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Woord vooraf

Volgens de Europese Commissie beoogde de Europese audithervorming — waaraan een
concrete invulling werd gegeven door het aannemen op 16 april 2014 van Richtlijn
2014/56/EU en Verordening (EU) nr. 537/2014 — de kwaliteit van de audit te verbeteren,
de belangenvermenging tegen te gaan via strengere onafhankelijkheidsregels, de trans-
parantie te verhogen en het vertrouwen van investeerders in de financi€le informatie
te herstellen.

De Auditverordening betreft specifieke eisen voor de wettelijke controle van de jaar-
rekening van organisaties van openbaar belang (hierna “OOB’s”), met name de op
een gereglementeerde markt genoteerde vennootschappen, de kredietinstellingen, de
verzekerings- en herverzekeringsondernemingen en de vereffeningsinstellingen, alsook
de met vereffeningsinstellingen gelijkgestelde instellingen.

De voorschriften van de Auditverordening betreffende de controleverklaringen van
OOB’s beogen twee doelstellingen: de verbetering van de externe communicatie wat
de onathankelijkheid betreft en de verbetering van de informatieve waarde van het
auditverslag.

De bepalingen van de Auditverordening en -richtlijn betreffende de controleverkla-
ring werden in Belgisch recht omgezet door een wet van 7 december 2016 die de
artikelen 144 en 148 van het Wetboek van vennootschappen wijzigde.

In Belgisch recht werden alle voorschriften van de Auditverordening ook van toepassing
verklaard op andere organisaties dan de OOB’s, met uitzondering van de beschrijving
van de belangrijkste risico’s op afwijkingen van materieel belang.

lgemeen wordt aangenomen dat het concept van de bekendmaking van de belangrijkst
geachte risico’s op afwijkingen van materieel belang in het auditverslag het equivalent
is van de kernpunten van de controle (key audit matters) waarvan sprake is in de
internationale controlestandaard (International Standard on Auditing (ISA)) 701.

De kernpunten van de controle zijn de punten die, volgens het professioneel oordeel
van de commissaris, het belangrijkst waren in het kader van zijn controle van de
(geconsolideerde) jaarrekening. Het gaat onder meer over de waardering van goodwill,
interne controle en belastinglatenties. De kernpunten van de controle worden gekozen
uit de elementen die aan het auditcomité worden meegedeeld, maar bevatten niet alle
elementen die aan dit comité worden meegedeeld.

Het auditcomité zal meer middelen moeten besteden aan de opvolging van de opdracht
van de commissaris, met bijvoorbeeld bijzondere aandacht voor de identificatie en de
behandeling van de kernpunten van de controle en de vermelding ervan in het verslag
van de commissaris, of voor de materialiteitsdrempel.
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De nieuwe eisen inzake de controleverklaring wijzigen de draagkracht van een controle
van de jaarrekening niet, en mogen bijgevolg de onderliggende auditwerkzaamheden
niet beinvloeden.

Dankzij de bekendmaking van de kernpunten van de controle zullen investeerders en
andere belanghebbenden toegang hebben tot informatie die tot heden alleen beschikbaar
was voor het bestuursorgaan en het auditcomité. Er moet echter een evenwicht worden
gevonden wat het volume en de relevantie van de openbaar gemaakte informatie betreft:
de controleverklaring moet informatief zijn, maar vooral ook relevant en leesbaar.

Voor het imago van het beroep dient men absoluut te vermijden dat de kernpunten van
de controle verworden tot een hoofdstuk “Algemeenheden” van het auditverslag waarin
technische overwegingen en riskmanagement de overhand nemen op de informatieve
waarde van de bekendmaking, die dus moet worden toegespitst op de specificke situatie
van de entiteit. De besproken punten mogen niet uitsluitend technisch worden behandeld
en moeten jaarlijks worden bijgewerkt om hun relevantie te waarborgen.

Verder zullen de commissarissen van OOB’s hun verslag moeten aanpassen aan het
auditcomité teneinde alle door de Auditverordening vereiste vermeldingen hierin op te
nemen, met toepassing van alle voorschriften van ISA 701 betreffende het communi-
ceren van kernpunten van de controle in het verslag van de commissaris van een OOB.

De nieuwe voorschriften met betrekking tot de verklaring van de commissaris vormen
een fundamentele evolutie, meer dan een revolutie. Die evolutie voldoet aan de
verwachtingen van de investeerders en andere belanghebbenden die meer wensen dan
een ongenuanceerde opinie en die de verklaring van de commissaris willen gebruiken
als leessleutel voor de jaarrekening en als instrument dat meer inzicht verschaft in de
belangrijkste elementen om de financiéle situatie van de entiteit in te schatten.

Gelet op deze fundamentele evolutie en op het belang voor zowel bedrijfsrevisoren-
kantoren als deelnemers aan de kapitaalmarkten, heeft het ICCI, ter gelegenheid van
zijn10-jarig bestaan, aan leden van de academische wereld, en in het bijzonder aan
de KU Leuven en aan de UCLouvain, gevraagd om een studie te verrichten over de
impact van de door de Auditverordening vereiste vermelding van de kernpunten van
de controle op het auditverslag.

Onderhavig boek is het resultaat van deze studie, waarbij de UCLouvain meer in het
bijzonder verantwoordelijk was voor het juridisch luik, terwijl de KU Leuven het
empirisch gedeelte voor haar rekening heeft genomen.

Thierry DuPONT
Voorzitter van het Instituut van de Bedrijfsrevisoren



Avant-propos

Selon la Commission européenne, la réforme européenne de 1’audit — concrétisée par
I’adoption, en date du 16 avril 2014, de la Directive 2014/56/UE et du Reglement
n° 537/2014 — visait a améliorer la qualité de I’audit, a prévenir des conflits d’intéréts
via des regles d’indépendance renforcées, a augmenter la transparence, et a restaurer
la confiance des investisseurs dans I’information financiére.

Le Reglement audit porte sur les exigences spécifiques applicables au contrdle 1égal
des comptes des entités d’intérét public, (ci-aprés « EIP »), a savoir les sociétés cotées
sur un marché réglementé, les établissements de crédit, les entreprises d’assurances et
de réassurances et les organismes de liquidation, ainsi que les organismes assimilés a
des organismes de liquidation.

Les exigences du Réglement audit en matiere de rapport d’audit des EIP s’articulent
autour de deux objectifs, a savoir le renforcement de la communication externe en
matiére d’indépendance, et I’amélioration de la valeur informative du rapport d’audit.

Les dispositions du Reéglement audit et de la Directive audit relatives au rapport d’audit
ont été transposées en droit belge par la loi du 7 décembre 2016 modifiant les articles
144 et 148 du Code des sociétés.

En droit belge, toutes les exigences du Reglement audit ont été également rendues
applicables aux entités autres que les entités d’intérét public, a 1’exception de la
description des risques jugés les plus importants d’anomalies significatives.

Il est généralement admis que le concept de la communication des risques jugés les
plus importants d’anomalies significatives dans le rapport d’audit est équivalent aux
points clés de I’audit (key audit matters) couverts par la norme internationale d’audit
(International Standards on Auditing (ISA)) 701.

Les points clés de I’audit sont ceux qui, selon le jugement professionnel du commissaire,
ont été les plus importants dans le cadre de son audit des comptes annuels (consolidés).
Il s’agit entre autres de I’évaluation du goodwill, du contrdle interne et des latences
fiscales. Les points clés de I’audit sont choisis parmi les éléments communiqués au
comité d’audit sans toutefois reprendre tous les ¢léments qui lui sont communiqués.

Le comité d’audit devra consacrer davantage de ressources au suivi de la mission du
commissaire ; par exemple, une attention particuliére sera portée a I’identification et
au traitement des points clés de I’audit et & la maniere dont ils ont ét¢ mentionnés dans
le rapport du commissaire, ou encore au seuil de matérialité.



VIII

AVANT-PROPOS

POINTS CLES DE L’AUDIT —- KEY AUDIT MATTERS (KAM) 2018

Les nouvelles exigences en matiére de rapport d’audit ne modifient pas la portée d’un
audit des comptes annuels, et par conséquent ne devraient pas affecter les travaux
d’audit sous-jacents.

Les investisseurs et les autres parties prenantes auront, grace a la communication des
points clés de I’audit, accés a des informations qui jusqu’a présent étaient réservées a
I’organe de gestion et au comité d’audit. Il y a toutefois un équilibre a trouver en termes
de volume et de pertinence d’information a fournir de maniére publique : le rapport de
commissaire doit étre informatif mais surtout pertinent et lisible.

11 est essentiel pour ’image de la profession d’éviter que les points clés de I’audit ne
devienne une section « générique » du rapport d’audit ou les considérations techniques et
de « risk management » prennent le pas sur la valeur informative de la communication :
celle-ci doit dés lors se focaliser sur la situation spécifique de 1’entité ; les points qui
y sont développés devraient étre traités d’une maniére qui ne soit pas uniquement
technique, et devraient faire 1’objet d’une mise a jour annuelle afin d’en assurer la
pertinence.

Les commissaires d’EIP devront également adapter leur rapport au comité d’audit
afin d’y inclure toutes les mentions requises par le Réglement audit, et faire en sorte
d’appliquer toutes les prescriptions de la norme ISA 701 relative a la communication
des points clés de ’audit dans le rapport du commissaire d’une EIP.

Les nouvelles exigences en matiére de rapport du commissaire constituent une évolution
fondamentale bien plus qu’une révolution. Cette évolution répond aux attentes des
investisseurs et des autres parties prenantes qui souhaitent plus qu’une simple opinion
binaire et attendent du rapport du commissaire qu’il fournisse une clé de lecture des
comptes annuels et un outil facilitant la compréhension des éléments les plus significatifs
permettant de juger la situation financiére de 1’entité.

Etant donné cette évolution fondamentale et I’importance tant pour les cabinets de
révision que pour les participants aux marchés de capital, ’ICCI a demandé a des
membres du monde académique, et plus précisément a la KU Leuven et a ’'UCLouvain,
de réaliser une étude concernant 1’impact sur le rapport d’audit de la mention des
points clés de 1’audit telle que requise par le Réglement audit, et ceci a I’occasion du
10*me anniversaire de I’'ICCI.

Le présent ouvrage est le résultat de cette é¢tude, dans laquelle I’'UCLouvain s’est plus
particuliérement occupée du volet juridique, tandis que la KU Leuven s’est chargée
de la partie empirique.

