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The role of the company auditor has received significant attention in recent times.  


The adoption of the International Financial Reporting Standards, the new Auditing Professions Act 2005, and extensive amendments introduced into the Companies Act 1973 by the Corporate Laws Amendment Act 2006 (which came into effect on 14 December 2007) have brought significant changes in the role of auditors. In addition the new Companies Act builds on many of these changes while also providing for the relaxation of auditing requirements in certain other instances.





Non-Audit Work


This note is based on an article by David M Katz which appeared on the CFO.com website on May 7, 2009. Companies Act Online’s comments or comparisons or cross-references to other materials are featured in red – the object being to stimulate thought and debate about the topic.





Since Sarbox, Non-Audit fees dove from 51% to 21%





Remember the Sarbannes-Oxley Act? In the furor over the current financial meltdown and its attendant cries for stiffer regulations, good old Sarbox has largely faded from the news. But according to a new study, one of its most prominent provisions – the one that seeks to [e]nsure auditors’ independence by forcing them to focus less on raking in fees for services unrelated to audits – seems to have succeeded smashingly well.





(In his “Preface” to the first draft of the King Report III released by the Institute of Directors in February 2009, Judge Mervyn King made two references to the Sarbannes-Oxley Act :


“The cost of compliance by American companies with section 404 of SOX, which deals with the verification of internal controls, is estimated at $264bn since the inception of SOX in 2002. The total cost to the American economy of complying with SOX is more than the total write-off of Enron, World Com and Tyco combined. Some argue that companies compliant with SOX are more highly valued and that perhaps another Enron debacle has been avoided. It is appropriate to quote two American professors from Yale law School and the University of Illinois Law School. Prof Romano of Yale Law School has said :


‘SOX’s corporate governance provisions were ill-conceived. Other nations, such as members of the European Union who have been revising their corporation codes, would be well advised to Congress’ policy blunder.” 
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Prof Ribstein of Illinois Law School has said :


‘It is unlikely that hasty, crash-induced regulation like SOX can be far sighted enough to protect against future problems, particularly in light of the debatable efficiency of SOX’s response to current market problems. Even the best regulators might err and enact regulation that is so strong that it stifles innovation and entrepreneurial activity. And once set in  motion, regulation is almost impossible to eliminate. In short, the first three years of SOX was, at best, an overreaction to Enron and related problems and, at worst, in effective and unnecessary.’”





“…it is worth remembering that the US is the primary source of the current financial crisis. The Sarbannes-Oxley Act – with all its statutory requirements for rigorous internal controls has not prevented the collapse of many of the leading names in US banking and finance.”





Of course. Judge King is entitled to express his opinion and cite authorities to support his view – but there is a large body of opinion that has been arguing for much greater, and more compulsory regulation of business and the manner in which boards of directors conduct themselves. Proponents of this school of thought include the Chairman of the US Federal Reserve, Ben Bernanke.


The jury must still be regarded as being “out” on this issue – it will be interesting to look back in 25 years time to see whose view was in fact the correct one!





Indeed, in 2002, the year Sarbox became law, non-audit fees amounted to 51% of the total fees paid by public companies with a market cap of $75million or more, according to a study just released by Audit Analytics, a research firm. After three years of steady decline, however, non-audit fees seem to have leveled off at about 21% of total fees.





(Let us be clear – the argument revolves not around whether auditors who provide these services are not providing an essential service for their corporate clients, nor that they are not entitled to the fees they charge for doing so, but rather that the same auditing firm that provides the advice also conducts the audit, and because of the importance of retaining the fees generated by the consultancy work, the independence of the auditor, when acting in that capacity may be impaired.
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Audit firms, because of their already close relationship with the corporations they audit, were able to expand into areas of expertise which were previously the domain of other professional advisers – eg lawyers who provided tax advice – and they had a major advantage, namely the ability to show a client exactly how their advice would affect the bottom-line of the client corporation. The lawyers on the other hand appeared lethargic and hardly raised a whimper until it was all far too late.


We would interested to see whether there has been a similar reduction in fees in the South African context, since the publication of King Report II which was also around the time Sarbannes- Oxley was born, or even from the introduction of the Corporate Laws Amendment Act 2006 – see further below).





Further, in each of the five years from 2003 through 2007, such companies experienced a drop in the cost of non-audit fees as a percentage of revenue, according to the study. Audit Analytics looked at fees paid and disclosed by 3390 corporate filers of financial statements identified as of 16 March 2009 that disclosed audit fees from 2002 through 2007.





In 2003, 2004 and 2005, the companies reported cuts of over 20% in the potions of fees paid to audit firms for non-audit services. Such slashing “could not be maintained for very long,” according to the study, although 2006 revealed a hefty decrease of 11.98%. The decline recorded in 2007 however was 1,67% (As of March 16 of this year, most of the companies studied hadn’t yet filed the SEC forms containing information about calendar year 2008 fees, Thus, the study stops at 2007).





