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Introduction
The 2008 financial crisis highlighted weaknesses in the risk management, control and governance processes of
banks as well as in their statutory audit and financial supervision. This led to increased scrutiny of the respective
roles and interactions of banking supervisors and external auditors who are key contributors to market discipline.
Auditors ensure that financial information is transparent and reliable while supervisors provide confidence in the
financial systems. Both supervisors and auditors allow market players to make informed decisions and contribute
to financial stability.
This Guide draws together recommendations to improve the relationship between supervisors and external auditors
illustrated by good practices from 35 supervisory authorities across Europe and Central Asia (ECA).1
The objective of this Guide is to assist banking supervisors in managing their relationships with banks’ auditors
and in developing their policies which will contribute to building enhanced auditing and supervisory practices. Both
supervisors and auditors remain, however, responsible for establishing effective communication and developing a
mutual understanding of their respective roles and responsibilities.

The World Bank Centre for Financial Reporting Reform (CFRR) published a report on Banking Supervisors and External Auditors: Building a
Constructive Relationship based on a survey it conducted during the second half of 2014 whereby thirty-five countries in Europe responded to
44 questions. For more details, please see: http://siteresources.worldbank.org/EXTCENFINREPREF/Resources/survey_final_lq.pdf
1
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About this Guide
The Guide has been developed as a supplement to the 2015 World Bank Centre for Financial Reporting Reform (CFRR)
report on Banking Supervisors and External Auditors: Building a Constructive Relationship.2 Its main objective is
to assist banking supervisors in managing their relationships with banks’ auditors and in developing their policies
which will contribute to building enhanced auditing and supervisory practices. The Guide takes into account the
2014 Guidance of the Basel Committee on Banking Supervision (BCBS) on External Audits of Banks3 and the 2016
European Banking Authority (EBA) Guidelines on the Communication between auditors and competent authorities.4
The CFRR’s report and its work are acknowledged in the EBA guidelines.
The Guide includes a list of observations and possible actions for supervisors to consider on a thematic basis.
These possible actions are illustrated by examples of good practices and regulations from 35 supervisory authorities
across Europe and Central Asia (ECA). They are not meant to be exhaustive and are organized into the following
three categories:
i) Policy Actions are changes to enhance the regulatory environment;
ii) Capacity Building are initiatives to equip supervisors with better knowledge, tools and methodologies;
iii) Working Practices are examples of effective collaboration between supervisors and auditors.
All these elements contribute to enhanced supervision and audit of banks.
When implementing these actions, supervisors and external auditors should take into account the following key points:
1. The actions do not change the respective roles and responsibilities of the supervisor, the external auditor or
the bank’s management. The supervised bank should remain the main source of information.
2. The actions do not supersede International Standards on Auditing, International Financial Reporting Standards,
international good practices on corporate governance or Basel Core Principles, especially in the areas of
independence and accountability of external auditors and the bank’s management.
3. The key objectives of the actions are to:
►►

Build or strengthen a communication and interaction process between supervisors and auditors;

►►

Ensure that the interaction between supervisors and external auditors is ongoing and conducted in a systematic
and structured manner;

►►

Maintain communication between supervisors and auditors which is both critical and constructive;

►►

Provide a basis for a better and more detailed mutual understanding of the underlying issues and risks in the
banks and the banking sector; and

►►

Inform the work of supervisors and auditors in order to contribute to enhanced financial stability.
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For more details, please see: http://siteresources.worldbank.org/EXTCENFINREPREF/Resources/survey_final_lq.pdf
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http://www.bis.org/publ/bcbs280.pdf

http://www.eba.europa.eu/documents/10180/1531117/EBA-GL-2016-05+%28Final+report+on+GL+on+communication+between+competent+
authorities%29.pdf/d095b68c-17a1-40b3-9188-5f9facc23886
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Insight 1
External audit in banks

Auditors’ work does contribute
to the effective supervision of banks
Supervisors and auditors possess complementary skills and knowledge. External auditors may
participate in the supervisory process by performing additional work at the request of the
supervisors, providing reasonable or limited assurance on a range of areas such as: internal
controls, IT systems, risk management, or prudential returns. The reporting of external auditors to
supervisors helps to strengthen the supervisory process. For instance, supervisors have greater
confidence in prudential returns when they are reconciled with audited financial statements.
Audit information is, however, not always reviewed during the regular inspection of banks and
supervisors do not always have a good understanding of what an external audit comprises and
how they can rely on auditors’ work. Practices vary across ECA in terms of the scope of auditors’
work, the extent of auditors’ contributions to the supervisory process, and the type of assurance
they provide.
3

1.1 Capacity of supervisors
Observation

Supervisors face capacity constraints in
terms of staffing and accounting and auditing
training.
Supervisors do not always have a good
understanding of what an external audit
consists of and how they can rely on
auditors’ work.

Possible actions

Capacity Building:
►►

Providing on-going training on ISA and IFRS to staff at the
supervisory authority;

►►

Hiring supervisors with accounting and auditing experience.

Examples of good practices and regulation
In the UK, the Prudential Regulation Authority (PRA) provides joint regular training for supervisors on auditor- supervisor
engagement, with a focus on how they might better understand the work of auditors as well as encouraging a
more open and in-depth dialogue.

What is an audit?5
An external audit is a process by which an independent external auditor will obtain sufficient appropriate
audit evidence to give reasonable assurance about whether the financial statements as a whole are free
from material misstatement, whether due to fraud or error. This enables the auditor to express an opinion
on whether the financial statements are prepared, in all material respects, in accordance with an applicable
financial reporting framework, and to report on the financial statements in accordance with the auditor’s
findings. Reasonable assurance is a high, but not absolute level of assurance. The independent opinion
enhances the degree of confidence of intended users in the financial statements.

The definition above has been formulated based on the objective of ISA 200, Overall Objectives of the Independent Auditor and the Conduct
of an Audit in Accordance with International Standards on Auditing.
5
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1.2 Extent of use of external auditors
Observation

The majority of European supervisors can ask
external auditors to perform additional tasks
outside the scope of the audit. However,
practices vary across ECA in terms of the
scope of auditors’ work, the extent of
auditors’ contributions to the supervisory
process, and the type of assurance they
provide.

