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RECENT DEVELOPMENTS IN AUDITOR COMMUNICATION

Introduction

This publication provides an overview of the recent changes to the
European Union (EU) legislative requirements on auditor communication.
It also compares these provisions with the international developments
taking place under the remit of the International Auditing and Assurance
Standards Board (IAASB) and highlights those areas where the
requirements are equivalent or complementary.

An appendix is attached with a detailed comparison of the EU and IAASB
requirements.

Even though the EU and IAASB provisions both cover the same subject
matters and are easily comparable, in a few instances, the terminology
used may be somewhat different. In general, EU terminology is used in
this Briefing Paper, unless directly quoted from the IAASB text'.

The following table describes what is referred to as “auditor communication” in this Briefing Paper:

What is auditor communication?

At the audit assignment level

¢ The audit report on all audited financial statements Page 4
e The audit report on audited financial statements of public-interest entities (PIEs) contains additional information Page 6
e The additional report to the audit committee by statutory auditors or audit firms carrying out statutory audits of PIEs Page 8
o |f applicable, for statutory audits of PIEs, a report of irregularities and a report to supervisors Page 10
At the audit firm level

¢ The transparency report due by all firms auditing PIEs Page 11

! For instance the term “audit report” featured in the EU legislation is equivalent to the term “auditor’s report” used in the international standards on auditing (ISAs).

FEE © Av. d'Auderghem 22-28, 1040 Bruxelles © Tel: +32 (0) 2 285 40 85 © email: secretariat@fee.be ® www.fee.be



Briefing Paper

EU Legislation

The new European audit legislation? comprises updated European Union
(EU) provisions regarding the communication of the auditor in:

e The Directive2014/56/EU° amending Directive 2006/43/EC* on
statutory audits (2006 SAD) and containing a series of amended and
new requirements governing every statutory audit in the EU (hereafter
referred to as “the Directive”); and

e The Regulation (EU) No 537/2014° containing additional
requirements that relate specifically to statutory audits of PIEs in
addition to the ones stated in the Directive (hereafter referred to as
“the Regulation”).

As a result, the following ISAs have recently been amended or developed®:

Both the EU Directive and the Regulation entered into force on 16 June
2014. Member States have to adopt, publish and apply the measures
necessary to comply with the Directive by 17 June 2016°. Most provisions
of the Regulation shall also apply from 17 June 20167.

International Standards (ISAs)

A number of International Standards on Auditing® (ISAs) deal with
auditor communication. One of the IAASB's main priorities since 2011
has been to determine whether and how the suite of ISAs should be
amended to better accommodate stakeholders’ needs and enhance the
communicative value and relevance of the audit report.

ISA 700 (Revised), Forming an Opinion and Reporting on Financial Statements

ISA 701 (New), Communicating Key Audit Matters in the Independent Auditor's Report

ISA 260 (Revised), Communication with Those Charged with Governance

ISA 570 (Revised), Going Concern

ISA 705 (Revised), Modifications to the Opinion in the Independent Auditor's Report

ISA 706 (Revised), Emphasis of Matter Paragraphs and Other Matter Paragraphs in the Independent Auditor's Report

ISA 720 (Revised), The Auditor’s Responsibilities Relating to Other Information

Conforming Amendments to Other ISAs

2 Background information included in the following FEE factsheet : http://www.fee.be/images/Factsheet_Audit_Policy_1404.pdf

°  http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32014L0056&from=EN

& http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CONSLEG:2006L.0043:20080321:EN:PDF

5 http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32014R0537 &from=EN
62014 Directive, Article 2 (1)
72014 Regulation, Article 44

¢ ISAs are developed and issued by the International Auditing and Assurance Standards Board (IAASB), which is an independent standard-setting body. The structures and processes that support

the operations of the IAASB are facilitated by the International Federation of Accountants (IFAC).

¥ Accessible on the IAASB website at: www.iaash.org/auditor-reporting
1% Subject to Public Interest Oversight Board (PIOB) approval
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ISAs are applicable to all auditors’ reports issued as a result of an audit
of financial statements with some specific requirements applicable to
listed entities only. These requirements may be extended voluntarily to
all audits.

