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misunderstandings with respect to the audit. In some countries, however, the
objective and scope of an audit and the responsibilities of management and of the
auditor may be sufficiently established by law, that is, they prescribe the matters
described in paragraph 10. Although in these circumstances paragraph 11 permits
the auditor to include in the engagement letter only reference to the fact that
relevant law or regulation applies and that management acknowledges and
understands its responsibilities as set out in paragraph 6(b), the auditor may
nevertheless consider it appropriate to include the matters described in paragraph
10 in an engagement letter for the information of management.

Form and Content of the Audit Engagement Letter

The form and content of the audit engagement letter may vary for each entity.
Information included in the audit engagement letter on the auditor’s
responsibilities may be based on ISA (UK) 200 (Revised June
2016).""Paragraphs 6(b) and 12 of this ISA (UK) deal with the description of
the responsibilities of management. In addition to including the matters required
by paragraph 10, an audit engagement letter may make reference to, for example:

®  Elaboration of the scope of the audit, including reference to applicable

legislation, regulations, ISAs (UK), and ethical and other pronouncements
of professional bodies to which the auditor adheres.

®  The form of any other communication of results of the audit engagement.

®  The requirement for the auditor to communicate key audit matters in the
auditor’s report in accordance with ISA (UK) 701.8

®  The fact that because of the inherent limitations of an audit, together with the
inherent limitations of internal control, there is an unavoidable risk that
some material misstatements may not be detected, even though the audit is
properly planned and performed in accordance with ISAs (UK).

®  Arrangements regarding the planning and performance of the wudit,
including the composition of the audit team.

®  The expectation that management will provide written represeatutions (see
also paragraph A13).

®  The expectation that management will provide access to ai! information of
which management is aware that is relevant to the preparation of the
financial statements, including an expectation that management will
provide access to information relevant to disclosures.

®  The agreement of management to make available to the auditor draft
financial statements, including all information relevant to their
preparation, whether obtained from within or outside of the general and
subsidiary ledgers (including all information relevant to the preparation of
disclosures), and the other information,' if any, in time to allow the auditor
to complete the audit in accordance with the proposed timetable.

®  The agreement of management to inform the auditor of facts that may affect
the financial statements, of which management may become aware during
the period from the date of the auditor’s report to the date the financial
statements are issued.,

'7 IS4 (UK) 200 (Revised June 2016), paragraphs 3-9.

¥ IS4 (UK) 701, Communicating Key Audit Matters in the Independent Auditor’s Report.
* As defined in 1S4 (UK) 720 (Revised June 2016), The Auditor’s Responsibilities Relating to Other Information.
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@  The basis on which fees are computed and any billing arrangements.

e A request for management to acknowledge receipt of tl_le audit engagement
letter and to agree to the terms of the engagement outlined therein.

When the auditor is not required to communicate key audit matters, it may be
helpful for the auditor to make reference m the terrr}s of the all.ldIt’ engagement ‘Fo
the possibility of communicating key audit matters in the a1:1d1tor s report and, in
certain jurisdictions, it may be necessary ‘_for the auditor to include a reference to
such possibility in order to retain the ability to do so.

When relevant, the following points could also be made in the audit engagement
letter:

e  Arrangements concerning the involvement of other auditors and experts in
some aspects of the audit.

@  Arrangements concerning the involvement of internal auditors and other
staff of the entity.

e  Arrangénents to be made with the predecessor auditor, if any, in the case of
an jnitior audit.

@ A reference to, and description of, the auditor’s responsibilities under law,
r2gulation or relevant ethical requirements that address reporting identified
or suspected non-compliance with laws and regulations to an appropriate
authority outside the entity.

®  Any resiriction of the auditor’s liability when such possibility exists.

® A reference to any further agreements between the auditor and the entity.
®  Any obligations to provide audit working papers to other pa_rties.

An example of an audit engagement letter is set out in Appendix 1.'%*

Audits of Components

When the auditor of a parent entity is also the auditor of a component, the factors
that may influence the decision whether to send a separate audit engagement letter
to the component include the following:

®  Who appoints the component auditor;
Whether a separate auditor’s report is to be issued on the component;
Legal requirements in relation to audit appointments;

Degree of ownership by parent; and

Degree of independence of the component management from the parent
entity.

Responsibilities of Management Prescribed by Law or Regulation
(Ref: Para. 11-12)

If, in the circumstances described in paragraphs A23 and A29, the auditor
concludes that it is not necessary to record certain terms of the audit
engagement in an audit engagement letter, the auditor is still required by
paragraph 11 to seek the written agreement from management that it
acknowledges and understands that it has the responsibilities set out in
paragraph 6(b). However, in accordance with paragraph 12, such written

% The example letter in Appendix 1 has not been toilored for the UK.
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Appendix 1
(Ref: Para. A24-26)

Example of an Audit Engagement Letter
The example letter in this Appendix has not been tailored for the UK.

The following is an example of an audit engagement letter for an audit of general
purpose financial statements prepared in accordance with International Financial
Reporting Standards. This letter is not authoritative but is intended only to be a
guide that may be used in conjunction with the considerations outlined in this ISA.
It will need to be varied according to individual requirements and circumstances. It
is drafted to refer to the audit of financial statements for a single reporting period
and would require adaptation if intended or expected to apply to recurring audits
(see paragraph 13 of this ISA). It may be appropriate to seek legal advice that any
proposed letter is suitable.

e

To the appropriate representative of management or those charged with
governance of ABC Company:'®

[The objective and scope of the audit]

You®® have requested that we audit the financial statements of ABC Company,
which comprise the statement of financial position as at December 31, 20X1, and
the statement of comprehensive income, statement of changes in equity and
statement of cash flows for the year then ended, and notes to the financial
statements, including a summary of significant accounting policies. We are
pleased to confirm our acceptance and our understanding of this andi
engagement by means of this letter.

The objectives of our audit are to obtain reasonable assurance about whether the
financial statements as a whole are free from material misstatement, whether due
to fraud or error, and to issue an auditor’s report that includes oue opinion.
Reasonable assurance is a high level of assurance, but is not a guarantee that an
audit conducted in accordance with International Standards on Auditing (ISAs)
will always detect a material misstatement when it exists. Misstatements can arise
from fraud or etror and are considered material if, individually or in the aggregate,
they could reasonably be expected to influence the economic decisions of users
taken on the basis of these financial statements.

[The responsibilities of the auditor]

We will conduct our audit in accordance with ISAs. Those standards require that
we comply with ethical requirements. As part of an audit in accordance with ISAs,
we exercise professional judgment and maintain professional skepticism
throughout the audit. We also:

®  Identify and assess the risks of material misstatement of the financial
statements, whether due to fraud or error, design and perform audit
procedures respensive to those risks, and obtain audit evidence that is

™% The addressees and references in the letter would be those that are appropriate in the circumstances of the engagement,
including the relevant jurisdiction. It is important to vefer to the appropriate persons — see paragraph A22.

e Throughout this letter, references to "you,” “we,” “us,” “management,” “those charged with governance”
and “auditor” would be used or amended as appropriate in the circumstances.
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sufficient and appropriate to provide a basis for our opinion. The risk of not
detecting a material misstatement resulting from fraud is higher th_an for one
resulting from error, as fraud may involve collusion, forgery, intentional
omissions, misrepresentations, or the override of internal control.

@  Obtain an understanding of internal control relevant to the audit in order to
design audit procedures that are appropriate in the cirqumstances, but not f?r
the purpose of expressing an opinion on the effectiveness of the entity’s
internal control.”® However, we will communicate to you in writing
concerning any significant deficiencies in internal control relevant to_the
audit of the financial statements that we have identified during the audit.

e  Evaluate the appropriateness of accounting policies used and the
reasonableness of accounting estimates and related disclosures made by
management

e Conclude on the appropriateness of management’s use of the going concern
basis of accounting and, based on the audit evidence obtained, whether a
materi4l uncertainty exists related to events or conditions that may cast
sign'ficant doubt on the Company’s ability to continue as a goin_g concern. If
we-conclude that a material uncertainty exists, we are required to draw
attention in our auditor’s report to the related disclosures in the financial
statements or, if such disclosures are inadequate, to modify our opinion. Our
conclusions are based on the audit evidence obtained up to the date of our
auditor’s report. However, future events or conditions may cause the
Company to cease to continue as a going concern.

®  Evaluate the overall presentation, structure and content of the financial
statements, including the disclosures, and whether the financial staterr_lents
represent the underlying transactions and events in a manner that achieves
fair presentation.

Because of the inherent limitations of an audit, together with the inherent
limitations of internal control, there is an unavoidable risk that some material
misstatements may not be detected, even though the audit is properly planned and
performed in accordance with ISAs.

[The responsibilities of management and identification of the applicable financial
reporting frameworl (for purposes of this example it is assumed that the auditor has
not determined that the law or regulation prescribes those responsibilities in
appropriate terms; the descriptions in paragraph 6(b) of this ISA are therefore used).]

Our audit will be conducted on the basis that [management and, where

appropriate, those charged with governance]** acknowledge and understand that

they have responsibility:

(a) For the preparation and fair presentation of the financial statements in
accordance with International Financial Reporting Standards;™*

(b) For such internal control as [management] determines is necessary to enat_JIe
the preparation of financial statements that are free from material
misstatement, whether due to fraud or error; and

0 This sentence would be modified, as appropriate, in circumstances when the auditor also has responsibility to
issue an opinion on the effectiveness of internal control in corjunction with the audit of the financial statements.

o . . . :
“ Use ferminology as appropriate in the circumstances.

= O if appropriate, “For the preparation of financial statements that give a frue and fair view in accordance
with International Financial Reporting Standards.”
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For audits of financial statements of public interest entities, the engagement
quality control reviewer, on performing an engagement quality control
review,* shall also consider the following elements:

(a) The independence of the firm from the entity;

(b) The significant risks which are relevant to the audit and which the key
audit partner(s) has identified during the performance of the audit and the
measures that the key audit partner(s) has taken to adequately manage
those risks;

(c) The reasoning of the key audit partner(s), in particular with regard to the
level of materiality and the significant risks referred to in paragraph 21R-

1(b);
(d) Any request for advice to external experts and the implementation of
such advice;

(e) The nature and scope of the corrected and uncorrected misstatements n
the financial statements that were identified during the carrying out of the
audit;

(f)  The subjects discussed with the audit committee and management and/or
supervisory bodies of the entity;

(g) The subjects discussed with competent authorities* and, where
applicable, with other third parties; and

(h) Whether the documents and information selected from the file by the
engagement quality control reviewer support the opinion of the key audit
partner(s) as expressed in the draft of the auditor’s report and the
additional report to the audit commitiee.*"

The engagement quality control reviewer shall discuss the results of the reviev,
including the elements assessed in paragraph 21R-1, with the key audit partner(s).

Differences of Opinion

If differences of opinion arise within the engagement team, with these consulted
or, where applicable, between the engagement partner and the <figegement quality
control reviewer, the engagement team shall follow the firm’s policies and
procedures for dealing with and resolving differences of opinion.

Monitoring

An effective system of quality control includes a monitoring process designed to
provide the firm with reasonable assurance that its policies and procedures relating
to the system of quality control are relevant, adequate, and operating effectively.
The engagement partner shall consider the results of the firm’s monitoring process
as evidenced in the latest information circulated by the firm and, if applicable,
other network firms and whether deficiencies noted in that information may affect
the audit engagement. (Ref: Para A33-A35)

# The requirement for an engagement quality control review is established in ISQC (UK) 1 (Revi.s“ed :Iune 2016),
paragraph 36R-1.

% In the UK, the competent authority designated by law is the Financial Reporting Council.

# The requirements for these reporis are set out respectively in IS4 (UK) 700 (Revised June 2016), Forming an
Opinion and Reporting on Financial Statements and IS4 (UK) 260 (Revised June 2016), Communication with
Those Charged with Governance.

— 7 A
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Documentation
The auditor shall include in the audit documentation:®

(a) Issues identified with respect to compliance with relevant ethical
requirements and how they were resolved.

(b) Conclus_ions on compliance with independence requirements that apply to
the audit engagement, and any relevant discussions with the firm that
support these conclusions.

(c) Conclusions reached regarding the acceptance and continuance of client
relationships and audit engagements.

(d) The nature and scope of, and conclusions resulting from, consultations
undertaken during the course of the audit engagement. (Ref: Para. A36)

The auditor shall include in the audit documentation:

(@) All significant threats to the firm’s independence as well as the
safeguards applied to mitigate those threats; and

(b) Those matters it is required to assess before accepting or continuing a
stanviory audit engagement in accordance with ISQC (UK) 1 (Revised
June 2016).

The engagement quality control reviewer shall document, for the audit
engagement reviewed, that:

(a) The procedures required by the firm’s policies on engagement quality
control review have been performed,; '

(b) The engagement quality control review has been completed on or before the
date of the auditor’s report; and

(c) TheT reviewer is_not aware of any unresolved matters that would cause the
reviewer to believe that the significant judgments the engagement team
made and the conclusions it reached were not appropriate.

For _audits of financial statements of public interest entities, the engagement
quality control reviewer shall also record: '

(a) The oral and written information provided by the key audit partner(s) to
support the significant judgments as well as the main findings of the audit
procedures carried out and the conclusions drawn from those findings,

whether or not at the request of the engagement quality control reviewer;
and

(b) The opinions of the key audit parter(s), as expressed in the draft of the

reports required by ISA (UK) 260 (Revised June 2016) and ISA (UK)
700 (Revised June 2016). '

For audits of financial statements of public interest entities, the auditor and the
engagement quality control reviewer shall keep a record of the results of the
engagement quality control review, together with the considerations underlying
those results, in the audit documentation. '

Hk sk

.2
ISA (UK} 230 (Revised June 201 6), Audit Documentation, paragraphs 811, and paragraph AG.
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action, which may include eliminating the activity or interest that creates the
threat, or withdrawing from the audit engagement, where withdrawal is possible
under applicable law or regulation.

