Odette School
of Business

University of Windsor

Engagement Letters: A Risk Minimization Measure

Winter 2016
Special Topics in Strategic Management

Professor Werner H. Keller

March 30, 2016



Executive Summary

This report focuses on the analysis of an engagement letter for the provision of auditing services
agreed to by a prominent public accounting firm and the Corporation of the City of Windsor. My
choice was primarily influenced by my pursuit of a career as a professional accountant. | am also
particularly interested in exploring the issues surrounding the legal liability of auditors.

The subject of liability is indeed repeatedly touched upon throughout my analysis; beginning with
the contract structure framework analysis, the presence of almost as many acknowledgments and
representations as rights and obligations in the agreement is to some extent indicative of the risk
minimization function of engagement letters.

This concept extends further. In the context of an audit engagement, two main business priorities
of the auditing firm have been identified: management of the engagement risk, and benefiting from
continuance of the engagement. While some of the most relevant business risks for the auditing
firm are the lack of appropriate competency or resources during the audit, breach of independence
requirements, and insolvency of the client, the main risk consists of litigation and the costs thereof.
On the other hand, the Auditee’s main interest is to ensure the Auditor has the necessary
competence and resources to complete a quality audit; interest which is most often addressed by
negotiating comprehensive and unambiguous obligations on the part of the Auditor.

The core of this analysis is a consideration of the concept of duty of care and third party reliance
on the Auditor’s work, and the identification of strategies available to the Auditor to limit his or
her liability in this context of extended responsibility. The contentiousness of the provision
contained in the agreement regarding the use and distribution of the Auditor’s report has been
highlighted; in particular, the clause, as was presented, was quite limited in scope and as such
represented a restriction of the risk minimization potential of this type of provision.

A comparative analysis of several engagement letters drafted by the leading public accounting
firms in Ontario constitutes the basis of my discussion on the negotiating position of the parties to
the agreement. A strong imbalance of power in favor of the Auditor has been identified, with most
engagement letters resembling standard form contracts in the striking similarity of their form
regardless of the issuing firm, and the apparently minimal negotiating power of the Auditee.
Nonetheless, several negotiable elements have been outlined, among which are improvements or
establishments of provisions governing termination, indemnification, timely performance,
auditor’s deliverables, and the use and distribution of the Auditor’s report.

This last element was the subject of the proposed amendments, which focused on enhancing the
protective characteristics of the engagement letter, in reflection of generally accepted auditing
practice, which was once more considered by reviewing a collection of actual engagement letters.

A conclusion on the merits of this course follows the analysis by drawing upon the most important
learning points according to my personal experience: the importance of context, understanding
trade-offs, the significance of termination clauses, the relevance of letters of intent, and the
importance of assessing the impact of individual changes on the agreement as a whole.
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Reasons why | chose this contract for study

This analysis focuses on an Engagement Letter between the Corporation of the City of Windsor
and KPMG LLP. The form of engagement letter which is the subject of my study is an agreement
between a public accounting firm and a client, specific to the provision of auditing services.

The desire to learn about this type of agreement arises primarily from my choice to pursue a career
as a Chartered Professional Accountant. I am interested in learning how to draft a proper retainer
agreement which may serve as a solid basis to carry on good quality and clearly agreed upon work,
and to avoid the so-called expectation gap that often dominates client-professional relationships.

In 2006, CA Magazine published an article titled “Like appetizer and dessert”. In this article, the
authors attempt to explain the newly introduced professional requirements regarding engagement
letters by comparing such agreements to an appetizer: just as the appetizer “is the start of a good
meal”, the engagement letter is “the start of a good working relationship and helps avoid
misunderstandings regarding what the audit is about, what it is meant to accomplish, what [the
auditor is] responsible for, what [management is] responsible for”.

This depiction of engagement letters as a means to minimize the inherent risks of Auditor-Auditee
relationships reflects a different motivation that compelled me to analyze this type of agreement:
| am interested in investigating how these agreements accomplish their risk-minimization
objective. This understanding becomes even more critical when considering cases such as Livent
Inc. (Receiver Of) V. Deloitte & Touche. This case, still fervently discussed today after the latest
ruling by the Court of Appeal of Ontario, has resulted in directors and officers of the company
charged with criminal fraud for misrepresentations made in the financial statements as well as
three auditors of Deloitte disciplined by the Discipline Committee of the Institute of Chartered
Accountants of Ontario for failure to conform to professional standards in conducting their audit.