New and revised standards will be applicable for accounting periods

International Standards’ Comparability with the EU
Revised Legislation

The main differences between the EU and IAASB provisions are in
respect of the effective date and the scope of some of the proposals
that relate to PIEs (for the EU) as compared to listed entities (for the

ending on or after 15 December 2016. Early adoption is permitted.

IAASB).

In summary, the effective dates of the measures will be as follows:

The revised EU legislation applies from 17 June
2016. In practical terms, the first audit reports
following these new requirements are likely to
relate to financial years ending on 30 June 2017
and beyond.

The new and revised auditor reporting standards
will be applicable for accounting periods ending
on or after 15 December 2016. In practical terms,
the first audit reports following these new
requirements are likely to relate to the financial
years ending on 31 December 2016 and beyond.

Early application is possible under ISAs.

The practical impact of this difference is that,
for those countries that have adopted ISAs,
a number of the EU requirements that are
comparable with the new ISA requirements will

ISAs in the EU

Based on the Directive and Regulation, EU countries should, for all
statutory audits, require the use of ISAs adopted by the European
Commission (EC). EU law also empowers the EC to adopt ISAs at a
European level, but a timetable for this has not yet been set. In the
meantime, the Audit Directive provides that Member States may apply
national auditing standards.

Notwithstanding that many EU Member States have voluntarily already
adopted the ISAs at a national level, either without modification or with
a few national additions, formal adoption by the EC is still desirable for
a number of reasons, such as:

""" Reference is made to Article 26 of the Directive and Article 9 of the Regulation.

be adopted early.

¢ Some EU Member States, including large ones, have not yet adopted
ISAs voluntarily and are said to wait for EC adoption (France,
Germany and Portugal) and some are still in the process of full
adoption (Austria and Poland);

¢ Without an EU adoption mechanism, new and revised ISAs may be
adopted at different times or certain standards may not be adopted
at all in some jurisdictions resulting in a lack of harmonisation
throughout the EU; and

e EU-wide coordination and collaboration would enable the
establishment of more effective mechanisms to guarantee the
quality and acceptability of ISA translations.
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Although users still support the current pass/fail audit opinion, it is
important for the auditor to respond to the calls, mostly from investors,
for more informative audit reports with entity specific information.

General Requirements

EU Legislation

The minimum content requirements for the audit report, such as the
identification of the audited financial statements and the applicable
financial reporting framework, a description of the scope of the audit,
and the need for expressing an unqualified, qualified or adverse audit
opinion, are included in the 2013 Accounting Directive™.

In addition to these requirements included in the Accounting Directive,
the updated text of the Audit Directive provides measures to enhance
investors” understanding of the audit process. The most significant
change is the requirement for the auditor to report in the event that the
auditor identifies a material uncertainty related to going concern.

The Audit Directive also includes a Member State option to add any
further requirements™ in relation to the content of the audit report.
Before adding further general requirements to the content of the audit
report, Member States should weigh expected benefits relative to the
administrative burden that may be triggered by applying this option.

International Standards (ISAs)

The minimum general requirements are included in ISA 700 (Revised).
ISA 700 (Revised) also requires the auditor to form an opinion on
whether the financial statements are prepared, in all material respects,
in accordance with the applicable financial reporting framewaork and
are fairly presented. In performing an audit, the auditors may also be
required to comply with legal or regulatory requirements in addition to
the ISAs. The ISAs do not override law or regulation that governs an
audit of financial statements. ISA 700 (Revised) foresees the inclusion of
a section headed ‘Report on Other Legal and Regulatory Requirements’
to include reporting on national specificities, where applicable.

