IAASB Main Agenda (June 2004) Page2004-1073  Agenda Item

8-E

Analysis of comments
Other Issues

Objectivesof Agendaltem

To review significant issues raised by commentators on matters not yet raised in the previous
agenda papers and agree on the resolution of these significant issues.

The issues have been categorized in the three categories. The Task Force would likethe Board's
view in Copenhagen, in particular, on theissuesin Sections A and B asthese issues could have a
significant influence on the way forward. The proposed issuesin Section C and/or the responses
to them are, in the Task Force's view, less controversial. The Task Force would welcome any
comments on the proposed responses to these issues, but recognize that there might not be
sufficient time at the meeting to discuss them in detail.
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A.1l. Leve of prescription

Three respondents (IOSCO, JICPA and RR) make similar comments regarding the devel opment
of the standards.

IOSCO note concern surrounding clarity of ISAsin general, observing that the required actions
of the auditor are “ now expressed in | SAs through a combination of bold and gray lettering and
use of drafting conventions, but ...are concerned that the existing approaches are not
consistently understood by auditors and others who use the standards.” 10SCO note they have
observed differences in interpretation of the present formats and conventions even among
members of the IAASB in Board meeting discussions, and it is not always clear to them what is
intended to be arequirement in the standard. RR similarly suggests that by using language that
is imprecise the reasoning behind the words is not clear. IOSCO urge the Board to address the
clarity of standards issue as a matter of priority.

JCPA aso make a comment that applies to the ISAs in generd. They argue that the IAASB
should be flexible in its interpretation of convergence and that convergence should be made
based, not on the form of trandation, but on the substance of the national auditing standards
which reflect the intention of the ISAs.

With respect to the interpretation of this1SA in particular, anumber of respondents supported the
objective of making audit reports consi stent and more understandabl e and applauded the IAASB
principle of consistency in content and layout of the wording of the auditor’ s report.

|OSCO observe, however, that it isunclear to them if the requirements for certain statementsto
appear in the auditor’ sreport are requirements for the exact wording, or whether the standard is
only stating that these subjects or elements must be included in a statement made. They note
that although paragraphs 14 and 57 seem to indicate that the wording used in the ISA isto be
adopted in the absence of any national requirement to the contrary, those paragraphs arein grey
lettering and are not mandatory. They add that if theintent isthat only the exact wording shown
inthe bold lettered paragraphs should be used in the auditor’ s report, their members would be
concerned that thisistoo high alevel of prescription.

ACAG aso seek clarity on the level of prescription. In particular, they ask that the |SA clearly
state whether variations, such as the “plain English” presentation used in some jurisdictionsin
Australia, are either acceptable or unacceptable. Those reports use words that vary from thosein
the 1SA but still address each of the el ements. Those reports also put the opinion paragraph first
because it represents the most important piece of information to readers of the report.

While supporting consistency in the |SA audit report wording in principle, some respondents
expressed concern that it might discourage additional wording that is viewed as necessary in
certainjurisdictions. In particular, five respondents (FEE, PwC, ICAS, LSCA, MICPA) notethat
wording to define the scope and limitations of the auditor’s duty of care may be necessary in
jurisdictions where the legal and regulatory definitions are not sufficient on their own without
clarification. The respondents note that the * silence” in the proposed revised | SA with respect to
whether or not including additional wording is permissible could be interpreted as allowing
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explanatory wording to be added. The respondents are concerned, however, that some may argue
that including additional wording does not seem to be in the “spirit” of the ISA and, for that
reason, they ask for the 1SA to explicitly acknowledge that additional wording can beincludedin
such circumstances. The respondents accept that the ISA does offer guidance where the auditor
has responsibilities to report on other matters but this guidanceis not directly applicable because
it is made very clear in the revised ISA that those matters are separate from the auditor’s
responsibility to report on the financial statements.

DISCUSSION
There are two aspects to this issue.

First, the level of prescription that IAASB intendsfor content, layout and wording of ISA audit
reports (i.e., for audits conducted in accordance with |SAs alone). Responses indicate that the
ISA was not sufficiently clear in its intent in this regard.

Second, even if the“ standard” wording of an | SA audit report were to be mandated, the extent to
which the ISA should alow flexibility for additional wording that may be appropriate in
particular circumstances.

On thefirst point, the Task Force continuesto believe that consistency in the content, the layout
and the wording of the auditor’s report when the audit has been conducted in accordance with
the ISAsisdesirable. It promotes credibility in the global marketplace by making more readily
identifiable those audits that have been conducted in accordance with globally recognized
standards. Infact, one respondent (PwC) points out that the two- part reporting model should be
mandated for an audit conducted in accordance with | SAs alone rather than being the preferred
way to clearly identify and distinguish the other reporting responsibilities. Given the degree of
support in the responses for the two- part reporting model, the Task Force agrees with this point.

With respect to the second issue, the Task Force considered the following two examples of
circumstances for which flexibility might be justified in the IAASB reporting model.

From the United Kingdom perspective, there is a strong desire to ensure that the guidance
remains flexible enough to alow the “Bannerman” wording. Judgment was madein aUK Court
that in the case of Royal Bank of Scotland v Bannerman, auditors could owe a duty of carein
respect of their audit opinion to their client's lending bank based on knowledge deemed to have
been acquired as part of performing necessary audit work required by auditing standards even
though there had not been contact between the bank and the auditor. The court held that if the
auditors had disclaimed liability to the bank then there would have been no duty of care, but the
absence of such adisclaimer, when one could have been made, was akey factor in deciding that
a duty ought to exist. With this ruling in the public domain, the auditor’s duty of care in this
jurisdiction now remains uncertain if thereisnot adisclaimer in the auditor’ s report. Asaresult,
legal counsel advised that UK audit reports should include an appropriate disclaimer and UK
audit reports now ordinarily include disclaimer wording in the description of the auditor’s
responsibilities. If prevented from including this wording in the audit report, IAASB may
inadvertently expose auditorsin the UK to unreasonable liability — beyond that intended by the
relevant national law or regulation.
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In France, the auditor’s report needs to be flexible enough to respond to a new statutory

obligation, set out in the first two subparagraphsof Article L.225-235 of the Code de Commerce
(French Commercial Code), to provide a“justification for the auditor’ s assessments’. Thisisa
requirement for auditors to explain in their report the basis for the opinion they are expressing
and to provide their judgment on significant choices made with regard to accounting policies,
particularly when important decisions were made during the year. A Technical Opinion issued
by CNCC proposesthat the auditor should present the justification of assessmentsin a separate
second section, after the opinion paragraph.