Thierry DuPONT
Président de I’Institut des Réviseurs d’Entreprises
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Inleiding

Op 16 april 2014 namen het Europees Parlement en de Raad een nieuwe Auditrichtlijn
2014/56/EU en Verordening (EU) nr. 537/2014 aan. De Auditverordening betreft
specifieke eisen voor de wettelijke controles van financi€le overzichten van organisaties
van openbaar belang (hierna “OOB’s”), met name de (beurs)genoteerde vennoot-
schappen, de kredietinstellingen, de verzekeringsondernemingen, de herverzeke-
ringsondernemingen, de vereffeningsinstellingen en de met vereffeningsinstellingen
gelijkgestelde instellingen.

De belangrijkste verandering die de Europese audithervorming voor OOB’s heeft
aangebracht, betreft de bekendmaking van de belangrijkst geachte risico’s op afwijkingen
van materieel belang in het auditverslag. Algemeen wordt aangenomen dat dit concept
het equivalent is van de kernpunten van de controle (key audit matters) waarvan sprake is
in de internationale controlestandaard (/nternational Standards on Auditing (ISA)) 701.

Ter gelegenheid van het 10-jarig bestaan van het Informatiecentrum voor het Bedrijfs-
revisoraat (ICCI) werd eind 2016 aan de KU Leuven en aan de UCLouvain gevraagd
om een studie te verrichten over de impact van de kernpunten in de Auditverordening
op het auditverslag. De UCLouvain is verantwoordelijk voor het juridisch luik van
deze studie, terwijl de KU Leuven het empirisch gedeelte voor haar rekening neemt.

De algehele doelstelling van de empirische studie bestaat erin te identificeren wat Belgié
kan leren van andere landen, zoals het Verenigd Koninkrijk en Nederland, waar het met
de kernpunten uitgebreide auditverslag reeds enkele jaren geleden werd ingevoerd en
op basis daarvan richtlijnen en goede praktijken te ontwikkelen voor de rapportering
over de kernpunten in de Belgische OOB’s.

De resultaten van deze empirische studie, die zowel voor auditkantoren als voor
deelnemers aan de kapitaalmarkten van belang zijn, werden voorgesteld en besproken
op een paneldebat en praktijksessie onder de respectievelijke titels “How informative
are extended audit reports, really?” en “Experiences with KAM reporting practices
in the UK and the Netherlands ” tijdens het 9th European Auditing Research Network
Symposium (EARNet) dat plaatsvond op 29 september 2017 aan de KU Leuven.

Onderhavige publicatie bevat de neerslag van beide delen van de studie.
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Deel I — Juridisch kader van de bekendmakingen van de “kernpunten van de
controle” door de commissaris

De recentste audithervorming (2014) vond plaats nadat de Europese Commissie de
“verantwoordelijkheden” voor de financi€le crisis van 2008 had geanalyseerd. De
Europese wetgever eiste met name dat de controleverklaring van de organisaties van
openbaar belang zou worden aangevuld met een beschrijving van de belangrijkst
geachte risico’s op afwijkingen en van de reactie van de auditors. De International
Auditing and Assurance Standards Board (IAASB) keurde in aansluiting hierop (in
2015) de internationale controlestandaard (International Standard on Auditing of ISA)
ISA 701 over het communiceren van de kernpunten van de controle door de auditor
goed. Belgi€ heeft die problematiek tot op heden nog niet echt aangepakt, of heeft in
ieder geval de Europese verordening niet aangevuld met een wettelijke bepaling of
een beroepsstandaard.

De studie analyseert achtereenvolgens deze drie niveaus: het Europees recht, het
Belgisch recht, de ISA 701 vanuit het oogpunt van het juridisch kader dat zij creéren.

Verordening (EU) nr. 537/2014 van het Europees Parlement en de Raad van 16 april
2014 betreffende specifieke eisen voor de wettelijke controles van financiéle overzichten
van organisaties van openbaar belang en tot intrekking van Besluit 2005/909/EG van de
Commissie (hierna de Europese verordening genoemd) bepaalt dat de controleverklaring
met name de volgende elementen moet bevatten (art. 10, lid 2, ¢):

—  “een beschrijving van de als meest significant ingeschatte risico’s op een afwijking
van materieel belang, met inbegrip van ingeschatte risico’s op een afwijking van
materieel belang als gevolg van fraude”;

— “een samenvatting van de reactie van de auditor op die risicos”’;

—  “indien relevant, belangrijke opmerkingen in verband met die risicos”.

De artikelen 144 en 148 van het Wetboek van vennootschappen vermelden de bepaling
van de Europese verordening met betrekking tot de kernpunten van de controle niet
uitdrukkelijk. Wel bevatten ze een meer raadselachtige formulering die bovendien
niet beperkt is tot de organisaties van openbaar belang. De controleverklaring over de
jaarrekening (art. 144, § 1, 5°) bevat namelijk “een verwijzing bevatten naar bepaalde
aangelegenheden waarop de commissarissen in het bijzonder de aandacht vestigen
ongeacht of al dan niet een voorbehoud werd opgenomen in het oordeel”. De contro-
leverklaring over de geconsolideerde rekeningen moet een soortgelijke vermelding
bevatten (art. 148, § 1, 4°).

Uit interne besprekingen, in het bijzonder in zijn Juridische Commissie, beschouwt
het Instituut van de Bedrijfsrevisoren dat deze Belgische bepalingen de invoering
in het Belgisch recht inhouden van de Europese voorschriften inzake de kernpunten
van de controle met een uitbreiding tot alle vennootschappen die een commissaris
hebben benoemd; in al deze entiteiten, zelfs deze die niet van openbaar belang zijn, zou
het volgens het IBR mogelijk zijn dat de controleverklaringen de kernpunten van de
controle, in de zin van de Europese verordening en/of de internationale controlestandaard
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ISA 701, vermelden, waaronder de moeilijkheden van de auditors ten opzichte van
complexe financiéle instrumenten en andere goodwill waarderingen.

Voor de organisaties van openbaar belang moeten de controleverklaringen, naast de
artikelen 144, § 1, 5° en 148, § 1, 4° van het Wetboek van vennootschappen, daadwerke-
lijk de kernpunten van de controle behandelen krachtens de Europese verordening zelf.

Overeenkomstig artikel 288 van het Verdrag betreffende de werking van de Europese
Unie is een verordening namelijk rechtstreeks toepasbaar in alle lidstaten, en is een
omzetting hiervoor dus niet noodzakelijk. Bepaalde lidstaten hebben, voor het gemak
van de rechtzoekenden of uit nationale trots wel de gewoonte aangenomen de Europese
verordeningen in een nationale regelgeving te ‘kopiéren’, maar dat is geenszins een
verplichting. In dit geval heeft Belgi€ dat nict expressis verbis gedaan, maar dat heeft
geen gevolgen: de controleverklaringen van organisaties van openbaar belang die aan
de wettelijke controle door Belgische bedrijfsrevisoren zijn onderworpen, moeten de
kernpunten van de controle bespreken op grond van de directe werking van de Europese
verordening.

Advies 2017/06 van 6 oktober 2017 van de Raad van het Instituut van de Bedrijfsrevi-
soren bevestigt in zijn bijlage de verplichting, enkel van toepassing voor de organisaties
van openbaar belang, om de kernpunten van de controle te bespreken in de controle-
verklaring. En dat zonder wijziging van de in Belgié bestaande beroepsstandaarden,
die tot op heden geen rekening houden met deze problematiek maar die wel impliciet
worden gewijzigd door de Europese verordening.

Rest nog de delicate vraag van de toepassing in Belgié van de internationale controle-
standaard ISA 701 betreffende het communiceren van kernpunten van de controle in
de controleverklaring van de onafhankelijke auditor.

De toepassing in Belgié van de internationale controlestandaarden veronderstelt een
voorafgaande goedkeuring door de Hoge Raad voor de Economische Beroepen en de
Minister bevoegd voor Economie (art. 31, § 2 van de wet van 7 december 2016 tot
organisatie van het beroep van en het publiek toezicht op de bedrijfsrevisoren).

Ondanks de aanvraag die door het Instituut van de Bedrijfsrevisoren werd gedaan, heeft
tot op heden ISA 701 niet het voorwerp uitgemaakt van een dergelijke goedkeuring.
Deze is dus niet verplicht in Belgié.

In zijn advies 2017/06 van 6 oktober 2017 probeert de Raad van het Instituut van de
Bedrijfsrevisoren deze hindernis te nemen door te verwijzen naar de punt 3 van de norm
van 10 november 2009 inzake de toepassing van de ISA’s in Belgié dat verduidelijkt
dat: “In de mate dat het aanpassen van de ISA's of van verdere wijzigingen daarvan aan
de Belgische context niet het voorwerp van Belgische normen uitmaakt (bijkomende
norm en/of toelichtende bijlagen bij de ISA's) op het moment dat deze normen of deze
aanpassingen moeten worden toegepast op de controle van financiéle overzichten,
zullen de bedrijfsrevisoren hun beste vakkundig oordeel toepassen om deze aanpassing
zeker te stellen”.
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Rekening houdend met de verplichte toepassing van de Europese verordening in Belgié
en met het belang van een solide rechtskader waarop een goede professional een beroep
kan doen voor de toepassing van een wettekst, ook al komt die van Europa, delen wij het
standpunt van de Raad van het Instituut van de Bedrijfsrevisoren en willen wij het zelfs
nog uitdrukkelijker formuleren: bedrijfsrevisoren belast met de controle van organisaties
van openbaar belang, moeten blijk geven van de beste professionele oordeelsvorming
en naar de standaard 701 verwijzen voor de behandeling van de kernpunten van de
controle in hun verklaringen.

Indien zij deze norm toepassen, kan hen niets worden verweten vanuit het oogpunt
van het beroepsgeheim: dit geldt vanzelfsprekend niet wanneer de bedrijfsrevisor ertoe
gehouden is om te spreken. In dat verband is het beter dat de beroepsbeoefenaars zich
met strengheid en nuances uitspreken die een robuuste beroepsnorm zoals ISA 701
bevordert.

Zoals gezegd, is strikt genomen de toepassing van ISA 701 niet verplicht in Belgié.
Een bedrijfsrevisor kan niet tuchtrechtelijk worden gestraft enkel en alleen omdat hij
een detail van deze standaard niet in acht heeft genomen. Een dergelijke sanctie is
echter wel mogelijk op grond van de niet-naleving van de Europese verordening en
de algemene deontologische beginselen van zijn beroep.