The main changes included in this revised standard are as follows:

e The auditor’s opinion is now required to be presented first in the
report, and all sections to have a subheading to enhance readability
and better structure the audit report. The ISAs also allow for the use
of a specific layout or wording of the audit report if prescribed by
law or regulation in a jurisdiction, provided that certain minimum
elements are included;

¢ |mprovements to enhance transparency or clarify responsibilities, such
as a statement about the auditor’s compliance with independence
and other ethical responsibilities, the naming of the engagement
partner (but only for listed entities), an improved description of the
auditor responsibilities and key features of the audit, as well as a
description of management and auditor’s responsibilities for going
concern;

e A new section in the audit report to address other information when
such information is presented with the audited financial statements
(see below); and

¢ As applicable, information relating to going concern issues (see
below).

International Standards’ Comparability with the EU
Revised Legislation

A statutory audit performed in compliance with the ISAs will generally
meet the requirements introduced by the recent EU legislation. Specific
EU or national content will be disclosed. As detailed hereafter, the EU
text requires an opinion on whether the management report has been
prepared in accordance with the applicable legal requirements. The
relationship to the work effort and reporting required under ISA 720
(Revised) is analysed below. The revised ISAs go a step further in terms
of format and clarifications about auditor’s responsibilities, but they are
otherwise broadly consistent with the revised EU legislation.

Material Uncertainty Related to Going Concern
EU Legislation

One of the significant new requirements imposed on all statutory audits
is to provide “a statement on any material uncertainty relating to events

12 Article 35 of the 2013 Accounting Directive, replacing the 4™ and 7™ Directives, accessible at: http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:1:2013:182:0019:0076:EN:PDF

132014 Directive, Article 28 (2)
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or conditions that may cast significant doubt about the entity’s ability to
continue as a going concern”'* in the audit report. This disclosure is only
required when the auditor has identified such material uncertainty.

International Standards (ISAs)

ISA 570 (Revised) deals with the way in which auditors may have to
report on going concern. Under this ISA, the objectives of the auditor
are to:

¢ Obtain sufficient appropriate audit evidence and conclude on the
appropriateness of management's use of the going concern basis of
accounting in the preparation of the entity’s financial statements;

¢ (Conclude, based on the audit evidence obtained, whether a material
uncertainty exists related to events or conditions that may cast
significant doubt on the entity’s ability to continue as a going concern;
and

¢ To report in accordance with the ISA.

When a material uncertainty about going concern is adequately disclosed
in the financial statements by management, the audit report should
include a separate section “Material Uncertainty Related to Going
Concern” without modification of the audit opinion. If such uncertainty
is not disclosed by management, the auditor has to express a qualified
or adverse opinion.

When a close-call has arisen from events or conditions that may cast
significant doubt on the entity’s ability to continue as a going concern,
but ultimately a conclusion is taken that there is no material uncertainty,
ISA 570 (Revised) now requires the auditor to evaluate whether, in view
of the requirements of the applicable financial reporting framework,
the financial statements provide adequate disclosures of these events
and conditions. ISA 701 observes that matters relating to the auditor's
conclusion regarding going concern issues arising from the work effort
under ISA 570 (Revised) could also be considered a key audit matter
(KAM — see below). No additional reporting is required when no going
concern issue is identified.

For all audit reports, an enhanced description is also required on the
respective responsibilities of management and the auditor in relation to
going concern.

142014 Directive, Article 28 (2) (f)

International Standards’ Comparability with the EU
Revised Legislation

Both requirements linked to a material uncertainty related to going
concern are likely to result in equivalent disclosure in the audit report.
They will only result in disclosure in a separate section of the audit
report when the auditor concludes that a material uncertainty exists
relating to events or conditions that may cast significant doubt on the
entity’s ability to continue as a going concern. The descriptions of the
respective responsibilities as required by ISA 700 (Revised) are an add-
on in comparison to the EU requirements.

Even if the auditor is generally not in a position to communicate
information to the public that the management of the audited
company has not disclosed itself, the auditor does perform
work with regard to management's going concern assumptions
and is therefore well placed to communicate more on this area.

The key issues reside in cases where:

¢ A close-call has arisen from events or conditions being
identified, butultimately a conclusionis takenthatthereis no
material uncertainty following debate between the auditor
and management. In such cases, the auditor is required
to evaluate the adequacy of management's disclosure of
these events or conditions in view of the requirements of
the applicable financial reporting framework. In addition,
the auditor might communicate this as a KAM; or

¢ Material uncertainties have been identified by the auditor,
but nothing has been disclosed by management. In these
cases, the auditor has to express a qualified or adverse
opinion.

