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Clarity in detail

 What is Clarity?

 The Revised Standards

 The Redrafted Standards

 ISA 600 Groups

 Smaller entity audit documentation

 Reading the Standards



Revised Standards
200 Objective and General Principles Governing 

an Audit of Financial Statements
260 Communication of Audit Matters With 

Those Charged With Governance
265 Communicating Deficiencies in Internal 

Control to Those Charged With Governance
320 Materiality in Planning and Performing an 

Audit
402 Audit Considerations Relating to Entities 

Using Service Organisations
450 Evaluation of Misstatements Identified 

During the Audit
505 External Confirmations



Revised Standards cont’d.540 Auditing Accounting Estimates, Including 
Fair Value Accounting Estimates, and 
Related Disclosures

550  Related Parties

580 Management Representations

600 The Audit of Group Financial Statements

620 Using the Work of an Expert

705 Modifications to the Opinion in the 
Independent Auditorôs Report

706 Emphasis of Matter Paragraphs and Other 
Matters Paragraphs in the Independent 
Auditorôs Report



Adoption Issues

 PC 15 December 2009

 Not initially for short periods so 
effective date PE 14 December 2010

 Early adoption 



Lessons of the past
 No piloting

 Insufficient training

 Training too early

 ñone size fits all approachò

 Insufficient focus on changes to audit 
planning

 Written communications

 IT implementation problems



This paper by its very 
length defends itself 
against the risk of being 
read

Winston Churchill



Read the standards. Itôs a point 
we might have made before, in 
other contexts. Weôll probably 
make it again. (Actually weôre 
lying. We will make it again.)

John Selwood & David Chopping



An introduction to Clarity ISA 540 
Auditing Accounting Estimates, including 
Fair Value Accounting Estimates, and 
Related Disclosures



More common estimates

 Provision for doubtful debts

 Stock write-downs

 Warranty obligations

 Depreciation

 Outcome of long term contracts



Audit planning

Understand 
entity

Assess risk

Design 
tests



Understanding the entity

The auditor must gain an understanding 
of:

 The reporting framework (NB disclose 
significant estimation techniques)

 How management identifies the need 
for estimates

 How management makes the estimates



For significant risks
Paragraph 15: 

 How management has considered alternative 
assumptions or outcomes, and why it has 
rejected them, or how management has 
otherwise addressed estimation uncertainty in 
making the accounting estimate

 Whether the significant assumptions used by 
management are reasonable

 Where relevant to the reasonableness of the 
significant assumptions used by management 
or the appropriate application of the applicable 
financial reporting framework, management's 
intent to carry out specific courses of action 
and its ability to do so



ISA 540 key points Understand the process etc ïupgrade 
permanent info

 Assess risk

 List accounting estimates?

 Perform audit procedures (review PY 
estimates)

 More procedures if significant risk

 Obtain written representations

 Document conclusions

 Document issues of management bias



An introduction to Clarity ISA 550 

Related Parties



Related parties

Audit impact:

 Disclosures in accordance with IAS 24

 Fraud risk indicators - fraud may be 
more easily committed through related 
parties



Related partiesISA 550 is risked based:

 ISA 315 ïUnderstanding the entity 
and its environment and assessing the 
risks of material misstatement

 ISA  330 ïThe auditorôs procedures in 
response to assessed risks

 ISA 240 ïThe auditorôs  responsibility 
to consider fraud in an audit of financial 
statements



Audit team discussion

The team discussion on related parties may 
include :

 The nature and extent of the entity's 
relationships and transactions

 An emphasis on the importance of maintaining 
professional scepticism 

 The circumstances or conditions of the entity 
that may indicate the existence of related 
party relationships or transactions that 
management has not identified or disclosed to 
the auditor

 The records or documents that may indicate 
the existence of related party relationships or 
transactions

 The attitude of management



Documentation

28.  The auditor shall include in the audit 
documentation the names of the 
identified related parties and the 
nature of the related party 
relationships.



Control activities –smaller entities

A20. Control activities in smaller entities are 
likely to be less formal and smaller entities 
may have no documented processes for 
dealing with related party relationships and 
transactions. An owner-manager may 
mitigate some of the risks arising from 
related party transactions, or potentially 
increase those risks, through active 
involvement in all the main aspects of the 
transactions. For such entities, the auditor 
may obtain an understanding of the related 
party relationships and transactions, and 
any controls that may exist over these, 
through inquiry of management combined 
with other procedures, such as observation 
of managementôs oversight and review 
activities, and inspection of available 
relevant documentation. 



