IAASB Main Agenda (June 2021) Supplement A.5
to Agenda ltem 4

Questions 8(c) — What practical challenges may arise in implementing the risk-
based approach?

Question 8(c)

Will the risk-based approach result in an appropriate assessment of the risks of material
misstatement of the group financial statements and the design and performance of appropriate
responses to those assessed risks? In particular, the IAASB is interested in views about:

(a) Whether the respective responsibilities of the group engagement team and component auditors are clear
and appropriate?

(b) Whether the interactions between the group engagement team and component auditors throughout the
different phases of the group audit are clear and appropriate, including sufficient involvement of the group
engagement partner and group engagement team?

(c) What practical challenges may arise in implementing the risk-based approach?

Comments
1. Monitoring Group
BCBS

The EM (eg paragraph 54) and ED-600 set out many of the features of groups that give rise to practical
challenges (including the complexity of group structures and operations, the range of geographical locations
with potentially different laws and regulations, and languages and cultures).

Our thoughts on the practical challenges are:

The complexity of many groups (and as groups grow in scale, complexity typically increases) can make it
hard to gain a comprehensive understanding of a group. This can make it difficult to identify all risks, but
also to assess the magnitude of risks. For example, risks may be spread across the group in a way that
hides their combined effect (eg different parts of a banking group may lend to the same counterparty or
group of related counterparties, different parts of a banking group may hold equity and bonds in an entity as
well as providing loan facilities), or risks may be transferred between group entities (eg it is common for
banking groups to transact business in one jurisdiction but book that business to a legal entity in a different
jurisdiction, or there is centralised risk management for business transacted across the group).

The diversity of groups, in particular across jurisdictions with their own legal and regulatory systems, and
subject to local market and economic conditions, result in it being unlikely that the group engagement team
will be able to fully understand all environmental risks in a group. This is particularly the case for certain
sectors (eg banking) that are subject to extensive and detailed regulations. The group engagement team
may need to make use of the expertise and local knowledge of component auditors to understand and
assess the risks. This also means that the group engagement team may face a challenge when assessing
the adequacy of the component auditor’s work.

Where a risk of material misstatement is spread across a number of jurisdictions, no one component auditor
may be suited to undertake all the procedures. This very much puts the onus on the group engagement
team to identify, assess and determine the procedures that need to be undertaken, and to project manage
the work, collate and evaluate the results.
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Under the extant ISA 600, a component may be more closely related to a local set of financial statements
upon which the component auditor gives a view. Under ED-600 this link may be broken or become more
distant. As a result, the component auditor’s work may lose some benefits derived from the audit work on
the local financial statements — eg quality control procedures undertaken to meet the local audit
requirements, which the component auditor may not implement if instructed under the new risk-based
approach. We would note, however, that these are additional benefits, as the audit work on the component
should nevertheless be undertaken in accordance with the relevant auditing and ethical standards
applicable to the group.

The implications generally are that a risk-based approach to audits of group financial statements will be
challenging or more difficult, as indicated in ED-600 paragraphs A78 and A87. We do not believe, however,
that the challenges mean that a risk-based approach should not be applied. In this regard, linking ED-600
with ISA 220 is important to emphasise the group engagement team’s obligations to manage the audit
effectively (eg to ensure sufficient resources with the appropriate skills and competence are made available
to deal with the practical challenges in undertaking a risk-based approach to the audit of group financial
statements).

We also believe that ED-600 is an improvement over the extant ISA 600. ED-600 seems better suited to
deal with the issues because of the changes made to deliver the objectives and approach set out in
paragraphs 48 and 50 of the EM. While there might be broader coverage of the financial statements using
the extant ISA 600’s definition of components, this is not necessarily a risk sensitive approach and so may
not identify and address adequately the risks of misstatement and result in an effective evaluation of those
risks. For example:

A component is defined by reference to how management prepares financial information, which may act as
an impediment to thinking about how risks sit across the group from an audit perspective, and to developing
procedures to respond to those risks (see also response to Question 6)

While the auditor is required to assess the risks of material misstatement of the group financial statements
(paragraph 18(b) of the extant ISA 600), there is a risk that paragraph 27 of the extant ISA 600 is interpreted
that risks can only arise in a single component, or there is a risk the focus is on the component where the
majority of the risks resides. As a result there may be insufficient consideration of the total risk.