Considerations Specific to Public Sector Entities

Statutory measures may provide safeguards for the independence of public sector
auditors. However, public sector auditors or audit firms carrying out public sector
audits on behalf of the statutory auditor may, depending on the terms of the
mandate in a particular jurisdiction, need to adapt their approach in order to
promote compliance with the spirit of paragraph 11. This may include, where the
public sector auditor’s mandate does not permit withdrawal from the engagement,
disclosure through a public report, of circumstances that have arisen that would, if
they were in the private sector, lead the auditor to withdraw.

Acceptance and Continuance of Client Relationships and Audit Engagements
(Ref: Para. 12)

ISQC (UK) 1 (Revised June 2016) requires the firm to obtain information
considered necessary in the circumstances before accepting an engagement with
a new client, when deciding whether to continue an existing engagement, and
when considering acceptance of a new engagement with an existing client.®
Information such as the following assists the engagement partner in determining
whether the conclusions reached regarding the acceptance and continuance of
client relationships and audit engagements are appropriate:

®  The integrity of the principal owners, key management and those charged
with governance of the entity;

®  Whether the engagement team is competent to perform the audit

engagement and has the necessary capabilities, including time snd
resources;

®  Whether the firm and the engagement team can comply with releven® ethical
requirenients; and

®  Significant matters that have arisen during the current of pesvious audit
engagement, and their implications for continuing the relationship.

Law, regulation, or relevant ethical requirements’ may require the auditor to
request, prior to accepting the engagement, the predecessor auditor to provide
known information regarding any facts or circumstances that, in the predecessor
auditor’s judgment, the auditor needs to be aware of before deciding whether to
accept the engagement. In some circumstances, the predecessor auditor may be
required, on request by the proposed successor auditor, to provide information
regarding identified or suspected non-compliance with laws and regulations to the
proposed successor auditor.”™ For example, where the predecessor auditor has
withdrawn from the engagement as a result of identified or suspected non-

% ISQC (UK) I (Revised June 201 06), paragraph 27(a).
7 See, for example, Sections 210.14 of the IESBA Code.

In the UK, the refevant guidance on proposed communications with a predecessor auditor is provided by the
pronouncements relating to the work of auditors issued by the auditor s relevant professional body.

" In the UK, the predecessor audilor is required lo provide the successor slatutory auditor with access jo all
relevant information concerning the entity, including information concerning the most recent audit. This would
include non-compliance with laws and regulations. See ISOC (UK) I (Revised June 2016), Quality Control for
Firms that Perform Audiis and Reviews of Financial Statements, and other Assurance and Related Services
Engagements, paragraph 28D-1.

j{\t\“.‘
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compliance with laws and regulations, the IESBA Code r_equires that the

redecessor auditor, on request by a proposed successor auditor, prov1dps all
such facts and other information concemning such non-compliance that, in the
predecessor auditor’s opinion, the proposed successor auditor needs to be aware of
before deciding whether to accept the audit appointment.®

Considerations Specific to Public Sector Entities
(Ref: Para. 12-13)

In the public sector, auditors may be appointed in accordance with statutory
procedures. Accordingly, certain of the requirements and considerations regarding
the acceptance and continuance of client relationships and audit engagements as
set out in paragraphs 12, 13 and A8 may not be relevant. Nonetheless, 1nf9rmat10n
gathered as a result of the process described may be valual?le to public sector
auditors in performing risk assessments and in carrying out reporting
responsibilities.

Assignment af Engagement Teams
(Ref: Paga.;14)

An ehgagement team includes a person using expertise in a specialized area of
actouning or auditing, whether engaged or employed by the firm, if any, who
rerforms audit procedures on the engagement. However, a person with such
‘cxpertise is not a member of the engagement team if that person’s involvemept
with the engagement is only consultation. Consultations are addressed in
paragraph 18, and paragraph A21-A22,

When considering the appropriate competence and capabilities expected of the

engagement team as a whole, the engagement partner may take into consideration
such matters as the team’s:

e  Understanding of, and practical experience with, audit engagements of a
similar nature and complexity through appropriate training and
participation.

®  Understanding of professional standards and applicable legal and regulatory
requirements.

®  Technical expertise, including expertise with relevant information
technology and specialized areas of accounting or auditing.

Knowledge of relevant industries in which the client operates.
Ability to apply professional judgment.
®  Understanding of the firm’s quality control policies and procedures.

Considerations Specific to Public Sector Entities

In the public sector, additional appropriate competence may include skills that are
necessary to discharge the terms of the audit mandate in a particular jurisdiction.
Such competence may include an understanding of the applicable reporting
arrangements, including reporting to the legislature or other governing body or
in the public interest. The wider scope of a public sector audit may include, for
example, some aspects of performance auditing or a comprehensive assessment of

4 See, for example, Sections 225.31 of the IESBA Code.
In the UK, the auditor has regard to any specific requirements of the auditor § relevant professional body.
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compliance with law, regulation or other authority and preventing and detecting
fraud and corruption.

Engagement Performance

Direction, Supervision and Performance
(Ref: Para. 15(a))

Direction of the engagement team involves informing the members of the
engagement team of matters such as:

®  Their responsibilities, including the need to comply with relevant ethical
requirements, and to plan and perform an audit with professional skepticism
as required by ISA (UK) 200 (Revised June 2016).°

®  Responsibilities of respective partners where more than one partner is
involved in the conduct of an audit engagement.

The objectives of the work to be performed.
The nature of the entity’s business.
Risk-related issues.

Problems that may arise.
The detailed approach to the performance of the engagement.

Discussion among members of the engagement team allows less experienced team
members to raise questions with more experienced team members so that
appropriate communication can occur within the engagement team.

Appropriate teamwork and training assist less experienced members of the
engagement team to clearly understand the objectives of the assigned work.

Supervision includes matters such as:
®  Tracking the progress of the audit engagement,

®  Considering the competence and capabilities of individual meribers of the
engagement team, including whether they have sufficient tiric. i« carry out
their work, whether they understand their instructions, and “vh=iher the work

is being carried out in accordance with the planned approach to the audit
engagement.

®  Addressing significant matters arising during the audit engagement, considering
their significance and modifying the planned approach appropriately.

®  Identifying matters for consultation or consideration by more experienced
engagement team members during the audit engagement.

Reviews

Review Responsibilities
(Ref: Para. 16)

Under ISQC (UK) 1 (Revised June 2016), the firm’s review responsibility policies
and procedures are determined on the basis that work of less experienced team
members is reviewed by more experienced team members. '

? ISA (UK) 200 (Revised June 2016), Overall Objectives of the Independent Auditor and the Conduct of an Audit in
Accordance with International Standards on Auditing (UK), paragraph 15.

0 I1SOC (UK) 1 (Revised June 2016), paragraph 33.
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A review consists of consideration whether, for example:

e  The work has been performed in accordance with professional standards and
applicable legal and regulatory requirements;

e Significant matters have been raised for further consideration;

Appropriate consultations have taken place and the resulting conclusions
have been documented and implemented;

There is a need to revise the nature, timing and extent of work performed;

The work performed supports the conclusions reached and is appropriately
documented,

@ The evidence obtained is sufficient and appropriate to support the auditor’s
report; and

e The objectives of the engagement procedures have been achieved.

The Engagemans Partner’s Review of Work Performed
(Ref: Para(1y)
Timely reviews of the following by the engagement partner at appropriate stages

durizis tae engagement allow significant matters to be resolved on a timely basis to
tlie engagement partner’s satisfaction on or before the date of the auditor’s report:

®  Critical areas of judgment, especially those relating to difficult or
contentious matters identified during the course of the engagement,

®  Significant risks; and
®  Other areas the engagement partner considers important.

The engagement partner need not review all audit documentation, but may do so.
However, as required by ISA (UK) 230 (Revised June 2016), the partner
documents the extent and timing of the reviews."

An engagement partner taking over an audit during the engagement may apply the
review procedures as described in paragraph A18 to review the work performed to
the date of a change in order to assume the responsibilities of an engagement
partner.

Considerations Relevant Where a Member of the Engagement Team with
Expertise in a Specialized Area of Accounting or Auditing Is Used
(Ref: Para. 15-17)

Where a member of the engagement team with expertise in a specialized area of
accounting or auditing is used, direction, supervision and review of that
engagement team member’s work may include matters such as:

®  Agreeing with that member the nature, scope and objectives of that
member’s work, and the respective roles of, and the nature, timing and
extent of communication between that member and other members of the
engagement team.

®  Evaluating the adequacy of that member’s work including the relevance an_d
reasonableness of that member’s findings or conclusions and their
consistency with other audit evidence.

" ISA (UK) 230 (Revised June 2016), paragraph 9(c).

A17

Al8

Al9

A20




248  International Standards on Auditing (UK)
Introduction

Scape of this ISA (UK)

This International Standard on Auditing (UK) (ISA (UK)) deals with the auditor’s
respounsibility to prepare audit documentation for an audit of financial statements,
The Appendix lists other ISAs (UK) that contain specific documentation
requirements and guidance. The specific documentation requirements of other

ISAs (UK) do not limit the application of this ISA (UK). Law or regulation may
establish additional documentation requirements.

Nature and Purposes of Audit Documentation
Audit documentation that meets the requirements of this ISA (UK) and the
specific documentation requirements of other relevant ISAs (UK) provides:

(a) Evidence of the auditor’s basis for a conclusion about the achievement of the
overall objectives of the auditor:! and

(b) Evidence that the audit was planned and performed in accordance with ISAs
(UK) and applicable legal and regulatory requirements.

Audit documentation serves a number of additional purposes, including the

following:
®  Assisting the engagement team to plan and perform the audit.
@

Assisting members of the engagement team responsible for supervision to
direct and supervise the audit work, and to discharge their review
responsibilities in accordance with ISA (UK) 220 (Revised June 2016).2

Enabling the engagement team to be accountable for its worlk.
Retaining a record of matters of continuing significance to future audits

®  Enabling the conduct of quality control reviews and inspections in

accordance with ISQC (UK) 1 (Revised June 2016)* or \national
requirements that are at least as demanding.*

®  Enabling the conduct of external Inspections in accordarce vrith applicable
legal, regulatory or other requirements.
Effective Date

This ISA (UK) is effective for audits of financial statements for periods

- commencing on or after 17 June 2016. Earlier adoption is permitted.

! 154 (UK) 200 (Revised June 2016), Overall Objectives of the Independent Auditor and the Conduct of an Audit in

Aecordance with International Standards on Auditing (UK), paragraph 11.
2 184 (UK) 220 (Revised June 2016), Quality Control Jor an Audit of Financial Statements, paragraphs 15-17.

4 ISQC (UK) I (Revised June 2016), Quality Control for Firms that Perform Audits and Reviews of Financial
Statements, and Other Assurance and Related Services Engagements, paragraphs 32— 33, 35-38, and 48,

* IS4 (UK) 220 (Revised June 2016), paragraph 2.
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Objective

The objective of the auditor is to prepare documentation that provides: ;
@ A sufficient and appropriate record of the basis for the auditor’s report; an
a

Evidence that the audit was planned and perforr}led in accordance with ISAs
& (UK) and applicable legal and regulatory requirements.

Definitions

For purposes of the ISAs (UK), the following terms have the meanings attributed

below: .
Audit documentation — The record of audit proce?dures performed, rele\kflagz

o udit evidence obtained, and conclusions the audltqr reached (terms suc
fl‘working papers” or “workpapers” are also sometimes used).

¢ i i include all documents, information,
the Ui, audit documentation shall inc :
Eécor?ls snd other data required by ISQC (UK) 1 (_Rewse:i Tune 2016),
ISAs (UK) and applicable legal and regulatory requirements.

) (“Avidit file — One or more folders or other storage media, in phﬁ/mcaldoi;
& zelbectronic form, containing the records that comprise the au
documentation for a specific engagement.

i indivi internal or external to the
ienced auditor — An individual (whether in - .
@ Eﬁ?ﬁhe has practical audit experience, and a reasonable understanding of:
(iy Audit processes; o |
(ii) ISAs (UK) and applicable legal and regulatory requirements;
(iii) The business environment in which the entity operates; and

(iv) Auditing and financial reporting issues relevant to the entity’s
industry.

Requirements

Timely Preparation of Audit Documentation . - "
The auditor shall prepare audit documentation on a timely basis. (Ref: Para.

Documentation of the Audit Procedures Performed and Audit Evidence
Obtained

Form, Content and Extent of Audit Documentation | .
The auditor shall prepare audit documentation that is sufficient to egz‘rstznac?
experienced auditor, having no previous connection with the audit, to un :
(Ref: Para. A2-AS5, A16-Al17) . ety
imi i dures performe

The nature, timing and extent of the audit proce : ; .
5 witehlilie ISAs (UI%) and applicable legal and regulatory requirements; (Ref:

Para. A6-AT) ) .
(b) The results of the audit procedures performed, and the audit evi

obtained; and
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g;;ii‘:] Ii)iﬁ;ition éiapqtr}t’s to ;t}losa charged with governance or an officer with
¢ authority, or if the function reports to man

. agem i

has direct access to those charged with governance. EPA it

i ; . —
g?gi?; It)lllg Jﬁter_nal audit function is free of any conflicting responsibilities
aple, having managerial or operational duties or re ibiliti t
are outside of the internal audit function. sk
@

Efll:z;léertoth?}fe ghsrgedl Wit(]i:l governance oversee employment decisions
: € internal audit function, for example ini
appropriate remuneration policy. L% TS

o : -
}?Vhett_her ];here are any constraints or restrictions placed on the internal audit
unction by management or those charged with governance, for example, in
communicating the intemnal audit function’s findings to the external audj’zor

. . ;
;’:flgit}}felr the mterna.l audltgrs are members of relevant professional bodies
eir memberships obligate their compliance with relevant professional

1 . . = - 2l
Sta]ldal ds Ie atltlg fo ObjectlUlty, or Whethel theH I]ltﬂ[lla pOhCleS aChlleve
ﬂ’lB same Ob.ectl\d €s.

