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o the reliability of the accounts, which comprise the financial statements
and the report(s) on implementation of the budget. The overall audit
objective for reliability is to establish whether the accounts present fairly, in
all material respects, the financial position and the results of operations and

cash flows in accordance with the applicable financial reporting framework.

o the legality and regularity of transactions underlying the accounts. The
overall audit objective for compliance is to establish whether the
transactions comply, in all material respects, with the applicable laws and
regulations (i.e. the TFEU, the Financial Regulation, Implementing Rules,

specific regulations, financing decisions and contractual provisions).

e selected topics, chosen on the basis of their priority at a given time. The
objectives of such audits depend on the nature of the particular audit task,
e.g. investigation of the causes of a high incidence of illegal or irregular
transactions identified in previous audits, or the functioning of a particular

control system at Commission and Member State level.

Financial and compliance audits entail testing the effectiveness of internal
control systems. This may pertain to those systems concerned with (i) the
reliability of the accounts or (ii) preventing or detecting and correcting illegal

and irregular revenue and expenditure.

1.8 AUDIT ASSERTIONS

Definition of assertions

Reliability:

for the period

The above audit objectives are supported by specific audit objectives. The
latter can also be thought of as assertions or representations made by auditee
management. Such assertions may be explicit (e.g. where auditee
management states that the accounts are prepared based on IPSASs) or
implicit (e.g. where auditee management implies that transactions for which
payments have been made are eligible according to the relevant rules). The
auditor uses assertions to consider the different types of potential
misstatement or non-compliance that may occur. The specific assertions for

reliability, legality and regularity, and internal control systems are as follows:
Reliability

(a) Assertions about classes of transactions and events for the period

under audit

Occurrence—transactions and events that have been recorded have

occurred and pertain to the entity.

Completeness—all transactions and events that should have been

recorded have been recorded.

FCAM- Part 1 - Section 1
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Identify and assess material risks (b) identify and assess material risks through understanding the entity

and its environment, including its internal control;

Design audit procedures (c) design audit procedures regarding the nature, timing and extent of

the audit work to be performed in response to the risks identified;

Draw up an Audit Planning (d) draw up an Audit Planning Memorandum (APM) and audit
Memorandum (APM) and audit
programme. programme.

Each of these aspects is addressed in turn in the following chapters in this

section.

2.2 DETERMINING MATERIALITY

2.2.1 Introduction and definition

ISSAI 1320 Uil Objec"ve of the auditor Is to 2.2.2 A focus on the users of information

[ISA 320] apply the concept of materiality 2.2.3 Reasons for establishing materiality
ISSAI 1450 appropriately in  planning and | 2.2.4 When to consider materiality
[1SA 450] performing the audit. 2.2.5 Quantitative and qualitative aspects

2.2.6 Documenting materiality

2.2.1 Introduction and definition

Materiality is a fundamental concept in financial and compliance audit. It
sets the level of deviation that the auditor considers is likely to influence

users of the financial information (e.g. financial statements).

An item or group of items may be material due to their amount, nature
(inherent characteristics) or the context in which the deviation occurs.

2.2.2 A focus on the users of information

Consider what is important to An item or group of items is material if a deviation therein would be likely to
e cause users of the information to take different decisions. Thus, materiality

must be assessed with reference to the auditor's understanding of users’

expectations. In the Court's context, if users do not or cannot provide

information as regards what is material to them, the auditor determines

materiality at the earliest possible stage during audit planning.

Variety of users Users of information in the EU context, who must be considered when
determining materiality, are primarily the Parliament and the Council (in
particular due to the discharge procedure) but also the Commission and
other EU institutions, Member State authorities, media and the general

Professional judgment . . . .. T
public. Given the variety of users, determining materiality is a matter of
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professional judgment.

2.2.3 Reasons for establishing materiality

Helps to determine the extent of Setting materiality limits helps the auditor to plan the audit so as to ensure
audit tests and to evaluate results

that material deviations are detected by audit tests and the Court's

resources are employed economically, efficiently and effectively. Auditing to

a stricter (lower) materiality threshold requires more audit testing; however,

the auditor must avoid “over-auditing” in areas that do not merit extensive

work.

2.2.4 When to consider materiality

Materiality should be considered by the auditor during:

Planning e planning, to help assess material risks and determine the nature, timing

and extent of audit procedures;

Examination e examination, when considering new information that may require

planned procedures to be revised, and evaluating the effect of deviations;

Reporting e reporting, when reaching final conclusions and, where required, forming

an audit opinion.

2.2.5 Quantitative and qualitative aspects

Auditors should consider both quantitative and qualitative materiality.

Quantitative materiality is (i) Quantitative materiality is determined by setting a numerical value - the
numerical

materiality threshold. This threshold serves as a determining factor both in

the calculation of sample sizes for substantive testing and in the

interpretation of the results of the audit.

The numerical value is achieved by taking a percentage of an appropriate
base, which both reflect, in the auditor's judgment, the measures that users

of the information are most likely to consider important.

0,5-2% e For the Court, the threshold percentage is between 0,5% and 2%. While
the choice is a matter of judgment, a threshold of 2% is generally used.
Based on users’ expectations (see 2.2.2) a different threshold may be
applied. In addition to the threshold percentage, a ceiling may also be set in

terms of the absolute amount.

of expenditure or revenue, or e The base is usually total expenditure (i.e. utilisation of commitment
balance sheet

appropriations for the audit of commitments and utilisation of payment

FCAM- Part 1 - Section 2
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appropriations for the audit of payments) or total revenue for audits of

with threshold reviewed

Qualitative materiality

legality and regularity, or the balance sheet amount for reliability audits.

Because the Court’s recurrent (i.e. annual) financial and compliance audits
are generally planned before the final accounts are available, a tentative
materiality threshold is set using budget rather than actual data. As actual
data on expenditure or revenue becomes available, the auditor should

review the materiality threshold to determine whether it remains suitable.

(i) Qualitative materiality should also always be assessed by auditors.
Even though quantitatively immaterial, certain types of misstatements or

irregularities could have a material impact on or warrant disclosure in

financial reports. Qualitative materiality includes items that may be either:

material by nature

material by context

e material by nature: this is related to inherent characteristics and
concerns issues where there may be specific disclosure requirements or
high political or public interest. It includes any suspicion of serious
mismanagement, fraud, illegality or irregularity or intentional misstatement

or misrepresentation of results or information;

e material by context. this concerns items that are material by their
circumstance, so that they change the impression given to users. It
includes instances where a minor error may have a significant effect, e.g.
misclassification of expenditure as income, so that an actual deficit is

reported as a surplus in financial statements.

An example would be where, while the total value of irregularity errors is below

the

materiality threshold, the auditor is aware that the Budgetary Control

Committee has expressed a special interest in irregularities, and thus considers

that

those found merit mention in the Court’s report. Issues that are material by

nature or context are to be disclosed; however, only in exceptional cases- to be

deci

ded by the Court - are they to be taken into consideration in the audit

opinion.

2.2.6 Documenting materiality

The auditor should document the materiality levels and changes made

thereto during the audit.

FCAM- Part 1 - Section 2
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2.3 IDENTIFYING AND ASSESSING RISKS THROUGH
UNDERSTANDING THE ENTITY AND ITS ENVIRONMENT, INCLUDING

THEC

OURT’S ASSURANCE MODEL

The objective of the auditor is to
identify and assess the risks to the

audited entity not meeting its
ISSAI 1315 objectivess, thereby providing a basis
[ISA 315] for designing and implementing audit

procedures. Such risks are identified
and assessed through understanding

2.3.1 Audit risk and risk assessment procedures
2.3.2 Understanding the entity and its environment
2.3.3 identifying and assessing inherent risk

2.3.4 The entity's internal control

2.3.5 Understanding the entity's internal control

2.3.6 Identifying and assessing control risk

the entity and
including its internal control.

its environment, 2.3.7 Setting detection risk

2.3.8 Assurance model

2.3.9 Documentation

2.3.1 Audit risk and risk assessment procedures

Definition of assurance and audit
risk

Audit risk generally 5% for
reasonable assurance

Components of audit risk

Audit risk model

It is not practical or cost-effective for auditors to collect evidence in order to
have absolute (100%) assurance or confidence of detecting all material
deviations. Instead, auditors try to ensure that their conclusions and

opinions have reasonable assurance, which is obtained from audit work.

Audit risk is the inverse of audit assurance. It is the risk that the auditor is
willing to tolerate coming to a wrong conclusion. In practice, audit risk is
unavoidable. The Court has determined as a matter of policy that audit risk
is normally 5% for audits providing reasonable assurance. As a

consequence the degree of assurance is DA = 100 - AR = 95%.

The components of audit risk are:
¢ inherent risk, relating to the nature of the entity;
e control risk, concerning the entity's controls; and

e detection risk - the risk that the auditor does not detect deviations.

Assessment of risks is a judgment rather than a precise measurement. The
level attributed to each component is estimated by the auditor on the basis
of his/her professional judgment, informed by the procedures outlined
below.

The audit risk model, as shown below, helps auditors to determine how
comprehensive the audit work must be so as to attain the desired

8 Depending on the type of audit, the relevant objectives may concern reliability of the accounts, compliance with applicable laws and

regulations, or proper functioning of systems.
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assurance for their conclusions.

Audit risk (AR)= Inherent risk (IR) x Control risk (CR) x Detection risk (DR)

This equation must always be in balance. The higher the auditor assesses
the level of inherent and/or control risk to be, the lower the detection risk
must be. This requires more substantive audit work (larger sample sizes).
Equally, the lower the combined inherent and control risk is assessed to be,
the higher the detection risk will be. This in turn means less substantive
work and more systems work. More systems and controls need to be
tested as the planning assumption must be verified and because the
systems work also is contributing to the overall assurance. Fraud risk is an
element of both inherent and control risk.

Audit risk should be considered when:
e planning the audit, including the design of audit procedures;
e carrying out audit procedures; and

e evaluating the results of the audit tests carried out.

In order to identify and assess the risk of the entity not meeting its
objectives in relation to reliability and compliance, and thus help design the
audit procedures to be undertaken, the auditor should perform risk
assessment procedures as early in the audit as possible, based on various
sources of information, as illustrated in Table 2 below.

The entity's own risk-assessment process can be a source of information.
For example, at the European Commission, the Annual Management Plan
(AMP) contains the critical risks identified for the Directorate-General (DG)
concerned and the Annual Activity Report (AAR) provides an overview of
critical risks encountered and their impact on the achievement of the DG's
objectives. However, the auditor should exercise professional scepticism,
as risks identified by the auditee may not address those that are of

importance for audit purposes, and such information may be biased.

FCAM- Part 1 - Section 2
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Table 2: Risk assessment procedures

Risk assessment procedures

Sources of information

Analysis of relationships in and between financial and non-
financial information, through a study of plausible
relationships, including trends and ratios. Examples include
comparison of actual information against budget, licence
income to number of licences, and import duties to physical
import data.

Financial and non-financial information, in order
to provide a broad initial indication of unusual or
unexpected relationships.

Inspection consists of examining records or documents,
whether internal or external, in paper form, electronic form, or
other media, or tangible assets.

Visits to the entity's premises and facilities

Internal documents - AMP, records, manuals

Other information - the auditee's budget; AAR

External information- economic journals;
regulatory and financial publications

Findings from previous audits by the Court,
Internal Audit Service (IAS), Internal Audit
Capabilities (IACs), Supreme Audit Institution
(SAl), or the Commission's anti-fraud unit (OLAF)

Observation consists of looking at a process or procedure
being performed by others. It provides information about the
performance of the process or procedure, but is limited to the
point in time at which the observation takes place.

Observation of entity activities and operations
being carried out

Inquiry consists of seeking information of knowledgeable
persons, inside or outside the audited entity.

Those charged with governance, management
and others within the entity

These risk-assessment procedures are employed in order to gain an

understanding of the following, each of which is discussed below:

o the entity and its environment, thereby identifying the inherent risks in

the area under consideration, including risks as regards related parties and

fraud;

¢ the internal control arrangements at each relevant level (Commission,

Member State, intermediary, beneficiary), to help identify the control risks.’

2.3.2 Understanding the entity and its environment

Understanding the entity's
business

Auditors acquire an understanding of the entity so as to have a frame of

reference within which to plan and perform the audit and to exercise sound

professional judgment.