ISA 550 - More Requirements

16.  If the auditor identifies significant 
transactions outside the entityôs 
normal course of business when 
performing the audit procedures 
required by paragraph 15 or through 
other audit procedures, the auditor 
shall inquire of management about:
(a) The nature of these transactions; and 
(b) Whether related parties could be 



ISA 550 - More Requirements18.  In meeting the ISA 315 requirement 
to identify and assess the risks of 
material misstatement, the auditor 
shall identify and assess the risks of 
material misstatement associated 
with related party relationships and 
transactions and determine whether 
any of those risks are significant 
risks. In making this determination, 
the auditor shall treat identified 
significant related party transactions 
outside the entityôs normal course of 
business as giving rise to significant 
risks. 



ISA 550 key points
 Document understanding of related 

parties 

 Document the relevant part of the 
engagement team discussion

 Assess risk ïidentify significant risks

 Remain alert

 Address any unidentified related parties

 Obtain written representations



ISA 600
11. The new ISA 600 is based on the key 

requirement that the group auditor 
has overall responsibility for the 
group audit engagement.  This means 
that the group engagement partner is 
responsible for the direction, 
supervision and performance of the 
group audit engagement and for the 
appropriateness of the group audit 
opinion.



ISA 600 –core concepts

 Scoping decisions

 Materiality considerations

 Understanding the component auditor

 Involvement in the component 
auditorôs work



ISA 600 –scoping

A component is defined as:

an entity or business activity for which 
group or component management 
prepares financial information that should 
be included in the group financial 
statements



Components

Components 

likely to include 

significant 

risks

Significant 

components

Non-significant 

components

Individually 

financially 

significant 

components



ISA 600 –scoping
A financially significant component can be 
identified using benchmarks like group 
assets, group liabilities, cash flows, profit 
and turnover ïby way of example only 
ïnot in the ISA:

•20% or greater Probably financially 

significant

•15% to 20% May be financially 

significant

•15% or smaller Probably not financially 

significant





Clarity ISA 600 –materiality

In addition to determining group 
materiality the group auditor is required 
to determine component materiality for 
components under audit or review.  
Component materiality has to be smaller 
than group level materiality.

The group auditor also has to evaluate 
performance materiality at component 
level.



Understanding the component auditor

 Compliance with relevant ethical 
requirements including independence

 Professional competence

 Regulatory environment



Involvement in the component auditFor significant components:
 Group auditors shall be involved in the 
component auditorôs risk assessment.  
This involves at a minimum:
- discussing business activities of 
significance to the group
- discussing componentôs risks of 
material misstatements due to 
fraud or error and
- reviewing the component auditorôs 
documentation of identified significant 

risks of the group financial statements



FAQs

Q.  My firm audits a group with a UK 
holding company.  A substantial 
component of the group is an 
Australian trading company.  A local 
audit firm performs an audit of that 
component.  Currently as part of the 
group audit we communicate on a 
number of issues with the audit firm 
in Australia at the planning and 
completion stages of the audit. I 
understand that the new Clarity 
Standard on groups is more onerous 
than the present ISAs, what 
additional work might we need to do? 



FAQs
Q. I audit a predominantly UK based 
group with a subsidiary in Italy.  The 
Italian company is eligible for audit 
exemption and is not subject to 
audit.  Nevertheless the Italian 
subsidiary is a significant part of the 
group.  As the group auditor we sign 
the group audit report but we have 
been asked by the directors to 
ignore the Italian component of the 
group because it is audit exempt.  
What should our approach be?



An introduction to ISA 200 Overall 

Objectives and Conduct of an Audit



ISA 200 –overall objective

In conducting an audit of financial 
statements, the overall objectives of the 
auditor are:

(a) To obtain reasonable assurance about 
whether the financial statements as a whole 
are free from material misstatement, 
whether due to fraud or error, thereby 
enabling the auditor to express an opinion on 
whether the financial statements are 
prepared, in all material respects, in 
accordance with an applicable financial 
reporting framework ; and

(b) To report on the financial statements, 
and communicate as required by the ISAs, in 
accordance with the auditor's findings.



ISA 200 –key points

 Comply with IFAC Ethical Code

 Professional scepticism

 Professional judgement

 Read the ISAs

 Comply with the relevant ISAs

 Plus do whatever is necessary



ISA 200
Paragraph 22.