OCfolr(nn%etelnge of tl:ie iilFﬁmal audit function refers to the attainment and maintenance
wledge and skills of the function as a whole at the le i

k ti¢ vel required t
assigned tasks to be performed diligently and in accordance C\elvith ap(;)filt::giz

professional standards. Factors that ma itor’ inati
e y affect the external auditor’s determination

. . ; ;
Whether the internal audit function is adequately and appropriatel
resourced relative to the size of the entity and the nature of its opf:rationsy

®  Whether there are established polici iri
] : : policies for hiring, traini igni
internal auditors to internal audit engagements. s g e S

. . ;
Wh;tlller thfz 1ntell'r}a1 auditors have adequate technical training and
proficiency in alf.dltlng.. Relevant criteria that may be considered by the
external auditor in making the assessment may include, for example, the

1 1 alldlt()l S pOSSCSSlOIl 0{ a IE]B val t pIOieSSI 51 atlor: a1 ld
interna 1

i ; i
W?etl}erﬁ?e mtemal au'dltors possess the required knowledge relating to the
en (;ty ]i ancial reporting and the applicable financial reporting framework
and whether the internal audit function possesses the necessary skills (for

example, industry-specific knowledge) to
_entity’s financial statements. R T e (e 1

o . .
:)}\lf;etggig;e :]J:temil audltorls are members of relevant professional bodies
em to comply with the relevant i
' _ lem ; professional stand
including continuing professional development requirements. B

g.:)cji;:ctg]i]tztgnd, competence may be viewed as a continuum. The more the internal
lon’s organizational status and relevant polici
adequately support the objectivity i s o s e
of the internal auditors and the hi
; e high
llles\‘;ettgft Egmpetl(:ncg c}>1f thﬁe':111 function, the more likely the external auditor m%tyerilafﬁz
work of the function and in more areas. H, izati
status and relevant policies and S T o o
tus ar procedures that provide stro
objectivity of the internal auditors cann ik
ot compensate for the lack of suffici
competence of the internal audit function. E i e o
] ; ; - Equally, a high level of competen
the internal audit function cannot compensate for an organizational gtamsczl(ljg

policies and procedures that jectivi
frickeg aul o at do not adequately support the objectivity of the
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Application of a Systematic and Disciplined Approach (Ref: Para. 15(c))

The application of a systematic and disciplined approach to planning, performing,
supervising, reviewing and documenting its activities distinguishes the activities
of the internal audit function from other monitoring control activities that may be
performed within the entity.

Factors that may affect the external auditor’s determination of whether the internal
audit function applies a systematic and disciplined approach include the

following:

e  The existence, adequacy and use of documented internal audit procedures or
guidance covering such areas as risk assessments, work programs,
documentation and reporting, the nature and extent of which is
commensurate with the size and circumstances of an entity.

e  Whether the internal audit function has appropriate quality control policies
and procedures, for example, such as those policies and procedures in ISQC
(UK) 1 fPevised June 2016)'° that would be applicable to an internal audit
functitn“(such as those relating to leadership, human resources and
engagement performance) or quality control requirements in standards set
Ly wie relevant professional bodies for internal auditors. Such bodies may
150 establish other appropriate requirements such as conducting periodic

external quality assessments.

Circumstances When Work of the Internal Audit Function Cannot Be Used

(Ref: Para. 16)

The external auditor’s evaluation of whether the internal audit function’s
organizational status and relevant policies and procedures adequately support
the objectivity of the internal auditors, the level of competence of the internal audit
function, and whether it applies a systematic and disciplined approach may
indicate that the risks to the quality of the work of the function are too
significant and therefore it is not appropriate to use any of the work of the
function as audit evidence.

Consideration of the factors in paragraphs A7, A8 and All of this ISA (UK)
individually and in aggregate is important because an individual factor is often not
sufficient to conclude that the work of the internal audit function cannot be used
for purposes of the audit. For example, the internal audit function’s organizational
status is particularly important in evaluating threats to the objectivity of the
internal auditors. If the internal audit function reports to management, this would
be considered a significant threat to the function’s objectivity unless other factors
such as those described in paragraph A7 of this ISA (UK) collectively provide
sufficient safeguards to reduce the threat to an acceptable level.

In addition, the IESBA Code'” states that a self-review threat is created when the
external auditor accepts an engagement to provide internal audit services to an
audit client, and the results of those services will be used in conducting the audit.
This is because of the possibility that the engagement team will use the results of
the internal audit service without properly evaluating those results or without
exercising the same level of professional skepticism as would be exercised when

I8 International Standard on Quality Control (ISOC) (UK) 1 (Revised June 2016}, Quality Control for Firms that
Perform Audits and Reviews of Fi inancial Statements, and Other Assurance and Related Services Engagements.

17 The International Ethics Standards Board for Accountanis’ (IESBA) Code of Ethics for Professional
Accountants (TESBA Code), Section 290.199.
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Carrying out procedures i i
. n accordance with this ISA (UK
m
lz;}t;;l;tt(;‘ to reevaluate the external auditor’s assessmgant ())f ;Kecgsliz CE i
ement. Consequently, this may affect the external auditor’s determination

of whether to use the work of i
‘het] th i i
el bt i :e;fslterr‘lal audit function and whether further

of material

Communication with Those Ch i
a
(Ref: Para. 20) rged with Governance

In ; .

reqi(z;:é);dtzngs H\:fnllth ]_SA (UK) 260 (Revised June 2016),% the external auditor i

s dumc.'.ate with those charged with governance an overvie f hls
ope and timing of the audit. The planned use of the work of thevivl'n?er;a?

audit ion i i
function is an integral part of the external auditor’s overall audit strategy and
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Discussion and Coordinati ; .
(Ref: Para. 21) ination with the Internal Audit Function

In c_ﬁscussing the planned use of their
basis for coordinatin
following:

work with the internal audi i
. Tk it funct
g the respective activities, it may be useful to adcdlrglslsatshée1

®  The timing of such work.

®  The nature of the work performed.

®  The extent of audit coverage.

®  Materiality for the financial statements as a whole (and,

materiality level or levels fi i
: or particular classes o
balances or disclosures), and performance materialitiztmnSact

Proposed methods of item selection and sample sizes
®  Documentation of the work performed.

?f applicable,
loms, account

®  Review and reporting procedures.

Coordination between the external audit

effective when, for example: or and the internal audit function is

" ; ;
. TD;]scpssmns take place at appropriate intervals throughout the period
o ft external auditor informs the internal audit function of sieni
atters that may affect the function. ——
®

The externa_l auditor is advised of and has access
intglmal audjlt function and is informed of any sig
o .
ol ;:n a:ltltegltllgﬂ (;Jrf tsh (;3 ?}lln:tlgln when such matters may affect the work of the
external at the external audi i i
implications of such matters for the audit flzlngl?grer;serftble 10 consider the
ISA (U i i ‘

- (. K) 200 (Rev1§ed June 2016)* discusses the importance of th i
planning and performing the audit with aling b

plariiig . : . professional skepticism, in i i
to information that brings into question the reliability of d(fé?l:ll}lgﬁtsb eetxri&%

to relevant reports of the
nificant matters that come

23
154 (UK) 260 (Revised June 201 6), paragraph 15
24 ‘
IS4 (UK) 200 (Revised June 201 6), paragraphs 15 and A18,
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responses to inquiries to be used as audit evidence. Accordingly, communication
with the internal audit function throughout the engagement may provide
opportunities for internal auditors to bring matters that may affect the work of
the external auditor to the external auditor’s attention.”” The external auditor is
then able to take such information into account in the external auditor’s
identification and assessment of risks of material misstatement. In addition, if
such information may be indicative of a heightened risk of a material misstatement
of the financial statements or may be regarding any actual, suspected or alleged
fraud, the external auditor can take this into account in the external auditor’s
identification of risk of material misstatement due to fraud in accordance with ISA

(UK) 240 (Revised June 2016).%°

Procedures to Determine the Adequacy of Work of the Internal Audit Function
(Ref: Para. 23— 24)

The external auditor’s audit procedures on the body of work of the internal audit
function as a,Wiole that the external auditor plans to use provide a basis for
gvaluating the.overall quality of the function’s work and the objectivity with
which it hasbeen performed.

The srotédures the external auditor may perform to evaluate the quality of the
werk_performed and the conclusions reached by the internal audit function, in
acdition to reperformance in accordance with paragraph 24, include the following:

®  Making inquiries of appropriate individuals within the internal audit
function.
®  Observing procedures performed by the internal audit function.

®  Reviewing the internal audit function’s work program and working papers.

The more judgment involved, the higher the assessed risk of material
misstatement, the less the internal audit function’s organizational status and
relevant policies and procedures adequately support the objectivity of the
internal auditors, or the lower the level of competence of the internal audit
function, the more andit procedures are needed to be performed by the external
auditor on the overall body of work of the function to support the decision to use
the work of the function in obtaining sufficient appropriate audit evidence on
which to base the audit opinion.

Reperformance

(Ref: Para. 24)

For purposes of this ISA (UK), reperformance involves the external auditor’s
independent execution of procedures to validate the conclusions reached by the
internal audit function. This objective may be accomplished by examining items
already examined by the internal audit function, or where it is not possible to do so,
the same objective may also be accomplished by examining sufficient other similar
jtems not actually examined by the internal audit function. Reperformance provides
more persuasive evidence regarding the adequacy of the work of the internal audit
function compared to other procedures the external auditor may perform in paragraph
A28. While it is not necessary for the external auditor to do reperformance in each

area of work of the internal audit function that is being used, some reperformance is

25 IS4 (UK) 315 (Revised June 2016), paragraph A116.

6 94 (UK) 315 (Revised June 2016), paragraph AIl in relation io ISA (UK) 240 (Revised June 2016), The
Auditor s Responsibilities Relating to Fraud in an Audit of Financial Statements.
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®  The work of the auditor’s ex igni
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The Auditors Firms Quality Control Polici
(Ref: Para. 8(e)) olicies and Procedures

312 a;ldétito;rsjsmft_emal expert may be a partner or staff, including temporary staff, of
e f:rn];, and thqrefore subject to the quality control policies énd
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expert may be a partner or staff, including temporary staff of a ne(:fwf)rllt(mfsirggl
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. . _ tor’s internal
with an appropriate understandin i conshi s e
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with the audit process. Reliance ini her firm processos
i on such training and other fi
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Adherence to regulatory and i
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®  Agreement with the auditor’s expert.

9 a
ISQC (UK) I (Revised June 2016), Quali -
, Quality Control for Fi i ;
Statements, and Other Assurance and Related Services{;ingc:geme!:,;t ﬁ:ﬁ;ﬁ?pﬁ?}; and Reviews of Financial

10

1S4 (UK) 220 (Revised June 2016}, paragraph 2.
"

ISQC (UK) 1 (Revised June 2016), paragraph 12().
12

1S4 (UK} 220 (Revised June 2016), paragraph 4.
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Such reliance does not reduce the auditor’s responsibility to meet the requirements
of this ISA (UK).

The Competence, Capabilities and Objectivity of the Auditor’s Expert

(Ref: Para. 9)

The competence, capabilities and objectivity of an auditor’s expert are factors that
significantly affect whether the work of the auditor’s expert will be adequate for
the auditor’s purposes. Competence relates to the nature and level of expertise of
the auditor’s expert. Capability relates to the ability of the auditor’s expert 10
exercise that competence in the circumstances of the engagement. Factors that
influence capability may include, for example, geographic location, and the
availability of time and resources. Objectivity relates to the possible effects that
bias, conflict of interest, or the influence of others may have on the professional or

business judgment of the auditor’s expert.

Information regarding the competence, capabilities and objectivity of an auditor’s
expert may cee. from a variety of sources, such as:

®  Perscnal experience with previous work of that expert.

@  Discassions with that expert.

e ( ‘Iiscussions with other auditors or others who are familiar with that expert’s
work.

® Knowledge of that expert’s qualifications, membership of a professional
body or industry association, license to practice, or other forms of external
recognition.
Published papers or books written by that expert.

The auditor’s firm’s quality control policies and procedures (see paragraphs

Al1-A13).
Matters relevant to evaluating the competence, capabilities and objectivity of the
auditor’s expert include whether that expert’s work is subject to technical
performance standards or other professional or industry requirements, for
example, ethical standards and other membership requirements of a professional
body or industry association, accreditation standards of a licensing body, or
requirements imposed by law or regulation.

Other matters that may be relevant include:

@  The relevance of the auditor’s expert’s competence to the matter for which
that expert’s work will be used, including any areas of specialty within that
expert’s field. For example, a particular actuary may specialize in property
and casualty insurance, but have limited expertise regarding pension
calculations.

®  The auditor’s expert’s competence with respect to relevant accounting and
auditing requirements, for example, knowledge of assumptions and
methods, including models where applicable, that are consistent with the
applicable financial reporting framework.

®  Whether unexpected events, changes in conditions, or the audit evidence
obtained from the results of audit procedures indicate that it may be
necessary to reconsider the initial evaluation of the competence,
capabilities and objectivity of the auditor’s expert as the audit progresses.
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*ﬁ;r l:él;:d ;gnge of circumstance_s may threaten objectivity, for example, self-interest
» advocacy threats, familiarity threats, self-review threats, and intimidation

threats. Safeguards may eliminate or reduce such threats, and may be created by

ex i
ternal structures (for example, the auditor’s expert’s profession, legislation or

regulation), or by the auditor’s expert’s work environment (for example, quality

control policies and procedure i
oy p s). There may also be safeguards specific to the

g?:de\tigiu;l;ifon of gle signigcance of threats to objectivity and of whether there is a
: eguards may depend upon the role of the auditor’
| i : or’'s expert
:ifélégfsilgz of _the ;}_{p]frt sf work in the context of the audit. There nI;)ay b?goiiz
es 1 which safeguards cannot reduce threats to
. rds an acceptable 1
for example, if a proposed auditor’s expert i1s an individual who hI;s pfayzgeg

significant role in preparing the informati is bei i
ific: . ion that is bein is, I
auditor’s expert is a management’s expert. it et s, ke

When eValuatiﬂg the Oblecﬁ ty i Y v
v L) 2
: Ofan audltor s extel‘nal expert, it ma be Ielc ant

: ; . ;
(8) Inquire of the entity about any known interests or relationships that the

entity has with the auditor’
i s external expert that may affect that expert’s

(b) Discuss with that ex i
: : pert any applicable safeguards, includin
tpﬁ‘ofesfsmnal requirements that apply to that expert; and ::valuate nglegig
e safeguards are adequate to reduce threats to an acceptable level. Interests

and relationships that it may be relevant to discuss with

b the auditor’s expert

® Financial interests.