® This preliminary assessment of control risk is to be distinguished from the in-depth evaluation of internal control that will be required if tests of

controls are undertaken as part of the overall audit approach.

FCAM- Part 1 - Section 2
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so as to help reach a conclusion The auditor's understanding of the entity and its operations should focus
about audit objectives

on those elements necessary to help reach a conclusion about the audit

objectives. Typically, (s)he needs to acquire an understanding of the

following:

e Legal framework - legal basis for the activity and relevant parts of the

Financial Regulation, Implementing Rules and other rules and regulations.

e General organisation and governance of the activity/audited entity,

including operational structure, resources and management arrangements.

e Business processes - the policy concerned, objectives and strategies,

locations, and types/volume/values of programmes/projects.

e Business risks related to the entity's objectives and strategies that may
result in material deviations. This includes an understanding of the entity's
related party relationships and transactions (e.g. obtain from management
the names of related parties, the nature of the relationships, and any

transactions entered into with such parties during the period).

e Performance measures — an understanding of such measures (e.g.
performance indicators, variance analysis) allows the auditor to consider
whether pressures to achieve performance targets may result in
management actions that increase the risk of material misstatement or

irregularity.

Understanding the applicable While the Commission is responsible for overall implementation of the
management method ) ) i 10 )

budget (Article 317 of the TFEU), the Financial Regulation™ provides for

three different management methods for budget implementation. Each

method involves a different allocation of roles and responsibilities for the

implementation of the budget, which should be taken into account when

planning, undertaking and reporting on an audit.

e centralised basis. Used mainly in external actions, internal policies and
administrative expenditure, it involves direct management which is the
responsibility of the Commission's Directorates-General, or indirect
management when the Commission entrusts budget implementation to

Union agencies and public- or private-sector bodies (internal policies);

e shared or decentralised management. Shared management involves
delegation of implementation tasks to Member States and mainly concerns
expenditure on agricultural and structural operations, and revenue.

Decentralised management involves the delegation of implementation

10 Article 53 of the Financial Regulation applicable to the general budget of the European Communities (Council Regulation (EC, Euratom)
No 1605/2002 of 25 June 2002) and its Implementing Rules (Commission Regulation (EC, Euratom) No 2342/2002 of 23 December 2002).

FCAM- Part 1 - Section 2



Understanding the specific
regulations

| 34

General - Planning

[Back to Detailed table of contents]
tasks to beneficiary countries, as in the case of external aid;

e joint management with international organisations; this method involves

the delegation of implementation tasks to international organisations,

generally in the area of external actions.

Specific regulations exist for each activity (e.g. each policy area in the
Commission), setting out the specific requirements for that area of activity,
including any multiannual nature of EU activities. The auditor should
acquire a good understanding of such specific regulations during the

planning phase.

2.3.3 ldentifying and assessing inherent risk

Definition of inherent risk

High or Not high

Significant risks

Inherent risk is the risk, related to the nature of the activities, operations
and management structures that deviations will occur which, if not
prevented or detected and corrected by internal control, will result in the
entity's objectives in terms of reliability and legality/regularity not being
achieved. Inherent risk is estimated by the auditor, based on his/her

understanding of the entity's activities.

The auditor should make a preliminary assessment of inherent risk at the
overall level (e.g. as regards the policy area or agency as a whole) in order
to identify risk areas specific to the audit that must be taken into account
when planning and carrying out audit procedures. The auditor may assess
inherent risk to be High or Not High. In areas where inherent risk is high,

assurance is needed that control risk is being managed adequately.

The auditor should determine which of the inherent risks identified are, in
his/her judgment, risks that require special audit consideration (significant
risks). For such risks, the auditor should obtain an understanding of the
relevant internal controls. If appropriate controls do not exist for significant

risks, this may indicate a material weakness in the entity's internal control.
Areas of significant risk can include transactions that:

e are complex, unusual, non-routine, or outside the normal course of
business (less likely to be subject to controls), or involve third parties;

e are subject to a high degree of subjectivity in their measurement
(requiring estimates and assumptions, or the exercise of judgment by

auditee management);
¢ have the potential for fraud.

A listing of inherent risk factors is included in Appendix I.

FCAM- Part 1 - Section 2
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2.3.4 The entity's internal control

Definition of internal control11

(ii)) Components of internal control

Internal control is an integral process (i.e. a series of actions that permeate

an entity's activities) that is effected by an entity's management and

personnel. International standards use the terminology “Internal Control”, in

the European context the terminology “Supervisory and Control Systems” is

used. Internal control is designed to address risks and to provide

reasonable assurance that, in pursuit of the entity’s mission, the following

general objectives are being achieved:

o fulfilling accountability obligations;
e complying with applicable laws and regulations;

e safeguarding resources against loss, misuse and damage;

e executing orderly, ethical, economical, efficient and effective operations.

Internal control systems, including information technology (IT) systems, can

be divided into five interrelated control components, as follows:

Table 3: Internal control components

environment

CONTROL
PURPOSES
COMPONENT
Control To provide for the fundamental organisational structure, discipline and values

of the entity. This creates an appropriate framework to ensure good

governance of the resources entrusted.

Risk assessment

To identify and analyse internal and external risks to the achievement of the
entity's objectives. In the Commission, all activities must have objectives that
are intended to be specific, measurable, achievable, relevant and timely

(SMART), as well as risk analysis and risk management of the main activities.

Control activities

To define the policies and specific procedures implemented by the entity to
ensure that the identified risks are appropriately managed. They include a
range of activities as diverse as authorisations, verifications, reviews of
operating performance, information processing, physical controls and
segregation of duties. Control activities include controls over related party

relationships and transactions.

Information &

communication

To ensure an appropriate framework for achieving the financial reporting and
compliance objectives; it includes the accounting system, procedures and
records to initiate, record, process and report transactions and to maintain
accountability for the related assets, liabilities and equity.

Monitoring

To ensure ongoing assessment of performance. This includes internal audit

and evaluation, as well as the annual review of internal control.

FCAM- Part 1 - Section 2
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The auditor should obtain an understanding of these control components.

Limitations of internal controls When evaluating and testing controls, the auditor should carefully consider
the inherent limitations of internal controls, as well as the cost-effectiveness
of testing controls. Internal controls can only provide reasonable assurance
that control objectives are achieved. Furthermore, audit evidence cannot be
obtained solely from internal controls as the following inherent limitations

can affect their effectiveness:

Figure 3: Examples of limitations on the effectiveness of internal control

Non-routine
transactions

IT systems
weaknesses

Changes in key

personnel

Effectiveness ™
of internal

Documents
signed without
verification

Changes in
transaction

anagement

override of
controls

By carrying out tests of controls, the auditor is seeking positive proof of the
existence of key controls (those controls that are designed to prevent, or
detect and correct, a material deviation), and their continuous, consistent
and effective operation. However, the evidence obtained is often only
weakly persuasive or negative (e.g. lack of a required signature), rather
than convincing and positive (i.e. that the control did in fact take place).

" Definition as per INTOSAI guidelines for internal control standards for the public sector.
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¢ if intending to place reliance on internal control, tests of control must be
carried out. If the control does not function as intended (thus increasing
control risk), detection risk must be decreased, meaning an increase in

substantive procedures.

The Court applies an assurance model indicating the level of confidence (to
be) derived from the two principal sources of the DAS, supervisory and

control systems and substantive testing 2

Furthermore, for audits of the legality and regularity of the underlying
transactions, additional audit evidence may be available from two

supporting sources:

e the Annual Activity Reports (AARs) and statements by the Directors-
General, which constitute written management representations.
Because of the importance of compliance in the EU context, the
auditor analyses representations provided annually by Directors-
General on the discharge of their responsibility for the legality and
regularity of transactions, particularly in areas where direct

evidence is not available to the auditor.

o the work of other auditors. This refers to the external audits carried
out by other auditors, such as the Supreme Audit Institution of the
relevant Member State or the certifying bodies of the Member
States.

The starting point is the assessment of the inherent risk (high/not high) and
the preliminary evaluation of the supervisory and control systems (poor,
good, excellent), the aim being to estimate the degree of confidence that
can be derived from the latter. Depending on the results, the level of
substantive testing providing the remaining confidence level has to be

determined.

Given that 95% confidence is generally required of audit testing, the nature
and extent of planned audit tests will vary, depending on the auditor's
assessment of both inherent and control risk (known as the combined risk

assessment).

The following table shows the components of the audit risk model, and the

resulting types of audit tests to be carried out. Values are assigned for the

12 The Court's assurance model is based on the audit risk model taking due consideration of the particular characteristics of the Court’s audit

environment.
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limited amount of substantive tests. Some substantive tests should always
be carried out due to (i) the risk of collusion, management override of
controls, etc., and (ii) the fact that the ISAs/ISSAIs state that all material
accounts should be tested. It is emphasised that, if intending to derive

confidence from controls, those controls should be tested.

Standard substantive testing: Tests of controls are performed, as well as a
relatively large number of substantive tests, as most of the required

confidence is derived from substantive testing.

Focused substantive testing: The required confidence is largely derived
from substantive tests. Note that some control tests may be carried out for
the purpose of providing feedback to entity management about control

weaknesses.

Degree of confidence: Probability that the error of the population lies within

a certain interval (confidence interval).

Degree of assurance: DA= 100-AR, where AR is the Audit Risk which for
the Court is set at 5%. If assurance is only derived from substantive testing
then the confidence level is to be set at 95%. In this case the degree of

confidence equals the degree of assurance.

The auditor should document the key elements for understanding the

entity's environment and its internal controls and the assessed risks.

FCAM- Part 1 - Section 2
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2.4 CONSIDERING THE SUFFICIENCY, RELEVANCE AND
RELIABILITY OF AUDIT EVIDENCE

2.4.1 What is audit evidence?

The objective of the auditor is to | 2.4.2 Sufficiency of audit evidence

design and

ISSAI 1500
[ISA 500]

procedures so as to be able to

2.4.3 Relevance of audit evidence

perform  audit | ; 4 4 Reliability of audit evidence

2.4.5 Corroboration or triangulation of audit evidence
2.4.6 Sources of audit evidence

obtain sufficient, relevant and | %47 Types of audit evidence

2.4.8 Audit procedures to obtain audit evidence

reliable audit evidence. 2.4.9 Access to audit evidence

2.4.10 Confidentiality of audit evidence

2.4.11 Documentation of audit evidence

2.4.1 What is audit evidence?

Information needed to arrive at
conclusions

Exercise professional judgment
and scepticism

13 See Assurance Model, chapter 2.3.8.

Audit evidence is all of the information used by the auditor to arrive at audit
conclusions and, where required, an audit opinion. Auditors typically do not
examine all the information available. This would be impractical,
prohibitively costly and unnecessary, as conclusions and opinions can
generally be reached by using sampling and other means of selecting items
for testing. Furthermore, the audit evidence available is usually persuasive
(i.e. pointing the auditor in a particular direction) rather than conclusive (i.e.
giving a definitive answer).

The audit should be planned and performed so that the audit evidence
acquired is sufficient, relevant and reliable for supporting the conclusions
and, where required, an audit opinion. Sufficiency, relevance and reliability
are interrelated, and apply to audit evidence from tests of controls and
substantive procedures. When evaluating audit evidence for these qualities,
the auditor uses professional judgment and exercises professional
scepticism. The higher the auditor's assessment of risk, the more sufficient,
reliable and relevant is the audit evidence which the auditor should obtain

from substantive procedures.
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Figure 4: Relationship between audit risk components and audit evidence required

High

More evidence
required

Inherent or
control risks

Less evidence
required

Low -
Detection risk High

There is an inverse relationship between detection risk and the combined level of inherent and control risks. For example, when
inherent and control risks are high, acceptable levels of detection risks need to be low to reduce audit risk to an acceptably low
level. On the other hand, when inherent and control risks are low, an auditor can accept higher detection risk and still reduce

audit risk to an acceptably low level.

2.4.2 Sufficiency of audit evidence

Sufficiency relates to the quantity of audit evidence - auditors should
collect enough evidence to enable them to substantiate their conclusions in
relation to the audit objectives.

