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WELCOME

In 2011 our reviewers have seen firms make good progress with
the clarified ISA changes. As this report highlights, however, they
continue to find examples where audit work should be stronger,
especially in key areas of judgement.

Michael Izza
ICAEW CEO

Now more than ever, it’s important that our profession continues
to demonstrate the highest standards of audit quality.

OUR WORK

The Companies Act 2006 requires
recognised supervisory bodies to license
and monitor statutory audit. ICAEW is the
largest such body in the UK. We currently
register over 3,800 audit firms. These range
from sole practitioners with few or no staff
to all the Big Four, and 19 of the top-20
audit firms. In 2011 we had contact with
over 1,000 audit firms through visits and
other events. We focus on the most risky
and difficult areas of an audit so that we
can thoroughly assess the quality of the
important audit judgements.

We are responsible for monitoring
firm-wide procedures at all our firms
except for the very largest whose
firm-wide procedures are monitored
by the Audit Inspection Unit (AIU)
of the Financial Reporting Council
(FRC) (www.frc.org.uk/pob/audit/).
Although we monitor the quality of
individual audits at all our firms, we
do not review audits of fully listed
clients and others designated as
major public interest clients, as these
fall within the AIU’s remit.
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AUDIT IN 2011
Under the spotlight

The debate over the future of audit
continued throughout 2011. There
are concerns voiced from Europe and
elsewhere, particularly about:
• the value of audit for SMEs;
• the adverse influence of non-audit
services; and
• concentration within the audit
market.
As one of the largest professional
bodies acting as audit regulator in
Europe, ICAEW is engaged with key
stakeholders to help shape future
developments.
We see many audit firms with clients
who clearly value their statutory audits
and do not take advantage of the
audit exemptions already available
under the Companies Act 2006.
For the audits within our remit, we
rarely see cases where non-audit
services appear to have had an adverse
impact on the quality of audit work.
On the contrary, with appropriate
safeguards, audit firms that provide
audit, accounting and tax services are
valuable advisers to UK business.

Our discussions with firms
demonstrate that competition
between firms is alive and well. In
the minority of cases where it arises,
we do scrutinise firms that tender
unrealistically low audit fees to
gain work.
We visited 716 audit firms in 2011
and continue to find that the majority
of audits are satisfactory. Firms have
invested significantly in training, have
updated their procedures for clarified
ISAs and, increasingly, smaller firms are
engaging training organisations and
other specialists to supplement their
own audit compliance resources.
Nevertheless, some firms need to
make significant improvements to their
audit work. We explained key areas of
weakness and the root causes of poor
audit work in Audit Monitoring 2010
(icaew.com/auditmonitoring2010).
This report on 2011:
• includes the key points arising from
our review of clarified ISA audits;
• considers issues around professional
scepticism and audit cold file
reviews; and
• explains progress on our key
initiatives to support audit firms.

4

THE AUDIT QUALITY PROJECT
In autumn 2010 we launched our
audit quality project. We were keen to
enhance the contact that we have with
our audit registered firms, and help
them keep abreast of developments
and maintain audit quality.
We saw representatives from 200 firms
at four roadshow events held between
July and September 2011 in London,
Birmingham, Manchester and Bristol.
These events gave firms that had
not received an audit visit for several
years an opportunity to hear about
our recent visit findings, including the
impact of clarified ISAs. A webcast is
available on ICAEW’s website for all
audit firms (icaew.com/qadroadshow).
We contacted over 90 firms in 2011
(mid-way between their standard
audit visits) to discuss how they are
progressing with audit compliance.
This was a good opportunity for firms
to discuss any concerns they may have
had and we were able to direct them
to useful resources. This contact will
continue in 2012.

For 2012 we want to engage with a
wider audience and we plan to offer
webinars to all our audit firms, giving
them the opportunity to ask questions
online. Our webinars will provide
helpful guidance and advice on how
to improve audit quality, including:
• hints and tips on clarified ISAs and
the clarified standard on quality
control (ISQC1);
• our monitoring experiences and
the reasons why some firms struggle
to maintain standards; and
• the good audit approaches we see
at audit firms when it comes to
more challenging areas.
If you’re interested in hearing more,
please email qadclarity@icaew.com
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AUDIT QUALITY
Clarified ISAs and other hot topics

CLARIFIED ISAS
The introduction of clarified ISAs for
accounting periods ending on or
after 15 December 2010 was widely
publicised. Our survey of all audit firms
in autumn 2010, and our visits during
2011, confirmed that our firms and
the major training providers were well
prepared for this change.
Clarified ISA changes are not, for the
most part, fundamental. Although
many firms need to make minor
improvements to comply with clarified
ISAs, we do not usually have any
doubts over the quality of otherwise
sound audit work.