®  Business and personal relationships.

®  Provision of other services by the expert, including by the

organization in the case of an external expert that is an organization

112 some cases, it may also be_ appropriate for the auditor to obtain a written
presentation ﬁom the auditor’s external expert about any interests ;
relationships with the entity of which that expert is aware W

Confirmation of Independence of an Auditor
1
(Ref: Para. 9R-1) f an Auditor s External Expert

gg{t; s‘zai{t:i’oi?é ;u;iits og glllgl)llczial statements of public interest entities, ISA (UK)
| une “ requires the auditor to communi i
| cat
ggdltlonal report to the audit committee when the anditor has use; tieliv;};; :
theag eéc“ierr:al expert and to confirm _that the auditor obtained confirmation from |
uditor’s external expert regarding the external expert’s independence.

Obtaining an Understanding of the Field of Exp

Rt P, 10, ertise of the Auditor’s Expert

The auditor may obtain an understanding of the auditor’s expert’s field of

expertise through the means described i
with that expert. cribed in paragraph A7, or

through discussion

2a V
124 1SA (UK) 260 (Revised June 201

el 6), Communication with Those Charged with Gov;ernance] paragraph
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Aspects of the auditor’s expert’s field relevant to the auditor’s understanding may
include:

®  Whether that expert’s field has areas of specialty within it that are relevant to
the audit (see paragraph A17).

@  Whether any professional or other standards, and regulatory or legal
requirements apply.

®  What assumptions and methods, including models where applicable, are
used by the auditor’s expert, and whether they are generally accepted within
that expert’s field and appropriate for financial reporting purposes.

e  The nature of internal and external data or information the auditor’s expert uses.

Agreement with the Auditor’s Expert
(Ref: Para. 11)

The nature, scope and objectives of the auditor’s expert’s work may vary
considerably’ with the circumstances, as may the respective roles and
responsibilities of the auditor and the auditor’s expert, and the nature, timing
and extent 6f communication between the auditor and the auditor’s expert. It is
there‘or= tequired that these matters are agreed between the auditor and the
andlitvi’s expert regardless of whether the expert is an anditor’s external expert or
an auditor’s internal expett.

The matters noted in paragraph 8 may affect the level of detail and formality of the
agreement between the auditor and the auditor’s expert, including whether it is
appropriate that the agreement be in writing. For example, the following factors
may suggest the need for a more detailed agreement than would otherwise be the
case, or for the agreement to be set out in writing:

® The auditor’s expert will have access to sensitive or confidential entity
information.

e  The respective roles or responsibilities of the auditor and the auditor’s expert
are different from those normally expected.

Multi-jurisdictional legal or regulatory requirements apply.
The matter to which the auditor’s expert’s work relates is highly complex.
The auditor has not previously used work performed by that expert.

The greater the extent of the auditor’s expert’s work, and its significance in
the context of the audit.

The agreement between the auditor and an auditor’s external expert is often in the
form of an engagement letter. The Appendix lists matters that the auditor may
consider for inclusion in such an engagement letter, or in any other form of
agreement with an auditor’s external expert.

When fhere is no written agreement between the auditor and the auditor’s expert,
evidence of the agreement may be included in, for example:

®  Planning memoranda, or related working papers such as the audit program.

®  The policies and procedures of the auditor’s firm. In the case of an auditor’s
internal expert, the established policies and procedures to which that expert
is subject may include particular policies and procedures in relation to that
expert’s work. The extent of documentation in the auditor’s working papers
depends on the nature of such policies and procedures. For example, no
documentation may be required in the auditor’s working papers if the
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auditor’s firm has detailed proto i i
cols covering the circumst i i
the work of such an expert is used. ° stances I which

Nature, Scope and Objectives of Work
(Ref: Para. 11(a))

::ulgﬂyé rczﬁen be re}evant when agreeing on the nature, scope and objectives of the
s expert’s work to include discussion of any relevant technical

performance standards or other professi i i
iy p sional or industry requirements that the

Respective Roles and Responsibilities
(Ref: Para. 11(b))

Agreement on the respecti ibiliti
] pective roles and responsibilit i
auditor’s expert may include: ’ B S

®  Whether the auditor or the itor’ i i i
Vhlicie i auditor’s expert will perform detailed testing of

® ConsenF for tl'1e auditor to discuss the auditor’s expert’s findings or
conclu,swns lw1th the entity and others, and to include details 015’g that
expert’s findings or conclusions in the basis for a modified opinion in th
auditor’s report, if necessary (see paragraph A42). ’ =

®  Any agreement to inform th itor’
. e auditor’s expert of the auditor’ i
concerning that expert’s work. * uditor's conclusions

Working Papers

Agé’_eerr’lent on the respective roles and responsibilities of the auditor and the
iltlh m;)r s exllc)j;n may also include agreement about access to, and retention of, each
4 a:;r st ;v?r g Bapers. When the auditor’s expert is a member of the engagément
: , that expert’s working papers for_m part of the audit documentation. Subject
0 any agreement to the contrary, auditor’s external experts’ working pa

their own and do not form part of the audit documentation SRR &

Communication
(Ref: Para. 11(c))

Efﬁlecg\:; éwo;:fz}[y E:olinmuglication facilitates the proper integration of the nature
timin extent of the auditor’s expert’s procedures with oth it,
_ the a ; er work on the a
ithnd apc]lairopnate modification of the auditor’s expert’s objectives during the cour;lcdg%
! (; a}l t. For example, vs_fhel_l the W(_)rk of the auditor’s expert relates to the auditor’s
O(; ﬁi ;s:}){;i Il:te:gardlri(g a s:igmﬁcant risk, both a formal written report at the conclusion
s work, and oral reports as the work pro i
: . . gresses, may be appropriate.
Identl(iiicatlon of spec1ﬁc_parltners or staff who will liaise with the aud).{tor’s Slli)pell?t aned
pfr{c‘)ce_ ures for communication between that expert and the entity, assists timel : and
effective communication, particularly on larger engagements. , ¢

Confideniiality
(Ref: Para. 11(d))

gl 1§ nece]ssary for the clonﬁdentiality provisions of relevant ethical requirements
rea apply to the auc.htor also to apply to the auditor’s expert. Additional
quirements may be imposed by law or regulation. The entity may also have

requested that specific confidentiali isi i i
e P ality provisions be agreed with auditor’s external
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Evaluating the Adequacy of the Auditor’s Expert’s Work
(Ref: Para. 12)

The auditor’s evaluation of the auditor’s expert's competence, capabilities and ~ A32

objectivity, the auditor’s familiarity with the auditor’s expert’s field of expertise,
and the nature of the work performed by the auditor’s expert affect the nature,
timing and extent of audit procedures to evaluate the adequacy of that expert’s

work for the auditor’s purposes.

The Findings and Conclusions of the Auditor 5 Expert
(Ref: Para. 12(a))
Specific procedures to evaluate the adequacy of the auditor’s expert’s work for the
auditor’s purposes may include:
e Inquiries of the auditor’s expert.
® Reviewing the auditor’s expert’s working papers and reports.
@ Corrobdiative procedures, such as:
® ~ Observing the auditor’s expert’s work;
®. - Examining published data, such as statistical reports from reputable,
authoritative sources,
® Confirming relevant matters with third parties;
e Performing detailed analytical procedures; and

e  Reperforming calculations.

® Discussion with another expert with relevant expertise when, for example,
the findings or conclusions of the auditor’s expert are not consistent with

other audit evidence.
e Discussing the auditor’s expert’s report with management.
Relevant factors when evaluating the relevance and reasonableness of the findings
or conclusions of the auditor’s expert, whether in a report or other form, may
include whether they are:
®  Presented in a manner that is consistent with any standards of the auditor’s
expert’s profession or industry;
® Clearly expressed, including reference to the objectives agreed with the
auditor, the scope of the work performed and standards applied;
@ Based on an appropriate period and take into account subsequent events,
where relevant,
@  Subject to any reservation, limitation or restriction on use, and if so, whether
this has implications for the auditor; and
®  Based on approptiate consideration of errors or deviations encountered by
the auditor’s expert.

Assumptions, Methods and Source Data

Assumptions and Methods

(Ref: Para. 12(b))

When the auditor’s expert’s work is to evaluate underlying assumptions and
methods, including models where applicable, used by management in developing
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management’s role to manage and monitor the entity’s exposures to those risks.
Management and, where appropriate, those charged with governance are also
responsible for designing and implementing a system of internal control to enable
the preparation of financial statements in accordance with the applicable financial
reporting framework. An entity’s internal control over financial instruments is more
likely to be effective when management and those charged with governance have:

(a) Established an appropriate control environment, active patticipation by
those charged with governance in controlling the use of financial
instruments, a logical organizational structure with clear assignment of
authority and responsibility, and appropriate human resource policies and
procedures. In particular, clear rules are needed on the extent to which those
responsible for financial instrument activities are permitted to act. Such rules
have regard to any legal or regulatory restrictions on using financial
instruments. For example, certain public sector entities may not have the
power to conduct business using derivatives;

(b) Establisked a risk management process relative to the size of the entity and
the complexity of its financial instruments (for example, in some entities a
forma} risk management function may exist);

(c) ~ Established information systems that provide those charged with
governance with an understanding of the nature of the financial
instrument activities and the associated risks, including adequate
documentation of transactions;

(d) Designed, implemented and documented a system of internal control to:

® Provide reasonable assurance that the entity’s use of financial
instruments is within its risk management policies;

Properly present financial instruments in the financial statements;

Ensure that the entity is in compliance with applicable laws and
regulations; and

® Monitor risk.

The Appendix provides examples of controls that may exist in an entity that deals

in a high volume of financial instrument transactions; and

(¢) Established appropriate accounting policies, including valuation policies, in
accordance with the applicable financial reporting framework.

Key elements of risk management processes and interal control relating to an

entity’s financial instruments include:

®  Setting an approach to define the amount of risk exposure that the entity is
willing to accept when engaging in financial instrument transactions (this
may be referred to as its “risk appetite”), including policies for investing in
financial instruments, and the control framework in which the financial
instrument activities are conducted,

®  FEstablishing processes for the documentation and authorization of new
types of financial instrument transactions which consider the accounting,
regulatory, legal, financial and operational risks that are associated with such
instruments;

®  Processing financial instrument transactions, including confirmation and
reconciliation of cash and asset holdings to external statements, and the
payments process;
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pricing the financial instrument may not represent fair value on the
measurement date, arlld therefore may need to be adjusted separately to
comply with the applicable financial reporting framework.

Adjustments are not appropriate if the j

nts v adjust the measurement and valuation
the ﬁn_am:lal mstrument away from fair value as defined by the applicable ﬁnancigf
reporting framework, for example for conservatism.

Observable and unobservable inputs

As me_ntloned above, financial reporting frameworks often categorize input

gcccarclmg to the degree of observability. As activity in a market for fmalfcia?
instruments ldeclines and the observability of inputs declines, measurement
uncertainty increases. The nature and reliability of informatio’n available t

support valu.atlon of financial instruments varies depending on the observabili .
of inputs to its measurement, which is influenced by the nature of the market (f;y
example, the level of market activity and whether it is through an exchange oi
0V§r~t_h:e-counter (OTC)). Accordingly, there is a continuum of the nature and
reliability of evidence used to suppott valuation, and it becomes more difficult fo

management to obtain information to support a valuation when markets b 4
mactive and inputs become less observable. weome

When ol:_»servable inputs are not available, an entity uses unobservable inputs
(level 3 _Il?puts) that reflect the assumption that market participants wouldpuse
when pricing the financial asset or the financial Liability, including assumptions
abopt r1sk.. Unobservable inputs are developed using the best information
available in the ci_rcumstances. In developing unobservable inputs, an entity
may begm .w1t_h its own data, which is adjusted if reasonabb; available
mformatlon_ indicates that (a) other market participants would use different data
or (l:_a) 'there 1s something particular to the entity that is not available to other market
participants (for example, an entity-specific synergy).

Effects of inactive markets

Measmement uncertainty increases and valuation is more complicated when the
1lnark‘ets in which financial instruments or their component parts are tradcd ;ce::ome
inactive®. The‘re is no clear point at which an active market becomes"inactive
though ﬁ_napmal reporting frameworks may provide guidance on\this issue:
Characteristics of an inactive market include a significant decline in the volume;
and level of trading activity, available prices vary significantly over time or among

market participants or the prices are not curr i
par ' ent. However, assessin
market is inactive requires judgment. : olies-3

When markets are inactive, prices quoted may be stale (that is, out of date), ma
not represent prices at which market participants may trade,or may re r,esen{
forced transactions (such as when a seller is required to sell an asset tg meet
regulatc.;rylo.r legal requirements, needs to dispose of an asset immediately to
create th.ud_rLy or the existence of a single potential buyer as a result of the legZI or
time restrictions imposed). Accordingly, valuations are developed based on level 2
and level 3 inputs. Under such circumstances, entities may have:

®  Protocols fi iri icing indi :
s or acquiring pricing indicators from as many different sources as

8al TR
Guidance for auditors on issues that may arise i ?
: i 0 1y arise in adverse market conditions is provided in Bulleti
Aucf’zt Issues When Financial Market Conditions are Difficult and Credit Facilities l::my be Li‘mz‘xe:i' : lsgéggi{ffl
Going Concern Issues During the Current Economic Conditions. g o
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e A valuation policy that includes a process for determining whether level 1
inputs are available;

e  An understanding of how particular prices or inputs from external sources
used as inputs to valuation techniques were calculated in order to assess their
reliability. For example, in an active market, a broker quote on a financial
instrument that has not traded is likely to reflect actual transactions on a
similar financial instrument, but, as the market becomes less active, the
broker quote may rely more on proprietary valuation techniques to
determine prices;

e An understanding of how deteriorating business conditions affect the
counterparty, as well as whether deteriorating business conditions in
entities similar to the counterparty may indicate that the counterparty may
not fulfill its obligations (that is, non-performance risk);

e Policies for adjusting for measurement uncertainties. Such adjustments can
include model adjustments, lack of liquidity adjustments, credit risk
adjustricnis, and other risk adjustments;

@ The'capability to calculate the range of realistic outcomes given the
untertainties involved, for example by performing a sensitivity analysis; and

® (" Tolicies for identifying when a fair value measurement input moves to a
different level of the fair value hierarchy.

