested that the auditor’s objectivity is affected by the threat of
losing the assignment. It is also alleged that auditors are more prone to
compromise or accept the client’s position and be less forthcoming in
highlighting irregularities when they identify them.

" the self-review threat, where the auditor has to form an opinion on something
which the consultancy practice has performed, such as advising and
implementing new software, the danger being that the auditor will be
constrained from criticising such work.

Auditors have vigorously defended their position, stating that the holding of an objective
and professional approach and of high ethical standards is a business imperative for the
profession. The ongoing success of auditors is dependent on offering a quality service,
accompanied by their reputation for unqualified integrity, honesty and objectivity.

2. Global Trends

21

2.2

In the USA, the independence provisions of the Sarbanes-Oxley Act of 2002 and the
SEC rules prohibit registered audit firms from performing specified non-audit services
for audit clients. The Act and the rules do not prohibit auditors from providing any
services to their non-audit clients. Registered firms may be engaged to provide any
permitted non-audit service for an audit client as long as the issuer’s audit committee
pre-approves that service, subject to de minimis limits. We attach the prohibited non-
audit services under the SEC’ s new rules as Annex 1.

Inthe new rulesit issued in August 2002, the New York Stock Exchange tasked the audit
committee with approving any significant non-audit relationship with the independent
auditors.

The United Kingdom has followed the recommendations of the IFAC Code (2001) in
supporting a principles based approach, as opposed to the United States of America
which has followed a rules based approach. Extensive work has been undertaken in the
United Kingdom in the past year on the nature of services that a client can access from
their audit firm. The United Kingdom has resisted from ruling on an outright ban on the
provision of non-audit services to an audit client. The United Kingdom's Co-ordinating
Group on Audit and Accounting Issues (CGAA) (2003, para 1.35) “...recommended that
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each type of service which auditors currently provide should be assessed against a
number of key principles, in particular that:

= auditors should not perform management functions or make management
decisions; and

] auditors should not audit their own work”.

The CGAA stated further that UK requirements in relation to non-audit services should
continue to be based on principles rather than rules.

The Panel examined the conclusions of the Group constituted under the chairmanship of
Sir Robert Smith (Audit Committees Combined Code Guidance, Report to the Financial
Reporting Council, January 2003) including that:

“ 526 The audit committee should develop and recommend to
the board the company’s policy in relation to the provision of
non-audit services by the auditor. The audit committee’'s
objective should be to ensure that the provision of such services
does not impair the external auditor's independence or
objectivity.

5.29 In determining the policy, the audit committee should take
into account relevant ethical guidance regarding the provision of
non-audit services by the external audit firm, and in principle
should not agree to the auditor providing the service if, having
regard to the ethical guidance, the result isthat:

] the external auditor auditsits own firm’swork;

] the external auditor makes management decisions for
the company;

] amutuality of interestsis created;

] the external auditor is put in the role of advocate for the
company.

5.30 The annual report should explain to shareholders how the
policy provides adequate protection of auditor independence.”

The January 2002 European Commission’s Comparative Study of Corporate Governance
Codes Relevant to the European Union and its Member States examined the codes of
practice and relevant legislation in Europe. In November 2002, the High Level Group of
Company Law Experts presented their final report on a Modern Regulatory Framework
for Company Law in Europe. It recommends that the audit committee should be
responsible for monitoring the provision of non-audit services. While the Group did
recognise the case of prohibiting them altogether, they also conceded that it should be
closely monitored aslong asit is not prohibited.

In Ireland, the Review Group on Auditing requires the audit committee to monitor the
provision of non-audit services by the audit firm.

In France, the Bouton Report (“Promoting better corporate governance in listed
companies’) was issued in September 2002. The report’'s key recommendation
regarding audit committees included regularly interviewing the statutory auditors, and
driving the process of selecting the auditors. The audit committee should also be
informed of the fees paid by the company to the audit firm and ensure that the amount
and proportion of the fees do not jeopardise the independence of the auditors.
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In terms of the Canada Business Corporations Act, listed companies are required to
establish audit committees. The charter for the audit committee sets out its roles and
responsibilities, covering, inter alia, the relationship with and expectation of the external
auditors, including the establishment and confirmation of the independence of the
external auditor.

In Australia, there is a mandatory requirement for the top 500 listed companies to have
audit committees, (CLERP 9, 2002). The Australian Stock Exchange's Corporate
Governance Council is developing best practice standards which tasks the audit
committee to review and assess non-audit service provision by the external auditors,
giving particular consideration to the potential for the provision of these services to
impair or appear to impair the external auditor’sjudgement or independence in respect of
the company.

A comparative analysis has been undertaken of global trends and the approach to
addressing this matter; this appears as Annex 2 to this report (page 130).

South Africa

3.1

3.2

3.3

34

35

To date, there has not been any statutory requirement for auditors or companies in South
Africato separate the consulting and statutory functions.

In examining the issue of complete separation, we are mindful that prohibition of all
forms of non-audit services would be in conflict with other prevailing legislation in
South Africa (e.g. the Banks Act and its Regulations, Public Finance Management Act
and its Regulations, and other legislation) that require the auditor to perform additional
servicesfor audit clients such as:

= Reviewing and reporting on the system of internal control;

= Reviewing and reporting on various returns that have to be submitted to the
regulatory bodies.

The Public Finance Management Act (No. 1 of 1999) states in Regulation 27.2.4 that
“[t]he internal audit function may in accordance with preferred tendering procedures, be
contracted out to an external institution with specialist audit expertise, provided that the
external auditors may not perform the internal audit function.”

Some large public interest entities have voluntarily decided to split the internal audit
function they have outsourced to their external auditors in the past and have sought
independent service providers.

In a developing economy such as South Africa’s, it is important not to lose sight of the
importance of small and medium enterprises (SMEs). It is recognised that it would be
both burdensome and expensive for SMEs to comply with onerous and demanding
requirements and recommendations, including the separation of the consulting and
statutory audit service provided by their existing audit firm. The Companies Act
currently does not restrict certain non-audit functions, (e.g. advisory, tax and other
consultancy work), to be performed by the auditor. A balance needs to be reached
between independence and public protection on the one hand and the challenges facing
SMEs on the other. It has been submitted that a public interest approach be supported,
where some of the more stringent requirements (including the establishment of an audit
committee and the restriction of certain non-audit services to audit clients), are imposed
on public interest entities only.
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The King Report on Corporate Governance (2002, p139) states that where the auditors
supply non-audit services to the audit client, the audit committee should review the
nature and extent of such services, seeking to balance the maintenance of objectivity and
value for money.

Deliberations

4.1

4.2

4.3

4.4

4.5

4.6

4.7

The audit committee should pre-approve all non-audit work to be performed by the
auditors to the entity and of its related entities, after having satisfied itself that the
performance of such work will not adversely affect the independence and objectivity of
the auditors during the performance of their audit duties.

The audit committee needs to be informed if this is likely to bear on the audit firm’'s
independence and the objectivity of the audit engagement partner and the audit staff.

Two approaches have been adopted in addressing the issue. The first approach is to use
the law or regulation to outlaw the provision of specified non-audit services, the
alternative isto adopt a principles-based approach, which requires audit firms to evaluate
threats to independence and establish appropriate safeguards. In the absence of
safeguards, both from audit clients and audit firms, firms are effectively prohibited from
providing non-audit services.

The threat that non-audit services pose to auditor’s independence has been extensively
debated. Where accounting standards are increasingly detailed, complex, difficult, costly
to apply and rules-based, these permit financial and “accounting engineering” to
structure transactions ‘around’ the rules. It has been argued that where fees from non-
audit services significantly outweigh those from the audit, then the audit partner may
compromise his judgement in protection of those fees. This was an obvious issue before
some of the “Big Four” audit firms split their IT and consulting practices from audit.

The above argument has been challenged. The proponents of retention of non-audit
services charge that any threat, real or perceived, to an auditor’'s independence is not a
function of the audit / non-audit split, but the total amount of fees from the client. With
the larger firms, this did not pose a threat, and there was no pressure for the audit partner
to compromise on auditing standards, due to the relative size of the fees generated from a
single audit client. An auditor who depends on a single client for a sizeable portion of
annual firm revenues risks compromising his independence.

In arobust and effective economy, it isimperative for clients to access non-audit services
externally, instead of developing limited internal underutilised capacity.

Where an audit firm has professionals with these specia skills, there may not be
sufficient audit work to justify their continued employment, and they need to be engaged
on consulting and advisory assignments for the audit firm to be financially viable. These
professionals need to be at the cutting edge of their specialisation and be intellectually
and professionally challenged. Without their involvement in non-audit services, the
attractiveness of the auditing profession recedes. Outright restrictions on the non-audit
services provided by these specialists may well result in the attractiveness of
employment by audit firms declining, resulting in the audit firms not having the requisite
skills to perform these complex and specialised audits. Further, the existing position is
justified on the basis that:

47.1 It would be dangerous for audit firms to access these skills on an outsourced
basis, as it places them at risk, not only in continued availability of the
specialist skills when needed, but also as far as the outside specialists not being
subject to auditor independence rules.
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4.7.2 It is obvious that audit firms need to possess very specialised skills (such as
financial instruments, network security, international taxation, derivatives,
valuations, etc.) to allow them to perform audits at certain clients. South
Africa has very limited resources in many of these highly skilled and
specialised areas.

4.7.3 By having these expert services within audit firms, enables the firms to have
better trained auditors who would be able to perform the audits more
effectively, benefiting their clientsin the process.

It is imperative for a clear distinction to be drawn in respect of the recipient of non-audit
services; while public interest enterprises (including listed companies) may be regulated,
owner-managed enterprises on the other hand may be excluded. In these instances, the
enterprise’s auditor may be the professional best equipped to provide advice on a cost-
effective basis, due to the auditors existing knowledge of the business.

The Panel considers that a principles-based approach should be followed rather than
attempting to set out detailed rules to suit every occasion. The principles set out in the
IFAC Code of Ethics (2001) provides a useful guide in this respect. In essence, these
are:

" an auditor should not have a self-interest in an audit client;

= an auditor should not have amutual or conflicting interest with an audit client;

= an auditor should not audit his or her own work;

= an auditor should not act as management or an employee of an audit client;

= an auditor should not act as an advocate or representative for an audit client;

= an auditor should not have too close a relationship that results in the auditor

being too sympathetic to an audit client’s interest or failing to exercise adequate
professional skepticism.

The International Federation of Accountants (IFAC, 2001) identified various categories
of non-audit services as having the potential to pose a threat to an auditor's
independence. These services, are, inter alia,

= preparation of accounting records and financial statements;

" valuation services;

" provision of internal audit services;

= provision of IT services;

= assigning temporary staff;

= acting for or on behalf of an audit client in dispute resolution or litigation;
= provision of legal services;

" recruiting senior management for an audit client;

= provision of corporate finance and similar activities.

I0CSO (2002(b), p4) points to the growing consensus that holds that the establishment
of standards governing auditor independence are not sufficient in themselves to confirm
that auditors are in fact independent; the standards need to be supported by robust and
rigorous requirements for the audit firms to establish and maintain effective internal
mechanisms to monitor, identify and ensure compliance with the standards.

The potential threats to an auditor’s independence have been clearly enunciated by the
International Federation of Accountants in their Code of Ethics for Professiona
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They have also suggested safeguards to each of the threats. We

summarise the potential threatsthem in Table 1 below:

Table 1: Potential Threatsto an Auditor’s Independence Identified by IFAC

Threat Example

Self-inter est Where an auditor could benefit from a financial or other form of interest in or
relationship with the company being audited, eg. an investment in the company
or undue dependence on fees from assurance or non-assurance Services.

Self-review Performance of services for an audit client that results in the firm auditing its
own work.

Advocacy Acting as an advocate for an audit client’ s position in dealings with third parties.

Familiarity Long association of an audit engagement partner or other key engagement
personnel with a particular client or a recent member of the audit firm serving in
a key management role at an audit client.

Intimidation | Threat of replacement of an auditor over a disagreement on the application of
accounting principles.

4.12

4.13

4.14

4.15

4.16

It would be useful to analyse the nature of consulting services in greater detail; for
example, in the area of taxation, it is usual to provide a certain amount of general tax
advice which can be done without impairing objectivity; however, independence may be
impaired when the audit firm promotes, participates and profits from the implementation
of certain tax schemes.

The audit committee also needs to ascertain whether or not audit partners’ / directors
earnings are significantly influenced by selling other services to clients. The committee
needs to ensure that audit partners’ / directors’ are focused on quality control, risk
management and providing audit servicesto clients with integrity and independence.

An effective audit committee, coupled with full disclosure in the annual report to
shareholders, may be an appropriate mechanism to address concerns regarding the
provision of consulting work to an audit client. A blanket prohibition on consulting
work by an audit firm should be avoided, as it would harm audit quality, the ability to
recruit and the broader public interest.

Audit firms should not be prevented from supplying non-audit services to entities, which
are not statutory audit clients. With regard to separating the consulting and auditing
functions within afirm, audit firms should have internal checks and balances to deal with
the independence issues.

The audit committee can help safeguard the auditors’ independence by ensuring that the
committee has received written confirmation from the auditors on their independence,
their understanding of disclosed relationships and the applicabl e safeguards.

The audit committee should be responsible for recommending or establishing policies
relating to non-audit services provided by the entity’s external auditors to the entity and
other aspects of the entity’s relationship with the external auditor that may adversely
affect that audit firm’'s independence.
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TERM OF REFERENCE 3

The introduction of term limits for auditors and audit rotation.

Background

11

1.2

13

14

15

1.6

17

1.8

1.9

In this part, a detailed analysis is provided on the subject of term limits for auditors and
auditor rotation.

The introduction of term limits for auditors and audit rotation is based on the principle of
improving auditor independence. In bringing objectivity into their reporting, auditors
need to be and seen to be independent of their clients. It is claimed that auditor rotation
provides a fresh look at the entity’s business and financial reporting. This issue has also
been subject to extensive debate over many years internationally.

A distinction needs to be drawn between audit firm and audit partner rotation. Rotation
of either is undertaken to promote the independence of the auditors. Auditor rotation is
not anew concept. Theinternational accounting firms have long practised the rotation of
lead partners on assignments. A few countries, such as Italy, Brazil and Singapore, have
gone as far as to make firm rotation mandatory.

Critics of the audit profession have stated that the use of the same audit team and
personnel on a client over an extended period of time may lead to a weakening of audit
independence as the individuals may become too familiar and sympathetic to the client’s
interests. Further, the closeness of the relationship and familiarity that can develop
between an audit partner and company executivesis also a potential cause for concern.

It has been universaly accepted that confidence in capital markets and integrity in
financial reporting are dependent on objective and independent audits. The CGAA in
their 2003 final report stated that the confirmation by the independent auditors of the
reliability and confidence of the entity’s financial statements supports the efficiency of
capital markets, thereby contributing to the lowering of funding costs of capital. The
CGAA stated further that audit quality depends critically on both the competence and the
independence of the auditors.

The changes in audit firm appointments have been driven by either the client or the
auditor. Audit firms are known to resign from risky clients, where unrealistic fees have
been received and inter-personal relationships have been difficult. Corporate action,
through mergers or acquisitions, also result in the new owners appointing their preferred
audit firms.

It has long been practised in certain jurisdictions (USA, UK, etc) that the rotation of
audit personnel is appropriate. Cognisance needs to be taken of the balance between the
threat posed by the long association and the additional audit risk that arises from auditor
replacement, either in start-up or exit years.

The issue of mandatory audit firm rotation has been considered by many countries over
the past decade, and not legislated or implemented. In addition, the rotation of audit firm
partners has also been considered and implemented in certain countries.

There is little evidence to confirm that mandatory audit firm rotation would overcome
corporate or audit failure. Research has been conducted into both firm and partner
rotation, and the findings are attached (Annex 2).
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Attention has recently been focused on whether auditors are sufficiently independent of
management and he perception by investors of their independence and objectivity.
When circumstances can put into question the audit firm’'s independence, the audit
committee usually considers the rotation of the audit firm. The issue is considered
below.

Factors that could point to circumstances that would merit consideration of audit firm
rotation would be where the audit firm has been engaged by the entity for an extended
period of time, former senior management (partners and managers) of the audit firm are
employed by the entity and significant fees are generated from non-audit services, even
though the audit committee may have approved the services.

The issue of partner rotation has also received extensive attention, which is examined
comprehensively below.

(a) Audit Firm Rotation
1.10 In calling for the rotation of audit firms, a number of arguments are advanced.

