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APPENDIX H

EUROPEAN COMMISSION CONSULTATIVE PAPER ON AUDIT
INDEPENDENCE

INTRODUCTION

Satutory auditors’ independence is fundamental to the reliability of statutory auditors' reports. Independence of EU
statutory auditors implies adding credibility to published financial information and adding value and protection to
European and non European investors, creditors and other stakeholdersin EU companies, particularly in such
companies which are public interest entities (e.g., listed companies, credit institutions, insurance companies, investment
firms, UCITS, pension funds). Independenceis also the profession’s main means of demonstrating to the public and
regulators that statutory auditors and audit firms are performing their task at alevel that meets established ethical
principles, in particular those of integrity and objectivity.

In order to enhance the efficient functioning of EU capital markets, acommon European approach to statutory auditors’
independence is needed, which provides statutory auditors, regulators and the interested public with acommon
understanding of what is meant by the independence requirement, and which ensures that facts and circumstances
threatening a statutory auditor’ s independence will be interpreted and addressed consistently throughout the EU.

Thisissue has been extensively discussed between the Commission and representatives of the Member States and the
European audit profession in the EU Committee on Auditing. Based on these discussions, the Commission intends to
issue a Recommendation on statutory auditors’ independence in the EU which will recommend to Member States that
their independence rules should at |east meet the fundamental set of principles provided therein.

Objectives

The objectives of a Commission’s Recommendation on statutory auditors' independence are to provide afundamental
set of principlesthat

(1)  contributesto provide EU capital markets with the assurance that statutory audits of financial information
provided by European companies are carried out at uniformly high levels of audit quality;

(2)  ensuresthat facts and circumstances threatening statutory auditors’ independence will be interpreted and
addressed consistently throughout the EU;

(3) helpsto provide alevel playing field for the provision of statutory audit services within the single market; and

(4)  contributes to the ongoing development of international ethical standardsin order to achieve that published
financial information is audited at an equivalent level throughout the world.

The European Commission and the members of the EU Committee on Auditing considered a Recommendation to be the
fastest way to achieve these objectives without preparing new legislation. However, if the Recommendation does not
bring about the desired harmonisation on independence rules within the EU, the Commission might have to reconsider
the need for legislation.

Current_Situation

The requirement for statutory auditors to be independent is provided in Council Directive 84/253/EEC 1 (Eighth
Directive) “on the approval of persons responsible for carrying out the statutory audits of accounting documents” which
lays down the minimum conditions for the qualification of the persons who are allowed to carry out statutory audits.
Articles 24 and 25 of this Directive require Member States to prescribe that statutory auditors do not carry out statutory
audits, neither on their own nor on behalf of an audit firm, if they are not independent in accordance with the law of the
Member State which requires the audit. According to Article 26 of the Directive, Member States are also required to
ensure that statutory auditorsare liable to appropriate sanctions when they do not carry out a statutory audit in an
independent manner. Furthermore, Article 27 of the Eighth Directive provides for Member States to ensure at least that
the members and shareholders of an audit firm, and those members of the administrative, management and supervisory
body of the audit firm who are not personally approved as statutory auditors, do not intervene in the conduct of statutory
auditsin any way which jeopardises the independence of the natural persons performing the statutory audit on behalf of
that audit firm.

At the time of adoption of the Eighth Directive, it wasimpossible to agree on acommon definition of statutory auditors’
independence and, as a consequence, thisissue has been dealt with differently in Member States, based on different
traditions and experiences. Current national rules on statutory auditors’ independence differ in several aspects such as
the scope of persons, within and outside an audit firm, to whom independence rules should apply, the kind of financial,
business or other relationships with an audit client, the type of non-audit servicesto audit clients that are permitted or
prohibited, and the saf eguards which need to be put in place.
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This situation makes it difficult to provide investors and other stakeholdersin EU companies with a uniform high level
of assurance that statutory auditors perform their audit work independently throughout the EU.

Thisissue was already addressed by the 1996 Commission’s Green Paper 2 on“The Role, Position and Liability of the
Statutory Auditor in the EU”, which was supported by the Council, the Economic and Social Committee and the
European Parliament. Following from the 1998 Commission’s Communication “ The Statutory Audit in the European
Union, the way forward” 3 the EU Committee on Auditing was established which decided to put statutory auditors’
independence as one of the priorities on its agenda. Finally, the Commission’s Communication “EU Financial
Reporting Strategy: the way forward” 4 underlines the importance of a statutory audit carried out to uniformly high
levels across the EU which includes a common approach to professional ethics standards.

Asfar asinternational developments are concerned, the Commission has recognised that thereis at present no
internationally accepted standard for statutory auditors' independence which could be used as a benchmark for national
independence rules throughout the EU. The International Federation of Accountants (IFAC) has recently issued an
Exposure Draft to modify the independence section of its Code of Ethics proposing aframework approach to address
auditor independence, but at present this Code is lacking aworld-wide endorsement by public authorities. The U.S.
stock market regulator, the Securities and Exchange Commission (SEC) recently issued its new rules governing
auditors’ independence, but these rules are only designed for the statutory auditors of SEC registrants, and generally do
not apply to statutory auditors of non-listed companies, and in particular not to those of SME’s.

The Approach

To order to address statutory auditors' independence, the Commission proposes to issue a Recommendation providing a
principles-based approach which requires auditors and audit firms to consider the exp ectations of those directly affected
by their work, the public interest, the threats to independence which may arise in practice and the safeguards which are
available to eliminate those threats or to reduce them to an acceptable level. This framework isthen complemented by
specific requirements which provide guidance on the application of the general principlesto specific situations,
including prohibitions where no other safeguard would be acceptable. Such a principles-based approach to statutory
auditors’ independence is preferred to detailed rules because it provides greater flexibility to react promptly and
effectively to new developmentsin business and the audit environment than is possible with arigid, regulation-based
regime, and will therefore better serve the needs of European capital markets, as well asthose of SMEs.

The proposed principles are considered to be comprehensive, rigorous, robust, enforceable and reasonable. They should
be consistently interpreted and applied in letter and in spirit by professional bodies, supervisors and regulators, as well
as by statutory auditors, their clients and other interested parties. To promote public confidence in the audit process,
continuous monitoring is necessary in order to check whether the principles are properly applied by statutory auditors.
In this regard the Commission Recommendation on “ Quality Assurance for the Statutory Auditor in the EU” 1 provides
for quality reviews on statutory auditors to include areview of compliance with independence rules.

The Commission Recommendation on statutory auditors’ independence will provide aframework which outlines the
general issues of statutory auditors’ independence. It includes overall requirements for statutory auditors and the scope
of personsto which independence rules should apply (Section A) aswell asaset of specific requirementswhich a
statutory auditor should apply in relation to a particular statutory audit (Section B) and a definition of important termsin
aglossary (Appendix). The basic principles and essential safeguards which are identified in the Recommendation by
bold type lettering are to be interpreted and implemented in the context of the explanatory and other material that
provides related guidance.

PROPOSED SET OF FUNDAMENTAL PRINCIPLESON STATUTORY AUDITORS INDEPENDENCE
A. Framework

The basic test for the effectiveness of the approach adopted by a statutory auditor to mitigate threats and risks to his
independencein respect of aparticular audit engagement will be whether a reasonable and informed third party,
knowing all the relevant facts and circumstances about a particular audit engagement, will conclude that the statutory
auditor has neither mutual nor conflicting interests with the audit client, and is exercising objective and impartial
judgement on all issues brought to his attention. The statutory auditor should have a precise understanding of what is
meant by objectivity and independence, as matters both of fact and of appearance, and the approach he adopts should
consider (@) the variety of personswho, besides himself, may influence the result of the audit in question, (b) all

existing and potential threats and risks which may impair his independence from a stakeholder’ s point of view, and (c) a
system of safeguards which would eliminate or mitigate these threats and risks and demonstrate his independence by,
for example, declining certain relationships with the audit client.

1. OBJECTIVITY, INTEGRITY & INDEPENDENCE

(1) Objectivity and professional integrity should be the overriding principles behind a statutory auditor’s
audit opinion on financial statements. The main way in which the Statutory Auditor 1 can demonstrateto
the public that a Statutory Audit 2 is performed in accordance with these principlesis by acting, and
being seen to act, independently.
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(2)  Objectivity (as a state of mind) cannot be subjected to external verification, and integrity cannot be
evaluated in advance.

(3) Principlesand ruleson statutory auditors’ independence should allow a reasonable andinformed third
party to evaluate the procedures and actionstaken by a Statutory Auditor to avoid or resolve facts and
circumstancesthat posethreatsor risksto hisobjectivity.

Public understanding of the ethical requirements which apply to statutory auditors, and of how compliance with such
requirements can be monitored, is a prerequisite for the public confidence in the public interest role of statutory audits,
thereliability of audited financial statements, and the ability of the audit profession to play its proper part in the audit
process. It is therefore important that there should be a common understanding of what is meant by the “ statutory
auditor’ s independence requirement”,3 how it relates to the ethical requirements of “objectivity” and “integrity”1 , and
how, and to what extent, compliance with these requirements can be objectively assessed.

The ultimate goal of the Statutory Audit isto express an objective audit opinion. The main means by which the
Statutory Auditor demonstrates that he can express such an opinion is by demonstrating that he performs the audit
process in an objective manner — that isto say with fairness, with intellectual honesty and without any conflict of
interest — and with integrity, which implies fair dealing and truthfulness too.

Neither objectivity nor integrity can easily be tested or subjected to external verification, but both Member States and
the audit profession have accepted rules and guidance which uphold the pre-eminence of these principles and clarify the
ethical responsibilities of statutory auditors, such as those provided in Section 1 of the IFAC Code of Ethics.

The requirement that a Statutory Auditor should be independent addresses both:

Independence of mind, i.e. the state of mind which has regard to all considerations relevant to the task in hand,
but no others; and

Independence in appearance, i.e. the avoidance of facts and circumstances which are so significant that a
reasonable and informed third party would question the Statutory Auditor’s ability to act objectively.

The concept of statutory auditor independence requires a test which looks first at the relevant circumstances in which
the Statutory Auditor finds himself, especially at any relationship or interest which has any relevance to histask.

Independence is not an absolute standard which Statutory Auditors must attain, free from all economic, financial and
other relationships which could appear to entail dependence of any kind, since this state is manifestly impossible as
every person has some dependency and relationship with another.

Nevertheless, it is possible objectively to test a Statutory Auditor’s compliance with the concept of independence
through a monitoring process: Thiswould look first at the relevant circumstances in which the Statutory Auditor finds
himself, and especially at any relationship or interest that he may have with respect to histask. Secondly, it would look
at whether such an interest or relationship would cause areasonable and informed third party, knowing all these
circumstances, to conclude that the Statutory Auditor isindependent, i.e. is capable of exercising objective and
impartial judgement on all issues encompassed within the statutory audit engagement. In this sense, independence could
be seen as a proxy forintegrity and objectivity and be verified by areasonable and informed third party.

2. RESPONSIBILITY AND SCOPE

(1) Itistheresponsibility of the Statutory Auditor to ensurethat the requirement for statutory auditors’
independence is complied with.

(2) Theindependencerequirement appliesto
(@) the Statutory Auditor himself; and
(b) thosewhoarein aposition to influence the outcome of the Statutory Audit.
(3) Thosein aposition to influence the outcome of the Statutory Audit are
(a) all personswho aredirectly involved in the Statutory Audit (the Engagement Team), including
)] the Audit Partners, audit managers and audit staff (the Audit Team);

(ii)  professional personnel from other disciplinesinvolved in the audit engagement (e.g., lawyers,
actuaries, taxation specialists, | T-specialists, treasury management specialists);

(iii)  those who provide quality control or direct oversight of the audit engagement;

(b) all persons, who form part of the Chain of Command for the Statutory Audit within the Audit Firm
or within a Network 6 of which the firm isa member;

(c) all personswithin the Audit Firm or its Network who, due to any other circumstance, may bein a
position to exert influence on the Statutory Audit.
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It istheresponsibility of statutory auditors, whether natural or legal persons, generally to comply with national law and
national professional rulesin respect of Statutory Audits, including those on independence.

In the case of aparticular Statutory Audit, it isthe appointed Statutory Auditor who is responsible for ensuring that the
requirement for statutory auditors' independence is complied with, not only by himself and— if it is not the same legal
person as the Statutory Auditor — the organisational entity forming the Audit Firm, but also by any other person who is
in a position to influence the outcome of the Statutory Audit.