Particular difficulties may develop where there is severe curtailment or even
cessation of trading in particular financial instruments. In these circumstances,
financial instruments that have previously been valued using market prices may
need to be valued using a model.

Managements valuation process

Techniques that management may use to value their financial instruments include
observable prices, recent transactions, and models that use observable or
unobservable inputs, Management may also make use of:

(@) A third-party pricing source, such as a pricing service or broker quote; or
(b) A valuation expert.

Third-party pricing sources and valuation experts may use one or more of these
valuation techniques.

In many financial reporting frameworks, the best evidence of a financial
instrament’s fair value is found in contemporaneous transactions in an active
market (that is, level 1 inputs). In such cases, the valuation of a financial
instrument may be relatively simple. Quoted prices for financial instruments
that are listed on exchanges or traded in liquid over-the-counter markets may be
available from sources such as financial publications, the exchanges themselves or
third-party pricing sources. When using quoted prices, it is important that
management understand the basis on which the quote is given to ensure that the
price reflects market conditions at the measurement date. Quoted prices obtained
from publications or exchanges may provide sufficient evidence of fair value
when, for example:

(a) The prices are not out of date or “stale” (for example, if the quote is based on

the last traded price and the trade occurred some time ago); and

(b) The quotes are prices at which dealers would actually trade the financial
instrument with sufficient frequency and volume,
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The cash flows of an asset backed securi
_ ty may be affected
‘;:“Ii;rfilggg lfi?ila;er;l artld by pote_ntial Qefault risk and regglgliegpgglnegs o
evaluating malrakyt ent assumptions, lf applicable, are generally baEd o
bt e mt;rest ratc_as for similar collateral to the rates -
oo oo e, e For stanpl, i mato et e T
e ; ying mortgages in a i
poga " ttizlllc;efl;llglthzr dp?paymenj[ rates than originallygexpectedéeCEL;li tin
D o el bon 08S sevent.y mvolves close evaluation of the mdm:;t!ng
ey L rrciwers to estimate default rates. For example Wher &
e latera comprlses.remdential mortgages, loss severiti i
y estimates of residential housing prices over the term of tl:lxzs ot
security,

Third-party pricing sources

Entities may use third-party prici i
e : pricing sources in order to obtain fai
valuaﬁogoﬁf Flf;};znllr'elfa'ratlon of an entity’s financial statements, inclfzclirinva}-_ge
e oL i ia mstruments% and the preparation of financial stateg ;
managemer;t v glgt to these mstruments, may require expertise IItll?lt
oo, o 1 ot p(])sse;ss. Entities may not be able to develop appropri &
valu third_parts% . ;,nmz uding mod_els that may be used in a valuation anc? EJ‘:E
g e statementf r;)}lf}'ce to arrive at a valuation or to provide discli:osures foy
entities that do not engége illf ;n]iiglﬁa\l;g?;fﬂyfb; e ol e o i;
(for example, non-financial institutions Witi ?reafirr;cgiép?:ht;u;ﬁfstsgians?ﬁﬁOns
. Even though

management has used a third-pa ici
1 - ricin 1 i
responsible for the valuation. i " SN managmant B

Third- ici

e ga‘zr;yairﬁglrr:gt_sources may also be used because the volume of securiti

e mvemt:sframe may not be possible by the entity. This is oﬂe: StIJiO

b s esm ert1t fund; that must determine a net asset value each day IE
he 4 ent may have their own prici i :

pricing sources to corroborate their own vz:llua‘fc)ionsrlg process but use third PR

W}len -\‘alulﬂg SECU.IItIGS e“:}lel as a pI[IIlaI)’ 50Urce or as a source ()f conrouoration

fOI thelI own Valuaﬂml Ih“d—paity leL‘l source nera y l
8.

®  Prici i i i
cing services, including consensus pricing services; and
. . ’
®  Brokers providing broker quotes.

Pricing services

Prici . . . x ;
fmanré%a?egst::ligm?de entities with prices and price-related data for a variety of
P :}i Ss, ’I(f;?é \Ii)aell;lfztrm' ing dailt): valuations of large numbers of
_ ts. 1ons may be made b i
s _ nay be made by collectin
and a}; C{caozs lflt‘;:o_m a wlde variety of sources, including market makers gnrgaiﬂcgt Iftl affﬁ
v Sém ;Ielsg internal valuations techniques to derive estimat,ed ff;ir vjluzm
ricing g gllagsc;(én;l;me a numbe; of approaches to arrive at a price Pricinsg.
i a source of prices based i Prici
o on level 2
Cust:;:;i rznaiét haye strong co_ntrols around how prices are devcl(l)Il I:sitsé Ic,lnt‘]::lmg
B bo lin mclu_de a wide variety of parties, including buypand Sn 11 'filr
» back and middle office functions, auditors and others e

Pricing servi '
pricesgrecei étéeds Erﬂen hlfwe a fjormahzgd process for customers to challenge the
om the pricing services. These challenge processes u%ually
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customer to provide evidence to support an alternative price, with
d based on the quality of evidence provided. For example, a
ent sale of that instrument that the pricing service was not
enge based on a customer’s OWn valuation

technique mMay be more heavily scrutinized. In this way, a pricing service with a
large number of leading participants, both buy and sell side, may be able to
constantly correct prices to more fully reflect the information available to market
participants.
When considering whether a corrected price gives a suitable basis for valuation
in the financial statements, consideration should be given to how long the

challenge process has taken and whether the underlying data remains valid ot
there have been s, to take account of.

uire the 1
challenges categorize
challeng® based on a 1ec

aware of may be upheld, whereas a chall

56-1

developments, such as market movement

Consensus pricing services
gome entities may use pricing data from consensus pricing services which differ 57
from other pricizig services. Consensus pricing services obtain pricing information
about an ingitvment from several participating entities (subscribers). Each
subscriber fubmits prices to the pricing service. The pricing service treats this
informa’ion confidentially and returns to each subscriber the consensus price,
whial. i¢ Usually an arithmetical average of the data after a data cleansing routine

pac heen employed to eliminate outliers. For some markets, such as for exotic
dappyatives, CONSEnsus prices might constitute the best available data. However,
many factors are considered when assessing the representational faithfulness of

the consensus prices including, for example:

e  Whether the prices submitted by the subscribers reflect actual transactions or

just indicative prices based on their own valuation techniques.

The number of sources from which prices have been obtained.

The quality of the sources used by the consensus pricing service.

Whether participants include leading market participants.

Whether the market is one sided, where all the subscribers have positions

in the same direction, causing the results to be skewed.

prices are only available to subscribers who have submitted 58
o service. Accordingly not all entities will have direct access

ubscriber generally cannot know how the prices
f evidence in addition to information

Typically consensus
their own prices to th
to consensus prices. Because a s

submitted were estimated, other sources o
from consensus pricing services may be needed for management to support their

valuation. In particular, this may be the case if the sources are providing indicative
prices based on their own valuation techniques and management is unable to
obtain an understanding of how these sources calculated their prices.

Brokers providing broker quotes

As brokers provide quotes only as an
they provide differ in many respects

incidental service for their clients, quotes 59
from prices obtained in pricing services.
Brokers may be unwilling to provide information about the process used to
develop their quote, but may have access to information on transactions about
which a pricing service may not be aware. Broker quotes may be executable or
indicative. Indicative quotes are a broker’s best estimate of fair value, whereas an
executable quote shows that the broker is willing to transact at this price.
Executable quotes are strong evidence of fair value. Indicative quotes are less

B e o e o o B B
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so i

estelljbel(i:sﬁli;eof th:: lzlick of_t_ransparepcy into the methods used by the broker to

T quoda.f. n addition the rigor of controls over the brokers’ quote often

B, Br};in ing on whether the broker also holds the same security in its own

portfo 1 er quotes are often used for securities with level 3 input
etimes may be the only external information available -

Vv Ibed recent exﬂcul d “ 1 (0] (] a 1y ll‘
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Further considerations relating to third-party pricing sources

Understanding how the prici
i pricing sources calculated a pri
L ) urces cal a price enables mana,
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wi e applicable financial reporti '
. _ porting fram ’
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Consider whether actual transactions represent forced transactions rather
than transactions between willing buyers and willing sellers. This may
invalidate the price as a comparison;

Analyze the expected future cash flows of the instrument. This could be
performed as an indicator of the most relevant pricing data;

Depending on the nature of what is unobservable, extrapolate from observed
prices to unobserved ones (for example, there may be observed prices for
maturities up to ten years but not longer, but the ten year price curve may be
capable of being extrapolated beyond ten years as an indicator). Care is
needed to ensure that extrapolation is not carried so far beyond the observable
curve that its link to observable prices becomes too tenuous to be reliable;

Compare prices within a portfolio of financial instruments to each other to
make sure that they are consistent among similar financial instruments;

Use more than one model to corroborate the results from each one, having
regard to-the data and assumptions used in each; or

EvalGate movements in the prices for related hedging instruments and
co'lateral.

In séming to its judgment as to its valuation, an entity may also consider other
faciers that may be specific to the entity’s circumstances.

Independent Price Verification Function
A feature of some entities” internal control is an independent price verification
(IPV) function. This department is responsible for separately verifying the
price of some financial instruments and may use alternative data sources,
methodologies and assumptions. The IPV function, while not independent of
the entity, often provides an objective management challenge to the pricing that
has been developed in another part of the entity and is therefore often a key
control over management’s valuation process. To verify the price of financial
instruments independently of management this function may:

@ Perform revaluation of the entity’s financial instruments using
independent inputs and assumptions, comparing these values to those
developed in another part of the entity.

® Compare the inputs used to develop financial instrument valuations by
another part of the entity to independently obtained inputs (parameter
based IPV),

® Make recommendations to management around adjustments to books
and records to align valuations developed in another part of the entity
with fair value.

®  Assess the sufficiency and appropriateness of the information used,
including evaluating third party pricing services such as consensus
pricing services and broker quotes.

® Calculate fair value adjustments or other adjustments required to account
for residual uncertainties in the valuation process.

Use of valuation experts

Management may engage a valuation expert from an investment bank, broker, or
other valuation firm to value some or all of its securities. Unlike pricing services
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Introduction

Stakeholder pension schemes can be set up by trustees (trust schemes) or can be
established by managers (contract schemes). The Pensions Regulator hag
responsibility for maintaining the register of stakeholder pension schemes, and
for the governance of schemes. Under the regulations The Pensions Regulator
cannot register, and must de-register, stakeholder schemes if they fail to meet the
conditions for being a stakeholder scheme set out in legislation. The Financial
Services Authority (FSA) has responsibility for regulating the sales and marketing
of stakeholder pensions, and is also responsible for authorising and supervising

the firms acting as stakeholder managers as well as firms involved in managing the
funds invested in stakeholder schemes

This Bulletin has been issued by the FRC to provide guidance for reporting
accountants in relation to the requirements placed upon them in connection with

stakeholder pension schemes. Tt does not constitute guidance from The Pensions
Regulator or the FSA.

The principal legislation regulating Stakeholder pensions is The Welfare Reform
and Pensions Act 1999 (“the Act”) and The Stakeholder Pension Schemes
Regulations 2000' (“the Regulations™). The relevant parts of the Regulations
came into force on 1 October 2000 but have been subject to subsequent amending

regulations. This Bulletin reflects the version of the Regulations in force as at 5
April 2012,

Regulation 12(2)(a) requires the trustees Oor manager to make an annual
declaration? containing various statements in accordance with Regulation 12(5).
Regulation 12(5)(a) requires a statement that in the opinion of the trustees or

manager there are systems and controls in place which provide reasonable
assurance that:

(1)  Regulations 13, 14 and 14B° of the regulations have been complied with i
relation to the scheme;

(i) transactions for the purposes of the scheme in securities, property or other
assets have occurred at a fair market value;

(iii} the value of members’ rights has been determined in accaraance with the
provisions in the instruments establishing the scheme; and

(iv) adequate records have been maintained for the purposes of providing to
members the statement required by Regulation 18A(1)* of the regulations.

Regulation 12(5)(b) requires a statement describing the process that has been

undertaken in order to arrive at the opinion expressed in the statement required by
Regulation 12(5)(a).

Regulations 12(5)(c) and (d) require statements concerning compliance with the

conditions in section 1(1) of the Act, and explaining the requirements of
Regulations 13, 14, 14B and I8A(T).

812000 no. 1403,

? Regulation 12 of The Stakeholder Pension Schemes Regulations 2000, as amended, is reproduced in full in
Appendix 2 of this Bulletin.

? These regulations impose limits on the amount of charges and deductions which may be made by q stakeholder
Ppension scheme and on the manner in which charges may be made by such a scheme.