Bovendien is de ISA 701 standaard op bepaalde punten in strijd met de Europese
verordening zodat de Belgische bedrijfsrevisor van de toepassing van deze standaard
zou moeten afzien telkens wanneer de onverenigbaarheid niet kan worden weggenomen.

Samengevat is het verplichtend opnemen van de kernpunten van de controle in het
auditorsverslag in de huidige stand van het Belgisch recht geregeld door de Europese
verordening en enkel ten opzichte van de organisaties van openbaar belang, zoals
gedefinieerd door het Wetboek van vennootschappen.

Niettegenstaande zijn niet-goedkeuring tot op vandaag door de bevoegde Belgische
overheden houdt de internationale controlestandaard ISA 701 vanaf heden een inspi-
ratiebron in die de auditor van een organisatie van openbaar belang nuttig vindt om te
hanteren door erop toe te zien om er geen draagwijdte aan te geven die frontaal ingaat
tegen de Europese verordening. Deze wordt slechts bindend na de goedkeuring ervan
door voormelde bevoegde Belgische overheden.
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Deel II — Rapportering van de kernpunten van de controle in het Verenigd
Koninkrijk: een beschrijvende analyse 2013-2016

Met de veranderingen in de financi€le verslaglegging neemt Groot-Brittannié het
voortouw in de recente golf van audithervormingen De herziene IAASB-standaarden
introduceren veranderingen in de financiéle verslaglegging die grotendeels in overeen-
stemming zijn met de bestaande rapporteringverplichtingen in Groot-Brittanni€. De
herziene verslaggevingsstandaarden van de IAASB bevatten internationale standaarden
voor accountantscontrole (ISA’s) 700: “Het vormen van een oordeel en het rapporteren
over financiéle overzichten” en 701: “Het communiceren van kernpunten van de controle
in de controleverklaring van de onafhankelijke auditor”. “Kernpunten van de controle”
stemmen grotendeels overeen met de “assessed risks of material misstatement” (vastge-
stelde risico’s van afwijkingen van materieel belang) in het UK: a) een beschrijving van
de belangrijkste vastgestelde risico’s van afwijkingen van materieel belang, inclusief
vastgestelde risico’s van afwijkingen van materieel belang ten gevolge van fraude;
b) en samenvatting van de reactie van de auditor op die risico’s; en ¢) waar relevant,
belangrijke opmerkingen met betrekking tot deze risico’s. In Groot-Brittanni€ moeten
auditkantoren bovendien de toepassing van de in de audit gebruikte materialiteitscriteria
uitleggen en de draagwijdte van de audit toelichten (FRC, 2016).

De uitgebreide controleverklaring moet de stakeholders meer vertrouwen in de kwaliteit
van de audit geven door meer contextgebonden informatie te verschaffen over de
auditaanpak en het controleoordeel. De uitgebreide controleverklaring moet het accent
verleggen van clichématige verslaglegging (met een binair oordeel, zonder of met
voorbehoud) naar een meer informatieve rapportering die de diverse stakeholders meer
inzicht verschaft in de manier waarop de audit gebeurt. Deze studie heeft dan ook tot
doel een antwoord te geven op de vraag: “Bieden uitgebreide controleverklaringen
het potentieel om informatief te zijn?” Het antwoord kan alleen bevestigend zijn als
betekenisvolle verschillen in financiéle verslaglegging worden vastgesteld tussen
sectoren, verschillen tussen ondernemingen binnen een sector en veranderingen in de
tijd binnen een onderneming.

In dit rapport werden de uitgebreide controleverklaringen geanalyseerd van de FTSE
350-ondernemingen, de 350 grootste bedrijven met hoofdnotering op de beurs van
Londen. Deze steekproef wordt gekozen, omdat wordt aangenomen dat de controlever-
slagen van hoge kwaliteit zullen zijn gezien de zichtbaarheid van de ondernemingen.

De onderzoekers konden gegevens verzamelen voor 263 ondernemingen van de FTSE
350, wat betekent dat 87 bedrijven om uiteenlopende redenen uit de oorspronkelijke
steekproef werden verwijderd. Aangezien zij gegevens verzamelden over de eerste drie
jaar na de introductie van de uitgebreide financiéle verslaglegging in Groot-Brittannié en
over het jaar voor de eerste uitgebreide controleverklaring, moet informatie over deze
vier bedrijfsjaren beschikbaar zijn. Fusies, overnames, beursgangen of veranderingen
in de FTSE 350 Index zelf kunnen verklaren waarom de definitieve steekproef niet uit
350 ondernemingen bestaat. Aangezien de implementatie van de uitgebreide financiéle
verslaglegging in Groot-Brittanni€ plaatsvindt voor alle boekjaren die na 1 oktober
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2012 beginnen, is 2013 of 2014 het eerste implementaticjaar van de kernpunten voor
de controle (KAM of Key Audit Matters).

Wat het jaar voor de invoering van de KAM-rapportering betreft, werd voor 263 bedrijven
informatie met betrekking tot de lengte van de controleverklaring verzameld. Voor
de cerste drie jaar van de KAM-rapportering lazen de onderzoekers aandachtig 789
bedrijfsjaarobservaties (263 ondernemingen over drie jaar) om de gegevens te vergaren
die zij nodig hadden voor de beschrijvende analyse. Afbeelding 1 illustreert hoe de
codering gebeurt voor elke uitgebreide controleverklaring. Eerst wordt informatie
verzameld over de gebruikte materialiteitscriteria (totale activa, omzet, bedrijfswinst,
enz.) en het materialiteitsniveau (procentueel) dat voor elk observatiejaar per bedrijf
werd gebruikt. Vervolgens tellen de onderzoekers het aantal woorden in het KAM-
gedeelte, gevolgd door het aantal KAM’s (tussen 1 en n), de aard van de KAM’s (bv.
omzetverantwoording, goodwill, voorzieningen, belastingen en wetgeving, enz.), de
volgorde van de KAM’s (of een bepaalde KAM, bv. omzetverantwoording, op de
eerste, tweede, derde, vierde plaats komt in het KAM-gedeelte). Tabel 1 illustreert de
codering van het uitgebreide controleverslag.

s — KC1 1 .
Materialiteitscriterium %’ Beschrijving van de
g kernpunten van de
0§ controle in woorden
52 ) - Im KC2 —
g 095
= 295
= &gn
=) 088
) = P
5] 85 &
o
2 g g-.-
g* | Antwoord van de
Materialiteitsniveau 3 KON auditor in woorden

Figuur 1: Codering van het gedeelte van de kernpunten
van de controle en de materialiteit
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Tabel 1: Voordeel van codering van de delen over KAM s en materialiteit.

maatregelen

2012 2013 2014 2015

Materialiteitscriterium / Bedrijfswinst | Bedrijfswinst | Bedrijfswinst
Materialiteitsniveau / 5,00% 5,00% 5,00%
Lengte van het controlever- 810 2880 3841 4454
slag (woorden)
Lengte van het KAM-gedeelte / 999 1573 1695
(woorden)
Beschrijving van de KAM / 205 641 629
(woorden)
Reactie van de auditor op de / 794 932 1066
KAM’s (woorden)
Aantal KAM’s / 6 7 6
Type en volgorde van de / 1 Goodwill 1 Goodwill 1 Goodwill
bekendgemaakte KAM’s

2 Interne 2 Voorzie- 2 Voorzie-

beheersings- ningen ningen

3 Omzetver-
antwoording

3 Presentatie
en informa-
tieverschaf-
fing

3 Presentatie
en informatie-
verschaffing

4 Continuiteit

4 Continuiteit

4 Continuiteit

5 Voorzie- 5 Waardering | 5 Financiéle
ningen instrumenten
6 Interne 6 Financiéle 6 Personeels-
beheersings- instrumenten | beloningen
maatregelen

7 Personeels-
beloningen

Dit voorbeeld toont aan dat de uitgebreide financi€le verslaglegging de controlever-
klaring beduidend langer heeft gemaakt: van 810 naar 2880 woorden in het eerste
toepassingsjaar. In het tweede en het derde jaar steeg het aantal woorden van de volledige
controleverklaring verder tot respectievelijk 3841 en 4454. Een soortgelijk patroon tekent
zich af voor de lengte van het KAM-gedeelte: 999 woorden in het eerste jaar, tegen 1573
in het tweede en 1695 in het derde. Over de periode van drie jaar is de beschrijving van
het KAM-gedeelte meer dan verdubbeld (205 tegen 629), terwijl de stijging minder
fors is voor het antwoord van de auditor (van 794 naar 1066). Het aantal KAM’s ten
slotte bedraagt 6 tot 7 over de periode van drie jaar. Noteer evenwel dat zowel de aard
als de volgorde van de KAM’s verandert. De waardering was in ons voorbeeld een
KAM tijdens het eerste en het tweede jaar, maar niet meer in het derde jaar. De KAM
“financiéle instrumenten” komt alleen in het tweede en het derde jaar voor.
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“Voorzieningen’ stond ten slotte in het eerste jaar op de vijfde plaats, maar werd tijdens
het tweede en het derde jaar als tweede KAM besproken.

Deze informatie werd voor elk van de 789 jaarobservaties per bedrijf verzameld en
gecodeerd, en vervolgens samengevoegd om te onderzoeken of uitgebreide financiéle
verslaglegging het potentieel biedt informatief te zijn voor de stakeholders. Zij voerden
diverse types van analyses uit om de volgende vragen te beantwoorden.

—  Analyse van de volledige steekproef: Wat is het gemiddelde aantal gemelde KAM’s
en welke types van KAM’s komen het vaakst voor? Verschillen het aantal KAM’s
en de aard van de KAM’s naargelang de sector?

—  Analyse van de steekproef in de tijd: Verandert de rapportering over KAM’s en
materialiteit in de tijd? Veranderen het aantal KAM’s en hun aard in de tijd?

—  Steekproefanalyse per sector: Verschilt de rapportering over KAM’s en materialiteit
tussen bedrijven binnen dezelfde sector?

Noteer dat de bovengenoemde vragen de opbouw van dit rapport bepalen. Vooreerst
bespreken de onderzoekers de beschrijvende statistieken voor de volledige steekproef
met bijzondere aandacht voor verschillen tussen sectoren en veranderingen in de tijd.
Vervolgens verstrekken ze informatie over de KAM- en materialiteitsrapportering
per sector. In dit deel wordt de informatie opgenomen in diverse tabellen (per sector).

