FINANCIAL REPORTING COUNCIL:
Before the Disciplinary Tribunal;

HH Stephen Powles QC
Christopher Whittington
Paul Acres

Hearing on: 4" and 5" December 2014
IN THE MATTER OF A FORMAL COMPLAINT
BETWEEN
THE EXECUTIVE COUNSEL TO THE FINANCIAL REPORTING COUNCIL
- and -
KPMG ILLP (1)

- and -

JAMES MARSH (2)

REPORT OF THE DISCIPLINARY TRIBUNAL

INTRODUCTION:

I. The case concerns the public interest in ensuring the independence and objectivity of
auditors and compliance with cthical and other standards. The matters investigated by
the I'RC and leading to these proceedings, arose on Mr Marsh leaving Cable and Wireless
Worldwide ple (“CWW?) and joining KPMG LLP (“KPMG”) whose wholly owned
subsidiary KPMG AUDIT ple (“AUDIT”) were the auditors of CWW, without
disposing of all his shares in CWW for over 4 months and subsequently being appoinred

to a position potentially in the chain of command for the audit itself.

B

At the heart of the matter are standards introduced by the Audit Practices Board
(“APB”) APB Erthical Standard 1, para 2.7 to the effect that a partner should not hold
shares in an audit client company and standard APB ES2 para 58, to the eftfect that no
one should be engaged in a position to be able to influence an audit within 2 years of

leaving the client company.
Iy 3}
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Ms Joanna Smith QC has appeared on behalf of the FRC and Mr Lomas of Freshficlds

Bruckhaus Deringer LLP on behalf of KPMG and Mr Marsh.
























iv. Consider any further adjustment necessary to achieve the appropriate
deterrent effect (see paragraphs 55 and 56);

v. Consider whether a discount for admissions or settlement is appropriare
(paragraphs 57 to 61};

vi. Decide which sanction(s) to order and the level/duration of the sanction(s)
where appropriate; and

1. Give an explanation at cach of the six stages above, sufficient to enable the
partics and the public to understand the Tribunal’s conclusions.”

Stage 1; Nature and seriousness;

['7. Ms Smith submits by reference to paragraph 18 of the guidance that

(a) In relation to allegations 1 — 3 (KPMG; non-sale of Marsh shares)

!":ii‘i

the conduct complained of was unintentional
the failure to have proper procedures and controls was unintentional

junior staft within KPMG knew of the shares from the start but did nort
cscalate the knowledge that they had not been disposed of. This was despite

a procedure set out in their manual.
the standards are of fundamental importance
no dishonest or reckless behaviour is involved
there is a breach of ISQC 1 and ES1.16, effective procedures were not in
place, and internal procedures were not fully complied with;
KPMG has made changes to its policies and procedures, cuidance and
g P g

training programme

(b) In relation to allegation 4; KPMG appointing Mr Marsh to COO the same general

points are made with the following modifications and additions:

vl

KPMG ought to have resigned as auditors of CWW on Mr Marsh’s
appointment as chief operating officer, instead, and after some delay, it
prepared a private, internal paper structure designed to exclude Mr Marsh

from the chain of command.
the appointment was intentional and involved senior management

the appointment was deliberate and reckless






(%) at no time was Mr Marsh formally warned that he was in breach

internal procedures to enforce a prompt sale did not operate ¢ ffectively

(xity  while the standards are of fundamental importance not every breach is a

sertous one

the conduct was not intentional, deliberate, dishonest or reckless

(xivi  Mr Marsh was not involved in audit practice and there was in fact no

independence breach
BN there was no intention to derive financial benefit

xviy  KPMG imposed upon Mr Marsh a £60,000 penalty, the largest imposed by

KPMG for what they term a category 3 breach.

