Chapter 3 The correspondence and
permanent files

3.1 The correspondence file

A useful part of the planning process is the review of the correspondence file. This serves to remind the
auditor of issues which have arisen during the course of the year that could have an impact on the audit. It
can also provide useful information that the partner may have forgotten to pass on to the audirt staff!

The auditor should carefully review the correspondence within the file, making a more detailed note on any
issue that would have a significant bearing on the audit approach. Many firms summarise every piece of
client correspondence, when much of it comprises routine covering letters and has little or no impact on the
audir. The auditor is looking for matters which significantly affect the audit — for example:

e correspondence confirming the amount of corporation tax payments on account during the year should
help the auditor to check the accuracy of the corporation tax control account entries;

e _discussions with the client prior to year end regarding bonuses might influence the auditor’s expec-
cations of wages and salaries expense and accruals when undertaking preliminary analytical procedures;
and

o indications that the owners are considering selling the business would affect the audit risk assessment.

In firms where separate correspondence files are maintained in each department, it is important that the
¢ auditor reviews them all.

3.2 The permanent file

A permanent audir file is essential, but it is even more important that it is kepe up to date and maincained as
a workable file. This is especially true under ISAs, as a lot of the background information which drives the
planning and risk assessment is maintained here.

Many firms do not allow sufficient, or indeed any, time in the budget for updating the permanent audit file,
which often then becomes merely a receptacle for old, out-of-date documents and information that staff are
unsure where to file. Furthermore, people often do not spend adequate time updating the permanent file on
the grounds that they have been dealing with the client for a number of years and therefore know all there is
to know. A problem may then arise when, for some reason, a key partner or member of staff is no longer
involved in the assignment. This can result in difficulties for the person taking over the assignment,
particularly if that person no longer has access to the original partner or staff member involved.

The contents of the file should be reviewed at the start of each assignment, and any necessary amendments
made. The permanent file should be organised into sections, including the following:

® client-specific background information and knowledge;
® industry or sector information;

® aregister of significant laws and regulations;

®  derails of all related parties;

®  teview of accounting policies;

accounting systems and controls;

Statutory information;
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Contracts, leases and agreements
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id in the event of i ’
any dispute

accounting P

obtained either from
uses to account for sig

o5 the methods the client
<ial or emerging areas fo

¢ also encompass
offect of significant accounting policies in controver
guidance of consensus.

The ISA requiremen
transactions and the

there is 2 lack of anthoritative
he client, and

dards which are relevant to €

Consideration should also be given to any new Accounting Stan
consider when and how the client will adopt such requirements. Whete the client has changed its selection
the auditor should consider the reasons for the Products such as
the Engagement :
always has the larest word%ng” Lesters Toolkit, also published by Wolcers Ki
. uwer, ensure that the audi
1tor

nificant accounting policy,
e applicable financial reporting framework.

of, or method of applying, 2 518
sistent with ¢

change and whether it 18 approp
sing from accounting pol

It is essenti
ential that the
terms of e

) end. If ¢ - Ngagement are revi
es, and if the o l}ey are reviewed on starting the audi reviewed at the beginning of the assi

e client and to ensure thar this i au 1téthen at least there is an opport e assignment, as well as ac che

s signed and re unity to i
turned befor i ssue an updated 1
e the audit i p ed letter
is completed

riate and con
icies include:

ples of potential risks arl
ts should be capitalised of €Xpent

ey be amortised?
n charge and accumulated depre-
s forget t0 consider the

Exam
and development COS

whether research
hat period should th

oint and over W
All firms should
ensure thata ¢
opy of the letter of engagement is actually retained. M
ed. Many firms do not h
ave a

unds that the depreciatio
¢h FRS15, but many client system for followi
OW.
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t changes th
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ord of what

e ‘Those arising from
former, from what P

e Non-depreciation of buildings on the gro
al. This is in accordance Wi

ciation aré immateri
accumutaced depreciation, and this can become material ovet

often result from an

3.8.1 Revenue recognition
o fraudulent financial reporting
fictitious revenues) of

that material misstatements due t
le, prematurt revenue recognition Of recording

f revenue (for examp
from an understaternent of revenue (for example, improperly shifting revenues to 2 later period)- Therefore,
the auditor ordinarily presumes that there are fis e recognition and considers which
) . . ; . Most fi
gypes of revenue, revenue transactions Of assertions may give rise to such risks. If the auditor has not PAYEUc?lI}'lS keep separate tax files so only infe i
lar circumstance, [evenue recognition as & risk of macerial (nisstatement due t0 fraud, N ispensations) should be on the I);er ormation of direct relevance to the andit (
manent file andit (such as copi
. copies of any

identified, in a particut
the reasons for arriving at this conclusion should be documented.