1.10.1 Long-term economic relationship

Proponents of this view hold that through a long-term economic relationship
with the client, the auditor may become too dependent and close to
management, and not be as skeptical or as diligent as is necessary to sign off on
an independent, objective audit. The long stay may lead to deterioration in audit
effort and quality, thereby affecting independence.

1.10.2 Fresh pair of eyes

Audit independence is improved through regular firm rotation, bringing a “fresh
pair of eyes’ to the assignment, as well as enhancing the integrity of the audit
process. The incoming audit firm would view the assignment with the benefit
of afresh pair of eyes, examining the entity’s finances, accounting practices and
quality of the former firm’'s audit.

1.10.3 Prior “cover-ups’ quickly identified

Audit quality would be enhanced as prior unsatisfactory audit decisions would
be identified by incoming auditors, and addressed, rectified and communicated
more quickly to management, investors, creditors and other stakeholders.

1.10.4 Audit and non-audit fees

It may facilitate a greater distinction between audit and non-audit fees as
different firms can be engaged to perform the different assignments.

1.10.5 Encourages competition

Competitive audit fees may be offered through firm rotation, as firms vie with
each other for new clients and additional business.

It needs to be borne in mind that this argument may not be persuasive as the
costs of audit tender / bid preparation, audit familiarisation and knowledge
acquisition needs to be borne by the audit client, as audit firms would be loathe
to further erode their profit marginsin the long term.

1.10.6 Improved service
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In pursuit of the new assignment, audit firms will attempt to offer an even more
acceptable and improved service to their clients, to remain competitive and
attract new business.

Addresses the issue of auditors auditing their own work

Therewill be greater choice and access to work by more firms, reducing the risk
of auditors auditing their own work.

Joint audits improve audit quality

Joint audits have taken place successfully in banks and certain public entitiesin
South Africa (see 1.11.11 below) over a humber of years. The quality control
procedures in such assignments (through the mutual agreement or mandatory
rotation of activities performed between the audit firms over agreed time periods
and the inter-firm concurring partner reviews) have contributed to improved
audit quality and effectiveness.

Arguments have been advanced against audit firm rotation, in South Africa, as well as
elsewhere, and they are discussed below.

1.11.1 Deterioration of the quality of the audit through firm rotation

The Banking Council of South Africa (2003, p2) have alluded to a number of
studies confirming this:

. A Securities Exchange Commission review of 406 cases
in the USA found that allegations of audit failure occur
amost three times more often when the audit firm is
performing itsfirst or second audit;

= The Treadway Commission concluded that a significant
number of fraud related cases involved companies that
had recently changed their auditors;

= The General Accounting Office concluded (in 1996)
“measures that would ...mandate changing auditors are
outweighed by the value of continuity in conducting
audits...”

= The Smith Report for the Financing Reporting Centre in
the UK has just recommended that audit committees
should rather do a formal annual assessment of external
auditor performance than “a fuller, periodic review, such
as triennialy...” or “a “backstop” of ten years when the
audit should be put out to tender”. The Report notes that,
ultimately, how audit committees manage external auditor
performance should be determined by each company n
the context of its specific circumstances’.
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Escalation of costs through rotation.

Therewould be an escalation in costs to the auditor and the entity due to start up
and development time necessary to accept the assignment and gain sufficient
knowledge of the client’s business. Rotation of audit firms would result in
unrealistic costs and inefficiencies for the auditor and the client on an ongoing
basis. This would also be disruptive for the management of the entity and the
auditors.

The additional costs of tender submission and client familiarisation arising from
firm rotation would result in higher audit costs being charged to the client on a
reduced audit firm term appointment.

Specialist industry knowledge is scarce

Specialist auditing skills are scarce in South Africa in respect of complex
businesses and transactions (e.g. banking, financial instruments, insurance,
derivatives, international taxation, IT, etc), which would limit the extent to
which rotation could be effectively and efficiently ahieved. These special
skills are built up over time and exists in a limited number of firms. There is
much knowledge which the new auditor has to acquire, how the businessis run,
what controls are in place and what records are maintained, which takes time
and requires considerable effort.

A possible consequence of auditor rotation is that some audit firms may be
unable to staff the audit engagement team with sufficient partners who are
qualified to understand some of the complex issues the audit client faces. This
is particularly true in industries where there are specialised transactions and
regulatory processes.

Cumulative knowledge of existing audit team is lost through firm rotation

The accumulated knowledge (permanent files on systems, flows, management
functions, deal structures, processes and procedures) of aclient’s businessis|ost
if audit firm rotation isenforced. Theincoming firm does not have accessto the
proprietary materia of the exiting firm.

Evidence of higher instances of failure subsequent to firm rotation

International empirical research has evidenced the higher incidence of audit
failure occurring in the first two years of the appointment of a new auditor (see
1.11.1 above).

Firm rotation distorts consumer choice

The appointment of an entity’s auditors is the right and responsibility of its
shareowners. By enforcing audit firm rotation, this right is removed from
shareowners, thereby reducing freedom of choice, and placing it in the hands of
parties who may not have afinancial interest in the outcome.

Rotation has challenges for multinational entities

Group auditors to multinational entities face the prospect of different term
limits, quality, range of services, year-ends, costs, country conditions and firms
being used in different countries. This reduces the effectiveness and efficiency
of the audit, aswell as adds significant cost and inconvenience.

Firm rotation will affect concentration of auditors (“Big 4”)
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There are limited, highly skilled specialist auditing resources in South Africa.
There is an insufficient number of firms with the required level of speciaist
skills and expertise to allow effective firm rotation to take place.

There are four major international audit firms with the expertise, resources and
connections to be appointed to conduct the audits of certain entities e.g.
multinational and bank audits. In the case of joint bank audits (discussed in
1.11.11 below), significant practical difficulties will arise in relation to the
appointment, retirement and “cooling-off” period of the auditors. Audit firm
rotation may seriously challenge the efficiency and availability of audit services
and may make it inoperable.

Demise of small firms through firm rotation

Small firms may lose critical assignments and capacity through firm rotation,
and may not have the resources or will to re-build that in the expectation of
receiving assignmentsin future.

Developing emerging Black audit firms would be slowed

The collective professional commitment to developing and transferring skills to
the emerging Black firms in South Africa would be slowed through their short
term appointments (together with the associated costs) and the non-recovery of
incurred costs and investment. This would not be a positive development for
the previously excluded and disadvantaged members of the auditing profession.

Appointment of joint auditors affects firm rotation

The challenges facing banks (and certain public entities in terms of the Public
Finance Management Act) in South Africa that have joint audit firms that may
have to be rotated, is formidable. The Companies Act, 61 of 1973, as amended,
together with the company’s Articles of Association, regulates the appointment
of auditorsin general.

As far as licensed banks are concemed, they need to comply with the
requirements of the Banks Act, No 94 of 1990, as amended, and its Regulations.

1.11.11.1  Sections61 and 63 of the Banks Act stipulate, inter aia, that

= the appointment of the bank’s auditors must be approved by
the Registrar of Banks;

" banks exceeding R10 billion in assets must appoint at least 2
independent auditors; and

= the auditor's must make certain additional reports to the
Registrar of Banks, or provide the Registrar with any
additional information requested.

1.11.11.2  Regulation 45 under the Banks Act specifies certain additional
reporting duties for the independent auditors, and the regular
returns by the banks that also need to be signed by the auditors.
Form DIO06 is the application form for approval of the
appointment of an external auditor of a bank. There is extensive
focus in this form on the audit firm's capacity, resources,
experience and international links (Banking Council, 2003, p1).
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It is obvious that over a number of years the external auditing of
local banks has been subjected to extensive and detailed additional
responsibilities, including the mandatory appointment of joint
auditors. These developments are of particular relevance in a
review of the term limits for auditors and audit rotation.

Where there is a proposal to enforce mandatory rotation of
auditors, it must of necessity also specify a “blocked” or “cooling
off” period during which a rotated auditor may not be re-
appointed. Any such proposals will present significant risks to the
banking sector, given its unique characteristics and external audit
regulation regime. This “blocked” period may also be at variance
with the Constitution of the Republic of South Africa, and may be
viewed as an unfair labour practice.

The deterioration in the quality of the audit has been addressed in
1.11.1 above.

There is a practical difficulty with requiring audit firm rotation, as
most foreign banks are obliged to have the same audit firm for all
their subsidiaries and branches (an obligation imposed on them in
the light of the BCCI debacle) (Banking Council, 2003, p2). Itis
obvious that an obligation for mandatory audit firm rotation
reguired in South Africa would be in conflict with the legislation
under which these banks conduct their principal business.

It is also conceded that the principles of sound corporate
governance may be compromised if different audit firms were
appointed to conduct audits of different parts of the same
international group.

112  The aim of the audit partner rotation rules is to povide a fresh look at the entity’s
business, its financial reporting and the audit engagement. The accounting profession
has long recognised its benefits.

113  Audit partner rotation promotes and upholds auditor independence.

114  Globa practice has been to extend the rotation of partners beyond the engagement

partner, to other partners engaged on the audit of the client and its subsidiaries and
associates.
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Hiring of Members of the Audit Engagement Team

115

116

117

It has been debated in the past that there is the potential for actual or perceived
impairment of independence when partners and other members of the audit engagement
team accept employment or join the board of directors or management of an entity they
had audited. The SEC in the USA requires a one-year long “cooling-off” period before
audit engagement team members can accept employment at the entity in a “financial
reporting oversight role”.

The “cooling off” of “block out” rulesindicates that an accountant, including aregistered
public accounting firm, will not be deemed independent from an audit client unless the
rotation reguirements have been met.

Exemptions have been provided for certain audit engagement team members from the
one-year cooling off period. The exemptions apply to

= persons other than the lead or concurring partner who provided less than ten
hours of audit, review or attest services;

= individuals whose employment arose from a business combination that was not
contemplated (here the audit committee needs to be made aware of the earlier
employment relationship); and

= certain extremely rare circumstances (here again, the audit committee must
assess whether that relationship isin the interests of investors).

Global Trends

21

International practice, except for Italy, Brazil and Singapore, is for partner rotation to
take place instead of mandatory firm rotation. In the United Kingdom, the rotation of
audit partners has long been the practice. The USA’s Sarbanes-Oxley Act of 2002 limits
both the lead and concurring partners to a maximum of five consecutive years of service
in those roles and requires them to rotate off for at least five years. Mandatory audit firm
rotation is not required at this stage in the USA, though the issue may be re-visited,
depending on experience over the next year. Australian practice, supplemented by the
Ramsay Report of 2001, recommended the rotation of audit partners engaged in listed
clients every seven years. Many of the members of the European Union (EU) have had
partner rotation, with the EU now requiring regular audit partner rotation. Canada and
Ireland have has also followed thistrend.

The arrangementsin the USA can be summarised as follows:

Table2: Partner Rotation Requirements

Lead Partner Concurring or Other Engagement
Reviewing Partner Team Partners
Five consecutive Five consecutive years Seven consecutive years
years on on on

Five-year cooling off Five-year cooling off Two-year cooling off
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The application of audit partner rotation rules needs clarification. The most
comprehensive guidance has been provided by the SEC in the USA which concluded that
the rotation rules should apply to more partners than just the lead and concurring
partners.

Guidance is also awaited from IFAC’s International Audit and Assurance Board on their
recommendations on audit independence and audit partner rotation.

An audit partner has been defined as any partner, principal or shareholder who is a
member of the audit engagement team who has responsibility for decision making on
significant auditing, accounting and reporting matters that affect the financial statements
or who maintains regular contact with management and the audit committee.

For clarity, the following are included in the definition of audit partner in terms of SEC
rules:

= lead audit partner;

. concurring partner;

= client service partner (those other partners who “maintain regular contact with
management and the audit committee”);

= audit partners (excluding “speciality” partners) at their entity (i.e. parent) level,
who provide 10 or more hours of audit, review, or attest services;

= lead audit partners on significant subsidiaries (a significant subsidiary is defined
as a subsidiary of the issue entity whose assets or revenues constitute 20% or
more of the assets or revenues of the entity’s respective consolidated assets or
revenues).

South Africa

31

3.2

3.3

3.4

To date, South Africa has not had a statutory requirement for firm or partner rotation,
although the Office of the Auditor-Genera has from time-to-time called for audit firm
rotation in public entities. Within audit firms, the practice varies, with some firms
rotating partners every five to seven years astheir internal quality control measure, while
others do not.

Audit firms have been changed from time-to-time for a rumber of different reasons:
change in shareholding, increase in audit fees, where joint auditors have previously
conducted the assignment performed jointly, auditor-client relationships breakdown, loss
of capacity, etc.

As far as partner rotation is concerned, the practice has been varied. Amongst the “Big
Four” the recent internal practice has been for partner rotation to take place every 5to 7
years, although the practice has not always been adhered to by all the firms.

The King Report (2002, p139) tasked the audit committee to consider the rotation policy
adopted by the auditors, and ascertain whether there is any need to recommend that the
audit partner or senior staff be replaced because of their extent of time they have
performed the audit engagement.
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Deliberations
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4.12

It has been argued that to improve auditor independence, auditor rotation should take
place.

The global practice has been for auditors to report to the entity’s shareholders,
independent of their clients, with objectivity being brought into their reporting.

The auditors involved in certain recent corporate failures have been criticised and
accused of having been too close to their clients; had firm rotation taken place
periodically, the financial disaster that occurred might have been averted.

It has long been argued that firm rotation unfairly protects the audit firms' interests.
Firm rotation cannot be done in isolation — it affects al firms, and if it is implemented, it
would affect the interests of investors and other stakeholders and benefit the profession
in the long-term.

It has been noted that there are limited high level specialist auditing resources in South
Africa (SAICA, 2003, p5). For effective rotation to take place, there have to be
sufficient firms with the requisite skillsin place. In certain industries (such as banking,
insurance, mining, etc.) the availability of specialist audit skillsis scarce, affected by the
emigration and move into industry and commerce of key audit personnel.

The time that it takes a team to familiarise itself and acquire the detailed knowledge with
acomplex client also militates against firm rotation.

The entity’s audit committee should understand the independent auditor’s staffing, and
be satisfied that engagement team collectively possesses the competence and experience
to perform an acceptable and high-quality audit.

Through the enhanced role of the audit committee (discussed in Term of Reference 5), in
relation to its oversight of the entity — auditor relationship, and the manner in which audit
firms maintain audit quality, the comfort is obtained on the audit firm’'s effectiveness,
efficiency and independence.

To be globally competitive, and in keeping with international developments, South
Africaneedsto ensure that audit partner rotation takes place.

The audit committee should, on an annual basis, review the relationship between the
auditor and executive management to ensure that an appropriate balance exists. The
relationship should not be so close as to put at risk the auditor’s independence and
objectivity, and yet, at the same time, should be such that management and auditors can
work together in an environment of constructive challenge.

The audit committee has the responsibility for appointment, compensation, and oversight
of the company’s audit firm. In that capacity, the audit committee has the responsibility
for evaluating and determining that the audit engagement team has the competence
necessary to conduct the audit engagement.

It is our view that enforced firm rotation can exacerbate the problem rather than offer an
acceptable solution. Extensive international research has not provided a convincing case
of the benefits, pointing out that it does lead to a reduction in audit quality (SDA
Universita Bocconi, 2002).

The Panel believes that partner rotation should be a requirement for listed companies and
public interest enterprises and the audit committee needs to ensure that it does take place.
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TERM OF REFERENCE 4

A system of accountability between an auditor and their clients that addresses the issue of fees and the

relationship between an auditor and directors and the board of aclient entity.

Background
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The issue being examined here is the independence of the auditors, the approval of their
fees and their relationship with the management of the audit client.

For financial markets to operate effectively, the audit process that is integral to the
confidence therein must be observable. Every public enterprise must be audited annually
by a firm of independent accountants. Over the past few years, corporate collapses and
crises such as Enron and WorldCom have focused attention on the integrity of the audit
process and its oversight.

The appointment, removal, resignation, rights, duties and remuneration of the auditorsis
currently regulated by different forms of legislation, including the Companies Act, as
amended (sections 270 to 281), as well as other applicable legislation (Banks Act, Public
Finance Management Act, etc) in South Africa.

In most entities, the external auditors are still selected by executive management, despite
the statutory right, of shareholders, improved corporate governance and the vital and
expanded role of the audit committees. It is apparent that apart from an acceptable
practical working relationship with executive management (Smith (SA) 2003, p2), the
audit fees, non-audit (additional) services and continued appointment of the auditors are
al effectively decided by executive management. It is not uncommon for management
to influence the choice of auditors and shareholders to tacitly accept the
recommendations. This gives rise to an inherent conflict between the regulatory nature
of the audit function and the financial pressures emanating from the business of selling
audit services. There is also ongoing pressure on auditors to curtail the increase in their
fees.