Many similar cases have been debated in the press and in business academia. The auditors’ opinion
reduces the information risk intrinsic to financial reports, thus it is extremely valuable to many
parties, including investors, suppliers, regulatory agencies and governmental and financial
institutions. This is the main reason why many different parties seem to have claims against the
auditors of a company when business failure takes place.

As a business student who often reflects on ethics and morality in the business world, I find the
discussions about the extent of responsibility of the auditors of companies involved in various
financial scandals to be extremely interesting. This also relates to my interest in the legal liability
of the professional. The current accounting and auditing standards do not address the legal liability
of management and accountants to each other, but focus rather on the steps required to perform
what the Canadian Auditing Standards define as a ‘quality audit’. Thus, the engagement letter
seems to be the most important tool to limit legal liability for both parties. As such, it encompasses
all the issues and dilemmas | feel drawn to examine, and it represents the perfect focus for my
analysis.



Contract Structure Framework applied

Identification of the Parties: KMPG LLP (Auditor), Corporation of the City of Windsor (“the

Entity”, Auditee).

The agreement is effective: upon signature and delivery of the engagement letter to the Auditor

mBargain

What are the parties exchanging?
What value is given and received by
each party? D(a), E(b), G

Money?

Goods?
Services?
Property Rights?

MEXxchange

\What is the manner and mechanics of the
exchange?

Describes how payment, exchange or ser-
vice will be performed. D(b-c), E, H.9

Term

What is the period of time that the
parties are obligated?

Can contract be terminated early?
How can it be ended & under what
conditions?

WStatements

What facts are material to the bar-
gain?

Representations express material
assumptions relied upon by parties
when making the agreement: B, sig-

nature elements (“Nick [...]
body”), H.3, H.5, H.6, H.12

Acknowledgements express facts
and circumstances that parties accept
and agree not to contest: A, C(a-c),
E(a), F, H, H.8, H.9, H.10, H.13

Conditions

What actions, facts or circumstances must
occur or exist before a party’s perfor-
mance is required?

Obligations (Covenants)

What actions or forbearances must
each party continue to perform dur-
ing the term of the agreement? C(d-
9), D(b-c), Appx. C, H.4, H.5, H.6,
H.7,H.9,H.10, H.12, H.13

MRights

What actions can the parties take to
protect their interest in the bargain?
C(d-g), D(b-c), Appx. C, H.4, H.5,
H.6, H.7, H.9, H.10, H.12,

BMRemedies

What can the parties do in the event the
other does not perform its obligations?
H.9.

What consequences follow non-perfor-
mance & consequences if representations
prove to be untrue?

MResolution & General

How are disputes resolved? H.1,
H.2, H.11, H.14.

For example, define the “law” of
the agreement including its scope,
adjudication and interpretation




Description of Business Priorities and Risk Analysis

Auditor’s Priorities — The main business priority of the auditing firm is to ensure the continuance
of the engagement to accrue benefits in terms of financial gain and enhanced prestige resulting
from being associated with the client. These elements are addressed in Sections G and H.9 of the
agreement. On the same level of importance, the Auditor is interested in managing the risk of the
engagement in order to keep it at an acceptable level. Risk assessment and response procedures
are entwined in professional standards, and are most often accomplished by ensuring that:

(1) The firm complies with independence requirements, as addressed by Sections F, H.7, and
H.9 of the engagement letter;

(2) The engagement preconditions have been met, particularly the financial statements have
been properly compiled, as Section B highlights, and management has acknowledged their
responsibilities, which is the purpose of Section C;

(3) To the extent permitted by the law, the firm has limited its liability. Although the litigation
history of the client is usually investigated, it is still a priority of the auditor to address this
issue. This is apparent, to some extent, throughout the agreement.

Entity’s Priorities — The main priority of the Auditee is to engage a firm with the competencies
and resources necessary to perform a quality audit. It is in the interest of the Entity to agree on
deliverables (as in Section E), time constraints, and general responsibilities of the Auditor. Another
priority of the Auditee is to obtain feedback useful in identifying potential improvements. This is,
to some extent, addressed in Appendix C of the agreement, although it seems to reflect the priority
of the Auditor to comply with professional standards relative to matters to be communicated rather
than focusing on the Entity’s interest in receiving recommendations. There may also be concerns
about fees, as audit engagements have traditionally been costly and many practitioners use
low-balling as a strategy in engagements which cover multiple years.