A Statutory Auditor, or — if the Statutory Auditor is an individual — the Audit Firm which carries out the audit work,
should have adequate systems (e.g., internal organisation, employment contracts, sanctions) to guarantee that
individuals within the firm comply with its independence policies and procedures (see also A. 4.3).

If a Statutory Auditor isamember of a Network, he should ensure that, in asfar asthey are in a position to exert
influence on the Statutory Audit, the entities within this Network, their owners, shareholders, partners, managers and
employees all comply with the independence rules which are applicable in the jurisdiction where the audit opinion is to
beissued. Thiscould, for example, be achieved by:

contractual agreements which allow the Statutory Auditor to impose independence rules on his Network member
firms, their Partners 1, managers and employees with regard to his particular Audit Clients 2, including inter-
firm quality review procedures, and external quality assurance access,

providing his Network member firms with regular information on Audit Clients, and requiring these firmsto
provide regular information on their own business and financial relationships with such clients;

obligatory intra-firm consultation procedures in any case where there are doubts as to whether his or his Audit
Client’ s relationship with one of the Network member firms could impair hisindependence as Statutory Auditor.

These instruments may also be appropriate to saf eguard independence in situations where subcontractors or agents of
the Statutory Auditor or the Audit Firm other than its Network member firms are involved in the audit.

For any particular audit engagement of an Audit Firm which is the Statutory Auditor, the responsibility for determining
the scope of persons to whom the independence regquirement applies, and what instruments and rules it may be
appropriate to apply to them, generally lies with the audit Engagement Partner 3, who will need to exercise adequate
professional judgement in order to fulfil thistask. Sinceit is his responsibility to assess whether or not the independence
requirement is complied with, he also should be informed on any audit and non-audit relationship which the Statutory
Auditor, the Audit Firm or the Network has with the client.

Determination of the Scope

A Statutory Auditor must recognise that threats to his independence may arise not only from his own relationships with
the Audit Client but also from other direct or indirect relationships with other individuals and firms within his practice
and in the audit environment. The Statutory Auditor has to assess actual and potential threats arising from relationships
with the natural and legal persons within the Engagement Team, within the Audit Firm and any Network of whichitisa
member, and with other persons, such as sub-contractors or agents for the Audit Firm or the Audit Client, including
those engaged on non-audit matters, with relationships to another. He therefore hasto identify any person whoisin a
position to influence the outcome of the Statutory Audit.

When considering the range of persons to whom independence requirements should apply, the Statutory Auditor must
be sensitive to avariety of factors, such asthe size and legal and organisational structure of the Audit Client, the size,
structure and internal organisation of the Audit Firm and of any of the Networks of which it isamember, and the
volume and nature of services provided to the Audit Client by the Audit Firm or any of its Network member firms.

For example, for asmall Audit Firm of four or five Partners which is the Statutory Auditor to a company with, say,
three branches all in the same state, the independence rules would probably apply to:

the Engagement Partner, the Audit Team, and any Partner in their Chain of Command,
any Partner with responsibility for non-audit services to the same client; and

any other person within thefirmwho is, or might be seen to be, in aposition to influence the outcome of the
Statutory Audit;

whereas when the Statutory Auditor of a mediumsized multinational company is one firm in a Network, the scope of
the rules might extend to:

the Engagement Partner and Audit Team in the Statutory Auditor;
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any Partner and Audit Team member in the same firm or in another firm in the Network who is responsible for
audit of the client’ s overseas entities, including any in centralised services or specialist discipline units which
contribute to such work;

any Partner in the same firm or in another firm in the Network who is responsible for providing non-audit
servicesto the client;

any Partner in the Chain of Command, either in the jurisdiction where the audit opinion is to be delivered or in
an overseas country where audit or non-audit work is done for the Audit Client; and

any other person within the firm or another firm in the Network who isin a position to influence the outcome of
the Statutory Audit.

In either case, the independence requirements which apply to everyone within the scope are the same, the difference lies
in the number of people the Statutory Auditor may need to consider for inclusion withinit.

Persons Other than Members of the Engagement Team or the Chain of Command

The Statutory Auditor should give further consideration to other personswho, even if they are not part of the
Engagement Team or the Chain of Command, might influence the outcome of the Statutory Audit such as, for example,

owners or shareholders of the Audit Firm with potential influence by virtue of the significance of their voting
rights. Where, for example, there are only afew owners or shareholders of an Audit Firm, all
owners/shareholders might be considered as being in a position to influence the outcome of the Statutory Audit;

individuals who have supervisory or direct management responsibility for the audit function at successive levels
in any location where members of the Audit Team are employed;

other audit and non-audit Partners with potential influence by virtue of their working relationship with a member
of the Audit Team (e.g., physical proximity, shared secretarial staff etc.). Depending on factors like the size and
the internal organisation of an office, practice unit, Audit Firm, or even Network, all Partners of such an entity
might be considered as being in aposition to influence the outcome of the Statutory Audit.

The Statutory Auditor must also consider whether, there might be persons outside the Audit Firm or its Network who,
dueto their relationship with persons within the firm or group, have or appear to have an ability to influence the
outcome of the Statutory Audit. Examples might include family members or other close personal contacts of members
of the Engagement Team or Chain of Command who hold significant financial interestsin the Audit Client or who hold
akey position with the client or an entity with significant interestsin it (see B. 6); individuals or entities with financially
significant commercial relationships with either the Statutory Auditor and hisfirm or the Audit Client, such as major
suppliers, customers or contractors. The Statutory Auditor will need to identify those individualsin the Audit Firm or
the Network whose involvement in the audit engagement might be affected by such an external influence, either in fact
or in appearance, taking into account the fact that he would not be able to impose hisindependence rules on persons
outside the Audit Firm or its Network.

3. INDEPENDENCE THREATS AND RISK

(1) Statutory auditors independence can be affected by different types of threats, including self-inter est, self-
review, advocacy, familiarity or trust, and intimidation.

(2) Theleve of risk that a Statutory Auditor’sindependence might be impaired will be determined by the
significance of any of thesethreatsin specific circumstances.

In order to avoid or resolve facts and circumstances which might impair a Statutory Auditor’ sindependenceitis
essential to identify the threats to independence which arise in specific circumstances, to evaluate their significance, and
to determine the level of risk that a Statutory Auditor’ s independence may be impaired.

The more clearly a Statutory Auditor is ableto identify the nature of the threats, the more clearly he can judge the level
of risk to hisindependence that they create. Based on their general nature the following types of threats to independence
have been recognised:

Sdf- interest threat: the Statutory Auditor’ s independence may be threatened by afinancial or other self-interest
conflict (e.g., direct or indirect financial interest in the client, dependence on the client’ s audit or non-audit fees,
the desire to collect outstanding fees, fear of losing the client);

Sdf-review threat: relates to the difficulty of maintaining objectivity in conducting self-review procedures (e.g.,
when taking decisions, or taking part in decisions, which should be taken wholly by the Audit Client’s
management; or when any product or judgement of a previous audit or non-audit assignment performed by the
Statutory Auditor or hisfirm needs to be challenged or re-evaluated to reach a conclusion on the current audit);

Advocacy threat: the Statutory Auditor’ s independence may be threatened if the Statutory Auditor becomes an
advocate for, or against, hisclient’s position in any adversarial proceedings or situations (e.g. dealing in or
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promoting shares or securitiesin the client; acting as an advocate on behalf of the client in litigation; when the
client litigates againg the auditor);

Familiarity or trust threat: arisk that the Statutory Auditor may be over-influenced by the client’ s personality and
qualities, and consequently become too sympathetic to the client’ s interest through, for example, too long and
too good knowledge of the client’ sissues, which may result in excessive trust in the client and insufficient
objective testing of hisrepresentations.

Intimidation threat: covers the possibility that the auditor may be deterred from acting objectively by threats or
by fear of, for example, an influential or overbearing client.

The significance of a particular threat depends on avariety of (quantifiable and non-quantifiable) factors such asits
force, the status of the person(s) involved, the nature of the matter causing the threat, and the overall audit environment.
When evaluating the significance of athreat the Statutory Auditor also hasto consider that different kinds of threats
may arisein one set of circumstances. With regard to one certain set of circumstances athreat can be considered
significant if, considering all of its quantitative and qualitative aspects, it increases the level of independencerisk to an
unacceptable high level.

4. SYSTEM S OF SAFEGUARDS

(1) Different types of safeguards— including prohibitions, restrictions, other policies and procedures, and
disclosures— haveto be established in order to mitigate or eliminatethreatsto statutory auditors
independence (see A. 3).

(2) Theexistence and the effectiveness of various safeguar ds affect the level of independencerisk.

Where threats to statutory auditors’ independence exist, the Statutory Auditor should always consider and document
whether safeguards are appropriately applied to negate or reduce the significance of threats to acceptable levels. The
safeguards to be recognised relate to different responsibilitiesin the audit environment, including the governance
structure of the Audit Client (see A. 4.1), the entire system of self-regulation, public regulation and oversight of the
audit profession (see A. 4.2), and the Statutory Auditor’s system of internal quality control (see A. 4.3).

4.1 Audited Entities Safeguards
4.1.1 Governance Structure’ s I mpact on | ndependence Risk Assessment

The Statutory Auditor should consider whether the gover nance structure of the audited entity provides for
safeguards to mitigate threatsto hisindependence and how these safeguar ds ar e oper ated. Such safeguards
include:

(1) theappointment of the Statutory Auditor by persons other than the audited entity’s management; and

(2) oversight and communications within the audited entity regarding the Statutory Audit and other services
provided to it by the Audit Firm or its Network.

When analysing governance responsibilities in the Audit Client which may help to safeguard its Statutory Auditor’'s
independence, it is appropriate to differentiate between the governance structure of a public interest client (e.g., listed
companies, credit institutions, insurance companies, investment firms, UCITS, pension funds) and that of an Audit
Client with relative little public interest. This differentiation is relevant to the corporate governance task, which isto
particularly protect actual and potential investors, and to the appearance of the Statutory Auditor’s independence.

Audit Clients of Public Interest

Concerning the appearance aspect of independence in relation to a public interest client, the Statutory Auditor hasto
consider the whole variety of possible perceptions of the national, regional or even international public. In this respect
corporate governance plays an important role in safeguarding statutory auditors’ independence.

Statutory auditors are formally appointed by a majority vote of the shareholders at the Annual General Meeting.
Shareholders often appoint the Statutory Auditors recommended to them by management, particularly if no additional
approval by any Governance Body 1 of the Audit Client other than management (e.g. supervisory board, non-executive
directors, audit committee) or by any regulatory body (e.g. regulatory authority of a certain industry) isrequired. This
does not necessarily protect the interests of minority shareholders or potential investors, nor does it ensure statutory
auditors’ independence.

Governance structures within an entity being audited therefore should ensure that the appointment of the Statutory
Auditor is made in the interests of its shareholders, and that during the engagement the Statutory Auditor performs his
work in the sameinterests. If, for example, a supervisory board or an audit committee is effectively to accomplish its
task of over-seeing the financial reporting process, it must rely in part on the work, guidance and judgment of the
Statutory Auditor. Integral to thisreliance isthe requirement that the Statutory Auditor performs his service
independently.
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In order to determine the significance of athreat to statutory auditors’ independence and to evaluate the level of the
independencerisk (see A. 3), the Statutory Auditor should carefully consider whether the audited entity’ s governance
provides an appropriate infrastructure to generally safeguard its statutory auditor’s independence. The analysis of such
an infrastructure may include issues such as:

the involvement of a Governance Body in the Statutory Auditor’s appointment (e.g., formal approval of
management’ s recommendation vs. active participation in negotiations with the potential Statutory Auditor);

the duration of the Statutory Auditor’s appointment (one audit vs. long-term contract);

the involvement of a Governance Body in commissioning non-audit services from the Statutory Auditor, the
Audit Firm or to any entity within the Network of which it is a member (e.g., no involvement vs. participation
when negotiating significant engagements);

the existence of oversight and communications regarding the Statutory Audit and other services provided to the
audited entity by the Statutory Auditor, the Audit Firm or its Network, and the frequency of such
communications with the Statutory Auditor.