Paragraph 27 of the extant ISA 600 allows an ‘audit’ of the financial information of the component to be
undertaken for the purpose of responding to the assessed risks at the group level. There may be a tendency
to default to this option as noted in paragraph 48 of the EM, because, for example, it aligns with local
management’s needs. This may lead to insufficient

attention being given to the risks of material misstatement to the group financial statements, as attention is
diverted to matters that are not a significant risk in a group context.

Additional drafting suggestions or matters of clarity

There may also be additional measures the group engagement team can take to minimise the risks that the
audit is not performed effectively, for example, to require enhanced independent quality control procedures
be performed by the component auditor. It is not clear that this is captured within ED-600 paragraph 21 and
the related application material.
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IFIAR

The application material in A 97 proposes three approaches to assigning audit procedures when the GET
uses a CA. There is limited guidance to determine when these approaches would apply. Further guidance
could better support the GET’'s decisions when assigning responsibility for the design of further audit
procedures to the CA, including, for example, providing better linkage between A 97 and A 98 to A 101.

I0OSCO
Fraud Risk

We believe that fraud risk assessment procedures at the component level should be strengthened. We
believe the Paper could be strengthened by encouraging the group auditor to engage in fraud risk
brainstorming sessions that include component audit teams, with the objective of identifying fraud risks at
the component level.

While paragraph A80 provides guidance on information used to identify the risks of material misstatement of
the group financial statements due to fraud, and the body of the Paper discusses communication when
fraud is found, there is little emphasis on developing procedures at the component level to inform the group
engagement team'’s overall fraud assessment.

We also note that several frauds have occurred via the consolidation process and the related adjustments.
While extant ISA 600 more definitively addresses the consolidation process, we believe the Paper could be
strengthened by alerting the group auditor to the heightened possibility for the occurrence of fraud during
the consolidation process, and by incorporating additional references to fraud risks in the Paper.

Fraud Risk

We believe that fraud risk assessment procedures at the component level should be strengthened. We
believe the Paper could be strengthened by encouraging the group auditor to engage in fraud risk
brainstorming sessions that include component audit teams, with the objective of identifying fraud risks at
the component level.

While paragraph A80 provides guidance on information used to identify the risks of material misstatement of
the group financial statements due to fraud, and the body of the Paper discusses communication when
fraud is found, there is little emphasis on developing procedures at the component level to inform the group
engagement team'’s overall fraud assessment.

We also note that several frauds have occurred via the consolidation process and the related adjustments.
While extant ISA 600 more definitively addresses the consolidation process, we believe the Paper could be
strengthened by alerting the group auditor to the heightened possibility for the occurrence of fraud during
the consolidation process, and by incorporating additional references to fraud risks in the Paper.

Matrix Organization Structure

Where management uses a complex structure to operate the business (for example, a matrix structure in
which management simultaneously operates the business using two co-existing structures such as by
product line as well as by geography—see IFRS 8, Operating Segments, paragraph 10), the group auditor
should factor this level of complexity into its planning. The entity structure should be specifically addressed
by the Board as it finalizes the standard.

Matrix Organization Structure
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Where management uses a complex structure to operate the business (for example, a matrix structure in
which management simultaneously operates the business using two co-existing structures such as by
product line as well as by geography—see IFRS 8, Operating Segments, paragraph 10), the group auditor
should factor this level of complexity into its planning. The entity structure should be specifically addressed
by the Board as it finalizes the standard.

Shared Service Center Considerations

Paragraph A6 states that “A group may also centralize activities or processes that are applicable to more
than one entity or business unit within the group, for example, through the use of a shared service center.
When such centralized activities are relevant to the group’s financial reporting process and audit procedures
are performed at that location, the group engagement team may determine that the shared service center is
a component for purposes of the group audit.”

