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2 February 2006

‘The Chairman

Auditing and Assurance Standards Board
Level 4

530 Collins Street

MELBOURNE VIC 3000

Dear Ms Kelsali,

Exposure Drafts ED 27/05 to 36/05

We have attached our comments in relation to each of the above captioned EDs as
Appendices A to J. Our main areas for comment in relation to the EDs are;

A recent legal case has resulted in audit clients becoming increasingly cautious in
providing full access to legal documents or requesting legal representation letters from
their legal advisers for fear of losing an ability to claim legal professional privilege over
these documents at a future date. We recommend that the Auditing and Assurance
Standards Board (““the Board™) incorporate this recent development into ED 27/05
Proposed Auditing Standard. Inquiry Regarding Litigation and Claims (Re-issuance of
AUS 508} and strongly urge the Board to work with other National bodies to develop a
solution that balances an entity’s need for legal professional privilege and the auditor’s
need to obtain audit evidence.

In our response to ED 9/05 Proposed Auditing Standard: Terms of Audit Engagements
(Re-issuance of AUS 204} we opposed the inclusion of mandatory requirements relating
to an auditor’s independence in audit engagement letters. In ED 34/05 Proposed Auditing
Standard: Communication of Audit Matters with those Charged with Governance (Re-
issuance of AUS 710) and ED 36/05 Proposed Auditing Standard: Review of an Interim

financial Report Performed by the Independent Auditor of the Entity the Board has

included similar mandatory requirements. The Corporations Act 2001 (“the Act™) and
Professional Statement F.1 — Professional Independence (“F17) provide a comprehensive
framework under which an auditor’s obligations and duties as to independence are set out.
We strongly oppose the Board creating additional reporting and administrative
compliance requirements for auditors in relation to independence when there is no
apparent public interest outcome.

At paragraph 22 of ED 32/05 Proposed Auditing Standard: Comparatives (Re-issuance of
AUS 704), the Board has included a mandatory requirement for auditors to express a
modified opinion if the prior period financial report was unaudited. Whilst they are
uncommon, there are situations where an auditor can obtain sufficient audit evidence

upon which to express an opinion on the comparatives in a first time audit situation. We
urge the Board to amend this paragraph to acknowledge there are instances were an
unmodified opinion can be issued.
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¢ The phrase “pursuant to paragraph X of this Standard the auditor is required to...” is
frequently used in the guidance paragraphs. We believe the use of this phrase extends the
requirements of the black letter paragraph. We recommend that the Board amend the
effected paragraphs by using the “ordinarily framework”.

We would be pleased to discuss our comments with members of the Board or its staff. If you
wish to do so, please do not hesitate to contact me on 02 9322 7288.

Yours sincerely,

DELOITTE TOUCHE TOHMATSU

[act b 1= Caba

Caithlin Mc Cabe

Partner
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Deloitte.

Appendix K — Examples of where a mandatory paragraph is extended by a
guidance paragraph in ED 33/05 Proposed Auditing Standard: Materiality and
Audit Adjustments (Re-issue of AUS 306)

Paragraph 12

An auditor shall make a preliminary assessment of materiality to establish an
appropriate quantitative materiality level to plan risk assessment procedures, further
audit procedures at the assertion level, selection strategies and other procedures.

Paragraph 14

When establishing a preliminary assessment of materiality, pursuant to paragraph 12 of this
Auditing Standard, the auditor is required to have regard to:

(a) the reliability of management information;

(b) factors which may indicate deviations from normal activities: and

(¢) qualitative factors (refer paragraphs 23-25).

Paragraph 23

The magnitude of a misstatement alone is only one factor used to assess materiality. Pursuant
to paragraph 24 of this Auditing Standard, the auditor is required to review each misstatement
in the context of information relevant to users of the financial report, by considering
qualitative factors and the circumstances in which the misstatement or judgement has been
made (refer paragraph 29).

Paragraph 24

The auditor shall consider qualitative factors, which impact on the materiality of
individual misstatements, fo assess:

(a) the significance of the misstatement to the particular entity;

(b) the pervasiveness of the misstatement; and

(¢) the effect of misstatement on the financial report as a whole

Paragraph 28

In evaluating the fair presentation of the financial report in accordance with an
applicable financial reporting framework, the auditor shall assess whether the
uncorrected misstatements that have been identified during the audit are material
individually or in aggregate.

