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U
As pou know trom your financlal reporting studies, In a group slll:lc;‘ \
have to prepare its own audited financiol statements, togather W
financlal statements incorporating all component companies.

——

oup of component managemant
he group financlal statements,

% Component: An entity or business activity for which the gr
-~ prepares financial Information that should be included in t

Component auditor: An auditor who, at the request of the group 9“909‘9"‘0”‘ team, perform
work on financlal Information related to a component for the group audit.

Component materlality: The materiality level for a component determined by the group
engogement team.

Group: All the components whose financlal information Is included in the group financial
statements. A group always has more than one component.

Group audit: The audit of the group financlal statements.

(1SA 600: para. 9)

.
»

2 Responsibilities

The group auditor has sole responsibility for the oplnion on the group financlal statements. In
most countries, this responsibility Is not diminished by reliance on the work of any component
ouditors, who are a source of evidence only and are not referred to within the group auditor’s
report. There will be a group engagement team led by the group engagement partner who will be
responsible for the performance of the group audit and providing an auditor’s report on the group
financial statements.

The group auditor must decide how much rellance they will place on the work performed by the
component auditor. In order to do this, they will consider the qualifications, experlence,
competence, ethical standpoint and resources of the component auditors.

ISA 600 states thot if a component company Is audited by a component auditor and Is deemed
by the group auditor either to be so significant In size or to pose a significant risk of materlal
misstatement, they can stipulate;

+ That further audit procedures must be carrled out; and

+ The extent that the component auditor Is Involved (If at all).

The group auditor may not be able to access all the Information It needs about components or
component auditors, because of laws relating to confidentlality or data privacy, for example. The
effect on the group audit opinion depends on the significance of the component.

If the component Is not significant, then it may be sufficlent just to have a complete set of

financial statements, the component auditor’s report, and information kept by group
management.

If the component Is significant, then It Is possible that there will ba an Inabllity to obtaln
sufficlent appropriate audit evidence about the component, In which case the audit .oplnlon Is
either qualified or a disclalmer of opinlon Is Issued. In this Instance, It would also be Impossible to
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2.2
2.241

2.2.2

comply with ISA 600's re
significant componants)
audit evidence,

quirement to ba Invelved with tho work of the componant auditor (for
» Which would also load to an Inabllity to obtaln sufficlent appropriate

Significant components

Significant component: A com
individual significance to the g
likely to include significant risk
(ISA 600: para. 9(m))

ponent identifled by the group engagement toam: (a) that Is f’f
roup, or (b) that, due to Its speclfic nature or circumstances, is
s of material misstatement of the group financlal statements.

ISA 600 states that a significant component can be Identified by using a benchmark (para. AS). If

component assets, liabilities, cash flows, profit or turnover (whichever is the most appropriate
benchmark) exceed 15% of the related group figure, then the auditor may judge that the
component is a significant ctomponent.

If a component is fi
engagement team
materiality level.

The group auditor should be involved in the assessment of risk in relation to significant

componen_ts. If th‘e component is otherwise significant due to its nature or circumstances, the
group auditors will require one of the following.

nancially significant to the group financial statements, then the group
or a component auditor will perform a full audit based on the component

Specified audit

An audit of A full audit

procgdures specified account using
r'elatlr:ng to balances related component
identified to identified

materiality

significant risks

significant risks

Components that are not ‘significant components’ will be subject to analytical procedures at a

group level - a full audit is not required for the purpose of the group audit/consolidated financial
statements.

The component auditor

Understanding the component auditor
ISA 600 requires the group engagement team to obtain an understanding of the component
auditor. This involves an assessment of the following.

(a) Whether the component auditor is independent and understands and will comply with the
ethical requirements that are relevant to the group audit

(b) The component auditor’s professional competence

(c) Whether the group engagement team will be involved in the work of the component auditor
to the extent that it is necessary to obtain sufficient appropriate audit evidence

(d) Whether the component auditor operates in a regulatory environment that actively oversees
auditors )

Involvement with the component auditor

/__,,‘-‘

The extent of involvement by the group auditor at the planning stage will depend on the:
+ Significance of the component
* Risks of material misstatement of the group financlal statements

=

» Extent of the group auditor’s understanding of the component auditor

The basic rule is that where the component is significant, the group auditer must be Involved in
the component auditor’s work.