* This regulation requires a stakeholder pension scheme to provide an annual benefit statement to each member
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Guidance for reporting accountants of pension schemes Bul

i rting 7
i r to provide the repo
ion 12(6) requires the trustees or manage . e
Regula:;?llg wiﬂg glocfmentation to demonstrate that the procefs described in
a;;zumr;m in accordance with Regulation 12(5)(b) has taken place. T
m
S lation 12(2)(b) requires that the trustees or mana_lgerR shalllat(i);)rtlallr; (’,")Othat
Re%?-ting accountant® statements made in accordance with Regu : "
r‘e)p the reporting accountant has been provided with documentation as require
( _ i
by Regulation 12(6); an . !
othing has come to the attention of the reporting accqglnt;r;t ;lllgttion
?nconsistent with the statement made in accordance Wi g

12(5)b), or - o
i i ble to provide such statements, a
the reporting accountant 18 una ; e
b Ea;aiison as topwhy %e or she is unable to do so. The reporting accoun
expla

anager in
ot required to report on the statements made by the trustees or manag
n

i i 12(5)(c) or (d). -
accordance with Regulations - o
The trustees gr nianagers are required by thedeilglﬁai;f)arli(setih Zm\l:}}l(oige ;;:Eume rﬁ;
¢ i tion, and shal
ntant’s teport to their declgra_ s
zf;(i)ll:lble fo m;mbers and beneficiaries of the scheme on request.

(i)

i 10
It i -ondition of a scheme being a stakeholder pension scheme that the
Isnagd ‘ i
i lied with.
aguitements of the Regulations are comp | ’ o
¥ 3 ;eclarations by the trustees or managers and the reporting gcgountant s reports
;rjéedue 6 months after the end of the scheme accounting period.
Trustees’ or managers’ declarations .

As described above, the trustees or managers are required to mak: tztz:e;;zg;; ;;3

hat systems and controls pr0v1de-reasolnable assuranc  hakpease
b effECtftth Regulations have been complied with and to describe the p g
ot e o gertaken to make such statements. Guidance for‘trusteei')s atr;1
tgzgfga;;) f: l;sls.lgt them in fulfilling these responsibilities has been issued by the

Pensions Research Accountants Group (PRAG)".

Reporting Accountant’s procedures

i es to be followed for the appomtment and 13
Rﬁglﬂa‘;lioﬁ olf1 thsee Eip%ﬁirﬁeafégﬁii:nt The Regulationl requires, 1n pgmculaeji, tthﬁ}
Eilgggoroting accountant acknowledge in ‘m_-iting w1th_1n 0}?3 moigilslgi ;c;c;n ggers

he notice of appointment, and confirm that it will notify t e trust e
ofany flict of interest to which the reporting accountant is subjec i :
s i ediately the reporting accountant becomes aware of its emste?c;:s.
s SCheme' 1nmclzcountant is also required, on resignatioq, tq serve on the truste
s s ritten notice containing a staterment spemf‘ym.g any cucumstan(t:ﬁz
ggrr:rlliré:;égri:tlvlv the resignation which in its opinion significantly affects

i i ollows:
4 ion 11 defines a reporting accountant as fo i ]
Regu‘{;mermn isJ;Ifgible for appointment as the reporting accouma;; r_); h
of Jie Companies Act 2006 for appointment as a company audito P
5 king the Armual Declaration — A Guide for Trustees and Managers of i‘takeha er
; ; ’ s website: Lorg.ulk.
Coﬁi :J}gthfs guidance may be obtained from PRAG s website: www.prag.org.

the person is eligible under section 1212



20 The reporting accountant is not re
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e _ : quireq to obtain evidence c i
VI;IEL 1(:0 fregl::&r:;m;s llmﬁtt:rl)gng Regulation 12(5)(a) — for exaﬁglzmtgla% $:

e Ts® rights has been determined in i
provisions establishing the scheme. However. if duri?l(;?trsd arI;Sf?e\:] lﬂ} tthhe
s of the

trustees’ or managers’ do i
: cumentation the r i i i
or circumstances which suggest that: I

® th justi
an?j trélslt]fifsl(s)r ggg?fers may n](j)} be justified in their belief that their systems
. € reasonable assuran i :
statement required by Regulation I2(5)(a)?fz)rt0 ARl ki, 2 kS T

because of apparent breach i
caches of the legislation or other
proposed statement required by Regulation 12(5)(a) is not supg;ifgfé e

the reporting account i i
ant discusses its conce i
_ _ ms
soom as 1s practicable, v

If as a result of the di i i
fas scussion the reporting accou i
- | ntant remains of i
Ca%fuhflitzant mif:mall contro} We_:aknesses or other matters exist which Iﬁl ?tsv :)e?;q'that
question the credibility of the statement made by the truste:as or maglaézils,

in accordance with Regulation 12(5 i
- . a ? t}l - i i
their report in respect of these ma(ttg_gs? It coen i

€ trustees or managers as

Under no i i

o apparell‘;:li g;rc?msi(:iances the reporting accountant modifies its report in respect

e thsec [(:;;?3 rtl;reaches of the legislation, referred to in Regulation 15(5)
, of v Ing accountant becomes a idi

SISy Homopat b B e ware. In deciding whether to
dify its such breaches, th i

e fsi , the reporting accountan i

S ;ﬁﬂ;ﬁ;alégisflhe ?:aterl?hty of the breach in monetgary terms Htl:; nrf(;?%:

ideration of its significance. H
Oc 1 : ! . However, where b
nof?;ﬁ E:j:;hmhfvvere 1den_t1ﬁed by the scheme’s own control systemsrejvi}z; e
ve ol a systemic problem, and which were corrected subsezquently ‘:erlfl:
uc

that there was 110 monetar 5‘ I-II}paCt on a ly me hel 0 ene 0 (=
.
‘ ; : . 11 T Th ﬁClaI'y fthe Schem“

Reporting Accountant’s reports

h I¢ I't llg CC a1 norm ly mn lldBS 1e 10110 n
I L} p(} 1 account t S IepOIt ona dGCIalatIOIl al Cl (% W1 g

® 2 title identifying the
petsons to whom the report i i i
normally be the trustees or managers of the sfl?emI:)'a “HSAL i .

® - anintroductory paragraph i ifyi 2 _
fhie resyre paragraph identifying the Regulations which are covered by

separate sections, appropriately headed, dealing with

—  respective responsibilities of th
: e trustees
reporting accountants, and = Aol e

—  th i '
e basis of the reporting accountant’s statement, including (where

appropriate) a reference t i : A
Bulletin; e to compliance with the guidance in this

the I’ep()Iting accountant dteme lt on € m y
5 stat i
: j h atterS I‘eqllll’ed b the

the signature of the reporting accountant; and
the date of the reporting accountant’s report.
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Appendix 1 of this Bulletin sets out an illustrative example of a reporting
accountant’s report on the declaration. This example wording may need to be
tailored to reflect particular circumstances.
As indicated in paragraphs 19-22 above, th
statement in its report if the reporting accountant:

has not been provided with documentation to demonstrate that the trustees’
or managers’ description of the process made in accordance with Regulation
12(5)(a) has taken place, or

is aware of matters that are inconsistent with the trustees’ or managers’
description of the process, made in accordance with Regulation 12(5)(b), or

is aware of matters which call into question the credibility of the statement
made by the trustees or managers in accordance with Regulation 12(5)(a).
These matters are likely to be connected with significant internal control
weaknesses, or with breaches of the legislation referred to in Regulation

12(5)(a):

Reporting to the regulators

e reporting accountant modifies the 24

Seltion*70(1) of The Pensions Act 2004 imposes on “a person who is otherwise 25

ivolved in advising trustees or managers of an occupational or personal pension
scheme in relation to the scheme™ a requirement to report to The Pensions
Regulator. The Pensions Regulator’s Regulatory Code of Practice 01
“Reporting breaches of the law” clarifies that a reporting accountant appointed

to a stakeholder scheme is subject to this requirement.

The reporting requirement referred to in paragraph 25 will exist where the
reporting accountant has reasonable cause to believe that:

e  aduty which is relevant to the administration of the scheme in question, and
is imposed by or by virtue of an enactment or rule of law, has not been or is

not being complied with; and
® the failure to comply is likely to be of material significance to The Pensions
Regulator in the exercise of any of its functions®.

A reporting accountant of a contract scheme who is also the auditor of the
managing entity considers whether it has a duty to report matters of material
significance, of which it becomes aware in its capacity as auditor of the managing
entity, to the FSA® under the FSMA' 2000 (Communications by Auditors)
Regulations 2001. This is because there may be situations where it is not clear
whether information coming to the attention of the reporting accountant is
received in that capacity or in its role as auditor. Appendix 2 to ISA (UK and
Treland) 250 Section B provides guidance as to how information obtained in non-
audit work may be relevant to the auditor in the planning and conduct of the audit
and the steps that need to be taken to ensure the communication of information

that is relevant to the audit.

8 Further guidance on reporting to The Pensions Regulator is set out in Practice Note 1 5 (Revised) — The audit of

occupational schemes in the United Kingdom.
¢ Further guidance on reporting o the FSA is set out in Practice Note 20 (Revised) — The audit of insurers in the
United Kingdom.

0 The Financial Services and Markets Act.

26

27
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More specifically, the Standard establishes requirements with respect to:

(a) Th.e process for forming, and the expression of, reasonable assurance
opinions;

(b)  The process for forming, and the expression of, limited assurance opinions;

(c) The provision of reasonable assurance to the FCA wi
with !
proposed adoption of; L Ml

(i)  The alternative approach to client money segregation; and
(i) A non-standard method of client money reconciliation'; and
(d) CASS auditor confirmations in respect of non-statutory client money trusts.

This Standard is the material published b i i i i
. y the Financial Reporting Council®
referred to in SUP 3.10.5B G, that deals specifically with the client assets

report which the auditor is required to submit to the FCA, t i
, to which
would expect CASS auditors to have regard. which the FCA

The Standard contains references to, and extracts from, certain legislati

CASS, SUP and SYSC rules of the FCA. These references aregnot tii?t];r?:llgdﬂtls
provide CASS auditors with the requisite knowledge of that legislation or those
Rules. CASS auditors should have the requisite knowledge of those FCA rules
that are relevant to the engagement. Readers are cautioned that the legislation and
FCA Rules may change subsequent to publication of this Standard such that the
references may no longer be accurate, The latest version of extant FCA rules can
be found on the FCA website at: https://www.handbook.fca.org.uk/

Effective Date

Thi§ Standard is e_ffective for reports to the FCA with respect to Client Assets for
periods commencing on or after 1 January 2016. Earlier adoption is permitted.

Objectives
The key objectives of the CASS Assurance Standard are to:

(@) Improve the quality of CASS audits and other CASS*assurance
engagements;

(b)  Adequately support and challenge CASS auditors when undertaking CASS
assurance engagements and, in particular, to define the nature and extent of
the worlk effort required for both reasonable assurance and limited assurance

CASS assurance engagements without undermining the i
CASS auditor’s judgment; shafas ot le

(c) Supp(?rt the objec_tives of the FCA’s Client Asset Regime regarding the
effective s_afekeepmg of client assets and client monies and in particular to
guard against systemic failure of the CASS Regime;

(d) Manage the expectations of:
()  The management of firms that hold client assets; and
(ii) Third party administrators

I . o r .:
th[n this SImedmd CASS audxtc!r 5 reports on adoption of the alternative approach to client money segregation and
e non-standard method of client money reconciliation are collectively referred to as “Special Reports”

2
The SUP rules reference is to the Auditing Practices Boar i 2 ;
Financial Reperthrg: Council g ces Board. This reference is outdated and showld be to the
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when a CASS auditor is engaged to provide assurance to the FCA on client
assets that they handle or account for;

(e) Support the effective training of CASS auditors by both the accounting
bodies and other training organisations;

() Helpto establish realistic expectations regarding the integrity of the UK
Client Asset regime with the beneficial owners of client assets; and

(g) Underpin the effectiveness of the FRC’s enforcement and disciplinary
activities with respect to CASS assurance engagements.

Definitions
For the purposes of the Client Asset Assurance Standard the following terms have
the meanings attributed below:

Applicable criteria: The CASS rules and other applicable rules used, in the context
of the particular CASS assurance engagement, 10 evaluate the status of a firm, in
terms specified by the FCA, in connection with subject maiter relating to the
holding of chieni assets. Related assertions arve the conditions that need to be met,
as expressed-or implied by the applicable criteria, if the firms status could be
described.in the terms specified by the FCA.

Brehchés schedule: Part 2 of the Client Assets Report: A Breaches Schedule
ioentifying each CASS rule in respect of which a breach has been identified in the
course of the CASS assurance engagement for the period covered by the Client
Assets Report, whether identified by the CASS auditor or disclosed to it by the
firm, or by any third party. -

CASS: The Client Assets Sourcebook of the FCA.

CASS assurance engagement: An engagement in which a CASS auditor expresses
an opinion designed to enhance the degree of confidence of the FCA concerning
the status of a firm, in terms specified by the FCA, in connection with subject
matter relating to the holding of client assets. CASS assurance engagements
include CASS audits and certain other engagements to provide assurance to the
FCA with respect to special reporls or nonstatutory client money trusis.

CASS assurance engagement tisk: The risk that the CASS auditor expresses an
inappropriate opinion when the subject matter information is materially
missiated.

CASS audit: A client asset assurance engagement that involves providing a Client
Assets Report to the FCA.

CASS auditot: The person or persons conducting the CASS audit or other CASS
assurance engagement, usually the CASS engagement leader or other members of
the engagement team, or, as applicable, the auditing firm. Where a requirement
expressly intends that it be fulfilled by the CASS engagement leader the term
“CASS engagement leader” rather than “CASS auditor” is used. (N.B. A CASS
auditor need not be the firm’s statutory auditor).

CASS auditor’s report: The report of the CASS auditor as required in the context
of the CASS assurance engagement —in the case of a CASS audit, the Client 4ssets
Report.

CASS engagement leader: The individual charged by the CASS auditor to be
responsible for signing the CASS auditor § veport.