The Task Force recognizesthat thereisavery strong argument that the current guidance will not
meet the needs of those jurisdictions where it is necessary to address such netters in the
auditor’s report. While national legal or regulatory issues should not drive ISA development,
failing to allow for such circumstancesin the ISAs might ultimately affect ajurisdiction’ s ability
to adopt the |SAs and the auditor’ s ability to comply with the ISAs.

For these reasons, the Task Force suggest that | SA 700 acknowledge that, in certain jurisdictions,
it may be appropriate — and, indeed, in the public interest — to expand the “standard” ISA audit
report wording to accommodate these various provisions. The question is how best to
accommodate that flexibility while continuing to promote consistency in an ISA audit report.

Some respondents made suggestions of how the IAASB might address the various examples
noted above, (for example, in the case of the “Bannerman” wording, by introducing in the
discussion of "addressee” in paragraph 18 the ability to add further explanation in the audit
report of to whom the report is addressed). However, accommodating individually the provisions
of different jurisdictionswould be difficult at best and could result in different ad hoc solutions
to different circumstances, undermining the goal of consistency.

Another aternative — the alternative supported by the mgjority of the Task Force —is to be
prescriptive in thewording of thefirst part of the auditor’ sreport (i.e., the report wording up to
and including the auditor’ s opinion on the financial statements), but then to introduce the ability
to include a section after the auditor’s opinion to address any unique circumstances in a
particular jurisdiction that relate to the audit of financia statements rather than to other reporting
responsibilities. While this might not be the preferred location for the additional wording in all
jurisdictions, it has the advantage of keeping the ISA audit report wording intact. This was the
main argument in support of using the two-part reporting model for other reporting
responsibilities too (which, as noted above, was well-received by respondents). The new section
envisaged would, if deemed necessary in a particular jurisdiction, form part of the auditor’s
report on the financial statements and, therefore, would precede the section on other reporting
responsibilities.

A different circumstance when flexibility may be required is when law or regulation mandates
specific wording. For example, one respondent (DCCA) noted that one of the elements of the
proposed revision to the EU 4th Directive isarequirement that there should be areferenceto the
financia reporting framework in the introductory paragraph of the audit report (4th Directive
Article 51a). While the proposed audit report wording in the Exposure Draft includes references
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to the financial reporting framework, the reference is not in the introductory paragraph. The
financial reporting framework is referred to in management’ s responsibilities (and was believed
to be important in the context of that paragraph) as well as in the auditor’s opinion. A further
reference in the introductory paragraph was viewed as being repetitive. Furthermore, in the
current construct of the wording of the introductory paragraph, there is not obvious place to
include a reference to the financia reporting framework.

Paragraphs 56 and 57 already provide flexibility when the auditor is obliged by national law or
regulation to use alayout or wording in the auditor’ sreport that differs from that described in the
ISA. This would appear to address this circumstance. There will also be ongoing discussions
with the EC on the audit report wording and the proposed requirement in the 4™ Directive can be
included in those discussions.

Task Force Recommendation:

Guidance should be expanded to accommodate the legal and regulatory provisions of different
jurisdictions. However, from the perspective of global convergence, the principle of consistency
in content and layout of the wording of the auditor’ s should be upheld. Therefore, the Task Force
recommends that the guidance be reworded so thereit is clear that the wording of the auditor’s
report on financia statements up to and including the opinion paragraph is consistent with the
illustrative audit report. Then to accommodate the additional national reporting requirements,
introduce new guidance that allows auditors to include a second section of the audit following
the opinion paragraph report (and before the auditor’ s report on other reporting responsibilities).

A.2: Respectiveresponsibilities of management and the auditor

Four respondents (BASEL, FEE, ICAS and JICPA) commented on the respective responsibilities
of management and auditor.

Three respondents (FEE, ICAS and JCPA) argue that the revised ISA isinconsistent in how it
describes, and uses the description of, the respective responsibilities of management and the
auditor (in particular, in ISA 200, in paragraph 9 of ISA 700 and in the wording of the auditor’s
report). A particular concern isthat the responsibilities of the auditor should not be wider than
those of management.

Respondents also offered suggestions of additional responsibilities that could be included. For
example, the following suggestions were made:

The description of management's responsibility for the fair presentation of the financial
statements in the auditor’s report should explicitly include responsibility for disclosures.
Paragraph 9 in ISA 700 should include consideration of management’s selection of
accounting policies used and the reasonableness of accounting estimates so that it is
consistent with the description of management’s responsibilities in the auditor’s report.
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The auditor’ s report should include areference to management’ s responsibility to assessthe
entity’ sability to continue as agoing concern (and, correspondingly in the description of the
auditor’ sresponsibilities, areference to evaluating the appropriateness of management’ s use
of the going concern assumption).

The description of management’ s responsibilities should include specific reference to fair
value estimatesin order to emphasi ze the importance of management’ sresporsibility in this
area.

The description of management’s responsibilities should refer to management’s
responsibility for compliance with relevant laws and regulations, particularly when the
auditor isincluding a report on other legal and regulatory requirements.