To promote independence, certain ‘persons are disqualified from appointment as
auditor, such as a director, officer or employee of the company or of any company
performing secretarial work for the company (Company’s Act, 1973, s275). They need
to be completely independent, both directly and indirectly, of control by the company,
through its directors or otherwise.

The role of audit committees has come under the spotlight, with many new duties and
responsibilities being imposed upon them. As will be revealed later, severa leading
nations have required the audit committee to become responsible for the appointment,
compensation and oversight of the work of the independent auditors, and for the auditors
to report directly to the audit committee. The audit committee of a public interest
enterprise is required to pre-approve all the services, as well as the fees, whether for
audit or non-audit services, that are provided to the entity by the independent auditors.

It is generally accepted that the board of directors of a listed entity have little practical
ability to manage or directly supervise every aspect of the entity’s business and affairs.
Operational control is largely in hands of senior executive management.

An annual audit enables the external auditor to provide an opinion on the fairness of the
presentation of the annual financial statements in terms of Generaly Accepted
Accounting Practice (GAAP). Annual audits are required in terms of statute and sound
corporate governance.
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19 The causes of corporate failure are many and varied. The King Report on Corporate

Governance (2002, p134) states that
Directors or officers may have by their acts of commission or
omission, contributed to a company’s failure and should be held
liable for any such conduct. Damages against auditors for
company failures are becoming a matter of concern. Directors
and auditors should be held liable for damages in proportion to
their contribution to the failure.

110  To meet their responsibilities, the audit committee of a public interest enterprise must
engage in active, independent and informed oversight of the entity’s external auditors,
internal auditors and management on their reporting.

111  Also, the objectivity and independence of the auditors needs to be maintained, as well as
their observance of the highest standards of professional and business ethics.

112 A developing practice of the boards of public interest entities is to entrust the specific
responsibilities of the audit committee, and setting these out in the audit committee
charter. Asfar asthisissue is concerned, the audit committee is required to consider the
scope and results of the external audit and the cost effectiveness of the auditors by:
= understanding the scope of audit and reviewing the audit fees;
= facilitating discussion of audit findings;

" helping to resolve any differences of view between management and the
independent auditors;

= reviewing the risks and, where relevant, safeguards relating to the independence
and objectivity of the auditors;

= reviewing the nature and extent of any other services provided by the auditors,
together with the fees for such services; and

= making recommendations in respect of the appointment of auditors (The
Auditing Practices Board, 2002, p8).

2. Global Trends

21 There has been a global trend to expand the role and responsibilities of the audit
committee. The 2003 Smith Report in the UK and the Sarbanes-Oxley Act of 2002 has
expanded the responsibilities of audit committees. The 2001 Ramsay report in Australia
has also made far-reaching recommendations, as has the European Commission, Canada,
and South Africa.

2.2 Additional reporting obligations imposed on independent auditors by the SEC in the

USA, require that they communicate to the audit committee:

= All critical accounting policies and practices used by the entity in preparing its
financial statements;

" All alternative accounting and disclosure treatments of material financial
information within Generally Accepted Accounting Principles (GAAP) that
have been discussed with management, including the ramifications of the use of
such alternative treatments and disclosures and the treatment preferred by the
accounting firm;
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" Other material written communications between the accounting firm and
management of the entity.

It is instructive to note that the United Kingdom’s Smith Report on Audit Committees
Combined Code of Guidance (2003, p4) states in paragraph 1.9:

In particular, the management is under an obligation to ensure the
audit committee is kept properly informed, and should take the
initiative in supplying information rather than waiting to be asked.
The board should make it clear to al directors and staff that they
must cooperate with the audit committee and provide it with any
information it requires. In addition, executive board members will
have regard to their common law duty to provide al directors,
including those on the audit committee, with all the information they
need to discharge their responsibilities of the company.

Existing international professional auditing standards provide for certain matters to be
communicated by the external auditorsin relation to the audit.

These matters cover, inter alia,
= M ethods used to account for significant unusual transactions;

= Effects of significant accounting policies in controversial or emerging areas for
which thereis alack of authoritative guidance or consensus;

" Processes used by management in formulating particular sensitive accounting
estimates and the basis for the auditor's conclusions regarding the
reasonableness of those estimates,

= Material audit adjustments proposed and immaterial adjustments not recorded
by management;

= Auditor’ s judgements about the quality of the company’s accounting principles;

= Disagreements with management over the application of accounting principles,

the basis for management’s accounting estimates, and the disclosures in the
financial statements.

Globally, the trends have been towards a properly constituted independent audit
committee having the primary responsibility for recommending the appointment, re-
appointment or removal of the auditorsto shareholders, as well as their remuneration and
scope of the audit. The audit committee shall also monitor and report on auditor
independence, as well as play a key role in determining and approving non-audit
services.

It is also becoming arequirement that where a change in external auditorsis proposed by
management, the reasons for the change needs to be communicated to the audit
committee by both the auditors and executive management. In the case of listed
companies, the details for the change should be separately presented by the executive
directors and the auditors.

The U.K. and U.S.A see an independent and effective audit committee as an appropriate
mechanism to address the relationship between executive management and the external
auditors. These countries legislation is being amended to make it obligatory for
companies and other public interest entities to have properly constituted audit
committees.
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A new requirement coming to the fore is for the external auditors to communicate certain
specified matters related to the conduct of the audit, including an annual declaration of
their independence, to the audit committee.

South Africa

31

3.2

3.3

3.4

35

3.6

Both the South African Institute of Chartered Accountants and the Public Accountants’
and Auditors’ Board have each issued a Code of Professional Conduct which provides
specific guidelines as to matters which the independent auditor should take into account
as affecting his/her independence in connection with his/her appointment or continuation
in office.  The matters include the existence of a persona financial interest in the
company, participation in the making of policy decisions with regard to the conduct of
the company’s affairs, the existence of a family relationship with its shareholders or
directors and the degree of importance to the auditor’s practice of the particular client
(Henochsberg, 2003, p522).

The Auditing Standards Committee of The South African Institute of Chartered
Accountants has issued South African Auditing Standard SAAS 210 Terms of Audit
Engagements, which recommends, on appointment, that the independent auditor should
issue an engagement letter. This letter normally establishes the scope of the work (both
audit and non audit), to be undertaken, the basis upon which the independent auditors’
fees and other matters of mutual interest are to be determined, specifying the contractual
obligations of both parties. The independent auditors carry out their statutory duties and
report on the annual financial statements in terms of ss300 and 301 of the Companies
Act.

The independent auditor reports whether the annual financial statements which are laid
before the annual general meeting in terms of S286 (1), “fairly present” the financial
position of the company and the results of its operations in the manner required by the
CompaniesAct.

In terms of SAAS 730, Communications of Audit Matters with those charged with
Governance, issued by The South African Institute of Chartered Accountants, the auditor
should communicate audit matters of governance interest arising from the audit of

financial statements with those charged on such matters of an entity. The auditor would
ordinarily communicate on matters such as the approach to and scope of the audit, the
choice or changes in accounting policies that could have a material effect on the financial
statements, the identification of significant risks and their potential effect on the financial
statements, material uncertainties that may jeopardise the company’s ability to continue
as agoing concern, differences of opinion with management that could have a significant
effect on the annual financial statements or the auditor’s opinion, and other matters that
warrant the attention of those charged with the governance of the company.

It is incumbent on the board of directors and management to take appropriate, timeous
and decisive action to satisfy the auditors that their concerns have been comprehensively
addressed.

The auditor’s remuneration is determined by agreement with the company (Company’s
Act, s283 (1)). In the annual financia statements, there shall be separate disclosure of
the following:

= remuneration for the audit;
= remuneration for other specified services; and
= auditor’s expenses and payments in respect of the audit and any other matter

(Company’s Act, s283 (2)).
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The common practice has been for the auditors and management to discuss, annually in
advance of the audit, the scope of the audit and the servicesto be performed, and to agree
abudget in respect of the expense for auditor’ s remuneration.

The present Companies Act does not prescribe the requirement for an audit committee.
However, several other pieces of legislation require audit committees (Banks Act, Public
Finance Management Act, etc.). The JSE Securities Exchange SA requires a listed
company to have an audit committee, and it needs to comply with the recommendations
of the King Report on Corporate Governance.

The King Report (2002, pl4l) tasked the audit committee with the following
recommendations, in relation to the independent auditors, with which the Panel concurs:

" review the scope and results of the external audit and its cost effectiveness;

= examine their independence and objectivity;

= examine the nature and extent of supply of non-audit services, ensuring value
for money isreceived, and objectivity preserved,

= prepare a recommendation to the board for the appointment of the external
auditors.

Deliberations

It is submitted that the audit committee will undertake on an annual basis an assessment
of the independence and effectiveness of the external auditors which will also cover its
competence, skills base, technical capacity, ethical practices, conflict of interest, fees,
internal control, peer review and quality control procedures.

In relation to audit fees, the Panel found that on a comparative basis the audit committee
needs to ascertain from the external auditors, whether or not the extent of the work
performed and the scope of the audit was adequate to enable them to provide the required
level of comfort and assurance, and that the fees were adequate to meet the scope of the
audit. The overriding objective of the audit committee is to ensure that the level of
assurance is appropriate and that the issue of costsisasubsidiary consideration.

The Panel’s comprehensive view on this matter appears under Term of Reference 4 in
Section B of thisreport.

TERM OF REFERENCE 5

An appropriate set of liabilities and disciplinary procedures for auditors that fail to properly report on the

11

12

true financial health of an entity.

Background

The issue being examined here is the liability of and the imposition of appropriate
sanctions on independent auditors who issue misleading or false audit reports.

There is a division of responsibility between management and the independent auditor.
Thecritical distinctionis

= The responsibility for preparing the financial statements and the contents of the
statements lies with management.
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" The independent auditor is responsible for auditing the financial statements and
expressing an opinion on their fairness (Companies Act, as amended, s286 and
s300).

Audit failure and consequent auditor liability has been subject to extensive debate around
the world.

Auditors need to be held to account and be responsible for the quality of their work.
Where users have suffered financial loss caused by reliance on negligently audited
financial statements, they have civil law remedies against the auditors.

The primary responsibility for presenting the entity’s financial position and financial
statements lies with its directors; they have access to al operational, management and
financial information and need to ensure that it is properly accounted for in the financial
statements.

The independent auditors examine the financial statements, and provide their opinion
after assuring themselves that the said financial statements meet the required statutory
requirements and professional standards. In performing their duties, the auditors must
act with skill, care and caution which reasonably competent, careful and cautious
auditorswould use.

Global Trends

21

The auditors' breach of duties leading to liability arise from one or more of the following
causes:

= irregular or misleading audit opinion;
= non or late disclosure of fraud or irregularities;

= breach of other duties, such as disclosure of events compromising the solvency of
the entity, duty of confidentiality, etc.

Table 3 below sets out whether the independent auditor is bound by more than his/her fault
(duty of care) in the various countries surveyed.

It is noted that even when an unrestricted audit is carried out, in compliance with all
professional and technical standards, the auditor may still fail to detect misrepresentationsin
accuracies or the existence of fraud; in such acase, the statutory auditor will not beliable.

A survey of audit liability rules was undertaken on aglobal basis. The table below sets out
the survey of audit liability rules: in all countries surveyed, a duty of care by the auditor is
necessary; where audit failure results, the strict liability borne by the auditor is subject to
various statutory practices in different countries. Table 3 aso highlights the countries in
which general and specific rulesarein place, addressing audit liability.

Table 3: Survey of Audit Liability Rules

Country Duty of Care Strict Liability General Rules Specific Rules

Austria

Yes No Yes Yes

Belgium Yes No Yes Yes

Denmark Yes No Yes No

Finland Yes No Yes Yes

France

Yes Yes Yes Yes
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Germany Yes No Yes Yes
Greece Yes No Yes Yes
Ireland Yes No No No
Itay Yes Yes Yes Yes
L uxembourg Yes Yes No No
The Netherlands Yes Yes No No
Portugal Yes Yes Yes Yes
Spain Yes Yes Yes Yes
Sweden Yes No Yes Yes
United Kingdom Yes No No No

Source: School of Accountancy, Wits University, 2003, p 40

22

23

24

25

26

Many countries have enshrined in their law proportional liability for audit or corporate
failure.

In Australia, the Ramsay Report, (2001, pp 85 to 89) examined the disciplinary procedures
and wide-ranging recommendations made by the Audit Review Working Party, and
recommended that the ASIC Act or the Corporations Act, as may be appropriate, recognise
and facilitate disciplinary proceedings against those identified.

A number of initiatives were carried out in the United Kingdom, and recommendations have
been made (thisis covered in Term of Reference 1 earlier in Section C of this report).

The Sarbanes-Oxley Act of 2002 describes in detail the investigation and disciplinary
procedures, corporate responsibility for financia reports, improper influence on the conduct
of audits and officer and director bans and penalties applicable to the United States of
America

Section 303 of the Sarbanes-Oxley Act of 2002 directs the SEC to adopt rules that make it
unlawful for any officer or director, or anyone acting under their direction to fraudulently
influence, coerce, manipulate or mislead any independent public or certified accountant
engaged in the performance of an audit of a company’s financia statements for the purpose
of rendering them materially misleading.

South Africa

31

3.2

3.3

The PAAB and the DAPB takes the unprofessional conduct of members extremely
seriously, with expulsion being the ultimate penalty. SAICA (2003, p7) states that
...[t]he purpose of this is to protect the status of the profession and to ensure the
financial integrity of financial statements that have been audited.”

Our legislation and practice stated that the sanctions available to punish errant auditors
should be comprehensive and effective, catering for the range and seriousness of the
offences committed, with appropriate penalties. Subject to the comments contained in
3.3 to 3.5 hereunder, the civil and criminal justice processes necessary to deal with the
civil and criminal liability of auditors are considered adequate.

A range of remedies are available to the regulatory bodies (SAICA and PAAB),
including:

= expulsion from membership (permanent), without recourseto rejoin;

= temporary suspension to practise;




34

35

3.6

3.7

3.8

3.9

Page 101

= formal reprimands;
= warnings, and
] fines.

Publicity isalso given in the media of the failure of the auditor and the audit firm.

Criticism has been levelled in the past against the PAAB for the lack of speed of
resolution of disciplinary procedures and for the sanctions (fines or penalties) imposed
on practitioners. The PAAB currently has disciplinary rules to investigate errant
auditors.

Criticism in the past has also been levelled at the differential treatment accorded to the
different parties who may be at fault as well as the extent of the penalty imposed on
them. It is important for equal treatment to be accorded to all guilty parties, and thisis
seen as being carried out.

The current powers of the PAAB appear to be inadequate to investigate and to discipline
its members.

Several sections of the PAA Act govern the auditor’s liability under existing legislation
(PAAB, 2003); it also has the powers of investigation (s23), punishment and publication
thereof in the media (s13 (h)).

The respective boards of the PAAB and SAICA agreed to appoint a joint disciplinary
task team (“Myburgh Task Team”, 2002) to debate nine issues presented to them by
these boards, and make recommendations on how the problems identified in the issues
paper could be addressed. The issues contained in the brief were asfollows:

= The ability to obtain and subpoena evidence and witnesses, both by a statutory
body and avoluntary association.

" How the needs of both SAICA and the PAAB can be met without double trials.

= Credibility of the processin the eyes of both the public and the members.

= Acceptability of “pleabargaining” as a mechanism for improving the efficiency
of the process.

= Optimum level of resources needed to be able to conduct the process effectively
and the level of expenditure needed to sustain the process.

" The appropriateness of sentences imposed by both bodies in the light of current
society horms.

. The composition of committees taking into account the availability of
volunteers and the trend towards longer and more complex hearings.

= Theincreasing difficulty of proving cases and the adequacy of evidence.

= How the processes can be accelerated.

The joint disciplinary task team considered the disciplinary processes of various other
jurisdictions and suggested recommendations to be incorporated into future legislation
regarding the accountancy profession. Their recommendations were divided into two
groups:. those that were short-term and which can be effected without a change to any
legislation, and those that are medium to long-term which would, in some instances,
require changesto legislation.
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310 The Myburgh Task Team also made a number of proposals in relation to the disciplinary
processes. To be credible and maintain public confidence, the disciplinary process needs
to meet with the following principles:
= It should be quick;

" It must be efficient in order to avoid duplication of efforts;
" It must be cost effective; and
= The process must be fair to all concerned (2002, pp2-3).

311  TheKing Report on Corporate Governance (2002, p44) states that:

Directors and auditors should only be held liable for damages on a basis proportional to
their contribution to the failure. Consideration should be given to amending the
Apportionment of Damages Act (No. 34 of 1956) accordingly.