Accounting standards will also need to be enhanced to
provide more requirements and/or guidance on management
disclosures related to going concern®. Whether this would
ever result in a requirement for entities to explicitly include
comments on its going concern assumptions in its annual
report and for its auditor to report on it, is a matter for later
consideration.

' Although not authoritative, according to a recent agenda decision of the IFRIC Interpretations Committee, the company's decision regarding going concern could qualify as an IAS1 significant

judgements that should be disclosed.
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Other Information Accompanying the Financial
Statements and the Auditor Work Thereon

EU Legislation

In the Accounting Directive', it is now required for the statutory auditor
to:

e Express “an opinion” on whether the management report' is
consistent with the financial statements and prepared in accordance
with the applicable legal requirements; and

e State whether, based on the auditor’s knowledge and understanding,
there are any material misstatements in the management report.

International Standards (ISAs)

ISA 720 (Revised)'® also includes new requirements related to auditor
reporting. In the revised ISA, the auditor is required to read and consider
other information'®, and take appropriate actions. The report needs to
include either a statement that there is nothing to report or, if the auditor
has determined that there is an uncorrected material misstatement of
the other information, a statement describing any uncorrected material
misstatement of other information. The auditor should also “remain
alert” for indications that the other information not related to the
financial statements or the auditor's knowledge obtained in the audit
appears to be materially misstated.

International Standards’ Comparability with the EU
Revised Legislation

In ISA 720 (Revised), “other information” may encompass a wider scope
of material published by the entity than the “management report”, as
referred to in the EU legislation.

The work effort required by ISA 720 (Revised) is explicit whereas the
EU legislation does not include a specific provision about the work
effort. For instance, further consideration needs to be given to the work
effort necessary to provide the opinion required by the Accounting
Directive as referred to in the first bullet point above and what users’
interpretation would be of this required opinion. Both EU and IAASB
reporting requirements clarify the auditor’s role on other (non-financial)
information, adding therefore value to the report users.

162013 Accounting Directive, Article 34

To Support the Audit Opinion Itself
EU Legislation - applicable to PIEs

According to the new Regulation provisions®, in support of the audit
opinion, the audit report of PIEs shall provide the following:

e A description of the most significant assessed risks of material
misstatement, including assessed risks of material misstatement due
to fraud;

¢ A summary of the auditor’s response to those risks; and
¢ Where relevant, key observations arising with respect to those risks.

The audit report should also explain to what extent the statutory audit
was considered capable of detecting irregularities, including fraud, as
well as confirm that the audit opinion is consistent with the additional
report to the audit committee. No further reference to this report to the
audit committee should be made apart from this confirmation.

Member States are given the option to include additional requirements
in relation to the content of the audit report for audits of PIEs. Due to
existing national specificities, many Member States have already added
national reporting requirements to their audit reports. Before adding any
further general requirements to the content of the audit report, Member
States should consider the administrative burden that may be triggered
by applying this option weighed against the benefits.

FEE welcomes the approach taken by the EU policy makers
to enhance public auditor reporting in a meaningful way. In
particular, the inclusion of these key observations enhances
the informative value of the audit report for its users. A similar
approach is already applied in France and in the UK and will
also be applicable in the Netherlands for periods ending on
or after 15 December 2014 (already applicable on a voluntary
basis).

"7 The management report used to be called “annual report” in the previous EU text, but the disclosures requirements are almost identical for the entity.

'8 Subject to PIOB approval of due process followed

19 Defined in ISA 720 (Revised) as financial or non-financial information (other than financial statements and the auditor’s report thereon) included in an entity’s annual report

02014 Regulation, Article 10 (2)
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International Standards (ISAs) - applicable to listed
entities

Communicating KAMs in the independent audit report is required for
listed entities by the IAASB in the new ISA 701. It may also be required by
law or regulation or provided voluntarily by the auditor for other entities.

