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International Standard on Auditing (1SA) 550 (Revised), “ Related Parties,” should beread in the
context of the “Preface to the International Standards on Quality Control, Auditing, Assurance
and Related Services,” which sets out the application and authority of 1SASs.
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Introduction

1.

The purpose of thisInternational Standard on Auditing (1SA) isto establish basieprineiples-and
essential-proeceduresstandardsfer; and provide guidance on; the auditor’s responsibilities and
audit procedures regarding related parties, and transactions with such parties, when performing
an audit of financia statements. These basicprineiples—essential-procedures-standards and
guidance may also be relevant for audits of historical financia information other than financial
Statements.

An entity may enter into related party transactions as part of its normal business. Because these

3.

transactions may not be conducted at arm’s length, financial reporting frameworks ordinarily
reguirethem to be disclosed, so that users of financial statements can understand the nature of the
transactions and their financia effects. Financial reporting frameworks may also require
disclosure of related party relationships to enable users to understand the nature of the
relationships and their potential effects on the financial statements.

Iheaudttepsheutdln plan |ng and perform_gtheaudlttoebtamsametent_apppepphate

tpansaenensﬂamdthet—eﬁeetsenthe#nanetakstatementsreduceaudlt rlsk toan acceptablv
low level, the auditor should assess and respond to therisks of material misstatementsin
the financial statements due to related parties in the context of the entity’s applicable
flnanC|aI reportlanramework

. The r sk that the entity may not |dent|fy and appropn ately dISC| 0se rel ated party relationshipsand
transactions may be high for a number of reasons, including the following:

(@) Related parties may operate through an extensive and complex range of relationships and
structures, and may enter into complex transactions;

(b) Information systems may not be designed to distinguish or summarize transactions and
outstanding bal ances between an entity and its related parties;

(c) Not all related party transactions may be conducted with an exchange of consideration;
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(d) Related party transactions may not be conducted in the normal course of business; and

(e) Transactions with related parties may be controlled, manipulated, or concealed by
management for fraudulent or other purposes.

65. For these reasons, Fthereis-therefore; aninherent level of uncertainty associated with financial

statement assertlons regardl ng compl ete reI ated party |dent|f|cat| on and disclosure. Beeauseef

tmaneral—statementaesertlen&Neverthel €ss, the audltor pI ans and performs the audit to have a
reasonable expectation of identifying al material related party relationships and transactions.

Definitions

6. This1SA refers to adeptsthe definitions regardingrelated-partiesin IAS 241 regarding related
partiesto assist the auditor te-in understanding the requirements and guidance H-thisof the ISA.
If the applicable financial reporting framework provides different related party definitions, the
auditor refers to usesthose definitions for the purpose of the audit.

87. InthisISA:

(@ “Arm’slengthtransaction” meansatransaction conducted on such termsand conditionsas
between awilling buyer and awilling seller acting asif they were unrelated and pursuing
their own best interests;-

(b) “Conflict of interest” means, in relation to management or those charged with governance,
a situation that arises from (i) their being in a position to advance their own personal
interests contrary to their fiduciary responsbilities towards the entity, or (ii) having
responsibilities to two or more entities that are conflicting;

(cb) “Horizontal group” means a group of entities that are related through common control or
significant influence but that falls outside the requirements for consolidation under the
applicable financial reporting framework;

(ed) “Materia misstatement due to related parties’ means a material misstatement of the
financial statements arising from:

(i) The emissten-of-non-disclosure of related party relationships or transactions that is

reqw ired by the appl |cable f| nanC|aI reportl ng framework, or is otherwise needed to
o3 tementsfor fair presentation of the
f| nancial statementswhen thefr nancia reportl ng framework isdesigned to achievefair
presentation;

(i) Theincomplete, unclear or misleading disclosure or presentation of such relationships
or transactions; or

(iii) Other financial effects of these relationships or transactions, including fraud;-

1 See Appendix 1.
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(ed) “Related party risk factors” means events or conditions affecting the entity that indicate an
increased risk that undisclosed related party relationships or transactions exist; and

(fe) References to disclosure of related party transactions include disclosure of related party
bal ances wheren required by the applicable financial reporting framework.

Responsibilities of Management and Those Char ged with Gover nance

98. Management is responsible for identifying and disclosing related party relationships and
transactionsin accordance with the applicabl e financial reporting framework. Thisresponsibility
requires management to design and implement adequate controls to achieve such an objective.

109. Those charged with governance are responsible for monitoring how management has
discharged its responsibilities for identifying and disclosing related party relationships and
transactionsin accordance with the applicablefinancial reporting framework. In carrying out that
responsibility,a those charged with governance need to understand the nature and business
purposes of the related party relationships and transactions, and their effects on the financia
statements.

PlanningtheAuditlnitial Discussion Among the Engagement Team

102. DBuring-Aspart of theinitial-planning-ef-theaudit discussion among the engagement
team required by | SA 315, * Under standing the Entity and | ts Environment and Assessing

the Risks of Material Misstatement,” members of the engagement-team should discuss:

(@ The nature and extent of the entity’s knewn-related party relationships and
transactions; and

(b) The Scircumstances or conditions of the entity that may indicate the existence of
undisclosed related party relationships or transactions.