Other Audit Clients

When auditing clients other than public interest entities, the Statutory Auditor should also analyse whether the
governance infrastructure of the Audit Client provides general safeguards to hisindependence. However, when auditing
an entity of relative little public interest (e.g., a small manager-owned production company) the Statutory Auditor may
be ableto identify certain groups of his Audit Client’ s stakeholders (e.g., employees, actual and potential creditors,

local authorities), their specific expectations, and, as aresult therefrom, specific threats to his independence which can
be appropriately addressed by particular saf eguards within the audited entity, other than those generally provided by
corporate governance. Such safeguards, for example, could include

the Audit Client’ s employment of a sufficient quality and quantity of staff to ensure that the Statutory Auditor
does not make managerial decisions; and

appropriate internal procedures for objective choice in commissioning non-audit engagements.

4.1.2 | nvolvement of the Governance Body

(1)  Whereapublicinterest entity has a Governance Body (see A. 4.1.1), the Statutory Auditor should at least
annually:

(@) disclosetothe Governance Body, in writing:

(i) all relationships between himself, the Audit Firm and its Network member firms, and the
Audit Client and its Affiliates 1 that may reasonably be thought to bear on the independence
and the objectivity of the Statutory Auditor; and

(i)  therelated safeguardsthat arein place;

(b) confirm in writing that, in his professional judgement, the Statutory Auditor isindependent within
the meaning of regulatory and professional requirements and the objectivity of the Statutory
Auditor isnot impaired; and

(©) discuss these matters with the Gover nance Body of the Audit Client.

(2) WhereAudit Clients other than public interest entities have a Gover nance Body, the Statutory Auditor
should consider whether similar measures are appropriate.

Asstated under A. 4.1.1, to some extent it is the responsibility of the Audit Client to safeguard the independence of its
Statutory Auditor. Discussions between the Statutory Auditor and the Governance Body of the client are the main
means to establish alink between the Statutory Auditor’ s own safeguards and those of the Audit Client. To protect
himself and to allow the quality assurance regime (see A. 4.2) to verify his compliance with this requirement, the
Statutory Auditor should initiate the process by writing to the Audit Client to invite him to discuss these issues.

4.2 Quality Assurance

Quality assurance systems which meet the minimum requirements of the Commission Recommendation on
“Quality Assurance for the Statutory Audit in the EU” 1 are required mechanisms contributing to safeguar d
statutory auditors’ compliance with the independence requirement at a Member State level.

To ensure that professional standards, including the independence requirement, are complied with by Statutory
Auditors, acontrol or enforcement system is needed. Safeguards and procedures to be considered include an overall
control environment, starting with a professional approach towards matters of quality and ethics and taking into account
the assurance provided by aregularly monitored and evidenced control system. One way to enforce independence
requirements is the Member State system for quality assurance on Statutory Audits. The Commission Recommendation
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on “Quality Assurance for the Statutory Audit in the EU” recommends that statutory auditors' compliance with ethical
principles and rules, including independence rules, should be subjected to quality review procedures. Asthe
recommended systems of quality assurance include public oversight they are also able to address the public perception
of independence issues.

4.3 The Statutory Auditor’s Overall Safeguards
4.3.1 Ownership of and Control over Audit Firms

(1) If the Statutory Auditor isan Audit Firm, the majority of the firm’svoting rights (50% plus one vote)
must be held by persons who are authorised to perform Statutory Audits within the European Union
(statutory auditors2). The Statutory Auditor’slegal statutes should contain provisionsto ensurethat a
non-auditor owner could not gain control over the Audit Firm.

(2) Neither the Audit Firm nor any of its Network member firms should provide statutory audit servicesto a
non-auditor owner or its Affiliates where the voting rights which the non-auditor owner holdsin the Audit
Firm exceed 5% of thetotal voting rights.

Need to Safeguard Control over the Audit Firm

For an Audit Firm to be authorised to carry out Statutory Audits, Article 2.1 b) ii) of the 8 th Company Law Directive
requires the majority of the Audit Firm’ s voting rights to be held statutory auditors who have been approved by a
competent authority of any of the EU Member States, i.e., natural persons or firms who satisfy at least the minimum
conditions of that Directive.

Without any further restrictions, thiswould allow Audit Firmsto raise capital on capital markets by either private or
public offerings. Some Member States regard such funding as raising serious concerns about statutory auditor
independence and have imposed more restrictive rules on the ownership of Audit Firms (e.g. allowing a maximum of
25% ownership by individuals who are not statutory auditors, or restricting minority ownership to members of certain
regulated professions only).

Thereis aconcern about whether holding majority voting rightsis sufficient to ensure that statutory auditors control the
firm. For example, if one non-auditor held 49% of voting rights and the other 51% were divided among a number of
statutory auditors, the non-auditor owner could have effective control of the Audit Firm. In this respect, careful
attention should be paid to the threats to statutory auditors’ independence which can result and consideration should be
given to the safeguards needed to avoid such situations. These might include, for example, limiting the voting rights of
asingle non-auditor owner to 5% or 10% of the whole. Where only afew statutory auditors hold the majority of voting
rightsinan Audit Firm, it may be appropriate to allow certain individuals to hold a higher proportion than this, in
particular if these individuals are members of aregulated profession (e.g., lawyers, notaries), or other persons (e.g.,
management or other professional consultants) whose professional activities rest with the Audit Firm or with one of its
Network members.

Therisks that relationships between the Statutory Auditor, the Audit Firm and a non-auditor owner of the Audit Firm
and an Audit Client might impair the Statutory Auditor’sindependence should be addressed by referenceto A. 2, which
sets out the scope of persons to which the independence requirement applies, and B. 1 and B. 2, which consider the
financial and/or business links which may exist between them. The threat to independence is however considered too
high, to permit a Statutory Auditor, an Audit Firm or any member of its Network to provide statutory audit servicesto a
non-auditor owner who holds over 5% of the voting rightsin the Audit Firm.

4.3.2 The Audit Firm's | nternal Safeguarding System

(1) A Statutory Auditor should berequired to set up and maintain a safeguarding system which isan integral
part of hisfirm-wide management and internal control structure.

(2)  Thefunctioning of such a system should be properly documented so that it can be subject to quality
assurance systems (seeA. 4.2).

(3) Generally, the safeguarding system of an Audit Firm would include:

(&) written independence policies which address current independence standar ds, threatsto
independence, and the safeguardsrelated ther eto;

(b) active and timely communication of the policies, and any changesto them, to each Partner,
manager and employee, including regular training and education ther eon;

(©) appropriate proceduresto be applied by Partners, managers and employeesin order to meset
independence standards, both on aregular basisand in response to particular circumstances,

(d) designation of top-level audit professionals (Partners) responsibe for updating the policies, timely
communication of those updates, and over seeing the adequate functioning of the safeguarding
system;
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(e documentation for each Audit Client to show whether or not there were circumstances and facts
which might have threatened the Statutory Auditor’sindependence, how potential threatswere
evaluated, and, if significant threats were noted, what steps wer e taken to avoid, negate, or at least
reducetheindependencerisk to an appropriatelevel; and

) internal monitoring of compliance with safeguarding policies.

Asfar asthe Statutory Auditor is concerned, he hasto comply with independence standards, regardl ess of whether those
are imposed by law or regulators, or by professional bodies as part of a self-regulatory regime, or adopted voluntarily as
part of the Audit Firm’s own policy. In order to ensure his compliance the Statutory Auditor needs to set up a system of
related safeguards, or —if the Statutory Auditor and the Audit Firm are not identical legal persons— at least require the
Audit Firm to do so.

Audit Firm's Independence Policies

An Audit Firm should devel op independence policies covering activities which are acceptable and not acceptable when
performed for Audit Clients or their Affiliates.

Regardless of how detailed independence standards are developed, the objective isto enforce appropriate
implementation and maintenance of Statutory Auditors’ safeguards and to encourage their continuous improvement.
Thisiswhy the Audit Firm’sindependence policies should be flexible enough to be regularly updated when either
circumstances and facts or, even due to achange in public expectations, independence standards change.

The design and documentation of the Audit Firm’sindependence policies should reflect theimmediate practice
environment (e.g., size and organisational structure of the Audit Firm) and the audit environment (e.g., client and
business portfolio of the Audit Firm, others outside the Audit Firm who areinvolved in Audit Firm’'s assignments) as
well.

An Audit Firm must have in place appropriate policies and procedures to ensure that the relevant Engagement Partner is
notified of any other relationship which exists between the firm and its group member firms, and the Audit Client and
its Affiliates. Thisincludes the requirement that the Engagement Partner has to be consulted prior to acceptance of any
assignment from the Audit Client or its Affiliates. It is then the responsibility of the Engagement Partner to assess
whether any such relationship may reasonably be thought to affect the independence of the Statutory Auditor. In cases
where the Audit Client has a Governance Body (see A. 4.1), it might be appropriate to involve that body in this process.

Where persons others than the Audit Firm, its Partners, managers and employees are involved with the Audit Client or
in the audit assignment (e.g.; subcontracted specialists, Network member firms), the Audit Firm'sindependence
policies should also address requirements and consultation processes needed to prevent these persons from causing an
unacceptable level of independence risk for the Statutory Auditor.

In order to ensure that its Partners, managers and employees comply with its independence policies the Audit Firm will
need to communicate its policies appropriately, and to educate and train these individuals on aregular basis. This
should also include informing them about sanctions for independence policy violations.

Procedures to be Applied

In accordance with the independence policies adopted by an Audit Firm and depending on its size, the proceduresto be
applied by Partners, managers and employees may vary. While for asmall Audit Firm it might be appropriate to
consider its independence only on a case by case basis, and then to decide on certain procedures to mitigate the
independencerisk, alarge Audit Firm might need to establish routine proceduresin order to detect even hypothetical
threats to the Statutory Auditor’ sindependence. For example, to detect a self-interest threat resulting from financial or
business relationships it might be necessary for such an Audit Firm to maintain aregularly updated database (e.g.,
restricted entity list) which provides al its Partners, managers and employees who are or are likely to be in aposition to
influence the outcome of any Statutory Audit the Audit Firm is performing or going to perform, with information on all
Audit Clients which may give rise to a self-interest threat if they fulfil certain criteria. The operation of this
safeguarding system will require these individuals to regularly provide the Audit Firm with certain personal and client
information.

Depending on its size and structure, it might also be adequate for an Audit Firm or Network to establish internal
procedures to ensure that there is appropriate consultation across the firm or Network about any client where the
significance of an independence threat is unclear. This consultation would involve experienced Partners who are not
involved in the Audit Client’s affairs and who are not impacted by the independence threat in question.

Documentation of |ndependence Assessment

The main purpose of the Statutory Auditor’s documentation of hisindependence assessment on acertain Audit Client is
to provide evidence that he performed his assessment properly. It is considered appropriate that such documentation
should be included in the audit files.
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Internal Monitoring of Compliance

The monitoring of compliance with the Audit Firm’s independence policies should be an integral function of the Audit
Firm’'s quality review structure. Where large Audit Firms may designate thistask to quality control specialists, or even
independence specialists, small and medium sized Audit Firms, which generally assess their independence only on a
case by case basis, should at |east have their individuals' compliance reviewed by a Partner who is not amember of the
particular Engagement Team. In the case of sole practitioners and of small partnerships where either all Partners arein
the Engagement Team or the involvement of any other Partner outside the Engagement Team would increase the level
of independencerrisk (e.g., when this Partner provides significant non-audit servicesto the Audit Client), the Statutory
Auditor should either seek advice from his professional regulatory body or ask for areview by another statutory auditor.

B. Specific Requirements
1. FINANCIAL INVOLVEMENT

(1) Anactual or impending, direct or indirect financial interest in the Audit Client or its Affiliates, including
any derivative directly related ther eto, may threaten the Statutory Auditor’sindependence, if it is held by
the Statutory Auditor or any other person beingin a position to influence the outcome of the Statutory
Audit (any person within the scope of A. 2).

The Statutory Auditor hasto assess the significance of any such threat, identify whether any safeguards
would mitigate the independence risk it presents, and take any action necessary, such as refusal of or
resignation from the audit engagement or exclusion of the relevant person from the Audit Team. Where
applicable, the Gover nance Body of a public interest client should be involved in this process.

(2) Financial involvement in the Audit Client or its Affiliates will be incompatible with the Statutory
Auditor’sindependence, if

(@) theStatutory Auditor, the Audit Firm, or any member of the Engagement Team or the Chain of
Command, or any Partner of thefirm or its Network whoisworking in an “ Office” 1 which
participatesin a significant proportion of an audit engagement, holds

)] any direct financial interest in the Audit Client; or
(ii) anyindirect financial interest in the Audit Client which is significant to either party; or

(iii) any (direct or indirect) financial interest in the client’s Affiliates which is significant to either
party;

(b) any other person within the scope of A. 2, holds any (direct or indirect) financial interest in the
Audit Client or its Affiliates which is significant to either party.