In determining matters that required significant auditor attention, the
auditor is required to consider:

¢ Areas of higher assessed risk of material misstatements or significant
risks (risks requiring special audit consideration);

¢ Significant auditor judgements relating to areas of significant
management judgement (e.g. complex accounting estimates); and

e [Effects of significant events or transactions on the audit.

From matters that required significant auditor attention, the auditor is
required to determine which of these were of most significance in the
audit and, therefore, KAMs to be included in the audit report. ISA 701
provides guidance to assist the auditor in making this determination.

In most cases, a KAM will relate to significant or complex matters
disclosed in the financial statements, but they are not limited to
these. The auditor is not precluded from disclosing a matter that is not
disclosed in the financial statements. However, the auditor should seek
to avoid providing original information about the entity that would be
inappropriate for the auditor alone to disclose.

As for fraud risks that may cause a material misstatement in the financial
statements, the audit work based on ISAs already addresses these
potential risks. ISA 2407 requires considering fraud and maintaining a
certain level of professional scepticism during the whole audit to cover
this risk and specifically requires the auditor to:

¢ |dentify and assess the risks of material misstatement of the financial
statements due to fraud;

¢ (btain sufficient appropriate audit evidence regarding the assessed
risks of material misstatement due to fraud, through designing and
implementing appropriate responses; and

ISA 240 The Auditor's Responsibilities Relating to Fraud in an Audit of Financial Statements
Reference is made to ISA 315, Identifying and Assessing Risks of Material Misstatements where, after having obtained and documented an understanding of the entity including its internal

¢ Respond to fraud or suspected fraud identified during the audit. This
response may or may not include appropriate disclosure in the audit
report.

International Standards’ Comparability with the EU
Revised Legislation

Whilst the wording in the EU text is not the same as in ISA 701, the
outcome could generally be expected to be the same. Due to the fact that
the concept of ‘identifying and assessing risks of material misstatements’
used in the EU text comes from the ISAs?, both methods should result in
similar matters being communicated. As explained above, an ISA audit
report might also disclose matters that are not included in the financial
statements, if such matters are determined to be KAMs in accordance
with ISA 701.

Other Disclosures Requirements

EU Legislation

Other disclosure requirements are linked to the newly introduced
provisions on mandatory audit firm rotation and prohibition of certain
non-audit services?:

¢ |nconnection to the auditor rotation, the report has to include specific
information about the auditor appointment, such as the appointing
body, the date of appointment and the period of uninterrupted
engagement?; and

¢ The auditor needs to declare that none of the prohibited non-audit
services were provided to the audited entity and that the independence
of the auditor was maintained. In connection to this statement, any
other services provided by the statutory auditor or audit firm to the
audited entity and its controlled undertaking(s) should be disclosed in
the audit report if not already disclosed in the management report or
the financial statements®.

control, the auditor is in a position to identify and assess the risks of material misstatement, which should be done at the financial statement level, and at the assertion level for classes of
transactions, account balances and disclosures. The point of the risk assessment is to provide a basis for designing and performing further audit procedures.

2014 Regulation, Article 17 and 2014 Regulation, Article 5, respectively
These topics have been addressed in previous FEE Briefing Papers:

- The Appointment of the Auditor and the Duration of the Audit Engagement, accessible at: http://www.fee.be/images/publications/auditing/BP_140825_-_Appointment_of_the_Auditor.pdf; and
- Provision of Non-Audit Services to Public-Interest Entity Statutory Audit Clients, accessible at: http://www.fee.be/images/publications/auditing/BP_140825_-_Provision_of_NAS.pdf

2014 Regulation, Article 10 (2)
2014 Regulation, Article 10 (2) (f) and (g)

S
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Further requirements on the audit report are connected to the specific
situation where more than one auditor performs the audit. In such cases,
the auditors have to agree on their conclusions and submit a joint report
and opinion. In case of disagreement between the auditors performing
a joint audit, they should still submit only one audit report, but each of
them should include their opinion in separate paragraphsZ.