The component auditer should consider whether there might be any restrictions on them
providing the group auditor with access to information, such as laws relating to confidentlality or
data privacy. It should be borne in mind that in general, the component auditor is not normally
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obliged to co-operate with the group ouditor (unless theyj are operoling In 0 Jurlsdiction which
requites them o do #0). In proctice, this means that the same audit firm vl Ol e Dppotied s
ouditer of the group and its signiticont components,
2.2.3 Assossing the component auditor
For all companies In the group, the group auditor Is required to perform a roview of the wiork dong
by the component auditor. This Is normally achleved by reviewing a roport of questionnalre
campleted by the component auditor which highlights the key lssues which have baen ldentified
during the course of the audit. Tho effect of any uncorrected misstotements e thouid deo
where there has been an inabillity to obtain sutficient oppropriate oudit evidence should also be
evoluated. On the basls of this review, the group ouditor then needs to datermine whether any
odditional procedures are necessary. These may include:

*  Desligning and performing further audit procedures. These may be designed and performed
with the component auditors, or by the group auditor.

Participating in the closing and other key meetings between the companei: S and

component management

Reviewing other relevant parts of the component auditors’ documentation

2.2.4 Communicating with the component auditor

The group engagement team shall communicate its requirements to the component auditor on g
timely basis. This communication shall set out the work to be performed, the use to be made of
that work and the form and content of the component auditor’s communication with the group
engagement team (ISA 600: para. 40).

The group engagement team shall request the component auditor to communicct.e matters
relevant to the group engagement team's conclusion with regard to the group audit (ISA 600:
para. W1).

Essential reading

[1/

See Chapter 9 of the Essential reading for more detail on the communication between group and
component auditors (specifically ISA 600: paras. 40-41).

The Essentiol reading is available as an Appendix of the digital edition of the Workbook.

2.2.5 Communicating with group management and those charged with governance
ISA 600 identifies the following as matters which should be communicated to group management.
+ Material deficiencles in the design or operating effectiveness of group-wide controls

. Material deficiencies that the group engagement team has identified in Internal controls at
components that are judged to be significant to the group

. Material deficiencies that component auditors have identified In internal controls at
components that are judged to be significant to the group

« Fraud identified by the group engagement team or component auditors or information
indicating that a fraud may exist

Where a compenent auditor Is required to express an audit opinion on the financlal statements of
a component, the group engagement team will request group management to inform component
management of any matters that they, the group engagement team, have become aware of that
may be significant to the financlal statements of the component. If group management refuses to
pass on the communication, the group engagement team will discuss the matter with those
charged with governance of the group. If the matter is still unresolved, the group engagement

team shall consider whether to advise the component auditor not to issue the auditor’s report on
the component financlal statements until the matter s resolved.

2.2.6 Communication with those charged with governance of the group

The following matters should be communicated to those charged with governance of the group.
+ An overview of the type of work to be performed on the financial statements of the compenent
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« Anoverview of the naturg of the group engagement team's plannod Involvement in the work to

be perform
: :) e: by the component auditors on significant components
. Instonces w
g i :::e the group engagement team's evaluation of the work
i G oncern about the quality of thot auditor's work
+ Any limitations on the group audit, f
; < , for example, where the group engagemen
information may have been restricted P HOpas
. Froucri] or SU‘SPB‘C:ted fraud involving group management, component management, f:mplou_99s
W'["O ave significant roles in group-wide controls or others where fraud resulted In a material
misstatement of the group financlal statements

of a component auditor

{ team's access to

Activity 1: Communication

Communication is a two-way process. This is especially true in the context of the dialogue
between the group auditor and the component auditor.

Required

(1) Suggest some of the requirements that the group auditor would communicate to the
component auditor.

(2) Suggest some of the matters that the component auditor needs to tell the group ouditor.

Solution
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2.3 lllustration of a simple group

MES = Parent’
M&S Co [y = 'Group Auditor’ - hos the sole .
Yie 31.12.X7 responsibility for forming the auditor's
Auditor = Ernst & Young r|-|J|n‘f.'n on tha group {inancial statements

100%

T Vand X ara

TCo VCo X GmbH ‘Components’
yle 31.12.X7 yle 30.9.X7 yle 3”%;(:”6 PwC and KPMG are
Auditor = Ernst & Young Auditor = PwC Auditor = ‘Component

(Germany) Auditors’ - still haye

the responsibility for
forming the opinion
on the individupl
company F/S of v
Co ond X GmbH

For an overseas
subsidiary. the
directors of the
parant have o
regpcnslblmy to
ansure that the
group auditors
receive all the co

Thera should not be (1) Non-coterminous y/e nota

a problem hera problem, as long as within
three months of parent's y/e
and there were no
significant events in that
time (othenwise, interim F/S
are required)

{2) 'Component auditor’ - EY .
has the night 1o require from operation thay
PwC all info and require
explanations as they require

(3) 75% ownership -not a

problem as long as the
component is accounted
for correctly (in this case,
a subsidiary)

Other considerations

Are any of the components immaterial? If so, obtaln draft financial statements from them and .
perform an analyticol review only. If this revlew suggests any errors exist, more detailed work will
be needed.