We believe shared service centers should be viewed and assessed separately from business components
in planning the group audit as the volume of transactions and the services provided can often be above and
beyond traditional components as identified based on line of service or geography.

3. Regulators and Audit Oversight Authorities
CEAOB

Paragraph 38 states that for areas of higher assessed risks, including significant risks, the group
engagement team shall evaluate the appropriateness of the further audit procedures determined by the
component auditor. This requirement should be aligned with the provisions of paragraph 23 which include
“areas of higher assessed risks of material misstatement of the group of financial statements, or where a
significant risk has been identified and areas in the group financial statements that involve significant
judgement.”

Additional provisions in ED 600 should also explain how ISA 330 paragraph 18, requiring the group
engagement team to design and perform substantive procedures for each material class of transactions,
account balance, and disclosure, shall be considered in a group audit setting.

ED 600 should also clarify how to apply ISA 500 paragraph 10 which deals with the selection of items to
obtain audit evidence in the context of a group audit. Indeed, it is unclear in ED 600:

If a significant risk at group level is identified, whether further audit procedures shall apply to all components
affected by this risk or whether a sampling approach could be applied to components provided that the
conditions required by ISA 530 are met at the level of the components and

When designing and performing substantive audit procedures (by component auditors and group
engagement team) for each material account balance, class of transactions and disclosures, whether the
group engagement team shall ensure that the remaining untested account balances, class of transactions
and disclosures remain below the group performance materiality.

This aspect is particularly important when a group is composed of a several small individual components
that cannot be grouped within one component for the purposes of further audit procedures to be performed
and when audit procedures cannot be performed centrally.

CPAB
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The application material A 97 proposes three approaches to assigning further audit procedures when the
group engagement team uses a component auditor. There is limited guidance to determine when these
approaches would apply. Additional guidance could better support the group engagement team’s decisions
when assigning responsibility for the design of further audit procedures to the component auditor including
for example, providing better linkage between A 97 and A 98 to A 101.

IAASA

Paragraph 38 states that for areas of higher assessed risks, including significant risks, the group
engagement team shall evaluate the appropriateness of the further audit procedures determined by the
component auditor. This requirement should be aligned with the provisions of paragraph 23 which include
“areas of higher assessed risks of material misstatement of the group of financial statements, or where a
significant risk has been identified and areas in the group financial statements that involve significant
judgement.”

Additional provisions in ED 600 should also explain how paragraph 18 of ISA 330, requiring the group
engagement team to design and perform substantive procedures for each material class of transactions,
account balance, and disclosure, shall be considered in a group audit setting.

ED 600 should also clarify how to apply paragraph 10 of ISA 500, which deals with the selection of items to
obtain audit evidence in the context of a group audit. It is unclear in ED 600:

If a significant risk at group level is identified, whether further audit procedures shall apply to all components
affected by this risk or whether a sampling approach could be applied to components provided that the
conditions required by ISA 530 are met at the level of the components; and

When designing and performing substantive audit procedures (by component auditors and group
engagement team) for each material account balance, class of transactions and disclosures, whether the
group engagement team shall ensure that the remaining untested account balances, class of transactions
and disclosures remain below the group performance materiality.

This aspect is particularly important when a group is composed of a several small individual components
that cannot be grouped within one component for the purposes of further audit procedures to be performed
and when audit procedures cannot be performed centrally.