The persons concer ned should not therefore hold any of such financial interests. Where such an
interest isacquired as aresult of an external event (e.g. inheritance, gift, merger of firmsor
companies) it must be disposed of at the earliest practicable date. In the meantime, additional
safeguards are needed to ensurethe Statutory auditor’ sindependence, such as secondary review of
therelevant person’saudit work or exclusion of the relevant person from any substantive decision
making concer ning the Statutory Audit of theclient.

(3) The Statutory Auditor’sindependence may al so be threatened by an apparently insignificant financial
interest in an Audit Client or its Affiliates. The level of threat will be higher, and likely to be unacceptable,
if theinterest isacquired or held on other than standard commercial terms. It isthe responsibility of the
Statutory Auditor to assessthe level of risk that such an interest presents and to ensurethat any necessary
mitigating action istaken.

The term “financial interest” would comprise of, in abroad sense, the whole variety of financial interests which the
Statutory Auditor himself, his Audit Firm or any other person within the scope of section A. 2 may have in an Audit
Client or in any Affiliate of the client. It includes “direct” and “indirect” financial interests such as

direct or indirect shareholding in the Audit Client or its Affiliates,
holding or dealing in securities of the Audit Client or its Affiliates,
accepting pension rights or other benefits from the Audit Client or its Affiliates.

Commitmentsto hold financial interests (e.g. contractual agreementsto acquire afinancial interest) and derivatives
which are directly related to financial interests (e.g., stock options, futures, etc.) should be dealt with in the same way as
would an already existing financial interest.
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Direct Financial Interests

When the persons who are directly involved in the conduct of the statutory audit (the Statutory Auditor, the Audit Firm,
an individual of the Engagement Team or within the Chain of Command) hold a direct financial interest in the A udit
Client, such as shares, bonds, notes, options, or other securities, the significance of the self-interest threat is considered
to be too high to enable any safeguards to reduce the Statutory Auditor’sindependence risk to an acceptable level.

In such a case the Statutory Auditor either has to withdraw from the engagement or, if an individual of the Audit Firm
holds the direct financial interest, has to exclude thisindividual from the engagement.

Where Partners of the Audit Firm or its Network who are working in an office or operational unit which participatesin
asignificant portion of an audit engagement (“ Office”), have a direct financial interest in the Audit Client, the
perception of self-interest is also considered as too high to allow this situation to be maintained.

Indirect Financial Interests

The term “indirect financial interest” refers to situations where, for example, a person within the scope of A. 2 has
investmentsin non-client entities that have an investment in the Audit Client, or in companies in which an Audit Client
also hasinvested.

A person within the scope of A. 2 should not hold such an indirect financial interest, where the self -interest threat
resulting from this financial involvement is significant. Thisis particularly the case when an indirect shareholding in the
Audit Client allows or appears to allow that person to influence management decisions of the Audit Client (e.g., by
significant indirect voting rights), or when the direct shareholder due to any circumstance can or appears to be able to
influence the outcome of the Statutory Audit. In addition, an unacceptable level of independence risk would also arise
from situations where the Statutory Auditor or any other person within the scope of A. 2 serves asvoting trustee of a
trust or executor of an estate containing securities of an Audit Client, provided that no appropriate safeguards exist to
mitigate thisrisk, such as supervision and control by beneficiaries, governmental authorities or courts.

On the other hand, the potential self-interest threat to the Statutory auditor’ s independence may be regarded as
insignificant to the independence risk if, for example, when holding indirect financial interestsin the Audit Client

the financial interest isdirectly held by an investment fund, pension fund, UCITS or an equivalent investment
vehicle, and

the person holding the indirect interest is not directly involved in the audit of the fund manager, nor can
influence the individual investment decisions of the fund manager.

External Events

If afinancial interest that would create a significant threat to the Statutory Auditor’sindependenceisacquired asa
result of an external event (e.g. inheritance, gift, merger of firms or companies), it must be disposed of at the earliest
practicable date. If the interest were sharesin alisted company, for example, this would mean that the shares should be
sold at the earliest opportunity in accordance with applicable stock exchange regulations that govern the disposal or sale
of shares by those with insider knowledge.

Until the financial interest is disposed of, additional safeguards are needed to ensure the Statutory auditor’s
independence. For example, where a Statutory Auditor becomes aware that a member of the Engagement Team has
acquired sharesin aclient as the result of inheritance, that individual should not continue to be amember of the
Engagement Team until the shares have been sold, or, if thisindividual cannot be replaced by another individual of
egual competence, a secondary review hasto be carried out on the audit work of the individual concerned.

Inadvertent Violations

There will be occasions where the Statutory Auditor becomes aware that an individual in his Audit Firm inadvertently
holds afinancial interest in an Audit Client or in one of its Affiliates which, in general, would be regarded as aviolation
of independence requirements. Such inadvertent violations will not impair the Statutory Auditor’sindependence with
respect to an Audit Client, provided that the Statutory Auditor

has established procedures that require all professional personnel to report promptly to him any breaches of the
independence rules resulting from the purchase, inheritance or other acquisition of afinancial interest in an Audit
Client by such individuals (see also A.4.3.2);

promptly notifies the individual to dispose of the financial interest at the earliest opportunity after the inadvertent
violation isidentified; and
takes particular care when reviewing the relevant audit work of thisindividual .

Where it provesimpossible to compel the individual to dispose of the financial interest, the individual should be
removed from the Engagement Team and/or excluded from any substantive decision making concerning the Statutory
Audit of the client.
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Whatever financial involvement exists, it is primarily the Statutory auditor’ s safeguarding system (see A. 4.3) which
should provide evidence that the threats to independence have been identified and investigated, have been discussed
with the client’s Governance Body where appropriate, and that a decision has been taken about whether or not they are
significant and the reasons behind that decision have been recorded.

2. BUSINESS RELATIONSHIPS

(1) Businessrelationships between the Statutory Auditor, the Audit Firm or any other person beingin a
position to influence the outcome of the Statutory Audit (any person within the scope of A. 2) on the one
hand, and the Audit Client, its Affiliates, or its management on the other hand, may cause self-interest,
advocacy or intimidation threatsto the Statutory Auditor’sindependence.

(2) Businessrelationships, or commitmentsto establish such relationships, should be prohibited unlessthe
relationship isin the normal cour se of business and insignificant.

With regard to publicinterest clients, and where applicable, any cases where doubt arises whether or not
abusinessrelationship isin the normal course of business and insignificant this should be discussed with
the Gover nance Body of the Audit Client.

Business Relationships

Business relationships are considered to mean relationships which involve acommercial or financial common interest
between the Statutory Auditor, the Audit Firm or any other person being in a position to influence the outcome of the
Statutory Audit (any person within the scope of A. 2) on the one hand and the Audit Client, an Affiliate of the client, or
the management thereof on the other. The following are examples of such relationships that may, if significant to the
auditor or conducted outside the normal course of business, cause a self-interest, advocacy or intimidation threat:

having afinancial interest in ajoint venture with the Audit Client, or with an owner, managing director or other
individual who performs senior management functions of that client;

having afinancial interest in a non-audit client that has an investor or investee relationship with the Audit Client;
giving aloan to the Audit Client or guarantees for the Audit Client’ srisks;
accepting aloan from an Audit Client or having borrowings guaranteed by the Audit Client;

providing services to a managing director or another individual performing a senior management function of the
Audit Client in respect of the personal interest of such individual;

receiving services from the Audit Client or its Affiliates which concern underwriting, offering, marketing or
selling of securitiesissued by the audit firm or one of its group member firms.

Commitments to establish such relationships should be dealt with in the same way as would an already established
relationship.

In the Normal Course of Business

In the normal course of its business, a Statutory Auditor might not only render audit or non-audit services to the Audit
Client or to its Affiliates, but might also purchase goods or servicesprovided by these entities (e.g. insurance and bank
services, commercial |oan agreements, purchase of office equipment, EDP software, or company cars). If these
transactions are performed at arm’ s length (as between third parties), it is considered that they generally do not threaten
the Statutory Auditor’ s independence (e.g. purchase of goods which are offered under normal wholesale discount terms,
and are available to the whole of the client’ s other customers). However, the Statutory Auditor should carefully consider
therisk that even an arm’s length transaction could reach a magnitude which threatens his independence by creating
financial dependencies, either in fact or at least in appearance.

Accepting any goods or services from an Audit Client on favourable termsis not considered as being within the normal
course of business, unless the value of any benefit isinsignificant.

Significance of Independence Risk

Whether a business relationship would be regarded as a significant threat to the Statutory Auditor’ sindependence
depends on whether areasonable and informed third party would assume that such arelationship could have an
influence on the outcome of the Statutory Audit. Objective criteria are therefore needed in order to evaluate the
significance of arelationship to the Statutory Auditor, as well asto the Audit Client. With regard to the financial
statements and the audit task, the relationship should neither enable the Statutory Auditor, the Audit Firm or one of its
Network members to influence management decisions of the Audit Client nor allow the Audit Client, or one of its
Affiliatesto influence the outcome of the Statutory Audit, nor appear to enable such influences.

Whatever business relationship exists, it is primarily the task of the Statutory Auditor’ s safeguarding system (see A.
4.3) to provide evidence that the threats of such transactions have been identified and investigated, have been discussed
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with the client’ s Governance Body, where appropriate, and that a decision has been taken about whether or not the risk
to independenceis significant and the reasons behind that decision have been recorded.

3. EMPLOYMENT WITH THE AUDIT CLIENT

(1) Dual employment of any individual who isin a position to influence the outcome of the Statutory Audit
both in the Audit Firm (a person within the scope of A. 2) and in the Audit Client or its Affiliates should
be prohibited. Loan staff assignments 1 to an Audit Client or any of its Affiliates are also regarded as dual
employment relationships. Where an Audit Firm’s employee has worked with an Audit Client under a
loan staff assignment and isto be assigned to the audit Engagement Team of that client’s Statutory Audit,
thisindividual should not be given audit responsibility for any function or activity that he was required to
perform or supervise during the former loan staff assignment (see also B. 5 below).

(2) Whereamember of the Engagement Team isto leave the Audit Firm and join an Audit Client, policies
and procedures of the Audit Firm (see A 4.3) should provide:

(@ arequirement that members of any Engagement Team immediately notify the Audit Firm of any
situation involving their potential employment with the Audit Client;

(b) theimmediate removal of any such Engagement Team member from the audi t engagement; and

(c) an immediate review of the audit work performed by theresigning or former Engagement Team
member in the current and/or (where appropriate) the most recent audit by an Audit Firm’s audit
professional at least one level higher. If theindividual was an Audit Partner or the Engagement
Partner, thereview should be performed by an Audit Partner who was not involved in the audit
engagement. (Where, duetoitssize, the Audit Firm does not have a Partner who was not involved
in the audit engagement, it may seek either areview by another statutory auditor or advice from its
professional regulatory body.)

(3) Whereaformer Engagement Team member or an individual within the Chain of Command hasjoined an
Audit Client, policies and proceduresof the Audit Firm should ensurethat thereremain no significant
connections between itself and theindividual. Thisincludes:

(@) regardless of whether the individual was previously involved in the audit engagement, that all
capital balances and similar financial interests must be fully settled (including retirement benefits)
unless these are made in accordance with pre-determined arrangementsthat cannot beinfluenced
by any remaining connections between the individual and the Audit Firm;

(b)  that theindvidual does not participate or appear to participate further in the Audit Firm’s
business or professional activities.

Policies and procedures to be included in the overall safeguarding system of the Audit Firm (see A. 4.3) should
recognise that different treatments may be required, depending on (a) the position of the departing individual at the
Audit Firm (e.g. Partner vs. senior or other professional), (b) the circumstances which lead to the departure (e.g.
retirement, termination, voluntary withdrawal), (c) the position the departing individual is taking at the client (e.g.,
managerial position vs. position with insignificant influence on the financial statements), (d) the length of time that has
passed since the individual left the Audit Firm, and (€) the length of time that has elapsed since the departing individual
performed services related to the audit engagement.