Have there been any changes to the group structure? Changes such as acquisitions, disposals (or
even part-disposals) are required under ISA 600 pora. A2 as part of understanding the group. Is
the going concern status of any component dependent on the parent's ongoing support? If so, o
letter of support or comfort letter should be obtained by the auditor.

Given the nature of most consolidated groups in the 21st century, the group auditor’s job is

extremely complex and likely to be subject to a number of risks not faced during the audit of the

parent company alane:

(@) Understanding the structure of the group, poying close attention to any changes and the risk
of ‘hidden’ or ‘shell’ companies, as discovered during the Enron scandal

(b) Conslderation of group-wide controls (controls designed, implemented and maintained by
group management over group financial statements) to ensure there are no inherent
problems In the audit

(c) The fact that their group opinion is often based upon the work of others and as such, this
demonstrates significant audit risk

Consequently, great care must be taken when deciding whether or not to accept such work.

Matters to consider before accepting appointment as
parent company auditor

Taking factors from Section 2 into account, the group auditor should consider whether or not their
participation is sufficient to be able to act as the group auditor. For this purpose, the group
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7

engagement partner must obitain Q
para. 12) which should include tho §
= The materl ' .
therefor ::u.tu ot the por tion of the financlal statements which the group auditor oudits (and
™  PU Implication, the proportion that they do not audit)
+ The grou & ,
n 3 K Pi oudiier's degrea of knowladge regarding the businees of the components
* Ihanisk of material misstatements |
s n the f - nents audited b
the component auditor(s) ¢ tinanclol statements of the compo U

«  The abili i
Qu:ji'tor;tg. where necessary, to perform additional procaduras o enable them to act as group

n understanding of the group bafore acceptance (1I5A 600:
ollowing:

* The nature of the group ouditor’s relationship with the firm acting as component auditor

Under ISA 600, the group auditor will consider

i the following:
+  The quality of work from component audit

ors;
+  The ability of the‘group auditor to get involved with component auditors Lo obtain sufficient
appropriate oudit evidence f necessary; or

The ovailability of information on consolidation from the cllent.

If thteh.grouphuuditor hos-cont-:erns about any of these issues and are unlikely to be able to deliver
anything ot er than a disclaimer of opinion, they should not conslder either accepting or
continulng with the engagement (ISA 600: para. 13).

Issues arising when q component is located abroad

When a component is located abroad o number of potential difficulties could arise such as the

following:

Different accounting policies might be used in the foreign country. The
component accounts must be brought into line with the accounting policies used
by the parent company in order to consalidate properly. The group auditor will
use the checklist mentioned above to determine the accounting policies used.

A e T,
W T S e s |
r

There may be cultural problems unique to the country in which the

component operates. The group auditor will need to be sensitive to these during
dealings with the component auditers. Language problems might also arise.

There may be issues in existence which are specific to the country in which the

component operates. For example, some countries are subject to hyperinflation;
accounts produced in these circumstances will need to be adjusted prior to
consolidation with the parent. if the component is located in a developing country,
there may be aspects of business infrastructure missing (eg education, technology
or even anti-bribery legislation). Factors such as these will need to be identified

' for each component and tackled as appropriate during the audit.

The correct classification of investments

.

Essential reading

See Chapter 9 of the Essential reading for an overview of Assoclotes and Joint Ventures that you
should have learned from your previous studies (including SBR).
The Essential reading is available as an Appendix of the digltal edition of the Workbook.
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Consolidation audit procedures
T-\'l."’t“ Qe

.

@ Mumber of procedures that should be performed by the group ouditor:
Confiy TN the balances extracted from the financial statements of each component

Priae to
their Inclusion on the consolidation schedule
* Reviewing the dic closures necessory for the group accounts, such as related parties
: C-".)U\\‘hng ovidence appropriate to the varlous consolidation adjustments
Essential reading
i
—

See Chapter 9 of the
associated oudit
SER).

The

Essentiol reading for an overview of the problems with consolidations angd
procedures thot you should hava learned from your previous studies (lncluding

Essential reading Is available os an Appendix of the digital edition of the Workbook.

—————

Activity 2: Consolidation

" —'-._--—
What are the major types of consolidation adjustment required for group financial statements?