Subject to paragraph 23, the auditor shall 
comply with each requirement of an ISA 
unless, in the circumstances of the audit:

(a) The entire ISA is not relevant; or

(b) The requirement is not relevant 
because it is conditional and the condition 
does not exist. 

http://www.cchinformation.com/CCH/Gateway.dll/auds/auds_02b/isa_2010/cln_isa_200.htm?fn=document-frame.htm&f=templates$force=6320


ISA 200

23.    In exceptional circumstances, the 
auditor may judge it necessary to depart from 
a relevant requirement in an ISA. In such 
circumstances, the auditor shall perform 
alternative audit procedures to achieve the 
aim of that requirement. The need for the 
auditor to depart from a relevant requirement 
is expected to arise only where the 
requirement is for a specific procedure to be 
performed and, in the specific circumstances 
of the audit, that procedure would be 
ineffective in achieving the aim of the 
requirement. (Ref: Para. A74)



ISA 210 Terms of Audit 

Engagement



Terms of Audit Engagement

 Redrafted or Revised?

 The responsibility for internal control, 
fraud prevention and the accounts

 Engagement letters



ISA 260 Communication with 

Those Charged with Governance



Those Charged with Governance 

- definition
The person(s) or organization(s) (for 
example, a corporate trustee) with 
responsibility for overseeing the strategic 
direction of the entity and obligations 
related to the accountability of the entity. 
This includes overseeing the financial 
reporting process. For some entities in 
some jurisdictions, those charged with 
governance may include management 
personnel, for example, executive 
members of a governance board of a 
private or public sector entity, or an 
owner-manager.



Those Charged with Governance
13. In some cases, all of those charged with 
governance are involved in managing the entity, 
for example, a small business where a single 
owner manages the entity and no one else has a 
governance role. In these cases, if matters 
required by this ISA are communicated with 
person(s) with management responsibilities, and 
those person(s) also have governance 
responsibilities, the matters need not be 
communicated again with those same person(s) 
in their governance role. These matters are noted 
in paragraph 16(c). The auditor shall nonetheless 
be satisfied that communication with person(s) 
with management responsibilities adequately 
informs all of those with whom the auditor would 
otherwise communicate in their governance 
capacity. 



In writing?19. The auditor shall communicate in 
writing with those charged with 
governance regarding significant findings 
from the audit if, in the auditorôs 
professional judgment, oral 
communication would not be adequate. 
Written communications need not include 
all matters that arose during the course 
of the audit. (Ref: Para. A37-A39) 



Matters to be communicated

 The responsibilities of the auditor

 Overview of the planned scope and 
timing of the audit 

 Significant findings from the audit:



Matters to be communicated
(a) The auditor's views about significant 

qualitative aspects of the entity's 
accounting practices

(b) Significant difficulties, if any, 
encountered during the audit

(c) Unless all of those charged with 
governance are involved in managing 
the entity (i) Significant matters, if 
any, arising from the audit that were 
discussed, or subject to 
correspondence with management; and 
(ii) Written representations the auditor 
is requesting; and

(d) Other matters



What has changed?Old guidance, now explicit requirements:

• The requirement, when applicable, to 
explain why the auditor considers a 
significant accounting practice, that 
is acceptable under the applicable 
financial reporting framework, not to 
be most appropriate to the particular 
circumstances of the entity; 

• Documenting matters communicated 
orally



What has changed?
New requirements:

• Significant difficulties, if any, 
encountered during the audit;

• Significant matters, if any, arising 
from the audit that were discussed, 
or subject to correspondence with 
management (unless all of those 
charged with governance are 
involved in managing the entity).



ISA 265 Communicating Deficiencies 

in Internal Control to those Charged 

with Governance and Management



Audit planning

Understand 

entity

Assess risk

Design 

tests



Deficiencies in internal control -

definition
Deficiency in internal control ïthis exists 
when:

(i) A control is designed, implemented or 
operated in such a way that it is unable to 
prevent, or detect and correct, 
misstatements in the financial statements 
on a timely basis; or 

(ii) A control necessary to prevent, or 
detect and correct, misstatements in the 
financial statements on a timely basis is 
missing. 



Internal control deficiencies
Identify deficiencies in 

internal control

Are they significant?

Report



Significant deficiencies in internal 

control –definition

Significant deficiency in internal control ïa 
deficiency or combination of deficiencies in 
internal control that, in the auditorôs 
professional judgment, is of sufficient 
importance to merit the attention of those 
charged with governance. 