Where the individual leaving the Audit Firm was an Engagement or Audit Partner, the required secondary partner’s
review should also consider the risks that the former partner might be perceived as, for example, having been influenced
by the client during the previous audit; or having established close relationships with other Audit Team members which
might threaten the independence of those staying on the Audit Team; or using his knowledge of the current audit
approach and testing strategy to circumvent the audit designs.

A small Audit Firm which is not able to perform a secondary partner’s review might appropriately seek either a
secondary review performed by another statutory auditor or, at least, advice from its professional regulatory authority.

4. MANAGERIAL OR SUPERVISORY ROLE IN AUDIT CLIENT

(1) Anindividual whoisin aposition to influence the outcome of the Statutory Audit (a person within the
scope of A. 2) should not be a member of any management (e.g. board of directors) or supervisory body
(e.g. audit committee or supervisory board) of an Audit Client. Also, he should not be a member of such a
body in an entity which holds directly or indirectly morethan 20% of thevoting rightsin theclient, or in
which the client holds directly or indirectly morethan 20% of the voting rights.

(2) When a person who was formerly a member of the Engagement Team takes a managerial or supervisory
rolein an Audit Client, B. 3(3) will apply.

In addition to the risks in taking a managerial or supervisory rolein an Audit Client, membership of a managerial or
supervisory body of an entity which isnot an Audit Client (non-client entity), but isin apaosition to influence the Audit
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Client, or where the Audit Client isin aposition to influence the non-client entity, creates an unacceptably high level of
independence risk due to intimidation and self-review threats and should therefore be prohibited.

Where national law requires members of the audit profession to undertake supervisory rolesin certain companies,
safeguards must ensure that such professionals do not have any responsibility with regard to the Engagement Team.

B. 4 (2) recognises that aformer member of an Engagement Team who |leaves the Audit Firm, whether to retire or to
take up a post with a non-client entity, might be invited to take a non-executive post on a management or supervisory
body of the Audit Client. In such cases, the Audit Firmwill need to ensure that requirements at B. 3 (3) are met.

5.ESTABLISHING EMPLOYMENT WITH AUDIT FIRM

Where a director or manager of the Audit Client hasjoined the Audit Firm, this person should neither become a
member of the Engagement Team nor, asa member of the Chain of Command, take part in any substantive
decisions concerning thisclient or its Affiliates at any timein thetwo year period after leaving the Audit Client.
Thisrequirement also appliesto a any former employee of the Audit Client unlesstheresponsibilitieshe held
and thetasks he performed at the Audit Client wereinsignificant in relation to the statutory audit function.

When a director or manager of an Audit Client joins the Audit Firm, the self-review threat is considered as too high to
be mitigated by any other safeguard than to prohibit such a person from becoming a member of the Engagement Team
or from taking part in any substantive decisions concerning the client’ s audit for atwo-years period of time. Where a
former employee of the Audit Client joins the Audit Firm, the significance of the self-review threat will relate to the
responsibilities and tasks this employee had at the Audit Client and those heis going to take at the Audit Firm. For
example, if the former employee prepared accounts or valued elements of the financial statements, the same safeguards
would apply as for adirector or manager; on the other hand, when the former employee held, for example, anon-
management position in abranch of the Audit Client, the self-review threat may be mitigated if his activitiesas a
member of the Engagement Team do not relate to that branch.

6. FAMILY AND OTHER PERSONAL RELATIONSHIPS

(1) Anindividual whoisa Statutory Auditor should not accept an audit engagement if one of his close family
members

(@) holdsa senior management position with the Audit Client;

(b) isin a position to exert direct influence on the preparation of the Audit Client’s accounting records
or financial statements;

(c) has a financial interest in the Audit Client (see B. 1) unlessit isinsignificant; or

(d) has a businessrelationship with the Audit Client (see B. 2) unlessit isin the normal cour se of
businessand insignificant.

(2)  Within an Audit Firm or Network an individual should not be assigned to the Engagement Team if one of
his close family members meets any of the criteria under (1) (a) to (d) above, nor should an Audit Partner
who isworkingin an “ Office” where any of the other Partnersin it has a close family member who meets
thesecriteria.

Appropriate safeguards should ensure that a member of the Chain of Command does not participate in
any substantive decisions concer ning the audit engagement if one of his close family members meets any of
thecriteria under (1) (a) to (d) above, or if heisworking in an “Office” where any of the Partnersin it has
a close family member who meetsthese criteria.

(3) The Statutory Auditor should consider whether he or any other individual in the Engagement Team or
Chain of Command, or any person working in an “ Office” which includes himself or such an individual,
has any other close non-family personal relationships where similar safeguards would be needed.

(4)  Assessment of thefactsof arelevant individual’s close family or non-family personal relationshipshould
be based upon the best knowledge of the Statutory Auditor and the individual concerned, and the
individual should beresponsible for disclosing to the Statutory Auditor any fact and circumstance which
might require safeguar ds to mitigate an unacceptable level of independencerisk.

The Statutory Auditor must be able to assess the risk to his independence when he or any member of the audit
Engagement Team or the Chain of Command, or anyone in an * Office” which includes himself or such an individual,
has any close family member or a close non-family relationship with anyone who meets the criteria under 1(a) to (d).
His consideration of the facts should be based on his best knowledge of the circumstances of al relevant individuals,
and he should have policies and proceduresin place which require such individual s to disclose any fact or circumstance
which he should take into account. The Statutory Auditor should evaluate all such information, determine whether any
of the criteria are met and take any necessary mitigating action within a reasonable period of time. Such action might
include refusal of the engagement, or exclusion of an individual from the Engagement Team or the “ Office”.
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Close family members

The term “close family members’ normally refersto parents, siblings, spouses or cohabitants and children and other
dependants. It may extend to other family members who may have lessimmediate but not necessarily less close
relationships with the relevant individual, such as former spouses or cohabitants and the spouses and children of family
members.

Close non-family relationships

Other close relationships are hard to define but would include those with any person other than afamily member which
entail frequent or regular social contact.

Inadvertent Violations

There will be occasions where the Statutory Auditor becomes aware that an individual in his Audit Firm inadvertently
has not reported to the firm afamily or other personal relationship with an Audit Client which, in general, would be
regarded asa violation of independence requirements. Such inadvertent violations will not impair the Statutory
Auditor’ s independence with respect to an Audit Client, provided that the Statutory Auditor

has established proceduresthat require all professional personnel to report promptly to him any breaches of the
independence rules resulting from changes in their family or other personal relationships, the acceptance of an
audit sensitive position by their close family members or other close persons, or the purchase, inheritance or
other acquisition of asignificant financial interest in an Audit Client by such family members or persons;

promptly removes the individual from the Engagement Team and/or excludes the individual from substantive
decisions concerning the Statutory Audit of the relevant client, or, in case of significant financial interests,
notifiesthe individual to ensure that the financial interest is disposed of at the earliest opportunity after the
inadvertent violation isidentified; and

takes particular care when reviewing the relevant audit work of thisindividual.
7. NON-AUDIT SERVICES
7.1 General

(1) Wherea Statutory Auditor, an Audit Firm or one of its Network member firms provides services other
than statutory audit work (non-audit services) to an Audit Client, the overall safeguarding system (A 4.3)
of the Statutory Auditor hasto ensurethat

(&) theindividuals employed by either the Audit Firm or its Network member firm neither take any
decision nor take part in any decision-making on behalf of the Audit Client, or its management,
either in the cour se of the statutory audit assignment or while providing a non-audit service; and

(b)  where, dueto specific threats which may result from the nature of a non-audit service, an
independencerisk remains, thisrisk isreduced to an acceptable level.

(2) Evenif notinvolved in the Audit Client’s decision-making, the Statutory Auditor should consider, among
others, which of the following safeguardsin particular may mitigate a remaining independence thred:

(@) arrangementstoreducetherisk of self-review by compartmentalising responsibilitiesand
knowledge in specific non-audit engagements,

(b) routine notification of any audit and non-audit engagement to those in the Audit Firm or Network
who areresponsible for safeguarding independence, including over sight of ongoing activities;

(c)  secondary reviews of the Statutory Audit by an Audit Partner who was not involved in the
provision of any servicesto the Audit Client; or

(d)  external review by another statutory auditor or advice by the professional regulatory body.

Independence from Audit Client’ s Decision-Making

The self-review threat is always considered too high to allow the provision of any services other than statutory audit
work which would involve the Statutory Auditor in any decision-making of either the Audit Client or its management.
Therefore, if the Statutory Auditor or amember within his Network intends to provide non-audit services to an Audit
Client, the Statutory Auditor hasto ensure that any individual acting for or on behalf of the Audit Firm or its Network
member does not take any decision for, nor take part in any decision-making on behalf of, the Audit Client or its
management. Any advice or assistance related to any service provided by the Statutory Auditor or the Audit Firm
should give the Audit Client or its management the opportunity to decide between reasonable alternatives. If the Audit
Client is seeking advice where, dueto legal or regulatory provisions, only one solution is available, the Statutory
Auditor should ensure that its documentation refers to the relevant provisions (e.g. quotes the relevant law, includes
advice from external professionals).
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7.2 Examples— Analysis of Specific Situations

Due to ongoing developments in business and financial markets and rapid changes in information technologies, and to
the consequences for management and control, it is not possible to draw up a comprehensive list of all those situations
where the provision of non-audit servicesto an Audit Client would create a significant threat to statutory auditors’
independence, nor of the different safeguards which may exist to mitigate such threats. The examples which follow
describe specific situations that could impair a Statutory Auditor’ s independence and discuss the safeguards which may
be appropriate to reduce the independence risk to an acceptable level in each circumstance. In practice, the Statutory
Auditor will need to assess the implications of similar, but different circumstances, and to consider what safeguards
would satisfactorily address the independence risk in the judgement of an informed third party.

7.2.1 Preparing Accounting Records and Financial Statements

(1) A selfreview threat exists whenever a Statutory Auditor, an Audit Firm, an entity within a Network of
firmsor a Partner, manager or employee thereof participatesin the preparation of the Audit Client’s
accounting records or financial statements. The significance of the threat depends upon the spectrum of
these persons' involvement in the preparation process and upon the level of public interest.

(2) Thesignificance of the self-review threat is always considered too high to allow a participation in the
preparation process unless the assistance provided is solely of atechnical or mechanical nature or the
advice given is of an informative nature only.

(3) However, where Statutory Audits of public interest clients are concerned, the provision of any such
assistance other than that which iswithin the statutory audit mandate would cause an unacceptable high
level of independencerisk, and should therefore be prohibited.

Spectrum of |nvolvement in the Preparation Process

Thereis aspectrum of involvement by the Statutory Auditor (including his Audit Firm, Network member firms, or any
employees thereof) in the preparation of accounting records and financial statements. At one end of the spectrum, the
Statutory Auditor may prepare prime accounting records, do the bookkeeping and prepare the financial statements, as
well as performing the Statutory Audit of these financial statements. In other cases, the Statutory Auditor helps his
Audit Client in the preparation of the financial statements on the basis of the trial balance, assisting his Audit Client in
the calculation of the closing entries (cal culation of accruals, bad debts, depreciation, etc.). At the other end of the
spectrum, the Statutory Auditor does not participate in any part of the preparation process. Even in the latter case, the
Statutory Auditor who detects shortcomings in the Audit Client’s proposed disclosures will normally suggest and draft
the amendments required. Thisis part of the Statutory Audit mandate and should not be considered as the provision of a
non-audit service. While management always has responsibility for the presentation of the financial statements, the end
result isthat it isuncommon for a set of financial statements to appear where the Statutory Auditor has had no hand
whatsoever in the presentation or drafting.

Nature of Assistance and Advice

The Audit Client and its management must be responsible for the financial statements and the maintenance of
accounting records, and the Statutory Auditor’s safeguards must at |east ensure that in any assistance he gives towards
preparing these, the accounting entries and any underlying assumptions (e.g. for valuation purposes) are originated by
the client, and that heis not involved in the decision-making of the Audit Client or its management in respect of the
entries or assumptions.

The Statutory Auditor’ s assistance should therefore be limited to carrying out technical or mechanical tasks and to
providing advisory information on alternative standards and methodol ogies which the Audit Client might wish to apply.

Examples of assistance which impair independence include the following:

determining or changing journal entries, or the classifications for accounts or transactions, or other accounting
records without obtaining the client’ s approval;

authorising or approving transactions; or

preparing source documents or originating data (including decisions on valuation assumptions), or making
changes to such documents or data.