ACAG also propose that the auditor’s report should include clarification of the scope of
management’ s responsibilitieswith respect to internal control, but did not provide suggestions of
the clarification that they believed could be useful.

BASEL suggested that the auditor's report should clearly identify that management’s
responsibility is summarized and represents only a component of the overall responsibilities
discussed in the management report. For example, they suggest that the report should clarify that
management’ s responsibility for internal controls related to financial reporting are only one
component of the comprehensive system of controlsrequired to be maintained by management.

Three respondents (APB, FSR and RR) argued including a description of the management’s
responsibilities in the auditor’s report is not necessary in circumstances when management
prepares a separate management report. Both FSR and APB argue that the auditor should have
the option to refer to the “management report” in the annua report where management
responsibilitiesarelaid out in full. Some of the reasons given by APB and other respondentsfor
not mandating a description of management’ s responsibilities include:

The IAASB does not have the authority to mandate what management’s responsibilities
either are or should be.

In many jurisdictions management has extensive responsibilities with respect to other legal
and regulatory requirements. The possibility of having management’s responsibilities
described intwo placesin the auditor’ s report is unattractive to readers and will add unduly
to their length.

The degree of prescription in the proposed wording may limit the range of entities to which
the requirements of the ISA can be applied in particular jurisdictions.

Establishing the responsibilities as bold letter paragraphs may inhibit the evolution of
management’ s responsibilities being appropriately reflected in auditor’s reports.

If included, management’ s responsibility should be described in full whichwould lengthen
the report considerably.

DiSCUSSION

The most significant challenge to the approach taken in the ED is the APB’s assertion that
IAASB does not have the authority to mandate management’ sresponsibility. However, the Task
Force continues to believe that the auditor should be entitled to share with the addressee those
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management’ s requirements that are reflected in national law or regulations. While the proposed
description of management’s responsibilities in the Exposure Draft might not use the exact
wording found in aparticular jurisdiction’ s national law or regulations, responses did not suggest
that the proposed description exceeded management’s responsibilities in any jurisdiction.
Respondents did provide suggestions for additional wording, but none of the responses argued
that the proposed description included responsibilities that are not responsibilities of
management in their jurisdiction.

The proposed wording in the Exposure Draft describes the responsibilities of management that
are prerequisitesto enabling the auditor to conduct an audit in accordance with | SAs—in effect,
describing management’s responsibilities from the auditor’s perspective. This is important
because it provides a basis for comparing management’s responsibilities with those of the
auditor.

For these reasons, the Task Force does not support the arguments put forward by FSR and APB
for eliminating the description of management’s responsibilities in the auditor’s report or for
limiting it to a cross reference to a report by management. The Task Force continues to believe
that it is appropriate that the auditor's report includes a description of management’s
responsibilities and that the wording of that description should be consistent in all ISA audit
reports.

TheTask Force accepts, however, that there are some inconsi stenci es between the description of
the auditor’ s responsibilities and the management responsibilitiesin ISA 200, ISA 700 and in the
proposed wording of the auditor’s report and will endeavor to eliminate the inconsistencies in
finalizing the wording.

With respect to the list of management’ s responsibilities, the Task Force believes that IAASB
should aim to keep the description as concise as possi ble and focus on those responsibilities that
are prerequisites to being able to conduct an audit. There is a risk in adding further
responsibilitiesto thelist that it beginsto ook more and more like a compl ete description of all
responsibilities, which is clearly not the intent (nor achievable). That being said, the Task Force
will consider all of the suggestions in preparing revised wording of the auditor’ s report at the
September meeting.

Task Force Recommendation:

The TF recommends that a description of management responsibilities should remain in the
auditor’ sreport. The TF also recommendsthat it is not appropriate to have alengthy exhaustive
list of management responsibilities, but as noted above, should focus on certain elementsthat are
prerequisites to being able to conduct an I1SA audit.

The guidance in ISA 200 and ISA 700 will be reviewed to ensure that they are internaly
consistent and that aspects of the auditor’ s responsibilitiesthat are aligned with management’s.
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Thus, the TF will compare the management responsibility section in theillustrative audit report,
with paragraphs 25 to 27 in ISA 700, paragraph 9 in ISA 700 and the description of
management’ s responsibilities in paragraph 35 of 1SA 200.

B.1: Clarification of reasonable assurance

Three respondents (FEE, PwC, FSR and BASEL) raised concern that the concept of reasonable
assurance had not yet been sufficiently clarified or defined within the ISAs. The issue is
exacerbated by the addition of the reference to fraud and error in the audit report (“ Those
standards require that we plan and perform the audit to obtain reasonable, but not absolute,
assurance whether thefinancial statements arefreefrommaterial misstatement, whether dueto
fraud or error” ), becauseit is unclear whether the auditor seeks reasonabl e assurance that there
are no material misstatements, whatever the cause, or whether what is* reasonable” with respect
to error is different than what is “reasonable” with respect to fraud.

PwC suggest that the varying views within the profession could result in different interpretations
of the ISAsand how they are implemented in practice. By virtue of itsreference in the auditor’s
report, the visibility to users of the phrase “reasonable assurance” is heightened and, without
clarification, users of auditors' reports may interpret the concept differently, “which will only
serve to exacerbate the expectation gap”. Thisis supported by FSR who believe stakeholders
continue to be confused by many of the terms used in the ISAs and, in particular, point to the
Exposure Draft’ s use of “reasonable”, " reasonable assurance” and ” reasonable, but not absolute
assurance” without explanation of why these different phrases are used in different places. IDW
also encouragethe IAASB to accelerate the IAASB’ sagendafor considering projects related to
reasonabl e assurance in connection with a conceptual framework so that timely and practical
solutions can be developed. BASEL similarly encourage IAASB to give priority to both the
projects on reasonabl e assurance and materiality and recommend that IAASB seek the views of
the Consultative Advisory Group and give proper weight to their views when contemplating
changes to current guidance.