112. This discussion, ordinarily among key members of the engagement team, provides an
opportunity for the more experienced team members to share their insights regarding how the
financial statements are, or may be, influenced-affected by related party relationships and
transactions. The discussion is based on knowledge gained from previous audits and from audit
procedures performed during the client acceptance and continuance process. For an initia
engagement, the discussion may also be based on information obtai ned from communicating with
previous auditors.Pa = ' ' '

123. Mattersthat are ordinarily discussed include:

. The importance that management and those charged with governance attach to the
identification and disclosure of related party relationships and transactions.;

. The importance of remaining alert during the audit to the potential for material
misstatement due to related parties.;
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. Thewaysin which members of the engagement team believe thefinancial statements may
be at risk of material misstatement due to related parties, and how management could
perpetrate and conceal fraud through related party mechanisms.;

. Therelated party implications of the entity’s organizational structure and business, such as
complex capital structures or ownership issues, and extensive transactions with offshore
entities.

. The audit procedures that might assist to assess and respond to the risks of material
misstatement dueto related parties, and whether certain types of audit proceduresarewould
be more effective than others.:-and

. The risk of management override of relevant controls.

(a) InqwreofmanaqementandotherSW|th|ntheent|tvreqardlnqtheidentitiesofrelated

parties;

(ba) Obtain an understanding of the-ewnership-of-the-entity-and-theway-i-which-it-the
entity’ ssscontroted-and-thenature-extent-and-substanceofitsreationshipswith its

compenentstelated and other parties,

(cb) Obtain an understanding of how management identifies and disclosesrelated party
relationships and transactions;

(de) Consider whether oneor morerelated party risk factor sar e present-{see paragraphs
30-and-31); and
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(ed) Consider whether other infor mation obtained indicatesrisksof material misstatement
duetorelated parties.

Inquiries of Management and Others Within the Entity

14. The auditor obtains, through inquiries of management and others within the entity, a complete
and up-to-date list of related parties to assist in the performance of risk assessment and further
audit procedures. For a recurring audit, the auditor’s inquiries may be limited to updating the
auditor’s knowledge of the related parties gained from previous audits.

15. Regardless of whether they are considered part of management, the auditor inquires of the
following persons within the entity regarding related parties:

(a) Those charged with governance;

(b) Personnel who initiate, process or record significant and unusual transactions, and those
who supervise or monitor such personnel;

(c) Internal audit;

(d)  In-houselegal counsel; and

(e) Thechief ethics officer or equivalent person.

In addition, the auditor may inquire of other personnel considered appropriate.

16. The auditor may also identify related parties through the performance of other audit procedures,
including:
. Reviewing significant investment transactions during the period.

. Reviewing shareholder records contai ning the names of the principa shareholders.

. Reviewing minutes of the meetings of shareholders and those charged with governance,
and other relevant statutory records.

. Where appropriate, inquiring of previous auditorsregarding theidentities of related parties.

Understanding the-Ownership-and-Centrel-ofthe Entity’s and-its-Relationships with its Cempenents
Related and Other Parties
17. In obtaining an understanding of the entity’s relationships with its related and other parties, the
auditor considers the nature, extent and substance of:
(a) Theentity’s relationships with related parties that have been identified;

(b)  The relationships between the entity’s principal owners and parties that may be related to
them; and

(c) Theentity’s relationships with special-purpose entities.

In considering the nature and extent of the entity’s identified related party relationships, the

auditor

@Y _understandings-the-ewnership-of-the-entity;
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{b)}-Determining how the entity is controlled or significantly influencedl;—anel

19.

S qnlfl cantly i an uences other |oart| es. The exercise of control or significant influence may occur

indirectly through intermediate parties. Control may also be exercised jointly with other parties.
Control or significant influence can ordinarily berecognized by considering aparty’sownership
interestsin, or extent of voting power over, an entity. In other cases, the operation of effective
control or significant influence may not be readily apparent for reasons such as.

. A complex shareholding structure;

. Thelocation of shareholder or other relevant recordsin aforeign or offshorejurisdiction; or

. Control or significant influence over management or those charged with governance by
external parties.

Understanding the substance of the entity’s identified related party relationshipsisrelevant in

evaluating the effects of the rel ationships on thefinancial statements. For example, the entity may
have control over atransfer pricing arrangement with arelated party. An understanding of the
substance of the relationship and of the transfer pricing arrangement is necessary for the auditor
to evaluatetherelated financial effects (including risks and contingencies) and their disclosurein
the financia statements, especially where the related party is not consolidated.