312 The Panel agrees with the policy recommendations of the World Bank (ROSC, 2002,
pl16) that business ethics should be taught as a separate subject in undergraduate
commerce programmes. In addition, the professional examinations of SAICA and the
PAAB, as well as other professional accounting bodies, should test candidate’s
knowledge about practical aspects of professional ethics (1bid).

Deliberations

The Panel has analysed the issue and provided its opinion and recommendations under Term of
Reference 5 in Section B of this report.
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TERM OF REFERENCE 6

An appropriate set of liabilities and disciplinary procedures for executive management of entities that fail
to properly disclose the true financial health of an entity to the auditors.

1.

Background

11 The issue being examined here is the sanctions to be applied to the executive
management (including directors) who mislead the independent auditors.

12 The following general principles should be kept in mind in considering this aspect.

The directors of a limited company are in law its “directing mind or minds’ (Levy v
Central Mining & Investment Corporation 1955 (1) SA 141 (A) at 149150; Newborne v

Senolid (Great Britain) Ltd [ 1954] 1 QB 45 (CA) at 51).

121

122

123

124

Global Trends

The directors’ authority is derived from the company’s articles of association
and the Companies Act.

While at common law a director is not personaly liable for the wrongful act of
the company unless he himself perpetrated such conduct or procured the
perpetration thereof, various provisions in the Companies Act No 61 of 1973 and
the Public Finance Management Act, No. 1 of 1999, inter alia, clearly impose
personal liability, both civil and criminal, on the director for acts of financial
misconduct and breach of fiduciary duty respectively (Hamman v South West
Africa People’s Organisation 1991 (1) SA 127 (SWA) at 143-144; section 83 of
the PFMA: section 248, inter alia, of the Companies Act).

If a director fails to exhibit in the performance of his duties that degree of skill
and care which in the circumstances may reasonably be expected from a person
of his knowledge and experience, he is liable to the company for any damage it
may suffer in consequence of such failure (In re City Equitable Fire Insurance
Co Ltd [1925] 1 Ch 407 (CAO at 427-429; Fisheries Development Corporation
of SA Ltd v Jorgensen 1980 (4) SA 156 (W) at 165-166).

The Companies Act, as well as common law, provides for the sanctioning of
directors and management who have been found guilty of wilful misconduct,
fraud or deception.

21 The general practice isfor each country, without exception, to have specific legislation to
address the issue. There is general agreement that appropriate sanctions are applied,
after due processisfollowed.

2.2 It is instructive to note the severe penalties that have been introduced with the Sarbanes-
Oxley Act of 2002 in the United States of America for securities, corporate and criminal
fraud as well as alteration of documents.

2.3 Similar forms of penalties are in operation elsewhere, especially in the USA, UK, etc.
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South Africa

3.1

3.2

3.3

34

35

3.6

3.7

3.8

As is the case with Term of Reference 5, this is a legal matter which is extensively
covered in various Acts, supported by extensive case law. The Companies Act, as
amended, addresses the matter in s250 (Falsification of books and records) and s251
(False statement by directors and other for fraudulent conduct of business).

This matter is not explored further here as the Companies Act, as amended, is subject to
review in terms of the Corporate Law Review Project

The King Report on Corporate Governance (2002, ppl69 — 170) makes a number of
recommendations on the sanctions to be applied to delinquent directors, which the Panel
supports.

Changes in legislation also need to be made to implement the recommendations made by
the Myburgh Task Team to SAICA and PAAB to speed up the disciplinary process
against errant executive management who are members of these bodies, or their
successor bodies.

The delinquent directors' register in terms of the Companies Act (section 421) needs to
be updated, and all board appointments in future need to be made by reference to this
register.

The responsibility for the preparation of an entity’s financial statements lies with
corporate management, and not with the auditors. Where they are found to report
dishonestly, they need to be dealt with appropriately.

Where directors, including executive management, have contributed to the entity’s
failure, they should beliable for their conduct leading to the entity’ s demise.

Regulators need to be empowered to censure directors found wanting in their conduct of
their fiduciary duties.

Deliberations

4.1

Thisissue has been considered in two contexts:

411  liability of executive management for financial statements that failed to fairly
present;

4.1.2 liability of executive management regarding misrepresentations (including
omissions) by executive management to the auditor.

and is detailed in Section B, Term of Reference 6 of this report.
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TERM OF REFERENCE 7

The usefulness and appropriateness of accounting standards and disclosure rules and the feasibility of

implementing a system of ‘current disclosures'.

Background

11

1.2

13

14

15

1.6

Thisterm of referenceis being addressed by separating it into two components:
(@)  theusefulness and appropriateness of accounting standards; and
(b)  thefeasibility of implementing a system of ‘current disclosures'.

The usefulness and appropriateness of accounting standards is reviewed in detail while the
feasibility of implementing a system of ‘current disclosures' is addressed at a high level,
many of the issues being tentative and in various stages of experimentation and
development at this stage.

The availability of reliable and timely information, prepared in terms of globally accepted
accounting standards and disclosure rules, is fundamental for effective investment decision
making.

In considering the usefulness and appropriateness of accounting standards in general, the
Panel have not undertaken a consideration of any specific areas of concern within the
individual statements of Generally Accepted Accounting Practice (“GAAP”).

South Africa has been harmonising its accounting practices with those of the International
Accounting Standards Board (“IASB”). In 1993, the Accounting Practices Board (“APB”),
in consultation with the Accounting Practices Committee (“APC”) of the South African
Institute of Chartered Accountants, embarked on what is known locally and globally as the
Harmonisation Process. Prior to 1993, South Africa had published, written and regulated its
own accounting standards. As South Africa opened its doors to the world economy, it
became necessary to harmonise South African standards with international standards. South
African Statements of GAAP are now largely identical in content to the International
Financial Reporting Standards (“IFRS") of the IASB.

The current practice in South Africa is for proposed statements of GAAP to be widely
circulated for comment in the form of exposure drafts. The APC develops the exposure
draft, circulatesit for comment, allowing comment periods to vary from three to six months,
depending on the complexity (including technical and applicability aspects) of the issues
being exposed. After receiving feedback from commentators, and incorporating these into
the exposure draft, the APB issues a Statement of GAAP.

To enforce compliance with Statements of GAAP, SAICA and the JSE Securities Exchange
SA (JSE) constituted the GAAP Monitoring Panel (GMP) in September 2002 “...to
investigate complaints and advise the JSE in relation to compliance by issuers with GAAP
or IFRS, the JSE’s required accounting practices (in terms of the Listings Requirements)
and the accounting practices required by the Act. If, after receiving advice from the GMP,
the JSE is satisfied that an issuer has not complied with any of the above, the JSE will be
able, inits sole discretion:

" to censure such issuer in accordance with the provisions contained in Section 1 of
the Listings Requirements; and

= instruct such issuer to publish or reissue any information the JSE deems appropriate.
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In addition, the JSE will refer any such non-compliance to SAICA, PAAB or any other
professional or relevant Body” (The JSE Listings Requirements, 2003, p8-18) for it to take
further action.

The appropriateness and usefulness of accounting standards

1.8

1.9

110

111

The United States Securities and Exchange Commission (“SEC") in their Concepts Release
(2000) dealing with International Accounting Standards, defines accounting standards as
“...a comprehensive set of neutral principles that require consistent, comparable, relevant
and reliable information that is useful for investors, lenders and creditors, and others who
make capital alocation decisions’. Accounting standards identify the generally accepted
accounting practice that underpins the initial and subsequent recognition, measurement and
disclosure of economic events.

High quality accounting standards are essential to the efficient functioning of a market
economy because decisions about the allocation of capital rely heavily on credible and
understandable financial information. Accounting standards achieve this by formally
enforcing desirable accounting practices. The success of the capital markets is founded on
investor confidence that is dependent on the credible accounting standards (Levitt, 1998,
pp79-82).

Criticism has been levelled at the existing system of financial accounting standards; some of
the more significant criticisms are;

" The increasing complexity of accounting standards has resulted in significant
difficulties in interpreting standards and applying them in practice.

] The standards are based on “generally accepted” accounting practice, and therefore
emerge from a political process that creates inconsistencies as a result of the search
for a consensus.

= ACCA note that while IFRS are evolving to meet needs and changes in the economic
environment (e.g. standards for financial instruments and share option schemes),
there are, however, still important gaps - for example, an absence of standards on
extractive industries, insurance, etc. (ACCA, 2003, p39).

This criticism of current standards and their appropriateness is far from being exhaustive;
however, it is important to note that none of the criticisms suggest that the accounting
standards are not useful; they are more in the nature of calls for refinements and
improvementsto the current standards.

Global Trends

21

2.2

The IASB and the United States Financial Accounting Standards Board (“FASB”) have
acknowledged that convergence of IFRS and US GAAP is a primary objective of both
Boards and agreed a plan in September 2002 to work towards that goal. Progress is being
made in reducing key differences between the two sets of standards. A formal liaison
relationship, monitoring relationships for major projects, and the undertaking of joint
projects, have al contributed to this reduction. It seems that the U.S. authorities
commitment to the IASB’s new structure is so complete as to indicate that US GAAP and
the IFRS will inevitably converge (Damant, 2000, p97).

The SEC state that globalisation and the emergence of the “Global Economy” means that
standards are seen as a necessary means of ensuring uniform reporting across all the world’s
major securities markets, which in turn contributes to inter-market efficiency. The efficiency
of capital alocation by investors would be reduced without consistent, comparable, relevant
and reliable information regarding the financial condition and operating performance of
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potential investments. The efficiency of cross-border capital flows is therefore facilitated by
uniform accounting standards (SEC, 2000).

The normal due process of the IASB includes issuing for comment an exposure draft of any
new or revised standard. The period allowed for comments on a standard would normally be
at |east three months. The comments submitted would be published, considered by the Board
and a standard issued only after that process. The standard would include an explanation of
the key decisions taken in devel oping the standard, and a basis for the conclusions.

3. South Africa

31

3.2

3.3

34

35

3.6

3.7

If South African companies are to compete for capital in the international markets, it is
essential that their financial reporting is compliant with internationally accepted accounting
standards, such as those promulgated by I1ASB.

SAICA, dthough emphasising the importance of IFRS, believes that that there are
weaknesses in international standards. Nevertheless, it supports the recommendation that the
local standard-setting body should only make amendments to the international standards in
exceptional cases, where considered absolutely necessary, to meet unique domestic
circumstances.

Other commentators observed that the current approach has the advantage of local standards
being “...set by a body (the IASB) which is both independent of the local profession, and
also highly authoritative. Nevertheless, this does carry the risk that the Standards may be
drafted from a first-world perspective, which will not necessarily meet the needs of the
South African environment” (Everingham & Watson, 2003, p1-7).

SAICA contends that experience has shown that preparers of financial statements will only
comply with accounting standards if they are obliged to do so in terms of legislation. In this
regard, the Companies Act is currently not entirely clear as to what set of standards
companies need to apply when preparing their financial statements. As aresult, it is possible
for South African companies to prepare financial statements without complying with
Statements of GAAP. In the USA, Canada, UK, Australia and New Zealand, there is legal
backing for their accounting standards.

Asfar as small and medium enterprises (SMES) are concerned, Ernst and Y oung (2003, pp4-
5) support the principle of allowing non-public companies to prepare financial statements in
accordance with an alternate authoritative basis of accounting. With international standards
being aimed at entities operating in the financial markets, compliance with these standards
can be aburden for those not operating in these markets.

These sentiments were echoed in the submission to the Panel by Grant Thornton Kessel
Feinstein (2003, p6), who contend that compliance with IFRS should be a minimum
requirement for public interest entities. Limited Purpose Financial Reporting Standards
(“LPFRS") should be set for owner-managed businesses.

According to SAICA (2003, p12), in a young and developing economy like South Africa,
attention should be paid to the role and importance of small and mediumsized enterprises. It
is often very burdensome to force SMEs to comply with accounting standards of an
international calibre. In terms of the current legislation, as set out in the Companies Act, no
distinction is made between multinational or listed companies and SMEs. SAICA believes
that the matter is appropriately dealt with in the draft Financial Reporting Bill and strongly
supports that these proposals should be implemented as soon as possible in order to provide
SMEs with some form of relief.

Deliberations
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The Panel submits that accounting standards are essential for the proper functioning of a
modern economy. It further believes that South African accounting standards should
continue to be based on IFRS.

The Panel considers that there is an urgent need for legal backing to be introduced for
accounting standards. The Financial Reporting Bill provides for such legal backing, requires
standards to be based on international standards and introduces less onerous requirements for
small enterprises. Standards should not be embodied in legislation such as the Companies
Act asit will be necessary to effect changes quickly.

Thefeasibility of implementing a system of ‘current disclosures

Background

51

52

The International Organization of Securities Commissions (“10SCQO’) states that ongoing or
current disclosure includes generaly all current, continuous and periodic disclosures, other
than those disclosed at PO dates (reference to be inserted). The report states that
“...continuous disclosure refers to the disclosure regimes of certain jurisdictions in which
information is provided under a general principle of materiality, without reference to a
specific timeframe" (I0SCO, 2002(a), p3).

The Panel has considered the following as issues raised by the possible implementation of a
system of ‘current disdosures':

= The duration between an entity’ s year-end and the release of itsfinancial statements;
= More frequent periodic reporting, i.e. how many times an entity reports per annum;

= The extent of assurance provided on such periodic reports;

= Immediate disclosure of material events or continuous disclosure;

] Real time or online reporting of the complete financial statements (online reporting);
= Providing additional non-financial disclosure in the annual financial statements.

5.2.1 The duration between an entity’syear -end and the date of release of itsfinancial
statements.

5.2.1.1 “If there is undue delay in the reporting of information it may lose its
relevance. Management may need to balance the relative merits of timely
reporting and the provision of reliable information. To provide
information on atimely basis it may often be necessary to report before all
aspects of a transaction or other event are known, thus impairing
reliability. Conversely, if reporting is delayed until all aspects are known,
the information may be highly reliable but of little use to users who have
had to make decisions in the interim. In achieving a balance between
relevance and reliability, the overriding consideration is how best to
satisfy the economic decision-making needs of users” (ACO000,
Framework for the and Preparation and Presentation of Financial
Statements).

5212 A survey of the international statutory time requirements for the
publication of the annual reportsis presented in Table 4 below.
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Table4: International Reporting Periods

Country Duration between year end and release of financial results

South Africa 6 months in terms of the JSE Listing Requirements to publish the audited annual
report
Approx. 8 months 1 week (21 days before 9 months) in terms of the Companies Act
to publish the audited annual report

Austraia 3 months

Austria 5 months

Belgium 6 months

Canada 140—- 170 days

Germany 5 months

Japan 3 months

Sweden 6 months

United Kingdom 6 months

United States 3 months (2 months) *

* The SEC in September 2002 reduced the reporting deadline from 90 to 60 days for
the annual financial statements of certain companies e.g. those with a public float of
over $75 million. This amendment will be phased in over athree-year period.

Source: School of Accountancy, Wits University, 2003, p48 (adapted)

5.2.1.3 The United States has recently reduced the maximum delay in the
publication of financial statements of certain large listed companies to 60
days after the financial year-end. Thisis significantly less than the current
timerequired in South Africa

5.2.1.4 The SEC believes that shortening the filing timeframes for annual reports
will have beneficial consequences for investors and capital markets,
including more rapid dissemination of information (School of
Accountancy, Wits University, 2003); an increase in the relevance of
disclosures to investors' decisions, which may lead to the greater use and
scrutiny of companies' disclosures by investors (Wood & Maron, 2002).

5.2.1.5 It isnoteworthy that one of the reasons why the SEC reduced its reporting
deadline is that hundreds of public companies were issuing press releases
(albeit not necessarily providing all required information) to announce
quarterly and annual results well before they file their reports with the
SEC. This proves that it is viable to reduce the reporting deadline (SEC,
2002).

52.1.6 It is aso instructive to note that a number of public companies,
accountants, securities lawyers and other interested parties in the USA
have expressed serious reservations with the shortened reporting
timeframes (School of Accountancy, Wits University, 2003). Despite the
technological advancements over the past few decades, at least some of
the companies subject to the new reguirements, including those with
widely dispersed and international operations, may find it difficult to meet
the accelerated filing deadlines and may incur significantly increased costs
in attempting to do so (Ibid).