— Tabel 1: aantal KAM’s per jaar (gemiddelde, standaardafwijking, minimum, Q1,
mediaan, Q3, max.).

— Tabel 2: lengte van het KAM-gedeelte per jaar (gemiddelde, standaardafwijking,
minimum, Q1, mediaan, Q3, max.).

— Tabel 3: top 5 van de gemelde KAM’s per jaar.

— Tabel 4: volgorde van de top 5.

— Tabel 5: toegepast materialiteitscriterium en -niveau (gemiddelde, standaardafwij-
king, minimum, Q1, mediaan, Q3, max.).

— Tabel 6: vergelijking tussen de specificke sector en de volledige steekproef.

— Bijlage 1: frequentieverdeling van alle voor de sector gemelde KAM’s.

— Bijlage 2: als voorbeeld, de langste KAM in woorden in die sector.

— Bijlage 3: voorbeelden van de top 5 van de gemelde KAM’s (langste in woorden)
in de betrokken sector.

— Bijlage 4: voor de KAM’s die niet in de top 5 staan, de naam van het bedrijf met
de langste KAM in de betrokken sector.

De keuze van de voorbeelden van KAM-reporting per sector wordt toegevoegd om de
verschillen te tonen in de manier waarop KAM-rapportering eigenlijk gebeurt. De keuze
van de KAM-voorbeelden in elke sector wordt niet op ad-hoc basis gemaakt. Eerst kozen
de onderzoekers de langste KAM om aan te tonen hoe uitvoerig de KAM-rapportering
kan zijn in een bepaalde sector. Op basis van de relevantie van een bepaalde KAM
voegden zij vervolgens de langste KAM in woorden toe voor de top 5 van de KAM’s
die voor de betrokken sector werden gemeld. Terwijl de tabellen de verschillen in aantal
woorden en gemelde KAM-types tonen, illustreren de voorbeelden verschillen in de
toon van de formulering (positief en negatief) en focussen ze ook op de reactie van
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de auditor. Voor de KAM’s die niet in de top 5 voor de sector staan, wordt dezelfde
informatie gegeven met betrekking tot het bedrijf met de langste KAM. Alle gegeven
voorbeelden hebben betrekking op het derde toepassingsjaar van de KAM’s.

De verdeling per sector wordt in Tabel 2 weergegeven. Noteer dat de bespreking per
sector enkel wordt uitgevoerd voor sectoren met meer dan 4 bedrijven. De vraag rijst
immers of de resultaten anders nog representatief zouden zijn.

Tabel 2: Frequentietabel van de steekproef per sector

Sector Aantal bedrijven Percentage van de dataset
XVl | | Detailhandel 45 17,11%
Holdings en andere investeringskantoren 38 14,45%
g Verwerkende industrie 32 12,17 %
E Vereffeningsinstellingen 26 9,89 %
s Mijnbouw 21 7,98 %
E Vervoer en openbare nutsbedrijven 19 7,22 %
UZJ Zakelijke dienstverlening 17 6,46 %
% Verzekeringsmaatschappijen 13 4,94 %
% Bouw 12 4,56 %
Gezondheidszorg 9 3,42 %
Engineering 8 3,04 %
Vastgoed 7 2,66 %
Amusement en recreatie 4 1,52 %
Groothandel 4 1,52 %
Informatietechnologie 3 1,14 %
Hotels 2 0,76 %
Persoonlijke dienstverlening 2 0,76 %
Bewegende beelden 1 0,38 %
Totaal 263 100 %

Deel twee bevat eerst de analyses van de volledige steekproef, gevolgd door afzonder-
lijke punten met een gedetailleerde analyse per sector.

Deze publicatie werd nagelezen door een leescomité bestaande uit:

— Kris HARDIES, hoofddocent aan de Universiteit van Antwerpen waar hij de vakken
auditing en current topics in accounting doceert; en

— Patricia LELEU, bedrijfsrevisor, raadslid van het IBR, voorzitter van zijn Commissie
Normen en vennoot van het bedrijfsrevisorenkantoor KPMG Bedrijfsrevisoren.



EXECUTIVE SUMMARY (FR)



=
pad

EXECUTIVE SUMMARY (FR)

POINTS CLES DE L’AUDIT —- KEY AUDIT MATTERS (KAM) 2018

Introduction

En date du 16 avril 2014, le Parlement européen et le Conseil adoptaient une nouvelle
Directive audit 2014/56/UE et un nouveau Réglement audit n® 537/2014. Le Reéglement
audit porte sur les exigences spécifiques applicables au contrdle 1égal des comptes des
entités d’intérét public, (ci-apres « EIP ») a savoir les sociétés cotées (en bouse), les
établissements de crédit, les entreprises d’assurances et de réassurances et les organismes
de liquidation ainsi que les organismes assimilés a des organismes de liquidation.

L’évolution la plus significative de la réforme européenne de 1’audit pour les EIP a trait
a la communication des risques jugés les plus importants d’anomalies significatives
dans le rapport d’audit. Il est généralement admis que ce concept est équivalent aux
points clés de 1’audit (key audit matters) couverts par la norme internationale d’audit
(International Standards on Auditing (ISA)) 701.

ATl’occasion du 10©™ anniversaire du Centre d’information du Révisorat d’entreprises
(ICCI), fin 2016 il a été¢ demandé a la KU Leuven et I’UCLouvain d’exécuter une étude
concernant 1’impact des points clés dans le Réglement audit sur le rapport d’audit.
L‘UCLouvain s’occupe du volet juridique de cette étude, tandis que la KU Leuven
s’en charge de la partie empirique.

L’objectif général de cette étude empirique consiste a vérifier ce que la Belgique pourrait
apprendre d’autres pays, comme le Royaume-Uni et les Pays Bas, ou le rapport d’audit
¢élargi avec les points clés de 1’audit a déja ét¢ introduit depuis quelques années et sur la
base de laquelle des guides et des bonnes pratiques seront développés pour le reporting
sur les points clés dans les EIP belges.

Les résultats de cette étude empirique, qui seront importants tant pour les cabinets
d’audit que pour les participants aux marchés de capital, ont été présentés et discutés
lors d’un débat panel et d’une session pratique ayant comme titres respectifs « How
informative are extended audit reports, really? » et « Experiences with KAM reporting
practices in the UK and the Netherlands » pendant le 9th European Auditing Research
Network Symposium (EARNet) qui a eu lieu le 29 septembre 2017 a la KU Leuven.

La présente publication couvre en substance les deux parties de 1’étude.
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Partie I — Le cadre juridique de la divulgation par le commissaire des « points
clés de ’audit »

La derniére réforme de 1’audit (2014) — celle née a la suite de I’analyse faite par la
Commission européenne des « responsabilités » dans la crise financieére de 2008 — a
conduit le législateur européen a exiger, notamment, d’enrichir le rapport d’audit des
entités d’intérét public, par une description des risques d’anomalies des comptes jugés
les plus importants par les auditeurs, et de la réponse que ces derniers y ont apportées.
Le Conseil international des normes d’audit et d’assurance (IAASB) a adopté dans la
foulée (2015) une norme internationale d’audit, dite ISA 701, sur la communication
par ’auditeur de ces « points clés d’audit ». Et la Belgique n’a, jusqu’ici, pas vraiment
traité de cette problématique, ou en tout cas n’a pas complété le réglement européen
ni d’une disposition législative, ni d’une norme professionnelle.

L’étude analyse ces trois niveaux successivement : le droit européen, le droit belge, la
norme ISA 701, du point de vue du cadre juridique qu’ils créent.

Le reglement (UE) n° 537/2014 du Parlement européen et du Conseil du 16 avril 2014
relatif aux exigences spécifiques applicables au contrdle 1égal des comptes des entités
d’intérét public et abrogeant la décision 2005/909/CE de la Commission (ci-apres, le
réglement européen) prévoit que pour les entités d’intérét public, le rapport d’audit
contient notamment (art. 10, § 2, ¢) :

— « une description des risques jugés les plus importants d’anomalies significatives,
y compris les risques d’anomalie significative due a une fraude ;

— « une synthese des réponses du controleur légal des comptes face a ces risques ;

— « le cas échéant, les principales observations relatives a ces risques ».

Les articles 144 et 148 du Code des sociétés ne reprennent pas expressis verbis la
disposition du réglement européen relative aux points clés de 1’audit. On y trouve par
contre une formulation plus sibylline, et par ailleurs non limitée aux entités d’intérét
public. Le rapport d’audit sur les comptes annuels (art. 144, par. 1¢, 5°) comprendra
en effet « une référence a quelque question que ce soit sur laquelle les commissaires
attirent spécialement [’attention, qu 'une réserve ait ou non été incluse dans l’opinion ».
Le rapport d’audit sur les comptes consolidés comportera une mention semblable (art.
148, par. 1¢, 4°).

De débats internes, notamment au sein de sa Commission juridique, I’Institut des
Réviseurs d’Entreprises considére que ces textes belges constituent 1’introduction en
droit belge du dispositif européen relatif aux points clés de I’audit, avec une extension
du champ d’application a toutes les sociétés ayant nommé un commissaire : dans toutes
les entités, méme celles qui ne sont pas d’intérét public, il serait possible selon I'IRE
que les rapports d’audit fassent mention de points clés d’audit, au sens du réglement
européen et/ou de la norme internationale d’audit ISA 701, tels que les difficultés des
auditeurs face a des instruments financiers complexes et autres évaluations de goodwills.
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Pour les entités d’intérét public, au-dela des articles 144, paragraphe 1, 5°, et 148,
paragraphe 1¢, 4°, du Code des sociétés, les rapports d’audit devront traiter effectivement
des points clés d’audit, et cela en vertu du réglement européen lui-méme.

Conformément a ’article 288 du traité sur le fonctionnement de 1’Union européenne,
un réglement est en effet directement applicable dans tous les Etats membres, sans
qu’aucune transposition ne soit nécessaire. Certes, les Etats membres ont pris
I’habitude, pour la facilité des justiciables voire par orgueil, de « recopier » le contenu
des réglements européens dans un instrumentum national, mais il ne s’agit nullement
d’une obligation. Ici, que la Belgique ne 1’ait pas fait expressis verbis, reste sans
conséquence: les rapports d’audit des entités d’intérét public soumis au contrdle 1égal
de réviseurs d’entreprises belges doivent traiter des points clés d’audit, conformément
a Deffet direct du réglement européen.