Examples of assistance which would not necessarily impair independence could include:

performing mechanical tasks of bookkeeping, such as recording transactions for which the Audit Client’'s
management has determined the appropriate account classification; posting coded transactionsto aclient's
general ledger; posting client-approved entriesto aclient's trial balance; or providing certain data-processing
services,

informing the client about applicable accounting standards or val uation methodol ogies for the client to decide
which should be adopted.
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Level of Public Interest

Listed companies, credit institutions, insurance companies, investment firms, UCITS (Undertakings for Collective
Investments in Transferable Securities) and pension funds are regarded, among others, as entities with such ahigh level
of public interest that the perception of the Statutory Auditor’sindependenceis considered to cause a self-review threat
too high to be mitigated by saf eguards other than the prohibition of any assistance in the preparation of accounting
records and financial statements which goes beyond the statutory audit mandate (i.e., which exceeds the suggestion and
drafting of amendments during the due course of the Statutory Audit, after having detected shortcomingsin the Audit
Client’ s proposed disclosures).

However, whenever the Statutory Auditor is asked to participate in the preparation of an Audit Client’ s accounting
records or financial statements, he should carefully consider whether, taking into account the Audit Client’ s business
environment, the public interest reaches alevel where thiswould create public perception of asignificant self-review
threat if he accepted the engagement. This may depend on the size and structure of the Audit Client aswell as on the
local, regional or national environment in which this client operates.

Emergency Situations

In an emergency case, where, for example, due to external and unforeseeable events, the Statutory Auditor would be the
only one who has the necessary knowledge of the Audit Client’s systems and procedures, and can provide sufficient
resourcesto assist the client in atimely preparation of accounts and financial statements, and where the Statutory
Auditor’ s refusal to provide these services would result in a severe burden for the Audit Client (e.g., withdrawal of
credit lines), or would even threaten its going concern status, a Statutory Auditor may participate in the preparation
process to an extent which would not be acceptable under normal circumstances (see (2) and (3)). In such an emergency
situation, however, the Statutory Auditor should take no part in any final decisions, seek client’s approvals wherever
possible, and consider any additional safeguard which would alow him to minimise the level of hisindependence risk.
Where appropriate, he should also ensure that the services he provided and the reasons for this are disclosed in the
financial statements.

7.2.2 Design and | mplementation of Financial Information Systems

(1) Theprovision of services by the Statutory Auditor, the Audit Firm or an entity within its Network to an
Audit Client that involve the design and implementation of financial infor mation technology systemsused
to generate information forming part of the Audit Client’sfinancial statements may giveriseto a self-
review threat.

(2) Thesignificance of the self-review threat is considered too high to allow the provision of such servicesa
Statutory Auditor, an Audit Firm or one of its group member firmsto provide such services unless

() any design services provided involve the design of information technology systemsto specifications
made by the Audit Client’s management; and

(b)  theservicesdo not constitute aturn key project consisting of software design, hardware
configuration and the implementation of both; and

(c)  theAudit Client or its management takes responsibility for
(i)  thedesign and implementation process, including any decision thereon; and
(ii)  theoperation of the system, including the data used or generated by the system.

(3)  Incasesnot prohibited under (2) the Statutory Auditor should consider whether additional safeguardsare
needed to mitigate a remaining self-review threat, in particular where services which involve the design
and implementation of financial information technology systems should only be provided by an expert
team with different personnel (including engagement partner) and different reporting linesto those of the
audit Engagement Team.

Financial Information

Statutory audit work includes the testing of those hardware and software systems which are used by the Audit Client to
generate the financial information which isto be disclosed in itsfinancial statements. Where a Statutory Auditor
(including his Audit Firm, Network member firms, or any employees thereof) isinvolved in the design and
implementation of such afinancial information technology (FIT) system, a self-review threat may arise. In this respect,
financial information does not only include those figures which are directly disclosed in the financial statements, but
also comprises any other valuation or physical datato which the financial statements’ disclosures relate. Such
information is generated by either integrated I T-systems or avariety of stand-alone systems (e.g., systemsfor
bookkeeping, cost-accounting, payroll, or cash management as well as those systems which may only provide physical
numbers, such as some warehousing and production control systems, etc.).
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Spectrum of Involvement

Thereisaspectrum of involvement by the Statutory Auditor in the design and implementation of FIT-systems:

At one end of the spectrum, there are engagements where the Statutory Auditor takes on a management role or
responsibilities for the FIT-systems design and i mplementation project as awhole, or for the operation of the FIT-
system and the data it uses or generates. Such an engagement would clearly result in an unacceptable level of
independencerisk.

In other cases, the Statutory Auditor must carefully assess the independence risk which hisinvolvement in client’s
systems design and i mplementation might cause, and whether or not there are appropriate safeguards to reduce it to an
acceptable level, for example, where the Statutory Auditor’ sroleisto contribute advice to a consortium retained by the
client to carry out the design and implementation project, or to tailor a standard (off-the-shelf) accounting system to
meet the needs of the client’s particular business. When assessing the independencerisk in these kind of situations, the
Statutory Auditor should also consider the level of publicinterest and the Audit Client’ s 1T -resources. Since apublic
interest client or alarge company is often expected to maintain sufficient in-house I T-resources to carry out certain
tasks, the provision by the Statutory Auditor of 1T -services other than advisory ones might result in an unacceptable
independence threat. On the other hand, particularly in the case of smaller companies, the Statutory Auditor’s
understanding of his client’s business may make him the person uniquely qualified to provide such services, without
impairing hisindependence.

At the other end of the spectrum, the Statutory Auditor might be engaged to provide his Audit Client with areview of
alternative systems based on which the client himself decides which toinstall. The provision of such a service would
generally not impair the Statutory Auditor’ s independence, provided that cost and benefits of the systemsreviewed are
properly documented and discussed with the Audit Client, and that the Statutory Auditor neither has a significant
financial interest (see B.1) nor asignificant business relationship (see B.2) with any of the systems' suppliers.

7.2.3 Valuation Services

(1) A selfreview threat exists whenever a Statutory Auditor, an Audit Firm, an entity within a Network or a
Partner, manager or employee thereof providesthe Audit Client with valuation servicesthat result in the
preparation of a valuation that isto beincor porated into the client’sfinancial statements.

(2) Thesignificance of the self-review threat is considered too high to allow the provision of valuation services
which lead to the valuation of amounts which are material in relation to the financial statementsand
wher e the valuation involves a significant degree of subjectivity inherent in theitem concerned.

(3)  Incasesnot prohibited under (2) the Statutory Auditor should consider whether additional safeguardsare
needed to mitigate a remaining self-review threat, in particular where a valuation service should only be
provided by an expert team with different personnel (including engagement partner) and different
reporting linesto those of the audit Engagement Team.

Valuation Services

A valuation comprises the making of assumptions with regard to future devel opments, the application of certain
methodol ogies and techniques, and the combination of both in order to compute a certain value, or arange of values, for
an asset, aliability or for a business as awhole. The underlying assumptions of such avaluation may relate to
interpretations of the present or expectations of the future, including both general developments and the consequences
of certain actionstaken or planned by the Audit Client or anybody within its close business environment.

Engagements to review or to issue an opinion on the valuation work performed by others (e.g. engagements under
Articles 10 and 27 of the 2 nd Company Law Directive [77/9/EEC], Articles 10 and 23 of the 3 rd Company Law
Directive [78/855/EEC], or under Article 8 of the 6 th Company Law Directive [82/891/EEC]), or to collect and verify
datato be used in avaluation performed by others (e.g., typical “due diligence” work in connection with the sale or
purchase of abusiness), are not regarded as val uation services under this principle.

Materiality and Subjectivity

Valuation services leading to the valuation of amounts which neither separately nor in aggregate are material in relation
to the financial statements are not considered to create a significant threat to independence.

The underlying assumptions of a valuation and the methodol ogies to be applied are always the responsibility of the
Audit Client or its management. Therefore, as part of its decision-making process, the Audit Client or its management
has generally to determine the underlying assumptions of the valuation, and to decide on the methodology to be applied
for the computation of the value. Thisis of particular importance when the valuation to be performed requires a
significant degree of subjectivity, either in relation to the underlying assumptions or regarding the differencesin
applicable methodologies.

However, with regard to certain routine valuations (e.g., depreciation of assets, calculation of pension schemes, certain
valuation for tax purposes), the degree of subjectivity inherent in the item concerned may be insignificant: for example,
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when the underlying assumptions are determined by law (e.g., tax rates, depreciation rates for tax purposes), other
regulations (e.g., provision to use certain interest rates), or are widely accepted within the Audit Client’s business
sector, and when the techniques and methodol ogies to be used are based on general accepted standards, or even
prescribed by laws and regulations. In such circumstances, the result of avaluation performed by an informed third
party, even if not identical, isunlikely to be materially different. The provision of such valuation services might
therefore not impair statutory auditor’ s independence, even if the valueitself could be regarded as material to the
financial statements, provided that the Audit Client or its management has at least approved all significant matters of
judgement .

Additional Safequards

When valuation services are provided where the degree of subjectivity isinsignificant, such as the application of
standard techniques or methodol ogies or where the serviceis areview of the valuation methods used by athird party,
but where the resulting valuation is material in relation to the financial statements, the Statutory Auditor should
consider whether there remains a self-review threat which should be mitigated by additional safeguards. It may be
appropriate to address such athreat by setting up a valuation service team separate from the Engagement Team, with
different reporting lines for both.

7.2.4 Participation in the Audit Client’s I nternal Audit

(1)  Self-review threatsmay arisein certain circumstances where a Statutory Auditor, an Audit Firm or an
entity within a Network providesinternal audit servicesto an Audit Client.

(2) Tomitigate self-review threats when involved in an Audit Client’sinternal audit task, the Statutory
Auditor should

(@) satisfy himself that the Audi t Client’s management or Gover nance Body isat all timesresponsible
for

(i)  theinternal audit function (i.e., the establishment and maintenance of internal controls,
including the day to day controlsand processesin relation to the authorisation, execution
and recording of accounting transactions);

(ii) determining the scope, risk and frequency of the internal audit proceduresto be performed;
and

(iii)  considering and acting on the findings and recommendations provided by internal audit or
during the caurse of a Statutory Audit.

If the Statutory Auditor isnot satisfied that thisisthe case, neither he, nor the Audit Firm nor any
entity within its Network should participatein the Audit Client’sinternal audit.

(b) not accept the outcomes of internal auditing processes for statutory audit purposes without
adequate review, including a reassessment of the relevant statutory audit work by an Audit Partner
whoisinvolved neither in the Statutory Audit nor in theinternal audit engagement.

Internal Audit isan important element of an entity’ sinternal control system. In companies, particularly small and
medium sized ones, which cannot afford an internal audit department or where such a department lacks certain facilities
(e.0. accessto specialistsin information technology or treasury management), participation by the Statutory Auditor in
the internal audit may strengthen management control capacities.

However, self-review threats can arise if, for example, thereis not a clear separation between the management and
control of theinternal audit and the internal audit activities themselves, or if the Statutory Auditor’s evaluation of his
Audit Client’ sinternal control system determines the kind and volume of his subsequent statutory audit procedures. To
avoid such threats, the Statutory Auditor, the Audit Firm or its Network member must be able to show that it is not
involved in management and control of the internal audit, and that it has not relied on the results from the internal audit
inwhich it has participated in its statutory audit work. To ensure that, in this respect, his statutory audit work is
adequatein all circumstances, the Statutory Auditor should have it reassessed by an Audit Partner who is not involved
in any of the statutory audit or internal audit engagements concerned.

In companies where the internal audit department reports to a Governance Body rather than to management itself, the
internal audit function performs arole that is complementary to the statutory audit function and can therefore be seen as
a separate element of the corporate governance framework. If the Statutory Auditor is asked to perform internal audit
work in these circumstances, he must still be able to demonstrate that he has adequately assessed any threatsto his
independence, and has applied any necessary saf eguards.

7.2.5 Acting for the Audit Client in the Resolution of Litigation

(1) Anadvocacy threat exists whenever a Statutory Auditor, an Audit Firm, an entity within a Network or a
Partner, manager or employee thereof actsfor the Audit Client in the resolution of a dispute or litigation.
A self-review threat may also arise where such a service includes the estimation of the Audit Client’s
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chancesin the resolution of litigation, and ther eby affects the amountsto be reflected in the financial
statements.