There is no formula to express in absolute terms how much evidence there

Quantity influenced by risk and
quality must be for it to be considered sufficient. However, the quantity needed is
affected by the degree of risk and the quality of such audit evidence - the

higher the quality, the less evidence may be required.

2.4.3 Relevance of audit evidence

Helps reach a conclusion :sjzz;isg Relevance deals with the logical connection with, or bearing upon, the
purpose of the audit procedure. For evidence to be relevant, it should help
to answer the individual audit objective or assertion. Relevance also
requires the evidence to apply to the period under review - the total

evidence must be representative of the entire period being audited.

2.4 .4 Reliability of audit evidence

Reliability depends on source and Evidence is reliable if it fulfils the necessary requirements for credibility.
type
The reliability of audit evidence is affected by its source - whether internal
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or external to the audited entity - and type - whether physical, documentary,
oral or analytical - and is dependent on the circumstances under which it is
obtained. While recognising that exceptions may exist, the following useful

generalisations state that audit evidence is more reliable when it is:

e obtained from independent sources outside the entity (e.g. confirmation

received from a third party), as opposed to being generated internally;
e subject to effective related controls if internally generated;

e obtained directly by the auditor (e.g. observation of the application of a
control) rather than indirectly (e.g. enquiry about the application of a

control);

e in documentary form, whether paper, electronic, or another medium,

rather than verbal statements;

e provided by original documents rather than photocopies or faxes.

2.4.5 Corroboration or triangulation of audit evidence

Greater confidence

Audit evidence is more persuasive and provides a higher degree of

confidence when items of evidence from different sources or of a different

nature are consistent with one another. This is known as corroboration or

triangulation. In addition, obtaining audit evidence from different sources or

of a different nature may indicate that an individual item of audit evidence is
not reliable. Conversely, when audit evidence obtained from one source is

inconsistent with that obtained from another, the auditor should determine

what additional audit procedures are necessary to resolve the inconsistency

and thus allow the information to be used as audit evidence.

2.4.6 Sources of audit evidence

Audit evidence may be obtained from within or outside the entity, or be
produced directly by the auditor. Different sources should be employed

when collecting evidence so as to ensure it is corroborated.
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2.4.9 Access to audit evidence

The TFEU™ states that: "The other institutions of the Union, any bodies,
offices or agencies managing revenue or expenditure on behalf of the
Union, any natural or legal person in receipt of payments from the budget,
Legal bass for access and the national audit bodies or, if these do not have the necessary
powers, the competent national departments, shall forward to the Court of
Auditors, at its request, any document or information necessary to carry out
its task". It is a matter for the Court of Auditors to determine what

documents or information it deems necessary in this regard.

Given this legal requirement, it is only in very rare cases that the required

documents or information may not be made accessible for audit purposes.

2.4.10 Confidentiality of audit evidence

Special attention should be paid to confidential documents. If documents
produced by management are classified as confidential, the auditor or
his/her superior at the appropriate level will discuss how this confidential
information might best be used.

Information and documentation relating to cases of discovered or

suspected frauds should be handled with particular care.

2.4.11 Documentation of audit evidence

Auditors should adequately document the audit evidence in working
papers in the Court's electronic audit support system and in hard copy
where necessary. Such evidence includes the work performed, findings and
conclusions, and the rationale for major decisions. Information that is not

pertinent to work done or conclusions reached should not be included.

14 Article 287(3) of the Treaty on the Functioning of the European Union.
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2.5 DESIGNING AUDIT PROCEDURES

The objective of the auditor is to
obtain sufficient appropriate
ISSAI 1330 audit evidence about assessed
[ISA 330] risks through designing and
implementing appropriate

responses to those risks.

251 Elements to consider when designing audit
procedures

2.5.2 Contents of an audit procedure
2.5.3 How to design audit procedures

2.5.4 Designing tests of controls - nature, timing and
extent

2.5.5 Designing substantive procedures - nature, timing
and extent

2.5.6 Audit sampling and other means of selecting
items for testing

2.5.1 Elements to consider when designing audit procedures

Materiality and risk Audit procedures, which aim to obtain the required assurance in the most

cost-effective way, are designed on the basis of the knowledge acquired by

the auditor and should take into account important aspects, such as

materiality and risk, as shown in the following figure:
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Figure 5: Detailed audit process
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\_ J
Related assertions Risk assessment Existing key controls
( Reli i 1 )
Substantive procedures Audit approach eliance on Interna
controls
- J
( Rk N
Materiality EVldenc.e Confidence level
to obtain
- J
( N
Design audit procedures
Nature Timing Extent
- J
( Perf d )
. . it
Substantive testing eriorm auct Test of controls
procedures
- J
Audit Conclusions
Assertions level Evaluation of results Overall level
Why audit procedures? Audit procedures are designed by the auditor, based on the assessed risk,

in order to:

(i) carry out an appropriate audit test, at the right time and covering the right

period;
(ii) obtain sufficient, relevant and reliable audit evidence; and

(iiif) reach the appropriate confidence level to support audit conclusions.

2.5.2 Contents of an audit procedure

An audit procedure should include the following elements:
1. the audit objective(s) of the procedure and/or audit test(s);
2. the output expected from the procedure;

3. the assertion, rule, regulation, or requirement to be addressed;
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4. the assessed risk;
5. the related key control(s);

6. the audit step(s): evidence to obtain, work to perform, type of
procedure to use (enquiry, re-performance, etc), documents to obtain,
staff to interview, etc.;

7. the audit conclusion on the test’s objective(s) or, in the event of a
negative conclusion, further possible testing or impact on the audit
approach and related audit procedures.

2.5.3 How to design audit procedures

Audit approach and assurance

Nature, timing and extent of audit
procedures

Cost-effective procedures

(i) The audit approach

Always perform some substantive
procedures

When designing audit procedures, the auditor should determine:

(i) What evidence is needed (the audit approach)
(ii) The level of assurance to be derived from audit procedures

(ii) How and where to obtain the required evidence (nature of audit

procedures)
(iv) When to obtain the required evidence (timing of audit procedures)
(v) How much testing is needed to obtain evidence (extent of audit procedures)

(vi) How to design economic, efficient and effective audit procedures

The audit approach may consist of:

e a reliance or systems-based approach: Tests of controls are
undertaken in those instances where the preliminary assessment
has indicated that controls are excellent or good, supported by

substantive procedures; or

e a substantive approach. Substantive procedures are employed
where the preliminary assessment shows controls to be poor, or
where testing shows that the controls have not operated
continuously and effectively during the period being audited, or
where controls (even if deemed to be good or excellent) are not

tested (whether due to lack of resources, expertise, etc.)

Materiality, together with the auditor's assessment of inherent risks and
his/her preliminary assessment of internal controls, provide the basis for
the appropriate audit approach. The combined assessment of inherent risk
(high or not high) and evaluation of internal control (excellent, good or poor)
helps to determine the nature and extent of the audit procedures to be
designed and performed (see also the Assurance model, chapter 2.3.8). In
practice, the Court relies primarily on its direct testing of transactions.

Irrespective of the audit approach selected, the auditor should design and
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The nature of audit procedures refers to:

o their purpose: tests of controls or substantive procedures (including
tests of details and analytical procedures);

o their type, i.e. analytical procedures, inspection, observation; enquiry

(including confirmation), computation, and re-performance.

The auditor selects the audit procedure that is most appropriate in order to
reduce the assessed audit risk to an acceptably low level. The auditor
should exercise his professional judgment to select the procedures, by
considering the objectives of the test (i.e. the assertions to cover - see
chapter 1.8), the nature of the population, the assessed risk and the level of
reliance on internal controls.

Timing refers to time at which the audit procedures are performed or the
period or date to which the audit evidence applies. When considering the
timing of audit procedures, the auditor also considers the following
elements:

» the relevant internal controls in place;
» the time at which relevant information is available;
» the nature of the risk (e.g. cut-off);

» specific times where the risk is increased, e.g. peaks of activity,

absence of or changes in key personnel, system updates, etc.

The auditor may perform tests of control or substantive procedures at a
certain date or period (interim date) or at period end. Certain audit
procedures can be performed only at or after period end, e.g. agreeing the
financial statements to the accounting records for reliability audits. The
higher the risk, the more effective it is to perform substantive procedures
nearer to, or at, period end rather than at an earlier date.

Performing audit procedures before period end may help to identify
significant matters at an early stage of the audit, and consequently resolve
them with the assistance of management or develop an effective audit
approach to address them. If the auditor performs tests of controls or
substantive procedures prior to period end, (s)he should obtain additional

evidence for the remaining period.

The auditor decides on the extent of an audit procedure, i.e. the quantity to
test, based on:

o the materiality level and assessed risk;

o the degree of assurance the auditor plans to obtain;
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o the most appropriate sampling technique for the audit procedure;

o the use of Computer-Assisted Audit Techniques (CAATs), which may

enable more extensive testing of electronic transactions and account files.

The auditor usually increases the extent of an audit procedure as the risk of
material misstatement or non-compliance increases. Minimum sample
sizes for 2% materiality and 95% assurance are set out in the assurance

model in chapter 2.3.8.

(vi) Designing effILcri::;dauur:: The auditor ensures that there is a clear link between the risk assessment,
the evaluation of internal control, and the nature, timing and extent of audit
procedures. Audit procedures, which should be derived from the audit
approach and thus be consistent with it, reflect the decision taken by the
auditor as to whether or not to rely on internal controls and the extent of

substantive procedures.

The auditor should design mutually exclusive and collectively exhaustive
audit steps and audit procedures. The audit steps within an audit procedure
must be mutually exclusive, meaning that the objectives are different from
one another and do not overlap. At the same time, the full range of relevant
objectives for the audited area must together be comprehensive in order to
gather the evidence needed and cover the related assertion. In this sense,

they are collectively exhaustive.

Lastly, audit procedures should be specific. In order to maximise
efficiency, the auditor can coordinate similar audit procedures. For audit
procedures that involve sampling, the auditor can perform numerous tests
on the same sample (multipurpose testing), including testing controls, e.g.

the auditor can test the amount and test the controls for that area/account.

All auditors performing audit procedures should understand how each
individual section links to the overall audit approach and contributes to the
overall audit assurance to be reached for the audit.

2.5.4 Designing tests of controls - nature, timing and extent

If placing reliance on controls If the plan is to rely on controls to reduce the extent of substantive
procedures, the objective of tests of controls is to evaluate whether the key
controls, or relevant compensating controls, operated effectively and
continuously during the period under review. The auditor obtains an

understanding of internal control, assesses and responds to control risk by
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Figure 7: Tests of controls
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and

Incr

should test those

ease

15 In the EU context internal control comprises also the supervisory and control systems of the Member States in order to cover the delegation

risk.
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If not placing reliance on controls Even if in the planning phase it is decided not to rely on controls (audit
objective), the auditor should still examine the design of key controls so as
to identify and report on weaknesses and propose recommendations for

improvement.

(i) Nature of Tests of Controls The nature of a particular control influences the type of audit procedure
required to obtain audit evidence about whether the control was operating
effectively at relevant times during the period under audit. There are two
levels of controls: high-level controls, such as monitoring controls, and low-
level controls, such as authorisation controls, operational controls, physical
controls, etc. These can be manual, semi-automated or fully automated.
Reliance should be placed on the highest-level control possible. Tests of

controls can be divided into three main categories, as follows.

Table 8: Categories of Tests of Controls

Main Categories of Tests of Controls

Key controls are part of transactions processing, often manual or semi-
automated, and may include:

Tests of key controls over
individual transactions
processed by a system

» evidence of authorisation of a selected transaction;
» evidence of review by another official, e.g. correct computation;

» evidence of check of compliance with budgetary rules, etc.

Application controls are built into the auditee’s systems and are applied to
individual transactions or to batches of similar transactions. The auditor should

Tests of automated have a good understanding of the auditee’s IT environment. The key application

application controls controls are tested since they play a key role in the generation of key reports and
the protection of electronic data, and have a significant impact on the financial
statements.