L’avis 2017/06 du 6 octobre 2017 du Conseil de 1’Institut des Réviseurs d’Entreprises
le confirme: son annexe reprend, pour les seules entités d’intérét public, I’obligation
que le rapport d’audit traite des points clés de 1’audit. Et cela, nonobstant la non-
modification des normes professionnelles existantes en Belgique, qui ignorent jusqu’ici
cette problématique, mais qui sont implicitement modifiées par le réglement européen.

Reste la délicate question de I’application en Belgique de la norme internationale d’audit
ISA 701 relative a la communication des questions clés de 1’audit dans le rapport de
I’auditeur indépendant.

L’application en Belgique des normes internationales d’audit suppose une approbation
préalable par le Conseil supérieur des professions économiques et le Ministre ayant
I’économie dans ses attributions (art. 31, § 2, de la loi du 7 décembre 2016 portant
organisation de la profession et de la supervision publique des réviseurs d’entreprises).

Or lanorme ISA 701 n’a jusqu’ici pas fait I’objet d’une telle double approbation, malgré
la demande qui en a été faite par I’Institut des réviseurs d’entreprises. Elle n’est donc
pas obligatoire en Belgique.

Dans son avis 2017/06 du 6 octobre 2017, le Conseil de I’Institut des réviseurs d’entre-
prises tente de surmonter I’obstacle, en faisant référence au point 3 de la norme du 10
novembre 2009 relative a I’application des normes ISA en Belgique, lequel précise
que : « Dans la mesure ou l’adaptation au contexte belge des normes ISA ou de leurs
modifications ultérieures ne fait pas I 'objet de normes belges (norme complémentaire et/
ou annexes explicatives aux normes ISA) au moment oui ces normes ou ces modifications
doivent étre appliquées a l’audit d états financiers, les réviseurs d’entreprises exerceront
leur meilleur jugement professionnel en vue d’assurer cette adaptation. »
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Compte tenu de I’application obligatoire en Belgique du réglement européen, et de
la pertinence pour un bon professionnel de se référer, pour I’application d’un texte
législatif, fut-il d’origine européenne, a un cadre normatif solide, nous partageons la
position du Conseil de I’Institut des réviseurs d’entreprises, et I’explicitons méme : les
réviseurs d’entreprises chargés de 1’audit des entités d’intérét public feront preuve du
meilleur jugement professionnel en se référant a la norme ISA 701 pour le traitement
dans leurs rapports des points clés d’audit.

S’ils appliquent cette norme, aucun reproche ne pourra leur étre fait sous I’angle du
secret professionnel : celui-ci ne vaut a I’évidence pas lorsque le réviseur d’entreprises
est tenu de parler. Et a cet égard, mieux vaut que les professionnels s’expriment avec la
rigueur et les nuances que favorise une norme professionnelle robuste comme I’ISA 701.

Ceci dit, la norme ISA 701 n’est pas a strictement parler obligatoire en Belgique, de
telle sorte qu’un réviseur d’entreprises ne saurait étre sanctionné disciplinairement du
seul fait de ne pas en avoir respecté I’un ou I’autre détail. Il ne pourra 1’étre que sur la
base du non-respect du réglement européen et des principes généraux de la déontologie
de sa profession.

En outre, la norme ISA 701 présente certaines contradictions avec le réglement européen,
de telle sorte que le réviseur d’entreprises belge devrait écarter 1’application de ladite
norme ISA 701, chaque fois que la contradiction ne peut étre levée.

En synthése, dans 1’état actuel du droit belge, 1’inclusion des points clés de 1’audit dans
le rapport de 1’auditeur est régie, de maniére obligatoire, par le réglement européen
et seulement a I’égard des entités d’intérét public, telles qu’elles sont définies par le
Code des sociétés.

Nonobstant sa non-approbation, jusqu’ici, par les autorités compétentes belges, la
norme internationale d’audit ISA 701 constitue dés a présent une source d’inspiration
que ’auditeur d’une entité d’intérét public jugera utile d’appliquer, en veillant a ne pas
lui donner une portée qui heurte frontalement le réglement européen. Elle ne deviendra
obligatoire qu’aprés son approbation par lesdites autorités belges compétentes.
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Partie II — Reporting des points clés de ’audit au Royaume-Uni : une analyse
descriptive 2013-2016

Les changements apportés dans le domaine des rapports d’audit ont mis le Royaume-Uni
au premier plan de la récente vague de réformes en la matiére. Les normes révisées
de 'TAASB (Conseil international des normes d’audit et d’assurance) ont introduit
des modifications globalement compatibles avec les exigences actuelles en la matiére
au Royaume-Uni. Les normes révisées de I'IAASB concernant les rapports d’audit
incluent les normes internationales d’audit (ISA - International Standards on Auditing)
700 : « Fondement de I’opinion et rapport d’audit sur des états financiers » et 701 :
« Communication des points clés de I’audit dans le rapport de I’auditeur indépendant ».
« Les points clés de 1’audit » sont a peu pres équivalents aux « risques jugés importants
d’anomalies significatives » pour la configuration britannique : a) une description des
principaux risques jugés importants d’anomalies significatives, y compris le risque di a
une fraude ; b) un résumé des réponses de I’auditeur a ces risques ; et c) le cas échéant,
ses principales observations a I’égard de ces risques. En outre, les cabinets d’audit du
Royaume-Uni sont également tenus d’expliquer 1’application du caractere significatif
utilisé dans I’audit et de préciser le champ d’application de I’audit (FRC, 2016).

Le rapport d’audit élargi devrait augmenter la confiance des parties prenantes envers la
qualité de I’audit réalisé, car il fournit plus d’informations quant aux approches d’audit et
les jugements portés. Ce rapport d’audit élargi vise a s’écarter des expressions standard
des rapports (a I’opinion binaire), pour fournir aux parties prenantes un rapport d’audit
plus clair et plus transparent sur sa réalisation. Dés lors, 1’objectif de cette étude est de
répondre a la question : « Les rapports d’audits élargis peuvent-ils étre informatifs ? ».
Ceci ne pourra étre le cas que si des différences notables sont observées sur la maniére
dont les rapports d’audit élargis sont réalisés selon les secteurs, selon les entreprises
d’un méme secteur et selon les entreprises au fil du temps.

Ce compte-rendu reprend I’analyse des rapports d’audit élargis des entreprises du FTSE
350, les 350 plus grandes entreprises cotées a la Bourse de Londres. Le choix s’est
porté sur cet échantillon de sociétés, car leurs rapports d’audit sont réputés d’excellente
qualité, en raison de leur importante visibilité.

Les chercheurs ont récolté des données de 263 entreprises faisant partie de cet indice, 87
entreprises ayant été écartées de 1’échantillon initial pour diverses raisons. Comme ils
ont recueilli des données sur les trois premicres années d’utilisation du rapport d’audit
¢largi au Royaume-Uni, ainsi que pour I’année précédant sa premiére application, ils
se sont assuré que les informations pour chacune des quatre années étaient disponibles.
Les fusions, acquisitions, introductions en bourse ou les changements au sein de
I’indice FTSE 350 expliquent pourquoi I’échantillon final ne comporte pas 350 sociétés.
Etant donné que la mise en ceuvre du rapport d’audit élargi au Royaume-Uni s’applique
a tous les exercices comptables a partir du 1" octobre 2012, la premiére année d’adoption
des points clés de ’audit est soit 2013, soit 2014.
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Pour I’exercice avant I’introduction des points clés de 1’audit, les chercheurs ont analysé
263 entreprises pour lesquelles ils ont récolté des informations relatives a la longueur du
rapport d’audit. Pour les trois premiéres années du rapport comportant les points clés de
I’audit, ils ont parcouru en détail les rapports de 789 entreprises (263 entreprises sur trois
ans), afin de recueillir les données nécessaires a I’analyse descriptive. L’illustration 1
explique la fagon dont I’encodage a été réalisé pour chaque rapport d’audit élargi.
Les chercheurs ont d’abord réuni des informations a propos de la base du caractére
significatif utilisé (actifs totaux, chiffre d’affaires, bénéfice d’exploitation...) et du
degré du caractére significatif (en pour cent) adopté pour chaque exercice comptable
des entreprises. Ensuite, ils ont recensé le nombre de mots dans la partie relative aux
points clés de 1’audit, puis ils ont identifié¢ le nombre de points clés de I’audit (entre 1
et N), leur type (comme la comptabilisation des revenus, le goodwill, les provisions,
I’imposition et les réglementations...) et leur ordre (si un point clé particulier, comme la
comptabilisation des revenus, se trouve en premier, deuxiéme, troisiéme ou quatriéme
lieu) dans la section dédiée aux points clés de 1’audit. Le tableau 1 montre un exemple
d’encodage du rapport d’audit élargi.

& — PCA1 T . .
Bas:i dlligecl;etlicftere " Description des points
e &n & cléss de I’audit
= e en mots
é’ == — PCA2 -
5 25
U = —
2 P
= Lo
S . . £° Réponse de I’auditeur
Niveau du caractére A en mots
significatif L PCAN _

Schéma 1 : Encodage de la section portant sur les points
clés de ’audit et le caractere significatif
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Tableau 1 : exemple d’encodage de la partie a propos des

POINTS CLES DE L’AUDIT —- KEY AUDIT MATTERS (KAM) 2018

points clés de I’audit et du caractere significatif

2012 2013 2014 2015

Base du caractére significatif / Bénéfice Bénéfice Bénéfice
d’exploitation d’exploitation d’exploitation