Possible actions

Policy Actions / Working Practices:
►►

Exchanging information with the external auditors on a
continuous basis and establishing jointly which additional
work the external auditors would be required to perform
outside the scope of the statutory audit.

Examples of good practices and regulation
►►

In Luxembourg, the Commission de Surveillance du Secteur Financier may set rules regarding the scope of the
audit mandate, the content of the reports, and written comments of the approved external auditor.

►►

In Cyprus, the Central Bank directs the external auditor’s attention to certain areas of concern that are expected
to be covered or analyzed in depth during the next audit.

►►

In Ireland, the Central Bank (Supervision & Enforcement) Act 2013 introduced a provision for the Central Bank
requesting external auditors to provide assurance over areas concerning: 1) Administrative or accounting
procedures; 2) Internal control mechanisms; 3) Risk management; 4) Organizational structure; and 5) Governance
of regulated financial service providers.
Prior to 2013, Section 27E of the Central Bank Act 1997 provided the Central Bank with the ability to commission a
report from the external auditor of any regulated financial service provider on: 1) The service provider’s accounting
records; 2) The systems (if any) that the service provider has in place to ensure that the service provider acts
prudently in the interests of its members (if a company or firm) and the interests of those to whom the service
provider provides financial services; 3) Any other matter in respect of which the Bank requires information about
the service provider, or the service provider’s activities, to enable the Central Bank to perform its function.

5

1.3 Long-Form Audit Report
Observation

Currently, very few supervisors request a
Long-Form Audit Report (LFAR) from external
auditors.

Possible actions

Policy Actions:
►► Requiring external auditors to prepare an annual LFAR for
Systemically Important Banks. This would include details of
the audit methodology and its limitations and key findings
on the going concern or key risks faced by the bank, and
additional appropriate information (e.g. recommended
remedial actions);
The LFAR should be submitted on a timely basis to the
supervisors to enable them to take appropriate action in
due time;
The scope and content of the LFAR should be flexible to
reflect changes within the banking sector and within the
bank and should be discussed between the auditors and
the supervisors.
Working Practices:
►► Establishing together with auditors a list of specific financial
reporting issues to be covered in the LFAR, based on the
risk profile of the bank and its business model;
►►

Conducting face-to-face discussions with the external
auditors, the bank’s management, as well as the chair of
both the audit committee and the risk committee in order to
gain a detailed understanding of the key findings and issues
highlighted.

Examples of good practices and regulation
►►

In Austria, according to the Austrian Banking Act,6 external auditors of banks are obliged to audit an additional
appendix (prudential report) together with the external audit of financial statements.
Depending on the size of the credit institution, external auditors issue a reasonable or limited assurance on the
effectiveness of internal controls in various areas (i.e. funds, liquidity, special risks, money laundering law and
compliance rules, etc.).

Austrian Federal Banking Act (Bankwesengesetz – BWG), Art. 63 para. 4 and 5.
https://www.fma.gv.at/typo3conf/ext/dam_download/secure. php?u=0&file=2660&t=1421844110&hash=a22f73f54f555cc78e849187dcfff798
6

6

This appendix is not published, but submitted to the supervisor with the auditor’s report within six months of
the date of the financial statements. The Financial Market Authority has issued a regulation defining the form
and layout of this appendix.
►►

In Germany, external auditors are required to submit a Long-Form Audit Report7 to the supervisory board. This
report is not available to the public and is a useful tool to monitor management. This report must include the
following:
General Findings
►►

Comments on the general situation of the bank and going concern assessment (based on the audited records
and management report);

►►

Facts and significant risks that affect the future development and existence of the bank;

►►

Any irregularities or violations of statutory provisions or the articles of incorporation by representatives or
employees of the bank.

Basis of the External Audit
►►

Subject, nature and scope of the external audit;

►►

Applied Accounting and Auditing Standards;

►►

Confirmation of the external auditor’s independence.

Accounting Policy Decisions
►►

Accounting methods, substantial bases of valuation and changes thereof;

►►

Exercise of accounting and measurement options;

►►

Use of discretion, estimation and judgment;

►►

Structuring measures (“window dressing” transactions);

►►

Any material disclosures not already in the notes.

Risk Management and Internal Control
►►

In the case of listed banks: whether the executive management has implemented sufficient risk management
and internal control systems.

Bundesministerium der Justiz, Audit Regulatory Committee, Long-Form Audit Report in Germany, March 2011.
http://ec.europa.eu/internal_market/auditing/docs/committees/pres1-03-03-11_en.pdf
7
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1.4 Duty and right to report
Observation

External auditors do not always have the
statutory duty to disclose significant findings
and fraud encountered during the course of
their audit (statutory duty to report).
Furthermore, not all the jurisdictions provide
“safe haven” rules for auditors when
reporting matters to supervisors that do
not give rise to a statutory duty to report
but may, nevertheless, be relevant to the
supervisor’s exercise of his/her functions
(right to report).

Possible actions

Policy Actions:
►► Updating regulations to include examples of instances and
events when external auditors must report bank-specific
information directly to supervisors (statutory duty to
report). Examples may include when external auditors detect
significant findings, fraud or going concern issues during the
course of the audit or when management uses significant
accounting judgment which materially affects the bank’s
results and position;
►► Creating “safe haven” rules to allow auditors to share bankspecific information with the supervisors on matters that
fall outside the scope of the duty to report if communicated
in good faith, and if reasonably believed to be relevant to
the supervisor in order to conduct his/her functions (right
to report).
For matters that give rise to the right to report, it is normally
appropriate for the auditor to request in writing that those
charged with governance in the bank bring these matters
to the attention of the supervisor. If those charged with
governance fail to inform the supervisor of the matters in
a timely manner, the auditor shall report them directly to
the supervisor;
►► Requiring access to documents supporting the audit findings
regarding identified or suspected non-compliance with laws
and regulations, going concern issues, key risks faced by
the bank in the short-term and medium-term, and areas
when judgment and assumptions are used by management.
In general, supervisors should be able to access any type of
audit information that they judge relevant to the supervision
of the bank. Documents could include minutes of discussions
held with management and those in charge of governance,
audit committee minutes, audit working papers, etc.;
►►

Referring to the recent guidelines proposed by the
International Ethics Standards Board for Accountants’ (IESBA).
These guidelines specify how external auditors should
respond to some proven or alleged cases of non-compliance
with laws and regulations (NOCLAR).8

International Ethics Standards Board for Accountants, Responding to Non-Compliance with Laws and Regulations, July 2016.
http://www.ifac.org/publications-resources/responding-non-compliance-laws-and-regulations
8
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Examples of good practices and regulation
►►

In Austria, there is a special duty to report in some cases (i.e. the credit institution will not be able to fulfill its
obligations or continue as a going concern, there is a material violations of the law, etc.).