1920. It is also appropriate to Sconsidering the nature, extent and substance of the petential

rel ationships isparticularhy-appropriate when that the entity’s principal owners might have with
parties that may be related to them, asfinancial reporting frameworks often define partiesto be

related if they are under common control. Further, it is appropriate to consider whether the
principal owners exercise dominant influence over the entity. WWhen dominant influence exists,

there [ sal—n—saeherreumstane&s—thehl qher rlsk of the ownerse#overrl din Jeet controlsrrsh+e]lcre|L

to cause the ent|ty to enter |nto non am's Iength transectlons Wlth persen&er—entrﬂeeother
partiesrelated to them. A Hhorizontal groups® represents one particutarclassof-entitiesinwhich
suehtype of structure where an understanding of the rel ationshipsexist among the various parties
within the group isimportant. These relationships within such agroup may bedifficult to identify
completely because sueh-as the groups fall s outside the requirementsfor consolidation under the
appI i cabl e f| nanci al reportr ng framework

Appendix 1 provides examples of definitions of control and significant influence.

3

Seeillustrations in Appendix 2.
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21. The auditor needs to understand the nature and extent of the entity’s relationships with special-
purpose entities,” as these may act as vehicles for related party transactions. Such entities are
ordinarily established for limited purposes, such as providing financing, liquidity, hedging or
credit support. They may be in the form of corporations, partnerships, trusts, or other types of
arrangements. I|n many cases, they do not have physical operating characteristics, which makesit
relatively easier for them to be set up and dissolved. In addition, these entities tend not to be
consolidated and often do not issuefinancial statements. For thesereasons, it isimportant for the
auditor to understand their substance and the purposes for which they have been set up as they
may involve previously undisclosed related parties.

22. Inidentifying related party relationships not previously disclosed, the auditor may also consider
the need to understand the nature and substance of the entity’s rel ationships with:

. Its major suppliers and customers; and

. Other parties with which it has entered into significant contracts or agreements.

Specia -purpose entities are sometimes referred to as structured finance entities.
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Management’s Identification and Disclosure of Related Party Relationships and Transactions

235. As required by ISA 315, the auditor obtains an understanding of the controls that
management has designed and implemented. This understanding helpsthe auditor to (a) identify
types of potential misstatements, (b) consider factors that may affect the risks of material

247. Wherethe entity has trthe case of-other-entitieswith-apprepriate controlsrel ating to rel ated

parties, the auditor may decideto rely onthem. In that case, H-the auditor eval uates whether the
control s determinesthat-they-have been properly designed and implemented, and have operated
effectively throughout the period under audit. Examples of such controls include policies and
procedures dealing with:

. The declaration and updating of the interests management and those charged with
governance hold in related parties at appropriate times during the reporting period.

. The assignment of responsibilities within the entity for identifying, recording, and
summarizing related party transactions.

. The communication of newly identified related parties to appropriate entity personnel so
that transactions between the entity and such parties are properly recorded and disclosed.

. The review and approval by those charged with governance of related party transactions
involving management.
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. The specific assignment to an appropriate level of management of overall responsibility for
reviewing the completeness, adequacy, and accuracy of related party disclosures prepared
by other entity personnel.

258. Procedures the auditor may perform to obtain an understanding of the entity’s controls

addressing related parties include:

(@ Inquiring of Discussing-with-relevant entity personnel how they determine the
completeness of disclosure of related party transactions.;

b}—-_ Inquiring how management and those charged with governance declare and update
their interests in related parties. The process they use may be systematic, involving
confirmations at specific times during the reporting period, or it may be made a specific
responsibility for them to report their interests to the entity .;

e)—- Inquiring how management and those charged with governance approverelated party
transactions involving actual or perceived conflicts of interest.;-and

{e)—- Inquiring into the controls for monitoring disclosure.

269. Inaobtaining an understanding of the entity’s controls, the auditor- al so considerstheeffectof

27.

how the existence of related partiesin which management is known to have control, significant
influence, or financial or other interests, en-may affect the potential for management to override
controlsto perpetrate fraud. Asdiscussed in I SA 240, “ The Auditor’s Responsibility to Consider
Fraud in an Audit of Financial Statements,” fraudulent financial reporting and misappropriation
of assets often arise through management override of controls that otherwise appear to be
operating effectively. Therisk of management override of controlsisgreater if there arerelated
party relationshipsinvolving management, because these rel ationships may present management
with greater incentives and opportunities to perpetrate fraud. For example, management’s
financial interestsin certain related parties may provide incentives for management to override
controlsto commit fraud by (a) directing the entity, against itsinterests, to conclude transactions
benefiting the related parties, or (b) colluding with those parties or directing their actions.
Examples of such fraud include:

. Creating fictitious terms of transactions with related parties designed to misrepresent the
substance of these transactions.

. Authorizing the transfer of assets to related parties at amounts significantly below market
value.

. Engaging in complex transactions with related parties that are structured to misrepresent
the financial position or financial performance of the entity.

Controls within some entities that address the identification and disclosure of related party

relationships and transactions may be weak or non-existent. This may be due to a number of
reasons, such as:

. Thelow importance attached by management to rel ated party identification and disclosure;

. The lack of appropriate oversight by those charged with governance;
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. An intentional disregard for such controls because related party disclosures may reved
information that management considers sensitive; or

. An insufficient understanding by management of the disclosure requirements of the
applicable financial reporting framework.

The absence of adequate controls over related party transactionsincreases the risk that they will
not be identified and appropriately disclosed. Paragraphs 42 and 48 set out substantive
requirements that respond to the assessed risks.