Task Force Recommendation:

IAASB should place high priority on resolving the concerns surrounding the term reasonable
assurance. We understand the Steering Committee is considering this project during the course
of the June IAASB meeting in Copenhagen.

B.2: Reasonable, but not absolute, assurance

Five respondents (ACCA, FSR IDW, RR and BASEL ) have reservations about the introduction
of the term “but not absolute [assurance]” in the auditor’ s responsibility paragraph (paragraph
30).
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ACCA suggests it is inconsistent to report by reference to ‘reasonable, but not absolute,

assurance’ when this term is not used throughout and suggest that the inclusion of the term
would require conforming amendments to be made throughout the ISAs. IDW aso suggest
removing the phrase from the auditor’ sreport. IDW believe that “ reasonable” assurance obtained
in audits of financial statements must ordinarily be significantly less than absolute assurance,
and by stating that reasonabl e assurance is not absol ute assurance, the auditor’ sreport intimates
that reasonabl e assuranceis only somewhat |ess than absol ute assurance, which is, in their view,

not the case. They believe that the use of the term “reasonable’ alone adequately conveys the
thought that absolute is not attained.

FSR suggest that the linking of new terms, * but not absolute” to “reasonable’ makes no sense to
stakeholders, as the words cannot be interpreted in context. The term “reasonable, but not
absolute’ only makes sense to auditors who are familiar with the implicit meaning of reasonable,
namely that itis*“high”. Similarly, BASEL point out that the glossary definition of “reasonable
assurance” is* high but not absolute’. They do not support the amendment to | SA 200 paragraph
18 and to the auditor’ s report to modify “reasonable assurance’ by “but not absolute”. This, in
their view, creates ambiguity as to which level of assurance an audit report is expected to
convey.

RR writes that the addition of the comment that the auditor is not required to obtain absolute
assurance is self-serving.

DisCUSSION

The Task Force considered the following alternatives:
Leaving “reasonable, but not absolute, assurance”
Adopting “high, but not absolute assurance”
Deleting the reference to “but not absolute” and referring to “reasonable assurance” aone

Neither the glossary nor ISA 120 were not updated when the new Assurance Framework was
issued (because the ISAE does not come into effect until later), which is causing some
confusion.

At present, ISA 120 paragraph 6 says that in *“an audit engagement the auditor provides a high,
but not absolute, level of assurance that the information subject to audit is free from material
misstatement”, but it also states that “this is expressed in the audit report as “reasonable
assurance”. It could be argued that in modifying “reasonable assurance” by “but not absolute”,
the exposure draft did inadvertently confuse concepts.

On the other hand, adopting the phrase “high, but not absolute, assurance” instead would be a
significant change from extant 1SA 700 and audit reporting in other jurisdictions. Pending the
outcome of the IAASB’ s project on reasonable assurance, proposing such a significant change
nowW seems premature.

For these reasons, reverting to “ reasonable assurance” unmodified seems the preferred option.
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Task Force Recommendation:

Delete the modifier “but not absolute” inthe proposed revised ISA 700 and 1SA 200.

B.3: Reasonableassurancein relation to fraud and error

Sevenrespondents (ACCA, BASEL CNCC/OEC, FEE, IDW, KIBR and PwC) commented on
the introduction of the term “whether due to fraud or error” in the auditor’s responsibility

paragraph.

In supporting the direction taken by IAASB to expand and update the wording of the auditor’s
report, BASEL noted that they were pleased that the auditor’s report will be explicit about the
auditor’s responsibilities with regard to fraud and error and encouraged IAASB to retain the
report’ s proposed language as this relates to the planning and performance of the audit.

On the other hand, three respondents (KIBR, CNCC/OEC and ACCA) specifically request that
the phrase is removed from the auditor’s responsibility paragraph. A number of respondents
comment that it reopens the debate about whether reasonable assurance that the financia
statements are free from material misstatements due to error, isthe same as reasonable assurance
that they are free from materia misstatements due to fraud (noted above).

ACCA observes that the intention of the change from extant ISA 700 is not addressed in the
explanatory memorandum, “nor is there any clarification in the guidance materia in the
proposed revised ISA 700”. The ACCA do respect the fact that the Audit Risk ISAs introduce
the phrase, but raise the point that this is not something the “user” of the reports would be
familiar with.

Both KIBR and CNCC/OEC suggest that if the phrase hasto beraised “at all” then it should be
inserted in the second sentence of the paragraph that describesthe audit. Thiswould certainly be
more consistent with the requirements of Audit Risk ISASs.

FEE suggest that the reference alone does not adequately convey the inherent limitations of the
audit (in the context of fraud)—in particular thefact that, with regard to levels of risk, risk dueto
error isnot as high asrisk dueto fraud. FEE believe the user should be made aware of this. FEE
recommerd that the phrase might remain in the responsibility paragraph but further explanation
should be included that, “owing to the inherent limitations of an audit, there is an unavoidable
risk that some material misstatementswill not be detected; the risk resulting from fraud is higher
than the risk resulting from error”.

IDW are supportive of the introduction of the term “whether due to fraud and error”. However,
they believe that by adding this phrase without any additional explanation, the auditor’ s report
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will mislead the public into believing that auditors can detect fraud and error with equal facility
and propose the addition of similar wording as follows:. “Due to the inherent limitations of an
audit, there is an unavoidable risk that some material misstatements may not be detected; this
risk resulting from fraud is generally greater than that resulting from error”.

DISCUSSION
The alternatives that IAASB could consider include:

Leaving the reference to fraud and error in the description of the auditor’ s responsibilities
Moving the reference to the paragraph describing the audit in relation to risk assessment
Adding the additional wording proposed by FEE/IDW

Deleting the reference altogether.