5.2.1.7 Furthermore, the filing date change comes at a time when companies
financial disclosures are receiving increasing scrutiny from investors and
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regulators and when the SEC itself is asking for enhanced disclosure
(Ibid). The challenge is that there would be less time for accounting staff
and management to compile and review the financial information and
prepare the related disclosure, for the auditors to complete their audits and
reviews that serve as vital checks on the accuracy and completeness of the
financial information. In addition, there would be less time for in-house
and outside counsel to review the disclosure and provide detailed input,
and for aready heavily burdened audit committees to review the
information and disclosure with the auditors and management. Rather than
assisting the new focus on improved disclosure, the accelerated filing
deadlines could result in disclosures that are in fact less accurate, complete
and meaningful (1bid).

5.2.1.8 While the Panel notes that the advantages in reducing the reporting

deadline include:

" more timely and relevant data;

. more rapid dissemination of information; and

" an increase in the relevance of disclosures to investors' decisions,

which may lead to the greater use and scrutiny of companies
disclosures by investors, it is concerned with the impact that the
disadvantages of reducing the reporting deadline may have on
reporting entities, which include:

. companies, including those with widely dispersed and international
operations, may find it difficult to meet shorter filing deadlines;

. significant cost increases;

. enhanced disclosure requirements call for a longer reporting
duration;

. less time for audit committees, auditors and clients to review the

financial information; and

- shorter filing deadlines could result in disclosures that are less
accurate, complete and meaningful .

5.2.1.9 The Companies Act, Section 302(1), requires that the annual financial
report must be presented to members 21 days before the AGM which has
to take place within 9 months of the financial year-end. Public companies
are however required to publish and mail provisional non-audited financial
statements within 3 months of their year-end, if they have not yet
produced their audited financia statements. Provisional financial
statements do not have to be audited and are in summary form.

52110 The JSE Securities Exchange SA Listing Requirements, Section 3.23(1),
requires listed companies to produce the annual financial report 6 months
after year end, failing which the shares will be suspended at the end of the
seventh month. The JSE Listing Requirements, however, require
provisional reviewed (not audited) financial statements if annual financial
reports are not produced within 3 months.

5.2.2 Interimreporting
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Interim financial reports are defined as a financial report containing either
a complete set of financial statements or a condensed set of financial
statements for a reporting period shorter than a whole financial year (AC
127 : Interim Financial Reporting).

Currently, GAAP Statement AC 127 and the Companies Act regulate the
reporting requirements of interim financial statements.

The Companies Act requires every public company to prepare an interim
report, which has to be sent to every member and debenture-holder, which
fairly presents the business and operations of the company (Section 303).

As far as the minimum content of interim reports are concerned, South
Africa's AC127, being based on IFRS, will in future be effectively
harmonised with those of the European Union, Australia and New
Zealand. Canada's interim reporting standard has also been substantially
harmonised with IFRS.

The main issue in interim reporting relates to increasing the frequency of
reporting, if made mandatory for all public interest entities, and therefore
the timeliness of information. Quarterly reporting would result in more
timely, and therefore, relevant information (School of Accountancy, Wits
University, 2003).

Quarterly reporting is, however, accompanied by certain disadvantages,
such as

= Seasonality severely affects quarterly reports, therefore impairing
usefulness;

= The costs of having to provide additional quarterly information and
having it audited are onerous;

= Quarterly reporting would mean that South Africa would be at odds
with predominant international practice, which requires semi-
annual reporting; and

= Quarterly reporting causes managers to focus on short-term results
and therefore neglects those activities whose worth would be
greater over a longer time (School of Accountancy, Wits
University, 2003).

5.23 Requirementsfor review of interim financial information

5231

5232

Section 3.23(b) of the JSE Listing Reguirements requires unaudited
interim reports to be reviewed if the auditor's opinion on the company's
latest annual financial statements is modified. There are no further
reguirements currently for areview or an audit in South Africa.

It is noted that areview is very different in nature to an audit. The level of
assurance expressed by an auditor in a review engagement is significantly
lower than an audit. SAAS 910: Engagements to review Financial

Statements states that review engagements provide only “negative

assurance”. “Negative assurance” indicates that nothing has come to an
auditor’s attention that causes him or her to believe that the financial
statements are not fairly presented. Australian company law requires either
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an audit or review. In the United States of America, the SEC requires a
review of all quarterly reports. The requirement to review interim resultsis
currently being considered in Britain.

Mandatory review of interim financial information has been criticised on
the following grounds (School of Accountancy, Wits University, 2003):

= Review creates an expectation gap. Users of financial information
may not know the difference between an audit and review and may
therefore place too much reliance on the review. The additional
costs required for areview may be agreat burden on the company.

Immediate disclosure of material events

5241

524.2

5243

5244

IOSCO (2002 (a), p4) contends that information about material events
should be disclosed on an immediate basis.

In the USA, under the prescription approach, all public companies are
required to file current immediate reports (on a document known as a
Form 8-K) in the intervening period between periodic reports to disclose a
specific list of events that are presumptively material. Japan has followed
asimilar approach.

In the European Union and in other jurisdictions, regulators require listed
entities to disclose information, under the general obligation approach,
comprising price sensitive information. The general obligation approach
does not explicitly list every item that requires disclosure. Such
information, if deemed material, would have to be disclosed immediately.
Under this general obligation, delays may be allowed under certain
circumstances.

In South Africa, immediate disclosure of material or price sensitive
information for listed companies is required for example with the use of
the Stock Exchange News Service (“SENS").
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525 Online Reporting

5.25.1 There has been recent discussion on on-line and real-time reporting of
financial statements, particularly in relation to companies listed on the JSE
Securities Exchange South Africa. While the technology exists to do this,
there are however, concerns over the integrity and accuracy of information
produced.

5.2.5.2 Anauditor's opinion and indeed those of the entity’ s management can only
be formed some time after certain transactions take place. This is
particularly important when considering accounting estimates relating to
the value of work in progress, the saleability of stock and the
recoverability of debts. Current disclosure may result in some volatility in
values disclosed for all of these items which may not be in the interest of
markets (ACCA, 2003, p4l).The Panel submits that the feasibility of
issuing real time reporting is considered low in South Africa. This is
because d difficulties that would be faced in preparing such reports,
particularly for subjective areas that are only determined periodically, as
well astheissues such as expressing assurance on such numbers.

526 Providing additional non-financial disclosure in the annual financial
statements

5.2.6.1 Intermsof “current disclosures’ of other information that might be useful
to diverse stakeholders (such as employment equity, sustainability
reporting etc.), KPMG (2003, pp37-38) submit that it is important for
South African companies to share the information as required in King
Report on Corporate Governance and by others.

5.2.6.2 The Panel, although recognising the importance of non-financial
disclosure as a new and growing discipline of particular relevance to South
Africa as a developing economy, does not consider it to be part of the
scope of “current disclosures’ and thus beyond the scope of Term of
Reference 7.

Deliberations

6.1

6.2

6.3

6.4

6.5

South African legislation and the JSE listing requirements relating to the time in which
audited financial reports are released are not within world norms. The Panel recommends
that the South African reporting deadline should be amended to alimit no later than 4 months
from the financial year-end.

The Panel does not support mandatory quarterly reporting for all public interest entities at
this juncture. Where there are dual-listed companies, with their primary or secondary listing
on the JSE, they may continue to do so, as required in terms of their international listing
obligations.

The Panel does not support mandatory auditing of interim reports at present.

The Panel submits that the legislation be amended to require al public interest entities to
disclose all material information, which is in the public or shareholders’ interest,
immediately.

The Panel does not support obligatory online reporting at this stage.
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TERM OF REFERENCE 8

The feasibility and appropriateness of incorporating the regulation of internal audit, and audit committees

1.1

12

13

14

15

and their relationship to external auditorsin the legislative framework.

Background

This term of reference considers whether the law should require public interest
enterprises to establish audit committees and internal audit arrangements and, if so,
whether the law should regulate the relationships between the audit committee and
internal audit function and the external auditor. These matters are addressed through the
examination of three component parts:

a) Internal Audit;
b) Audit Committees; and
C) External auditors.

The issues involved are of a corporate governance nature and have been considered in
most recent reviews of corporate governance practices, both locally and globally.

Internal audit is the process whereby an entity sets about ensuring that the risks to the
achievement of its objectives are minimised or, at least, adequately managed. The
process involves the adoption by an entity of a systematic and disciplined approach to
the planning and evaluation of its risk management, control and governance processes
(Institute of Internal Auditors, 2003).

The primary purpose of the audit committee is to carry out, on behalf of the board and
ultimately shareholders, an objective and independent assessment of the company’s
accounting and control processes as managed by the executive directors. The committee
will also aim to act as the primary channel of communication between the company’s
board and the external auditor.

The external auditors have a statutory responsibility to audit the financial statements of
the enterprise. Specifically they are required to:

= audit the financial statements in accordance with the relevant legal and
regulatory requirements and Generally Accepted Auditing Standards;

= review, in the case of a listed company, whether the corporate governance
disclosure contained in the annual report reflects the entity’ s compliance with the
provisions of the King Report on Corporate Governance (as well as any other
supplementary, specific legislative requirements, such as the Banks Act, Long
Term Insurance Act, etc); and

= read the other information contained in the annual report and consider whether it
is consistent with the information contained in the annual financial statements
(The Auditing Practices Board, 2002, p10).
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Internal Audit

The King Report requires entities covered by the Code to establish an effective internal
audit function. The Public Finance and Management Act of 1999 also imposes specific
responsibilities on public sector entities to put in place adequate internal audit
arrangements.

While the audit of the entity’s annual financial statementsis a statutory requirement and
is conducted by the external auditor, the way in which internal audit is carried out, if itis
carried out at all, is currently a matter for the directors or controllers of an entity to
decide. Interna audit may be (and most often is) conducted in-house by executive
management with specialist internal audit skills. In some cases, an entity may decide that
it is more efficient for its internal audit service to be outsourced. In other cases, the
nature of an entity’s operations might make it inappropriate for it to have an interna
function at all.

Where the directors of an entity do not operate a formal internal audit process, it is still
important that they apply other monitoring processes in order to assure themselves that
their system of internal controlsis functioning effectively. In such cases, the board will
need to assess whether these processes provide sufficient and objective assurance. A
third party may be contracted to perform some or al of the work concerned, although it
will be noted that, under the Sarbanes-Oxley Act of 2002 in the United States of
America, it is unlawful for a registered public accounting firm to perform both internal
and external audit servicesfor the same client

Where an entity does have a formal process of internal audit, the official in charge of the
process should have a direct line of communication and reporting responsibility to the
audit committee, again where one exists, and should report to it on any significant matter
that should be brought to the committee’s attention.

Audit Committee
The formation of audit committees

1.10.1 The audit committee is a committee of the board which is assigned particular
responsibilities, including safeguarding the integrity of the entity’s accounting
and audit processes. Where audit committees are regulated by law or best
practice guidance, they are often given specific powers to, inter alia, nominate
external auditors, to approve or recommend approval of auditors’ fees and to
meet with he external auditor independently of the main board and entity
management.

The structure and composition of audit committees

1.11.1 Audit committees need to have a specific charter (terms of reference or
mandate) and, in keeping with their function to safeguard the integrity of the
audit process, should comprise members who are non-executive directors; it is
often argued that the majority of the members of an audit committee should
have sufficient financial literacy (King Report, 2002). Members should also
preferably be independent. While most audit committees have played an
effective role in advancing corporate governance in SA companies, there have
been some examples where they have been singularly ineffective. Much
depends on the calibre of the audit committee members, specifically the
effectiveness of the audit committee chairman, and the ability of the audit
committee to interact with the rest of the board of directors. To be realy
effective, the role of the audit committee must be clearly understood, it must
have sufficient qualified members to ensure that the committee is able to make
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rigorous appraisal of procedures and it must have a comprehensive
understanding of the effect that the application of particular accounting
principles have or may have on the financial affairs of the company (KPMG,

2003, p41).

Legal requirement for audit committees

The question of whether audit committees should be required by statute has received
considerable recent attention, in the light of significant corporate failures. In Annex 3 to
this report, we provide a review of the jurisdictions in which audit committees are
required by legislation. The argumentsin relation to legislation are set out below:

1.12.1 Argumentsagainst legislation

1122

11211

11212

11213

11214

The legal responsibility for the nanagement of the entity rests
solely with its directors. Any statutory responsibilities assigned to
audit committees must not weaken the authority and effectiveness
of an entity’ s board.

The Smith Report in the United Kingdom (2003) acknowledges
that some of its recommendations for audit committees might be
inappropriate for certain listed companies; thus, legislation on
certain ideal situations could be undermined by practical
constraints.

The Smith Report argues further that, with regard to the
relationships between the audit committee and the board, the
executive and non-executive directors respectively, the important
feature of these relationships is a frank and open dialogue
requiring attributes that cannot be legislated for.

Certain of the “Big 4" accounting firms do not advocate that audit
committees have their relationship with external auditors regulated
by legislation (Deloitte & Touche, 2003, p7). The South African
Reserve Bank also considers that it is unnecessary to be
prescriptive on the relationship between the audit committee and
the external auditor.

Arguments for legislation

11221

11222

A requirement for listed companies to have an appropriately
constituted audit committee would be a most effective way of
enhancing the independence of auditors of such companies
(Ramsay Report, 2001, p70).

A thread running through many of the commentaries post-Enron is
that it is now necessary to strengthen the membership and role of
audit committees (The Co-coordinating Group on Audit and
Accounting Issues, Interim Report dated July 2002 to the UK

Secretary of State for Trade and Industry).
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Audit committeesin relation to external auditors

Company law prescribes that the appointment of external auditorsisthe responsibility of

the shareholders. In practice, the shareholders of a listed company do little more than
“rubber stamp” a recommendation which has been made by the company’s executive
management and board of directors.

Developing international practice suggests that the responsibility for the appointment and
remuneration of independent external auditors should lie with the audit committee. A
properly constituted audit committee will have the capacity to play a significant role in
bolstering shareholders’ confidence in the independence of its auditors. Auditors should
be expected to engage in constructive dialogue with the audit committee over matters of
uncertainty.

It is widely accepted that the audit committee should make recommendations to the
board in relation to the appointment of the external auditor. The audit committee should
also evaluate the effectiveness of the external auditors on an annual basis and perform
the following functions:

1.15.1 Monitor the external auditor’s performance, independence and objectivity in the
conduct of itsduties;

1.15.2 Develop and implement policy on the engagement of the external auditor to
supply non-audit services, taking into account relevant ethical guidance
regarding the provision of non-audit services by the external audit firm (KPMG,
2003, p16);

1.15.3 Publish an annual report on its findings and recommendations, specifically
stating why it has not changed external auditors, and in the case of where
external auditors have resigned during the year, outlining reasons for the
resignation insofar asthisislegally permissible.

The audit committee should require reports from the auditors on the critical accounting
policies and practices of the company; alternative accounting treatments which have
been discussed with management; and written communications such as management
letters and unadjusted differences (USA Public Accounting Oversight Board, 2003). The
audit committee should review whether the auditor has met the agreed audit plan and
understand the reasons for any changes, including changes in perceived audit risks and
the work undertaken by the external auditors to address those risks (The Smith Report,
2003).

Global Trends

21

(@
2.2

2.3

There is a global move to enhance the role and independence of audit committees,
whether by legislation or by codes of conduct.

United States of America

The United States of America, through the Sarbanes-Oxley Corporate Fraud and
Accountability Act of 2002 (SOA or Act), has mandated a number of requirements for
U.S. publicly held corporations in relation to membership of audit committees, the roles
of the internal audit function and the independent auditors (the details are provided in
Annexes 4 and 5 to this Report in Section C).

Section 301 of the SOA directs the SEC to adopt rules that direct the national securities
exchanges (which includes the NY SE and Nasdaq) to bring into effect certain listing



24

25

Page 118

standards (similar, in part, to recent proposals by such exchanges) that impose the
following requirements on audit committees’ functions and role:

231

232

233

234

Independence

The audit committee must be composed entirely of independent directors. To
be “independent” under the Act, the audit committee member may not accept
any consulting, advisory or other compensatory fee from the company, except
in his or her capacity as a board or board member, and may not be an “affiliated
person” of the company.

Audit committee oversight of outside auditing firm

The audit committee must be directly responsible for the appointment,
compensation, and oversight of the work of any registered public accounting
firm employed by the company (including resolution of disagreements between
management and the auditor regarding financial reporting) for the purpose of
preparing or issuing an audit report or related work and the accounting firm
must report directly to the audit committee.

Authority to engage advisors

The audit committee must have the authority, and any funding it finds
appropriate, to engage the independent counsel and other advisers as it
determines necessary to carry out its duties.

Employee complaint procedures

Audit committees must establish procedures for the receipt, retention and
treatment of complaints regarding accounting, internal accounting controls or
auditing matters, and for the confidential, anonymous submission by employees
of concerns regarding questionable accounting or auditing matters.