Common points we raise on clarified
ISA audit files include:
• audits where accounting estimates
are not identified at the planning
stage, and a lack of review of the
outcome of prior year estimates
to assess risks from estimation
uncertainty;
• incomplete documentation of
related parties, including other
businesses where trustees or
directors and their close families
may be involved;
• failure to address the risk of fraud
in revenue recognition and from
management override of controls;
and
• not using performance materiality
to support the scope of audit
procedures.
The new requirements for audit of
accounting estimates and related
parties are significant, but we feel
that they generally reflect previous
best practice. Firms that struggle with
these areas usually need to have more
discussion with their clients to better
understand the impact of these areas
on the financial statements.
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GROUP AUDITS
The most significant change is ISA 600
Special considerations – audits of group
financial statements. This is a new
standard rather than a clarification.
The level of involvement by an auditor
in subsidiary audits has been one of
the risks we have identified for several
years. Group auditors need to ensure
their work covers:
• an assessment of third party
auditors, and group auditor
involvement in the planning and
strategy of component audits;
• how the firm has dealt with
variations in financial reporting
frameworks and auditing standards;
and
• a conclusion at group level on
matters raised by component
auditors.
We still find significant group audit
issues in a small number of our audit
file reviews. The challenges are
often related to communication and
administration of the audit rather than
to technical audit issues.
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CHALLENGING AUDITS
The most challenging audits tend to
be those where the most important
areas are not clear-cut and which
involve considerable judgement. A
good auditor will quickly identify these
risks to their audit opinion, dealing
with them through detailed audit work
and robust challenge of their client.
This is where professional scepticism
is key; the objective challenge of
assumptions and circumstances
encountered during the audit is the
foundation of the auditor’s role.
How do you demonstrate scepticism
in an audit file? We do see some good
examples, for instance in work on
key judgements. Some firms clearly
identify and conclude on alternative
views, and set out a strong framework
for the audit judgements. In these
cases, this good evidence of challenge
and scepticism gives us reassurance.
Unfortunately we continue to find
examples where the audit file suggests
a lack of scepticism. For example,
unchallenged assumptions about
accounting estimates, and acceptance
of management judgements in
key areas without consideration of
alternative and possibly conflicting
audit evidence.
Here are some areas where
professional scepticism tends to be
particularly important.
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Fraud risk
There is often not enough evidence
to show that the firm has considered
fraud in a thoughtful way at the
engagement team meeting. This
may be due to over-familiarity with a
long-standing audit client: ‘I know this
client inside out and I know there’s
not a problem’. In many cases this
assessment may be justified, but it
needs to be supported by more robust
documentation. Risk of management
override of controls is frequently
dismissed without much apparent
thought, although ISA 240 makes it
clear that it should always be regarded
as a significant risk.
Substantive analytical review
This is an area of weakness across all
sizes of firm. Substantive analytical
review is difficult to do well;
sometimes because it is not the most
appropriate strategy, but also because
the corroborative enquiries made to
investigate variances need to reflect a
high level of professional scepticism.
Audit teams may obtain and document
what appear to be reasonable
explanations from management, but
they sometimes appear to accept them
at face value without doing further
work to corroborate them.

ETHICAL STANDARDS
Provisions
Sometimes a provision may be
assessed as reasonable because the
basis is the same as last year, with
insufficient probing into the impact
of factors such as the deterioration
in the economic climate. Equally, a
lack of provisions may sometimes be
overlooked, especially if companies
supply high value goods with
warranties, for example.

As we said in our 2010 report, firms
generally act in accordance with
the spirit of the Ethical Standards
but sometimes fail to identify or
adequately safeguard potential threats
to their independence. Firms should
continue to focus on documenting
their consideration of threats and
safeguards in respect of non-audit
work and other potential threats to
independence.