►►

In the Czech Republic, the external auditor has a duty to report in writing to the Czech National Bank any facts
which may indicate a breaches of the legislation governing banks’ activities, have a material negative impact
on the economy, etc.

►►

In the FYR of Macedonia, the audit firm shall immediately notify the Governor in writing if, during the audit,
it discovers that a bank’s solvency or liquidity is compromised and the bank operates, and/or has operated,
contrary to the regulations. This requirement applies also to legal entities with which the bank has close links.

►►

In Ireland, the Central Bank (Supervision & Enforcement) Act 2013 provides for limitation of liability in the reporting
of certain matters by external auditors to the Central Bank.

Auditor’s ‘duty to report’ in the EU legislation9
For the purposes of strengthening the prudential supervision of institutions and the protection of clients of
institutions, auditors should have a duty to report promptly to the competent authorities, wherever, during
the performance of their tasks, they become aware of certain facts which are liable to have a serious
effect on the financial situation or the administrative and accounting organization of an institution. For the
same reason Member States should also provide that such a duty applies in all circumstances where such
facts are discovered by an auditor during the performance of his tasks in an undertaking which has close
links with an institution.

Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on access to the activity of credit institutions and the
prudential supervision of credit institutions and investment firms.
http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32013L0036&from=EN
9

9
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Insight 2
Channels of communication

Supervisors could engage more
effectively with external auditors
Regular exchanges of information between external auditors and banking supervisors enable both
parties to perform their duties effectively. A strong and fruitful two-way relationship depends
on the quality of interaction between auditors and supervisors. The objective is to have “the
right discussions at the right level and at the right time”,10 using the most appropriate channels
of communication so that supervisors can engage more effectively with external auditors.
All European supervisors meet with external auditors but meetings typically occur at a late stage,
mainly after the audit work has been completed and the audit report has been issued. For most
European supervisors, direct meetings with external auditors without the bank’s management,
are the preferred option. Confidentiality remains an issue in other jurisdictions. Few jurisdictions
provide “safe haven” rules for auditors when reporting matters to supervisors. Finally, very few
jurisdictions have a feedback system in place to assess and monitor the quality of the relationship
between supervisors and auditors.

Financial Services Authority & Financial Reporting Council, Enhancing the auditor’s contribution to prudential regulation, 2010.
https://www.frc.org.uk/getattachment/5cadee47-6422-46f0-b692-b3f377544769/FSA-FRC-Discussion-Paper-Enhancing-the-auditor-s-c.aspx
10
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2.1 Proportionate risk-based approach
Observation

Not all the supervisors use a proportionate11
risk-based approach when communicating
with external auditors.

Possible actions

Policy Actions:
►►

Developing formal criteria to define Systemically Important
Banks (SIBs) and set up a clear process for systematic and
regular interactions and communication with their external
auditors and the chairman of the audit committee (meetings
with the auditors of these credit institutions should happen
at least once a year).

Working Practices:
►►

Engaging with external auditors to obtain sufficient information
about the audit process and audit findings in a timely manner
to assist the supervisory process;

►►

Conducting systematic one-on-one meetings with the
chairman of the audit committee of each SIB in a structured
manner with a clear and relevant agenda, and clearly
identified outcomes and follow-up actions.

Examples of good practices and regulation
In Belgium, the National Bank of Belgium (NBB) uses a proportionate approach when interacting with external
auditors based on the risk profile of the bank, its size, and whether it is headquartered in Belgium. A set of criteria
determines Systemically Important Financial Institutions (SIFI). SIFI meetings are conducted every quarter, whereas
non-SIFI meetings are only conducted once per year. The NBB delegation includes more senior staff for meetings
with SIFI. The NBB sends a copy of most of the communication between the NBB and the bank to the external auditor.

According to the EBA, proportionality is when the communication between competent authorities and auditors (scope of information shared,
form of communication, participants in communication, frequency and timing of communication, and communication with auditors collectively)
is commensurate with the credit institution’s size and internal organization and the nature, scope and complexity of its activities, as well as
ad hoc circumstances.
11
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2.2 Timing and frequency of communication with external auditors
Observation

While most supervisors mentioned the ability
to have ad-hoc meetings with external
auditors, the communication with external
auditors often takes place only after the
audit opinion has been issued.

Possible actions

Policy Action / Working Practices:
►► Building a constructive and effective relationship with external
auditors by setting up a joint framework of engagement that
will include the terms and scope of communication and
interaction in a systematic, frequent and timely manner.
Working Practices:
►► Meeting and exchanging information with the external
auditors of a supervised bank formally, informally or on
an ad-hoc basis to avoid routine meetings and focus on
current and medium term risks and issues that may affect
the banking sector and the bank;
The exchange of information should be regular and flexible
to discuss material and relevant risks and events during
and after the audit and should take place in addition to prescheduled meetings among the supervisors, the bank and
the external auditors;
The exchange of information should be part of, and embedded
in the supervisory process rather than just an additional item
on the checklist of the supervisor. It should be conducted
in a structured manner, with a relevant agenda and clearly
identified outcomes and follow-up actions.
The supervisory authority should keep internal records of the
communication to ensure its continuity regardless of staff
turnover. This may include minutes of meetings, key issues
discussed, conclusions and agreed next steps;
►► Meeting the audit profession at least once per year and
during any phase of the audit or supervisory process.