Section 407 of the SOA directs the SEC to issue rules requiring disclosure in companies
periodic reports whether or not (and if not, why not) at least one member of the audit
committeeisa“financial expert” asthe SEC defines such term.

The SOA directs the SEC to adopt rules to carry out the following regarding auditor
independence. The SOA also prohibits the provision of non-audit services and requires
the pre-approval of all permitted services (Sections 201 and 202 of SOA).

251

252

253

254

The SOA prohibits registered public accounting firms from providing to any
issuer, “contemporaneously with the audit”, any professional services
(including internal audit) other than those provided in connection with an audit
or review of thefinancial statements of the company.

Audit services and permitted non-audit services, including tax services, must be
pre-approved by the audit committee. The Act provides a narrow waiver of the
pre-approval requirement for permitted non-audit services in some
circumstances.

Audit committee approval of any non-audit services must be disclosed in the
company’ s periodic reports.

Audit committees may delegate to one or more independent committee
members authority to grant pre-approvals of both audit and non-audit services,
so long as the delegatee presents his or her decisions at each scheduled
committee meeting.
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255  Audit committees will need to carefully determine the nature and scope of any
non-audit service that is approved.

Section 204 of the Act requires registered public accounting firms to make timely
reports to the audit committee of :

= al critical accounting policies and practices to be used;

" all alternative treatments of financial information within GAAP that have been
discussed with management, ramifications of the use of such alternatives, and the
treatment preferred by the accounting firm; and

. other material written communications between the accounting firm and
management, such as any management letter or schedule of unadjusted
differences.

United Kingdom

Arising from the extensive review that has been conducted in the United Kingdom, a
revised version of The Combined Code on Corporate Governance was released in July
2003. The Code provides comprehensive guidance to the audit committee and the
auditors, its overriding principle being:

The board should establish formal and transparent arrangements for
considering how they should apply the financial reporting and internal
control principles and for maintaining an appropriate relationship wth
the company’ s auditors (Combined Code, 2003, p16).

In Annex 6 of Section C of this report, a high level summary of the UK’s Combined
Code is set out, dealing primarily with the membership and appointment as well as the
role and purpose of the audit committee.

Under the Code, the company’s internal audit activities should be monitored and
reviewed for effectiveness by the audit committee. Similar to the position in South
Africa (and the recommendations of the King Report), the audit committee should
consider annually whether there is a need for an internal audit function where one
currently does not exist and make a recommendation to the board. The reasons for the
absence of such afunction should be stated in the company’ s annual report.

In a far-reaching move, the U.K. has decided that “...the audit committee should have
primary responsibility for making a recommendation on the appointment, re-appointment
and removal of the external auditors...” (Combined Code, 2003, p17). In a somewhat
unusual provision, the Code states that “[i]f the board does not accept the audit
committee’ s recommendation, it should include in the annual report, and in any papers
recommending appointment or re-appointment, a statement from the audit committee
explaining the recommendation and should set out reasons why the board has taken a
different position” (1bid).

The need to safeguard auditor objectivity and independence is also addressed in the
Code. The company’s annual report should explain how this is maintained when the
auditor provides non-audit services.

Elsewherein the world
The practice and extent of progress elsewhere in the world has varied. The Panel’s

research has not revealed any country calling for the statutory regulation of internal
auditing.
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Research undertaken to establish in which countries audit committees were established
voluntarily, legislated or required in terms of regulated corporate governance appear in
Annex 3 of Section C of this report. The Panel also examined those countries in which
the relationship between the external auditors and the audit committee are regulated by
legislation (details appear in Annex 4).

3. South Africa

3.1

3.2

3.3

3.4

The Draft Accountancy Profession Bill, 2001 does not address the issues considered in
this section. Audit committees are not presently required to be established by the
Companies Act. Under the revised JSE Securities Exchange SA listing requirements, al
listed companies are obliged to have audit committees. Legislation, including the Public
Finance Management Act, the Banks Act, Long Term Insurance Act, and the Short Term
Insurance Act stipulate the requirement for the appointment of audit committees and
external auditors, as well as for the establishment of an internal function (these matters
are summarized in Annexes 7, 8 and 9 in Section C of this report).

In spite of the general move to enforcing audit committees for entities that are governed
in terms of the regulations set out in 3.1 above, there remain categories of public interest
entities that are not obliged to appoint audit committees. We set out in Annex 10 the
King Committee recommendations on the audit committee, addressing the issues of the
members of the audit committee and the role and function of the audit committee. The
internal audit function forms part of the risk management system of the company.

The King Committee has examined and debated the need for audit committees. It
concluded that the audit committee gives the board a means to monitor the effectiveness
of its internal control system as well as reinforcing its internal audit function (2002,
pl137).

There is a widely held view that a well-structured audit committee that is functioning
effectively can significantly enhance the independence of the external auditor (Van Esch
& Kelly, 2002; and Ramsay Report, 2001).

4, Deliberations

4.1

4.2

4.3

4.4

The regulation of internal auditing, audit committees and their relationships to external
auditors are matters that fall within the ambit of corporate governance.

The Panel believes that proper internal controls and risk management processes are
essential for sound corporate governance within an entity, and the relationship among
internal audit, external auditors and the audit committee needs to be managed in a
dynamic manner.

The Panel supports the global approach taken to the composition and duties of the audit
committee as reflected in the Annexes.

South African Auditing Standard SAAS 610: Considering the Work of Internal Audit,
establishes standards and provides guidance to external auditors in considering the work
of internal audit. The Panel supportsthe thrust of SAAS 610 which states that:

= The external auditor should consider the activities of internal audit and their
effect, if any, on external audit procedures.

= The external auditor should obtain a sufficient understanding of internal audit
activities to assist in planning the audit and developing an effective audit
approach.
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" During the course of planning the audit, the external auditor should perform a
preliminary assessment of the internal audit function when it appears that internal
audit is relevant to the external audit of the financial statements in specific audit
areas.

= When the external auditor intends to use the specific work of internal audit, the
external auditor should evaluate and test that work to confirm its adequacy for the
auditor’ s purposes.

The internal audit profession has been subject to regulation for a number of years; it is
regulated through International Standards and a Code of Ethics and competence is
assured through a South African Qualifications Authority registered qualifications
framework, other continued professional development initiatives, and the requirements
for regular external quality assurance reviews (Institute of Internal Auditors, 2003, pl).

The Panel does not believe that it is either feasible or appropriate for a management
activity such as internal auditing to be regulated by legislation. The scope and
performance of the internal audit function should be reviewed and monitored by the audit
committee.

The Panel supports the approach initially promoted by the King Report on Corporate
Governance (1994) and subsequently legislated in the PFMA, Banks Act, Long Term
and Short Term Insurance Acts, Medical Schemes Act, etc., for the law to require the
establishment of statutory audit committees and to impose rules governing the
composition of their membership. It notes that the revised listing requirements of the JSE
Securities Exchange SA advance and give force to the recommendations of the revised
King Report on Corporate Governance (2002).

The existence of an internal audit function or even of an audit committee is not
necessarily appropriate for every entity. The Panel believes that audit committees are
appropriate and necessary for public interest enterprises only. As far as SMEs and
unlisted companies are concerned, it should be left to the directors to decide how to
implement satisfactory controls and to safeguard the integrity of the audit process.

The role of the audit committee needs to be reviewed regularly by the board of directors,
in order to strengthen the objectivity and independence of the external auditors. It needs
to keep abreast of developments in other countries and adopt their best practice, as
reflected in Annex 11 (which provides a summary of audit committee practices in
different countries).

The corporate governance statement which must be included in the annual report should
disclose, in detail, how the entity has addressed the issues of internal auditing, audit
committees and their relationship with the external auditor.
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TERM OF REFERENCE 9

The inter-rel ationships between the Accounting Professions Bill, the Financial Reporting Bill and the

Companies Act, 1973.

Background

11

12

13

14

15

The quality of corporate financial reporting and independent audit has been seriously
questioned in South Africain the past few years, heightened by certain local corporate
failures. A number of Commissions of Enquiry have been established to examine the
reasons for the failures. Some have reported, such asthe Regal Bank Commission, while
others are continuing with their efforts. The Nel Commission into the affairs of
Masterbond Group, a broad and expansive investigation, pointed to various weaknesses
and concernsrelating to the efficiency, objectivity and independence of auditors.

In examining the various issues that the Panel has been tasked to review, it has become
apparent that the Companies Act, in particular, isin need of extensive revision. In order
to ensure that holistic improvements to corporate governance flow from the
implementation of a re-drafted Accounting Professions’ Bill and the Financial Reporting
Bill, the Minister of Finance anticipated that amendments to the Companies Act might be
necessary. In addition, these three pieces of legislation need to be reviewed in the
context of the Panel’s overall recommendations to ensure consistency in terms of where
certain groups of recommendations should be best housed. A summary of the Panel’s
recommendations in terms of legislative changes across all term of reference is provided
in Annex 12, Section C of this report, for ease of reference.

The Draft Accountancy Profession Bill has been extensively debated over the past
number of years, and the proposals that it has advanced has been subject to a detailed
review in Section C : Term of Reference 1 of this publication. It addresses the issue of
protecting public interest and takes into account global developments since the Enron
debacle on accounting standards: it focuses on the monitoring and the enforcement
thereof.

The World Bank, in their draft Report on the Observance of Standards and Codes
(ROSC) (2002), stated:

Immediate steps are needed for enactment of the Financial Reporting
Bill, amendments to the Companies Act, and the Accountancy
Profession Bill; and to ensure proper enforcement of established
statutory requirements and standards.

It is not the Panel’s intention to provide definitive answers to what are essentially legal
drafting issues and questions. However, the Panel was of the opinion that some guidance
was appropriate. The general approach is important to highlight because the legislative
framework with regard to corporate governance has a direct impact on the integrity of
South Africa’s financial markets.

Although the issue of an appropriate legislative accounting and financial reporting
framework has been under debate and discussion since the 1990’s in South Africa,
limited progress has been made, interrupted by the democratisation of the country and
the two elections held in the 1990s. There is ongoing criticism, from both local and
international commentators, that South Africa has “... a weak enabling environment for
high-quality financial reporting” (World Bank, 2002, pl). There has been wide
discussion and extensive consultation in formulating the current versions of the DAPB,
the Financial Reporting Bill, as well as extensive proposed amendments to the



16

17

18

Page 123

Companies Act to give effect to new and emerging developments in corporate
governance, audit, financial reporting and accounting standard setting.

We have examined the DAPB in Section C : Term of Reference 1, and highlighted its
limitationsin its current form.

The Financial Reporting Bill focuses on monitoring and enforcement of accounting
standards. Initscurrent form, it provides for the

1.7.1 setting of financial reporting standards for the preparation and presentation of
financial statements by designated entities;

1.7.2 the setting of genera purpose financial reporting standards based on
International Financial Reporting Standards;

1.7.3 thesetting of limited purpose financial reporting standards;

1.7.4 the establishment and functions of the Financial Reporting Standards Council,
the main function of which will be the developing and setting of financial
reporting standards; and

1.7.5 supervision and enforcement by the Financial Services Board of compliance by
designated entities with the financial reporting standards (Memorandum, 2002).

1.7.6  The introduction of administrative sanctions in the form of an independent
tribunal administered by the FSB (“ The Enforcement Committee”)

The changes necessary to the Companies Act, 1973, as amended, to adapt to the
provisions of the Financial Reporting Bill have been proposed in the draft Companies
Amendment Bill of 202. The Financial Reporting Bill does not provide for criminal
sanctions for mis-reporting. When this Bill was drafted, the issue was considered and, as
the intention is that it will be applied by various types of entities, not only companies, it
was considered that criminal sanctions for incorrect reporting should be contained in the
Companies Act, Pensions Fund Act, etc., as differing penalties may be appropriate.

Global Trends

We have, in various parts of Section C of this report, detailed the gproaches taken in various
countries that have addressed the need for ensuring high-quality financial reporting, the legal
backing of accounting standards and the quality of corporate audit. Each of the countries we
have examined have their own regulatory structures and statutory and oversight bodies to address
their own unique regulatory, legislative and professional arrangements. In proposing a structure
for South Africa, we have attempted to recommend the “ best-of-breeds” approach.

South Africa

31

In examining the structure of the inter-relationship between the Draft Accountancy
Profession Bill, the Financial Reporting Bill and the Companies Act, 1973, one observes
the regulation overlap between the current Ministry of Finance and of Trade and
Industry. Thisisdepicted in Figure 5 below.
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Figure5: Relationship between the various Acts, Billsand
Ministries of Finance and of Trade and Industry

Relationship between Acts, Billsand Ministries of
Finance and Trade and Industry

Ministry of Finance Ministry of Trade and

Industry

v v v

Public Accountants’ & Stock Exchanges Companies Act
Auditors’ Act Control Act
i i
[} [}
I I
| |
Draft Accountancy Securities ServicesBill Financial Reporting Bill
Profession Bill

I

JSE Securities
Exchange Listing Rules

Source: School of Accountancy, Wits University, 2003, p53, (adapted)
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The Minister of Finance, as the responsible Minister for the Fnancial Services Board,
oversees investor protection aspects of securities exchanges and listed companies while
the “Minister of Trade and Industry has the task of ensuring the corporate and other
entity structures and governance” (School of Accountancy, Wits University, 2003, p53).

The Panel believes that currently a disjuncture exists between the jurisdictions of the
Minister of Finance and the Minister of Trade and Industry that impacts negatively on
the effectiveness of the legislative framework to ensure adequate adherence to accepted
principles and practices of good corporate governance.

A new and improved accounting standard-setting arrangement will be introduced when
the Financial Reporting Bill and the Amendments to the Companies Act are passed. The
Financial Reporting Standards Council will be recognised through the Amendment to the
Companies Act as the authorised body to set and monitor compliance with accounting
standards for all companies registered under the Companies Act. Three new committees
will be constituted in terms of the new FEinancial Reporting Act to fulfil the
responsibilities of the Financial Reporting Standards Council:

= Financial Reporting Standards Development Committee, which will be
responsible for the development of accounting standards for general purpose
financial statements;
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. Small Enterprises Financial Reporting Committee, which will assume
responsibility for identifying and developing another comprehensive basis of
accounting for private companies for limited purpose financial statements; and

= Committees that would be responsible for monitoring compliance with
established accounting standards and for taking appropriate enforcement actions
against violators on the basis of recommendations from the Compliance
Committee (World Bank, 2003, p9).

Statement of South African Auditing Standards SAAS 1005: The Special Considerations
in the audit of small entities states that “... its purpose is to assist auditors, and the
development of good practice, by providing additional guidance on the application of the
basic principles of essential procedures contained in the statements of SAAS in the audit
of small entities’.

The inter-relationship between the Accountancy Profession Bill, the Financial Reporting
Bill and the Companies Act, 1973 cannot be considered without also considering their
inter-relationship with the Public Accountants’ and Auditors’ Act, the Securities Services
Bill and JSE Securities Exchange Listing requirements.

In view of the extent of the proposed Companies Act amendments, consideration should
be given to the promulgation of a separate act as an interim arrangement dealing with
these issues. Such an Act should fall within the jurisdiction of the Minister of Finance.
Appropriate criminal sanctions should be included for mis-reporting. In due course,
when the Companies Act isrevised, the two acts can be consolidated.

Deliberations

4.1

4.2

4.3

To be globally competitive, the legal backing of accounting standards should no longer
be in doubt, with amendments being made to the Companies Act and the enactment of
the Financial Reporting Bill.

This report proposes extensive amendments to the Companies Act, 1973 (refer Annex
12). The Department of Trade and Industry are in the process of undertaking areview of
current corporate law and have indicated that this will take up to five years to complete.
Whilst a number of proposed amendments, such as the requirement to report in terms of
international accounting standards and the introduction and structure of audit
committees, have been prescribed in the JSE Listings Rules, this will only apply to listed
companies and not other “public interest enterprises’. Furthermore, sanctions that can be
applied in terms of the JSE rules are limited to administrative fines or, in serious cases,
delisting.

The Panel supports the views of the World Bank (2002, p14) which holds that high
quality financia reporting depends on a combination of appropriate accounting and
auditing standards and the proper enforcement thereof. A successful enforcement regime
is dependent on three important links:

(a the preparers of financial statements need to comply with established standards;

(b) the auditors need to be seen to be acting independently to assure financial
statements are prepared in compliance with established standards and they fairly
present the enterprises’ financial conditions; and

(c) al regulators (self-regulatory organisations and statutory regulatory bodies),
need to establish proper arrangements for efficient monitoring of
compliance/non-compliance, and be seen to be taking effective actions against
al those responsible for violating standards, rules and regulations.
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ANNEX 1: THE PROHIBITED NON-AUDIT SERVICESUNDER THE SEC’SNEW RULES

THE PROHIBITED NON-AUDIT SERVICES UNDER THE SEC'SNEW RULES

Bookkeeping

The rule prohibits maintaining or preparing the audit client’s accounting records, and
preparing the client’s financial statements or the source data underlying the financial
statements. Although not a significant change from the 2000 rules, the new rule does
eliminate exceptions for foreign bookkeeping and temporary and emergency situations.