Additional audit evidence may be obtained by testing monitoring controls, which
focus on internal control system outputs and are performed on a regular basis.
These detection controls are performed after transaction processing and provide
management with assurance that a group or class of transactions has been
processed completely, accurately and in accordance with the rules. Examples
Tests of management and | include:

monitoring controls
» top level reviews by senior management;

» review of internal reconciliations/reconciliations with external data;

» review of management information systems.
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The timing of tests of controls depends on the auditor's objective and
determines the period of reliance on those controls. The timing of tests
refers both to the period to cover (at a particular time or throughout a
period) and to the time when the auditor will perform the test (interim period
or period end) or not (reliance obtained in prior audits). For significant risks,
the auditor should test the controls in the current period. If substantially
different controls were used at different times during the period under audit,

the auditor should consider each one separately.
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Table 9: Timing of Tests of Controls

Tests of Controls carried

out:

Evidence to obtain

at a point in time

the auditor only obtains audit evidence that the controls operated effectively at that time.

throughout the period

the auditor obtains audit evidence that the control operated effectively at relevant times.

during an interim period

additional audit evidence should be obtained for the remaining period about the nature

and extent of any significant changes in internal control, e.g. changes in IT or processes.

in prior audits

the auditor should obtain audit evidence whether changes in those specific controls have
occurred after the prior audit through enquiry, in combination with observation or

inspection.

in prior audits - controls over

significant risks

the auditor may not rely on evidence obtained in prior audits for controls that mitigate a

significant risk: those controls should be tested in the current period.

in a prior audit, if controls

changed since last tested

the operating effectiveness of such controls should be tested in the current audit.

Changes may mean there is no basis for continued reliance.

in a prior audit, if controls

unchanged since last tested

the auditor should test the operating effectiveness of such controls at least once every

third audit, but avoid testing all controls in one audit period with no testing in the others.

(i) Extent of Tests of Controls The auditor designs tests of controls to obtain sufficient, relevant and

reliable audit evidence that they operated effectively throughout the period
of reliance. The more (s)he relies on the operating effectiveness of controls
in the risk assessment, the greater the extent of tests of controls.

The auditor may consider the following when determining the extent of tests
of controls:

« the frequency of the performance of the control by the entity during the period;

« the length of time during the audit period that the auditor is relying on the control;
« the relevance and reliability of the audit evidence of the control's effectiveness;

« the extent of audit evidence from tests of other controls related to the assertion;

« the extent of planned reliance on the control (reducing substantive procedures);

« the expected deviation from the control, an increase in which leads to increased
testing of the control: if deviation is expected to be too high, tests of control may

not be effective.

In cases where the auditor decides to increase the extent of the audit
procedure, the extent of tests of automated controls does not necessarily

need to be increased, because of the inherent consistency of IT
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processing. Once the auditor determines that an automated control is
functioning as intended, (s)he will then consider performing tests to
establish whether the control still functions effectively.

When evaluating and testing controls, the auditor should carefully consider
the inherent limitations of internal controls, as described in chapter 2.3.3, as
well as the cost-effectiveness of testing controls. The weakly persuasive
and negative nature of evidence is a general problem affecting tests of
De;:iii?:t:oosfitic\?: er.'dset,',’f; controls. However, tests of controls can be devised that provide positive
evidence that a control is operating as expected, e.g. lists of transactions
that were rejected as a result of the key controls, along with the record of
the correction and reprocessing of the transactions concerned or periodic

reconciliation of bank records to accounting data.

2.5.5 Designing substantive procedures - nature, timing and extent

The auditor designs substantive procedures to be responsive to the related
risk assessment (e.g. risk of material misstatement or non-compliance).
The level of assurance to be obtained from substantive procedures
depends both on the risk assessment and on the level of reliance on
internal controls. However, irrespective of the assessed risk and level of
reliance on internal controls, the auditor should design and perform
substantive procedures for each material item. This is because risk
assessment is judgmental and the auditor may not have identified all risks,
and there are inherent limitations to internal controls, as previously
described.

When the auditor determines that an assessed risk at the assertion level is
a significant risk, (s)he should perform substantive procedures specifically
responsive to that risk. When the approach to a significant risk consists

only of substantive procedures, these should include tests of detail.

(i) Nature of ;::iglt:\éz There are two categories of substantive procedures: substantive analytical
procedures and tests of details. Substantive analytical procedures are
generally more applicable to large volumes of transactions that tend to be
predictable over time. Tests of details are ordinarily more appropriate to
obtain audit evidence for certain assertions, including existence, eligibility
and valuation. Depending on the audit evidence to be obtained, the auditor
may decide to use a combination of tests of details and analytical

procedures.
Substantive analytical procedures are discussed in chapter 3.4.

(ii) Timing of substantive Substantive procedures may be performed either at an interim date or at
procedures
period end. When substantive procedures are performed at an interim date,
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the auditor should perform appropriate substantive procedures, combined
with tests of controls unless the auditor deems it unnecessary, in order to
cover the remaining period and reduce the risk that deviations at period end
are not detected. If deviations are detected at an interim date, the auditor
should modify the risk assessment and consequently the nature, timing

and extent of substantive procedures covering the remaining period.

(iii) Extent of substantive The extent of substantive procedures refers to the choice of the nature and
procedures size of the sample in order to address all the significant risks in all the

relevant audit assertions. The extent of substantive testing is determined

when building the audit approach (see chapter 2.5.3 (i) above). Depending

on the materiality level and the combined assessment of inherent risk and

control risk, the extent of substantive procedures will be either minimum,

standard or focused (with reliance based only broadly on substantive tests).

In cases where the auditor has decided not to rely on internal controls,
when performing substantive procedures (s)he cannot assume that the
controls relating to the item are operating effectively or that the data are
reliable. Unreliable or untested internal controls should require the auditor
to check the reliability of the data processed and adjust the extent of
substantive testing accordingly.

2.5.6 Audit sampling and other means of selecting items for testing

When deciding which items to test, there are three main methods available
to the auditor: (i) selecting all items (100% examination); (ii) selecting
specific items; and (iii) audit sampling. The choice of method is a matter for
the auditor's professional judgment, based on risk assessment, materiality,
audit efficiency and cost, but the method chosen should be effective in
meeting the purpose of the audit procedure. The three methods are
described below.

i) Selecting all items Selecting all items is appropriate when the number of items is small but of
high value, when the risk is high, or when computer-assisted audit
techniques (CAATs) allow all items to be tested efficiently. It is more
common for substantive testing (tests of details) rather than tests of

controls.

(ii) Selecting specific items The auditor selects certain items from a population because of specific
characteristics they possess. These are typically high-value or high-risk items

(e.g. relatively high or low amounts, negative value items, etc.) or items that

(ifi) Audit sampling represent a large proportion of the area under review. It is useful for tests of
controls and substantive testing, and also to gain an understanding of the

entity or to confirm the auditor's risk assessment. While an efficient means of
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Multi-stage sampling: One form of multi-stage sampling is Cluster
sampling. This is generally used where transactions are processed or
records held at a number of locations, so that a sample cannot be extracted
from across the whole population. In most cases, the locations are too
numerous for them all to be visited. Therefore, the auditor first determines
the number of locations to be visited, and secondly the number of items to
test at those locations. This method can be used together with all sample

selection methods.

2.6 DRAWING UP THE AUDIT PLANNING MEMORANDUM AND

AUDIT PROGRAMME

ISSAI 1300
[ISA 300]

The objective of the auditor is to:

in

establish the overall audit strategy
(known at the Court as the Audit
Planning Memorandum or APM) and

develop an audit plan (known at the
Court as the Audit Programme)

order to reduce audit risk to an

acceptably low level.

2.6.1 Audit Planning Memorandum (APM)

2.6.1 Audit Planning Memorandum (APM)
2.6.2 Audit Programme

2.6.3 Changes to planning decisions during the
audit

2.6.4 Documentation

The auditor establishes the overall audit strategy in the APM, which sets
out the scope, timing and direction of the audit and guides the development

of the more detailed audit programme. The APM should include the

following:

introduction e a short introduction;

audit field
audit where

relevant (accounts being covered by audit,

e a description of the audit field, including the regulatory framework for the

areas of

expenditure or revenue being covered by audit, monetary amounts

involved, management and payment arrangements, and legal basis), and

recent significant changes and developments that may affect the audit;

o the audit objectives (the reliability of accounts and main assertions to be

audit objectives

addressed; for compliance audits, the objectives depend on the type of

audit to be conducted);

e the audit scope (accounting periods to be covered and locations to be

audit scope

visited; the same for compliance audits, plus control systems to be tested
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materiality

risks

audit approach

organisation

quality control arrangements

Approval prior to audit work

2.6.2 Audit Programme

Sets out nature, timing and extent
of planned audit procedures
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and sample to be audited);

¢ identification of materiality;

e a preliminary assessment of risks (e.g. changes in the accounting or

internal control systems and evaluation of inherent and control risk);

o the audit approach, including the audit procedures to be carried out in
order to provide the necessary audit evidence. This identifies the extent of
planned reliance on control systems and the extent of substantive

procedures;

e organisation of audit work: resources (including recourse to the work of
other auditors and experts), timetable (including the reporting objectives of

the audit), budget and documentation in the Court's electronic audit support

system; and

e quality control arrangements for the direction, supervision and review of
the audit.

For DAS audits, the APM should be approved by the Chamber and
adopted by the CEAD Chamber; for non-DAS audits, the APM should be
adopted by the Chamber prior to the start of the audit.

The audit programme, or audit plan, is a set of instructions to the audit
team that lays out in detail the nature, timing and extent of the audit
procedures which the auditors are to adopt. It also states the audit
objectives and indicates the sample sizes and basis of selection. The
results of the audit work done and the conclusions drawn therefrom should

also be shown.

The relevant standard audit programmes for reliability of accounts audits
are available in the library of the Court's electronic audit support system.
Audit units can adapt the audit programmes, including those for the

Agencies to their specific needs.

As regards legality and regularity audits, standard audit programmes are
prepared by the audit units to meet the specific characteristics of the area
(e.g. policy area) and are made available in the Court’s electronic audit
support system library. The audit programmes are then approved by the
Unit responsible for DAS coordination, which should also approve any

changes made.
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2.6.3 Changes to planning decisions during the audit

Change plan as necessary The APM and audit programme should be updated and changed as
necessary during the course of the audit, whether due to unexpected
events, changes in conditions or audit evidence obtained. This may have
an impact on the planned nature, extent and timing of planned audit

procedures. Changes should be approved by the Chamber.

2.6.4 Documentation

Document planning and changes The APM and audit programme should be documented in the Court's
electronic audit support system, including significant changes made during
the course of the audit and the reasons for such changes. Documentation
of the audit programme serves as a record of the proper planning and

performance of the audit procedures, which can be reviewed and approved.
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3.1 EXAMINATION OVERVIEW

The audit examination phase consists of carrying out the audit procedures

as planned, modified as necessary during the course of the audit, and

evaluating the results thereof, as shown in the shaded areas in Figure 9

below.

Figure 9: Overview of audit examination process
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revised;

e controls are unreliable, i.e. they have not operated as expected and/or
they have not operated continuously during the period under review and/or
they could not be tested. In such cases, a system-based approach cannot
be applied and audit assurance should be obtained from substantive

procedures. If necessary, the preliminary assessment of internal controls

and the level of control risk should be revised.

Assessment of the performance of the supervisory and control systems

must be corroborated by substantive testing.

3.3.4. Substantive tests of details - nature and cause of errors, and projecting and

evaluating results

Analysing and classifying errors

Errors found when performing tests of details should be accurately
recorded, especially when testing a statistical sample, so that the audit
results can be projected or extrapolated. The auditor should understand
the nature and cause of the errors found, in order to answer the following

questions:

e Whatis the cause of the error? How did it arise?
e Is it an anomaly, or could it have arisen systematically for similar

transactions or transactions processed at the same time?

The auditor should then classify the error by analysing whether the error:

e is quantifiable, i.e. it has a direct and measurable financial impact on the
amount of the item tested. The percentage error and the monetary value of
the quantifiable error are calculated in relation to the recorded value of the

transaction at the level concerned;

e is not quantifiable, i.e. the error is not related directly to the audited item,
or because its effect is not measurable, in which case the whole amount of
the item concerned is considered when determining the seriousness of the

error;

e is material by value (exceeding the materiality threshold), nature or
context, based on the above. The auditor then determines if the error is
“serious” (quantifiable error: equals or exceeds 2%; non quantifiable error:
concerns 10% or more of the item audited) or “limited” (quantifiable error:
between 0.5% and 2%; non quantifiable error: concerns between 2.5% and
10% of the item audited);

e is an anomaly or is systematic.
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e Errors identified during supplementary work outside the scope of
representative samples are to be considered as “known errors”. These
errors are only taken into account if they relate to transactions covered by
the audit scope (audit population). They are not projected to the entire
population, but are taken into consideration on the basis of the absolute

amounts.