Examples of good practices and regulation
►►

In the Netherlands, trilateral12 meetings have been introduced twice a year for large banks and once a year for
other banks (with exceptions for small banks). The National Bank of the Netherlands also meets three times a year

Trilateral meetings are meetings between the bank under supervision, and its external auditors and supervisors, compared to bilateral
meetings, which are held directly between the external auditor and supervisor of an institution.
12
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with the financial sector committees of the Dutch Association of Accountants (NBA), and with senior management
of audit firms (Big 4) on a subsector basis (banks, insurers and pension funds). They also meet with the board
of the NBA once a year to discuss matters of a strategic nature.
►►

In Finland, the Financial Supervisory Authority shares information with external auditors at the planning stage of
the audit because it affects the audit’s planning and, in some cases, the scope of the external audit of a bank.

►►

In Sweden, the Financial Supervisory Authority finds that holding discussions about risks at an early stage of the
audit process improves its own risk assessment of the bank, and contributes to closer cooperation between
external auditors and supervisors.

►►

In Italy and FYR of Macedonia, scheduling discussions just before the issuance of the audit opinion helps auditors
take supervisory findings into account when forming their audit opinion, and, in some cases, can trigger corrections.
It allows supervisors to discuss or challenge auditors’ key accounting treatments, assumptions and methodologies.

14

2.3 Channels of communication
Observation

Generally, supervisors either use formal
channels or an equal mix of both formal and
informal channels when communicating with
external auditors.
European supervisors prefer discussing
some matters directly with external auditors,
without the presence of the bank under
supervision (i.e. Bilateral meetings).

Possible actions

Working Practices:
Using as applicable:
►► Formal (meetings with external auditors with or without the
bank under supervision, meetings with external auditors
and the chair of the audit committee) and informal channels
(telephone calls, emails etc.). Physical meetings between
the supervisory authority and auditors should be held to
facilitate open and effective communication, particularly
when in-depth communication is required;13
►► Oral (meetings, calls, etc.) and written communication
(official letters, exchange of a Long-Form Audit Report, etc.);
Written communication should be used when greater clarity
is required and/or to keep a record of the communication.
(i.e. changes in regulation, emerging issues, complex technical
matters, audit report, auditors’ communication with the
bank, etc.);14
►► Ad-hoc meetings and meetings with predefined timing.
Regular contact will slowly help build open cooperation
based on trust;
►► Bilateral meetings and/or Trilateral meetings.15 Trilateral
meetings should be held in addition to any bilateral meetings
and may include members of the bank’s audit committee,
internal auditors, experts on relevant key control functions,
or members of the credit institution’s management body
and senior management, as necessary. Other relevant
public authorities may be invited to attend (or may be
informed), subject to professional secrecy conditions and if
it would facilitate the exercise of supervisory tasks. Trilateral
meetings are particularly useful when some clarifications or
coordination are deemed necessary;16

13

Please see Principle 4 of the EBA Guidelines for more information.

14

Please see Principle 4 of the EBA Guidelines for more information.

Trilateral meetings are meetings between the bank under supervision, and its external auditors and supervisors, compared to bilateral meetings,
which are held directly between the external auditor and supervisor of an institution.
15

16

Please see Principle 5 of the EBA Guidelines for more information.
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Observation

Possible actions

►►

The primary relationship holders, namely the audit firm
partner and the supervisor team leader. Other colleagues
and staff of their respective teams and/or experts may also
be involved in the communication and exchange of information
process at the working levels. However, in any case, both
the supervisory team leader and key audit partner should
be kept informed about the content of their discussions.

Examples of good practices and regulation
►►

In Denmark, the Financial Supervisory Authority (FSA) receives a Long Form Audit Report from external auditors
every year, while external auditors receive a copy of most of the communication between the bank and the
Danish FSA.

►►

European supervisors prefer discussing some matters directly with external auditors, without the presence
of the bank under supervision. The presence of the bank in meetings can, however, be necessary in specific
circumstances. Examples given include: the going concern ability of the bank (Financial Supervisory Authority
of Finland); internal controls and measures undertaken by the bank in order to meet supervisory requirements
(National Bank of the Netherlands and National Bank of the FYR of Macedonia). In addition, the National Bank of
Georgia reports that trilateral meetings can be helpful for supervisors to better understand the relationship and
information sharing processes between the bank and its external auditors.
Similarly, the presence of the bank in meetings can be preferred at a specific stage of the audit process. Some
supervisors stressed the importance of the bank’s presence during the planning stage in order to provide both
auditors and supervisors with a comprehensive update of the bank’s business activities and material changes
since the previous external audit (Central Bank of Ireland). Some supervisors find it important for those meetings
to take place at the conclusion of the external audit to discuss major audit findings (UK Prudential Regulatory
Authority and Polish Financial Supervision Authority).

16

2.4 Feedback process
Observation

The majority of supervisors do not have a
feedback system for assessing the quality
of the relationship with external auditors.
When a feedback process exists, it tends
to be informal.

Possible actions

Working Practices:
►►

Setting up a formal and regular feedback process within
the supervisory authority which may include an anonymous
survey sent to supervisors and external auditors who take
part in the meetings to assess the quality of the meetings
and relationships between the supervisors and the external
auditors;

►►

The feedback should assess the limits of the relationship
and areas of improvement, such as increasing the frequency
of meetings, exchanging more pertinent information and
discussing more specific issues relevant to the bank.

Examples of good practices and regulation
►►

In the UK,17 the Prudential Regulation Authority (PRA) Board conducted an electronic survey of supervisors of the
largest firms on: 1) The frequency and timing of scheduled or formal auditor-supervisor meetings; 2) The quality
of those meetings; and 3) Whether the broader relationship was such that supervisors believe that auditors
would contact them proactively, informally, outside scheduled meetings, to disclose emerging concerns.
To obtain the auditors’ perspectives, each auditor was also asked to provide the PRA with its overall assessment
of the quality of the external auditor- supervisor relationship. To help ensure that the auditors’ findings were
comparable with the results of the supervisors’ survey, the PRA shared the list of firms covered in the survey
as well as the full suite of survey questions addressed to supervisors with the auditors.
Following the survey and report on the quality of auditor-supervisor dialogue in the summer of 2014, the following
actions were undertaken:
►►

Discussions took place with each external auditor to emphasize the overall messages from the report;

►►

Presentations were provided to partners and managers of the large external audit firms on the results of
the survey and feedback from supervisors. These presentations included discussions about what the PRA
expects from external auditors under the PRA Code.