Solution

Goodwill is calculoted in accordance with IFRS 3 Business Combinations, to provide more
wonsparency of the value of non-controlling interests (NCI). The standard allows measurement of
NCI, either at share of subsidiary net assets or fair value (FV). The latter results in 100% of
goodwill on acquisition analysed between parent and NCI elements for consolidation,

FVis used to determine assets and liabilities for these calculations. §

used for the FV of the NCI. The overall approach the auditor sh
be summarised as follows:

hare price on acquisition is
ould follow for determining FV can

+  Obtain an understanding of the entity’s process for determining FV
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of materlal misstatement at the assortion level
N the data used to dovelop tho FV
easurements have been properly determined

@ Activity 3: Wolf Cq
_\—__‘_;

You are the group aud; :
for goodwill In respect é?'u:zf Bad Co and are currontly raviewlng tha consolldation adjustments
ordinary shares in Wolf Cq ¢ acquisltion of Wolf Co, Bad Co acqulred 7.5 million of the 10 milllon
was $10 milllon and the g or $12 million, At the time of acqulsition, the FV of Welf Co's nat assots
Aol are price was $1.50 each, Bad Co oporatos a pollcy of valulng NCI at

+ Identify and assess the risks
Perform a

. udit Procodures g
+ Evoluate whether tha FY m

Required

Caleulate goodwill on th

e acqui
would perform on the . cquisition of Wolf Co and exploin the principal audit procedures you

oodwill calculation schedule,

S$'000
Consideration transferreq

Non-controlling interest

Net assets acquired

Goodwill

Non-contmlling interest at fair value

Non-controlling Interest at share of net assets

Goodwill attributable to NCI

Goodwill attributable to Bad Co shareholders

Goodwill attributable to NCI shareholders

Solution

4

7 Implications for the auditor’s report where a
component’s report has been modified

In a group situation, materlality and risk must be assessed In the context of the group as a whole.
The group auditor must consider the materiality of any modifications to a component’s auditor’s
report in relation to the whole of the consolidated financial statements.
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) leatlon that has n
Thie con leand to Ltuations where 0 companant may have 0 ma‘.rm!‘;‘:(llc:l.'l g petvave o
Impact an the group oplnton which would then remain unmoditied. & '||al In:r;ocl on the group
Madiaton in a component's auditor's report may only have @ matst
Ok,

Uitimately the declsion as to the impact of a modification to

consolidated oplinion is a matter of judgement for the group
: nnot bo obt

concludes that adequate evidence obout the work of the componer‘: ouwtfc'alcl?: ll:z:t r.om?):l:nm

and has been unable to perform sufficlent additional proceduros wit ‘.,Mw’:ﬂ modificotion In lhnm‘ :

they should consider the Implications for the auditor's report. A subse qu;" dkice 0s0

circumstances would be on the grounds of Insutficlent Inapproprliate au

o componunl'l ouditor’s report on )y,
auditor. Where the group ouditor

Joint audits

A joint audit meons an audit where two or more auditors are resp
and jointly produce an ouditor’s report to the client.

onsiblo for an audit engagement

Reasons for joint audits

Two or mare firms could act as joint ouditors for the following reasons: '

(@) Inanew acquisition, the parent may Insist that thelr auditor acts Jointly with those of the new
subsidiary.

(®) A company operating from widely dispersed |
auditors.

(©) Foreign subsidiaries may need to employ local audit
in which they operate. These local ouditors may act join

(d) Some companies may prefer to use local accountants, while o
wider range of services offered by a large national firm.
it will be necessary to consider the experience

ocations may find It useful to have joint

firms to satisfy the lows of the country
tly with the group auditors.
t the same time, enjoying the

Before accepting oppointment as a joint auditor,
and standards of the other firm.

The allocation of work between the firms needs to be agreed and the auditors should agree
whether joint or separate engagement letters will be sent.
Both firms must sign the auditor’s report and both are respo
jointly liable in the event of litigation. Such joint oudits can t
manage and potentially expensive.

nsible for the whole audit. They are
herefore be seen to be complex to

Transnational audits

A transnational oudit means an audit of financial statements which are, or may be, relied upon
outside the entity's home jurisdiction for purposes of significant lending, investment or regulatory
decisions. This will include audits of all financial statements of companies with listed equity or
debt and other public interest entities which attract particular public attention because of their

size, products or services provided.

The growth in such transnational engagements has led to a number of issues that clients are more

aware of in the 21st century:

(o) Variations in audit approaches and the role of regulators across different jurisdictions has led
to variable degrees of engogement quality.

(b) The incomplete nature of ISA adoption worldwide has led to variations in oudit approach.

(c) Cultural differences worldwide have also led to different audit approaches.