Paragraph 29

Pursuant to paragraph 28 of this Auditing Standard, the auditor is required, when reviewing

individual misstatements, to assess quantitative or qualitative materiality. The auditor

considers, for example, whether the item:

(a) is capable of precise measurement or whether it arises from an estimate and if so, the
degree of imprecision inherent in the estimate;

(b) masks a change in earnings or other trends;

(¢} concerns a segment or other portion of the entity’s business that has been identified as
playing a significant role in the entity’s operations or profitability;

{(d) affects compliance with regulatory requirements;

(e) affects compliance with loan covenants or other contractual requirements;

(f) has the effect of increasing management remuneration, for example, to satisfy the
requirements for the award of bonuses or other incentives;

{g) involves concealment of an unfawful transaction;

() raises any other issues relating to the entity’s business or industry:

(i) may affect the decisions of users in response to certain types of disclosures.



Deloitte.

Appendix K — Examples of where a mandatory paragraph is extended by a -
guidance paragraph in ED 33/05 Proposed Auditing Standard: Materiality and
Audit Adjustments (Re-issue of AUS 306)

Paragraph 31

In relation to individual uncorrected misstatements, pursuant to paragraph 28 of this Auditing

Standard, the auditor is required to:

{a) assess whether the qualitative factors are not material and the individual ifem can be
aggregated with other misstatements with no further action regarding the individual
misstatement; or

(b) assess whether qualitative factors are material and that the misstatement requires
correction by management; and

(¢) assess whether the qualitative issues may have any further impact on materiality and
extend audit procedures as appropriate and consider further action such as:

(i) reporting the item to management together with other matters arising from the
audit;
(it) communicating findings to those charged with governance for resolution;

(iii)  considering whether the matter is required to be reported to particular regulators,
or third parties under a loan covenant;
(iv)  considering the effect of the item on the audit opinion.



Deloitte.

Appendix L ~ Examples of where a mandatory paragraph is extended by a
guidance paragraph in ED 36/05 Proposed Auditing Standard: Review of an
Interim financial Report Performed by the Independent Auditor of an Entity

Paragraph 19

The auditor shall obtain an understanding of the entity and its environment, including

its internal control, as it relates to the preparation of both the annual and interim

financial reports, sufficient to plan and conduct the engagement so as te be able to:

(a) identify the types of potential material misstatement and consider the likelihood of
their occurrence; and

(b) select the inguiries, analytical and other review procedures that will provide the
auditor with a basis for reporting whether anything has come to the auditor’s
attention that causes the auditor to believe that the interim financial report is not
prepared, in all material respects, in accordance with the applicable financial
reporting framework.

Paragraph 21

Pursuant to paragraph 19 of this Standard, the auditor uses the understanding of the entity and
its environment, including its internal control, to determine the inquiries to be made and the
analytical and other review procedures to be applied, and to identify the particular events,
transactions or assertions to which inquiries may be directed or analytical or other review
procedures applied. [italicised section is the extension]

Paragraph 23

Pursuant to paragraph 19, the auditor is required to determine the nature of the review
procedures, if any, to be performed for components and, where applicable, communicate these
matters to other auditors involved in the review. Factors considered ordinarily include the
materiality of, and risk of misstatement in, the interim financial report components, and the
auditor’s understanding of the extent to which internal control over the preparation of such
reports is centralised or decentralised.

Paragraph 26

The auditor shall consider materiality, using professional judgement, when: (a)
determining the nature, timing and extent of review procedures; and (b) evaluating the
effect of misstatements.

Paragraph 42

The auditor shall inquire whether those charged with governance have changed their

assessment of the entity’s ability to continue as a going concern. When, as the result of

this inquiry or other review procedures, the auditor becomes aware of events or
conditions that may cast significant doubt on the entity’s ability to continue as a going
concern, the auditor shail:

(a) inquire of those charged with governance as to their plans for future actions based
on their going concern assessment, the feasibility of these plans, and whether they
believe that the outcome of these plans will improve the situation; and

(b) consider the adequacy of the disclosure about such matters in the interim financial
report.

Paragraph 43

Events or conditions which may cast significant doubt on the entity’s ability to continue as a
going concern may have existed at the date of the annual financial report or may be identified
as a result of inquiries of management or in the course of performing other review procedures.
When such events or conditions come to the auditor’s atiention, pursuant to paragraph 42 of
this Standard, the auditor is required to inquire of those charged with governance as to their
plans for future action, such as their plans to liquidate assets, borrow money or restructure



Deloitte.

Appendix L. — Examples of where a mandatory paragraph is extended by a
guidance paragraph in ED 36/05 Proposed Auditing Standard: Review of an
Interim financial Report Performed by the Independent Auditor of an Entity

debt, reduce or delay expenditures, or increase capital. Ordinarily, the auditor inquires also as
to the feasibility of the plans of those charged with governance and whether they believe that
the outcome of these plans will improve the situation. Pursuant to paragraph 42 of this
Standard, the auditor is required to consider, based on procedures performed, whether it is
necessary to corroborate the feasibility of the plans of those charged with governance and
whether the outcome of these plans will improve the situation.