3.11 Taxation

ISA 240 notes
overstatement Q.

3.12 Assets

Detail
s of any maj
. jor assets, properti
: . erti
maintains the client’s fixed assefre iest’ etc. should be mainrained on the pe
num . § : r
erous copies or scanned imagfs ofr, a C(;]PY is usually kept on the pe fmaf;lﬂﬂe?tl file. Where the practice
purchase invoi ent file. H .
ices should b . . However, the fil
e avoided ’ iling of

nd controls
=y business

and controls, including the X

3.9 Accounting systems a

The permanent file should contain 2 record of the client systems
detail in Chaptet 4,

processes. This 1s considered in more

anditor wishes to £y €O plac the client’s systems and controls,

e reliance onl
od the design and imple-

3.
13 Contracts, leases and agreements

Trrespective of whether or not the
these must be documented 1D accordance with the requirements of ISA 315, 2
mentation of controls must be checked. Further guidance on chis can be found in Chapter 4. The adequacy of
ds should also be assessed as the basis for preparing the accounts and, where approptiate, -
for paintainin adequate accountin records. ere should be : Lo
g q g that could ha\l?ee :ﬂs?Ctlon in the permanent file containin
impact on the audi . g copies of
udit. . of any cont
This may include details of mek O‘::;t:li;fl'easesdand agreements
ts an loaﬂ fa P
cilities,

the books and recof

their compliance with t £ the Companies Act

securities
, covenants, fin;
conl H ance and ope .
pmrtlracts or agreements on file ThePara.ctll‘ng leases, etc. It is not sufficient .
ts that could be of rel uditor should review each d to simply place copies of
elevance to the audic — for ¢ l ach document and note or highli 1131 of the
- xample: ighlight any ki
- ey

he requirements ©

3.10 Statutory information
¢ file should contain some basic scarutory information about the client. This’ §hou1d in.clude * the banking facility |
Lrrent Mortgages and charges, directors interests in the withdrawal of fun. dy' etter may contain details of bankin
ing, giving ris - ing covenants, which i
®  covenants g rise to a going-concern fi » which if broken m .
and guarantees ma: rn risk; ay result in
y need to be disclosed i
in the financial sta
tements; and

The permanen

such things as 2
lective resolutions. A copy of the

1ders, details of any ¢
of the latest annual recurn and any €
deed, should also be

shares and debentures, a5 well as a copy
memorandum and articles of association of other governing Jocument, such as 2 trust
placed on the file. The auditor sbould highlight any issues relating to these items that arc of particular
candard Table A provisions) — for example,
erties.

interest, particularly if they are different to the norm (that is, s
restricted borrowing P gains and losses on the disposal of investment prop

owers of th
The permanent file should be 2 workable file containing i
created as an archive. Ic is very common dit practices 0 inc

list of shareho
lease a
greements should i
any break clause Id contain derails of the am
s, options to ounts to be paid and :
of leases. purchase, etc. These will materially aff;lct-ili: l:s riod of the lease, including
counting for and disclo

sure

e treatment of
the audit. It should not be

nformation relevant to
much information in this

for aw orporate o0
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The correspondence and permanent files

3.14 Information of continuing interest

Copies of selected correspondence and other information of contipuing interest ¢hat the auditor May wish to
e audit should be placed o file. This will include, for example, COPics of any

jetters of comment sent o the client and details of the client’s responses. It ;s not necessary to cOpY or scan

every audit-related letter sent to the client!

3.15 Previous years’ accounts

f the signed accounts within the permanent file. Flowever, On the

basis that most firms will incorporate copy of the previous year's accounts ob the current file, it is probably

ro retain signed accounts on @ separate dedicated file. Retaining thesc ot the permanent

mofe appropriate
file will very quickly make it an unwieldy tool. Obviously, it i important for the auditor O retain a signed

copy of the accounts; the issu€ is simply where these should be kept.