(xviip  Mr Marsh has completed mandatory partner training

Mr Hawes has been sanctioned by reduction of £500 of his bonus
(xix:  Internal procedures have been raised in importance and overhauled in an
exrensive way
(b) Allegation 4 (KPMG; appointment to COO)

KPMG’s recusal document was effective burt the issue is not before the

Tribunal

(1) there is an admitted breach for the period from appointment until the recusal
document 11" May to 2™ July. The document itself is senior management
secking to resolve an issue in good faith and cannot be taken otherwise. e
should be seen as mitigation by responsible management and not a cynical

circumvention of independence rules

the appointment of COO was duc to occur in October but was accelerated to

May creating a situation in which the point was overlooked

Mr Marsh was in the chain of command only because he might influence

salary levels of auditors

the audit of CWW was signed off on 23M May (documents show 21st May}),

he could not have had any influence in fact.
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38.

this was thought appropriate application should have been made for the two cases to
have been heard together. Consideration would then have been given as to whether the
links berween them justified such a course and if not whether it was appropriate for the
same Tribunal Members to hear both cases. On the face of it, since one involved KPMG
and the other KPMG AUDIT, with different individuals and circumstances occurring at
different times, joinder was not an immediately obvious requirement. Mr Lomas has not
formally objected but has submitted that no account should be taken of one case in the
other save and except that by the time we come to consider the Watts case a formal
adverse finding will have been made in the Marsh case which may become relevant to

sancrion.

As will become evident, we do not find that evidence from the Warrs case makes a
difference to the conclusions we would otherwise make in this case and it is unnecessary

to address this problem further.

Culpability - Recklessuess or isolated events

39.

40).

41.

In paragraph 12 of the formal complaint it is stated “Mr Marsh mistakenly believed that ot
being inrolved in the andit practice and not having been informed to the contrary by [RPMG |, be was
entitled 1o sell the shares over a reasonable time” My L.omas submits that recklessness does not
involve a mistake bur is concerned with taking identified risks. Ms Smith responds by
saying the mistaken belief is only about the fact that he can scll over a period, not about

the fact that he has to sell in the first place.

It scems to the Tribunal that those propositions are not mutually exclusive and that both
can be right. The Tribunal agrees with Mr Lomas that the agreement is unqualified and
without reservation and sces no basis for exploring materials that might show different
recollections on different occasions and potentially conflicting assertions about what
happened because at the end of the day there 1s agreement that this was a mistake. Fiven
were this to be wrong the FRC would need to support a serious allegation such as this
with good evidence and while the documents we have been shown raise questions to be
asked of Mr Marsh, he was nor asked to submit himself for cross examination and such

questions were not asked.

Mr Marsh had resigned from C\WW on 28" June 2011 and joined KPMG as Chicf
Operating Officer for the Financial Services sales team on 3" October 2011, At some
stage which is unclear, it was decided ro appoint him as COO of KPMG with cffect
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47,

48.

49,

50,

auditors and their failure to do so was deliberate and motivated by a desire to save the

audit fees.

Mr Lomas pointed out that Mr Mechan had gone back to CWW on 15" May and told
them about Mr Marsh’s appointment and that they accepted that no conflicts existed
because there had not been nor could there be any involvement by Mr Marsh with the
audit in question. No one realised at that stage that ES2 para 58 was engaged and so
there cannot have been a deliberate taking of a risk. It is not necessary for the Tribunal
to decide whether the recusal document is effective; it is not part of any allegation or its
particulars and from a mitigation perspective what matters is whether the document was

bona fide. If it was then KPMG cannot have intended to take a risk.

Whether or not the recusal document or one like it in these or other circumstances can
be valid (given the I'RC’s view that it cannot) may become the subject of a decision in
which it arises directly. For our part the arguments we have had on what is potentially a
most important point for the profession have been necessarily limited and we cannot sce
that the sanction we impose is going to be significantly different whether the breach
ended on 2™ July or on 15" A ugust when the audit appointment was terminated. The
more so when no significant event occurred in the meantime. We agree with Mr Lomas
that it is at least persuasively arguable that the recusal document was valid and we have
no evidence to support the contention that it was other than a bona fide step to rectify

an admitted breach.

While it is a proper matter for comment that KPMG did not succeed in avoiding the
difficulties it got itself into there is no evidence that KPMG its partners or staff were
engaged in intentional risk taking, The matters we have been asked to consider are little
more than speculation and there 1s an explanation for every one. We have no hesitation

in rejecting the attempt to prove otherwise.