ISA 315 “Understanding the Entity and Its Environment and Assessing the Risks of Material
Misstatement”, and the recently approved revision to 1SA 240, “ The Auditor’ s Responsibility to
Consider Fraud in an Audit of Financia Statements’ both make reference to “material
mi sstatements whether due to fraud or error”. Accordingly, the phraseis an integral part of the
auditing literature in defining the auditor’ s responsibilities. However, the reference to “whether
dueto fraud or error” was not included in the description of the auditor’ soverall responsibilities
in the extant ISA 700 audit report nor is it included in the audit reports of the maority of
jurisdictions around the world. Therefore, its addition could be perceived as a change in the
auditor’ s responsihilities (although not intended to be).

If the reference to fraud and error were, instead, moved to the paragraph on the description of the
audit in describing the auditor’s risk assessments, the wording in the audit report would be
consistent with the auditor’ sresponsibility as set out in 1 SA 315 (paragraph 2). Thiswould have
the advantage of aligning the audit report with the Audit Risk 1SAs, which was an objective of
the revision of the report.

Task Force Recommendation:

The expression “whether due to fraud or error” should be removed from the first paragraph of
the auditor’ s responsibility and inserted in the second sentence of the paragraph describing the
audit, asfollows: “ The audit procedures selected depend on the auditor’ sassessment of therisks
of material misstatement of the financial statements, whether due to fraud or error” .

B.4: Auditor’sindependence

Two respondents suggest in their comment letters (FEE and NIVRA) that it would be
appropriate to refer in the ‘ Auditor’s Responsibility’ paragraph not only to compliance with
ISAs but a'so to independence requirements/Code of Ethics/relevant ethical requirements the
auditor hasto follow in performing an audit of financia statements. ACAG makereferenceto
“independence” and “ethical requirements’ in their example audit report.
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DisCcuUssiON

IAASB had debated the advantages and disadvantages of expanding the auditor’s report to
discuss the auditor’s independence in the development of the Exposure Draft.

In its survey of audit report wording from around the world, the Task Force had found that five
of the audit reports refer to independence other than in thetitle of the report. Three of them do so
by way of referring to an independent audit (Australia) or independent opinion (Japan, New
Zedland, Portugal) in the description of the auditor’s responsibilities.

In developing the Exposure Draft, IAASB opted to recommend that areference to “independent”
be made in the title of the audit report, but not to include further discussion of the auditor’s
independence in the body of the report. The reasons for this included that fact that doing so
would put specific emphasison only one of the auditor’ s professional qualities, despite the fact
that the auditor’ sintegrity, competence, technical proficiency etc. areequally important. IAASB
was also concerned that, in many cases, it would be difficult to identify all of the sources that
impose professional and regulatory independence requirements that are relevant in any particular
engagement and that was unclear what information readers gain by such a list. Where
differences in governing rules exist, readers might assume differences in the auditor's
independence that may not, in fact, exist.

It may be possible to make amore generic reference to, for example, “relevant laws, regulations
and Code of Ethicsapplicableto the audit” that would convey the message while avoiding some
of the difficulties of identifying more specifically the particular references. It may aso be
relevant to consider a positive statement regarding the auditor’s independence (within the
meaning of those Codes and regulations).

Task Force Recommendation:

The Task Force believesthat adding reference to the auditor’ s compliance with ethical standards
has merits and that further consideration could be given to how it might be accomplished but
seeks the Board's views on the proposal.

B.5: Limitations of an audit and internal control

A number of respondents (ACCA, ACAG BDO, EYN, FEE, IDW and PwC) discuss the
inherent limitations of an audit and whether the audit report should explain those limitations.

IDW and FEE recommend that the IAASB deal with the matter by consider inserting
additional wording at the end of the first scope paragraph in the auditor’s report that clarifies
the limitations of audits (as discussed in B.3 re: fraud). ACCA aso comment on the inherent
limitations of the audit in the context of fraud. AuASB suggest that additional wording
should be added to reflect that the nature of an audit is influenced by factors such as the use
of professional judgment, selective testing, the inherent limitations of internal control, and
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the availability of persuasive rather than conclusive evidence—and that, as a result, an audit
cannot guarantee that all material misstatements have been detected.

BDO comment that whilst a caveat on the limitations of an audit may not seem appropriate in
the current regulatory environment, the reality cannot be ignored and suggest that the IAASB
should consider taking bolder steps to communicate the objectives, mechanics, and
limitations of an audit.

The illustrative audit report in ACAG' s response, which they describe as a“Plain English”
report, makes reference to inherent limitations of an audit and states that the opinion does not
provide assurance about the future viability of the company; that it has carried out its
activities effectively, efficiently and economically; or about the effectiveness of its internal
controls.

DISCUSSION

In developing the Exposure Draft, various suggestions for additional wording to better explain
theinherent limitations of audit were considered. Some of the options were discussed with CAG,
but on balance, CAG members were not supportive of including such explanations in the audit
report. They advised that it is better to describe the auditor’s responsibilities in a positive
manner, rather than by describing their limitations.

The engagement letter in 1SA 210 includes the sentence, “Because of the test nature and
other inherent limitations of an audit, together with the inherent limitations of any accounting
and internal control system, there is an unavoidable risk that even some material
misstatements may remain undiscovered”. If IAASB did decide to include some explanatory
wording in the auditor’ s report, this wording has the advantage of already being in an
illustrative communication in the ISA auditing literature.

Task Force Recommendation:

In light of the commentsreceived, the Task Force would appreciate IAASB members viewson
whether or not we should be exploring additional wording that could be added to the auditor’s
report to better explain the inherent limitations of audit.

B.6: Description of the auditor’sresponsibilities with respect to internal control

Two respondents (BASEL , AICPA) suggest that theillustrative auditor’ s report should refer to
thefact that the auditor is expected to communicate any material weaknessesin internal control
come to the auditor’ s attention to those charged with governance.