The auditor may wish to maintain copies 0

3.16 Access 0 information by successor auditors

If the fiem is undertaking the audit of a new client, one of the most cime-consuming activities is the
gathering of background information for the permanent file, as this usually has t© be done from scratch.

Schedule 10 of che Companies Act 2006 permits a successor auditor access to relevant information held by
the predecessor auditor. The Audic Regulations (regulation 3.09) have now been amended t© give effect t0
this requirement. Therefore, whilst the requirement t0 provide information to 2 successor auditor originates
in the Companies Act, it now applies tO all audits carried out under the audit regulations, whecher for

companies or 00t in respect of appoOIntmMENts for the audits of financial years starting on of aft
2008. Auditots of new clients should therefore give due consideration t0 requesting access 10 the predecessor

auditor’s working papers.

Technical Release AAE 01/08 Access 7 Informaiion by Successor Aunditors tepeats the requirements and gives
further practical guidance t© both successor and predecessor auditors. The mmain points to note are set oL
below.

audit and must ROt be disclosed to 2 third pavty, unless

the successor 18 required t0 do so by a legal of professional obligation. The term ‘third P20 y includes
the client, although the successot may discuss the information with the client white o do 5o is 2

necessary patt of the audit work. Because the auditor is complying with a mandatory requirement,

providing access to relevant information will not breach professional confidentiality OF data protection
laws. However, because of the danger of tipping off, any money-laundeting report and papers recording
the predecessor’s related consideration of apparently suspicious activities should not be provided by the

the predecessor has clear advice that to do so

redecessor to any Person (including the successor) nnless

would be lawful.
e The new right does pot alter the existing liability of each auditor in relation to its respective audit.

nt of the successof auditor. The provision of

e Information is for the purposes of the successor’s

e The request can only be made after formal appointme

information should be on 2 timely basis.
e 'The request must be in writing and should not include unnecessary information. It should be as specific

as possible and should avoid, wherever possible, & request for ‘all relevant information’. It does not
matter whether ¢hose working papers are filed on the current audit file, 2 permanent file or a systems

file.
e The predecessor should be prepared to assist the successor by providing oral or written explanations on 2

timely basis.
e The period for which information i requested would normally be the period in respect of the last andit
successor

repott signed by the predecessot and would inctude any subsequent interim review. If the
considers that it peeds informatiof relating to an catlier period, then che successor should be prepared to
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ing example lecters, is provided in’ tct(:ffle“d LO the audited entity. Guidance on suitab
echnical Release. suitable

3.16.1 Practicalities of access

Where workin,
g papers are held electroni
t
ronically, the predecessor will need to consider h
er how to provide acc
€ss Lo

the relevan ;
t audit docum :
odologi entation wit : :
ologies or confidential inf . hout putting at risk th s
information of other client the confidentiality of the firm's aud
S. rm’s audit meth-

It is reasonable fi
; or the succes
audit workin, sor to make notes of :
- g papers. The Techni of the review bu . .

copying of extracts of the bof)ckllnal_ca:jl Release states thar it WOuIc; gge;e is no obligation to allow copyin, of
nd records of the client. It would al:f)olf)l:ble o all:l,ow’ as a2 minimum gthe
reasonable and helpfu 1
pful to allow

copying of pa
, pers such as break
client’ reakdown of a '
s systems and processes. nalyses of financial statement figures and d
s and documentari
entation of th
e

If the s
uccessor does
s b ask to copy d
o .
which items wete copied py documents, it would be sensible to check th
' ck them and
o0 keep a re
cord of

The Techni
nical Release al
s0 suggests that i
it would be reasonable for the predeces d
sor auditor to se
ck to recover

costs, but with
\ out any elem
x ent of fi
Az o
pryinent and therefore the predeceSP 1t. Ho?vever, there is no obligati
sor may wish to look to the Cliea% flon on the successor to make any
or recovery of
COStS.

3.17 Conclusion

A prO y
P ainta. 3
d P a
€ IS €s5Cnc1 P g 1 effectl (< d
eII maintaine: ermanent essent a.l mn eIfOI:IIllII al ve a i d S
S5, 4l d IS

important that it i
- t it is treated
as such. § -
1ssues. . D0Ie
An example of such P audir systems use checkli
a checklist is shown below ecklists to help the auditor id
- consider relev
ant
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