IRBA

We recommend that the IAASB considers including a scoping paragraph in the requirements section of the
standard, as not having this requirement may lead to inconsistencies in the application of ED-600 in
practice. With the lack of clear requirements in this area, there is an increased risk of pressure from clients
to create incentives for inappropriate scoping to achieve efficiencies in the group audit at the cost of quality,
which would go against the intention of the standard. For example, there is a risk that the group
engagement team may group entities and treat them as a homogeneous population when it is not
appropriate and/or inconsistent with the facts and circumstances of the entities. We recommend that the
IAASB considers the inclusion of requirements and additional application material on scoping to assist
auditors and to emphasise the requirement for the group engagement team to evidence their judgments
where the auditor’'s view of the components is different from that of management; and the consequential
impact of this on the auditor’s i) risk assessment; ii) internal controls testing; and iii) audit approach. The
requirements on scoping should be principles-based and may include content from paragraphs A86 to A90
and could be placed after paragraph 33 of ED-600. The IAASB may also consider including content on what
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should be covered in a group audit risk assessment process, and possibly principles on minimum scoping
required, as this would achieve a consistent approach by auditors on how to design the audit approach in
responding to various risks in a group audit.

In the case where an audit has been performed on the financial statements of an entity or a business unit
that is part of the group, and an auditor’s report has been issued for statutory, regulatory or other reasons,
and the group engagement team plans to use such work as audit evidence for the group audit, as outlined
in paragraph 42 of ED-600, we suggest that the IAASB considers the following:

including that the group engagement team should evaluate the relevance of such work for group audit
purposes; and

that the group engagement team should also evaluate the relevance of such work from a group audit
threshold for misstatements perspective, which will include the consideration of whether the actual audit
misstatements for such an audit are clearly trivial for the purposes of a group audit.

The latter explanation could also be included in the application material to the standard.

In addition, paragraph 42 of ED-600 should include reporting considerations to distinguish between a
statutory audit opinion and a group audit opinion, as well as the possibility of the group engagement team
needing the component auditors to perform additional procedures (also known as “top-up procedures”), over
and above the statutory audit procedures, in order to use such work as audit evidence for the group audit.

As part of the group engagement team’s evaluation in paragraph 42 of ED-600, the IAASB could consider
including the possibility of the group engagement team requesting specific reporting from the component
auditor and the need to still comply with all the requirements of ED-600, regardless of the group
engagement team placing reliance on the component auditor’s work for statutory, regulatory or other
reasons, as evidence for the group audit. This would be in addition to paragraph 42(a)—(c).

The application material of ED-600 acknowledges that communication between the group engagement
team and a component auditor may not necessarily be in writing (paragraph A108). It should be emphasised
that if oral communication (i.e. via a telephone, a video conference, etc.) or other forms of communication,
other than written one, were the primary form of communication, the group engagement team would be
required to evidence in their audit file sufficient details to clearly demonstrate the level of their oversight,
read together with paragraphs 8-11 in ISA 230.

We suggest that the IAASB elevates paragraph 44(d)—(e) for indicators of possible management bias and
those deficiencies in the system of internal control identified in connection with the audit procedures
performed that warrant the group engagement team'’s attention. The IAASB may also consider reminding
the group engagement team in the application material to ED-600 of the need to consider aggregation risk in
collating information from component auditors.

Regarding paragraph 49 of ED-600, taking into account the nature of a group audit and how auditors
address aggregation risk, the current link in paragraph A115 of ISA 330 and paragraph 18 implies the need
to test the auditor’'s population to below materiality. Therefore, we suggest that the IAASB considers giving
guidance on how an auditor should address the group audit’'s remaining untested population, given the
requirement in ISA 330, paragraph 18, for the auditor, irrespective of the assessed risks of material
misstatement, to design and perform substantive procedures for each material account balance, class of
transactions and disclosure, as that may be helpful for the purposes of the evaluation in the context of a
group audit. The possible audit response to untested balances, such as substantive analytical procedures,
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should also be expanded on in the application material to ED-600. This will then clarify how the stand-back
provisions of ED-600 interact with ISA 330.

NASBA

As the IAASB is aware, many component auditors may be performing an audit of the local financial
statements of a branch, subsidiary or investee to meet local laws and regulations or possibly at the request
of group or local management. The scope of this audit work may be more than what is required for group
audit purposes. NASBA believes it is important that this work be appropriately coordinated. If done timely,
this work can contribute to the overall quality of the group audit. Even if not done timely, this work can
enhance the overall understanding of the business. The IAASB should consider if it would be appropriate to
provide additional guidance and application material regarding how this should be coordinated and the
related communications between the group engagement team and the component auditors.