Financial
Information
Systems Design
and
Implementation

The rule prohibits operating or supervising the operation of an audit client’s information
system or managing the audit client’s local area network. It also prohibits designing or
implementing a hardware or software system that aggregates source data underlying the
financial statements or generates information that is significant to the audit client’s
financial statements or other financial information systems taken asawhole.

The SEC’s rule release clarifies that the rule is not intended to preclude the accountant
from making recommendations on internal control matters to management or dher
service providers in conjunction with the design and installation of a system by another
service provider.

Appraisal or
Valuation,
Fairness
Opinion, or
Contribution-in-
kind Reports

The rule generally prohibits these services, although the SEC continues to permit
valuations for non-financial reporting purposes, including transfer-pricing studies, cost
segregation studies, and other tax-only valuations.

The SEC' s rule release notes that some commentators believed that a strict application of
these rules related to contribution-in-kind reports might create conflicts in certain foreign
jurisdictions where such reports must be prepared by the company’s auditors. The SEC
indicates that it is sensitive to these issues and that it will work with other regulatory
agencies to resolve them. As under the 2000 rules, it is accepted that there is not an
independence concern where a contribution-in-kind report is issued as a result of an
internal reorganisation (typically as aresult of areorganisation to achieve tax efficiencies)
involving transfers solely among wholly owned subsidiaries (i.e. where there is no effect
on an outside minority interest or where there is no outside interest).

Actuarial
Services

The rule prohibits services involving the determination of amounts recorded in the
financial statements and related accounts. The rule eliminates the provision in the 2000
rules that allowed accountants to perform actuarial valuations for pension, other post-
employment benefits, or similar liabilities. The rule permits assisting a client in
understanding the methods, models, assumptions, and inputs used in computing an
amount. Also, athough not explicitly stated, consistent with the rule on appraisal or
valuation services, actuarial services for non-financial reporting purposes, including
actuarial work solely for tax purposes, are not prohibited by the rule.
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ANNEX 1: THE PROHIBITED NON-AUDIT SERVICESUNDER THE SEC’SNEW RULES

(continued)

Internal Audit
Outsourcing

The rule prohibits any internal audit service that has been outsourced by an audit client
that relates to the audit client’s internal accounting controls, financial systems, or
financial statements. The 2000 rules allowed such services for up to 40% of the total
internal audit activities (measured in hours). The rule does allow operational auditing and
non-recurring evaluations of discrete items or other programs, provided they are not in
substance outsourcing.

M anagement
Functions

The rule prohibits acting, temporarily or permanently, as a director, officer, or employee
of an audit client, or performing any decision-making, supervisory, or ongoing
monitoring function for the audit client. This basic rule regarding management functions
does not represent any significant change fro m the 2000 rules.

The 2000 rules did explicitly permit services in connection with design and
implementation of internal accounting controls and risk management controls. The
current rule, however, clarifies that the auditor may not take responsibility for the design
and/or implementation of internal accounting or risk management controls. The release
indicates the “design and implementation of these controls involves decision-making and,
therefore, is different from recommending improvements’ in such controls. The rule
release makes clear, however, that engagements to make recommendations regarding
improvementsin internal accounting and risk management controls are permissible.

Human
Resources

Although titled “Human Resources’, the rule solely prohibits executive recruiting
services and does not represent a significant change from the 2000 rules.

Broker-Dealer

The rule prohibits: acting as a broker-dealer (registered or unregistered), promoter, or
underwriter on behalf of an audit client; making investment decisions on behalf of the
audit client or otherwise having discretionary authority over an audit client’s investments;
executing a transaction to buy or sell an audit client’s investment; or having custody of
assets of the audit client, such as taking temporary possession of securities purchased by
the audit client. The release states that the only change from the 2000 rules is the explicit
coverage of persons who perform broker-dealer services but have not complied with SEC
broker-dealer registration requirements.

L egal Services

The rule prohibits providing a service to an audit client that, under the circumstances in
which the service is provided, could be provided only by someone licensed, admitted, or
otherwise qualified to practice law in the jurisdiction in which the service is provided.
The release states that the SEC does not intend to prohibit tax services in countries where
such services must be provided by lawyers, and will also allow exceptions for other legal
services that would not be considered to be “legal services” inthe US.

10.

Expert
Services

The rule prohibits expert services such as providing expert testimony or opinions where
the purpose of the engagement is to advocate the client’s position in an adversarial
proceeding or where the accountant is part of the “team” that “has been assembled to
advance or defend the client’s interests’ in an adversarial proceeding. The rule release
states that the auditor may be engaged by the audit committed or its legal counsel to
perform internal investigations or other “fact finding engagements” and may provide
factual testimony on “Positions taken or conclusions reached during the performance of
any service”. The release also makes clear that this prohibition on expert services does
not restrict tax services.

Source: Ernst & Young (USA), 2003, pp2-3
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ANNEX 2: REVIEW OF INTERNATIONAL PRACTICE ON PARTNER AND FIRM

ROTATION
United Statesof America
= Rotation of lead engagement partner and the review partner every 5 years, instead of
mandatory firm rotation
= Section 207 of Sarbanes-Oxley Act of 2002 requires study of mandatory audit firm

rotation of registered public accounting firms and submit the findings within one year

United Kingdom

= Rotate engagement partnersfor 5 years instead of firm rotation

= Rotate other key audit partners on subsidiaries etc. for 7 years

Australia

= Partner rotation in listed companies every 7 years and two years cooling off period for

partner subsequently joining the audit client

EU and Canada

= Rotation of partner regularly (generally five years)

Italy

= Audit firm rotation every 9 yearsfor 20 listed companies

= It had an impact on threat to audit quality and independence from competition point of

view, and partner migration to new audit firm engaged to perform audit

Brazil

= Firm rotation every three years

India

= Compulsory audit partner rotation and 50% of the Audit team.
Spain

= Had firm rotation, but abandoned the practice in 1995
Greece

= Firm rotation every 3 years
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ANNEX 3: A COMPARATIVE COUNTRY ANALYSISOF THE LEGISLATION ON AUDIT COMMITTEES

The table below summarises the countries in which audit committees have been legislated upon or regulated by codes of conduct.

EU USA Ireland France Canada Australia Singapor e RSA UK
L egislated Sarbanes- Companies Required by | Proposed Public Finance CGAA
Audit Oxley Act of | (Audit and the Canada legislation to Management Act, recommended
Committee 2002 Accountants) Business apply to top Short Term/ Long introducing a
applicableto | Amendment Corporation | 500 listed Term Insurance reguirement for
listed Bill 2002 - Act - companies: Acts, Banks Act audit
entities applicable to applicableto | CLERP 9 Medical Schemes committees into
public limited securities Act company law
companies, or issued by
groups headed public
by plcs,
Unlisted or
listed or large
private
companies
Regulated New York Irish Stock Toronto Austraian Singapore JSE and London Stock
corpor ate Stock Exchange Securities Stock Exchange King Il Report Exchange
gover nance Exchange Exchange Exchange Securities Recommendations
Established High Level Moving
voluntarily Group Of Co towards
Law Experts legislating on
recommend Corporate
regulatory Governance
requirements principles
in company

law

Source : Additional research provided in responseto further requests. Author: A Oosthuizen, 14" May 2003, Wits School of Accountancy
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ANNEX 4: SHOULD THE RELATIONSHIP BETWEEN THE EXTERNAL AUDITOR AND AUDIT COMMITTEE BE REGULATED BY
LEGISLATION?

The table below examines countries where audit committees are legislated. It shows that where such legislation exists, the relationship between the external
audit and audit committeeislegislated.

Country

USA

Ireland

Canada

L egislation

Sarbanes-Oxley Act of 2002

Companies Audit and Accounting
Amendment Bill 2002

Canada Business Corporations Act as
amended (2001)

Areaswhererelationship
between the external auditor
and audit committee gover ned
(extracted from Smith Report,
United Kingdom)

The audit committee of alisted
company has the responsibility for the
compensation, appointment, and
oversight of any accounting firm
employed to perform audit services.
Subject to de minimis limits, the audit
committee must pre-approve non-audit
services,

The accounting firm must report to the
audit committee all "critical accounting
policies and practicesto be used...all
alternative treatments of financial
information within [GAAP] that have
been discussed with management
...ramifications of the use of such
alternative disclosures and treatments,
and the treatment preferred” by the
firm.

Have amgjority of non-executive
directors, who cannot be employees of
the company or the Chairman of the
Board.

Have written term of reference
covering: monitoring the performance
and quality of the work of the auditors,
auditor appointment, the provision of
non-audit services by the audit firm
and ensuring there is a suitably
resourced internal system.

Relationship with and expectation of
the external auditors, including the
establishment of the independence of
the external auditor.

External auditor is ultimately
accountable to the board and audit
committee as representatives of the
shareholders.

Sour ce: Additional research provided in response to further requests. Author: A Oosthuizen, 14" May 2003, Wits School of Accountancy
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ANNEX 5: UNITED STATESOF AMERICA :SUMMARY OF THE SARBANES-OXLEY CORPORATE
FRAUD AND ACCOUNTABILITY ACT OF 2002 : AUDIT COMMITTEES

A. Introduction

The Sarbanes-Oxley Corporate Fraud and Accountability Act of 2002 (SOA) legislates on areas relating to
audit committees and is applicable to publicly held companies from 26 January 2003.

B. Composition
There must be an audit committee consisting solely of independent outside directors.

Independence requires that those directors must not accept any consulting, advisory or other
compensatory fee from the company, except for their board fee, subject to an exemption, if granted, by
the SEC.

C. Therole and function of the audit committee

The audit committee is directly responsible for the appointment (subject to shareholder approval),
compensation and oversight of the registered public accounting firm, including the resolution of
disagreements between management and the auditor regarding financial reporting. The auditors are
now required to report directly to the audit committee.

Audit committees are now required to adopt written procedures to receive and address complaints
regarding accounting, internal controls and auditing issues, including procedures to maintain the
confidentiality of the whistle blower.

The audit committee will also be empowered to employ independent legal counsel and other advisers.
The company must appropriately fund these functions of the audit committee. This would result in the
independent directors having assistance from alegal counsel who is truly independent of management.
This independent counsel should disclose all actual or potential conflicts of interest and furnish an
undertaking to the audit committee to provide it with any potential conflicts of interest as they arise.
The use of truly independent counsel is also a factor looked upon favourably by the courts and may
help to shield independent directors who are members of the audit committee as well as management.

Therefore, members of the audit committee, with their own independent counsel, are in an even better
position to ask the hard questions and obtain disinterested legal advice. If the audit committee does not
include afinancial expert, this fact must be disclosed.

D. Disclosure

Companies that use any of the proposed exemptions, other than the multiple-listing exemption, have to
disclose that fact and their assessment of whether and (if so) how it would materially adversely affect
the audit committee’ s performance in relation to its obligations under the proposed rule. The disclosure
would appear in proxy filings and, at least by reference, in annual report filings. All issuers, including
non-listed issuers, would have to disclose in their proxy reports whether their audit committee
members are independent. If the entire board is acting as an issuer's audit committee, the
independence information would have to be disclosed for all members of the board. Listed companies
would use the definition of independence from the applicable listing standards.

Non-listed companies would make the disclosure by choosing a definition from any adopted by a
national securities exchange or association and approved by the Commission and identifying which
definition was used.
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ANNEX 6: UNITED KINGDOM: SUMMARY OF EXCERPTS FROM THE COMBINED CODE
—INTHE SMITH REPORT : AUDIT COMMITTEES

Member ship and appointment

Audit committees should include at least three members, who should al be independent non-
executive directors.

The chairman of the company should not be an audit committee member.

Appointments to the audit committee should be made by the board on the recommendation of the
nomination committee (where thereis one), in consultation with the audit committee chairman.

Appointments should be for a period of up to three years, extendable by no more than two additional
three-year periods, so long as members continue to be independent.

No one other than the audit committee's chairman and members is entitled to be present at a meeting
of the audit committee.

The audit committee should be provided with sufficient resources to undertake its duties. At least one
member of the audit committee should have significant, recent and relevant financial experience, for
example as an auditor or afinance director of alisted company.

The board should provide written term of reference for the audit committee.

The audit committee should review the significant financial reporting issues and judgements made in
connection with the preparation of the company’s financial statements, interim reports, preliminary
announcements and related formal statements. The audit committee should also review the clarity and
completeness of disclosuresin the financial statements.

Theroleand purpose of the audit committee

The audit committeeisrequired:
to monitor the integrity of the financial statements of the company;

to review the company’s internal financial control system and unless addressed by a separate risk
committee or by the board itself, risk management systems;

to monitor and review the effectiveness of the company’ sinternal audit function;

to make recommendations to the board in relation to the appointment of the external auditor and to
approve the remuneration and terms of engagement of the external auditor following appointment by
the shareholders in general meeting. This recommendation should be made to the board, and then to
shareholders for their approval in general meeting;

to develop and implement policy on the engagement of the external auditor to supply non-audit
services. Where the audit committee’s monitoring and review activities reveal cause for concern or
scope for improvement, it should make recommendations to the board on action needed to address
the issue or to make improvements;

to review, with the external auditors, the findings of their work. The directors’ report should contain a
separate section that describes the role and responsibilities of the audit committee and the actions
taken by the audit committee to discharge those responsibilities; and

the chairman of the audit committee should be present at the AGM to answer questions, through the
chairman of the board, on the report on the audit committee’s activities and matters within the scope
of audit committee’ sresponsibilities.
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ANNEX 7 : EXCERPTS OF CURRENT SOUTH AFRICAN LEGISLATION—-SECTION 64

A. Section 64 of the Banks Act: Audit Committee

1) Subject to the provisions of subsections (3) and (4), the board of directors of abank shall appoint at
least three of its members to form an audit committee.

2 The functions of the audit committee shall be to-

a) assist the board of directorsin its evaluation of the adequacy and efficiency of the internal
control systems, accounting practices, information systems and auditing processes applied
within that bank in the day-to-day management of its business;

b)  facilitate and promote communication, regarding the matters referred to in paragraph (a) or
any other related matter, between the board of directors and the executive officers of, the
auditor appointed under section 61 or 62 for, and the employee charged with the internal
auditing of the transactions of, the bank; and

C) introduce such measures as in the committee's opinion may serve to enhance the credibility
and objectivity of financial statements and reports prepared with reference to the affairs of
the bank.

d) perform such further functions as may be prescribed.*

3) All of the members of the audit committee may be, and the majority of such members, including
the chairman of the audit committee, shall be, persons who are not employees of the bank nor of
any of its subsidiaries, its controlling company or any subsidiary of its controlling company:
Provided that the chairman of the board of directors of the bank shall not be appointed as a
member of the audit committee.

4) All of the members of the audit committee may be, and the majority of such members, including the
chairperson of the audit committee, shall be, persons who are not employees of the bank nor of any
of its subsidiaries, its controlling company or any subsidiary of its controlling company: Provided
that the chairperson of the board of directors of the bank shall not be appointed as a member of
the audit committee.*

*Text in italics is proposed amendments contained in the Banks Amendment Bill, 2003, which
have not yet been passed.

Sour ce; Banks Act, No 94 of 1990, as amended.
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ANNEX 8 : EXCERPTS OF CURRENT SOUTH AFRICAN LEGISLATION—-SECTION 23

B. Section 23 of the Long term Insurance Act : Audit Committee

The board of directors of along-term insurer shall appoint an audit committee of at least three members of
whom at least two shall be members of that board.

The majority of the members, including the chairperson of the audit committee, shall be persons who are
not employees of the long-term insurer.

The functions of an audit committee shall, inter alia, be-

1) to assist the board of directorsin its evaluation of the adequacy and efficiency of the internal control
systems, accounting practices, information systems and auditing and actuarial valuation processes
applied by the long-term insurer in the day-to-day management of its business;

2)  to facilitate and promote communication and liaison concerning the matters referred to in paragraph
(a) or arelated matter, between the board of directors and the managing executive, auditor, statutory
actuary and internal audit staff of the long-term insurer;

3) to recommend the introduction of measures which the committee believes may enhance the
credibility and objectivity of financial statements and reports concerning the business of the long-
term insurer; and

4)  toadviseon amatter referred to the committee by the board of directors.

