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Extended Auditor’s Report
Background and Purpose in UK

* Post financial crisis:

— Part of Enhanced Reporting by Management and Audit Committees

— Desire to reinforce confidence in corporate reporting, by a more effective and
transparent audit

— Audit opinion valued, but Users want more relevant and decision-useful
information about the entity and the financial statement audit

» Primary Goal — Justified Confidence in Audit Quality

— Transparency would enhance the effective exercise of professional judgment and
professional scepticism

— Auditor Judgment more open to Audit Committee and Investor Challenge
+ Key Changes — Extended Auditor Reporting (EAR) about:

— Risks of Material Misstatement

— Application of Concept of Materiality

— How Audit Scope responsive to Risks and Materiality
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Expected Benefits of EAR

* Increased relevancy of the Audit

« Enhanced communicative value to Users (auditor
insights and understanding of audit)

* More robust interactions and communication among
Users, Auditors and Audit Committees

* Increased attention to financial statement risk areas
and disclosures referred to in the auditor’s report, by
Management and Audit Committees

» Improved application of Professional Scepticism
where matters are reported on

» Improved audit quality and justifiably increased user
perception of audit quality
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The Global EAR Journey

Extended auditor reporting, and enhanced
RILX reporting by management and Audit
zls Committees, for all UK Corporate
Governance Code followers (2013)
A Extended auditor reporting
||\ Il — for PIEs (2014)
I —
Y Y
vy v Some “early birds” with new style audit
Q . m reports under the ISAs, including KAMs
|

" Mandatory ‘dry runs”

frrh EU — Enhanced auditor reporting for

Ol ke O all PIEs come into effect (2017)

Global (IAASB) - EAR UK - applied now to all listed

ISAs in effect for Dec companies, banks and insurers

2016 year ends ‘7 « KAM

% o * Going Concern

New auditor reporting standards ¢ Other Information
approved by PCAOB (June 2017)
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Highlights of UK experience to date

FRC published
reports on first
two years of new
auditor reporting
in the UK
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We engaged with
investors, auditors
and others to
produce these and
continue to do so
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Auditors have
innovated
significantly but
this is perhaps less
evident in third
year — investors
still want more

Auditor reports
now provide
significantly more
and better
information
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Response from
investors has been
enthusiastic,
including annual
‘awards’ for the
best reports
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UK experience to date - Detall

» Investors, firms and audited entities all broadly in favour of extended
auditor reporting

» Language has moved away from generic to specific
* The ‘best’ reports are well structured and consider needs of User
» Some reports include ‘findings’

* Investors want more findings (e.g., granularity about ranges in
management estimates and results of audit testing)

* Changes in issues seen between first two years and continued to be
evident in the third year too (see following slide)

« However, little analysis of reasons for change in issues has been
reported

+ Recent innovation — KAMs reported in the preliminary
Announcement in a small number of cases
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Variation in issues reported

FTSE 100 KAMs - 3 years comparison
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Audit Firm Governance Code (2010)

UK Market Participants Group (Final Report 2008)

Rationale — Good Governance and Transparency Reporting can reduce
risks of Audit Quality failures that might result in reduced market choice

Scope — firms auditing 20 or more listed companies — others may apply
voluntarily

AFGC codified existing best practice and introduced two new concepts:

* The appointment of Independent Non-Executives
* A provision for audit firms to engage directly with shareholders in listed companies

a»
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Content of the 2010 AFGC

* Twenty Principles — Explain how each principle has been applied (except F.2 and F.3)
* Thirty Supporting Provisions

0 0 * Comply or Explain - State compliance with provisions or explain why not
PrlnCIPIeS + Adapted from UK Corporate Governance Code

based

* Leadership (Ownership Accountability; and Management principles) \
* Values (Professionalism; Governance; and Openness principles)
* Independent Non-Executives (Involvement; Characteristics; and Rights of INE principles)
* Operations (Compliance; Risk Management; People Management; and Whistleblowing
5 principles)
SIX Core * Reporting (Internal; Financial Statements; Management Commentary; Governance; and
Quality reporting principles)
arcas * Dialogue (Firm Dialogue; Shareholder Dialogue; and Informed Voting principles) j
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Audit Firm Governance Code (2016)

Following a review of the operation of the Code, a revised 2016
version was issued and applies from 1 September 2016

 Sharpen the AFGC’s purpose, explicitly placing audit quality at its core,
as well as helping secure the firm’s broader reputation (including non-audit
businesses) and reducing the risk of firm failure

* New and enhanced provisions on transparency and independence, many
borrowed from the UK CGC — Transparency Report should be “fair,

I< ey balanced and understandable” and include enhanced reporting of principal

risks, and how they are managed, and of going concern and material
uncertainties

are as O f * Enhanced provisions on INEs: numbers (at least 3); responsibilities (link
to purpose, visibility of whole firm, reporting by INEs in Transparency

Report; involvement in oversight of operations and of remuneration and
Ch an ge * incentives); terms of office (specified, with maximum of 9 years); and skills
© (balance to include audit and regulated sector — at least one INE with audit
or accounting experience)
* Firm should carry out a robust assessment of the principal risks that
would threaten its business model, solvency or liquidity including
sustainability of the audit practice in the UK
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