Bank of England, Prudential Regulation Authority, extract from the Engagement between external auditors and supervisors and commencing
the PRA’ s disciplinary powers over external auditors and actuaries – Consultation Paper CP8/15., February 2015.
http://www.bankofengland.co.uk/pra/Pages/publications/cp/2015/cp815.aspx
17

17

►►

More regular training is being provided to supervisors on the auditor - supervisor engagement, with a focus
on how they might better understand the work of auditors as well as encouraging more open and in-depth
dialogue.

The PRA uses biannual bilateral meetings with the senior financial services partners of the largest external audit
firms to provide and receive feedback on the external auditor-supervisor engagement compared to the PRA
Code. Hence the level of co-operation is kept under constant review.

18

Insight 3
Topics of mutual interest

External auditors could contribute more
on specific areas of interest to supervisors
Sharing information on a range of important accounting and auditing themes due to their
complexity, materiality and/or judgment involved is crucial. At a crossroads between accounting
and finance, topics covered under accounting standards for financial instruments, such as loan
valuation and provisioning as well as the bank’s asset valuation, are key for both external auditors
and supervisors. Compliance with prudential regulations and the consistency of disclosures
in financial statements with published prudential information are also important. Finally, the
effectiveness of banks’ internal control, risk management and IT systems are essential inputs for
assessing the bank’s risk profile and going concern assumption. External auditors may identify
additional areas of interest to supervisors during the course of the audit.
19

3.1 Audit planning and progress
Observation

Few supervisors discuss the audit strategy
and plan with external auditors. Changes
in those plans are not systematically
communicated to supervisors.

Possible actions

Working Practices:
►►

Meeting with external auditors during the planning stage
to discuss specific areas within the scope (or outside the
scope) of the audit which regulators would like them to focus
on during the course of the audit. Supervisory authorities
should prepare a list of issues for discussion and consult
auditors on its appropriateness;

►►

Using the audit strategy and plan as input to the supervisory
work plan;

►►

Discussing the audit plan and strategy specifically with
external auditors of Systemically Important Banks. External
auditors should share the audit plan and strategy with
supervisors upon request.

Examples of good practices and regulation
►►

In Belgium, the information obtained from the external audit provides input to the National Bank of Belgium’s
own supervisory work plan.

►►

In Croatia, audit firms are required to deliver an annual audit plan for each credit institution to the Croatian
National Bank, indicating the areas of focus, the audit methodology, as well as the envisaged duration of the audit.
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3.2 Accounting policies
Observation

Loan valuation and loan loss provisioning, the
bank’s asset valuation, and the effectiveness
of its internal control are topics of particular
interest to supervisors that can be discussed
with external auditors.

Possible actions

Working Practices:
►► Discussing with external auditors the processes to obtain a
detailed understanding of internal controls and assumptions
used in the valuation process to ensure that supervisors can
critically assess whether they are relevant, reliable and are
being used consistently by the bank;
►►

Requiring adequate independent validation and verification
of the valuation framework and controlling procedures by
either internal or external experts;

►►

Holding discussions with external auditors to obtain a clear
understanding of the impairment charges and other credit
risk provisions in order to assess the charges and the
provisions in a critical manner.

Examples of good practices and regulation
►►

In France, the French prudential regulator - L’Autorité de Contrô le Prudentiel et de Résolution (ACPR) - provides
a list of potential discussion topics:18

Accounting topics
►►

►►

Significant aspects of accounting practices:
►►

Implementation of new accounting standards;

►►

Changes in accounting practices;

►►

Adequacy of information in the appendix to the financial statements.

Accounting estimates:
►►

Review of significant accounting estimates, including those lacking objective data and involving a judgment;

►►

Adequacy of the valuation process and model used with the generally accepted accounting principles;

L’Autorité de Contrô le Prudentiel et de Résolution (ACPR)/ Compagnie Nationale des Commissaires aux Comptes (CNCC), Guide des relations
ACPR – Commissaires aux comptes, ACPR/CNCC, October 2014.
https://acpr.banque-france.fr/fileadmin/user_upload/acp/Agrements_et_autorisations/311014_Guide_ACPR_CNCC.pdf
18
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►►

Assessment of the factors likely to influence and/or guide the judgment of management and their choice
between several options in the valuation process;

►►

Assessment of the reasonableness of the assumptions chosen and results obtained;

►►

Adequacy of information in the appendix to the financial statements.

►►

Assessment of the analysis made by management and the external auditors with regards to the banks’ ability
to continue as a going concern;

►►

Summary of audit adjustments used and not disclosed and an estimation of their materiality;

►►

Documentation of internal control weaknesses identified during the financial reporting process;

►►

Compliance and reliability of financial information with regard to reporting requirements, risks, and exercised
judgments discussed at prior meetings.

Specific difficulties or particularities of the year, non-recurring items
►►

Significant difficulties encountered during the audit;

►►

Circumstances that led to a change in the audit mission plan;

►►

Work carried out due to significant non-recurring and complex transactions requiring an expert opinion;

►►

Significant topics that were the subject of considerable discussions with the management;

►►

Likelihood of the issuance of a qualified opinion.

Audit committee
►►

Key points that will be communicated to the audit committee;

►►

Involvement of the audit committee in overseeing the preparation of the financial statement and its appendix,
including the quality of the relationship with the external auditors.

Other possible topics of discussion
►►

Information on other entities of the banking group under supervision that is available to the supervisor and
communicated by other supervisory authorities;

►►

Evidence that the prudential information might not be consistent with the financial statements;

►►

Evidence that the valuation process of assets and liabilities of the bank under supervision might not be in line
with the accounting framework and/or regulations;

►►

Evidence of a failure of the control environment or flaws in the internal control process;

►►

Evidence of a failure in internal audit, risk management and compliance.
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3.3 Prudential returns
Observation

Reconciliation between prudential capital
elements and audited financial statements
is often not subject to an audit. Prudential
returns are often not reviewed by auditors.

Possible actions

Policy Actions:
►►

Requiring external auditors to review the reconciliation of
prudential own funds with accounting capital;

►►

Requiring external auditors to review and assess banks’
internal controls for preparing the prudential returns in the
regulatory reporting system;

►►

Requiring external auditors to report to supervisors in a
timely manner when weaknesses or breaches have been
identified.

