Enclosure

INTOSAI Working Group on Financial Audit Guidelines ---Comments on the Proposed
Revisions to International Standard on Auditing No.320

Comment 1: Format for Public Sector Perspectives

The explanatory Memorandum, page 5, asks for corhorewhether special considerations for
auditors of public sector entities have been deiit appropriately in the Public Sector Perspective
at the end of the proposed ISA. The first prefeeenf the Working Group on Financial Audit
Guidelines of the INTOSAI is to have the publicteeconsiderations woven into the fabric of the
proposed ISA whenever possible so that the pubtitos guidance is presented in the relevant
context and requirements of the ISA. We are suggethe addition of specific public sector
considerations after paragraphs 3, 6, 9, and E& ¢(6mments 2, 4, 5, and 6)

However, if adding these public sector consideratim the body of the ISA is not feasible at this
time, the INTOSAI Working Group believes that thebRc Sector Perspective, as currently
presented, needs significant additions to addhesssues related to auditing public sector estitie
We suggest replacing the current Public Sectordeetive with the following:

1. For governmental entities, auditors may neesktanateriality levels based on various
legal and regulatory requirements or on the vigybdnd sensitivity of government
programs. Government auditors also may have additresponsibilities for detecting
fraud, waste, or abuse that might require differeateriality thresholds.

2. As for most entities, the auditor’'s judgment@matters that are material to the users of
public sector financial statements is based onideregion of the needs of users as a group;
the auditor does not consider the possible effegtisstatements on specific individual
users, whose needs may vary widely. For publitos@mntities, legislators are the providers
of funding for various government programs, adegt and functions and requlators
frequently evaluate or make decisions about amyéntctivities. The provision of financial
statements that meet the needs of legislatorseandators will also meet most of the needs
of other users. These other users may includetmddrs, the media, or citizens. In
situations where public funds are used, the firsrstatements may also represent a key
element of a government entity’s accountabilityhie public. However the auditor’s target
user group is generally the group of legislatord megulators who are in the position of
providing funding for and making decisions abow ¢fovernment entity under audit.

3 INTOSAI's Working Group may also choose to supplemeistRublic Sector Perspective with a practice note in
the future that provides supplemental guidance in impldangetitis ISA even if this language is adopted.
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3. Materiality has both quantitative and qualtataspectQualitative aspects could
include: 1) account balances or transactions tieat@sidered sensitive to usersha t
financial statements; 2) misstatements that hasigraficant effect on the entity’s annual
report, including the entity’s performance indigat@and 3) misstatements that offset one
another in the aggregate but are individually digant. In the public sector, qualitative
issues such as public interest and ensuring effetgnislative oversight and regulation
should be considered when assessing whether ansteraterial by virtue of its nature.
This is particularly so for items that relate torg@iance with regulation, legislation, or
other authority.

4. The auditor often will apply a percentage tthasen benchmark as a step in determining
materiality for the financial statement as a whdléhen identifying an appropriate
benchmark for government entities, an appropriatecbmark may be total cost or net cost
(expenses less revenues or expenditures lesstdeipprogram activities. In situations
where a governmental entity has custody of puldlsets, then assets may be an appropriate
benchmark.

Note: The comments that follow include the paragraphs from the Public Sector Perspectives
presented in Comment 1 above. Comments 2, 4, 5, and 6 propose including these paragraphsin
the body of the | SA within the relevant context and requirements of the | SA.

Comment 2: Add Public Sector Perspective to Introdction (in or after Paragraph 3)

We recommend adding the following public sectoispective to the Introduction section of the
proposed changes:

For governmental entities, auditors may need tonseériality levels based on various legal
and regulatory requirements or on the visibilitgl &ensitivity of government programs.
Government auditors also may have additional resipdities for detecting fraud, waste, or
abuse that might require different materiality #ivelds. [Also discussed in comment 1,
suggested public sector perspective, paragraph 1]
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Comment 3: Nature and Causes of Misstatemen{®aragraph 4)

We recommend adding management bias to the catipeteatial misstatements, as follows, in
order to link the discussion of causes of potemtiglstatements to the discussion about
management bias presented in paragraph 40 of tpeged ISA.