Going concern
Economic uncertainties continue and
so going concern is just as much of a
risk as it was at the start of the credit
crunch. On smaller audits, there will
typically be little detailed management
information (such as cash flow
forecasts) so considerations will be
broadly based. We may often say that
documentation could be improved
in this area, but do not often think
firms have reached an inappropriate
conclusion when we discuss the
circumstances with them.
To hear more on the subject of
scepticism, firms may wish to view
the web-based videos produced by
ICAEW and the Professional Oversight
Board (POB) Professional scepticism
and other key audit issues at
icaew.com/professionalscepticism
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COLD FILE REVIEWS
The first line of defence

Cold file reviews (reviews of completed
audit engagements) continue to play
a key role in effective self-regulation.
If done well, cold file reviews enable
audit firms to identify areas where
audit work should be improved on a
timely basis.
Clarified ISQC1 requires cold file
reviewers to be independent of the
engagement under review but, unlike
the UK audit regulations, does not
necessarily require cold file reviews
every year. We have seen this cause
confusion for some firms.
If smaller audit firms do not have
enough experienced staff to conduct
independent cold file reviews as
envisaged by ISQC1 we expect firms
to do the following.
• Conduct cold file reviews annually
in accordance with UK audit
regulations, as in the past. These
reviews can be carried out in-house
or externally, as long as they are
effective.
• Engage an external cold file reviewer
at least every third year to comply
with the ISQC1 requirements.
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Effective cold file reviews are
invaluable and we recommend that
all firms consider whether external
reviews would strengthen their quality
control procedures. Our experience
shows that external reviews which
include face-to-face discussion provide
the greatest benefits to audit quality.
The Audit Registration Committee
(ARC) sometimes imposes conditions
on audit firms including external
cold file reviews. Increasingly, the
committee stipulates that these must
be face-to-face reviews rather than, for
instance, postal arrangements.

HELP AND SUPPORT FROM ICAEW
ICAEW continues to provide a
broad range of information and
guidance to support its audit firms.
• ICAEW’s website includes a
significant amount of information
about the clarified ISAs and
includes links to the websites
of the International Auditing
and Assurance Standards Board
(IAASB), the International
Federation of Accountants
(IFAC), the Auditing Practices
Board (APB) and the European
Federation of Accountants (FEE)
(icaew.com/clarifiedisa).
• Members of the Audit and
Assurance Faculty (AAF) can access
electronic copies of the monthly
faculty newsletter, Audit and
Beyond, which provides valuable
content on best practice and
topical issues in the profession
(icaew.com/aaf).
• The AAF produces various technical
publications. Topics include
group audits, related parties and
ISQC1. There are international
editions and some publications
are available free-of-charge to
non-faculty members (icaew.com/
aafpublications). All responsible
individuals received a copy of Right
first time with the clarified ISAs.

• The Practice Support Service
provides clarified ISA coaching
and cold file reviews. These are
bespoke services for firms that
either need to update their audit
methodologies for the clarified
ISAs or want some external
assistance with their audit
compliance procedures. Visit
icaew.com/practicesupport
for details.

Every six months ICAEW produces
an aide memoire for continuing
professional development
(icaew.com/auditnews) which
includes key technical changes
and developments over the
previous 12 months. This is
relevant to auditors and those
who prepare financial statements.
If you would like to find out more
about ICAEW’s help and support
for the audit profession, please visit
icaew.com/audit
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VISIT OUTCOMES
Overview

2011
Visits closed without follow-up action

496

(69%)

Some further follow-up action

149

(21%)

71

(10%)

716

(100%)

Detailed report to Audit Registration Committee
Total

VISITS CLOSED WITHOUT
FOLLOW-UP ACTION
These are visits where the firms
produce good quality audit work.
If we identify areas for improvement,
we are confident the firm can
address them easily. The vast
majority of our visits fall into this
category.

SOME FURTHER FOLLOW-UP
ACTION
This encompasses a wide range of
scenarios. We may ask firms to
supply:
• further information on their audit
procedures;
• the results of subsequent audit
compliance reviews;
• a plan for future training courses;

or we may follow up on a firm which
plans to cease its audit registration.
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DETAILED REPORT TO ARC
If we identify serious issues, we
write a detailed report for the ARC
so that it can consider what action
to take. Our detailed reports are
not always prompted by poor audit
work; they may also include issues
relating to the firm’s eligibility to
be a registered auditor and to the
control of an audit firm.
Actions could be to:
• impose conditions and restrictions
on the firm’s audit registration;
• withdraw audit registration (in the
most serious cases); or
• offer a regulatory penalty or
refer the firm to the Professional
Conduct Department for further
investigation.