Examples of good practices and regulation
►►

In Poland, the external auditor must audit the solvency ratio.

►►

In Serbia, prudential returns must be reviewed (not audited) by external auditors. External auditors should report
any findings in the Management Letter and submit it to the National Bank of Serbia.

►►

In Spain, external auditors might be asked to check the consistency of accounting figures contained in certain
prudential returns with accounting registers reviewed within the scope of the audit, and in some cases include
their findings in the Long-Form Audit Report.

►►

In Lithuania, accounting figures under IFRS are reconciled to prudential returns using “prudential filters”.

►►

In Macedonia, a detailed report on the composition of own funds and risk-weighted assets calculated in compliance
with the prudential regulation is required. In this detailed report, all the lines from the audited balance sheet can
be identified. Since the external auditor is obliged to verify the completeness, accuracy and compliance of the
bank’s prudential returns as of year-end, a reconciliation is indirectly performed.
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The Importance of the Management Letter19
Key features
A modern audit follows a risk-based approach, which focuses on the risks of material misstatements and
how the audited entity mitigates these risks through its internal control system.
The management letter is a key output of the audit addressed to management in which the deficiencies and
weaknesses in a bank’s organizational structure are identified and eventual recommendations from external
auditors on how to improve these internal control issues are presented. The bank’s management usually
provides a written response to the external auditor’s remarks which is integrated into the management letter.
The follow-up audit work should assess the progress made by the bank to implement the recommendations
of the initial audit or fix the problems highlighted in the management letter. The management letter is
often shared with supervisors and is also a key topic for discussions between external auditors and audit
committees.
Importance for supervisors
The management letter details weaknesses in internal controls that could cause a material misstatement
in the financial statement. Thus this document raises important points and summarizes the key areas for
the attention of banking supervisors.

Based on the Office of the Auditor General of Canada, 8020 - Recommandations et réponses de l’entité, November 2014.
http://www.oag-bvg.gc.ca/internet/methodologie/audit-de-performance/manuel/8020.shtm

19
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Insight 4
Supervisors’ input to audits

Supervisors do contribute to enhanced audit quality
Supervisors can help improve the quality of financial information. They can provide an environment
which supports the independence, objectivity and integrity of audit work. Supervisors can also
enhance audit quality by sharing relevant information with external auditors.
Most supervisors are empowered to regulate certain conditions of the appointment and rotation of
external auditors, and the audit retendering process. In a few jurisdictions, supervisory authorities
are also involved in monitoring and sanctioning auditors and their work.
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4.1 Information sharing from supervisors to external auditors
Observation

Confidentiality rules can prevent supervisors
from sharing information with external
auditors, which can have negative impacts
on the supervision of banks.

Possible actions

Policy Actions:
►► Creating “gateway” rules to allow the sharing of information
with external auditors.
Working Practices:
►► This information can be bank specific, industry specific
and related to current and emerging risks and should, in
the supervisor’s judgement, be relevant to the audit of the
credit institution. The objective is to help auditors conduct
a better quality audit which could, in turn, contribute to the
supervisory process.

Examples of good practices and regulation
In the Netherlands, supervisors have, by law, the choice to share information with external auditors, but are not
required to do so. Sometimes supervisors become aware of circumstances that can endanger “solutions” when
discussed with auditors. In such cases supervisors do not share this sensitive information. If the information has or
could have a direct influence on the auditor’s opinion, the supervisor will share this information with external auditors.

Information that supervisors could provide to external auditors20
General accounting topics:
►►

Assessments of the quality of published financial statements, the appendixes and areas identified for
improvement;

►►

Views on the appropriateness of accounting judgments and materiality thresholds used.

This list is not meant to be exhaustive and presents only suggestions inspired by the following:
Basel Committee on Banking Supervision, External audits of banks, March 2014.
http://www.bis.org/publ/bcbs280.pdf.
L’Autorité de Contrô le Prudentiel et de Résolution (ACPR)/ Compagnie Nationale des Commissaires aux Comptes, Guide des relations ACPR
– Commissaires aux comptes, ACPR/CNCC, October 2014.
https://acpr.banque-france.fr/fileadmin/user_upload/acp/Agrements_et_autorisations/311014_Guide_ACPR_CNCC.pdf
20
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Risks:
►►

Views of existing and/or upcoming macro- and micro-economic risks that banks might face. These could
include global systemic risks, such as liquidity and refinancing problems;

►►

Other risks could include those related to the valuation of certain financial instruments or technical
provisions, credit risk level on certain portfolios or the level of impairment attached to some asset classes.
Views on the bank’s loan loss provisioning could include, whenever possible, a comparison with other
institutions on an unnamed basis;

►►

Information on issues such as governance, risk management, compliance framework and internal control
that have a potential impact on the quality of financial reporting and regulatory information produced by
the bank. For this purpose, the supervisor might share findings derived from his/ her on-site inspections;

►►

Measures implemented by the supervisor to prevent or limit the consequences or generalization of an
identified risk.

Regulatory and accounting developments:
►►

The prudential treatment of a new type of product or operation and its eventual impact on accounting;

►►

Views on the interactions of new regulatory requirements with financial reporting practices and
requirements;

►►

Information on potential issues identified and related to the application of new accounting standards
or reporting practices. For example, the eventual impact of the accounting treatment of a new type of
financial instrument or financial transaction as well as the impact of the new standard on regulatory
requirements;

►►

Significant disagreements on the application of a new accounting, regulatory or prudential standard by
the bank under supervision;

►►

Information on the progress of prudential regulation projects and the perspective of supervisors on
accounting regulation projects.

Other:
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►►

Correspondence between the supervisor and the bank’s management, including certain instructions
and minutes of meetings;

►►

Any intervention from the supervisor;

►►

Feedback on publications from the accounting profession;

►►

In general, all items that could have a material impact on banks’ financial statements.

4.2 Appointments of external auditors of banks
Observation

Most European supervisors have some
form of oversight responsibility over the
appointment of external auditors (i.e. the
right to pre- select, approve/remove or to
commission an independent audit). However,
supervisors’ responsibilities vary on a
country-by-country basis.