Proposed changes:
Nature and Causes of Misstatements
4. Misstatements can arise from error or frand may consist of:

(a) An inaccuracy in gathering or processing @atan which financial
statements are prepared;

(b) A difference between the amount, classifaator presentation of a
reported financial statement item and the amaulassification, or
presentation that is required for the item torbadcordance with the
applicable financial reporting framework;

(c) An omission of an amount or disclosure tBaeiquired by the
applicable financial reporting framework, or if@twise needed for the
fair presentation of the financial statements;

(d) An incorrect accounting estimate arising,deample, from an
oversight or misinterpretation of facts; and

(e) Differences between management’s and theaigdjudgments
concerning accounting estimates, the selectioragptication of
accounting policies that the auditor considerppmapriate, or possible
management bias.
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Comment 4: Materiality in the Context of an Audit (Paragraph 6)

We recommend adding context after the definitiomateriality to more clearly explain the

gualitative and quantitative aspects of materiagywell as the use of the concept of materiality

throughout the audit. We also suggest adding agpaph that includes public sector
considerations.

Proposed changes:
6. Materiality in this context can be defined ie flollowing terms:

“Omissions or misstatements of items are matéribkey could, individually or
collectively, influence the economic decisionsusérs taken on the basis of the
financial statements. Materiality depends on the and nature of the omission or
misstatement judged in the surrounding circum&anthe size or nature of the item,
or a combination of both, could be the determirfaxgor.”

Materiality has both quantitative and qualitataspects. Even though guantitatively

immaterial, certain types of misstatements coultelmaterial impact on or warrant
disclosure in the financial statements for qualitateasons.

Qualitative aspects could includé) account balances or transactions that aradenes|
sensitive to users of the &incial statements; 2) misstatements that havendisant effect
on the entity’s annual report, including the ensifgerformance indicators; and 3)
misstatements that offset one another in the agtgdgut are individually significant.

The auditor should apply the concept of materightpughout the overall audit, planning,
sample selection, and risk assessment in such a manner that overall aukliisris
reduced to an acceptable level.

In the public sector, issues such as public isteaand ensuring effective leqislative
oversight should be considered when assessing ahathitem is material by virtue of its

nature. This is particularly so for items thaatelto compliance with requlation, leqgislation,

or other authority. [Also discussed in comment 1, suggested publitos perspective,
paragraph 3]
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Comment 5: Clarify Characteristics of Users(Paragraphs 8 — 9)

The following changes are intended to clarify tiscdssion on users of financial statements.
We suggest revising Paragraph 8(b) to provide gekaetween materiality and overall audit risk
as well as deleting the discussion of the costtamidg of the audit. In addition, we suggest that
paragraph 8(a) be revised to indicate that userassumed to have a reasonable knowledge of
the entity’s industry and that paragraph 8(d) lvese=l to indicate that normally the financial
statements are not the sole source of informatiaiable to users. Our proposed changes to
this section also include a public sector comméet @aragraph 9 to provide guidance on the
characteristics of users of financial statementpitlic sector entities.

Proposed changes:

8. The evaluation of whether a misstatement comifldence economic decisions of users,
and so be material, involves consideration of theracteristics of those users. Users are
assumed to:

(a) Have a reasonable knowledge of business and ecoramtivities, accounting,
and the entity’s industrygnd a willingness to study the information in the
financial statements with reasonable diligence;

(b) Understand that financial statements are preparédadited to levels of
materiality and that there is a relationship betwiée level of materiality used
and overall audit risk, and the extent of testing;

(c) Recognize the uncertainties inherenhenrheasurement of amounts
based on the use of estimates, judgment and tisdsation of future
events; and

(d) Make reasonable economic decisions er#sis of the information in the
financial statements and from other relevant sssirc

The determination of materiality, therefore, tak#e account how users with such
characteristics could reasonably be expected toflbenced in making economic
decisions.

9. In an audit of general purpose financial staets, the auditor’s judgment asto  matters
that are material to users of financial statemenigsed on consideration of the needs of users
as a group; the auditor does not consider the lplessifect of misstatements on specific
individual users, whose needs may vary widely. The International Accounting Standards
Board'’s “Framework for the Preparation and Prest@ont of Financial Statements” (the
IASB’s Framework) indicates that, for a profitemted entity, as investors are providers of
risk capital to the enterprise, the provisionin&hcial statements that meet their needs
will also meet most of the  needs of other useasfihancial statements can satisfy. In the
audit of such
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entities, therefore, the collective needs of ineesas a group is an appropriate frame of
reference when determining materiality.