For tests of details, the auditor should project all monetary errors found in
the sample to the population and consider the effect of the projected error
on the particular audit objective and on other areas of the audit. For non-
statistical samples, the auditor should make a judgment about the likely

misstatement or non-compliance in the population.

The auditor projects the total error for the population to obtain a broad view
of the scale of errors, and to compare this indicator of best estimate to the

materiality threshold (folerable error) set by the Court.

For tests of details (test procedures applied to selected individual items),
tolerable error is the tolerable misstatement or non-compliance, and will be
an amount less than the auditor's materiality threshold used for the
individual class of transactions or account balances being audited.

When a misstatement or compliance deviation is considered an anomaly, it
is considered not to be representative of misstatement or non-compliance
in the population. Therefore, it may be excluded from projection. However,
its effect, if uncorrected, still needs to be considered in addition to the

projection of the non-anomalous misstatements or compliance deviations.

Evaluating the results of tests of details requires professional judgment, as
the auditor should understand the nature and cause of the errors and
consider both the quantitative aspects, as obtained above, and the
qualitative aspects of misstatements or non-compliance in order to reach a

conclusion as to whether the population tested is fairly stated.

The projection and evaluation of the results of substantive tests of details
can be represented as follows (it should be understood that the projection

is an interval and not a figure):

FCAM - Part 1 - Section 3



EUR

| 84

General - Examination

[Back to Detailed table of contents]

Figure 10: Evaluation of the overall results of substantive tests of details
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Conclusions to be drawn:

Situation I: The upper error limit and the most likely error are less than the
materiality threshold. This is a clear result.

Situation Il: The upper error limit exceeds the materiality threshold but the
most likely error is lower than the materiality threshold. This is a result, for
which the auditor should consider:

- requesting the audited entity to investigate the deviations;
- carrying out further testing; and

- using alternative audit procedures to obtain additional assurance.

Situation Ill: The most likely error exceeds the materiality threshold error.
As the lower error limit is below the materiality threshold, the auditor
should consider:

- requesting the audited entity to investigate the deviations;
- carrying out further testing; and
- using alternative audit procedures to obtain additional assurance

The lower error limit (LEL) can be either below or above the sum of known
errors. Therefore, it is not shown in the diagram.

Situation IV (not shown in the diagram): The lower error limit and the most
likely error exceed the materiality threshold. This is a clear result requiring
no further consideration.

In practice, timing constraints mean that the Court is usually obliged to use
the third of these possibilities — alternative audit procedures providing
additional assurance — to obtain additional assurance.
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3.4 ANALYTICAL PROCEDURES

The objective of the auditor is to 3.4.1 Definition of analytical procedures
apply analytical procedures where | 3.4.2 Process for using analytical procedures
ISliﬁl 5125:0 appropriate to help in assessing risk, | 3.4.3 When to use analytical procedures
! ] providing audit evidence, and 3.4.4 Analytical procedures as substantive
arriving at an overall audit | procedures during the examination phase

conclusion. 3.4.5 Analytical procedures in the overall review at
the end of the audit

3.4.1 Definition of analytical procedures

Analytical procedures are audit procedures used to help conduct a more
economic, efficient and effective audit. They consist of studying plausible
relationships between both financial and non-financial data, whether within
the same period and entity and/or from different periods and entities.
Analytical procedures, which are used more for audits of reliability than

compliance, may be used to:

Analyse or predict e analyse relationships for consistency with each other and with the

auditor’'s knowledge of the organisation and its activities; or
e predict values which may be compared to actual values.

The term also includes the investigation of identified fluctuations and
relationships that are inconsistent with other information or deviate

significantly from predicted amounts.

in a strong control environment The auditor should bear in mind that analytical procedures are more
reliable in a strong control environment with effective internal controls and
good external data. However, such procedures require comprehensive and
up-to-date information concerning financial and other data, which may not

be the case in significant fields of EU activity.

Various methods may be used when performing analytical procedures.
These range from simple comparisons to complex analyses using
advanced statistical techniques, for which appropriate computer software
may be necessary. The auditor's choice of procedure is a matter of

professional judgment.

In general, analytical procedures provide a warning that something appears
to be wrong, rather than providing positive, persuasive evidence of what (if
anything) is wrong, and thus on their own do not normally provide sufficient,
relevant and reliable audit evidence.
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The use of analytical procedures involves acquiring information from

various sources in order to determine what is expected; comparing the

actual situation with that expectation; investigating the reasons for any

discrepancies arising; and evaluating the results, as follows:

Figure 11: Analytical review process
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3.4.3 When to use analytical procedures

Analytical procedures should be used at the following phases of the audit:

Table 13: Using analytical procedures at different phases of the audit

Audit phase Reasons for using analytical procedures

as risk assessment procedures, in order to identify areas of

Planning potential risk and help design further audit procedures (see
chapter 2.3.1)

as substantive procedures, when their use can be more

efficient than tests of details and can provide corroboration

Examination as part of the overall review at the end of the audit, to help
assess if external information is consistent with audit

findings

3.4.4 Analytical procedures as substantive procedures during the examination phase

In addition to performing tests of details, the auditor may also employ
substantive analytical procedures as part of his/her substantive procedures
in order to reduce risk to an acceptably low level. Substantive analytical
procedures are used to predict values, based on the expectation that
relationships among data exist and continue in the absence of known
conditions to the contrary. However, the risk of forming an incorrect
conclusion may be higher for substantive analytical procedures than for
tests of details because of the former's extensive use of the auditor's

Quality control vital judgment. Accordingly, quality control is of critical importance.

Predictive testing of this sort should only be undertaken on revenue or

expenditure streams that are themselves highly predictable and where

reliable data are readily available so that the predictions can be made, e.g.
Reliable data needed . . . . . .

interest paid/received on lending and borrowing operations, payments of

salaries and allowances to staff, etc.

While substantive analytical procedures will not normally on their own
provide sufficient, relevant and reliable substantive audit evidence, it may

be possible to use predictive testing as part of the overall substantive

Use as part of substantive testing

strategy testing strategy for material account balances and transaction streams. For

example, when, say, 60% of the transactions (by value) are high-value
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items, these might be tested in detail while a predictive test is used for the
remaining 40% of (low-value) transactions. Or, when a small proportion, by
value, of transactions is processed at a geographical location which it is not
possible or efficient to visit, predictive testing may be used for that location.

Examples of the use of predicted versus actual values:

e the study of changes in an account balance over prior periods leading to a

prediction for the current period (e.g. regular payment of a loan over x years);

e computations that give a prediction of a given value, e.g. using farm data to

predict per hectare payments per farmer.

3.4.5 Analytical procedures in the overall review at the end of the audit

The auditor should apply analytical procedures at or near the end of the
audit when forming an overall conclusion. The conclusions drawn from the
results of such analytical procedures are intended to corroborate
Corroborate conclusions i . . C L
conclusions formed during the audit of individual components and assist in

arriving at the overall conclusion and, if required, an opinion.

Analytical procedures used at the overall review stage can be the same as
those used during the planning phase and hence can be compared against

each other. The review may indicate that additional evidence is required.

FCAM - Part 1 - Section 3



3.5 WRITTEN REPRESENTATIONS

ISSAI 1580
[ISA 580]

The objective of the auditor is to corroborate,
by means of written representations:

(a) that management or, where appropriate,
those charged with governance believe that
they have fulfilled their responsibility for the
preparation of the financial statements and for
the completeness of the information provided
to the auditor; and

(b) other audit evidence relevant to the
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3.5.1 Introduction

3.5.2 Written acknowledgement by
management of its responsibilities

3.5.3 Specific written representations
on material matters

3.5.4 Evaluating the reliability of
written representations

financial statements or specific assertions.

Further, the objective is c¢) to respond
appropriately
provided or not provided.

written representations

3.5.1 Introduction

Management responsibilities

Particular assertions

Sufficient appropriate audit
evidence still required

While management and other entity personnel make many statements, or
representations, during the course of an audit, whether unsolicited or in
response to specific inquiries, the following representations are of particular

interest to the auditor:
(i) written acknowledgement by management of its responsibilities;

(i) specific written representations of particular assertions, whether from
management, those charged with governance or employees with

specialised knowledge.

Such representations do not negate the auditor's responsibility to obtain
sufficient appropriate audit evidence in support of the audit conclusion and,
if required, an audit opinion. The auditor should seek corroborative
evidence from inside and outside the entity, and evaluate whether the
written representations appear reasonable and consistent with other audit
evidence obtained, including other representations. Representations that
are to be used as audit evidence should be confirmed in writing and

signed.
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3.5.2 Written acknowledgement by management of its responsibilities

Fair presentation of
accounts/compliance

Internal control

All relevant information made
available

Representations by management of its responsibilities provide necessary
audit evidence about the validity of the premises concerning management's
responsibilities, on which basis an audit is conducted. The auditor should

obtain audit evidence that management:

(i) acknowledges its responsibility for the fair presentation of the accounts
(reliability audits) or for compliance with applicable laws and regulations

(compliance audits);

(i) acknowledges its responsibility for the design, implementation and
maintenance of internal control to prevent or detect and correct material
misstatement or non-compliance, and states whether it believes the internal

control is adequate for that purpose;

(iii) believes all information relevant to the audit has been made available to
the auditor.

Examples are (i) the representation letter for the European Union's annual
accounts, signed by the Accounting Officer; (ii) the Annual Activity Report
and declaration by each Director-General; and (iii) the Commission's
Synthesis Report.

3.5.3 Specific written representations on material matters

To corroborate other evidence

A specific written representation may be necessary to corroborate other
audit evidence, particularly where judgment, intent or completeness is
involved. The auditor should determine whether specific written

representations for specific assertions are necessary.

3.5.4 Evaluating the reliability of written representations

Consider impact if:

- inconsistency with other evidence

- doubts about management's
integrity

If the written representation is inconsistent with other audit evidence, the
auditor should determine the reasons for the inconsistency and, if
unconvinced, reconsider the reliability of any other written representations
that may have been obtained and take appropriate action (e.g. revise the

risk assessment and audit procedures).

Where the auditor has doubts with respect to management's commitment
to competence, communication and enforcement of integrity and ethical

values, or diligence, the auditor should assess the effect on the reliability
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of written representations.

When relevant parties do not provide the general representations regarding
management's responsibilities or any specific representations requested,
the auditor should determine the reasons; discuss with management;
reconsider the assessment of the integrity of those involved; and take
appropriate action, including determining the effects on the auditor's report.

If (s)he deems the written representations regarding management's
responsibilities not to be reliable, the auditor should consider the effect on

the auditor's report.

The auditor shall disclaim an opinion on the financial statements if:

(a) the auditor concludes that there is sufficient doubt about the integrity of
management such that the written representations are not reliable; or

(b) management does not provide the written representations

3.6 USING THE WORK OF OTHERS

ISSAI 1600
[ISA 600]
ISSAI 1610
[ISA 610]
ISSAI 1620
[ISA 620]

Using the work of another auditor
Using the work of an internal auditor

Using the work of an auditor’s expert

3.6.1 Introduction
3.6.2 Using the work of another auditor
3.6.3 Considering the internal audit function

3.6.4 Using the work of an auditor's expert

3.6.1 Introduction

Planning

Examination

- audit evidence

The auditor may use the work of another auditor, internal audit (including
the Internal Audit Capabilities and the Internal Audit Service), or an
auditor's expert during the planning and examination phases of the audit,

as follows:

(i) at the planning phase, reports prepared by others can provide
information that warns the auditor of potential weaknesses in systems of
control or of a history of serious errors that have arisen in the audit field.
The auditor should consider the independence, objectivity and
competence of such parties; whether their objectives and methods coincide
with those of the audit; and whether their conclusions were based upon

sufficient appropriate evidence;

(i) during the examination phase, the work of others can be used to provide
a part of the audit evidence deemed necessary to achieve the audit
objectives, thus reducing the amount of work undertaken by the Court. The
overriding principle is that, if intending to rely on the work of others, the

auditor should ensure that such work provides sufficient, appropriate and
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3.6.4 Using the work of an auditor's expert

The objectives of the auditor are:

'222' ; gg]o (i) to determine whether to use the work of an auditor’'s expert; and
(ii) if so, to determine whether that work is adequate for the purposes of the audit.
Reasons for using auditor’s Auditor's experts are used in order to make available to the audit team the

experts
technical knowledge or skills required to achieve the audit objectives.