In response to this trend towards globalisation and the issues associated with transnational

audits, a Forum of Firms (FOF) was created, initially by the ‘Big Four" firms but now with over 20

member firms.

To support and provide guidance to the FOF the IAASB has set up the Transnational Auditors

Committee.

Specific responsibilities of the TAC include the following:
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Identifying ayg;

U practice |
s
standards may be required ::: When the issues suggest changes In auditing or assurance

that the Issue be reviewed Ommending to the appropriate IFAC standard-setting boards
Providing a fory '
m to d] «

Proctices, independe SCUSs ‘best practices' In areas including quality control, auditing
Propesing memb tﬂce. °n training ang development

ars to t )
to serve on IFAC Stondqp:‘lsztzg Regulutorg Llaison Group and Identifying qualfied candidates
Acting as a formg| : ng boards,

Conduy ;

regulators and finane e Interaction among transnatlienal firms and international

1al institut ;
and transparency of i“‘ernﬂtion?:Tsn:l:,E;:Esurd to audit quality, systems of quality contral,

Lo e et
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Chapter summary

[Group oudits and transnatlonal uudlln]

[ —

ISA ¢00 Spaclal Considerations
= Audita of Group Finonclal

Statements (Including th
Wadc of & (Including the

——

.+ Group audilon Sole
respansibiiity for audit opinlan
on group financial statements

Toup engagement team
performs the group audit
Component ouditor: Used an g
tource of evidence only - need
to be assessed for quality and
rellabliiy

Group auditor can request

component

1s of significant siza and/or risk
(with or withaut component
auditor's Involvement)

Need to conelder lssues such

(<3 months = adjust for

significant events only; >3

months = interim F/S) and part

ownership

Group auditer requires from

component auditor(s):

- Independence requirements

- Areas of speclal Interest in
the component

Component ouditor requires

. Questlonnaire of timetables

i = Responsibliities from group

ouditar

empanent Auditors)

further work on g component If !

98 non-coterminous yeor-ends |

J—
Responsibliities I

« Parent company preduces own

financlal statemontg, oudited
by own ouditor
« Compenents In @ group
include:
= Divieion
- Branch
- Subsidiary
- Jolnt Venlure
- Associote

£ Group accounts audited by

parent company auditor

+ Subsidlory accounts oudited

by compoenent auditor

e
Matiars to Conaldg, betg,
o

accepting nppelnlmum
parent Gompany ﬂudlt:
1

———

+ Materlality of Compean ‘
| audited by group Qudiyg,
Knowledge of businggy of
components not Quditey
Risk of compananty not
audited!
= Abllity to perform o
procedures
. = Neture of ralationghy
: component auditery
- Group auditor mg
that
if Insufficient and/or
inappropriate evidencg |
available - Disclaime
- continue or decling?

1. l’lo‘

-

ddluqnm !
P with

y Cnng]de’ '

Issues arlsing when a
component Is located abroad

The correct classiflcation
of investments

| = Different accounting policies

. * Country specific problems

aswrrnananEn

190

; » Cultural problems
. * Language problems !

i + Control = subsidiary
. = Significant Influence =

assoclote

1 = Auditor must look for evidence

of who is actually In contrel
(eg beard minutes,
correspondence etc)
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Consolidation

audit procedures

Calculation of geadwill and
any impalrments
: » Cancellation of any :
i Inter-company balances '
i i« Provisions for unrealised profits !
+ Fair Volue (FV) adjustments :
Retranslation of F/S from ‘
overseas components '
. + Correct value of components In
1 parent F/S
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Implications for th
© ouditor's
report where a subsidiary's
report hos been modified

¢ + Group auditor must assess

materiality for the

porvia group as

:’he tdegr|ee of modification
material or pervasive) ma

be different in the compon:nt
auditor's report than for the
group

Group auditor uses judgment
to decide whether or not there
Is o0 materlal Impact or g lack

of sufficlent/oppropriate audiy !

evidence

...............
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Transnational

audits

Why? {1+ Audits where the F/S may be
! i relled on In a different country
1o where the entity Is based

- New acquilsition
- Dispersed location
= Foreign subsldicrles

Different opproaches and

~ Client cholce i 1 regulations have led to varying

Need to conslder standords levels of audit quality

and experlence of other firm

- Discussing best practice
i - Membarship of IFAC
commitiees

! - Formal conduit for promo
! interoction between firms

9: Group audits and transnational audits

Forum of Firms (Big Four plus

Jolnt liabllity i others)
Impacts on the profession? i ia |AASB- Transnational Auditors |
et et aeeieiimannaeaeest 1 Committee (TAC): \
! = Identifying oudit practice
Issues
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