Auditor’s Risks — Traditionally, the main risks for the auditing firm were either the discovery of
a lack of appropriate competency, time or resources during the audit, an undetected breach of the
independence requirements of audit engagements, and/or insolvency of the client. These risks are
still very relevant, and are addressed to some extent throughout the agreement. However, in today’s
post-Enron environment, the erosion of the public’s trust in auditors has caused a shift in business
risks. The main risk for the Auditor is now litigation and the costs associated with it, including the
indirect costs of the loss of reputation and the increased rates of professional liability insurance.

Entity’s Risks — The primary risks for the Entity are audit failure and the costs associated with it.
Audit failure may happen for a number of reasons: incompetency of the auditing team, unethical
behavior and/or collusion between the auditors and management, and/or negligence by the
Auditor. These are all concerns for the Auditee. Clearly identifying the Auditor’s obligations in
the agreement, as in Sections D, E, and Appendix C, may help mitigate these risks. Another
substantial risk is the loss of confidentiality, which is addressed primarily in Section H.10.



Identification of a Contentious Term worthy of Negotiation

H.8 OFFERING DOCUMENTS.

If the Entity wishes to include or incorporate by reference the financial statements and our report thereon
in an offering document, we will consider consenting to the use of our report and the terms thereof at that
time. Nothing in this Engagement Letter shall be construed as consent and KMPG expressly does not
consent to the use of our audit report(s) in offering documents. If the Entity wishes to obtain KPMG'’s
written consent to the use of our audit report(s) in an offering document, or wishes us to provide a comfort
or advice letter, we will be required to perform procedures as required by professional standards; any
agreement to perform such procedures will be documented in a separate engagement letter. Management
agrees to provide us with adequate notice of the preparation of such documents.

Auditors, as any professional, may be liable in contract and in tort, if a person to whom they owed
a duty of care has relied, to her detriment, on their misrepresentation negligently made. Although
a practitioner always owes a duty of care to her clients, that duty is usually related to the contractual
relationship between the parties. The Chartered Professional Accountants of Ontario rules of pro-
fessional conduct also recognize that the practitioner may be found to be in a fiduciary relationship
with his or her client. However, tort liability extends the duty of care to third parties who may rely
on the auditor’s judgement where the reliance by the third party was reasonable. This creates a
situation where, in the eyes of the law, the professional should have foreseen that the third party
would reasonably rely on his or her work, and should have exercised his or her skills accordingly.

The issue of indeterminate liability, whereby the public policy concern of assigning an almost
limited liability to professionals caused the courts to restrict the duty of care owed, is now being
challenged in new legal developments which are moving towards the opposite direction of
expanding the liability of auditors. The latest of such developments is the case of Livent Inc. (Re-
ceiver Of) V. Deloitte & Touche, previously mentioned among the reasons for my choice of this
engagement letter as my agreement for analysis.

There may still be strategies that Auditors can take to reduce their exposure to the claims of third
parties, and this provision reflects one of such strategies: limiting the circulation of the Auditor’s
work or the use which is made of it.

The current wording of this provision is reasonable in that it does not completely preclude the
possibility for the auditing firm to consent to include the Auditor’s report in offering documents.
This section also provides for consideration by the firm of the need of the Entity to be serviced
with comfort or advice letters. However, the clause is drafted in a way that prohibits the Entity
from unilaterally using the work of the Auditor for the purposes mentioned above. Moreover, the
Entity has the obligation to provide adequate notice where the need for additional services or uses
of the report arise. The main significant issue with this provision is its limited scope, seeing that it
only governs offering documents and the provision of comfort and advice letters, whilst many
others uses of the Auditor’s report are possible and should be addressed for maximum protection.

7



Analysis of negotiation positions of each Party

A comparative analysis of several engagement letters proposed by the leading public accounting
firms practicing in Ontario has provided me with evidence supporting the argument that there
exists a marked imbalance of bargaining power, with all aforementioned firms proposing
engagement letters which strikingly resemble standard form contracts, and provide the Auditee
with very few opportunities for negotiation. The Engagement Letter under study is, in some
aspects, less demanding of the Auditee than most agreements of this kind which | have analyzed.
For this reason, and considering the continuous nature of the relationship between the parties, |
was able to identify a number of negotiable issues, as follows:

Auditor’s Negotiating Interests:

(Section A)

One frequent mistake made by parties in drafting business agreements is the reiteration of the same
concept in a way that creates ambiguity, most often because of different wording or treatment of
the same issue in different sections of the agreement. The agreement under analysis effectively
consists of two parts: the engagement letter, and the incorporated Terms and Conditions. It is in
the interest of the Auditor, more than the Auditee, to specify that in the case of any conflict arising
between the attached Terms and Conditions and the specific terms and conditions set out in the
engagement letter, specific terms and conditions tailored to the Entity shall apply.