The selection of experts and the procedure for awarding them contracts is

subject both to the usual rules governing the proper use and sound

Conditions for appointing and

: financial management of Union funds and to the availability of those funds.
using experts

The Director of Audit Support, Quality and Development is the authorising
officer for the budget line concerned and sectors should liaise with this

Directorate as soon as the need to employ an expert has been identified.

If technical expertise is required that is not available within the audit team or

Planning the use of an auditor's

expert the Court, the auditor should determine whether to engage an auditor's

expert, and:

o evaluate whether the expert has the necessary capabilities, competence
and objectivity (including no conflicts of interest) for purposes of the audit;

e understand the expert's area of expertise sufficiently to determine the
nature, scope and objectives of work to be performed, and to evaluate its

adequacy;

e agree, in writing, the nature, scope and objectives of the work to be
performed, the roles of expert and auditor, and the communication between

both parties, including any report.
It is emphasised that procurement rules should be followed.

Evaluating the adequacy of the The auditor should evaluate the adequacy of the expert's work for audit
expert's work

purposes, including:
e the relevance and reasonableness of the expert's findings, and whether
they are consistent with other audit evidence;

o if significant to the auditor's use of the expert's work, the relevance and
reasonableness of assumptions and methods, and the completeness,
relevance and accuracy of source data.

If the auditor deems the expert's work to be inadequate, the auditor should

agree on further work to be performed, or perform other audit procedures
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that are appropriate.

References to the auditor's expert The report that is issued as a result of an audit task on which an expert is

in the auditor's report
employed remains a report of the Court. The role of the expert is typically to

assist the audit team, which remains responsible for forming and putting an
audit opinion to the Court. Thus, when issuing an unmodified ("clean") audit
opinion, the auditor should not refer to the expert's work. However, if
reference to the work of an auditor's expert is relevant to understanding a
modification to the auditor's opinion, the auditor's report should indicate
that such reference does not diminish the auditor's responsibility for that

opinion.

Confidentiality Experts employed by the Court are bound by requirements of
confidentiality. Auditors who are working with experts should make
themselves familiar with these requirements (as laid down in the Staff
Regulations and in Court decisions) and be prepared to advise experts
accordingly. In addition, it is the responsibility of the CEAD-A Directorate to
ensure that appropriate confidentiality clauses are systematically included
in experts’ contracts of employment.

3.7 OTHER AUDIT PROCEDURES

3.7.1 Related parties

This chapter discusses related party requirements, which are of relevance
to both financial and compliance audits. The reliability and compliance parts
discuss subsequent events, in the differing contexts of financial and
compliance audit. The reliability part also deals with accounting estimates

and external confirmations.

3.7.1 Related parties

ISSAI 1550
[ISA 550]

The objective of the auditor is to perform audit procedures designed to obtain
sufficient, relevant and reliable audit evidence regarding the identification and
disclosure by management of related parties and the effect of material related-party
transactions.

Related-party requirements in the financial reporting framework

EU accounting rule To promote accountability and transparency, the European Union (EU), as
the controlling and reporting entity, requires the disclosure of (i) the
existence of related parties in all cases where control exists, irrespective of
whether there have been transactions between the related parties, and (ii)

information about transactions between the EU and its related parties in
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certain circumstances'®. Such disclosure includes, other than for normal

arm’s-length transactions:

o the nature of the related-party relationships;
o the types of transactions that have occurred; and

e a description of the transactions, e.g. class of transactions, volume,
terms and conditions, and amounts.

Examples of situations where related-party transactions may lead to

disclosures include:

e purchases or transfers/sales of property and other assets;
¢ leasing arrangements;

o transfer of research and development;

o license agreements;

o finance (including loans, capital contributions, grants); and

e guarantees and collateral.

In its annual accounts, the European Union includes a Note to the accounts
on related parties, which concerns the remuneration and financial

entitlements of key management staff at the European Commission.

Related party - a party is related to an entity if it fulfils the following criteria
in terms of the substance of the relationship, and not merely the legal form:

(a) directly, or indirectly through one or more intermediaries, the party:

¢ has the ability to control, or is controlled by, or is under common control
with the entity, control being the power to govern the financial and operating
policies so as to benefit from its activities, e.g. institutions controlled by the
EU; or

e exercises significant influence over the entity in making financial and
operating decisions, i.e. the power to participate in the financial and

operating policy decisions of an entity, but not to control those policies;

(b) the party is an associate of the entity - the entity has significant
influence and the party is neither controlled by nor a joint venture of the

entity.

Related-party transactions comprise a transfer of resources or obligations

between related parties, regardless of whether a price is charged. Related-
party transactions exclude transactions with another entity that is a related
party solely because of its economic dependence on the reporting entity or
the government of which it forms part. Many related-party transactions are

FCAM - Part 1 - Section 3




| 100

General - Examination
[Back to Detailed table of contents]
in the normal course of business and carry no higher risk than transactions

with unrelated parties.

Management responsibilities Management is responsible for the identification and disclosure of related
parties and transactions with such parties, including implementing internal
control to ensure that such transactions are appropriately identified in the

information system and disclosed.

Auditor's responsibilities The auditor has a responsibility to perform procedures to identify, assess
and respond to the risks of material misstatement or non-compliance
arising from the entity’s failure appropriately to account for or disclose

related-party relationships, transactions or balances.

The auditor needs to be aware of related parties and transactions between

such parties because:

o they may require disclosure in the financial statements;

e greater reliance may generally be placed on evidence from unrelated
third parties;

¢ such relationships may expose an entity to risks not existing otherwise;
e such transactions may be motivated by reasons such as potential fraud.

Considerations when pegtérranljizis: In responding to the assessed risks, the auditor undertakes appropriate
audit procedures to address the risk of third-party relationships and
transactions. If significant transactions outside the normal course of
business are uncovered during the audit, the auditor should obtain an
understanding of whether they involve third parties, and obtain evidence

that such transactions have been approved. Examples include transactions:

e having abnormal terms of trade or lacking an apparent logical business

reason;
¢ where substance differs from form;

¢ which are processed in an unusual manner or unrecorded;

e which are of high volume or value with certain customers or suppliers.

Furthermore, the auditor should be alert for information indicating the
existence of potential related parties and transactions not identified by
management, including reviewing bank and legal confirmations and
minutes of meetings of those charged with governance. In such instances,
the auditor asks management to identify transactions with the newly-
identified related parties, enquire as to why the controls did not identify or

disclose these, and perform further audit procedures.

Disclosure of related-party As the EU financial reporting framework requires disclosure of the
relationships and transactions ) ) ) ) )
existence of related parties where control exists, the auditor should obtain

sufficient, relevant and reliable audit evidence as to whether the identified
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related-party transactions have been properly recorded and disclosed.
(S)he should also consider whether the related-party relationships and
transactions could lead to the accounts failing to achieve fair presentation

or transactions to be misleading.

The auditor should obtain a written representation from management that:

o they have disclosed to the auditor the identity of related parties,
relationships, and transactions of which they are aware;

o they have properly accounted for and disclosed such relationships and
transactions.

If the auditor is unable to obtain sufficient, relevant and reliable audit
evidence with regard to related parties and transactions with such parties or
concludes that their disclosure in the financial statements is not adequate,

the auditor should modify the auditor's opinion appropriately.

3.8 CLEARING AUDIT FINDINGS

The objectives of the auditor are:

(a) to communicate clearly with those charged with governance the responsibilities
of the auditor in relation to the financial statement audit, and an overview of the
planned scope and timing of the audit;

Issal 1260  (b) to obtain from those charged with governance information relevant to the audit;

[ISA 260]

(c) to provide those charged with governance with timely observations arising from

the audit that are significant and relevant to their responsibility to oversee the
financial reporting process; and

(d) to promote effective two-way communication between the auditor and those
charged with governance.”

Statement of Preliminary Findings

The auditor should communicate significant findings, including material

weaknesses in internal control, on a timely basis to management.

The medium used to present findings to the auditee is the Statement of
Preliminary Findings (SPF). The purpose of the SPF is to clear the facts,
which then provide the raw material for the final report. Properly cleared
facts are the basis of a soundly-based report, and thus reduce the time

required to agree the final report with the auditee.

An SPF setting out the findings should be sent to the auditee upon
completion of a mission, within the Court's standard timeframes. The
auditee is required to respond to the SPF. The auditor should analyse this
response, ensuring that valid issues raised by the auditee are taken into

account when drafting the final report.
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4.1 REPORTING OVERVIEW

4.1.1 Introduction

Communicate results to

4.1.2 Types of audit reports

20 Article 129(4).

stakeholders

effectively

Reporting process

Annual report

4.1.1 Introduction

4.1.2 Types of audit reports

4.1.3 Qualities of good audit reports
4.1.4 Users of the Court's reports

4.1.5 Naming of third parties in the Court's reports

Audit reports are the Court’'s main product. The purpose of audit reports is
to communicate the results of the Court’'s work to the discharge authority,
the auditee and the general public. By publishing reports, the Court helps to
improve the financial management of the European Union and assists the
discharge authority in exercising its power of control over the
implementation of the budget.

The key to a good report is effective communication, with the report clearly
and objectively setting out the main findings and conclusions on the audit
objectives, allowing the reader to understand what was done, why and how,
and providing practical recommendations. A properly conceived and

implemented audit provides the basis for a good report.

The reporting phase begins with the drafting of the preliminary observations
and ends with the publication of the report. It thus includes drafting,
approval of the preliminary observations by the Chamber and the Court, the
contradictory procedure with the auditee, adoption of the final report by the
Court, its translation, presentation to the discharge authority and publication
in the Official Journal.

There are three types of financial and compliance audit reports issued by

the Court: annual, specific annual and selected reports.

e The TFEU and Financial Regulation oblige the Court to draw up an

Annual Report after the close of each financial year.

In addition, the Court is required to provide the European Parliament and
the Council with a Statement of Assurance as to the reliability of the
accounts of the European Union and the legality and regularity of the

underlying transactions for the financial year. The Financial Regulation20
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Table 14: Types of reports published by the Court

Annual Reports Specific Annual Special Reports**
Reports
Final annual accounts of
the European Union and
the underlying transactions | Annual accounts of other
Subject EU bodies, offices and Specific management
4 Annual accounts of the agencies and the topic or budgetary area
European Development underlying transactions
Funds and the underlying
transactions
Obligation of the Court Right of the Court
Basis Obligation of the Court stated in the TFEU or stated in the TFEU,
stated in the TFEU regulations of the bodies, initiated as a Court
offices and agencies decision
As decided by the
Frequency Annual Annual Court
Opinion Statement of Assurance Statement of Assurance* Non-standard
Reliability Reliability -
Scope of the . . . . .
e Legality and regularity Legality and regularity Compliance
- - Performance

*except the European Central Bank.

** Special Reports can cover the results of compliance and performance audits alike. Compliance Special Reports are

dealt with in the Compliance part of this manual.

4.1.3 Qualities of good audit reports

Audit reports produced by the Court should have the following qualities:

Quality How to achieve

objective judge actual performance against objective criteria

complete include relevant aspects of the matters reported

clear use straightforward language and a clear structure and
headings

convincing present arguments persuasively, with illustrative
examples

relevant ensure contents are important and timely for the report's
users

accurate ensure findings are correctly portrayed to ensure
credibility

constructive be balanced

concise use short and simple sentences and paragraphs
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4.1.4 Users of the Court's reports
Figure 12: Users of the Court's reports

i
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4.1.5 Naming of third parties in the Court's reports

As regards the naming of third parties in the Court's reports, the judgment
in the Ismeri case was that the Court of Auditors is allowed to mention by
name in its reports persons who in principle are not subject to its

supervision, but only where:

3 conditions for naming trttm_ird e specific circumstances exist, due for example to the seriousness of the
parties

facts or the risk of confusion liable to harm the interests of third parties;
e the naming of those persons is necessary and proportionate in view of
the objective pursued by publication of the report; and

e such persons are afforded a right to be heard, meaning that they must
be given the opportunity to make observations on those points in such
reports which refer to them by name, before those reports are definitively

drawn up.