Degré du caractére significatif / 5,00 % 5,00 % 5,00 %
Longueur du rapport d’audit 810 2 880 3 841 4454
(mots)
Longueur de la partie sur les / 999 1573 1695
points clés de I’audit (mots)
Descriptions des points clés / 205 641 629
de I’audit (mots)
Réponse de I’auditeur aux / 794 932 1 066
points clés de I’audit (mots)
Nombre de points clés de / 6 7 6
I’audit
Type et ordre des points clés / 1. Goodwill 1. Goodwill 1. Goodwill

de I’audit publiées

2. Controles
internes

2. Provisions

2. Provisions

3. Comptabilisa-
tion des revenus

3. Présentation
et divulgation

3. Présentation
et divulgation

4. Continuité de
I’exploitation

4. Continuité de
I’exploitation

4. Continuité de
I’exploitation

5. Provisions

5. Valorisation

5. Instruments
financiers

6. Controles
internes

6. Instruments
financiers

6. Avantages du
personnel

7. Avantages du
personnel

Cet exemple montre que le rapport d’audit élargi a été a I’origine d’un allongement
notable, de 810 a 2 280 mots, du rapport d’audit la premicre année de sa mise en ceuvre.
Notons également qu’au cours de la deuxiéme et de la troisiéme année, le nombre de
mots de ’ensemble du rapport d’audit a encore progressé de 3 841 mots a 4 454 mots.
On observe une tendance similaire pour la longueur de la partie sur les points clés de
’audit, qui passe de 999 mots la premiére année, a 1 573 la deuxiéme année et a 1 695
la troisiéme année. Au cours de la période de trois ans, les descriptions de la partie
sur les points clés de I’audit ont plus que doublé (205 mots contre 639 mots), mais la
hausse est moins importante pour la réponse de 1’auditeur (de 794 mots a 1 066 mots).
Enfin, le nombre de points clés de I’audit varie en 6 et 7 sur la période de trois ans.
Cependant, le type de points clés de I’audit et leur ordre fluctuent. Si la valorisation
constituait un point clé de I’audit dans cet exemple pendant la premiére et la seconde
année, elle n’apparait plus au cours de la troisiéme année. La point clé de I’audit sur
les ‘instruments financiers’ ne se manifeste que durant la seconde et la troisiéme année.
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Finalement, les ‘provisions’ ont été classées en cinquiéme lieu la premiére année, mais
elles ont été abordées en tant que deuxiéme point clé de I’audit pendant la seconde et
la troisi¢éme année.

Ces informations ont été récoltées et encodées pour chacune des 789 sociétés par
année et ensuite totalisées pour examiner si le rapport d’audit élargi était susceptible
d’étre révélateur pour les parties prenantes. Les chercheurs ont mené différents types
d’analyses pour répondre aux questions suivantes :

—  Analyse de tout ’échantillon : Quel est le nombre moyen de points clés de 1’audit
dans le rapport et lesquels sont les plus susceptibles d’apparaitre ? Le nombre de
points clés de I’audit et leur type différent-ils selon les secteurs ?

—  Analyse de I’échantillon au fil du temps : Les points clés de I’audit et le caractére
significatif varient-ils au fil du temps ? Le nombre et le type de points clés de I’audit
varient-ils au fil du temps ?

—  Analyse de ’échantillon par secteur : Les parties sur les points clés de I’audit et le
caractere significatif différent-elles entre les sociétés d’un méme secteur ?

Notons que les questions susmentionnées déterminent la fagon dont ce rapport est
construit. Elles abordent en premier lieu les statistiques descriptives pour I’ensemble
de I’échantillon, se concentrent sur les différences entre les secteurs et les changements
au fil du temps. Deuxi¢mement, elles fournissent des informations a propos de la partie
sur les points clés de 1’audit et le caractére significatif par secteur et les informations
suivantes dans plusieurs tableaux (par secteur) :

— Tableau I : le nombre de points clés de I’audit par an (moyen, écart type, minimum,
Ql, médiane, Q3, max) ;

— Tableau 2 : la longueur de la partie sur les points clés de I’audit par an (moyen,
écart type, minimum, Q1, médiane, Q3, max) ;

— Tableau 3 : le top 5 des points clés de I’audit publiées chaque année ;

— Tableau 4 : ’ordre des 5 principaux points clés de I’audit publiés ;

— Tableau 5 : la base et le degré du caractére significatif appliqué (moyen, écart type,
minimum, Q1, médiane, Q3, max) ;

— Tableau 6 : une comparaison entre un secteur particulier et la totalité de 1’échantillon ;

— Annexe 1 : la distribution des fréquences de tous les points clés de 1’audit publiés
pour ce secteur ;

— Annexe 2 : a titre d’exemple, la plus longue partie sur les points clés d’audit en
mots pour ce secteur ;

— Annexe 3 : exemples du top 5 des points clés d’audit publiés (les plus longs en
mots) de ce secteur ;

— Annexe 4 : pour les points clés de 1’audit n’appartenant pas au top 5, le nom de la
société ayant le point clé de I’audit le plus long de ce secteur ;

La sélection des exemples du rapport comportant les points clés de 1’audit par secteur
est ajoutée pour exposer la variation de la fagon dont le rapport sur les points clés de
I’audit est effectivement réalisé. Le choix des exemples sur les points clés de 1’audit
pour chaque secteur n’est pas ad hoc. D’abord, les chercheurs ont opté pour le plus long
point clé de ’audit, afin de montrer a quel point le rapport a ce sujet peut étre étendu
dans un secteur en particulier. Deuxiémement, sur la base de la pertinence d’un point
clé de I’audit spécifique, ils ont ajouté le point clé de 1’audit le plus long en mots pour
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le top 5 des points clés de I’audit publiés par ce secteur. Si les tableaux montrent des
différences en nombre de mots et en type de points publiés, les exemples illustrent aussi
des écarts dans le ton utilisé (positif et négatif) et soulignent la réponse de I’auditeur.
Enfin, pour les points clés de 1’audit n’appartenant pas au top 5, ils ont indiqué les
entreprises présentant les points clés de I’audit les plus longs. Tous les exemples donnés
portent sur la troisiéme année de 1’application des points clés de 1’audit.

La distribution par secteur est indiquée dans le tableau 2. Notons que ’analyse par
secteur n’a eu lieu que pour les secteurs comportant plus de 4 sociétés, afin de déterminer
si ces résultats peuvent étre représentatifs.

Tableau 2 : Tableau de fréquence de I’échantillon par secteur

Secteur Nombre de Pourcentage du jeu de
sociétés données
Commerce de détail 45 17,11 %
Holding et autres bureaux d’investissement 38 14,45 %
Industrie 32 12,17 %
Organismes de dépot 26 9,89 %
Mines 21 7,98 %
Transport et services publics 19 7,22 %
Services commerciaux 17 6,46 %
Organismes d’assurance 13 4,94 %
Construction 12 4,56 %
Soins de santé 9 3,42 %
Engineering 8 3,04 %
Immobilier 7 2,66 %
Divertissements et loisirs 4 1,52 %
Commerce de gros 4 1,52 %
Technologies de I’information 3 1,14 %
Hotels 2 0,76 %
Services personnels 2 0,76 %
Création cinématographique 1 0,38 %
Total 263 100 %

Dans la partie deux, les chercheurs ont d’abord fourni des analyses de la totalité de
I’échantillon, suivies par les sections individuelles comportant une analyse détaillée
par secteur.

Cette publication a été relue par un comité de lecture composé de :

— Kris HARDIES, professeur agrégé a 1I’Université d’ Anvers ou il enseigne les matiéres
auditing et current topics in accounting ; et

— Patricia LELEU, réviseur d’entreprises, membre du Conseil de I’IRE, président de
sa Commission des normes et associée du cabinet de révision KPMG réviseurs
d’entreprises.
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Introduction

On 16 April 2014, the European Parliament and the Council adopted a new Audit
Directive 2014/56/EU, and Audit Regulation (EU) No 537/2014. The Audit Regulation
sets out specific requirements for statutory audits of financial statements of public
interest entities (henceforth ‘PIEs’), especially listed companies, credit institutions,
insurance companies, reinsurance companies, settlement institutions and institutions
assimilated to settlement institutions.

The main change made by this European audit reform for PIEs concerns the disclosure
of what are assessed to be the most significant risks of material misstatement in the
audit report. It is generally accepted that this concept is the equivalent of the ‘key audit
matters’ referred to in International Standards on Auditing (ISA) 701.

To mark the tenth anniversary of the Information Centre of Corporate Audit (ICCI),
at the end of 2016, the universities KU Leuven and UCLouvain were asked to carry
out a study of the impact of the key audit matters in the Audit Regulation on the audit
report. UCLouvain is responsible for the legal part of this study, while KU Leuven
accounts for the empirical part.

The empirical study’s overall objective is to identify what Belgium can learn from
other countries, such as the United Kingdom and the Netherlands, where the extended
audit report including the key audit matters was already introduced a few years ago,
and on that basis, to develop guidelines and good practices for reporting on key audit
matters in the Belgian PIEs.

The results of this empirical study, which are important for both audit firms and participants
in the capital markets, were presented and discussed in a panel debate and at a practical
session under the respective titles ‘How informative are extended audit reports, really?’
and ‘Experiences with KAM reporting practices in the UK and the Netherlands’ at the
9th European Auditing Research Network Symposium (EARNet), held at KU Leuven on
29 September 2017.

This publication contains the report of both parts of the study.
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Part I — Legal framework of the disclosure of the ‘key audit matters’ by the
statutory auditor

The latest audit reform (2014) — resulting from the European Commission’s analysis
of “responsibilities” in the 2008 financial crisis — led European legislators to introduce
various new requirements. These include the extension of the audit report of public
interest entities to include a description of what the auditors assess to be the most
significant risks of material misstatement, and how they have responded to these risks.
Subsequently (in 2015), the International Auditing and Assurance Standards Board
(IAASB) adopted an international standard on auditing, ISA 701, on the auditors’
communication of these ‘key audit matters’. So far, Belgium has not properly addressed
this issue, or in any case, has not supplemented the European Regulation with either a
legislative provision or a professional standard.

These three levels — European law, Belgian law and ISA 701 — are successively analysed
from the point of view of the legal framework they create.

Regulation (EU) No 537/2014 of the European Parliament and of the Council of 16 April
2014 on specific requirements regarding statutory audit of public-interest entities and
repealing Commission Decision 2005/909/EC (henceforth the ‘European Regulation”)
states that for public interest entities, the audit report shall at least provide (Art. 10,
point 2, (c)):

— “a description of the most significant assessed risks of material misstatement,
including assessed risks of material misstatement due to fraud”,;

— “a summary of the auditor s response to those risks”; and
“where relevant, key observations arising with respect to those risks”.

Articles 144 and 148 of the Companies Code do not expressly refer to the provisions of
the European Regulation on key audit matters. Instead, their wording is more sibylline,
and moreover not limited to public interest entities. The audit report on the annual
financial statements (Art. 144, § 1, 5°) must in fact include, “a reference to any matter to
which the statutory auditors wish to draw special attention, whether or not a qualifica-
tion has been included in the audit opinion” (free translation). The audit report on the
consolidated financial statements must contain a similar reference (Art. 148, § 1, 4°).