Identification of Related Party Risk Factors

2830. In obtaining an understanding of the entity and its environment, the auditor may identify
related party risk factors. Examples of these factors include:

. A complex organizational or ownership structure that may mask the existence of
undisclosed related parties and transactions with such parties.;

. Significant family relationshipswith, or businessinterestsin, the entity or its components.

. Theexistence-of-sSignificant transactions outside the normal course of business that may
indicate the potential involvement of related parties.;-and

. The-existence-ef—i ncentive programs for management that may encourage earnings
management or fraud through the use of related parties.

The auditor considers these risk factors in the risk assessment process.

2931. Although such risk factors may not necessarily indicate the existence of previousy
unidentified related party relationships or transactions, they have often been present in
circumstances where such relationships or transactions have been identified in the past. The
significance of rel ated party rlsk factors varles Someef—th%eiaeterswr%epr&sent_men%&s
- may present risks of
materlal mlsstatement Whereas others may not. Accordl ngly, the auditor exercises professional

judgment in determining whether a related party risk factor is present, and whether it is to be

considered in assessing the risks of material misstatement of-the-financial-staterments-due to
related parties. Appendix 3 presents other examples of related party risk factors that the auditor
may consider in identifying risk.

Consideration of Other Information Obtained

302. The auditor also considers whether other information obtained about the entity and its
environment indicates risks of material misstatement due to related parties. Other information
that may be relevant includes information obtained from the auditor’s client acceptance and
retention processes, press reports about the entity, and experience gained on other engagements
performed for the entity.

Significant Assessment-ef-the Risks of M-aterial-Misstatement-Due to Related Parties

313. 1SA 315 requiresthe auditor to identify and assess the risks of material misstatement at the
assertion level and to determine which of the identified risks, in the auditor’s judgment, require
special audit consideration. Such risks are described as “significant risks.”
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324. Using information gathered from the risk assessment procedures, the auditor should
deter minewhich conditionsor eventsmay indicatetheexistenceof transactionsgivingrise

to eoneerningrelated-partiesrepresent-significant risksdueto related partiesthatreguire
special audit consider ation.

Nen—A;ms—l:eng%h—Transactlons lemg Rise to aer|gn|f|cant Risks Due to Related Parties

course of business, or that otherwise appear unusual, ordinarily give rise to significant risks as

they are non-routine, and therefore have greater inherent risks. For exampl e, the entity may enter
into significant transactions with certain parties on termsthat are non-arm’'slength. Asthe nature
and substance of the transactions may not be clear, they require special audit consideration and
appropriate audit responses (see paragraphs 47-52).

34. There may, however, alse-be some significant tegitimate businessreasonsfor-the entity-to-enter
Hato-nen-armslengthtransactions with-Hsrelated- partiesoutside the normal course of business, or

that otherwise appear unusual, that do not giveriseto significant risks. Thiswill bethe caseif (a)
thereisalegitimate businessrational e for the entity to enter into these transactions; (b) theterms
and conditions of the transactions are well documented and understood; and (c) the substance of
the transactions is clear. ;- fer-eExamples of such transactions are:

. —te—sSupport ing the start- up operatlons of ac omgonen Felated-paFtAthhrough an interest-

. Transferring receivabl esto aspecia -purpose entity to raise fundsfor an approved business

Communication Within the Engagement Team

35. Theauditor should communicatethe outcome of therisk assessment procedures, including
the names of all identified related parties, to the rest of the engagement team on a timely
basis. When theauditor identifiesrelated partiesduring theaudit that werenot previously
communicated, the auditor should promptly inform therest of the engagement team.

36. Timely communication and discussion within the engagement team of the outcome of the risk
assessment procedures, including the identities of related parties and significant identified risks,
are important as such information affects the planning and performance of further audit
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procedures. The auditor promptly communicates the names of related parties newly identified
during the audit to the rest of the engagement team to enable them to (a) determine whether this
new information affects the results and conclusions drawn from other audit procedures, and (b)
perform audit procedures designed to identify transactions with such parties.

Responsesto the Risks of Material Misstatement Dueto Related Parties

37.1SA 330, “The Auditor’s Procedures in Response to Assessed Risks,” requires the auditor to
design and perform audit procedures whose nature, timing, and extent respond to the assessed
risks of material misstatement at both the financial statement and assertion levels. This ISA
focuses on specific responses at the assertion level only.

Consideration of Materiality in Responding to Assessed Risks

38. When examining a related party transaction, the auditor considers both the quantitative and
gualitative aspects of the materiality of the transaction, as (a) the monetary value of the
transaction may not be relevant in evaluating the significance of the transaction, or (b) there may
be no objective basis for measuring the transaction. For example, the applicable financial
reporting framework may deem transactions between the entity and those charged with
governance to be material regardless of the amounts involved.

Testing the Operating Effectiveness of Internal Control
39. ISA 330 requires the auditor to perform tests of control when:

(@ Theauditor’ sassessment of risksof material misstatement at the assertion level isbased on
an expectation that controls over the process of identifying and disclosing related party
relationships and transactions are operating effectively; or

(b) Substantive procedures alone do not provide sufficient appropriate audit evidence at the
assertion level.

