IFAC CODE OF ETHICS
THE FINAL DESTINATION
Stephen Chan of BDO Limited Hong Kong explains the latest changes to the international ethical standards for accountants
INTRODUCTION
The IFAC CODE OF ETHICS FOR PROFESSIONAL ACCOUNTANTS (the Code) is the global ethics code issued by the IFAC International Ethics Standards Board for Accountants (IESBA). The IESBA issued in July 2009 a revised Code of Ethics (the Revised Code) (www.ifac.org/Members/DownLoads/code-of-ethics-for-professi-2.pdf), following its review and approval by the IFAC Public Interest Oversight Board.
The Revised Code represents a significant improvement over the Code which dates back to June 2005, by significantly strengthening the independence requirements for auditors (outcome of the Independence I & II Project) and clarifying the requirements (outcome of the Drafting Conventions Project). Details of the IESBA projects are available at: www.ifac.org/Ethics/Projects.php
The Revised Code will be effective on 1 January 2011, with transitional provisions.

STRENGTHENING AUDIT INDEPENDENCE
What is audit independence?

In the case of audit engagements, it is in the public interest and, therefore, required by the Code, that members of audit teams, firms and network firms shall be independent of audit clients. Independence comprises independence of mind and independence in appearance.
TABLE A - Definition of independence
	Independence of Mind

The state of mind that permits the expression of a conclusion without being affected by influences that compromise professional judgment, thereby allowing an individual to act with integrity and exercise objectivity and professional skepticism.


	Independence in Appearance

The avoidance of facts and circumstances that are so significant that a reasonable and informed third party would be likely to conclude, weighing all the specific facts and circumstances, that a firm’s, or a member of the audit team’s, integrity, objectivity or professional skepticism has been compromised.



In dealing with any potential impairment to audit independence, the conceptual framework approach requires a professional accountant to (a) identify threats to independence; (b) evaluate the significance of the threats identified; and (c) apply safeguards, when necessary, to eliminate the threats or reduce them to an acceptable level. When the professional accountant determines that appropriate safeguards are not available or cannot be applied to eliminate the threats or reduce them to an acceptable level, the professional accountant shall eliminate the circumstance or relationship creating the threats or decline or terminate the audit engagement.
Major steps taken by the IESBA to strengthen audit independence
Major steps taken by the IESBA to strengthen the independence requirements for auditors are summarized in Table B. It has also introduced a major structural change to split the independence provisions into two separate sections to facilitate their easier application, with the revised section 290 addressing the independence requirements for audit and review engagements only and the new section 291 addressing the independence requirements for other assurance engagements.
TABLE B - Major steps taken by the IESBA
	
	
	TRANSITIONAL

PROVISIONS

	1
	New/revised definitions

(a) public interest entities
(b) engagement team

(c) key audit partners
	NO

	2
	Extending independence requirements for audits of listed entities to audits of all “public interest entities”
	NO

	3
	Extending partner rotation requirements to

(a) ALL audits of public interest entities 

(b) ALL key audit partners

Eliminating existing flexibility for firms with few partners to apply alternative safeguards instead of partner rotation to address familiarity threat
	YES

	4
	Requiring mandatory "cooling-off" period before a key audit partner joins former audit client that is public interest entity, or individual who is a firm's Senior or Managing Partner (Chief Executive or equivalent) joins such an audit client
	NO

	5
	Prohibiting key audit partners from being evaluated on or compensated for selling non-assurance services to their audit clients
	YES

	6
	Blanket prohibitions of providing non-assurance services to audit clients which are public interest entities 

(a) internal audit services

(b) taxation services
(c) valuation services
(d) IT systems services

(e) recruiting services
	YES

	7
	Requiring a pre- or post-issuance review of the second year’s audit if total fees from an audit client that is public interest entity exceed 15 percent of the total fees of the firm for two consecutive years
	YES


Public interest entities
Public interest entities are defined in the Revised Code as:

(a) 
All listed entities; and

(b) 
Any entity (i) defined by regulation or legislation as a public interest entity or (ii) for which the audit is required by regulation or legislation to be conducted in compliance with the same independence requirements that apply to the audit of listed entities. Such regulation may be promulgated by any relevant regulator, including an audit regulator.

Firms and IFAC member bodies are encouraged by the Revised Code to determine whether to treat additional entities, or certain categories of entities, as public interest entities because they have a large number and wide range of stakeholders. Factors to be considered include:

• 
The nature of the business, such as the holding of assets in a fiduciary capacity for a large number of stakeholders. Examples may include financial institutions, such as banks and insurance companies, and pension funds;

• 
Size; and

• 
Number of employees.
Engagement team

The existing definition of engagement team is “All personnel performing an engagement, including any experts contracted by the firm in connection with that engagement”. This definition may have unintended consequences because “any experts contracted by the firm” is broad. The IESBA is of the view that it would be inappropriate to treat all such experts as members of the engagement team, but that the definition of engagement team should be broader than partners of the firm and staff employed by the firm who serve on the team. 