(2) Thesignificance of both the advocacy and the self-review threat is consider ed too high to allow a Statutory
Auditor, an Audit Firm, an entity within a Network or a partner, manager or employee ther eof to act for
an Audit Client in theresolution of litigation which involves mattersthat, in the aggregate, would
reasonably be expected to have a material impact on the client’sfinancial statementsand a significant
degree of subjectivity inherent to the case concerned.

(3)  Incasesnot prohibited under (2) the Statutory Auditor should consider whether additional safeguardsare
needed to mitigate a remaining advocacy threat. This could include using personnel (including
engagement Partner) who are not connected with the audit Engagement Team and who have different
reporting lines.

In certain circumstances the Statutory Auditor, the Audit Firm, an entity within a Network or a Partner, manager or
employee thereof assists the Audit Client in the resolution of a dispute or litigation. The representation of an Audit
Client before the court or the tax administration for tax litigation is atypical example of such Statutory Auditor’s
assistance which is generally not seen to impair independence.

Advocacy and Self-review Threats

A Statutory Auditor acting for the Audit Client in resolution of a dispute or litigation is generally perceived to take on
an advocacy role which isincompatible with the responsibility of a Statutory Auditor to give an objective opinion on
the financial statements. This advocacy threat is accompanied by a self-review threat when the assistance in the
resolution of litigation also requires the Statutory Auditor to estimate chances of his Audit Client succeeding in the
action if this could affect amountsto be reflected in the financial statements. A Statutory Auditor who isinvolved in the
resolution of litigation has therefore to consider the significance of both the advocacy threat and the self-review threat.

Materiality and Subjectivity

Legal servicesrelating to actions for the Audit Client in aresolution of a dispute or litigation which involves matters
that, either separately or in aggregate, would not be expected by areasonable and informed third party to have any
material impact on the financial statements are not considered to create a significant threat to independence.

In terms of the inherent subjectivity which arises when acting as an advocate of the Audit Client, the Statutory Auditor
has to take into account that, while performing the audit, he usually has the choice either to evaluate the outcome of a
legal proceeding himself, or to rely on a confirmation provided by an external lawyer engaged by the client. The degree
of subjectivity in both cases relates to factors such as the competence of the lawyer, his compliance with ethical rules of
the lawyers’ profession, and the given evidence, rather than to whether or not the lawyer is an employee of the Audit
Firm or of athird party law firm. With respect to legal situations where the outcome of legal proceedings can be
reasonably estimated on given evidence, the estimation of amounts affected by litigation should not lead to material
differences between services provided by the Audit Firm or athird party law firm (e.g. litigation regarding enployment
contracts with staff, or certain tax proceedings).

On the other hand, there might be situations which bear inherent subjectivity or which, due to the nature of the business
relationship between the Statutory Auditor and the Audit Client, do not even allow the evaluation of evidencein an
objective manner (e.g. personal involvement of former or present management, non-executive directors, or
shareholders). In such cases, the Statutory Auditor should ensure that heis not involved in the Audit Client’s actionsin
the resolution of litigation, except in minor cases where the matter concerned would not reasonably be expected to have
amaterial impact on the financial statements.

Additional Safequards

In circumstances not covered under (2), the Statutory Auditor should consider whether there remain threatsto
independence which have to be mitigated by additional safeguards. It might be appropriate to avoid the audit
Engagement Team being involved in the litigation process by setting up different engagement teams with different
reporting lines for the Statutory Audit and the legal services related to thelitigation.

7.2.6 Recruiting Senior Management

(1) Wherea Statutory Auditor, an Audit Firm, an entity within a Network or a Partner, manager or
employeethereof isinvolved in therecruitment of senior or key staff for the Audit Client, different kind of
threatsto independence may arise, such as self-interest, trust or intimidation.

(2) TheStatutory Auditor should assessthe current and futurethreatsto hisindependence which may arise
from any engagement to assist in the recruitment of senior or key staff before accepting the assignment,
and consider appropriate safeguardsto mitigate such threats.
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(3  When recruiting key financial and administrative staff, the significance of the threatsto hisindependence
increases, so the Statutory Auditor should consider whether there might be circumstances where even the
provision of alist of potential candidates may cause an unacceptable level of independencerisk.

(4)  Inany case, the decision asto who should be engaged should always be taken by the Audit Client.

A Statutory Auditor who is asked to assist an Audit Client to recruit senior or key staff should first assess the threats to
his independence which might arise from, for example, the role of the person to be recruited and the nature of the
assistance sought. The need for careful assessment is highest where the person recruited islikely to have a significant
rolein the client’s financial management processes and hence to have regular contact with the Statutory Auditor, but
threats such as self-interest and familiarity may arise from other appointments too.

With regard to the nature of the assistance sought, examples of acceptable services might includeto review the
professional qualifications of anumber of applicants and give an objective opinion on their suitability for a post, or to
provide a short-list of candidates for interview, provided that it has been drawn up using criteria specified by the client,
rather than on the Statutory Auditor’s own judgement. In either case, care would be needed to ensure that any opinion
given about the candidates did not pre-empt the Audit Client’ s decision. If the Statutory Auditor concludes that he could
not give the assistance requested without directly or indirectly participating in the Audit Client’s decision as to who
should be appointed, he should declineto provideit.

8. AUDIT AND NON-AUDIT FEES
8.1 Contingent Fees

(1) Feearrangementsfor audit engagementsin which the amount of the remuneration is contingent upon the
results of the service provided raise self-interest and advocacy threats which are considered to bear an
unacceptablelevel of independencerisk. It isthereforerequired that

(a) audit engagements should never be accepted on a contingent fee basis; and

(b) in order to avoid any appear ance of contingency, that the basis for the calculation of audit fees
must be agreed each year in advance, including scope for variation so as to take account of
unexpected factorsin the work.

(2) Threatstoindependence may also arise from contingent fee arrangements for non-audit serviceswhich
the Statutory Auditor, the Audit Firm or an entity within its Network providesto an Audit Client or to
one of its Affiliates. The Statutory Auditor’s safeguar ding system (see A. 4.3.2) should therefore ensure
that

(@)  suchan arrangement isnever concluded without first assessing the independencerisk it might
create and ensuring that appropriate safeguar ds are available to reduce thisrisk to an acceptable
level; and

(b) unlessthe Statutory Auditor issatisfied that there are appropriate safeguardsin place to overcome
theindependence threats, either the non-audit engagement must be refused or the Statutory
Auditor must resign from the Statutory Audit to allow the acceptance of the non-audit work.

Audit Fee Arrangements

Statutory audit work performed in the public interest is inherently unsuitable for fee arrangements where the Statutory
Auditor’ s remuneration depends on either any performance figure of the Audit Client or the outcome of the audit itself.
Audit feesthat are fixed by any court or governmental body do not constitute contingent fees.

Non-audit Fee Arrangements

Fee arrangements in respect of non-audit engagements between the Statutory Auditor, the Audit Firm or an entity
within its Network, and the Audit Client or any of its Affiliatesin which the remuneration of the former similarly
depends on a contingent event also present self-interest, self-review and advocacy threats to the Statutory Auditor’'s
independence. By dependency on a contingent event is meant, for example, that the fee dependsin some way on the
progress or outcome of the project or the attainment of a particular performance figure by the Audit Client (or its
Affiliate).

In assessing the extent to which contingent fee arrangements pose a threat to statutory auditor independence, and the
availability of suitable safeguards, the Statutory Auditor should consider amongst other factors: the relationship
between the activity, for which the contingent fee is to be paid, and the conduct of any current or future audit; the range
of possible fee amounts; and the basis on which the feeisto be calculated.

In performing this assessment, the Statutory Auditor should consider, inter alia, whether the amount of the contingent
feeisdirectly determined by reference to an asset or transaction value (e.g., percentage of acquisition price) or a
financial condition (e.g., growth in market capitalisation) the measurement of which will be subsequently exposed to an
audit examination and whether thisincreases the self-interest threat to unacceptable levels. On the other hand,



216

independence threats will generally not arise in situations where thereis no direct link between the basis of the
contingent fee (e.g., the starting salary of anew employee when arecruitment service is provided) and a significant
aspect of the audit engagement.

8.2 Relationship Between Total Fees and Total Revenue

(1) Therendering of any (auditand non-audit) services of a Statutory Auditor, an Audit Firm or a Network
to one Audit Client or its Affiliates should not be allowed to create a financial dependency on that Audit
Client or client group, neither in fact nor in appearance.

(2) Afinancia dependency is considered to exist when the total (audit and non-audit) fees which a Statutory
Auditor, an Audit Firm, or a Network receives from one Audit Client and its Affiliates make up an unduly
high per centage of the total revenuesin each of thelast 5 years.

(3) TheStatutory Auditor should also consider whether there are certain feerelationshipswith one Audit
Client and its Affiliates which may appear to create a financial dependency in respect of a person whoisin
a position to influence the outcome of the Statutory Audit (any person within the scope of A. 2).

(4)  Inany case, the Statutory Auditor, the Audit Firm or the Network should be able to demonstrate that no
financial dependency existsin relation to a particular Audit Client or its Affiliates.

Excessive dependence on audit and non-audit fees from one Audit Client or one client group clearly givesriseto a self-
interest threat to the Statutory Auditor’ sindependence. The Statutory Auditor or the Audit Firm has not only to avoid
the existence of such afinancial dependency, but also to consider carefully where there might be an appearance of such
dependency which would create a significant threat to independence.

Appearance of Financial Dependency

From a public perspective, the Statutory Auditor, the Audit Firm or a Network might be perceived to be financially
dependent on asingle Audit Client or client group when the total sum it receives from that client or client group as audit
and non-audit fees exceeds a critical percentage of itstotal income. Public perception of the critical point at which the
percentage of total feesfrom one client or client group creates a significant self-interest threat depends upon different
factors within the audit environment. For example, the level might be different depending on the size of the firm,
whether it iswell established or newly created, whether it operates locally, nationally or internationally, and on the
general business situation in marketsin which it is operating.

These circumstances have to be carefully considered by the Statutory Auditor when he assesses the significance of the
self-interest threat to his appearance of independence. If an analysis of all feesreceived for audit and non-audit services
from aparticular client or client group compared to the firm’s or Network'’ s total income indicates alevel of
dependency and aneed for safeguards, an Audit Partner who has not been engaged in any of the audit or non-audit work
for the client should carry out areview of all of the work done for the client and advise as necessary. Where doubts
remain, or where, because of the size of the firm, no such partner is available, the Statutory Auditor should seek advice
of his professional regulatory body or areview by another statutory auditor.

Certain Other Fee Relationships

The Statutory Auditor should also consider whether there are or appear to be fee relationships other than the direct ones
between a single Audit Client or client group and himself or the Audit Firm (as alegal entity) which may cause a self-
interest threat. For example, an Audit Partner within an office or branch might be perceived to be dependent on fees
from a certain Audit Client, if most of that office’s services were provided to that Audit Client, or if the same individual
was responsibl e for the acquisition of both audit and non-audit engagements with the Audit Client. To mitigate such
self-interest threats, an Audit Firm may reconsider its organisational structures and the responsibilities of certain
individuas, or, where applicable, discuss the way services are provided and charged with the Audit Client’s
Governance Body.

Independence may particularly be compromised when significant fees are generated from an Audit Client or its
Affiliates for non-audit services. The Statutory Auditor should therefore assess this risk to hisindependence in terms of
the nature of the non-audit services provided, the different fees generated from the statutory audit engagement and the
non-audit engagements, and their respective relationship to the total fees received by the Audit Firm or Network. If the
analysisindicates the need for safeguards, particularly when the non-audit fees exceed the audit fees, an Audit Partner
who is not involved in any of the audit and non-audit engagements should carry out areview of the work done for the
client under both or otherwise advise as necessary.

8.3 Overdue Fees

A Statutory Auditor should not accept reappointment or should resign from the current audit engagement if fees
for audit or other work become overdue and the sum outstanding, or that sum together with feesfor current
assignments could beregarded as a significant loan (see also B. 2). The situation should bereviewed by a Partner
not involved in the provision of any servicesto theclient or, where such areview could not be performed,
subjected to either external review by another statutory auditor or advice by a professional regulatory body.
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Unpaid feesfor audit or other work could appear to be in effect aloan from the Statutory Auditor to the Audit Client,
and thus to create a mutual financial interest which could be athreat to the Statutory Auditor’ sindependence. In such
circumstances, a Statutory Auditor must assess the level of the threat and take any action that may be necessary such as,
for example, disclosing the extent of the potential mutual interest to all relevant third parties.