However, we would agree with Ms Smith that the implications of appointing Mr Marsh
COO were not properly thought through nor the problems identified in a timely fashion
within KPMG. Ethics have much to do with perception as is made clear in the rules and
regulations. For example;
i EST para 13 "Independence is freedom from situations and relationships
which make it probable that a reasonable and informed third party would
conclude that objectivity either is impaired or could be impaired

EST para 14 “"The need for independence arises because in most cases users
of the financial statements and other third parties do not have all the information
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Conrtact between Mr Marsh, who was joining in a very senior position, and

the ethics team is left to a very junior employee, Mr Hawes
Atfter joining, it is 12 days before his KICS account is opened.

After Mr Marsh has entered his shares on the KICS account he is not told he

must sell and Mr Hawes does not escalate that failure.

Although in April the audit partner on the CWW audit raised concerns about
the appointment to COO this did not trigger any wider thinking about
Ethical standards and the 2 year rule which would have been breached even if

the original start date of 1st October 2012 had been adhered to.

{viii: ~ There is no evidence that any consideration at all was given, when bringing
the date forward for his appointment as COO to 11th May 2012, to the fact
that the audit for the year ending 31" March 2012 had not yet been signed off

and included a period during which he had been CEO of the client, C\W\W,

Although the breach was finally identified on 7" June nothing was done until

2" July which was 7 weeks after the appointment.

{x) When looking at the case of Wartts there can be added thar in the autumn of
2010 the problems inherent in continuing with an audit when a partner who
arguably had been in the chain of command for the audit joins the board of
the client did not come into the minds of responsible persons until after the
event and the audit partner not did see fit to include anything abour it in his

independence letter in February 2011,

i the remedies that have been put in place for new joiners once these nwo cases
came to light include; an interview wirh a senior member of the ethics team;
training throughout the organisation; a formal hand over from the

appointment to ethics team;

52. Mr Lomas seeks to persuade us that the allegations all relate to isolated events and
should be seen in the context of a substantial organisation with a well developed set of
procedures which realistically cannot be expected to be able prevent all human frailey and
fatlure. From time to time, as problems arise what matters is that the system is re-
examined and strengthened to minimise the risk of recurrence. He says there is no

cvidence that these events show anything untoward beyond themselves and had it been

21






60).

account. What it does not do is offer any guidance on what the result should be in any
particular set of circumstances. There is no anchor poinrt such as a maximum fine or
example of sanctions delivered by other tribunals of the FRC in the area of ethics. We
arc told our decision will be taken as a precedent but for our part consider that most of
these cases are decided on their own special facts and circumstances and should we offer
any words ot general import they deserve no more weight that the views of the tribunal

considering another case.

. That is not to say that the question of how to arrive at a fine for breach of statutory

regulation is free of judicial authority.

. Following the Hatfield rail crash on 17" October 2000, Balfour Bearty Rail Infrastructure

Services Ltd were prosccuted under the Health and Safety Legislation and fined £10
million. On appeal the fine was reduced to £7.5 million. The decision is reported under
R v Balfonr Beatty [2006] EWCA Crim 1586. In the course of their judgements the Court
of Appeal approved the Judge’s summary of thirteen principles he had derived from R »
Howe & Co (Engineers) Lid 11999] 2 Cr App 37 for sentencing those who break both

public and private regulatory dutics.

. Those principles were adopted by the Accountancy and Acruarial Discipline Board (a

forerunner of the FRC) in a decision dated 6" December 2011 on a complaint against
Price Waterhouse Coopers LLP over their audit of JP Morgan Securities Limited, of
failing to detect the transfer of client monies into a non-segregated account. It was
shown that over a period of some 7 years the average amount of client money that had
become desegregated was US§E8.55 billion. The FSA fined |P Morgan £33.32 million.
PWC who had several opportunities to discover what was occurring, were sanctioned to

a severe reprimand and a fine of £1.4 million.