40. Testing the operating effectiveness of the entity’s controls over this process is likely to be an
appropriate response when, for example:

. Controls exist for the review and approval of related party transactions by appropriate
levels of management and, where appropriate, those charged with governance.

. Information necessary for preparing related party disclosuresis derived from the routine
processing of data by the entity’ s information aceeunting-system.

41. When performing tests of the operating effectiveness of controls, the auditor obtains audit
evidence sufficient to determine whether_the controls operated effectively throughout the
reporting period. Thisincludes obtaining audit evidence about (a) how controls were applied at
relevant times during the period under audit, (b) the consistency with which they were applied,
and (c) by whom they were applied. Guidance on testing controlsis set out in paragraphs 28-47
of 1SA 330.
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Substantive Procedures Responsive to Assessed Risks

42. To respond to the assessed-risks ef-material-misstatement-due-to-that related partyies
relationships and transactions may not have been identified and appropriately disclosed,
the auditor should:

tpaneaetlens Revlew th|rd party conflrmatlons and other relevant documentatlon for

evidence of related party relationships or transactions; and

(b) Perform other audit procedures designed to identify siqnificant and unusual

transactlons and determlne whether related partles are |nvolved

43. Third party confirmations and other relevant documentation that the auditor reviews include:

(2) Bank and legal confirmations;

(b)  Minutes of meetings of shareholders, management and those charged with governance;

(c) Invoices and correspondence from law firms;

(d) Income tax returns and other information supplied to regulatory authorities;

(e) Significant contracts and agreementsnot in the ordinary course of business, including those
involving management and those charged with governance; and

(f)  Other documentation considered appropriate, such as internal audit working papers.

unusual transectl ons that may net—be%eeepded-er—dtsetesed-l nvolve related parties include:

. Transactions that appear designed or structured to achieve specific accounting outcomes.

. Transactions from which management stands to receive a significant financial gain.

. Transactionswhere no consideration isexchanged, for example, theleasing of premisesor
the rendering of management services by the entity to a-cempenent-another party at no
charge.

. Circular er+eund-trip-transactions, for example, saleswhere the entity fundsthe full price
pavable by the other partv to thetransactlonadvanemgtashert-tepm%antearelated-papty

45. The procedur& set out in paraqraph 43 may assist in identifying suqnlflcant and unusual
transactions. Other procedures that the auditor may perform to identify these transactionsinclude:

. Inquiring of personnel who initiate, process or record these transactions, and those who

supervise or monitor such personnel.
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. Inquiring of non-financial personnel of the entity regarding their knowledge of significant
and unusual transactions.

. Conducting a detailed review of accounting records for transactions with specific
characteristics, such as terms that deviate significantly from known market terms. Such a
review may be facilitated using computer-assisted audit technigues.

465. Theextent of the proceduresin paragraph 42 will be morelimited if (a) testsof controlshave
been performed, and (b) appropriate audit evidence of effective operation of controls during the
reporting period has been obtai ned.

Responses to Significant Risks

476.  Where the auditor has identified significant risks of material misstatement due to related
parties, the auditor:

(@) Totheextent not already done, (i) evaluatesthe design of the entity’ s controls over related
party relationships and transactions, and (ii) determines whether they have been
implemented (paragraph 113 of ISA 315);

(b) Obtains audit evidence about the operating effectiveness of these controls (on which the
auditor plansto rely) from tests of control performed in the current period (paragraph 44 of
ISA 330); and

(c) Performssubstantive proceduresthat specifically respond to the significant risks (paragraph
51 of 1SA 330 and paragraphs 487-523 of thisISA).

Substantive Procedures to Respond to Significant Risks
4847. When the auditor Fer-identifies significant and unusual transactionsthat giveriseto

significant risksdueto related parties, the auditor should:

{b}-Cconsider obtaining corroborative audit evidence regarding the nature and substance of
the transactions.-by-
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49. This reguirement complements the requirement in paragraph 76 of 1SA 240 for the auditor to

understand the business rational e of the transactions.

50. Procedures that the auditor may perform to obtain corroborative audit evidence include:

Confirming the purposes, terms, and amounts of the transactions with the other parties.

I nspecting information in the possession of the other parties.

Confirming or discussing relevant information with intermediaries such as banks, law

firms, quarantors, or agents.

Reading thefinancia statements or other rel evant financial information of the other parties

to the transactions.

Inquiring of other information sources, such asindustry news sources, credit agencies and

persons prOV|d| nq prof iona adviceto the entltv

on .5149 Inoonsderlngthe

other partl estothe transactl ons as a source of aud|t evidence, the auditor takes into account the
potential lack of reliability of the evidenceif the partiesarein fact related, assuch partiesmay be
biased or be otherwise influenced by management.

520.

In considering the inspection of evideneeinformation in the possession of the other parties,

the auditor considers whether appropriate access to the information evidencewill be granted by
the other parties, and requests management’s permission to seek to obtain such access. Where
such access is granted, the auditor may consider, for example:

I nspecting relevant records and making appropriate inquiries of the other partiesregarding

the transactions that might confirm the identity of the other parties and the nature and
substance of the transactions.