Following internal discussions, in particular within the Legal affairs commission, the
Institute of Registered Auditors (Institut des Réviseurs d’Entreprises/Instituut van de
Bedrijfsrevisoren (IRE-IBR)) considers that these Belgian provisions constitute the
introduction in Belgian law of the European provision regarding the key audit matters
extended to all companies having appointed a statutory auditor; in all these entities,
even those who are not public interest, it would be possible according to the IRE-IBR
that the audit reports mention the key audit matters in the meaning of the international
standard on auditing ISA 701, amongst others the difficulties of auditors facing complex
financial instruments and goodwill valuations.
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With regard to public interest entities, beyond articles 144, § 1, 5° and 148, § 1, 4° of
the Companies Code, the audit reports really must address key audit matters following
the European Regulation itself.

Article 288 of the Treaty on the Functioning of the European Union, a regulation
is indeed directly applicable in all Member States, without any transposition being
necessary. Admittedly, the Member States have become accustomed of ‘copying’ the
content of European regulations into a national instrument — whether for the convenience
of the litigants or even out of pride —, but they are by no means obligated to do so.
Belgium has not expressly done so, but this remains without consequence: the audit
reports of public interest entities subject to the statutory audit of Belgian auditors must
address key audit matters, in line with the direct effect of the European Regulation.

Opinion 2017/06 of 6 October 2017 of the Board of the IRE-IBR confirms this: its
appendix reiterates, for public interest entities only, the requirement that the audit report
address key audit matters. And this, notwithstanding the lack of any amendment to
existing professional standards in Belgium, which have so far ignored this issue: they
are implicitly amended by the European regulation.

This leaves the delicate question of the application in Belgium of international audit
standard ISA 701 relating to the communication of key audit matters in the independent
auditor’s report.

The application of the International Standards on Auditing in Belgium implies the prior
approval by the High Council of Economic Professions and by the Minister in charge
of the Economy (art. 31, § 2 of the law of 7 December 2016 on the organisation of the
profession and the public supervision of registered auditors).

Yet so far the standard ISA 701 hasn’t been subject to such a double approval, despite the
request that had been introduced by the Institute of Registered Auditors. It is therefore
not mandatory in Belgium.

In its opinion 2017/06 of 6 October 2017, the Board of the IRE-IBR attempts to
overcome this hurdle, by referring to point 3 of the standard of 10 November 2009
related to the application of the ISAs in Belgium, which specifies that: “Insofar as
the adaptation of the ISAs or their subsequent modifications to the Belgian context
is not submitted to Belgian standards (complementary standard and/or explanatory
appendixes to the ISAs) when these standards or these modifications must be applied to
the audit of financial statements, the auditors will exert their best professional judgment
in order to realize this adaptation.” (free translation)



KERNPUNTEN VAN DE CONTROLE - KEY AUDIT MATTERS (KAM) 2018

Given the mandatory application in Belgium of the European Regulation, and the
importance for a good professional to refer to a solid normative framework for the
application of a legislative text, even one of European origin, we share the position
of the Board of IRE-IBR, and would make it more explicit: the auditors of public
interest entities will show the best professional judgement by referring to ISA 701 for
the treatment of the key audit matters in their reports.

If they apply this standard, they will be considered as unimpeachable from the point
of view of the professional secrecy: this is obviously not the case when the auditor is
requested to speak. And, in this respect, it is better if professionals express themselves
with the rigor and the subtleties that a solid professional standard such as ISA 701
promotes.

Strictly speaking, ISA 701 is not mandatory in Belgium, so that an auditor cannot be
sanctioned disciplinarily simply for not having complied with some detail of it. This
could only happen on the basis of non-compliance with the European Regulation and
the general ethical principles of the audit profession.

In addition, ISA 701 presents certain contradictions with the European Regulation,
meaning so that the Belgian statutory auditor will have to refrain from applying it ISA
701 the contradiction cannot be overcome.

In short, as the Belgian law currently stands, the integration of key audit matters in
the auditor’s report is governed, compulsorily, by the European regulation and only
vis-a-vis public interest entities, as defined by the Company Code.

Notwithstanding its non-approval, up to now by the competent Belgian authorities, the
international audit standard ISA 701 is henceforth an inspiration source that the auditor
of a public interest entity will deem useful to apply, by ensuring not to give it a scope
that would collide with the European regulation. It will only become mandatory after
being approved by the aforementioned competent Belgian authorities.

EXECUTIVE SUMMARY (EN) S
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Part II — Key audit matters reporting in the United Kingdom: a descriptive
analysis 2013-2016

The changes made to audit reporting have placed the United Kingdom at the forefront
of the recent wave of audit reforms. The revised I[AASB standards introduce changes
to auditor reporting which are broadly consistent with the existing audit reporting
requirements in the UK. The TAASB’s revised auditor reporting standards include
International Standards on Auditing (ISAs) 700: ‘ Forming an Opinion and Reporting on
Financial Statements’ and 701: ‘Communicating Key Audit Matters in the Independent
Auditor s Report’. “Key Audit Matters” are broadly equivalent to the “assessed risks
of material misstatement” in the UK setting: a) a description of the most significant
assessed risks of material misstatement, including assessed risks of material misstate-
ment due to fraud; b) a summary of the auditor’s response to those risks; and c¢) where
relevant, key observations arising with respect to those risks. Furthermore, in the UK
audit firms are also required to explain the application of the used materiality in the
audit as well as elaborate on the scope of the audit (FRC, 2016).

The extended audit report should provide more confidence to stakeholders about the
quality of the audit done by providing more contextual information about the audit
approaches and the judgment exercised. The extended audit report intends to move
away from boilerplate reporting (with a binary opinion, clean or non-clean) to a more
informative audit report providing more transparency to different stakeholders about
the way the audit is done. Therefore, the purpose of this study is to answer the question:
‘Do extended audit reports have the potential to be informative?’ The answer to this
question can only be affirmative if significant differences are observed in the way
extended audit reporting is done between industries, firms within an industry and
within firms over time.

In this report the extended audit reports of the FTSE 350 firms, the 350 largest firms
with their primary listing on the London Stock Exchange were analysed. This sample
of firms is chosen as the audit reports are expected to be of high quality due to the high
visibility of those firms.

The researchers were able to collect data for 263 companies belonging to the FTSE
350, implying that 87 firms were dropped from the initial sample due to a variety of
reasons. As they collected data over the first three years of extended audit reporting in
the UK as well as for the year before the first extended audit report, they require that
information for all four firm years is available. Mergers, acquisitions, IPOs or changes
in the FTSE350 index itself are different reasons why the final sample is smaller than
350 firms. As the implementation of extended audit reporting in the UK is for all book
years starting after October 1% 2012, the first year of KAM implementation is either
2013 or 2014.



KERNPUNTEN VAN DE CONTROLE - KEY AUDIT MATTERS (KAM) 2018

For the year before the introduction of KAM (Key Audit Matters) reporting, they
have 263 observations for which they collect information about the length of the audit
report. For the first three years of KAM reporting they read 789 firm year observations
(263 firms over three years) in detail in order to collect the data needed for the descriptive
analysis. Figure 1 explains how the coding is done for each extended audit report. First,
they collect information about the materiality basis used (total assets, revenues, profit
from operations, ...) and the materiality level (in percentage) adopted for each firm
year observation. Second, they start by counting the number of words of the KAM
section, followed by identifying the number of KAM (between 1 and N), the type of
KAM (e.g. revenue recognition, goodwill, provision, taxation and regulation, ....), the
sequence of KAM (e.g. whether a particular KAM (e.g. revenue recognition is on the
first, the second, third, fourth place) in the KAM section. Table 1 shows an example
of the coding of the extended audit reporting.

— KAM 1 T
Materiality base » Description of
g KAM in words
z i — KAM 2 —
= o
= S
2 ©
E“’ a
= Response from
. é — the auditor
Materiality level L N ] in words

Figure 1: Coding of the KAM section and the materiality
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Table 1: example of the coding of the KAM and the materiality section.

2012 2013 2014 2015
Base of Materiality / Profit from Profit from Profit from
operations operations operations
Level of Materiality / 5.00% 5.00% 5.00%
Length of the audit report 810 2880 3841 4454
(words)
Length of the KAM section / 999 1573 1695
(words)
Description of the KAM / 205 641 629
(words)
Auditor response to the / 794 932 1066
KAMS (words)
Number of KAMs / 6 7 6
Type and Sequence of the / 1. Goodwill 1. Goodwill 1. Goodwill
KAMs disclosed 2. Internal 2. Provisions 2. Provisions
controls
3. Revenue 3. Presentation 3. Presentation
recognition and disclosure and disclosure
4. Going 4. Going 4. Going
concern concern concern
5. Provisions 5. Valuation 5. Financial
instruments
6. Internal 6. Financial 6. Employee
controls instruments benefits
7. Employee
benefits

This example shows that extended audit reporting resulted into a significant expansion
of the audit report in number of words from 810 to 2880 in the first year of application.
Note that in the second as well as the third year, the number of words of the total audit
report further significantly increased to a level of 3841 and 4454. A similar pattern
can be observed for the length of the KAM section, from 999 words in the first year
to 1573 and 1695 in the second and third year. Note that over the three-year period,
the description of the KAM section more than doubled (205 compared to 629), while
the increase is smaller for the reply from the auditor (from 794 to 1066). Finally, the
number of KAMs varies between 6 and 7 in the three-year period. However, note that
the type of KAMs as well as the sequence changes. While valuation was a KAM in
this example during the first and second year, it no longer occurs in the third year. The
KAM ‘financial instruments’ only occurs in the second and third year.
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Finally, while ‘provisions’ was ranked fifth in the first year, it is discussed as the second
KAM in the second and third year.

This information was collected and coded for each of the 789 firm-year observations and
was then aggregated to investigate whether extended audit reporting has the potential
to be informative to stakeholders. They conducted different types of analyses to answer
the following questions:

— Analysis of the whole sample: What is the average number of KAMs reported and
which types of KAM most likely occur? Does the number of KAM and the type of
KAM differ between industries?

— Sample analysis over time: Do KAM and materiality reporting change over time?
Does the number and type of KAM change over time?

— Sample analysis by industry: Do KAM reporting and materiality reporting differ
between firms within industries?