Possible actions

Policy Actions:
►►

Setting up a principles-based framework in line with
international best practices for the selection, appointment
and removal of external auditors.

Working Practices:
►►

Monitoring the selection and appointment of external auditors
to ensure it is fair, objective, transparent, independent of
the bank’s management, and well documented;

►►

Encouraging the appointment of external auditors who are
able and willing to develop good working relationships and
dialogue with supervisors.

Examples of good practices and regulation
►►

In France, there is a mandatory joint audit for companies that prepare consolidated financial statements. A
joint audit is the audit of a company by two or more audit firms. Only one single auditor’s report is produced.
The responsibility for issuing an audit is shared by all joint auditors, and work is allocated between audit firms,
with each audit firm reviewing the work performed by the other. By allowing the selection of two audit firms,
it provides further assurance that the audit opinion is complete (i.e. increasing the number of cross checks
between audit firms improves audit quality). When appointment terms are staggered, it facilitates a smooth
rotation of audit firms (i.e. knowledge and understanding of the bank’s operations are retained while the risk
of over familiarity is mitigated). Audit firms should also have more leverage to report jointly inappropriate bank
management financial reporting practices.

►►

In Austria, supervisors have the right to object to the appointment of external auditors. For example, over the last
five years, supervisors have objected to the appointment of four external auditors (one because they breached
the internal rotation rule, the others because they did not perform audits with the care required).

►►

In Denmark, external auditors of banks are obliged to be certified by the Danish Financial Supervisory Authority
(FSA). According to certification requirements, external auditors should, inter alia:
1. Demonstrate that they have performed at least 1,500 chargeable hours auditing financial institutions,
financial holding companies, pension funds or alternative investment funds within the past five years. Of
these chargeable hours, 1,000 must include audit services to at least three banks. All of these hours should
be realized after being authorized as a state public accountant and 50 percent of them as a signing auditor
or audit team manager;
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2. Document that they fulfill applicable training requirements for auditors of banks;
3. Not have had a case with the Danish Disciplinary Board on Auditors (DDBA) within the last five years;
4. Not have been subject to criminal liability for violating financial legislation or other relevant legislation, including
legislation abroad. The Danish FSA considers whether the offense involves a risk that the external auditor
might be unable to fulfill his/her duties or role in a satisfactory manner;
5. Not have displayed or engaged in conduct which gives the FSA reason to believe that the external auditor
will not carry out his/her function or position adequately. In judging the appropriateness of the behavior,
emphasis is placed on the FSA’s objective to maintain confidence in the financial sector.
►►

In Moldova, external auditors shall pass qualification exams on general audit at the Ministry of Finance and
on banks’ specific audit at the National Bank. During these exams and interviews, the National Bank has the
opportunity to assess the external auditors’ knowledge, experience and qualifications.

►►

In the Czech Republic, the supervisors suggested using ad hoc meetings as part of the auditor assessment process.
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4.3 Audit firm rotation and retendering
Observation

Results show that mandatory audit firm
rotations are scarce while the majority of
supervisors currently enforce compulsory
key audit partner rotations.

Possible actions

Policy Actions:
►►

Setting up a framework for the rotation of external auditors in
line with international best practices to ensure independence
and avoid a conflict of interest. According to the Basel
Committee on Banking Supervision’s Core Principles for
Effective Banking Supervision, the supervisor determines
whether banks rotate their external auditors (either the firm
or individuals within the firm) from time to time;

►►

Requiring that the appropriate criteria have been used to
select the key audit partner by the relevant parties;

►►

Ensuring that there is a clear policy for retendering and
clear, well-documented criteria for selection, as well as
transparency regarding the reappointment of external
auditors.

In most jurisdictions, the same external
auditor can be reappointed without going
through a mandatory tender process.

Working Practices:
►►

Continuously monitoring audit quality especially during
transition periods;

►►

Reviewing the retendering process on a regular basis.

Examples of good practices and regulation

EU audit reform legislation – Requirements for rotation and retendering21
Audit firm rotation and audit retendering
From June 2016 onwards, Public Interest Entities (PIEs) are required to change their audit firms after a
maximum 10-year mandate. The 10-year mandate can be extended by up to 10 additional years if tenders are
carried out, and by up to 14 additional years in the case of a joint audit. In some exceptional circumstances,

EU legislation providing a new EU regulatory framework for statutory audit was adopted in 2014 and will apply to the first financial year starting
on or after mid-June 2016.
21
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supervisors are empowered to extend the term once for a further two years at the request of the audited
entity. There is the possibility to adopt a shorter rotation term.
Rotation of key audit partners
EU legislation requires the key audit partners of PIEs to rotate at least every seven years with a cooling
off period of three years.

Extract from the Basel Core Principles (BCP) for Effective Banking Supervision - Principle 27 on
financial reporting and external audit22
A snapshot of some essential criteria:
►►

The supervisor holds the bank’s board and management responsible for ensuring that financial statements
are prepared in accordance with accounting policies and practices that are widely accepted internationally.
Furthermore, the financial statements should be supported by recordkeeping systems in order to produce
adequate and reliable data;

►►

The supervisor holds the bank’s board and management responsible for ensuring that the financial
statements issued annually to the public bear an independent external auditor’s opinion. This will be the
result of an audit conducted in accordance with internationally accepted auditing practices and standards;

►►

The supervisor has the power to reject and rescind the appointment of an external auditor who is
deemed to have inadequate expertise or independence, or is not subject to, or does not adhere to,
established professional standards;

►►

The supervisor determines whether banks rotate their external auditors (either the firm or individuals
within the firm) from time to time.

Core Principles for Effective Banking Supervision, BCBS, 2012.
http://www.bis.org/publ/bcbs230.pdf
22
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Insight 5
Other communications

Effective communication between audit and banking
supervisors and audit committees does improve
audit quality
Audit committees and Audit Oversight Bodies (AOBs) contribute to enhanced audit quality through
the effective oversight of external auditors’ work and their ability to form an opinion on banks’
financial statements. These institutions play a critical role in building an appropriate framework
for corporate governance and high-quality external audits.
Most banks are required to have an audit committee but supervisors rarely meet the committee’s
chair. The audit oversight systems are not always effective or even established. Overall, when
they exist supervisors have connections with the AOB, whose role is to identify failures and
weaknesses in banks’ external audits, and to examine the work of external auditors, imposing
sanctions and/or remedial measures as necessary.
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5.1 Audit Oversight Bodies and Quality Assurance
Observation

Although most of the supervisors have
communication lines with AOBs, the
frequency of meetings and communication
with AOBs varies depending on the
jurisdictions.
In many jurisdictions, the professional
organization for auditors is responsible for
quality assurance.