An example of a condition imposed
on a firm doing poor quality audit
work would be to require external

hot reviews of all audits and for the
firm to submit the results. If the
ARC has doubts about the firm’s
progress, it may ask the firm to pay
for the cost of a follow-up visit.

The regulatory penalties that
the ARC imposes are reported in
economia each month. Watch out
for these points that the ARC views
very seriously:

Firms can be restricted from taking
on new audit clients or from acting
as an audit reviewer to other firms.
The ARC gives firms a chance to
improve and wants them to do so,
but if conditions and restrictions do
not work, it may ultimately withdraw
a firm’s audit registration.

• firms that fail to comply with the
conditions imposed by the ARC;

We provide additional support
to firms that may be more likely
to struggle with improving audit
quality. In 2011 this support
included desk-top reviews and
update calls to over 90 firms that
were subject to some follow-up
action or received detailed reports
after our previous visit.
This table sets out ARC action in
2011; figures include some visits
carried out in 2010.

Firms where conditions and
restrictions imposed
Firms where conditions
imposed
Voluntary withdrawal accepted
after adverse QAD visit

• firms that incorrectly stated on
their annual return that they had
completed audit compliance
reviews;
• firms that fail to comply with the
rules on eligibility to be a registered
auditor; and
• firms that allow audit reports to be
signed by a person who was not a
responsible individual.

If firms are uncertain about the audit
regulations, they should consult the
guidance at icaew.com/regulations

WORKING WITH THE AUDIT
INSPECTION UNIT (AIU)

ARC ACTION 2011
Registration withdrawn

• firms that did not deliver on
assurances they had given to the
ARC;

20
31

26

We liaise closely with the AIU
inspectors on an ongoing basis to
share best practice.
We can follow up on issues raised by
the AIU and assess their impact on
the firm’s quality control procedures.
In 2011 this coordination has been
very effective.
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ABOUT US
AUDIT REVIEWERS
We have 30 reviewers who are all
experienced chartered accountants
and who are involved in a wide
range of quality assurance activities
for ICAEW.
We work with the other UK
recognised supervisory bodies to
share best practice and improve
consistency.
AUDIT VISITS
We visit all our audit firms at least
once every six years. We visit any
firm with a listed audit client at
least once every three years and
see the largest firms annually. We
also have the opportunity to discuss
audit quality with firms during our
Practice Assurance visits. Our visits
also include inspections under the
Crown Dependencies Recognised
Auditor oversight regimes.
OVERSIGHT OF OUR WORK
It is important that our activities
are themselves monitored to ensure
that our audit visits and outcomes
are of the highest standard.
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In addition to comprehensive
internal reviews, ICAEW is overseen
by the Professional Oversight Board
(POB), part of the FRC. The FRC
is also responsible for accounting
standards and the rules on how
to conduct an audit.
ICAEW receives annual inspections
from the POB. These inspections
cover all aspects of ICAEW’s
activities as a UK recognised
supervisory body and as a
monitoring unit under the Crown
Dependencies Recognised Auditor
oversight regimes. POB has never
raised a significant concern about
our work but we value their
recommendations.
We believe that the audit regulation
of ICAEW firms, which combines
strong input from both ourselves
and the AIU with appropriate
oversight from the POB, results
in robust and efficient audit
monitoring that protects both the
public interest and the credibility
of the UK auditing profession.
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ICAEW is a founder member of the Global Accounting Alliance,
which represents around 775,000 of the world’s leading
professional accountants in over 165 countries around the globe,
to promote quality services, share information and collaborate on
important international issues.
ICAEW is a professional membership organisation, supporting over
138,000 chartered accountants around the world. Through our
technical knowledge, skills and expertise, we provide insight and
leadership to the global accountancy and finance profession.
Our members provide financial knowledge and guidance based
on the highest professional, technical and ethical standards. We
develop and support individuals, organisations and communities
to help them achieve long-term, sustainable economic value.
Because of us, people can do business with confidence.

ICAEW
Chartered Accountants’ Hall
Moorgate Place London
EC2R 6EA UK

T +44 (0)1909 248 250
icaew.com/practicesupport
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