AICPA raise this as the first of their serious concerns with the Exposure Draft. They are
concerned that the proposed statement in the auditor’ sreport that an audit includes considering
internal control, especially in environments where some audits include a report on interna
controls, may confuse users as to the level of work done on internal controls. In addition, they
believe that users will be left wondering what was found in the auditor’s consideration of
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internal control. They argue that acknowledging the auditor’s responsibility to report material
weaknesses in internal control to management and those charged with governance will complete
the discussion on the auditor’ s responsibility with respect to internal control and would inform
the users of the auditor’ s report that there may be important information that is not contained in
thefinancial statements and the auditor’ sreport. They also argue that another benefit would be
that the general user would better understand that the auditor is not the only "source of
information™ from where to obtain information. For these reasons, they suggest adding the
following sentence: “ Communication of material weaknessesin internal control that cometo the
auditor’ s attention is made to management and those charged with governance.”

BASEL note that the sentence added with respect to the limitations of the auditor’s
responsibilities with respect to internal control, while factually correct, is potentially misleading
inisolation. In view of the importance of the auditor’s responsibility to communicate material
weaknesses to those charged with governance, BASEL believe that the audit report should make
specific reference to it. They suggest replacing the sentence in paragraph 33 (b) that had been
proposed in the Exposure Draft with the following sentence and to use similar wording in the
auditor’s report: “The auditor is not required to form and express an opinion as to the
effectiveness of the entity’ sinternal control system but is expected to communicate any material
weaknesses in internal control which come to the auditor’s attention to those charged with
governance.” BASEL would also like to add a further footnote to paragraph 33 (b) explaining
that, even though the auditor may not be required to form and express an opinion on the
effectiveness of internal control, they do have to obtain an understanding of internal control in
order to assess the extent to which they can rely on controls in determining the nature, timing
and extent of their own procedures.

DisCUSssION

IAASB debated the pros and cons of including this reference to the auditor’ s responsibility to
communicate material weaknessesininternal control to those charged with governance at length
in developing the Exposure Draft. The primary reason that the Board decided not to include this
reference was because, in the Board' sview, it could raise more questionsthan it answersin the
minds of readers. Readers would be left wondering whether the auditor did identify any material

weaknesses and what they were. While it could be argued that readers could enquire of the
auditor and those charged with governance, it is unclear how this would work in practice (i.e.,
the auditor would be bound by confidentiality requirements and individual investors may only
have the ability to enquire of those charged with governance in an annual meeting).
Furthermore, readers might be confused how the auditor can express an opinion without

reservation on the financia statements when there is a material weakness in internal control.

On the other hand, the fact that the auditor reports material weak nesses to those charged with
governance on a timely basis could be reassuring to readers because those charged with
governance are then able to consider the potential impact of identified weaknesses while
preparing the financial statements — thus, in a serse, reinforcing the checks and balances that
help to promote a sound financial reporting regime.
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Inlight of the strong views expressed by these two respondents, it isimportant to reflect on the
Board' soriginal decision and the Task Force seeks confirmation of the Board' s position on this
issue.

Task Force Recommendation:

The Task Force seeks IAASB’s confirmation of its position in the Exposure Draft that the
auditor’s report should not refer to management’ s responsibility to inform those charged with
governance of any identified material weaknesses in internal control.

B.7: Usingtheassurance framework for other reporting responsibilities

The AICPA argue that the auditor should be required to comply with the ISAE when reporting

on other legal or regulatory requirements. They believe that this requirement would have the

following benefits:

» |twould emphasise that the auditor should only be associated with subject matter that can be
consistently evaluated against suitable criteria. They arguethat it is not in the public interest
to be reporting on subject matters that do not meet this threshold.

» |t would provide the profession with atool that would be helpful to educate legislators and
regulators who attempt, in future, to impose reporting requirements on auditors that might
not comply with the ISAEs. The AICPA has found this very vauable in their experience.

* |t would raise awareness of the ISAEs.

DiSCUSSION

There were a number of reasons why IAASB did not impose a requirement that reporting on
other reporting responsibilities be in accordance with the ISAES. In practice, these reporting
requirements vary widely. While some might involve providing assurance, others may be more
in the nature of agreed upon procedures, or derivative reporting responsibilities (“ derivative’ in
the sense that the auditor is ssimply asked to report if certain matters come to the auditor’s
attention in the course of the audit (with no responsibility to design additional procedures to
identify them) — neither of which are within the scope of the Assurance Framework and | SAEs.

AICPA counter that some “grandfathering” may be needed. But in their view, ignoring the new
Assurance Framework and related | SAE renders this proposed standard flawed. In their view,
alowing the auditor to report on subject matter without complying with the ISAEsSwould set a
troubling precedent and would render the |SAEs ineffective and unenforceable.

The proposed guidancein ISA 700 did not, in any way, represent complete guidance to auditors
on the reture and scope of work involved in these reporting responsibilities. In fact, it does not
attempt to define the auditor’s work effort at all — arguably, that would best be addressed in a
separate ISA or IAPS. Its intention was merely to establish how the auditor should report on
those responsibilities if required to do so in the auditor’s report.

In light of the AICPA’s strong views on this issue, the Task Force seeks the Board's input on
whether it wishes to revisit this decision and, if so, whether further guidance on reporting on
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these other reporting responsibilities (perhaps with appropriate grandfathering provisions)
should be part of the ISA 700 revision or perhaps addressed more fully in a separate project.

Task Force Recommendation:

The Task Force seeks |AASB’ s view on how best to address performance guidance in relation to
the auditor’ s responsibilities with respect to other reporting responsibilities.

C.1: Scopeof theAudit

Three respondents (BASEL, EYN and HKSA) had concerns regarding the definition of the
scope of the audit. BASEL suggested that the definition of the scope of the audit in paragraph
10 currently implies that the scope of the audit is entirely dependent on the auditor’ s judgment
and recommend that the section is amended to suggest that “ scope” refers to the nature, timing
and extent of the audit procedures based on the auditor’ srisk assessment and the requirement for
the auditor to obtain sufficient appropriate audit evidence. HKSA suggest that the definition
could be exparded to refer to |SAs.