Both Ms Smith and Mr Lomas submit that the Balfour Beatty case as applied in that of
PWC otfers useful guidance to us as to principle although caution should be exercised as
the regulatory regimes are different. Many of the principles are already enshrined in the
Sanctions Guidance (which is advisory only but which we intend to follow) but we draw
from the helpful summary in paragraph 29 of the decision; it is not possible to say that a
fine should stand in any specific relationship with a turnover or net profit of a firm;
consistency of fines between one case and another and proportionality may be difficult

to achieve and so consistency may not be a primary aim of sentencing in this arca; the
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breaches of ethical standards have the potential to undermine public confidence in some
respects KPMG are forrunate that the facts of this case have come to light because it has
given them an opportunity to correct a state of affairs that uncorrected may have led to a
more serious breach; the state of affairs in KPMG which permitted these breaches to
occur has been addressed; Mr Marsh was not solely responsible for his failure to identify
the need for immediate sale, it is the Tribunals view that greater culpability lies at the

door of KPMG.

Stage 2 — identify sanction range

60.

67.

068.

69.

Looking at the torality of breach across all allegations a reprimand is obviously
appropriate but in light of our rejection of the case that the breaches can be looked at as

isolated incidents severe reprimand should also be considered.

Considerations of the size of a fine engage paragraphs 29 to 36 of the Sanctions
Guidance. The revenue and operating profit for KPMG and AUDIT combined for
2013, are £446m and £60m respectively. The fee income generated by the CWW audit
was in the region of £1.6m. The income Mr Marsh derived from his appointment ro
KPMG 15 known to the Tribunal and to the FRC but is commercially sensitive. We sce

no overriding need to recite the figures here.

Before moving to consider further mitigation and deterrence, which come in later stages
an accompanying tine might be appropriate for KPMG in the range £250k to £500k and
for Mr Marsh in the range £60k to £120k. In reaching this bracket we have no reason o
think rhat the fine imposed in the PWC case for a far more serious breach with highly
damaging consequences is either too high or too low but that we should endeavour to
ensure that our sanction retains an element of consistency with this case and is
proportionate to the harm actually done. The fines levied on BDO and Pitralis are very
small and the reports do not explain the full circumstances or thinking behind the tine.
As we have already said neatly every decision will be sensitive to its own patticular facts

and we do not find these two cases very helpful.

While not directly relevant to our consideration at this stage, it s noted that Mr Marsh
suffered a penalty imposed by KPMG of £60,000 which is said to be the largest ever
amount within the firm for a category 3 breach and which was imposed as a result ot his
senior position. It scems to us that the figure is a useful cross check on our bracker and

is the same order of magnitude.
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74. This case however seems to us to be somewhat different. It is important for the
encouragement of compliance that employers should through internal systems be able to
sanction defaulrers. We sce lirtle reason to wreat this payment as if it were the same as the
type of loss he has suffered by holding onto the shares. On the contrary it is a penalty
for the very conduct for which we are presently asked to sanction him. To refuse to
reduce the fine on account of it would be unjust and do nothing to promote the primary
objects of the scheme which is to protect the public, maintain public confidence in the
accountancy profession and uphold standards of conduct. Indeed such aims are
supported by encouraging internal policing and sanction by accountancy firms

themselves.

75. 1t is a licde curious that the £60k on this occasion went back into the profits of KPMG.
However we are told that the scheme has been changed and these payments now 20 Into

the KPMG charitable foundation and are used to SUPPOLT cOMMuUNItY Projects.

76. In the result the Tribunal has taken the fact of this deduction into account in a gencral

way and the fine is consequently less than it would have been.

|

. Putting all the factors into our consideration and before discount for admissions we find
the fine should be for KPMG £350k and for Mr Marsh £60k and both should be
reprimanded. The difference reflects KPMG’s greater responsibility for the non-sale of

shares and the fact they are solely concerned with allegations 1 to 3.

Stage 4 — adjustment for detervence

78. 1t is this Tribunals view that neither KPMG nor Mr Marsh need any further deterrence.
They clearly recognise the importance of ethical considerations and have demonstrated a
determination to lead in the quest for compliance. As far as other firms are concerned if
we have achieved the correct level of sanction there would be no warrant to increase
what we consider to be proper sanction on this account by increasing the strength of
reprimand or of the fine. In our view, the overall sanction will send a proper message to

other members of the profession.

Stage 5 — disconnt for admissions
79. Both Mr Marsh and KPMG are entitled to (and deserve) a deduction ot 35%, This
reduces the fines to (227,500 for KPMG and £39,000 for Mr Marsh.
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