Despite the big decrease in the proportion of fees paid to auditors for such things as tax advice, help on employee benefit plans and software systems, critics may feel – in an era that promises increased regulatory scrutiny – that the slashing should go even further. Non-audit fees are the “link to the concept of auditor independence”, Donald Whalen, Audit Analytics’ director of research, said in an email. “In short, if a principal auditor receives to much money from a registrant for non-audit / consulting work, it is believed that the auditor could inadvertently become biased when performing its independent audit of the same registrant.”
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Sarbox barred public accounting firms from performing “any non-audit service” for clients while they were working on the audits of those clients. Among the prohibited tasks are : bookkeeping, the design and implementation of financial information systems; actuarial services; outsourced internal auditing; management and human resources functions; brokers-dealer, investment advice, and investment banking services; and legal services.








(In the South African context :





*	Section 275A of The Corporate Laws Amendment 2006 provides that : 


An auditor appointed to a widely held company may not for the duration of the appointment perform for that company services prohibited under the code of professional conduct mentioned in section 21(2)(a) of the Auditing Professions Act.


The Independent Regulatory Board for Auditors shall in the code mentioned in subsection (1) define and prohibit the provision by an auditor of certain non-audit services in circumstances in which these will be subject to the auditor’s own auditing.


Subsection (1) does not affect the power of an audit committee under section 270A(1)(d) or(e) to further limit the services which an auditor of the company may render.











Section 270(A)(1) provides that the audit committee of a widely held company must with respect to the financial year for which it is appointed –


determine, subject to this Chapter, the nature and extent of any non-audit services which the auditor may provide to the company;


pre-approve any proposed contract with the auditor for the provision of non-audit services to the company.
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Blackman, Jooste and Everingham (“Commentary on the Companies Act”) (at pages 10-12-11 / 12) state the following regarding the code of professional conduct envisaged by section 21 of the Auditing Profession Act :


“The Committee for Auditor Ethics established under section 21 of the Auditing Profession Act of 2005 has yet to issue a code of professional conduct. Until this has been developed and issued, the Code of Conduct issued by the Public Accountants’ and Auditors’ Board, the predecessor of the Independent Regulatory Board for Auditors, is deemed to have been prescribed in terms of section 59(8)(c)of the Auditing Profession Act. This Code, unfortunately, has little to say apart from cautioning that the auditor ‘should take care not to perform any management function or take management decisions’ (Code, 7.14); the commentary which follows this principle deals largely with smaller businesses which would usually not qualify as the widely held companies to which the section applies.





The Code of Conduct of the International Federation of Accountants (Code of Ethics for professional Accountants 2005) provides much more detailed guidance. This is prefaced by an analysis of the types of threats to independence faced by the auditor, and the detailed discussion in relation to non-audit services links each type of service to the various threats listed below, viz


self-interest threats, which may occur as a result of the financial or other interests of a professional accountant or of an immediate or close family member;


self-review threats, which may occur when a previous judgment needs to be reevaluated by the professional accountant responsible for that judgment;


advocacy threats, which may occur when a professional accountant promotes a position or opinion to the point that subsequent objectivity may be compromised;


familiarity threats, which may occur when, because of a close relationship, a professional accountant becomes too sympathetic to the interests of others; and


intimidation threats, which may occur when a professional accountant may be deterred from acting objectively by threats, actual or perceived’ (IFAC Code 100.10)
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Subsection (3) permits imposition of more stringent requirements by the audit committee. In the absence of specific rules laid down by the Independent Regulatory Board for Auditors, audit committees will be obliged to specify what they would regard as prohibited services, and may also elect to place limits on fee income from such services as are permissible, to ensure that independence is not impaired.





The recently enacted Companies Act 71 of 2008 deals with these matter in the following terms:


Section 93(3) provides that an auditor appointed by a company may not perform any services for that company –


That would place the auditor in a conflict of interest as prescribed or determined by the Independent Regulatory Board for Auditors in terms of section 44(6) of the Auditing Profession Act; or


As may be determined by the company’s audit committee in terms of section 94(7)(d).


Section 94(7)provides that an audit committee of a company has the following duties :


to determine, subject to the provisions of this Chapter, the nature and extent of any non-audit services that the auditor may provide to the company, or that the auditor must not provide to the company, or a related company;


(e) to pre-approve any proposed agreement with the auditor for the provision of non-audit services to the company.





So, until the IRBA gets its act together, the same difficulties will apply with regard to the provisions of the Companies Act 2008 as Blackman et al indicate exist as regards sections 275A and section 270A.





From 1978 to 1982, the SEC required corporate filers to disclose audit and non-audit fees in proxy statements. The commission dropped that requirement because it found that the 1200 companies filing proxies at that time paid only a small percentage of their total fees for non-audit services. That changed quite a bit over the next two decades as accounting firms began to garner heaps of money from their consulting practices. In 2000, out of 16700 public companies, 4100 were paying fees for non-audit services. The commission again proposed requiring the disclosure of audit and non-audit fees beginning with proxies filed in February of 2001, and the measure was later confirmed.





Kind Regards


Graeme Fraser and Veldra Morris


� HYPERLINK "http://www.companiesactonline.co.za/" �www.companiesactonline.co.za�
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