International Standards’ Comparability with the EU
Revised Legislation

ISA requirements do not cover these EU additional disclosure
requirements linked to other provisions. These will therefore constitute

EU Legislation

The additional report to the audit committee was already required by the
2006 SAD for PIE audits where the statutory auditor or audit firm reports
to the audit committee on key matters arising from the statutory audit,
and in particular on material weaknesses in internal controls with regard
to the financial reporting process.

Some information gathered by the auditor during the audit is directly
relevant to governance responsibilities and is submitted to those
charged with governance of the entity via the additional report to the
audit committee. Alongside other communications and discussions

unique EU disclosures to be included under the section headed “Report
on Other Legal and Regulatory Requirements” as discussed above.

FEE fully supports an audit report that is more informative,
user friendly and easier to understand. A report prepared
under ISA 700 (Revised) is generally compatible with EU
legislation and auditors who have to comply with both sets
of requirements will not need to produce two differing sets
of audit reports. FEE is pleased to observe how close both
final requirements have ended up. Comparability is important
for investors and global markets and thus it is desirable for
the audit report to remain as consistent as possible across
jurisdictions.

between the auditor and the audit committee, this additional report to
the audit committee contributes to strengthening the communication
between both parties.

In many EU countries, more specific requirements on communications
from the auditor to the audit committee and/or those charged with
governance have been in place for many years. In 2012, FEE carried out
a survey on the functioning of audit committees?. This survey revealed
that even if in some countries the communication was more formalised
than in others (e.g. a special long form report), information sharing by the
external auditor to those charged with governance was effective (e.g. in
formal presentations to the audit committee).

The Regulation formalises and expands the content of this report with the following set of requirements?:

A declaration of independence and a confirmation that independence requirements were fulfilled by any other auditor or external expert

participating in the audit (where relevant)

An identification of each key audit partner involved in the audit (where relevant)

A description of the frequency and nature of the communication between the statutory auditor or audit firm and the audit committee, management

and/or supervisory board, including dates of meetings

A description of the scope and timing of the audit

A distribution of tasks between more statutory auditors (where relevant)

%2014 Directive, Article 28 (3)

7 We refer to pages 43 to 46 of the FEE discussion paper accessible at : http://www.fee.be/images/Discussion_Paper_on_Audit_Committees_120615.pdf

%2014 Regulation, Article 11(2)
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A description of the methodology used, including which categories of the balance sheet have been directly verified and which have been based on

system and compliance testing

A disclosure of the quantitative level of materiality applied to perform the statutory audit for the financial statements as a whole and, if applicable,
the materiality level or levels for particular classes of transactions, account balances or disclosures

An explanation on the judgments about events or conditions identified during the course of the audit that may cast significant doubt on the entity's
ability to continue as a going concern and whether they constitute a material uncertainty

A report on any significant deficiencies in the internal financial control system, as well as in the accounting system. For each significant deficiency,
the additional report shall state whether or not the deficiency in question has been resolved by the management

A report on any significant matters involving actual or suspected non-compliance with laws and regulations or articles of association, which were
identified during the course of the audit, in so far as they are considered to be relevant in order to enable the audit committee to fulfil its tasks

An assessment of the valuation methods applied to the various items in the annual or consolidated financial statements, including any impact of

changes of such methods

An explanation of the scope of consolidation (where relevant)

An identification of the work performed by third country auditors (where relevant)

A report on any significant difficulties encountered during the audit, any significant matters arising from the audit that were discussed, or subject
to correspondence with management or any other matters arising from the statutory audit that in the auditor's professional judgement are

significant to the oversight of the financial reporting process

Member States are given the option to impose additional requirements
on the content of the report to the audit committee, to require the report
be submitted to the administrative or supervisory body of the audited
entity, and to also allow disclosure of this report to any third parties.