Duty of care Thus, it is imperative that a heightened duty of care should be exercised in
verifying the facts and interpreting them, in those instances where third
parties are either directly named in a Court report or can be easily identified
by the reader. Auditors should also ensure that the third party is given the

opportunity to make such observations prior to adoption of the report.

2! Case C-315/99 P Ismeri Europa Srl. v. Court of Auditors [2001] ECR 1-5281 concerning criticisms made against Ismeri by the Court
in Special Report No 1/96 on the MED programmes.
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4.3 UNMODIFIED OPINION

4.3.1 When is it appropriate to issue an
unmodified opinion?

4.3.2 Form of unmodified opinion on the
reliability of accounts

4.3.3 Form of unmodified opinion on the
regularity of the underlying transactions

4.3.1 When is it appropriate to issue an unmodified opinion?

Fair presentation framework

Unmodified opinion

The financial framework used by European institutions, bodies, offices and
agencies is a fair presentation framework (Article 123 of the Financial
Regulation). A fair presentation framework is a financial reporting
framework that requires compliance with the specific requirements of the
applicable financial reporting framework and acknowledges that, to achieve
fair presentation, it may be necessary for management to (i) provide
disclosure beyond these requirements, or (ii) in very rare circumstances, to

depart from these requirements.

The auditor should express an unmodified opinion on the reliability of the
accounts when the auditor concludes that the annual accounts have been
prepared, in all material respects, in accordance with the applicable
financial reporting framework. In order to form that opinion, (s)he shall
conclude as to whether (s)he has obtained reasonable assurance about
whether the financial statements as a whole are free from material

misstatement, whether due to fraud or error.

4.3.2 Form of unmodified opinion on the reliability of accounts

When expressing an unmodified opinion on annual accounts prepared and
presented in accordance with a fair presentation framework, the Court’s

opinion should use the following phrase:
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“In the Court’s opinion, the [annual accounts] of [the auditee] present
fairly, in all material respects, the financial position of [the auditee] as
of [the date] and the results of their operations and cash flows for the
year then ended, in accordance with the provisions of [the applicable

financial reporting framework].”

In the case of the annual accounts of the European Union, the applicable
financial reporting framework consists of the provisions of the Financial
Regulation and the accounting rules adopted by the Commission’s

Accounting Officer, which are inspired by IPSASs.

4.3.3 Form of unmodified opinion on the legality and regularity of the underlying
transactions

The auditor should express an unmodified opinion on the legality and
regularity of the underlying transactions when the auditor concludes that the
Unmodified opinion underlying transactions comply, in all material respects, with the legal and

regulatory framework applicable to such transactions.

When expressing an unmodified opinion on the legality and regularity of
underlying transactions based on the legal and regulatory framework
applicable to the underlying transactions of the auditee, the Court’s opinion

should use the following phrase:

“In the Court’s opinion, [the transactions underlying the annual accounts]

of [the auditee] for the [period] is legal and regular in all material respects.”

Examples of an unmodified Statement of Assurance for the reliability of the
accounts and the legality and regularity of the underlying transactions, both
for the final annual accounts of the European Union and for the annual

accounts of an agency, are included in Appendix lll.
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4.4 MODIFIED OPINION

The objective of the auditor is to
express clearly an  appropriate
modified opinion on the annual
accounts and the underlying
transactions that is necessary:

(a) when the auditor concludes that
the annual accounts are not free from
material misstatement or the
underlying transactions do not comply
ISSAI 1705 in all material respects with the
[ISA 705] applicable legal and regulatory
framework; or

(b) when the auditor is unable to
obtain sufficient appropriate audit
evidence to conclude that the annual
accounts are free from material
misstatement or that the underlying
transactions comply in all material
respects with the legal and regulatory
framework.

4.4.1 Definition of modified opinion and when it is appropriate to use it

It is the auditor's responsibility to issue an appropriate Statement of
Assurance. In certain circumstances, a modified auditor's opinion will be
required. This is either because the auditor (i) concludes that the accounts
are not free from material misstatement or the underlying transactions do
not comply in all material respects with authorities; or (ii) is unable to obtain

sufficient appropriate audit evidence.

Three types of modified opinions There are three types of modified opinions, namely, a qualified opinion, an
adverse opinion, and a disclaimer of opinion. The decision as to which type

of modified opinion is appropriate depends upon:
a) the nature of the matter giving rise to the modification; and

b) the auditor's judgment about the pervasiveness of the effects or
possible effects of the matter on the annual accounts or the underlying
transactions.
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Table 15: Types of modified opinions

Auditor’s judgment about the pervasiveness of the
effects or possible effects on the annual accounts

Nature of matter giving rise to the or underlying transactions

modification
Material and
Material but not pervasive .
pervasive
Annual accounts are materially
misstated, or underlying transactions
do not comply, in all material Qualified opinion Adverse opinion
respects, with the legal and regulatory
framework
Inability to obtain sufficient
appropriate audit evidence on which Qualified opinion Disclaimer of opinion
to base the opinion

4.4.3 Nature and consequence of an inability to obtain sufficient appropriate audit
evidence

Reasons for lack of evidence The auditor’s inability to obtain sufficient appropriate audit evidence (also

referred to as a limitation on the scope of the audit) may arise from:

(a) Circumstances beyond the control of the entity
(b) Circumstances relating to the nature or timing of the auditor’s work

(c) Limitations imposed by management

An inability to perform a specific procedure does not constitute a scope
limitation if the auditor can obtain sufficient appropriate audit evidence by
performing alternative procedures. Limitations imposed by management
may have other implications for the audit, e.g. for the auditor's assessment
of fraud risks.
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e the auditor to seek the concurrence of those charged with governance
with regard to the facts of the matter(s) giving rise to the expected
modification(s), or to confirm matters of disagreement with management as
such; and

o those charged with governance to have an opportunity, where
appropriate, to provide the auditor with further information and explanations

in respect of the matter(s) giving rise to the expected modification(s).

4.4.9 lllustrations of Statements of Assurance with modifications to the opinion

The practical illustration in Appendix Il provides an example of an adverse
opinion.

4.4.10 No piecemeal opinions

Opinions on accounts/ Both the opinion on the reliability of the accounts and on the legality and
transactions as a whole
regularity of the underlying transactions should be given on the accounts of
the auditee as a whole and the underlying transactions as a whole. The
corollary is that the opinion is not given on part of the annual accounts or

part of the underlying transactions.

Moreover, if the auditor expresses an adverse opinion or disclaims an
opinion on the annual accounts or the underlying transactions as a whole,
(s)he should not express an unmodified opinion on one or more specific
elements, accounts, items or transactions of the annual accounts or the
No piecemeal opinions underlying transactions in the same report and with respect to the same
applicable financial reporting or legal and regulatory framework (a

“piecemeal opinion”).

However, with regard to the opinion on the legality and regularity of the
underlying transactions for the EU budget (the DAS), separate conclusions
are presented for individual policy groups, as this provides better decision-

making information for the budgetary authority and such conclusions or

But separate conclusions or
opinions by policy group for DAS

legality and regularity approach is supported by the TFEU® which allows for specific

opinions are supported by sufficient audit work in each policy group. This

assessments. In addition, ISSAI 4200%° permits the Court to use customary

reporting.

5 Article 287(1) of the Treaty on the Functioning of the European Union.

26 See ISSAI 4200 "Compliance Audit Related to the Audit of Financial Statements", paragraph 146 and Appendix 7.
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4.5 EMPHASIS OF MATTER AND OTHER MATTERS
PARAGRAPHS

ISSAI 1706
[ISA 706]

The objective of the auditor is to include
clear additional communication in the
auditor’s report when, in the auditor’s
judgment, such communication is
appropriate to draw users’ attention to a
matter presented or disclosed in the
annual accounts or related to the
legality =~ and  regularity @ of the
transactions underlying the accounts,
or to any other matter which may be
relevant to his/her understanding of the
annual accounts, the underlying
transactions or the audit.

4.5.1 Emphasis of matter paragraph

4.5.2 Other Matter(s) in the auditor’s report

4.5.3 lllustrations of Statements of

Assurance

paragraph

with Emphasis of Matter

4.5.1 Emphasis of matter paragraph

Rare circumstances only

Obtain evidence that matter is not
misstated or non-compliant

Depends on auditor's judgment

Placement and wording of
paragraph

In rare circumstances, the auditor may use an Emphasis of Matter
paragraph to draw readers' attention to a matter of such importance that it
is fundamental to users' understanding of the accounts. Such a paragraph
should only refer to information presented or disclosed in the annual

accounts, not to information included in the auditor's report.

The auditor should use an Emphasis of Matter paragraph only if (s)he has
obtained sufficient appropriate audit evidence that the matter is not
materially misstated in the annual accounts or the stated matter
corresponds, in all material respects, with the legal and regulatory

framework.

Whether or not to include an Emphasis of Matter paragraph, which is not
an alternative to a modified opinion, depends on the judgment of the

auditor.

When the auditor includes an Emphasis of Matter paragraph in the

auditor’s report, the auditor should:

(a) include it immediately after the Opinion paragraph in the auditor’s
report;

(b) use the heading “Emphasis of Matter;”

(c) include in the paragraph a clear reference to the matter being
emphasised; and

(d) indicate that the auditor’s opinion is not modified in respect of the matter
emphasised.
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4.5.2 Other Matter(s) in the auditor’s report

When the auditor considers it appropriate to communicate matters other
than those that are presented or disclosed in the annual accounts or related
to the legality and regularity of transactions underlying the accounts, (s)he
should use an Other Matter(s) paragraph. The heading “Other Matter(s)” is

placed after the auditor’s opinion and any Emphasis of Matter paragraph.

When the auditor expects to include an Emphasis of Matter or an Other
Matter(s) paragraph in the auditor's report, the auditor should
communicate with those charged with governance regarding this

expectation, and the proposed wording of this paragraph.

4.5.3 lllustrations of Statements of Assurance with Emphasis of Matter paragraph

The practical illustration in Appendix lll provides an example for an
Emphasis of Matter paragraph.

FCAM - Part 1 - Section 4



| 129

General - Reporting

[Back to Detailed table of contents]

4.6 CONSIDERATIONS RELATED TO SUSPECTED FRAUD

ISSAI 1240
[ISA 240]

The objectives of the auditor are to:

(a) identify and assess the risks of material misstatement of the financial
statements due to fraud;

(b) obtain sufficient appropriate audit evidence regarding the assessed risks of
material misstatement due to fraud, through designing and implementing
appropriate responses; and

(c) respond appropriately to fraud or suspected fraud identified during the audit.

Due to the nature of fraud, and the inherent limitations of an audit, there is
an unavoidable risk that fraud may occur and not be detected by audit
work. Fraud may consist of acts designed intentionally to conceal its
existence. There may be collusion between management, employees or
third parties, or falsification of documents. For example, it is not reasonable
to expect the auditor to identify forged documentation in support of claims

for grants and benefits, unless they are obvious forgeries.

Furthermore, the Court's auditors do not have investigative powers, while
only a court of law can determine if a particular transaction is fraudulent.
Although the auditor does not legally determine if fraud has occurred, (s)he
does have a responsibility to assess whether the transactions concerned

are in compliance with relevant authorities.

Fraudulent transactions are, by their nature, not in compliance with relevant
regulations. The auditor may also determine that transactions where fraud
is suspected, but not yet proven, are not in compliance with authorities.
Fraud normally results in qualification of the compliance opinion in the

auditor's report.

If suspicion of fraudulent activity arises during the audit, the auditor notifies
the appropriate levels of management and those charged with governance,
where appropriate, unless they may be implicated. The auditor should also
report the suspicion to his/her superior for appropriate follow-up and
response. This is reported to the CEAD Chamber, which informs OLAF, the
Commission's Anti-Fraud Office.
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APPENDIX | - INHERENT RISK FACTORS

The risk factors listed below are not applicable to all types of audits. The auditor should always consider inherent

risk related to fraud and irregularity, for which relevant inherent risk factors are shown in jtalics.