(Section H.8) Use, Distribution and Publication / Reproduction of Auditor’s Report
A common strategy used by practitioners to limit third-party liability is to maintain control over

the use and distribution of the report. It is in the interest of the auditing firm to emphasise that the
report is solely for the use of the Entity and those to whom the report is specifically addressed by
the auditing firm. Auditors are aware that most organizations will need to reproduce the report for
one purpose or another, but they will want to be informed when such need arises, and ideally they
have the right to review the publication before it is issued. If such a provision is not contemplated,
the door is open for any third party to pose claims against the Auditor. Section H.8 does not
thoroughly address this issue.

(Section to be added) Indemnity

Of the five dominant public accounting firms sampled for this analysis, all of them presented an
indemnification provision in their engagement letters. Moreover, two out of five firms also
included limitation of liability clauses in their audit engagement agreements. This reflects the
auditing firms’ awareness of the substantial risk of litigation. The Auditor is particularly interested
in negotiating indemnification arising out of misrepresentation by members of the Entity.
Canadian Auditing Standards, specifically CAS 210, and the Canadian Professional Engagement
Manual (CPEM) also recognize the possibility for the Auditor to include indemnification clauses
in the engagement letter.



(Section to be added) Internet Communications

In virtually all engagements, Auditors and Auditees exchange communications in electronic form.
It is wise for the auditing firm to recognize the possibility of such transmissions to be intercepted,
corrupted, lost, destroyed, or otherwise be adversely affected or unsafe to use. The Auditor will
seek to have the Entity acknowledge that they not be held liable for any loss or damages arising
from or in connection with the electronic communication of information to the Entity. This can be
especially important when the Entity is, as in the case under analysis, one of public relevance.

One way to ease acceptance of this provision on the part of the Entity would be to outline an
obligation of the auditing firm to provide a hard copy, instead of proceeding with electronic
transmission, of any piece of information which in the sole discretion of the Entity may be
reasonably deemed to contain sensitive data, upon request by the Entity.

Entity’s Negotiating Interests:

(Section to be added) Termination

This agreement presents a common mistake made by parties to business contracts: it fails to
provide for procedures governing a breakdown of the business relationship. It is very much in the
interest of the Entity, considering the business priorities discussed on page 6, to be able to
terminate the engagement should the Auditor not fulfill its responsibilities to the Entity. Including
this provision can help minimize the financial impact of the engagement and avoid non-compliance
with regulations if an Auditor change is needed and the Entity is under time constraints. It can also
protect the Entity from a claim for breach of contractual obligations.

Naturally, the auditing firm may want to negotiate a similar provision granting it the right to
terminate the agreement in certain circumstances. Although resignation from audit engagements
in specific circumstances is prescribed by professional standards, including such possibility in the
agreement is crucial to avoid future claims.

(Section E) Auditor’s Deliverables

Two considerations relative to this Section are extremely important to the Entity, and generally to
most Auditees: obtaining an unqualified audit report, and ensuring constant communication with
the auditing firm to minimize the risk of audit failure. In this context, the Entity will want to
negotiate an obligation for the Auditor to inform the Entity where a modification to the Auditor’s
opinion is necessary, and discuss the reasons of such requirement with the Entity in advance.

(Section G) Fees and Timely Performance

The Entity may sustain financial losses for failure to issue the financial statements in a timely
fashion. As the Auditor’s report is filed together with the statements, timely performance is of the
essence. The Entity will want to ensure this is emphasised in the agreement, with a provision
obligating the auditing firm to use all reasonable efforts to complete the performance of the
services described in the Engagement Letter within any agreed upon time frame.



Suggested Amendments to the contract

H.8-OFFERING-DOCUMENTS USE, DISTRIBUTION AND
PUBLICATION/REPRODUCTION OF OUR REPORT.