V erifying the existence of the assets or inspecting their condition if thetransactionsinvolve

asset sales, to obtain corroborative audit evidence regarding the reasonabl eness of theterms
of the transactions.
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535. When theauditor identifiesrelated party relationshipsor transactions not previousy
recor ded and disclosed by the entity, the auditor should:

(@ Investigate why the entity’sinternal control had not identified them; and

(b) Determinewhether itisnecessary toreassesstherisksof material misstatement dueto
related parties.

If theserisksarereassessed, the auditor should consider theimplicationsfor other aspects
of theaudit, including thereliance placed on other representations made by management
and those char ged with governance during the audit.

ViaTa'a HAHO alala X

M easur ement Consider ations

54. Related party transactions occurring as part of the normal course of business ordinarily can be
readily measured and recorded at the amounts indicated by their terms. For some related party
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transactions, however, the value of the consideration exchanged may not bereadily determinable
for a number of reasons, including the following:

. Thereis no exchange of consideration.

. The consideration exchanged is non-monetary in nature.

. There is no objective basis of measurement of the fair value of the consideration
exchanged.

55. In_these circumstances, the auditor considers whether the applicable financia reporting
framework provides requirements and guidance for the appropriate measurement of such
transactions. Where the framework addresses the measurement of the transactions, the auditor
evaluates whether they have been appropriately accounted for and recorded in accordance with
that framework. Where the framework does not deal with the measurement of the transactions,
the auditor considers whether they have been appropriately disclosed, in accordance with
paragraphs 68-76.

Disclosures Asserting Related Party Transactionsto beat Arm’sLength

567. Whendisclosuresof related party transactionsassert-state or otherwise suggest that the
transactionshavebeen-wer e conducted at arm’slength, theauditor should besatisfied that
such assertion is substantiated.

578. Management is responsible for substantiating any assertion that a related party transaction
was conducted at arm’s length. Such assertion may explicitly state that the transaction was at
arm’slength or otherwise suggest that the transaction was consummated on terms equivalent or
similar to those prevailing in transactions with unrel ated parties. The auditor tests management’s
processfor making the assertion to obtain sufficient appropriate audit evidence that the assertion
is substantiated.

589. Testing the process used to make the arm'’s length assertion involves the following:

(@ Considering the appropriateness of management’s methodol ogy for substantiatingthearm’s
length basis;

(b) Verifyingthe sourceof theinternal or external datasupporting the assertion, and testing the
data to determine their accuracy, completeness and relevance; and

(c) When the substantiation rests on significant assumptions, considering whether they
reasonably support the assertion.

5960. Management may substantiate the arm’s length assertion in various ways, such as:

. Comparing the terms of the related party transaction to those of an identical transaction
with one or more irdependent-unrel ated parties;

. Engaging an external expert to determine a market value for the transaction; or
. Comparing the terms of the transaction to known market terms for broadly similar
transactions on an open market.
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601. The form and nature of a related party transaction often make it impracticable for
management to objectively substantiate an-the arm’s length assertion.

612. When the auditor is unable to obtain sufficient appropriate audit evidence to
substantiate management’ sassertion that arelated party transaction hasbeen conducted at
arm’s length, the auditor should request that management te-withdraw the assertion. If
management disagr ees, theauditor should consider theimplicationsfor theauditor’sreport
(see Proposed 1SA 7051, “Moadifications to the Opinion _in_the Independent Auditor’s

Report”).

Communications with Those Char ged with Gover nance

623. Theauditor should discusswith those charged with gover nancethe nature, extent and
substance of significant related party transactions, including those involving actual or

per caeived conflicts of inter estwiththose charged-with-governancerelated-party-transaction
that:

634. TheSuechadiscussion &
enables the auditor to:

(a) Confirm that those charged with governance are fully aware of the extent to which related
party transactions have affected the financial statements, or alternatively bring such
information to their attention:;

(ba) Establish acommon understanding with those charged with governance of the propriety of
the transactions, especially those involving actual or perceived conflicts of interest, and
their risks and petential-effects on the financial statements;

(chb) Alert those charged with governanceto specific related party relationships and transactions
of which they may not have been aware, to enable them to take appropriate action where
necessary;

(de) Comment on the completeness, accuracy and adequacy of management’s related party
disclosures;

(ed) Resolve identified related party issues, such as disagreements regarding the nature and
extent of disclosure, on atimely basis; and

(fe) Where applicable, corroborate responses from management to inquiries the auditor has
made into sueh-related party matters.
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Written Representations
646. The auditor should obtain a-written representations from management and, where

65.

appropriate, those char ged with gover nance regardirgconcer ning:

(a) Thecompletenessof information provided to theauditor regardingidentified related
parties and transactions with such parties; and

(b) tThe completeness, accuracy and adequacy of related party disclosures in the
financial statements.

The auditor may also consider obtai ning written representati ons concerning rel evant rel ated party

mattersfrom one or more of the entity’s shareholders, when they do not form part of management
or those charged with governance.