Where the Statutory Auditor isan Audit Firm, the circumstances may be reviewed by another Audit Partner who has
not been involved in the provision of any servicesto the Audit Client. In the case of a sole practitioner, or asmall
partnership where all Audit Partners have been involved with the Audit Client, the Statutory Auditor should either seek
advice from his professional regulatory body or ask for areview by another statutory auditor.

8.4 Public Disclosure

() Wherean Audit Client’s audited financial statements have to be published in accordance with national
law, Member States or their regulatory bodies should provide for the (audit and non-audit) fees which a
Statutory Auditor or, if not being the Statutory Auditor, his Audit Firm has received from the Audit
Client for the services provided to him during the reporting period, to be publicly and appropriately
disclosed.

(2) Thetotal feeincome should be broken down by statutory audit and non-audit services, and categories of
non-audit services should be further broken down in so far asitemsin them differ substantially from one
another. In respect of each category item, thefigurerelating to the corresponding category item for the
preceding reporting period should be shown as well.

(3) Wherea Statutory Audit of consolidated accountsis concerned, the feesreceived by the Statutory Auditor
and his Network membersfor the servicesthey provided tothe Audit Client and its consolidated entities
should be disclosed accordingly.

A Statutory Auditor should be able to demonstrate that his independence has not been compromised by providing non-
audit services to an Audit Client for which the remuneration he received has been disproportionate to the fees he was
paid for the Statutory Audit. Since this should also bein the interest of the relevant Audit Client in order to add
credibility to its published financial information, public disclosure requirements imposed by Member States through
national law or their relevant regulatory bodieswill ensure that areasonable and informed third party is able to take a
view on the extent of any imbalance between statutory audit and other fees. To assist such assessment, non-audit fees
should be broken down into broad categories (e.g., assurance, tax advisory and other non-audit services) reflecting the
different kinds of services which may have been provided. It may also be appropriate to identify particular engagements
which make up a significant proportion of aparticular category.

8.5Pricing

A Statutory Auditor must be able to demonstrate that the fee for an audit engagement is adequate to cover the
assignment of appropriate time and qualified staff to thetask and compliance with all auditing standards,
guidelines and quality control procedures, and that the resour ces allocated are at least those which would be
allocated to other work of a similar nature.

A Statutory Auditor must be able to demonstrate that the fee he charges for any audit engagement is reasonable,
particularly if it is significantly lower than that charged by a predecessor or quoted by other firms bidding for the
engagement. He must also be able to demonstrate that a quoted fee is not dependent on the expected provision of non-
audit services, and that a client has not been misled as to the basis on which future fees would be charged. The Statutory
Auditor should have policies and procedures in place to be able to demonstrate that his fees meet these requirements.

9.LITIGATION

(1) Bothaself-interest and an advocacy threat may arise where litigation takes place, or appearslikely to
take place, between the Statutory Auditor, the Audit Firm or any other person beingin a position to
influence the outcome of the Statutory Audit (any person within the scope of A. 2) and an Audit Client or
its Affiliates. All of the audit and non-audit services provided to the client have to be considered in order
to assess these threats.

(2) Thesethreats may become significant in relation to theindependencerisk wherethereisa serious
likelihood of litigation which is material to any of the parties being involved, or which challengesa prior
Statutory Audit, or wherematerial litigation isin progress, and the Statutory Auditor should ceaseto act
as soon as such circumstances become evident. The Statutory Auditor’sactionsin these circumstances
may include discussions with the Audit Client’s Gover nance Body or with his professional regulatory
body, or even resignation from the statutory audit engagement.

Whilst it is not possible to specify precisely for all cases the point at which it would become improper for a statutory
auditor to continue as Statutory Auditor of an Audit Client, the following criteria should be considered:
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if an Audit Client’s management alleges deficiencies in statutory audit work for the Audit Client, and the
Statutory Auditor concludesthat it is probable that a claim will be filed, the level of independencerisk istoo
high to be mitigated by safeguards other than that the Statutory Auditor should discuss all aspects of the
litigation with the Governance Body of the Audit Client, or where such body does not exist, with his professional
regulatory body, or should resign;

if the Statutory Auditor alleges fraud or deceit by current management of an Audit Client, the level of
independence risk and the decision as to whether or not he should resign al so depends on safeguards such as
discussion of all relevant aspects with the Governance Body of the client, or, where such a body does not exist,
with the Statutory Auditor’ s professional regulatory body. (In some countries, however, the national law
safeguards the independence of the Statutory Auditor in case of alleged fraud by requiring the Statutory Auditor
to report the detected fraud to a national authority and to continue his audit work on behalf of that authority
which represents the national public interest. In any case the Statutory Auditor should consider seeking legal
advice, giving due consideration to his responsibility to the public interest.);

threatened or actual litigation relating to non-audit services for an amount not material to the Statutory Auditor
or to the Audit Client (for example, claims out of disputes over hilling for services, results of consultancy
services) would not impair the Statutory Auditor’ sindependence.

10. SENIOR PERSONNEL ACTING FOR A LONG PERIOD OF TIME

(1)  Trust or familiarity threats may arise where certain members of the Engagement Team work regularly
and for along period of time on an Audit Client engagement, particularly where public interest Audit
Clientsareconcerned.

(2) Tomitigatethesethreats, wherethe audit of a public interest client is concerned, the Statutory Auditor is
required at least to replace the Audit Partners (including the Engagement Partner) within a reasonable
period of time (5to 7 years). Thereplaced Audit Partners should not be allowed to return to the Audit
Client engagement until atwo-year period of time has elapsed after the dateof their replacement.

(3) WhereAudit Clientsother than those of public interest are concerned, the Statutory Auditor should
consider whether, besidesinternal rotation, there might be other safeguards which would reduce the
threatsto independence to an acceptablelevel.

To mitigate afamiliarity or trust threat to the independence of a Statutory Auditor who is engaged to audit an Audit
Client of public interest, the requirement to replace the Engagement Partner and/or Audit Partners within areasonable
period of time cannot be replaced by other safeguards. In addition, the Statutory Auditor or Audit Firm should ensure
that the replacement requirement is not circumvented by situations like, for example, that of an Audit Team member
who worked on the audit engagement for six years as senior accountant before being promoted to Audit Partner of that
engagement for one year. In this case, the team member should be replaced as having served seven years on the audit in
total.

With regard to Audit Clients which are of relatively little public interest, the Statutory Auditor should assess the impact
of trust or familiarity threats on hisindependence, having regard to the perceptions of his Audit Client’s stakeholders.
Where such perceptions are that the level of independence risk is significantly high, the Statutory Auditor should also
consider an internal rotation, or, if thiswould not be a possible or viable safeguard due to the size of the Audit Firm
(e.0., the Audit Firm isasole practitioner’s practice, or, the day to day relationship between alimited number of Audit
Partnersistoo close for internal rotation to constitute an appropriate safeguard), he should ensure that other safeguards
are put in place within areasonable period of time, such as coverage of the relevant audit engagement by an external
quality review which was performed in accordance with the Commission Recommendation on “Quality Assurance for
the Statutory Audit in the EU”, a secondary review by another statutory auditor, or, at least, seeking advice by his
professional regulatory body.

Glossary

Affiliate an undertaking within the meaning of Article 41 (1),(2) and (3) of the 7 th Company Law
Directive (83/349/EEC) which, in general and regardless of itslegal form, is any entity
connected to another by means of common ownership, control or management.

Audit Client the company or firm whose annual accounts are subject to Statutory Audit, or the parent
undertaking in the meaning of Article 1 of the 7 th Company Law Directive (83/349/EEC)
whose consolidated accounts are subject to Statutory Audit.

Audit Firm the organisational — generally legal — entity that performs a Statutory Audit (e.g., asole
practitioner’s practice, a partnership or acompany of professional accountants). The Audit Firm
and the Statutory Auditor who is appointed for the Statutory Audit might be identical legal
persons, but need not be (e.g., where an individual who isamember of a partnership practiceis
appointed as the Statutory Auditor, the partnership as such formsthe Audit Firm).
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Audit Partner

an audit professional within an Audit Firm or Network who himself is an approved person in
the meaning of Article 2 (1) of the 8 th Company Law Directive (= statutory auditor) and, as an
individual, takes on ultimate responsibilities for the audit work performed during a Statutory
Audit; he, generally, is authorised to sign audit reports on behalf of the Audit Firm which isthe
Statutory Auditor. He may also be a shareholder/owner or principal of the Audit Firm.

Audit Team

all audit professionals who, regardless of their legal relationship with the Statutory Auditor or
Audit Firm, are assigned to a particular Statutory Audit engagement in order to perform the
audit task, such as Audit Partner(s), audit manager(s) and audit staff.

Chain of Command

Comprises all those persons on office, country, regional or global levels, who have a
supervisory, management, compensation or other oversight responsibility over either any Audit
Partner of the Audit Team or over the conduct of the Statutory Audit. Thisincludesall Partners,
principals and shareholders who may prepare, review or directly influence the performance
appraisal of any Audit Partner of the Audit Team or otherwise determine their compensation as
aresult of their involvement with the audit engagement.

Engagement Partner

the Audit Partner who has ultimate responsibilities for the of the Statutory Audit of a particular
Audit Client, who co-ordinates the work of the Audit Team and that of professional personnel
from other disciplinesinvolved ensures that thiswork is subject to quality control, and, if
applicable, co-ordinates all statutory audit activities of a Network which relate to a Statutory
Audit, particularly on consolidated accounts where different Audit Partners have different
responsibilities for the audits of the entities to be consolidated.

Engagement Team

All persons who, regardless of their legal relationship with the Statutory Auditor or Audit Firm,
aredirectly involved in the acceptance and performance of a particular Statutory Audit. This
includes the Audit Team, employed or subcontracted professional personnel from other
disciplinesinvolved in the audit engagement (e.g., lawyers, actuaries, taxation specialists, I T-
specialists, treasury management specialists), and those who provide quality control or direct
oversight of the audit engagement.

Governance Body

A body or agroup of personswhich is embedded in the Audit Client’s corporate governance
structure to exercise oversight over management as afiduciary for investors and, if required by
national law, for other stakeholders such as employees, and which consists of or, at |east,
includes individual s other than management, such as a supervisory board, an audit committee,
or agroup of non-executive directors or external board members.

Network

Includes the Audit Firm which performs the Statutory Audit, together with its Affiliates and
any other entity controlled by the Audit Firm or under common control, ownership or
management or otherwise affiliated or associated with the Audit Firm through the use of a
common name or through the sharing of significant common professional resources.

“Office”

Theterm “ Office” means a distinct sub-group of an Audit Firm or Network, whether
distinguished along geographical or practice lines, which participatesin a significant portion of
the audit engagement.

A main criteriafor identifying this sub-group should be the close working relationship between
its members (e.g. working on the same kind of subjects or clients). In particular, it should be
taken into account, that, due to technical developments and the increasing multinational
activities of Audit Clients, such working relationships are more and more evolving by means of
a“virtual” office, and that physical co-location is not necessarily an essential factor in this
definition.

In the case of smaller partnerships, the “ Office” may encompass the whole firm, in which case
all of the Partners and employees will be subject to the relevant requirements.

Partner

aprofessional within an Audit Firm or Network who, as an individual, takes on ultimate
responsibilities for the work performed during an (audit or non-audit) engagement; he,
generally, is authorised to sign on behalf of the Audit Firm, and may also bea
shareholder/owner or principal of the Audit Firm.

Statutory Audit

the audit service which is provided by an approved person in the meaning of Article 2 (1) of the
8 th Company Law Directive (= statutory auditor) when

(a) carrying out an audit of the annual accounts of acompany or firm and verifying that the
annual report is consistent with those annual accountsin so far as such an audit and such a
verification isrequired by Community law; or

(b) carrying out an audit of the consolidated accounts of abody of undertakings and verifying
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that the consolidated annual report is consistent with those consolidated accountsin so far as
such an audit and such averification is required by Community law.

For the purpose of this Recommendation, the term “statutory audit” would also include an attest
service which, dependent on national law, is provided by a statutory auditor when companies
are required to have financial reporting information other than the above (e.g. companies’
interim financial accounts and reports) reviewed by a Statutory Auditor who hasto give an
opinion on thisinformation.

Statutory Auditor

the approved person in the meaning of Article 2 (1) of the 8 th Company Law Directive (=
statutory auditor) who, either being anatural or alegal person, is appointed for a certain
Statutory Audit engagement by means of national law and — as a consequence — in whose hame
the audit report is signed.