UKFRC
Scoping a group audit and the stand back provision in ISA 315 (Revised)

We strongly support the new application material in ED-600.A86-A95 that discusses the different options
available to the engagement team when determining the nature, timing and extent of further audit
procedures in a group audit. We also support the new application material in ED-600.A96 in respect of the
GET'’s considerations as to when CAs should be involved. However, the standard could be further
enhanced by:

Replacing the term ‘Group engagement team’ in paragraphs A86-A90, with ‘engagement team’ will make it
explicit that CAs can be involved in scoping decisions as well as performing further audit procedures. This
will allow the deletion of paragraphs A98-A101.

Providing additional guidance to determine when the approaches would apply (when scoping the group
audit) in the context of the scoping paragraphs A86-A95. In addition, the options in A97 in the ED are very
similar to the prescriptive work effort set out in extant ISA 600 (e.g. an ‘audit’ of a component and ‘specified
procedures’). The current, limited guidance could have the unintended consequences of GETs defaulting to
assigning work to CAs using the extant ISA 600 prescriptive mechanisms and undermining the risk-based
approach. In finalising ED-600, we recommend removing language from the standard that might encourage
engagement teams to default to extant ISA 600 mechanisms, deleting paragraph A97 and instead adopting
the revisions we have suggested in respect of A86-A95 above (and those set out in our response to
Question 12). We consider this a more comprehensive way of demonstrating different ways in which a CA
can be involved in a group audit.

Including additional material, either in the requirements directly or the application material to address
stakeholder concerns that where the financial information of an entity or business unit included in the group
financial statements is material, but the GET has not identified any risks of material misstatement that are
reasonably possible (and therefore for which there are no relevant assertions), that the financial information
would not be subject to audit. In particular this could draw on:

ISA 330.18 requires, irrespective of the assessed risks of material misstatement, the auditor to design and
perform substantive procedures for each material class of transactions, account balance, and disclosure.

ISA 315 requires that, after identifying the classes of transactions, account balances and disclosures that
are quantitatively or qualitatively material, the auditor is required to reconsider, for such classes of
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transactions, account balances or disclosures, whether there could be one or more risks of material
misstatement at the assertion level (i.e. the ‘stand-back requirement’).

Involvement of CAs

Enhancing the introduction of the standard to illustrate when the involvement of CAs is likely to be a key
aspect of group audits, recognising that CAs can be, and often are, involved in all phases of a group audit
engagement. This is well articulated in Appendix 1 to the standard, and the introduction should be raised to
the same level. An example might be when CAs have more in-depth knowledge of a component, and as a
result the GET intends to obtain the assistance of the CA to determine the nature, timing and extent of risk
assessment or further audit procedures.

Distinction between work performed for the purposes of the group audit and work performed to support a
separate auditor’s report (e.g. a statutory audit)

We recommend clarifying the distinction between work performed by the engagement team for the purposes
of the audit of the group financial statements and work performed to support a separate auditor’s report (e.g.
a statutory audit of an entity within the group). This material could be included in the introduction, the
application material and/or the basis of conclusions. We are not convinced that the important distinction
between these two activities is well understood, and as a result, some commentators may be conflating the
removal of the prescriptive mechanisms that require the ‘audit of a significant component’ as similar to
abandoning statutory audits, which is not the case.

When a statutory audit of an entity is being undertaken and that entity is also determined to be a component
for the purpose of the group audit, benefits may arise in co-ordinating work effort, particularly where the
work performed on account balances, transactions or disclosures for the purpose of addressing risks of
material misstatement of the group financial statements is also an appropriate response to risks of material
misstatement of the entity subject to a statutory audit. However, this is a matter for the CA, in
communication with the GET, to determine, and should not detract from the GET’s overall responsibility to
identify and assess the risks of material misstatement of the group financial statements, and to plan and
perform further audit procedures to appropriately respond to those assessed risks.