667.  Written representationsinclude confirmation from management and, where appropriate, those

67.

charged with governancethat they have disclosed to the auditor all relevant information relating
to identified related parti esy-relationships-and-transactions, and that they are not aware of any
other related party mattersrequired to be disclosed in the financial statementsin accordancewith
the applicable financia reporting framework. Such representations emphasize to management
and, where appropriate, those charged with governance their responsibility to disclose the
identities of related parties to the auditor even if there have been no transactions with such
parties. The representations may alse-address, where appropriate, specific related party issues,
such as the existence of undisclosed side agreements on significant +dentified-related party
transactions.

Circumstances in which it may be appropriate to obtain written representations from those

charged with governance and shareholders include:

. When they have approved specific related party transactions that (a) materially affect the
financia statements, or (b) involve management.

. When they have made specific oral representations to the auditor regarding details of
certain related party transactions.

. When they have financial or other interests in the related party transactions.

Evaluation of Related Party Disclosures and Reporting

RenderExpressing an Opinion on the-FairPresentation-ef-the-Financial Statements Prepared in
Accordance with a Financial Reporting Framework Designed to Achieve Fair Presentation

68.

When the objective of the engagement istoreport on expressan-audit-opinion-on-whether
thefinancial statements give a true and fair view, or are presented fairly, in all material

respects—prepared in accordance with the-appheablea financial reporting framework
designed to achievefair presentation, theauditor should evaluatewhether therelated party

disclosuresin thefinancial statements arefaity-presentedare presented in a manner that
achievesfair presentation of thefinancial statements.
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69. As the underlying financia reporting framework is designed to achieve fair presentation, it is

necessary for the audr tor to eva uate whether therelated party di scl osures appropriately support
thisobj ectl Ve '

statements In makr ng thrs eval uatlon the audltor consi ders Whether the entrtv s reI ated partv
disclosures-of-the-entity's related party-transactionsare:

(a) Reflect the substance of therelated party transactions, particularly if substancediffersfrom
form;

(ab) AreCcomplete and accurate in accordance with the requirements of the applicablefinancial
reporting framework;_and

(c) Reasonably summarizethefactsand circumstances of therelated party transactions so that
they are Yunderstandable and not misleading.

70. Disclosures of Rrelated party transactions disclosures-may be potentially misleading if (a) the
substance and the effects of the related-party-transactions on the financial statementsare unclear
or misstated, or (b) key terms, conditions, or other important elements of the transactions
necessary for understanding them are not appropriately disclosed. Accordingly, in drawing a
conclusion regarding whether thefairpresentation-of-the related party disclosures appropriately
support the fair presentation of the financial statements, the auditor evaluates whether the
disclosures faithfully represent the related party relationships and transactions in a manner that
givesatrueandfair view of, or presentsfairly, inall material respects, the information conveyed
in the financial statements.

71. If the auditor concludes that achieving the objective of fair presentation of the financia
statements requires (a) changesto therelated party disclosures, or (b) additional disclosures not
required by the applicablefinancial reporting framework, the auditor discussesthese changesand
additional disclosures with management.

72. If management refusesto makethe changes or additional disclosuresnecessary to achieve
fair presentation of the financial statements, the auditor should consider theimplications
for the auditor’sreport (see Proposed | SA 7051).

RenderExpressing an Opinion Whether-the-on Financial Statements Comply-with-the-Apphicable
Prepared in Accordance with a Financial Reporting Framework not Designed to Achieve Fair

Presentation

73. When the only objective of the engagement is to express an audit opinion whether the
financial statements are prepared, in all material respects, in accordance with the
appheableafinancial reporting framework_not designed to achievefair presentation, the
auditor should evaluatewhether therelated party disclosuresin thefinancial statementsare
complete and accurate, and comply with the requirements of that framework.
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74. Where the auditor isonly required to report whether the financial statements are prepared, in all
material respects, in accordance with the-appheableafinancia reporting framework not designed
to achieve fair presentation, the auditor has no responsibility to evaluate whether the entity’s
related party disclosures are presented in amanner that achievesfair presentation of thefinancia
statements. The auditor considers, however, whether the related party disclosures are complete
and accuratein respect of the specific elements of the related party relationshipsand transactions
required to be disclosed by the financial reporting framework.

75. If the auditor concludes that the entity’s related party disclosures do not comply with the
requirements of the applicable financial reporting framework, the auditor discusses with
management the changes necessary to achieve compliance.

76. If management refusesto makethe changesin therelated party disclosures necessary for
compliance with the requirements of the applicable financial reporting framework, the
auditor should consider theimplicationsfor the auditor’sreport (see Proposed | SA 7051).

Inability to Obtain Sufficient Appropriate Audit Evidence Regarding Related Party Disclosures

77. Because of the nature and characteristics of related party relationships and transactions, the
auditor considers whether circumstances arose during the audit that resulted in an inability to
obtain sufficient appropriate audit evidence to address the risks of material misstatement due to
related parties. Such a limitation in the scope of the audit may arise, for example, when the
auditor has assessed a significant risk of material misstatement due to related parties and
determinesthat testing relevant controlsis anecessary audit procedure, but isunableto do so, as
(a) theinternal control system has not been designed to identify, record, summarize and disclose
related party relationships and transactions, or (b) the design or implementation of the internal
control system is inadequate for that purpose. A scope limitation may also be imposed by
management in respect of related party transactions that management considers sensitive, for
example, when the transactions involve management in aconflict of interest or fraud. Proposed
| SA 705 provides guidance on modifications to the opinion in the independent auditor’s report
when there is a scope limitation.