EYN haveadifferent concern. They note that the scope of the audit refersto procedures deemed
appropriate to achieve the audit objective. However, they argue that the boundaries of the scope
of an audit are defined by the subject matter of the audit, the audit objectives and the level of
assurance. Based on that scope, all procedures necessary to obtain sufficient evidence to support
the opinion have to be performed. The scope of the audit is therefore the starting point for the
procedures to be performed. They suggest changing the guidance accordingly.

BASEL comment that a restriction on the auditor’s access to information by the entity, another
auditor or an expert may be considered a“limitation in scope’. Therefore, they recommend that
the concept of the auditor’ sfree accessto all required information should also beincluded inthe
discussion of “scope of an audit” in 1SA 200.

DisCussION

In proposing revisionsto ISA 200 and 700, IAASB did not change the concept of the“ scope” of
the audit that was in the extant ISAs—i.e., that “ scope’ relates to the procedures performed and
is conveyed in the auditor’s report by virtue of the reference to conducting the audit in

accordance with the I SAs. The changes made were designed to bring thewording in line with the
new Preface and to introduce the concept that the judgment isinvolved in determining the audit
procedures that are appropriate in the circumstances.

However, the Task Force agrees that the wording proposed in the Exposure Draft is not as clear
as it could be and suggests the alternative wording below.

The Task Force does not believe that the guidance regarding limitation in scope should be
introduced in thisISA, asit may only serve to confuse readers who may then expect other types
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of qualification to be addressed inthisISA. The Task Force believesthat it ismore appropriate
that the guidance on limitations in scope remainsin ISA 701.

Task Force Recommendation:
The Task Force proposes to amend the wording in ISA 200 as follows:

10. In deter mining the audit proceduresto be performed in conducting an audit in

accordanceW|th | SAs, the audltor should comply Wlth each of theISAsreIevant tothe

auel+t—T he ter m * scope of an audlt" refers to the audlt procedures deemed appropriate
in the circumstancesto achieve the objective of the audit. The ISAs govern audits of
historical financial information and provide a framework of reference for the auditor’s
judgments in determining audit procedures that are appropriate in the circumstances.

C.2: Linkagebetween the | SAsand the code of ethics.

One respondent (APB) noted that in certain jurisdictions (the APB cited the UK as an example)
the standard setter may wish to adopt | SAs but have established ethical standardsthat differ from
the IFAC Code. Thisissue is exacerbated by the lack of guidance as to what ‘compliance with
the code’' means. The APB note that recently some support on thisissue in recent exposure drafts
of the IFAC Statements of Membership Obligations (SMOs). SMO4 which state, “Member
bodies should use their best endeavors to incorporate the fundamental principles set out in the
IFAC Code in their national code...”. The APB suggest that certain words such as 'best
endeavors reflect the redlity of the situation but paragraph 4 of 1SA 200 appears more
demanding by suggesting that the “auditor should comply with the relevant ethical requirements
relating to audit engagements, which ordinarily comprise Parts A and B of the IFAC Code of
Ethics...” i.e. it introduces words such as ‘ordinarily" without suggesting what the circumstances
might exist that would allow the auditor not to apply Parts A and B of the Code. The APB
further note that this issue also arises in the ISQC but is better addressed.

DiscussiON

The wording in ISA 700 is consistent with the wording in recently approved 1SQC 1, with the
exception of deleting the reference to “appheable national requirements’ —achangeproposed in
the final editing of ISQC 1 by the plain English editor. Although it is split into two sentencesin
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ISQC 1 (referring to “comply with relevant ethical requirements’ in the bold lettered paragraph
and defining them in the following sentence), it is hard to see a discernable differencein intent.

Furthermore, although the final approved SMO requires “member bodies should use their best
endeavors to implement the IFAC Code and other pronouncements developed by the Ethics
Committee, when and to the extent possible under local circumstances,” it also says. “The basic
intent of the IFAC Code, however, should always be respected. Section 8, “Independence for
Assurance Engagements,” of the IFAC Code establishes a conceptual framework for
independence requirements for assurance engagements that is the international standard on
which national standards should be based. Accordingly, no member body is allowed to apply
less stringent standards than those stated n that section. However, if member bodies are
prohibited from complying with certain parts of Section 8 by law or regulation, they should
comply with all other parts of that section.” Similar wording was also proposed in the Exposure
Draft of the Code of Bhics and the SMO notes that the wording in it will be updated on fina
approval of the Code.

Arguably, then, the wording in ISA 200 and 1SQC 1 is appropriate.

Task Force Recommendation:

The Task force proposes that the wording be fully aligned with the wording with 1ISQC 1 and,
therefore, delete the reference to “appheable national requirements’.

C.3Inclusion of sub-headings

Five respondents (DCCA, EYN, LSCA, KPMG and PAAB ) supported the use of sub-headings
within the auditor’ s report and recommended that they should be included as part of the list of
elements of the auditor’s report laid out in paragraph 13 in order to promote consistency in the
layout of the report. NIVRA and EYN suggested some additional sub-headings, such as
introducing the sub- heading “ scope of the audit” above thefirst paragraph of the section on the
auditor’ s responsibilities.

DISCUSSION

Whilst the Task Force has included sub- headings in the illustrative audit report, the Task Force
does not necessarily agree mandating the use sub-headings in paragraph 13 is critical to
improving or promoting consistency in the layout of the report. The Task Force is of the view
that key to consistency is the main body of the auditor’s report and that the sub-headings are
merely areference point. By having them in theillustrative report, it islikely that the practice of
using sub-headings will be widely adopted.