What to report –Paragraph 11
(a) A description of the deficiencies and an explanation 
of their potential effects; and 
(b) Sufficient information to enable those charged with 
governance and management to understand the context 
of the communication. In particular, the auditor shall 
explain that: 
(i) The purpose of the audit was for the auditor to 
express an opinion on the financial statements;
(ii) The audit included consideration of internal control 
relevant to the preparation of the financial statements in 
order to design audit procedures that are appropriate in 
the circumstances, but not for the purpose of expressing 
an opinion on the effectiveness of internal control; and
(iii) The matters being reported are limited to those 
deficiencies that the auditor has identified during the 
audit and that the auditor has concluded are of sufficient 
importance to merit being reported to those charged 
with governance.



ISA 320 Materiality in Planning and 

Performing an Audit



ISA 320 Materiality

 Overall Materiality

 Performance Materiality



Performance materiality - definition
The amount or amounts set by the 
auditor at less than materiality for the 
financial statements as a whole to reduce 
to an appropriately low level the 
probability that the aggregate of 
uncorrected and undetected 
misstatements exceeds materiality for the 
financial statements as a whole.



The company qualifies as a small company:

 Turnover is £3.0million

 Balance sheet total is £3.5million

 Profit before tax £270,000

 There are 25 permanent employees and a 
pool of approximately 15 casual staff who 
are used when special events are held



ISA 450 Evaluation of Misstatements 
Identified During the Audit



Clarity ISA 402 & 620 Service 
Organisations and Reliance on the work of 
Expert 



Audit Issues

These issues are covered by the 
following ISAs: 

ISA 620 Using the work of an expert

ISA 402 Audit considerations 
relating to entities using service 
organisation 



Practical Problems

For example a company with a large 
number of investment properties may 
have outsourced the maintenance and 
collection of rent to a firm of surveyors. 
They may also use the same firm to 
provide valuations of the properties as 
well.



Clarity ISA 501 Audit Evidence ïSpecific 
Considerations for Selected Items



ISA 501 –Areas Covered

(a) Existence and condition of inventory;

(b) Completeness of litigation and claims 
involving the entity; and

(c) Presentation and disclosure of segment 
information in accordance with the 
applicable financial reporting framework.



ISA 501 –Inventory

4. If inventory is material to the financial statements, the auditor 
shall obtain sufficient appropriate audit evidence regarding the 
existence and condition of inventory by:

(a) Attendance at physical inventory counting, unless 
impracticable, to: 

(i) Evaluate management's instructions and procedures for 
recording and controlling the results of the entity's physical 
inventory counting; 

(ii) Observe the performance of management's count 
procedures; 

(iii) Inspect the inventory; and 

(iv) Perform test counts; and 

(b) Performing audit procedures over the entity's final inventory 
records to determine whether they accurately reflect actual 
inventory count results.

.



ISA 501 –Inventory

8. If inventory under the custody and control of a 
third party is material to the financial statements, 
the auditor shall obtain sufficient appropriate audit 
evidence regarding the existence and condition of 
that inventory by performing one or both of the 
following:

(a) Request confirmation from the third party as to 
the quantities and condition of inventory held on 
behalf of the entity. 

(b) Perform inspection or other audit procedures 
appropriate in the circumstances.

.



ISA 501 Litigation

9   The auditor shall design and perform audit 
procedures in order to identify litigation and 
claims involving the entity which may give rise 
to a risk of material misstatement, including: 

(a) Inquiry of management and, where applicable, 
others within the entity, including in-house legal 
counsel

(b) Reviewing minutes of meetings of those charged 
with governance and correspondence between 
the entity and its external legal counsel; and

(c) Reviewing legal expense accounts. 



Clarity ISA 505 External Confirmations



ISA 505 Summary

 Despite being revised nothing much has 
changed

 The auditor must control the procedure

 Positive v Negative confirmations



Clarity ISA 520 Analytical Procedures



ISA 580 Written Representations



ISA 580 –Summary

Written representations are 
required

What do you do if they are not 
received?

 Letter addressed to the auditor



Para 10 and 11 requirements

 Those charged with governance have fulfilled 
their responsibility for the preparation of the 
financial statements as set out in the terms of 
the audit engagement. 

 Those charged with governance have provided 
the auditor with all relevant information and 
access as agreed in the terms of the audit 
engagement.

 All transactions have been recorded and are 
reflected in the financial statements.



How to read the ISAs

 Where to start

 Read the objectives

 Read the requirements

 Read the application material

 éand repeat!



APB Ethical Standards for Auditors ïlatest 
developments