Effective Date

787. ThisISA iseffectivefor audits of financial statementsfor periods commencing on or after
]. Early application of this ISA is permitted.
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Appendix 1
DefinitionsAdopted from |AS 24 (Revised)

Related party — A party isrelated to an entity if:
a) directly, or indirectly through one or more intermediaries, the party:

i) controls, is controlled by, or is under common control with, the entity (this includes
parents, subsidiaries and fellow subsidiaries);

i) hasaninterest in the entity that givesit significant influence over the entity; or
iii) hasjoint control over the entity;
b) the party isan associate (as defined in IAS 28, “Investments in Associates’) of the entity;

c) theparty isajoint venture in which the entity is aventurer (see |AS 31, “Interests in Joint
Ventures’);

d) the party isamember of the key management personnel of the entity or its parent;
e) the party isaclose member of the family of any individual referred toin (a) or (d);

f) theparty isanentity that iscontrolled, jointly controlled or significantly influenced by, or for
which significant voting power in such entity resides with, directly or indirectly, any
individual referred to in (d) or (e); or

g) theparty isapost-employment benefit plan for the benefit of employees of the entity, or of
any entity that is arelated party of the entity.

A related party transaction isatransfer of resources, servicesor obligations between related parties,
regardless of whether apriceis charged.

Close members of the family of an individual are those family members who may be expected to
influence, or be influenced by, that individual in their dealings with the entity. They may include:

a) theindividual's domestic partner and children;
b) children of the individual's domestic partner; and
c) dependants of theindividual or the individual's domestic partner.

Control is the power to govern the financial and operating policies of an entity so as to obtain
benefits from its activities.

Joint control is the contractually agreed sharing of control over an economic activity.
Key management personnel are those persons having authority and responsibility for planning,

directing and controlling the activities of the entity, directly or indirectly, including any director
(whether executive or otherwise) of that entity.
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Significant influence isthe power to participate in the financial and operating policy decisionsof an
entity, but isnot control over those policies. Significant influence may be gained by share ownership,
statute or agreement.
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Appendix 2
Examples of Horizontal Groups
A: Controlling individual
Control or significant influence Control or significant influence
C: Entity affecting
financial performance
or position of B
Illustration 1: B and C are not consolidated
A: Controlling individual
Control or significant influence Control or significant influence
nce

C: Intermediate entity

Control

A

D: Entity affecting
financial performance
or position of B
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S Control
A: Controlling individual

Control or
significant
influence

Control or

significant

influence

C: Intermediate entity

D: Entity affecting
financial performance
or position of B

Illustration 2: B is not consolidated with C and D

v

A: Spouse of controlling
individua

Control
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Appendix 3

Examples of Related Party Risk Factors

In addition to therisk factorslisted in paragraph 2836, the following isanon-exhaustivelist of other
factors the auditor may consider in identifying the risks of material misstatement of the financial
statements due to related parties. Not all of these examples are relevant in all circumstances, and
some may be of greater or lesser significance in entities of different sizes, with different ownership
characteristics, in different industries, or because of other differing characteristicsor circumstances.
Risk factorsthat are specific to the entity and not listed bel ow should also be considered. In addition,
certain risk factorslisted in Appendix 1 of 1SA 240 that are not listed below may also be relevant.

» Generdly, circular arrangements such as:

Sales with a commitment to repurchase that, if known, would preclude recognition of al or
part of the revenue.

Advancing funds that are subsequently transferred to a debtor and used to repay what would
otherwise be an uncollectible loan or receivable.

Obtaining loans immediately before the period end that are fully repaid shortly after.

» Generdly, conditions that indicate transactions are not at arm’s length, such as:

Borrowing or lending money interest-free or at arate of interest significantly above or below
prevailing market rates.

Selling real estate at a price that differs significantly from its appraised value.
Purchases, sales or other transactions at pricesin excess of or below fair market value.

» Generaly, the absence of substance, such as:

L oans made with no scheduled repayment terms.

Loans advanced to parties having no ability to repay, or transactions that have remained
unsettled for a considerable period of time.

L oans apparently advanced for avalid business purpose and | ater written off as uncollectible.
Payments for services never rendered.

* [Indications of other unusual terms, conditions or circumstances, such as:

Absence of competitive bidding on significant contracts.
Exchange of property for similar property in a non-monetary transaction.

Salesto an unnecessary “middle man” related party, who in turn sellsto the ultimate customer
at ahigher price, where the related party retains the difference.

Agreements under which one party pays another party’ s expenses.
Unusual arrangements with certain parties to mitigate market risks.
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Unusual transactions at or close to the period end.

Indications of changes in the terms of the transactions, particularly if they no longer reflect
normal commercial terms.

The lack of relevant documentation.
An unwarranted emphasis on secrecy or confidentiality.
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