As indicated in paragraph 9, for a profit orienégdity, as investors are providers of risk
capital to the enterprise, the provision of finahsitatements that meet their needs will also
meet most of the needs of other users that finhstzEitements can satisfy. For public sector
entities, legislators are the providers of fundimgvarious government programs, activities,
and functions and regulators frequently evaluat@ake decisions about an entity’s
activities. The provision of financial statemertattmeet the needs of legislators and
regulators will also meet most of the needs of otisers. These other users may include
bondholders, the media, or citizens. In situathsre public funds are used, the financial
statements may also represent a key element ofexmment entity’s accountability to the
public. However the auditor’s target user grougeserally the group of legislators and
regulators who are in the position of providingdiung for and making decisions about the
government entity under audifAlso discussed in comment 1, suggested pubtitose
perspective, paragraph 2]

Comment 6: Use of Percentages of BenchmarkBaragraphs 13 — 14)

We are concerned that the illustrative examplgseotentages applied to benchmarks increase
the likelihood that these percentages will becdmeedefault percentages used by auditors. For
this reason, we believe that paragraph 14, whicludes specific percentages, should be
removed from the proposed ISA and instead thastidwedard should discuss only appropriate
potential benchmarks, as presented in paragrapl the. IAASB elects to retain paragraph 14,
we disagree with the illustrative percentages @asethey do not consider other, potentially
significant balances that may need to be considereglation to the illustrative benchmarks
before the auditor selects a specific percenthagaddition, auditors may have good reasons for
selecting percentages that differ from those shiowparagraph 14, but could have their
judgment questioned simply because it is diffefearh the percentages shown in paragraph 14.
If IAASB elects to use illustrative percentagesha ISA, we suggest a re-evaluation of the
illustrative percentages or use of ranges of peéacgs that the auditor may consider.
Alternatively, specific percentages or a rangeestpntages may be more appropriately
presented in an appendix or other guidance mateflalr proposed changes to these paragraphs
also include a public sector comment appearing ptieagraph 13.
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Proposed changes:

Use of Percentages of Benchmarks

13. The determination of what is material to tsers is a matter of professional

judgment. The auditor often applies a percentageadhosen benchmark as a step in
determining materiality for the financial statengeas a whole. When identifying an
appropriate benchmark, the auditor has regardctorfa such as:

» The elements of the financial statements (aggets, liabilities, equity,
income and expenses) and the financial statemeasunes defined in the applicable
financial reporting framework (e.g., financial pasn, financial — performance and cash flows),
or other specific requirements of that framework;

» Whether there are financial statement itemsvbich, for the particular entity, users’
attention are likely to be focused (e.qg., for thiegose of evaluating financial
performance);

» The nature of the entity and the industryhich it operates; and
* The size of the entity, nature of its owngrsdnd the way it is financed.

Examples of benchmarks that might be appropri®pending on the nature and

circumstances of the entity, include total revengeoss profit and other categories of
reported income, such as profit before tax fromtiooing operations. Profit before tax from
continuing operations may be a suitable benchriwargrofit oriented entities but may not
be an appropriate benchmark for the determinatfonateriality when, for example, the entity’s
earnings are volatile, when the entity is a notgfit entity or when it is an owner managed

business where the owner takes much of the prawtaxne out of the business

in the form of remuneration. For asset basediestfe.g., an investment fund)  an
appropriate benchmark might be net assets.

For government entities, an appropriate benchmmak be total cost or net cost
(expenses less revenues or expenditures less t®deigprogram activities. In situations
where a governmental entityaustody of public assets, then assets mankagppropriate
benchmark. [As discussed in comment 1, suggemsiblic sector perspective, paragraph 4]
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Comment 7: Tolerable Error (Paragraph 20)

We suggest that Paragraph 20 of the ISA be revsettlude footnote 3 in the text of paragraph
20 since the definition of tolerable error is @di to the auditor’s consideration of materiality.