1.

Inherent risk factors associated with activities/programmes

complexity of programmes;

modification to existing programme’s funding or eligibility rules

complex, unusual or high-value transactions;

activities involving the handling of large amounts of cash or high-value attractive goods - embezzlement or theft

activities of a nature traditionally considered to be particularly prone to fraud or corruption (e.g. public works

and technical contracts, contracts for the delivery of food aid from long-term EU storage);

urgent operations (e.g. emergency aid)/operations not fully subject to usual controls;

historical evidence of a high incidence of intentional irregularities;

eligibility criteria inconsistent with objectives (too wide, too restrictive, not relevant);

administration of the activity such that the valuation of assets or the costing of goods and services received is
difficult (e.g. price adjustment formulae in contracts);

priorities of Union and Member States differ to a significant degree;

no additionality: Union funds replace national government expenditure;

activities that are uninsurable and/or subject to risks arising from political, economic, financial, ecological (etc)

instability;

- particular points mentioned in internal and external audit reports, in reports by the European Parliament, in the
press, etc.

2. Inherent risk factors associated with the operating structure

- geographically dispersed organisation, or organisation operating in areas where communications are difficult;

- unclear division of responsibilities between Commission/Member States’ authorities;

- activities or projects involving numerous partners (coordination problems, weaknesses in management and
communications structures);

- activities involving transfrontier operations (exchange rate risks; linguistic and political (etc) problems) and/or
numerous administrative levels;

- particular points mentioned in internal and external audit reports, in reports by the European Parliament, in the
press, etc.

3. Inherent risk factors associated with beneficiaries

operations where the conduct of beneficiaries is difficult to check, or where the ultimate beneficiaries may be
different from the apparent recipient;

beneficiaries highly dependant on Union funds;

activities which entail several levels of subcontracting, making the identification of eligible beneficiaries difficult;
historical evidence of a high incidence of intentional irregularities;

political/administrative pressure exerted by beneficiaries/participants in the activity;

beneficiaries’ accounting systems and/or policies incompatible with Union systems (e.g. research sector);

unwanted responsibilities imposed on organisations, administrations or beneficiaries;
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particular points mentioned in internal and external audit reports, in reports by the European Parliament, in the

press, etc.

Inherent risk factors associated with economic or technical circumstances

abnormal trends and ratios;

results that are intangible or difficult to evaluate;

activities starting up or coming to an end, or subject to rapid technological change;

beneficiaries or industries subject to a high failure rate (e.g. new technologies);

unstable sources of supply and variable prices of inputs (raw materials, etc);

over-dependence on one supplier (e.g. supplier of equipment has exclusive maintenance contract, is sole
supplier of parts and materials, software, etc);

particular points mentioned in internal and external audit reports, in reports by the European Parliament, in the

press, etc.

Inherent risk factors associated with the audited entity

frequent conflicts over pay, working conditions, social matters;

lack of turnover/mobility of personnel and/or personnel not taking holidays in a sensitive department/area (e.g.
finance, accounting and control services);

activities with which the audited entity has no or limited experience;

activities that are highly dependent upon a small number of key personnel;

rapid turnover of personnel and, in particular, of staff working in finance, accounting and control departments;
insufficient staff, stafffmanagement under-qualified, inexperienced, poorly motivated;

peaks and troughs in work patterns and information flows;

utilisation of obsolete information technology systems;

particular points mentioned in internal and external audit reports, in reports by the European Parliament, in the

press, etc.

Inherent risk factors associated with the audited entity’s management policies and practices

badly defined or unrealistic objectives;

management, supervision and control functions poorly suited to the activity;

lack of management information system and/or cost accounting system;

unclear division of responsibilities within and between the various departments;

strong pressure upon management to produce unrealistic results, achieve unrealistic objectives, meet
unrealistic deadlines, achieve high rates of budgetary utilisation at the year-end;

short-term budgetary pressures (e.g. delay in undertaking necessary maintenance imposes greater costs at a
later stage);

particular points mentioned in internal and external audit reports, in reports by the European Parliament, in the

press, etc.
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APPENDIX Il - THE COURT’S STATEMENT OF ASSURANCE 2010

THE COURT'S STATEMENT OF ASSURANCE PROVIDED TO THE EUROPEAN PARLIAMENT AND THE
COUNCIL — INDEPENDENT AUDITOR’S REPORT

l. Pursuant to the provisions of Article 287 of the Treaty on the Functioning of the European Union (TFEU)
the Court has audited:

a) the annual accounts of the European Union which comprise the consolidated financial statements®” and
the consolidated reports on implementation of the budget28 for the financial year ended 31 December
2010; and

b) the legality and regularity of the transactions underlying those accounts.

Management's responsibility

Il.  In accordance with Articles 310 to 325 of the TFEU and the Financial Regulation, management is
responsible for the preparation and fair presentation of the annual accounts of the European Union and the
legality and regularity of the transactions underlying them:

a) Management's responsibility in respect of the annual accounts of the European Union includes:
designing, implementing and maintaining internal control relevant to the preparation and fair
presentation of financial statements that are free from material misstatement, whether due to fraud or
error; selecting and applying appropriate accounting policies, on the basis of the accounting rules
adopted by the Commission's accounting officer®®; and making accounting estimates that are
reasonable in the circumstances. According to Article 129 of the Financial Regulation, the Commission
approves the annual accounts of the European Union after the Commission's accounting officer has
consolidated them on the basis of the information presented by the other institutions and bodies and
established a note, accompanying the consolidated accounts, declaring, inter alia, that he has
reasonable assurance that they present a true and fair view of the financial position of the European
Union in all material aspects.

b) The way in which management exercises its responsibility for ensuring the legality and regularity of
underlying transactions depends on the method of implementation of the budget foreseen in the
Financial Regulation. Implementation tasks have to comply with the principle of sound financial
management, requiring designing, implementing and maintaining effective and efficient internal control
including adequate supervision and appropriate measures to prevent irregularities and fraud and, if
necessary, legal proceedings to recover funds wrongly paid or used. Regardless of the method of
implementation applied, the Commission bears the ultimate responsibility for the legality and regularity
of the transactions underlying the accounts of the European Union (Article 317 of the TFEU).

2" The consolidated financial statements comprise the balance sheet, the economic outturn account, the cash flow table, the statement
of changes in net assets and a summary of significant accounting policies and other explanatory notes (including segment reporting).

2 The consolidated reports on implementation of the budget comprise the consolidated reports on implementation of the budget and a
summary of budgetary principles and other explanatory notes.

2 The accounting rules adopted by the Commission's accounting officer are derived from International Public Sector Accounting
Standards (IPSAS) issued by the International Federation of Accountants or, in their absence, International Accounting Standards
(IAS)/International Financial Reporting Standards (IFRS) issued by the International Accounting Standards Board. In accordance with
the Financial Regulation, the consolidated financial statements for the 2010 financial year were prepared (as they have been since
the 2005 financial year) on the basis of these accounting rules adopted by the Commission's accounting officer, which adapt accruals
based accounting principles to the specific environment of the European Union, while the consolidated reports on implementation of
the budget continue to be primarily based on cash movements.
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4.2.2 Contents of a Statement of Assurance for reliability

The main guidance on the content of the Statement of Assurance is given

in Section 4 of the general part of this manual.

4.2.3 Types of opinions

The types of opinions are described in Section 4 of the general part of this

manual.

4.2.4 Considerations in forming an opinion on the annual accounts

The auditor's conclusion on whether reasonable assurance has been
obtained as to whether the annual accounts taken as a whole are free from
material misstatement should take into account his/her conclusion

whether:
(a) sufficient appropriate audit evidence has been obtained;
(b) uncorrected misstatements are material, individually or in aggregate;

(c) the annual accounts are prepared and presented, in all material
respects, in accordance with the specific requirements of the applicable
financial reporting framework. This includes consideration of the qualitative
aspects of the entity’s accounting practices, including indicators of possible
bias in management’s judgments. In particular, the auditor evaluates
whether, in view of the specific requirements of the applicable financial

reporting framework:

e the annual accounts adequately disclose the significant accounting
policies selected and applied, and significant interpretations by

management of regulatory or legal requirements;

e the accounting policies selected and applied are consistent with the

applicable financial reporting framework and are appropriate;
¢ the accounting estimates made by management are reasonable;

e the information presented in the annual accounts is relevant, reliable,
comparable and understandabile;

e the annual accounts provide adequate disclosures to enable the
intended users to understand the effect of material transactions and events

on the information conveyed in the annual accounts, meaning the entity’s
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financial position, financial performance and cash flows;

e the terminology used in the annual accounts, including their titles, is
appropriate;

(d) the annual accounts achieve fair presentation, including consideration
of:

e the overall presentation, structure and content of the annual accounts;

and

e whether the annual accounts, including the related explanatory notes,
faithfully represent the underlying transactions and events in a manner that
achieves fair presentation;

(e) the annual accounts adequately refer to or describe the applicable
financial reporting framework.

4.2.5 Qualitative aspects of the entity’s accounting policies

Management makes a number of judgments about the amounts and
disclosures in the annual accounts. When considering the qualitative
aspects of the entity’s accounting practices, the auditor may become aware
of possible bias in management’s judgments. The auditor may conclude
that the cumulative effect of a lack of neutrality, together with the effect of
uncorrected misstatements, cause the annual accounts as a whole to be
materially misstated. Indicators of a lack of neutrality that may affect the
auditor’s evaluation whether the annual accounts as a whole are materially
misstated include the following:

e selective correction of misstatements brought to management's
attention during the audit;

e possible management bias in the making of accounting estimates.

4.2.6 Description of the applicable financial reporting framework

Management is responsible for preparing and presenting the annual
accounts in accordance with the applicable financial reporting framework
and adequately describing that framework in the annual accounts. That
description is important because it advises users of the annual accounts of
the framework on which the annual accounts are based.

A description that the annual accounts are prepared and presented in
accordance with a particular applicable financial reporting framework is
appropriate only if the annual accounts comply with all the requirements of
that framework effective on the date of the annual accounts.
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The applicable financial reporting framework for the EU institutions,
agencies and similar bodies are the accounting rules drawn up and
approved by the Commission's accounting officer, as required by the
Financial Regulationsz. The latter states that, when adopting such rules the
accounting officer shall be guided by the internationally accepted
accounting standards for the public sector but may depart from them where

justified by the specific nature of the Union's activities.

A description of the applicable financial reporting framework that contains
imprecise qualifying or limiting language (e.g. “the annual accounts are in
substantial compliance with the accounting rules”) is not an adequate
description of that framework as it may mislead users of the annual

accounts.

There may be cases where the annual accounts, although prepared and
presented in accordance with the specific requirements of a fair
presentation framework, do not achieve fair presentation. Where this is the
case, management has a responsibility to provide disclosures beyond the
specific requirements of the framework or, in extremely rare circumstances,
to depart from a specific requirement in the framework to achieve fair
presentation of the annual accounts.

As illustration the Statement of Assurance 2010 for reliability of the

accounts is included in Appendix lll of the general part of this manual.

4.2.9 Supplementary and other information

%2 Financial Regulation, Article 133.

This topic is covered in Chapter 4.2.3 of the general part of this manual.
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IACs
IAS
ICS
IFAC
INTOSAI
IPSASs
IR

ISAs

ISSAIls
IT

KE
LEL

MLE

MRL

MUs

OLAF
PPS
RAL

SAI
SPF

TFEU

UEL
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Internal Audit Capabilities

Internal Audit Service

Internal Control System

International Federation of Accountants

International Organisation of Supreme Audit Institutions
International Public Sector Accounting Standards
Inherent Risk

International Standards on Auditing

International Standards of Supreme Audit Institutions
Information Technology

Known Error

Lower Error Limit

Most Likely Error

Management Representation Letter

Monetary Unit Sampling

The Commission's Anti-Fraud Office (Office européen de lutte anti-fraude)
Probability proportional to size

an abbreviation of the French terminology “reste a liquider”
Supreme Audit Institution

Statement of Preliminary Findings

Treaty on the Functioning of the European Union

Upper Error Limit
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