If the appointment of an audit committeeis, in aparticular case, inappropriate or impractical or would serve
no useful purpose, the Registrar may, subject to such conditions as the Registrar may determine, exempt the
long-term insurer concerned from the requirements of subsection (1).

Source: Long Term Insurance Act, No 52 of 1998, as amended.
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ANNEX 9: EXCERPTSOF CURRENT SOUTH AFRICAN LEGISLATION -SECTION 22

C. Short Term Insurance Act, 1998, Section 22 : Audit Committee

1) The board of directors of a short-term insurer shall appoint an audit committee of at least three
members of whom at least two shall be members of that board.

2 The majority of the members, including the chairperson of the audit committee, shall be persons
who are not employees of the short-term insurer.

3) The functions of an audit committee shall, inter alia, be-

€) to assist the board of directors in its evaluation of the adequacy and efficiency of the
internal control systems, accounting practices, information systems and auditing processes
applied by the short-term insurer in the day-to-day management of its business,

(b) to facilitate and pronmote communication and liaison concerning the matters referred to in
paragraph (b)or a related matter, between the board of directors and the managing
executive, auditor and internal audit staff of the short-term insurer;

(c) to recommend the introduction of neasures which the committee believes may enhance
the credibility and objectivity of financial statements and reports concerning the business
of the short-term insurer; and

(d) to advise on amatter referred to the committee by the board of directors.

4) If the appointment of an audit committee is, in a particular case, inappropriate or impractical or
would serve no useful purpose, the Registrar may, subject to such conditions as the Registrar may

determine, exempt the short-term insurer concerned from the requirements of subsection 1.

Source: Short Term Insurance Act No 53 of 1998, as amended.
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ANNEX 10: KING COMMITTEE RECOMMENDATIONS ON AUDIT COMMITTEE

M embers of the Audit Committee

The board should appoint an audit committee that has a majority of independent non-executive
directors.

The magjority of the members of the audit committee should be financially literate.

The chairperson should be an independent non-executive director and not the chairperson of the
board.

The chairperson should have the requisite business, financial and leadership skills and should be a
good communicator.

The size of the audit committee is not specified.

The Role and Function of the Audit Committee

The appointment of the audit committee gives the board a means to monitor an effective internal
control system. In addition, the audit committee reinforces both the internal control system and the
internal audit function.

The audit committee should have written term of reference dealing adequately with its
membership, authority and duties.

The term of reference of the audit committee should be confirmed by the board and reviewed every
year. Companies should disclose in their annual report whether or not the audit committee has
adopted formal term of reference and, if so, whether or not the committee has satisfied its
responsibilities for the year, in compliance with its term of reference.

The audit committee should—

= Review the functioning of theinternal control system;
= Review the functioning of the internal audit department;
= Review the risk areas of the company's operations to be covered in the scope of the external

and internal audits;

= Review the reliability and accuracy of the financial information provided to management
and other users of financial information;

" Review whether the company should continue to use the services of the current internal and
external auditors;

= Review any accounting or auditing concerns identified as a result of the internal or external
audits;

= Review the company's compliance with legal and regulatory provisions, its articles of
association, code of conduct, by-laws and the rules established by the board;

= Encourage communication between members of the board, senior executive management,
theinternal audit department and the external auditors;

= Confirm the internal audit department's charter and internal audit plan;

= Develop adirect, strong and candid relationship with the external auditors;
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ANNEX 10: KING COMMITTEE RECOMMENDATIONS ON AUDIT COMMITTEE (continued)

= Review the scope and results of the external audit, its cost effectiveness and the
independence and objectivity of the external auditors (and in so doing should review the
nature and extent of any non-audit services provided to the company by the external
auditors);

" Place the minutes of its meetings before the board at the next board meeting;

= Consider the rotation policy of the external auditors and whether there is a need to change
the audit partner or senior staff engaged in the audit;

= Draw up a recommendation to the board for the appointment and removal of the external
auditors;
= Investigate any matters within its term of reference and safeguard all information supplied to

it.

Source: The King Report on Cor porate Governance for South Africa, (2002), I nstitute of Directorsin
Southern Africa, Johannesburg, March
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ANNEX 11: SUMMARY OF AUDIT COMMITTEE PRACTICESIN DIFFERENT COUNTRIES

EU

USA

Ireland

France

Canada

Australia

Singapore

RSA

UK

Member ship

Independent board members/non-executives

- 2/3

At least one financial expert/ financial literate person

majority

majority

Duties

Selecting / terminating contract of the auditor

Recommend the board on appointment/ removal of
auditor

M onitoring independence of the auditor

Monitoring auditor effectiveness

Monitoring /approval of non-audit services

Being given sufficient time to carry out duties

Reviewing accounting policies

Monitoring internal audit

Reviewing risk management and internal controls
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ANNEX 11: SUMMARY OF AUDIT COMMITTEE PRACTICESIN DIFFERENT COUNTRIES (continued)

EU

Ireland

Canada

Australia

Singapore

UK

Having authority to engage independent advisors

USA

France

RSA

Assessing information

Being provided with appropriate funding from company

Receiving report from / discuss with auditors on critical
accounting policies, alternative treatment, key matters
and management letters

Establishing procedures for the receipt, retention and
treatment of complaints received by company re
accounting, internal controls and auditing.

Receiving a report from CFO re risks and off balance
sheet commitments

Having a charter / term of reference

Reporting to the shareholders

Reporting to the board

Having oversight of integrity of financial statements

Holding regular joint and separate meetings

Receiving induction training on appointment to
committee

Reviewing consolidation

Ensure compliance with legal and regulatory provisions

Subject to regular evaluation / monitoring by board to
ensure duties are effectively carried out

Source: Adopted from the appendix to the FRC’s Combined Guidance Code on audit committees (2003) and adjusted to include a comparison of the South African
King Report (2002) and Singapor €' s Cor porate Gover nance Code (2001), Prepared by Wits University, School of Accountancy, 2003, Accounting Resear ch Report

No. 2
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ANNEX 12: RECOMMENDATIONS FOR LEGISLATIVE CHANGES

Recommendation

Recommended for inclusion in:

Reference
TOR 1 Regulation of auditors — all aspects set out under TOR 1 Auditors” Act (New)
TOR 2 No regulation recommended
TOR 3 Regulation of requirement to rotate audit personnel Companies Act or other relevant
legislation for entities other than
companies
TOR 4 Regulations surrounding Audit Committees, requirements of the | Companies Act or other relevant
4.13 audit committee and discharging of its obligations legislation for entities other than
415 -4.19 companies
Auditor to attend AGM
4.20 Companies Act or other relevant
legislation for entities other than
companies
Regulations surrounding appointment of external auditors, duties
4.21 and liability
Statutory offence for auditors that knowingly mis-report
TOR 5 Auditors Act (New) or
5.5 Companies Act or other relevant
legislation
5.6 —5.16 Disciplinary procedures for auditors Auditors’ Act (New)
TOR
6.2 Onus on auditor to report false representations or material non | Auditors’ Act (New)
disclosure by management
6.3 Statutory penalties on management for false or non-disclosure of | Companies Act or other relevant
material information to their auditors legislation
6.4 —6.7 Statutory offence for all parties who are knowingly a party to the | Companies Act or other relevant
presentation of financial statements that fail to fairly present legislation
Legislative structure for setting of accounting standards and
TOR 7 compliance therewith Financial Reporting Bill and
amendments to Companies Act
and other relevant legislation
requiring compliance therewith.
(Note: the JSE listings
requirements achieve this for listed
companies but this does not
achieve the required standard of
monitoring and enforcement and
does not cover other relevant
enterprises.)
TOR 8 No regulation recommended
TOR 9 No regulation recommended




Page 143

ANNEX 12: RECOMMENDATIONS FOR LEGISLATIVE CHANGES (continued)

Recommendation

Recommended for inclusion in:

Reference

Other Matters

10.1-10.12 Examination process and access to the profession Auditors’ Act and subordinate
rules thereunder

10.13 -10.18 Statutory protection of term “chartered accountant” Chartered Accountants
Designation Act

10.19 -10.21 Material Irregularities Auditors’ Act

10.22 - 10.25 Multi-disciplinary practices Auditors’ Act

10.26 Powers and duties of auditors’ regulatory body Auditors’ Act

10.27 - 10.29 Registration of auditors and protection of name Auditors’ Act




Section D
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MEMBERSOF THE MINISTERIAL PANEL

Len Konar

- Chairperson of the Ministerial Accounting Review Panel

- Chartered Accountant (South Africa)

. MAS (lllinois, USA); D Com

- Consultant in Corporate Governance, Risk Management, Internal Audit and Technical Accounting and
Auditing I suies at Fisher Hoffman PKF (Jhb) Inc.

- Formerly Head of Investments and Internal Audit at the Independent Development Trust

- Former Professor and Head of the Department of Accountancy, University of Durban-Westville

" Nonexecutive directorships: South African Reserve Bank, Old Mutual South Africa, JD Group Ltd,

Kumba Resources Limited, Unitrans Limited, Macsteel Holdings (Pty) Limited and Steinhoff International
Holdings Limited

- Fellow Member of the Institute of Directors of Southern Africa

- Patron of the Institute of Internal Auditors, South Africa

. Member of the King Committee on Corporate Governance

- Member of the Association for the Advancement of Black Accountantsin Southern Africa
- Member of the Accounting Standards Board

- Trustee of the Chartered Accountants' Eden Trust

- Member of the Securities Regulation Panel

Steven Levitt

- Secretary to the Ministerial Accounting Review Panel

- Chartered Accountant (South Africa)

. Executive directorships: I1C International Inc. BVI, O2 Capital (Pty) Ltd

- Nornrexecutive directorships. Macsteel Holdings (Pty) Ltd, Macsteel Service Centres SA (Pty) Ltd,

Nosmas Investment Holdings BV, African Bank Investments Limited, African Bank Limited,
Amalgamated Appliance Holdings Limited

Harvey Elliot Wainer

- Chartered Accountant (South Africa)

- Chairman of the GAAP Monitoring Panel of the JSE Securities Exchange

- Member of the Auditing Standards Board

. Visiting Professor in the Faculty of Commerce, University of the Witwatersrand

- Former Chief Executive and Managing Partner of Fisher Hoffman Sithole

- Past member of the Accounting Practices Committee of the South African Institute of Chartered
Accountants

- Former member of the Accounting Issues Task Force

- Past director of PPS Insurance Company Ltd. Chairman of PPS Audit Committee

Samantha Jane Anderson

. Director: Financial Markets — National Treasury of South Africa

. Teaching Assistant: “ Government, the Economy and Public Policy” — Cornell University

- Research on the regulatory implications of demutualisation— JSE Securities Exchange South Africa

- Teaching Assistant: “Calculus’ — Cornell University

" Research to Portfolio Committee on Finance— National Parliament of South Africa

. Research Assistant — Local Government Finance — Institute for Multi Party Democracy

- Research Assistant — University of Natal
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Robert James Gourlay Barrow

- Chartered Accountant (South Africa)

- Deputy Executive Officer — Financial Services Board

. Chairman of the Insider Trading Directorate

- Former Director: Surveillance— JSE Securities Exchange South Africa

- Former member of the South African Institute of Chartered Accountants: Accounting Practices Committee
- Former Partner: Coopers and Lybrand

Simon Burdett

. BA

- Diplomain International Taxation

. Accredited Public Relations Practitioner

- Head of Corporate Development of the Association of Chartered Accountants— Southern Africa
= Communications Manager — Eastern, Central and Southern Africa

- Board member — Eastern Central and Southern African Federation of Accountants

- Member of the Steering Committee for the Global Reporting Initiative in South Africa

Her cules Phillipus Dwinger

- Advocate of the High Court of South Africa

- Director: Legal Services of the Companies and Intellectual Property Registration Office
. Former Secretary to the Standing Advisory Committee on Company Law

. Former Senior Legal Officer — Department of Trade and Industry: Registrar of Companies
- Former Parliamentary Legal officer — Department of Co-operation and Devel opment

- Former Magistrate and State Prosecutor

Dilip Garach

- Chartered Accountant (South Africa)

= Bcom; Bcom Hons; Mcom — University of Durban— Westville

" Dip.A.P.P.; CFP

" Head of Tax, School of Accountancy, University of Durban- Westville

- Served on the South African Revenue Services Advisory Board

- Member of the Income Tax Special Court

- Member of the Audit Committee of South African Revenue Service

Christopher CM Malan

- LLB —University of Cape Town

- LLM in Commercial Law — University of Cape Town

- Post Graduate Diplomain Tax Law — University of Cape Town

- Chief Director — Financial Regulation: National Treasury

- Former member of the Policy Board for Financial Services and Regulation

= Member of the Standing Committee for the Revision of the Banks Act, 1990
- Treasury member on the Exchange Control Technical Committee

" Treasury Representativ e on the Money Laundering Advisory Council

. Treasury Representative to the Financial Action Task Force

Futhi Mtoba

- Chartered Accountant (South Africa)

" Higher Diplomain Banking Law (RAU)

- BA (Econ) (Hons) - University of South Africa

- Partner: Deloitte and Touche

- Board member of the South African Institute of Chartered Accountants

- Board member of the Public Investment Commissioners

- National President of the Association for the Advancement of Black Accountants of Southern Africa

- Board member of the Money Laundering Advisory Council
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- Board member of the Financial Markets Advisory Board

. Trustee of the WDB Trust

Vassi Naidoo

- Chartered Accountant (South Africa)

. Chief Executive: Deloitte and Touche

- Trustee of the National School of Accounting

- Trustee of the Chartered Accountants’ Eden Trust

= Fellow Member of the Institute of Directors in Southern Africa
. Member of the Association for the Advancement of Black Accountants of Southern Africa
- Trustee of the Colleges of Medicine

- Member of the Council of the University of the Witwatersrand
- Member of the SA Foundation

Madoda Petros

- Chartered Accountant (South Africa)

. Advanced Tax Certificate— University of South Africa

- Head: On-site Supervision — South African Reserve Bank

. Member of the Metrorail Audit Committee

. Member of the Association for the Advancement of Black Accountants of Southern Africa

Wessel Pretorius

- Diplomain State Finance, Accounting, Auditing and Business Engineering
- B Admin (Public Administration, Accounting and Auditing)
- Executive Manager — Officer of the Auditor-Generd

Tryphosa Mmarona Ramano

- Chartered Accountant (South Africa)

- Executive Development Leadership Program— Harvard University

" Head of Asset Management —National Treasury

- Formerly Portfolio Manager and Head of the Institute of Investment Excellence — Rand Merchant Bank
Asset Management

- Board member of Sasria

- Board member of Insider Trading Directorate

. Board member of KayaFM

Ignatius Sehoole

- Chartered Accountant (South Africa)

- Executive President — The South African Institute of Chartered Accountants

. Board member — The International Federation of Accountants

= Committee member — The Audit Committee of the International Federation of Accountants

- Committee member — The Regulatory Monitoring Group of the International Federation of Accountants

- Committee member — The Developing Nations' Committee of the International Federation of Accountants

. Board member — Eastern Central and Southern African Federation of Accountants

. Committee member — The Executive Committee of the Eastem Central and Southern African Federation
of Accountants

- Member of the King Committee on Corporate Governance

- Commissioner — The Public Investment Commissioners

. Committee member — Audit Committee of the Public Investment Commissioners

- Committee member — Higher Education Quality Committee (HEQC) of the Council on Higher Education

- Committee Chairman — Audit Committee for the National Treasury

- Board member — Development Bank of Southern Africa

- Committee member — Audit and Finance Committee of the Develop ment Bank of Southern Africa

- Board member — Pareto Limited

. Committee member — Audit Committee of Pareto Limited
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- Committee member — A ccounting Standards Board
- Trustee member — Thuthuka Project

George Williams

- Chartered Accountant (South Africa)

- Masters in Business Administration, majoring in Banking and Finance— University of Nebraska, USA
- Member of the Financial Management Association— USA

- Member of the association of MBA Executives of the United States

. Council member of the South African Accounting Association

. Member of the Transkei Public Accountants’ and Auditors' Board

. Member of the Association for the Advancement of Black Accountants of Southern Africa

- Member of the Southern Africa lnstitute for Management Scientists

- Member of the South A frican Public Accountants’ and Auditors' Board and its Education Committee

Tania Inga Wimberley

Chartered Accountant (South Africa)

Employed by the Listings Division of the JSE Securities Exchange South Africa

Member of the South African Institute of Chartered Accountants: Accounting Practices Board
Member of the South African Institute of Chartered Accountants: Accounting Practices Committee
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