International Standards (ISAs)

ISAs include requirements and more detailed guidance on the
communication between the external auditor and those charged with
governance® in ISA 260 (Revised) and ISA 265%, as well as within a
number of individual ISAs®",

ISA 260 (Revised) underlines the need for an effective and timely two-
way communication between the external auditor and those charged
with governance. The matters that the auditor should communicate
according to the related ISAs are:

¢ The scope of the auditor's responsibilities in relation to the audit of
the financial statements;

¢ Planned scope and timing of the audit, including communicating
about the significant risks identified by the auditor;

¢ Significant findings from the audit;

% Include the board and the audit committee. “Those charged with governance” is defined as person(s) or organization(s) (e.g., a corporate trustee) with responsibility for overseeing the strategic
direction of the entity and obligations related to the accountability of the entity. This includes overseeing the financial reporting process. For some entities in some jurisdictions, those charged
with governance may include management personnel, for example, executive members of a governance board of a private or public sector entity, or an owner-manager. (source: ISA 260

(Revised))

%0 ISA 260 (Revised) Communication with Those Charged with Governance and ISA 265 Communicating Deficiencies in Internal Control to Those Charged with Governance and Management

S See appendix 1 of ISA 260 (Revised)
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e Matters related to auditor independence; and

e Significant deficiencies in internal control identified by the auditor
during the audit.

International Standards’ Comparability with the EU
Revised Legislation

The EU requirements regarding communication with the audit committee
are much more specific than ISA 260 (Revised), which is primarily
principles-based. While ISA 260 (Revised) requires a number of specific
communications with those charged with governance for all audits, it
allows flexibility for this communication to be made orally. There is no
requirement at international level for the statutory auditor to provide the
audit committee or any supervisory board with a formal additional report
dealing with all matters to be communicated. Whilst many of the matters
that are required to be communicated are broadly comparable, the level
of detail prescribed differs. The EU legislation also has some specific
requirements not covered by the ISAs, for instance the ones included in
the 2014 Regulation, Article 11 (2) (b), (c) and (f) on the involvement of

Communication on Irregularities
and Reporting to Supervisors

EU Legislation

In general terms, the audit report shall explain to what extent the
statutory audit was considered capable of detecting irregularities,
including fraud®.

When such irregularities are suspected by the auditor of a PIE, this
should be communicated to the audited entity. The entity should then
investigate the matter and take measures to mitigate and prevent these
irregularities. If the entity refuses to do so, the auditor should inform the
authorities, which should not constitute a breach of any contractual or
legal restriction on disclosure of information®,

Statutory auditors of PIEs are required by the Regulation to report to the
supervising competent authorities the following®:

%2 2014 Regulation, Article 10 (2)
%2014 Regulation, Article 7

% 2014 Regulation, Article 12 (1)
% 2014 Regulation, Article 12 (3)
%2014 Regulation, Article 12 (2)

10

key audit partners and other auditors, as well as Article 11 (2) (g) on the
methodology applied and categories of testing.

FEE believes that enhanced communication between
the auditor and the audit committee is beneficial to both
parties in the discharge of their respective duties. With due
consideration to its content, this additional report is already
common practice in many Member States and supports a
value-added relationship between the auditor and the audit
committee. FEE does not advise Member States to take
advantage of the option to extend the content of this additional
report to the audit committee. Additional information could
address business needs on a case by case basis and could
be provided voluntarily. The submission of the report to the
administrative or supervisory body is acceptable. However,
disclosing the report to outside parties would contradict the
nature of the report, which is intended for internal governance
use only. On the other hand, information communicated from
the audit committee to the public could be beneficial.

¢ A material breach of the laws, regulations or administrative provisions
which lay down, where appropriate, the conditions governing
authorisation or which specifically govern pursuit of the activities of
such PIE;

¢ A material threat or doubt concerning the continuous functioning of
the PIE; and

e A refusal to issue an audit opinion or the issuing of an adverse or
qualified opinion.

Member States have the option to add to this list of requirements.