10
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CASS engagement team: All pariners and staff performing the CASS assurance
engagement, and any individuals engaged by the auditing firm who perform
procedures on the engagement. This excludes any external experis engaged by the
auditing firm.

CASS records: The records of accounting entries and other records, both manual
and electronic, that comprise or support the information system that accounts for
the receipt, segregation, custody, monitoring, reconciliation, transfer and return
of client assets, and for the safeguarding of clients’ rights relating to such assets
while they are held by the firm, in accordance with the CASS rules and other
applicable rules.

CASS rules: The rules set out in CASS as denoted by the suffix R.

Client assets: Generic term encompassing client money, safe custody assets, and
mandates and collateral, if applicable.

Client Assets Report: The assurance report that the CASS auditor is required to
submit to the FCA either to provide reasonable assurance as to whether a firm s
systems are adeguate to enable if to comply throughout the period, and as to
whether it was in compliance at the end of the period, with the CASS rules or to
provide limited assurance that the firm did not hold client asseis during the
period. For insurance intermediaries, the FCAS rules require the report to be
submitted to "the firm”.

CMAR: The Client Money and Asset Return.

Control risk: The risk that a breach of the CASS rules thar could be significant in
the context of the applicable criteria and related assertions will not be prevented,
or detected and corrected, on a timely basis by related internal controls.

Credit risk: The risk that a borrower will default on a debt by failing to make
required payments.

Detection tisk: The risk that the CASS auditor will not detect, as applicable in the
context of the CASS assurance engagement, a deficiency in the decign,
implementation ov operation of the firm’s systems that are intended to enabie it
to comply with the relevant CASS rules, or a breach of the CASS rules .oy would
be significant in the context of its reporting vesponsibilities.

Engagement quality control review: 4 process designed to provide an objective
evaluation, on or before the date of the report, of the significant judgments the
CASS engagement team made and the conclusions it reached in formulating the
CASS auditor s report.

Engagement quality control reviewer: A partner, other person in the accounting
Jirim, suitably qualified external person, or a team made up of such individuals,
none of whom is part of the engagement team, with sufficient and appropriate
experience and authority to objectively evaluate the significant judgments the
CASS engagement team made and the conclusions it reached in formulating the
CASS auditor 5 report.

Evaluation risk: The risk that the CASS auditor will fail to evaluate accurately the
underlying subject matter against the applicable criteria and related assertions, in
the terms specified by the FCA concerning the firm 5 status relating to the holding
of client assets.

FCA: Financial Conduct Authority.
Firm: The regulated legal entity in respect of which the CASS auditor is reporting.
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FSMA 2000: The Financial Services and Markets Act 2000

Hybrid opinions: Hybrid opinions are opinions that provide reasonable assurance
with respect to one aspect of a firm § status relating to the holding of client assets
and limited assurance with respect to another. For example, reasonable assurance
may be provided with respect to the firms compliance with the client money rules
and limited assurance with respect to the custody asset rules because the firm s
permissions do not allow it to hold custody assets.

Inherent risk: The risk of the management of the firm not preventing non-
compliance with the CASS rules and other applicable rules due to ithe
underlying susceptibility of the behaviour of the regulated firm fo non-
compliance with all of the applicable criteria and related assertions under
those rules, before the application of internal controls.

Limited assurance Client Assets Report: A Client Assets Report providing a level
of assurance where the engagement risk is reduced to a level that is acceptable in
the circumstances of the engagement, but which is obtained when that risk is
greater than the level of assurance that would be provided in a reasonable
assurance Chent Assets Repori, as the basis for a negative form of expression of
the CASS avditor s conclusion.

Nomivee Company: 4 subsidiary of a firm in whose name custody assets of the
Sfirmarve registered during the period.

Tractitioner: 4 professional accountant in public practice.

Reasonable assurance Client Assets Report: 4 Client Assets Report providing a
high but not absolute level of assurance, which is obtained when the CASS auditor
has obtained sufficient appropriate assurance evidence to reduce assurance
engagement visk to an acceptably low level in the circumstances of the
engagement as the basis for a positive form of expression of the CASS auditor §
conclusion.

Re-performance: The CASS auditor’s independent execution of procedures or
conirols that were originally performed as part of the firm s internal controls.

Reportable breach: 4 breach of the FCAs rules of which the CASS auditor
becomes aware which it reasonably believes may be of material significance to the
FCA (see para 59).

Significant deficiency in internal control: A deficiency or combination of
deficiencies in internal control relating to a firms compliance with the CASS
rules or other applicable rules that, in the auditor's professional judgment, is of
sufficient importance to require the attention of those charged with governance.

Special Reports: The reports prepared by an independent auditor, subject to the
provision of which, the FCA permits certain firms to use the “alternative
approach” to client money segregation and a “non-standard method” of client
money reconciliation under the CASS rules. In this Siandard, both are referred to
as “Special Reports”.

Subject matter information: The outcome of the evaluation by the CASS auditor of
the underlying subject matter against the applicable criteria and related
assertions, in the terms specified by the FCA concerning the firm's status
relating to the holding of client assets.

Those charged with governance: The person(s) or organisation(s) (for example a
corporate trustee) with responsibility for overseeing the strategic direction of the
entity and obligations related to the accountability of the firm. This includes

:I|i|III|':-.
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ﬂ“)se pllWldEd 101 EItllel m the FCAS telllplal'e, or ﬂle WOor dlllg m the
lllllstl"atl@e EXample lepﬂlts Set Ollt in APPEDdICES 2 t" 8 01 ﬂ]lS Staﬂdald

shall i i
only be used with the prior agreement of the FCA. The latest version of

extant FCA rules can be fi i
i ound on the FCA website at: https://www.handbook fca.

29 SUP 3.10 sets out the FCA’s rules and
auditors to report on client assets.
rules relating to;

guidance with respect to the duties of CA
: S8
Amongst other things SUP 3.10 establishes

®  The period that a Client Assets Report may cover,

®  The time period allowed for the Cli
FCA and the firm. =

®  The signing of the Client Assets Report.
®  Delivering a draft of the report to the firm.

30 The CASS auditor is requi
quired by SUP 3.10.8D R to deliv i
; er a dr i
Assets Report to the firm such that the firm has an adequate E;Jeri?)g gf‘ gfngl(lseél ,
e

paragraph 32) to consider its findi i
e b Mo dings and provide the CASS auditor with

Assets Report to be delivered to the

(a) he Cir llmsl:aDCBS that av i QO €ach (lj I!e reac e
l C € rise t i i i

(b) Any remedial actions that it has undert

o by marady aken or plans to undertake to correct

31 S : .
: :Cg:fzﬁfggtéiggeqwdfd to be submitted to the CASS auditor on a timely basis
o auditor 1s required t iver i
firm. The comments are record : o deliver its report to the FCA or to the

oo e ed by the CASS auditor in Column E of the

32 In order to facilitate the
processes outlined in th i
, 1 4 e two precedi i
e(; .C(;&SS .aud,:tor shall agree with the firm what cﬁnI;titutiesu‘%a]mr=\c11g=ml‘!“i
period of time” and record the agreement with the firm DG A

Quality Control

33 The i i
s fé:il a::f;;otli- sha;l] comply with the applicable standards and guidance
e A onal Standard on Quality Control (UK and Ireland) 1, and
et ot ag gement leade_r shall have sufficient competence in, the
PR _assurance on client assets to accept responsibility fi
nce opinions in respect of the Client Assets Report o the
34 The CASS engagement leader shall be satisfied

E:f:l;gifjﬂ::iot;zﬁo:‘]nf]fﬁvely has the appropriate competence and
I m the engagement in i i
and applicable legal and regulatory requirenjz;:; AR IR i S

Th
thee ::l‘;‘\eifi engagement leader shall be satisfied that it will be able to evaluat
Paiclit ejmen:]ttg'a and lfompetence of any other practitioner, not part of fhe
m, where the assurance work of that practitioner is to be usede
3

to an extent that is suffici ibili
vl lent to accept responsibility for the CASS auditor’s

that the assigned CASS

35

““““““

Client asset assurance standard (2015) 1,843

Training

The CASS engagement leader shall be satisfied that the CASS engagement 36

team includes staff with experience in client asset work who, to the extent

relevant to a particular engagement, have received training relevant to the
circumstances of that engagement, for example in the following:

e The FCA’s CASS Rules and applicable SUP® rules, in particular what
constitutes a breach of the CASS Rules and the implications of the situations
where the CASS rules require the CASS auditor to provide a Special Report
to the firm.

e A firm’s business model, such that reasonable expectations can be
established throughout the CASS audit team as to the nature of client
assets that the firm is likely to have (see paragraph 11).

e  Assessing the design effectiveness of systems of internal control over client
assets and evaluating whether the systems of internal control were in effect
throughsdut the period and operating effectively.

e  Pracfical challenges associated with the performance and review of client
ascef reconciliations.

o ~\How the CASS rules seek to effectively segregate client assets within the
context of applicable trust and insolvency law.

(See paragraphs 56 to 58 of the Contextual Material).

Responsibilities of the CASS engagement leader

The CASS engagement leader shall, within the context of his or her firm’s 37

quality control standards for assurance engagements, take responsibility for

the overall quality of the engagement. This includes respensibility for:

(a) Appropriate acceptance and continuance procedures being performed;

(b) The engagement being planned and performed (including appropriate
direction and supervision) to comply with this and other applicable
professional standards and applicable legal and regulatory
requirements;

(¢) Assessing whether the engagement team and any other practitioners
they intend to consult have sufficient knowledge of the specific aspects
of the industry within which the firm operates and its corresponding
products;

(d) Appropriate documentation of the work performed on the engagement
being maintained to provide evidence of the achievement of the CASS
auditor’s objectives and that the engagement was performed in
accordance with this Standard and applicable legal and regulatory
requirements;

(¢) Appropriate reviews of the work performed on the engagement,
including reviewing the engagement documentation, before the date
of the Client Assets Report; and

() Appropriate consultation being undertaken by the engagement team on
difficult or contentious matters.

& At the time of writing SUP 3 is the applicable SUP Rule.
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The date of the written representations shall be as near as practicable to, but
not subsequent to, the date of the Client Assets Report.

Representations from appropriate officials of the firm cannot replace other

ev1.dence the CASS auditor could reasonably expect to be available. Although

written representations may provide necessary evidence, they do not provide

sufficient appropriate evidence on their own about any of the matters with which

i:ey dealt.agurtheé‘more, the ;f;ct that the CASS auditor has received reliable written
presentations does not atfect i

s o (0ee. IOt 8l the nature or extent of other evidence that the

Planning and Performing the Engagement

Planning

The CAS_S auditor shall plan the engagement so that it will be performed in
an effective manner, including setting the scope, timing and direction of the
engagement, and determining the nature, timing and extent of those risk
fnssessment and other planned procedures that are required to be carried out
in order to achieve the objective of the CASS auditor.

Understanding the Underlying Subject Matter and Other Engagement
Circumstances

The CASS engagemt_ant leader and senior members of the CASS engagement
team shall meet to discuss the susceptibility of the firm’s client asset systems

:ﬁ-breaches of the CASS Rules. Such discussions shall include among other
ings:

(@) The firm’s business model and changes in the model from the preceding
year.

(b) New products and services introduced during the period.
(¢) Changes made to IT and other reporting systems during the period.

(d) Developments in relevant laws and regulations which may; impact on
the assurance procedures to be undertaken.

{e) Waivers and mod_iﬁc'flﬁons of CASS rules received by the firm during
the year and any individual guidance received from the FCA.

(D The implications of arrangements for third party administration of
client assets.

Relevant matters shall also be communicated to members of the engagement

team not involved in the meeting.

The QASS auditor shall enquire as to whether the firm has an internal audit
function, or a separate compliance function, that is required to review the
firm’s compliance with the CASS Rules. If so, the CASS auditor shall obtain
an understanding of its activities with respect to Client Assets and consider
t]%e f}ndings of the internal audit function and/or the compliance function
Findings of an internal audit or compliance function in respect of breaches oi'
the CASS rules will inform the CASS auditor’s risk assessment.

The CASS auditor’s duty to report te the FCA

Under th_e I_’inancial Services and Markets Act 2000 (FSMA 2000)
(Communications by Auditors) Regulations 2001 CASS auditors have duties in
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certain circumstances to make reports to the FCA. A CASS auditor has a duty to
report breaches of the FCA’s Rules of which it becomes aware which it reasonably
believes may be of material significance to the FCA. If a CASS auditor becomes
aware of such breaches, it does not wait to report them to the FCA by means of the
Breaches Schedule that it appends to its Toutine assurance reports to the FCA.
Appendix 12 sets out guidance for CASS auditors with respect to the duty to report
to the FCA.

Where a CASS auditor identifies a breach (that it reasonably believes may
exist) is of material significance to the FCA and, therefore, reportable, it shall
carry out such additional procedures as it considers necessary, to determine
whether the facts and circumstances causes it reasonably to believe that the
matter does in fact exist.

Where the CASS auditor has reason to believe that a matter (such as a breach
of the CASS rules) does exist it shall obtain such evidence as is available to
assess its implications for the CASS auditor’s reporting responsibilities.

A matter orgroup of matters is likely to be of material significance to the FCA
when, due €ithier to its nature or its potential financial impact, it is likely ofitself to
require \nvestigation by the FCA.

The CASS auditor shall report those matters that it believes to be of material
siguificance to the FCA as soon as practicable.

The CASS auditor shall document:

(a) The facts and circumstances that caused it to believe that the
circumstances (such as a breach of the CASS rules) giving rise to the
matters existed; and

(b) The basis for its conclusions as to whether the matters are, or are likely
to be, of material significance to the FCA.

The documentation shall clearly demonstrate the CASS auditor’s reasoning
for its decision (as the case may be) to report, or not to report, the matter to
the FCA.

The CASS auditor’s right to report to the FCA

Section 342 of FSMA 2000 provides that no duty to which an auditor (including
CASS auditors) of an authorised person (e.g. a firm) is subject shall be
contravened by communicating in good faith to the FCA information or an
opinion on a matter that the auditor reasonably believes is relevant to any
functions of the FCA.