Proposed changes:
Tolerable Error

20.The auditor should determine one or more levels dblerable error for  classes
of transactions, account balances and disclosure3.olerable error is the maximum error
in a population (e.g., the class of transactionsooount  balance) thtte auditor is willing to
accept.

Comment 8: Considerations as the Audit ProgressgParagraph 26)

We agree that the auditor cannot assume that dat@sgent is an isolated occurrence. However,
paragraph 26 does not clearly state what the aushitwuld do in this situation. Therefore we
suggest adding a sentence to clearly state thaiuthiéor should consider the possibility of

further errors.

Proposed changes:

26. The auditor cannot assume that a misstateisiantisolated occurrence.

For identified misstatements, the auditor showoldstder the possibility of further errors.
Evidence that other misstatements may exist in¢licdeexample, where the auditor identifies
that a misstatement arose from a breakdown inriater  control or from inappropriate
assumptions or valuation methods that have beendelyapplied by the entity. In such
circumstances the auditor evaluates whether teeathaudit strategy and audit plan, and
consequently the nature, timing and extent ohraudit procedures  need to be
reconsidered to reduce audit risk to an acceptabhtevel.
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Comment 9: Evaluating the Effect of Uncorrected MsstatementgParagraph 35)

We recommend adding the words “known and likelyfobe “misstatements” in paragraph 35 to
add further clarity to the standard and to helpuemshat auditors consider both known and likely
misstatements when evaluating the effect of unctetemisstatements.

Proposed changes:

35. The auditor should evaluate whether uncorrecttmisstatements that have been
identified during the audit are material, individually or in aggregate. In making this
evaluation, the auditor should consider the size ahnature of the known and likely
misstatements, both in relation to particular classs of transactions, account balances and
disclosures and the financial statements as a wiegland the particular circumstances of
their occurrence.

Comment 10: Evaluating Whether the Financial Statments as a Whole are Free of
Material Misstatement (after Paragraph 40)

We suggest adding a paragraph after paragraph gjgetofy that the auditor should consider the
uncorrected known and likely misstatements andiikeof further misstatements along with
overall audit risk when evaluating whether the ficial statements as a whole are free of
material misstatements.

Proposed changes:
After paragraph 40:

XX. The auditor should consider known and likely uneoted misstatements

combined with the risk of further misstatementsalation to materiality when

evaluating whether the financial statements abalevare free of material misstatement.
Based on the results of this evaluation, the audhould determine whether sufficient
audit work was completed to reduce audit risk t@eceptable level.
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Comment 11: Documentation Paragraphs 45 and 46)

We recommend adding the words “known and likelyfobe “misstatements” in paragraphs
45(b), 46 (b), and 46 (c) to clarify the documeptarequirements to help ensure that auditors
consider both known and likely misstatements whetuating the effect of uncorrected
misstatements. In addition, we suggest addingigland rigor to the standard by inserting (d)
and (e) to the requirements of items that neeetddcumented as follows:

Proposed changes:
Documentation
45.The auditor should document:

a. The levels of materiality and tolerable error, incuding any changes
thereto, used in the audit and the basis on whichhbse levels were
determined,

b. A summary of uncorrected known and likelymisstatements, other
than those that are clearly trivial, related to knavn and likely
misstatements;

c. The auditor’s conclusion as to whether uncorrecteénown and likely
misstatements individually or in aggregate, do or d not cause the
financial statements to be materially misstated, ahthe basis for that
conclusion;

d. The auditor’s evaluation of materiality in relation to known and likely
uncorrected misstatements combined with the risk dfurther
misstatements and uncertainties from untested areaand

e. The auditor’'s determination whether sufficient audit work was
completed to reduce audit risk to an acceptable l&V.

46. Misstatements are documented in a manner ithatsathe auditor to:
(a) Separately consider the effects of:

(DKnown misstatements, distinguishing betweeasstatements of fact
and misstatements involving subjective decisianst

(ii) Likely misstatements;

(b) Consider the aggregate effect of known akelyli misstatements, combined
with the risk of furthemisstatements, on the financial statements; and

(c) Assess the effect of known and likefysstatements on particular groups of
accounts, segment information, ratios, trendscamapliance with legal, regulatory and
contractual requirements (e.g., debt covenants).
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