However, the Task Force does feel there is some benefit in mandating sub-headings for
modificationsto the auditor’ sreport (ISA 701). Communication with the reader is enhanced by
the use of an appropriate sub-heading differentiating the qualified or emphasis of matter
paragraphs from the other matters.
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Task Force Recommendation:

I SA 701 Task Force should be encouraged to consider the use of sub-headingsin the audit report
when the report is modified.

C.4: Including the level of audit materiality in the auditor’sreport

BDO suggested that there might be merit in including the concept of materiality in the auditor’s
report.

DiscussIiON

The Task Force is not supportive of including the planning level of materiality in the auditor’s
report. There are a number of reasons for this view.

It would be very difficult to explain in a meaningful way in the auditor’s report the complex
judgments involved in applying the concept of materiadity in planning, performing risk

assessments and evaluating misstatements. As discussed in the draft revison to ISA 320,

Materiality in the Identification and Eval uation of Misstatements, presented at the April medting,
the determination of what is material isamatter of professiona judgment. While the auditor is
expected to determine a “materiality level” for the financia statements as a whole for the
purposes of planning and risk assessments, the April draft suggested that different levels of

materiality might be appropriatein certain circumstances(i.e., if there are specific circumstances
that cause the auditor to believe that misstatements of particular items of lesser amounts than the
materiality level determined for the financial statements taken as a whole would reasonably

change or influence economic decisions of users). The auditor is also expected to take into
account qualitative considerations, particularly in evaluating whether identified misstatements
are material, individualy or in aggregate.

While the auditor may discuss materiality judgmentsin its discussions with those charged with
governance, those discussions need not be restricted to identifying the “level of materiality”. In
those discussions, the auditor can engage in adialogue in which the judgments invol ved can be
conveyed more fully.

The Task Force is aso concerned that including a*“level of materiaity” in the auditor’s report
might encourage an inappropriate over-emphasis on quantitative considerations. Indeed, if a
“level of materiality” isincluded in the auditor’ s report, readers of the auditor’ sreport are likely
to misunderstand the nature of materiality.

Task Force Recommendation:

Do not include the level of materiality for the financial statements as a whole in the auditor’s
report.
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C.5: Unqualified audit report

DCCA requested that the fact that the report is unqualified should be clearly stated— specifically
quoting the term “our audit has not resulted in any qualification” in an unmodified audit report.
This forms part of Danish regulatory requirements.

DisCussION

The Task Forceis not convinced that including a statement in the auditor’ s report that the audit
has not resulted in any qualification is necessary. This should be readily apparent from the
content of the report and the wording of the auditor’ sopinion. It is areasonable expectation that
the audit report is unqualified unless the report wording is modified. An alternative might beto
show the report is not qualified in the title — an option that could be considered by the ISA 701
Task Force. However, the ISA 700 Task Force is not convinced of the merits of that option
ether.

Task Force Recommendation:

An unmodified audit report does not need to include reference to the fact that the audit has not
resulted in any qualification.

C.6: Theauditor’sresponsibilitiesfor other information

The APB propose that the auditor’s responsibility regarding “ other information in the
financial statements’, as described in ISA 720, should be referred to in the description of the
auditor’ s responsibilities in the auditor’ s report.

DISCUSSION

Thisissue was debated in devel oping the Exposure Draft. The objective and scope of the audit as
defined by the ISAsisformulated on the premise that the auditor’ s responsibility isrestricted to
information identified in the auditor’s report. ISA 720, Other Information in Documents

Containing Audited Financial Statement, states that the auditor has no obligation to report on

other information in documents that contains the audited financial statements. If the audit report

made reference to the “ other information”, even if explaining that the auditor’ sresponsibility is
merely to “read” the other information, thereisarisk that users will confuse the scope of audit
and potentially draw unwarranted assurance with respect to that other information. This problem

could further complicated when the financia statements and the auditor's report are
communicated through a website. Thus, while some might argue that describing the auditor’s
responsibilities for other information will help to manage readers’ expectations, the Task Forceis
of the view that there is a greater risk that readers will be confused by a reference to other

information in the auditor’ s report.
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Task Force Recommendation:

Do not include reference to the auditor’ s responsibilities with respect to other information

C.7: Acceptability of the financial reporting framework

BASEL recommended in their response that the auditor should report on the acceptability of
the financia reporting framework identified by management.

DISCUSSION

Given that that the auditor cannot accept the engagement if the framework used by management
is not acceptabl e (and therefore, the audit report in and of itself conveysthe auditor’ swillingness
to be associated with that framework) and the fact that, in most jurisdictions, the applicable
financia reporting framework for general purpose financial statements will be specified in
company law and presumed to be acceptable under 1SA 200, there appears to be little value in
adding areference in the auditor’ sreport on general purpose financial statements regarding the
acceptability of the financia reporting framework. Therefore, no change recommended

Task Force Recommendation:

Do not include reference to the acceptability of the financial reporting framework.

C.8: Redundant statement in the audit report

Threerespondents (DT, LSCA and PwC) suggested that the whole paragraph directly above the
“Opinion” paragraph that begins, “We believe that the audit evidence that we have obtained...”,
is redundant and should be removed. The respondents suggest that whilst this paragraph

originated from the new 1SA 330, “The Auditor’s Procedures in Response to Assessed Risks’,
the auditor would not be able to express an opinion on thefinancia statementsif the auditor had
not obtained areasonable basisfor the opinion. DT further suggeststhat the auditor’ s report will

contain a modified opinion if the auditor believes that the audit evidence obtained is not

sufficient and appropriate.

DiSCUSSION

The Task Force believes that whilst the comment might be considered a predictable statement
and somewhat redundant, most respondents did not comment on it and, therefore, appear to
support its inclusion in the audit report. Therefore, no change recommended.

Task Force Recommendation:

Retain the sentence in the auditor’ s report regarding the fact that the audit evidence obtained is
sufficient and appropriate to provide a reasonable basis for the opinion.
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