The scope of the duty to report can be quite wide particularly since, under the
FCA’s Principle for Businesses 11, a firm must disclose to the FCA anything
related to the firm of which the FCA would reasonably expect notice. However, in
circumstances where the CASS auditor concludes that a matter does not give rise
to a statutory duty to report but nevertheless should be brought to the attention of
the FCA, in the first instance the CASS auditor advises the directors, or
equivalent, of the firm of its opinion. Where the CASS auditor is unable to
obtain, within a reasonable period of time, adequate evidence that the directors, or
equivalent, have properly informed the FCA of the matter, then the CASS auditor
makes a report to the regulator without undue delay.

The CASS auditor may wish to take legal advice before deciding whether, and in

what form, to exercise its right to make a report directly to the FCA in order to
ensure, for example, that only relevant information is disclosed and that the form
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and content of its report is such as to secure the protection of FSMA 2000.
However, the CASS auditor recognises that obtaining legal advice may take time
and that speed of reporting is likely to be important in order to protect the interests
of customers and/or to enable the FCA to meet its statutory objectives.

Requirements Applicable to the Expression of Reasonable
Assurance Opinions in a CASS Auditor’s Report

The requirements and guidance in paragraphs 11 to 66 alse apply to the
expression of reasonable assurance opinions

An overview of the process to form the opinion as to whether the firm has
maintained systems adequate to enable it to comply with the relevant CASS rules
for the period and that it was in compliance with the rules at the end of the period,
along with the relevant considerations relating to various stages in the process, is
depicted in the diagram in Appendix 1.

The nature and extent of the CASS auditor’s work will be a matter of professional
Jjudgment based, among other things, on its assessment of “assurance engagement
risk”. That is the risk that the CASS auditor expresses an unmodified opinion that
the firm has maintained systems adequate to enable it to comply with the relevant
CASS rules during the period or that it was in compliance with the relevant rules at
the end of the period, when reporting to the FCA, in circumstances where such
opinions are not correct.

Assurance engagement risk with respect to engagements to express a reasonable
assurance opinion with respect to Client Assets can be represented by the
following components:

(a) Inherent risk: the risk of the management of the firm not preventing non-
compliance with the CASS rules and other relevant FCA rules that are
applicable to the firm due to the underlying susceptibility of the behavious of
the regulated firm to non-compliance with all of the assertions and 1zlated
criteria under the applicable rules before the application of internal controls;

(b) Control risk: the risk that a breach of the CASS rules-ithat could be
significant in the context of the assertions (see paragraph 70) will not be
prevented, or detected and corrected, on a timely basis by related internal
controls;

(c) Detection risk: the risk that the CASS auditor will not detect a significant
breach of the CASS Rules and will, therefore, fail to report the breach to the
FCA; and

(d) Evaluation risk: the risk that the CASS auditor will fail to measure or
evaluate accurately, the underlying subject matter against the criteria.

The assertions and the related criteria that are applicable to the engagement may
comprise a combination of:

(a) Applicable provisions of the CASS rules;
(b) Waivers and Modifications granted to the firm by the FCA; and
(c) Individual guidance from the FCA to a firm.

In overview, building on the understanding of the firm’s business model, in order

to assess assurance engagement risk with respect to each of the above components
the CASS auditor;

k. =

Client asset assurance standard (2015) 1,849

(a) Establishes those FCA rules (especially the CASS rules) which are relevant
to the firm’s circumstances, systems and procedures,

(b) Establishes any other applicable criteria;

(c) Tn respect of each relevant rule and other criterion, establishes what the
objectives of the firm’s related controls should be (control objectives) in
order to ensure compliance by the firm with the relevant rule, waiver,
modification or guidance;

(d) Carries out a risk assessment and establishes appropriate quality control to
address detection and evaluation risk; and

(6) Determines the nature and extent of assurance procedures that will provide
sufficient appropriate assurance evidence that the firm has met the relevant
control objectives for the assertions and criteria.

Assessing CASS Assurance Engagement Risk

Inherent risk umd control risk

To assess the risk of a firm failing to comply with the CASS rules, the CASS 72
auditer shall obtain an understanding of the firm’s organisational structure,
opérating environment, classes of tramsactions to which the CASS rules
appiy, cash flows and other engagement circumstances sufficient to:

(a) Enable the CASS auditor to identify and assess the risk of
inappropriately expressing an unmodified opinion that the firm has
maintained systems adequate to enable it to comply with the CASS

\ Rules throughout the period;

( (b) Enable the CASS auditor to identify and assess the risk of
inappropriately expressing an unmodified opinion that the firm was
in compliance with the CASS Rules at the end of the period; and

() Thereby, provide a basis for designing and performing procedures to
respond to the assessed risks and to obtain reasonable assurance to
support the CASS auditor’s opinion.

The CASS auditor shall discuss with management the operation of the 73
business, seek to understand what the firm has done to mitigate risk, and
read relevant management information, for example:

®  Operations Manuals.
®  The firm’s documentation of systems and controls.

In assessing the risk that the contrel environment may not be sufficient to 74
prevent or detect a significant breach of the rules, the CASS auditor shall
meet with senior management, the CASS Compliance Officer and, where
applicable, the CF10a to confirm their understanding of the control
environment, gained as set out in paragraph 73. The CASS auditor shall

also consider other sources of information, for example:

®  Compliance monitoring and internal audit programmes and results.

®  Records maintained by the firm of any rule breaches and notifications to the
FCA that may have occurred during the period.

CMAR submissions made by the firm.
@  The results of recent inspection visits made by the FCA.
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() Assessing the likelihood of their occurrence; and
(d) Determining actions to address those risks.

If the CASS auditor identifies a risk that management has failed to identify,
the auditor shall obtain an understanding of why management’s process
failed to identify it and determine if there is a significant deficiency in internal
control with regard to the firm’s risk assessment process.

Monitoring activities

The CASS auditor shall obtain an understanding of the major activities that
the firm uses to monitor” internal control relevant to its compliance with the
CASS rules and how the firm initiates remedial actions in response to
deficiencies in its controls. Where the firm has an internal audit or
compliance function, which covers those major activities intended to
deliver compliance with the CASS rules, the CASS auditor shall perform
or obtain, as appropriate, and document;

® an evaluation of whether the function’s organisational status and

relevant policies and procedures adequately support the objectivity of
the internal auditors, or compliance function;

®  an understanding of the nature of the internal audit or compliance
function’s responsibilities with respect to client assets;

® an assessment of whether the function applies a systematic and
disciplined approach, including quality control; and

®  the activities the function has performed or intends to perform with
respect to client assets.

As the CASS auditor has sole responsibility for the CASS audit opinion, the
use of internal auditors to provide direct assistance to a CASS auditor is
prohibited in a CASS audit performed in accordance with this Standard: In
addition, the CASS auditor’s responsibility cannot be reduced by the CAS
auditor using the work of the internal audit or compliance function. Fowever,
the CASS auditor is likely to find the work and findings of the intéral audit
or compliance function to be useful in making its risk assessmeiic The CASS
auditor shall document its conclusion and the basis for this conclusion on how
the work and findings of the internal audit or compliance function have
impacted on the risk assessment.

The CASS auditor shall obtain an understanding of the sources of the
information used in the firm’s monitoring activities, and the basis upeon
which management considers the information to be sufficiently reliable for
the purpose.

Much of the information used in monitoring may be produced by the firm’s
information system. If management assumes that data used for monitoring are
accurate without having a basis for that assumption, errors that may exist in the
information could potentially lead management to incorrect conclusions from its
monitoring activities.

£ Monitoring of controls is a process to assess the effectiveness of infernal control performance over time. It
includes assessing the design and operation of controls on a timely basis and taking necessary corrective actions
modified for changes in conditions.
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Evaluating the design of control activities
The CASS auditor shall consider how the design of control activities:

(a) Enables the firm to identify where client assets may arise in the
business;

(b) Seeks to ensure that client assets are segregated and safeguarded
effectively;

(¢) Addresses the performance of internal and external reconciliations® as
required by the CASS rules; and

(d) Addresses the establishment and acknowledgement of trust status over
client assets.

In the context of the CASS auditor’s consideration required by paragraph 91,

the CASS auditor shall evaluate:

(a) Whether the system design identifies appropriate control activities in
respect 5¥ those CASS rules that are applicable to the firm;

(b) Wheiber those control activities are likely to provide reasonable
aséurance of compliance with the relevant CASS rules;

(¢) - The implications of different controls for different parts of the business;
and

{t) Where appropriate, whether detective controls will be effective within
the time periods (if any) permitted by the CASS Rules.

The CASS auditor shall further evaluate:
(a) Whether there is adequate segregation of duties; and

(b) Whether the design of the system imcorporates sufficiently robust
controls over system changes.

Obtaining evidence to support the opinion as to whether the firm has
maintained systems over client assets adequate to enable it fo comply with the
relevani CASS rules during the period.

Evaluating whether internal control activities were put into place as designed
and whether their operation was effective

The CASS auditor shall evaluate whether internal control activities were put
into place to cover all client assets and whether they were designed effeciilvely.
Based on the conclusions reached, the CASS auditor shall adopt a suitable
approach to test the effectiveness of the operation of these controls duriJ.lg. t.he
period. The CASS auditor’s procedures to evaluate whether control a_ctlvmes
were put into place as designed shall include walk-through tests of internal
contrel activities. Based on these evaluations, the CASS auditor shall adopt a
suitable approach to test the effectiveness of operation of these controls
during the period.

The nature and extent of the auditor’s evaluation will be a function of the results of
its risk assessment and conclusions regarding the design effectiveness of the
internal controls. In addition to the performance of walk-through tests, relevant
procedures the CASS auditor considers performing include:

5 Or bank reconciliations for insurance intermediaries.
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(@ Making enquiries of personnel at the firm, for example the CF10a
(b) Observing the application of controls.

() Inspecting documents and reports, for example computer-generated error

I'epOI‘tS Client agreements, a a y
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(d) Testing internal and external reconciliations,

96 tThl;ep(éﬁs‘jS S:qlgitor is_requﬁi[fﬁfi to report on the adequacy of the systems throughout
er review. This requirement does not mean that the CAS i
_ S
has to perform tests continuously throughout the period, but bases the ext:r?td;fé

nature of its procedures to te i .
on its: P st the effectiveness of operation of control activities

(a) risk assessment, including its evaluation of the confrol environment; and
(b) evaluation of the design of the system of internal control

Selecting items for testing to obtain evidence of operation of controls

97 When designing tests of controls the CASS auditor shall determine the means

of selecting items for testing that a o ;
assurance procedure, g re effective in meeting the purpose of the

98 The means available to the CASS auditor for selecting items for testing are:

(a)  Selecting all items (This is li i
e i (This is likely to be appropriate only when there is a small

(b) Selecting specific iterns; and
() Sampling.

99 When evaluating the effectiveness of the operation of controls, the auditor
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control.
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Use of Third Party Administrators

When a firm enters into an arrangement with a Third Party Administrator (TPA) to
outsource the operation of certain functions, such as fund administration, that are
relevant to the firm’s compliance with CASS rules, whether the firm retains full
regulatory responsibility for compliance with CASS rules depends on the nature of
the arrangements entered into between the firm, the TPA and the firm’s clients.
The firm retains full regulatory responsibility where the TPA simply owes
contractual obligations to the firm to perform certain specified services and the
TPA does not have a direct contractual relationship with the firm’s clients.

An example of an arrangement where the firm retains full regulatory responsibility
is an agreement entered into by a stockbroker to outsource clearing and settlement
activities to another firm, without any change in the firm’s arrangements with its
clients. As settlement agent, the other firm undertakes an administrative role in the
settlement of trades under a service level agreement. However, the stockbroker
remains responsible for compliance with the relevant FCA rules, including CASS.
In this type-nf*arrangement, the outsourced functions support the firm’s
compliance “with CASS. Such an arrangement is described as a “Model A
Arrangeiment” in some parts of the stockbroking industry. Another cominon
examole ‘of such an arrangement is where a fund management firm outsources
cedtain functions related to fund administration to a TPA (which may or may not
= an authorised firm) without any change in the firm’s arrangements with its
clients.

Alternatively, the firm and its TPA may agree to an arrangement in which the TPA
takes direct responsibility for compliance with some or all of the provisions in
CASS, which is referred to in some parts of the stockbroking industry as a “Model
B Arrangement”. For example, Model B is where a second firm takes
responsibility for the stockbrokers’ clearing and settlement activities, often
called “give up broking”. In such a scenario, the second firm is responsible for
compliance with the FCA’s rules (including the CASS Rules) insofar as they apply
to clearing and settlement processes that are the subject of the arrangement.

The TPA can only assume such responsibility, if it is authorised by the FCA to
conduct investment business and has the requisite permission from the FCA to
hold or control the client money and/or custody assets in question. Such a transfer
of responsibility only occurs if the firm’s clients enter into terms of business with
the TPA to establish that the TPA will be directly responsible to the client under
CASS for protecting the clients’ money or assets. In order to do so, the firm, the
TPA and the client may enter into a tri-partite agreement that reflects the terms of
business between both firms and the client. Alternatively, the firm and the TPA
may each enter into separate agreements with the client to achieve this.

Although Model A and Model B arrangements may each be described as
involving TPAs, the regulatory obligations of the firm and the TPA are different
under each model and so, their impact on the scope of a CASS auditor’s
procedures is quite different. The actual arrangements entered into by firms can
be extremely complex and members of a CASS engagement team need to have a
thorough understanding both of the arrangements with the TPA and the finm’s
clients and of the firm’s business model, particularly of the cash and other asset
inflows and outflows as they apply both to the firm and to the TPA. This
understanding provides a basis for establishing the respective regulatory
responsibilities of the firm and (if any) the TPA for client assets and, therefore,
expectations about the existence or otherwise of client assets in the context of the
engagement.
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