The disclosure of information to competent authorities or other
supervisors can only be done if it does not violate any legal restrictions
on confidentiality®® and should only be used in exceptional cases. The
rationale behind reporting to the supervisor is to establish an effective two
way dialogue between supervising competent authorities and auditors.
Both parties, the auditor and the supervisor, should be responsible for
establishing such dialogue®.
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International Standards (ISAs)

With respect to irregularities, ISAs focus on the detection of fraud in the
course of the audit of financial statements. In the audit report, a section
describes the auditor’s responsibilities which are to identify and assess
the risks of material misstatement of the financial statements, whether
due to fraud or error; to design and perform audit procedures responsive to
those risks; and to obtain audit evidence that is sufficient and appropriate
to provide a basis for the auditor's opinion. In addition, ISA 240 requires
the auditor to communicate on a timely basis a fraud identified or
information that indicates that a fraud may exist to those who are
primarily responsible for prevention and detection of such irregularities.
In exceptional circumstances, the auditor may be legally obliged to breach
client confidentiality and communicate the suspicion outside the entity.

According to ISA 250¥, when carrying out an audit of financial statements,
the auditor should also report any non-compliance with laws and
regulations to those charged with governance that come to the auditor's
attention during the course of the audit, except when these matters are
clearly inconsequential. However, if the auditor suspects an involvement
of those charged with governance, the matter should be escalated.
The auditor has to determine whether the non-compliance should be
communicated outside the entity.

International Standards’ Comparability with the EU
Revised Legislation

The EU requirement on how the audit could detect irregularities including
fraud is covered by performing the working and reporting procedures
included in ISA 240 and by describing the corresponding auditor's
responsibilities in the audit report following ISA 700 (Revised). The auditor
will use professional judgement to determine if there is a need or not for
any more specific disclosures in the audit report.

The profession is currently on a journey towards implementing the
new European and international requirements concerning auditor
communication.

The changes introduced, especially the requirement to describe in the
audit report the most significant assessed risks of material misstatement,
are particularly momentous in that they will enable the profession to
provide more meaningful and transparent information to stakeholders.
These changes represent key historical steps towards improving the way

57 1SA 250 Consideration of Laws and Regulations in an Audit of Financial Statements
% 2014 Regulation, Article 13

The comparability related to communication of irregularities and reporting
to supervisors is limited. The EU requirements form part of a legal instrument
and, when applied in EU Member States, can be more extensive. They can
provide protection for the auditor employment situation, personal safety
and liability, like other “whistle-blower” legislation in general. Standards
or codes dealing with suspicion of irregularities cannot, by essence, provide
for such protection. Therefore, ISAs cannot be expected to adequately deal
with such measures other than on a broader principles-based level.

Transparency report
EU Legislation

A transparency report is anather means for the auditor to communicate to
the public. This report should be publicly available on the website of audit
firms carrying out audits of PIEs within four months after the end of each
financial year and be available for at least five years.

The requirements placed upon the content of the transparency report,
which were already included in the 2006 SAD, have been removed from
the Directive and are now included in the Regulation®.

In addition to the original requirements such as information on the legal
structure and ownership of the audit firm, a description of the internal
quality control system and information concerning partners’ remuneration,
higher emphasis is now placed upon the information relevant to auditors’
belonging to a network and categories of revenues.

International Standards (ISAs)

The audit firms are not required to produce transparency reports under
ISAs.

auditors communicate the value of their work and FEE anticipates that,
as auditors gain experience from practice, this will continue to evolve.

It is worth emphasising that a report prepared under ISAs, whilst not
mirroring, will be compatible with the EU legislation and auditors who
have to comply with both sets of requirements will not need to produce
two differing sets of reports. Comparability is important for investors
and global markets and FEE firmly believes that the audit report should
remain as consistent as possible across jurisdictions.
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Briefing Paper
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FEE is a Regional Organisation of IFAC, the International Federation of Accountants

FEE (Fédération des Experts-comptables Européens — Federation of European Accountants) is an international non-profit
organisation based in Brussels that represents 47 institutes of professional accountants and auditors from 36 European

countries, including all of the 28 EU member states.

FEE has a combined membership of more than 800,000 professional accountants, working in different capacities in public practice,
small and large accountancy firms, businesses of all sizes, government and education — all of whom contribute to a more efficient,

transparent and sustainable European economy.
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