4. National Auditing Standard Setters
AICPA
Evaluating Component Auditors: In Network and Out of Network Firms

Paragraph A13 states that “[r]leferences in this ISA to the engagement team include members of the group
engagement team and component auditors. The engagement team includes individuals from the group
engagement team’s firm and may include individuals from a network firm, a firm that is not a network firm, or
an external service provider.” In several of the application paragraphs, the proposed ISA refers to situations
in which the group engagement partner’s firm and the component auditor’s firm are members of the same
network and notes that the extent of work performed by the group engagement partner may be impacted by
the common quality management policies or procedures, for example in paragraph A44 which states:

A44 The group engagement partner’s firm and the component auditor’s firm may be members of the same
network and may be subject to common network requirements or use common networks services. When
determining whether component auditors have the appropriate competence and capabilities to perform work
in support of the group audit engagement, the group engagement partner may be able to depend on such
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network requirements, for example, those addressing professional training, or recruitment or that require the
use of audit methodologies and related implementation tools.

There should not be a distinction in the overall nature and extent of the work required (in this case,
evaluating whether component auditors have the appropriate competence and capabilities to perform the
assigned audit procedures at the component) based on whether the component auditor is from a firm that is
part of the same network that the group engagement team is from. Doing so implies that more work is
needed when the firm is a non-network firm. However, guidance should be added indicating that some of
the work required of the engagement team may already have been addressed at the network level.
Additionally, paragraph A13 should be modified to make it clear that the reference to “a network firm” is
intended to mean a network firm that is from the same network as the group engagement team.

Using Audit Evidence From an Audit Performed for Another Purpose

Paragraph 42 addresses matters the auditor should consider before using audit evidence from an audit
performed for statutory, regulatory, or other reasons (another purpose) on the financial statements of an
entity or business unit that is part of the group and for which an auditor’s report has been issued. While it is
appropriate for ED-600 to acknowledge that the group engagement team may use evidence from an audit
performed for another purpose, we are concerned that paragraph 42 may be misapplied give that the cross-
reference to paragraphs 20-22 of ED-600 implies that in order to use the audit evidence from an audit
performed for another purpose the group engagement team need only comply with these requirements; it is
unclear which “other relevant requirements” (as stated in paragraph 42(c)) would also be applicable.

Paragraph A103 of ED-600 states, in part, “If an audit has been performed and an auditor’s report has been
issued for statutory, regulatory or other reasons, the group engagement team may use audit evidence from
that audit if the group engagement team is satisfied that the work is appropriate for the group engagement
team’s purposes.” This sentence should be moved from the application paragraph and incorporated in
paragraph 42 to indicate that the group engagement team may use evidence obtained from an audit
performed for another purpose only if the group engagement team is satisfied that the work is appropriate
for the group engagement team’s purposes. This would include procedures to determine whether an audit
performed for another purpose addresses the risks identified in the audit of the group financial statements.

AUASB
The AUASB foresees the following practical challenges that may arise:

The AUASB notes that it may be challenging to apply a risk-based approach where it is difficult to identify
risk on unusual, geographically dispersed or apparently small/dormant business units and entities. A top-
down focus on risk assessment relies upon effective group financial management processes and the
standard would be useful if it helped auditors identify potential weaknesses in these processes that may
make it difficult to perform such a risk assessment and provide guidance on suitable responses.

In responding to the assessed risk of material misstatement, the group engagement team may decide to
use one or multiple approaches to gather audit evidence. When the group engagement team uses
component auditors, the engagement team may request the component auditor to design and perform
further audit procedures on the entire financial information of the component. The AUASB considers that
the meaning of ‘Design and perform further audit procedures on the entire financial information of the
component’ is not sufficiently clear. The AUASB recommends that the IAASB clarify whether this approach
is meant to be a full-scope reasonable assurance engagement.
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While the AUASB supports the concept that the identification of a component is as determined by the
auditor for purposes of planning and performing audit procedures and may or may not align with the group
structure as viewed by management, the AUASB highlights the practical difficulty of obtaining a
management representation letter (refer response to question