Accordingly, the IESBA has revised the definition to read “All partners and staff performing the engagement, and any individuals engaged by the firm or network firm who perform assurance procedures on the engagement. This excludes external experts engaged by the firm or network firm”.
Key audit partners
The IESBA has introduced a new term “key audit partner” which is defined as “The engagement partner, the individual responsible for the engagement quality control review (EQCR), and other audit partners on the engagement team, such as lead partners on significant subsidiaries or divisions, who are responsible for key decisions or judgments on significant matters with respect to the audit of the financial statements on which the firm will express an opinion”.
The definition of key audit partner focuses on whether a partner is responsible for key decisions or judgments on significant matters with respect to the audit of the financial statements on which the firm will express an opinion. For example, in the audit of consolidated financial statements, if the audit partner of a significant subsidiary is responsible for key decisions or judgments on significant matters with respect to the consolidated financial statements, that individual would be considered to be a key audit partner.
Long association of senior personnel (including partner rotation)with audit client
The Code requires that for audits of listed entities, the engagement partner and the individual responsible for the EQCR should be rotated after a pre-defined period, normally no more than seven years, and should not participate in the audit engagement until a further period of time, normally two years, has elapsed. No changes have been made to these existing requirements as the IESBA is of the view that they strike an appropriate balance between requiring the necessary fresh look and the need for continuity of key individuals.

The Code provides that when a firm has only a few people with the necessary knowledge and experience to serve as the engagement partner, or the individual responsible for the EQCR, rotation may not be an appropriate safeguard. In these circumstances, the Code provides that firms should apply other safeguards to address the threat. The IESBA is of the view that on balance, such flexibility should not be provided and has therefore removed it from the Revised Code. 
Mandatory "cooling-off" period 

Threats to independence are created if a key audit partner or the individual who is the firm’s Senior or Managing Partner (Chief executive or equivalent) joined an audit client that is a public interest entity before a specific period of time (a “cooling-off period”) had elapsed, and the position with the client is:

• 
One that enables the individual to exert significant influence over the preparation of the entity’s accounting records or its financial statements; or

• 
A director or an officer of the entity.

Independence would be deemed to be compromised unless:

•
subsequent to the partner ceasing to be a key audit partner, the public interest entity had issued audited financial statements covering a period of not less than twelve months and the partner was not a member of the audit team with respect to the audit of those financial statements.

•
twelve months had passed since the individual was the Senior or Managing Partner (Chief Executive or equivalent) of the firm.
Additional blanket prohibitions of providing non-assurance services to audit clients that are public interest entities

Firms have traditionally provided to their audit clients a range of non-assurance services that are consistent with their skills and expertise. Providing non-assurance services may, however, create threats to the independence of the firm or members of the audit team. In the case of public interest entities, the Revised Code has strengthened the independence requirements for auditors by introducing the following blanket prohibitions, in addition to the existing prohibition on the provision of accounting and bookkeeping services:

(a)
A firm shall not provide internal audit services that relate to:

(i) 
A significant part of the internal controls over financial reporting;

(ii) 
Financial accounting systems that generate information that is, separately or in the aggregate, significant to the client’s accounting records or financial statements on which the firm will express an opinion; or

(iii) 
Amounts or disclosures that are, separately or in the aggregate, material to the financial statements on which the firm will express an opinion.

(b)
Except in emergency situations, a firm shall not prepare tax calculations of current and deferred tax liabilities (or assets) for the purpose of preparing accounting entries that are material to the financial statements on which the firm will express an opinion.
(c)
A firm shall not provide valuation services if the valuations would have a material effect, separately or in the aggregate, on the financial statements on which the firm will express an opinion.
(d)
A firm shall not provide services involving the design or implementation of IT systems that (i) form a significant part of the internal control over financial reporting or (ii) generate information that is significant to the client’s accounting records or financial statements on which the firm will express an opinion.
(e)
A firm shall not provide the following recruiting services with respect to a director or officer of the entity or senior management in a position to exert significant influence over the preparation of the client’s accounting records or the financial statements on which the firm will express an opinion:

• Searching for or seeking out candidates for such positions; and

• Undertaking reference checks of prospective candidates for such positions.

NEW DRAFTING CONVENTIONS

The New Drafting Conventions Project has resulted in structural and drafting changes to the Revised Code, including:
(a)
The requirements are identified by the use of the word “shall”.

(b)
In exceptional and unforeseen circumstances that are outside the control of the professional accountant, the firm or employing organization, and the client, the professional accountant may judge it necessary to depart temporarily from a specific requirement of the Code. The Revised Code permits such a departure only if certain specified stringent conditions are met.
 (c)
Enhanced documentation requirements to record conclusions regarding compliance with independence requirements and the substance of any relevant discussions that support those conclusions.

(d) 
Replacement of the term “clearly insignificant” by “acceptable level”.
(e)
Other changes include:

· Clarifying that it is a requirement to follow guidance by removing the word “example”

· Standardizing terms 
· “Consider” where one is required to think about several matters

· “Evaluate” when one has to assess and weigh significance of matter

· “Determine” when one has to conclude and make decision
· making language more direct: use of active voice

· improving consistency of drafting 

· reducing potential ambiguities
· streamlining text presentation for easier reading.
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