(a) The examination of the financial statements and the issuance of our audit opinion are solely
for the use of The Corporation of the City of Windsor and those to whom our report is specifically
addressed by us, for the purpose of assisting the Council in holding itself and its administrators
accountable for the quality of stewardship over public funds and for the achievement of value-for-
money in City operations. We make no representations of any kind to any third party in respect of these
financial statements and we accept no responsibility for their use by any third party.

(b) We ask that our name be used only with our consent. Any information to which we have
attached a communication shall be issued with that communication unless otherwise agreed to by us.
If reproduction or publication of our report is planned in an annual report or other document, including
electronic filings or posting of the report on a website, a copy of the entire document shall be submitted
to us in sufficient time for our review before the publication or posting process begins.*

(c) If the Entity wishes to include or incorporate by reference the financial statements and our
report thereon in an offering document, we will consider consenting to the use of our report and the
terms thereof at that time, upon the Entity providing us with adequate notice of the preparation of such
documents.? Nothing in this Engagement Letter shall be construed as consent and KMPG expressly
does not consent to the use of our audit report(s) in offering documents. If the Entity wishes to obtain
KPMG’s written consent to the use of our audrt report(s) in an offerrng document, or wrshes us to
provide a comfort or advice letter, we—w
professional-standards—2 any agreement to perform such procedures erI be documented ina separate
engagement letter. Managemen
documents:?

Following my analysis of Section H.8 on page 7 of this report, one of my proposed amendments
consists in restricting the circumstances where the Auditor’s report may be used, published, or
reproduced. It also specifies the exact purpose for which the report is intended. The language
presented above is very commonly found in actual practitioners’ engagement letters, reflecting the
importance of such change in the context of limiting the Auditor’s liability to third parties.

These elements have been amended for clarity, specifically to unequivocally connect the Audi-
tor’s consideration of giving consent with the obligation of the Entity to provide adequate notice.

3This statement, as it was previously worded, may read as a suggestion that such services will be
provided, upon performing the necessary procedures. In fact, the auditing firm may not want to
provide such services, for valid reasons. The proposed deletion would eliminate this ambiguity in
view of avoiding contentiousness, should the Entity’s interpretation of the provision be that
additional services will positively be provided.
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What I learned from this course

| feel obliged to begin by highlighting that this course has provided me with a new understanding
of business agreements and the capacity to reflect on such documents with an entirely new set of
knowledge. The following list outlines some of the most important concepts that | have learned:

1. The words of any agreement take on their meaning from the context of the agreement itself.
It is of paramount importance to identify:

a. Who are the parties to an agreement; for instance, individuals, corporations, or other
parties identified in sections of an agreement which may be overlooked.

b. Which role are the parties exercising; for instance, minority shareholder, majority
shareholder, buyer, seller, franchisor, franchisee.

c. Which stage of a business relationship the parties find themselves in; for instance,
initial negotiations, committed to the transaction but not legally bound to it, or at
the execution of the transaction.

2. In most situations, there will be many different ways of addressing elements of an
agreement. It is important to consider all of the relevant possibilities as to choose the best
option in the specific circumstances.

3. Parties enter into an agreement because they believe their position will be improved by
doing so. Therefore, when analyzing the provisions of an agreement, individually and
cumulatively, it is important to consider how they benefit the parties, and which trade-offs
may take place during negotiation.

4. Every time a contract is subject to an addition, change, or deletion, it is absolutely crucial
to consider the impact of such modification on the rest of the agreement. Very often
provisions are interrelated, and where the addition, change or deletion creates ambiguity,
the modification needs to be improved as to avoid future disputes.

5. In business agreements, parties often fail to plan for a breakdown in their relationship. One
common deficiency of many agreements is thus a lack of provisions governing “exit
strategies”. This may, at times, be intentional, especially in cases where the provision of
such strategies or certainty relative to the outcome of a breakdown may lead to decreased
quality of the relationship between the parties.

6. Letters of intent, although generally at least in part not legally binding, are remarkably
important to avoid proceeding in complex business transactions when one party’s true
priorities are incompatible with the other party’s interests.

7. Literary resources are not a substitute for legal advice, which remains more than necessary
in most instances where one is faced with a significant business decision. However, being
aware of such resources and consulting them can significantly help one understand the
circumstances where the need for legal advice arises, thus making one better prepared to
formulate his or her priorities, concerns, and issues in regards to a specific agreement.
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