Possible actions

Policy Actions:
►►

Signing a Memorandum of Understanding (MoU) between
the AOB and the supervisory authority. This document would
detail circumstances in which supervisors would communicate
directly with the AOB on topics related to public oversight,
registration, inspections and investigations of external
auditors of banks;

►►

Setting up provisions for a clear mandate for supervisors to
meet the AOB on a regular and systematic basis to discuss
auditing issues in a constructive and critical manner. This
should not prevent ad-hoc meetings.

In the EU, a single competent authority will be
designated to bear ultimate responsibility for
the audit public oversight system (mandatory
from 2016).

Capacity Building:
►►

Promoting and contributing to the implementation of the
appropriate tools, methodologies and skills for public
oversight and quality assurance agencies in the respective
jurisdiction. This includes on-going training and knowledge
requirements in IFRS and ISA, as applicable, and providing
information on the supervisory process.

Examples of good practices and regulation
►►

In the Czech Republic, the audit quality assurance system shall:
a. be independent of the controlled statutory auditors and audit firms;
b. be subjected to public oversight;
c. have safe financing and shall not be negatively affected by the auditors;
d. be executed by a natural person who is independent of the controlled auditors and who has sufficient
professional education and experience in the area of statutory audits and accounting reporting and who has
passed specialized training for such purposes as determined by the Chamber; and
e. be performed at least once in three years for the auditors of banks.
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5.2 Audit Committees
Observation

The role and responsibilities, as well as
the capacity, of audit committees vary in
the ECA region. In a few jurisdictions, audit
committees are not mandatory for banks.

Possible actions

Policy Actions:
►►

Requiring banks to have an audit committee, and ensuring
that most members are independent of the audited entity
and have the appropriate skills.

Capacity Building:
►►

Promoting and contributing to the development of a Corporate
Governance guide which sets out the role and responsibilities
of audit committees.

Working Practices:
►►

Meeting with chairs of audit committees of Systemically
Important Banks;

►►

Discussing relevant experience with the audit committee
regarding interaction with external auditors in the context
of the supervision of the bank.

Examples of good practices and regulation
►►

In the FYR of Macedonia, according to the Banking Law, banks must establish an audit committee with the
following criteria:
►►

The number of members must be at least five, but no more than nine;

►►

The majority of audit committee members should be members of the Supervisory Board, while the rest should
be independent from the bank; and

►►

At least one member should be a licensed auditor.

►►

In jurisdictions including Austria, Slovenia and Moldova, audit committees monitor the effectiveness of the risk
management process, internal audit and internal control functions, and review the accounting procedures of the
bank.

►►

In Spain, the minutes of the Audit Committee are reviewed during the supervisory process. Communication on
audit issues is channeled through the internal audit director.
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►►

In the UK, the Prudential Regulation Authority (PRA) engages with both audit committees and the AOB.23
Given audit committee responsibilities — which include monitoring the integrity of financial statements and
assessing the independence, objectivity and effectiveness of the auditor — the PRA regularly meets the chairs
of audit committees of the largest banks in roundtable meetings (currently three times a year). The aim of the
meetings is to share observations and expectations on topical accounting and auditing issues as covered in the
biannual bilateral meetings with auditors. In addition, the PRA also meets the individual chairs in trilaterals with
auditors and as part of the ongoing supervision process.
The PRA does not set or monitor the implementation of auditing standards but instead engages closely on
auditing matters with the body that has these responsibilities, namely the Financial Reporting Council (FRC). The
PRA and the FRC already have a Memorandum of Understanding (MoU), which generally outlines the way that
regulators cooperate. Under this MoU, the PRA gives input to the FRC’s Audit Quality Review Team (AQRT) in
relation to the team’s identification of which audits to inspect. The PRA also engages with the AQRT on matters
of thematic interest. In relation to each audit inspected, the FRC AQRT provides private written reports to the
auditors, the chair of the audit committee and to the PRA when it relates to a PRA authorized firm. If the audit
inspection indicates significant deficiencies in the audit of the firm, the PRA seeks to ensure that improvements
are underway and deficiencies are being addressed.

Bank of England, Prudential Regulation Authority, extract from the Engagement between external auditors and supervisors and commencing
the PRA’s disciplinary powers over external auditors and actuaries – Consultation Paper CP8/15, February 2015. http://www.bankofengland.
co.uk/pra/Pages/publications/cp/2015/cp815.aspx
23
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About the CFRR
The Centre for Financial Reporting Reform (CFRR) located in Vienna, Austria, is part of the World Bank’s Governance
Global Practice and is responsible for the World Bank‘s corporate sector financial reporting activities in Europe and
Central Asia.
The Centre helps client countries build strong accounting, reporting, and auditing practices, which bring sustainable
and equitable private sector-led growth, strengthened governance and accountability. The CFRR provides knowledge
services including analytical and advisory services; learning and skill development; know-how and knowledge transfer;
and technical assistance to strengthen existing institutions.
Activities of the Centre are focused on four areas of expertise: i) raising awareness of the importance of the
corporate financial reporting reform agenda and contributing to legislative reform; ii) building institutional capacities
by addressing knowledge gaps and offering tailored advice in areas such as public oversight and standards; iii)
encouraging strong and engaged professional accountancy organizations; and iv) promoting the development of
internationally compatible accounting education.
The CFRR organizes specific knowledge sharing activities for supervisors such as the Executive IFRS workshop,
distant learning events and other publications.

Centre for Financial Reporting Reform
Governance Global Practice
The World Bank
Praterstrasse 31
1020 Vienna – Austria
T: +43 (0)1 2170-700
F: +43 (0)1 2170-701
cfrr@worldbank.org
www.worldbank.org/cfrr
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