Note that the above questions determine the way this report is built up. First, they
discuss the descriptive statistics for the whole sample, focus on differences between
industries and on changes over time. Second, they provide information on the KAM
and materiality reporting by industry, where they provide the following information
in different tables (by industry):

— Table 1: the number of KAMs by year (mean, standard deviation, minimum, Q1,
median, Q3, max);

— Table 2: the length of the KAM section by year (mean, standard deviation, minimum,
Ql, median, Q3, max);

— Table 3: the top 5 of the KAMs disclosed by year;

— Table 4: the sequence of the top 5 disclosed;

— Table 5: the basis and the level of the materiality level applied (mean, standard
deviation, minimum, Q1, median, Q3, max);

— Table 6: a comparison between that particular industry and the whole sample;

— Appendix 1: the frequency distribution of all KAMs disclosed in that industry;

— Appendix 2: as an example, the longest KAM in words in that industry;

— Appendix 3: examples of the top 5 of the KAMs disclosed (longest in words) in
that industry;

— Appendix 4: for the non-top 5 KAMs the name of the firm with the longest KAM
in that industry.

The choice of the examples of KAM reporting by industry is added to show the variation
in the way KAM reporting is actually done. The choice of the KAM examples in each
industry is not at hoc. First, they chose the longest KAM to illustrate how extensive
the KAM reporting can be in a particular industry. Second, based on the relevance of a
particular KAM, they add the longest KAM in words for the top 5 of KAMs disclosed in
that industry. While the tables reveal differences in the number of words and the types
of KAMs disclosed, the examples also illustrate differences in the tone of the wording
(positive and negative) and also focus on the reply by the auditor.
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Finally, they given for the non-top 5 KAM in the industry, they give the same of the
firm with the longest KAM. All the examples given relate to the third year of KAM
application.

The distribution by industry is given in Table 2. Note that the discussion by industry is
only done for industries with more than 4 firms as the question can be raised whether
those results could be representative.

Table 2: Frequency table of the sample by industry

Industry Number of firms Percentage of the dataset
Retail trade 45 17.11%
Holding and other investment offices 38 14.45%
Manufacturing 32 12.17%
Depository institutions 26 9.89%
Mining 21 7.98%
Transportation and public utilities 19 7.22%
Business services 17 6.46%
Insurance carriers 13 4.94%
Construction 12 4.56%
Health care 9 3.42%
Engineering 8 3.04%
Real Estate 7 2.66%
Amusement and recreation services 4 1.52%
Wholesale trade 4 1.52%
Information technology 3 1.14%
Hotels 2 0.76%
Personal services 2 0.76%
Motion pictures 1 0.38%
Total 263 100%

In part two they first provide their analyses of the total sample followed by individual
sections containing a detailed analysis per industry.

This publication has been reviewed by a reading committee consisting of:

— Kris HARDIES, associate professor at the University of Antwerp where he teaches
auditing and current topics in accounting ; and

— Patricia LELEU, registered auditor, board member of the Belgian Institute of Registered
Auditors (IRE-IBR), president of its commission for auditing standards and partner
of the audit firm KPMG.
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1. La derniére réforme de 1’audit (2014) — celle née a la suite de 1’analyse faite par la
Commission européenne des « responsabilités » dans la crise financiére de 2008 — a
conduit le 1égislateur européen a exiger, notamment, d’enrichir le rapport d’audit des
entités d’intérét public, par une description des risques d’anomalies des comptes jugés
les plus importants par les auditeurs, et de la réponse que ces derniers y ont apportées.
Le Conseil international des normes d’audit et d’assurance (IAASB) a adopté dans la
foulée (2015) une norme internationale d’audit, dite ISA 701, sur la communication
par ’auditeur de ces « points clés d’audit ». Et la Belgique n’a, jusqu’ici, pas vraiment
traité de cette problématique, ou en tout cas n’a pas complété le réglement européen
ni d’une disposition législative, ni d’une norme professionnelle.

Ces trois niveaux sont analysés successivement : le droit européen, le droit belge, la
norme ISA 701, du point de vue du cadre juridique qu’ils créent.
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2. Le réglement (UE) n° 537/2014 du Parlement européen et du Conseil du 16 avril 2014
relatif aux exigences spécifiques applicables au contrdle 1égal des comptes des entités
d’intérét public et abrogeant la décision 2005/909/CE de la Commission (ci-apres, le
réglement européen) prévoit que pour les entités d’intérét public, le rapport d’audit
contient notamment (art. 10, par. 2, ¢) :

— «une description des risques jugés les plus importants d’anomalies significatives,
y compris les risques d anomalie significative due a une fraude » ;

— « une synthese des réponses du controleur légal des comptes face a ces risques » ;

— « le cas échéant, les principales observations relatives a ces risques ».

La disposition précise que : « Lorsque cela est pertinent au regard des informations
susmentionnées fournies dans le rapport d’audit concernant chaque risque jugé
important d’anomalie significative, le rapport d’audit fait clairement référence a la
divulgation qui a été faite, dans les états financiers, de ces informations ».

Le préambule du réglement explique peu I’ajout de ce développement relatif aux points
clés d’audit dans le rapport d’audit, si ce n’est sous le couvert de 1’objectif général
« d’améliorer les informations que doit fournir le contréleur 1égal des comptes ou le
cabinet d’audit » (point 34). Sans doute faut-il remonter au livre vert publié¢ par la
Commission européenne en octobre 2010 (« Politique en maticre d’audit : les legons de
la crise ») pour mieux comprendre I’ajout. La Commission s’interrogeait précisément
sur la pertinence d’une mention, éventuellement dans le rapport d’audit, d’éléments
informatifs « tels que risques potentiels, évolutions sectorielles, risque de matiéres
premiéres et de taux de change, etc. »

3. La directive européenne 2006/43/CE du Parlement européen et du Conseil du 17 mai
2006 concernant les contrdles 1égaux des comptes annuels et des comptes consolidés et
modifiant les directives 78/660/CEE et 83/349/CEE et abrogeant la directive 84/253/
CEE du Conseil (ci-apres, la directive européenne), fixe en son article 2 le champ
d’application européen de la disposition du réglement européen relative aux points
clés de I’audit, puisqu’elle y définit le concept d’entité d’intérét public, en y reprenant :

— « les entités régies par le droit d’un Etat membre dont les valeurs mobiliéres sont
admises a la négociation sur un marché réglementé d’un Etat membre au sens de
larticle 4, paragraphe 1, point 14), de la directive 2004/39/CE » ;

— « les établissements de crédit définis a [’article 3, paragraphe 1, point 1), de la
directive 2013/36/UE du Parlement européen et du Conseil, autres que ceux visés
a l'article 2 de ladite directive » ;

— «les entreprises d’assurance au sens de [’article 2, paragraphe 1, de la directive
91/674/CEE » ; ou

— « les entités désignées par les Etats membres comme entités d’intérét public, par
exemple les entreprises qui ont une importance publique significative en raison de
la nature de leurs activités, de leur taille ou du nombre de leurs employés ».

4. Tant le réglement européen (art. 9) que la directive européenne (art. 26, par. 3)
prévoient que la Commission est habilitée a adopter les « normes internationales
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d’audit (ISA) », entendues comme celles sont « élaborées par la Fédération interna-
tionale d’experts comptables (IFAC) par ['intermédiaire du conseil international des
normes d’audit et d’assurance (IAASB) » (art. 26, par. 2, de la directive européenne).
La Commission n’a cependant pas fait usage de ce pouvoir, jusqu’ici.

Dés lors, la norme internationale d’audit ISA 701 de janvier 2015 relative a la commu-
nication des questions clés de I’audit dans le rapport de 1’auditeur indépendant, ne peut
pas étre considérée comme obligatoire en vertu du droit européen.

On peut du reste douter qu’elle le devienne un jour, compte tenu des contradictions qui
existent entre le réglement européen et la norme ISA 701 (voir la section consacrée a
celle-ci, ci-apres).

~
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5. Les articles 144 et 148 du Code des sociétés ne reprennent pas expressis verbis la
disposition du réglement européen relative aux points clés de 1’audit. On y trouve par
contre une formulation plus sibylline, et par ailleurs non limitée aux entités d’intérét
public. Le rapport d’audit sur les comptes annuels (art. 144, par. 1%, 5°) comprendra
en effet « une référence a quelque question que ce soit sur laquelle les commissaires
attirent spécialement [’attention, qu 'une réserve ait ou non été incluse dans l’opinion ».
Le rapport d’audit sur les comptes consolidés comportera une mention semblable (art.
148, par. 1, 4°).

De débats internes, notamment au sein de sa Commission juridique, I’Institut des
Réviseurs d’Entreprises considére que ces textes belges constituent 1’introduction en
droit belge du dispositif européen relatif aux points clés de I’audit, avec une extension
du champ d’application a toutes les sociétés ayant nommé un commissaire : dans toutes
les entités, méme celles qui ne sont pas d’intérét public, il serait possible selon I'IRE
que les rapports d’audit fassent mention de points clés d’audit, au sens du réglement
européen et/ou de la norme internationale d’audit ISA 701, tels que les difficultés des
auditeurs face a des instruments financiers complexes et autres évaluations de goodwills.

6. Pour les entités d’intérét public, au-dela des articles 144, paragraphe 1, 5°, et 148,
paragraphe 1°, 4°, du Code des sociétés, les rapports d’audit devront traiter effectivement
des points clés d’audit, et cela en vertu du réglement européen lui-méme.

Conformément a ’article 288 du traité sur le fonctionnement de 1’Union européenne,
un réglement est en effet directement applicable dans tous les Etats membres, sans
qu’aucune transposition ne soit nécessaire. Certes, les Etats membres ont pris
I’habitude, pour la facilité des justiciables voire par orgueil, de « recopier » le contenu
des réglements européens dans un instrumentum national, mais il ne s’agit nullement
d’une obligation. Ici, que la Belgique ne 1’ait pas fait expressis verbis, reste sans
conséquence : les rapports d’audit des entités d’intérét public soumis au contréle 1égal
de réviseurs d’entreprises belges doivent traiter des points clés d’audit, conformément
a Deffet direct du réglement européen.

L’avis 2017/06 du 6 octobre 2017 du Conseil de I’Institut des réviseurs d’entreprises le
confirme : son annexe reprend, pour les seules entités d’intérét public, 1’obligation
que le rapport d’audit traite des points clés de 1’audit. Et cela, nonobstant la non-
modification des normes professionnelles existantes en Belgique, qui ignorent jusqu’ici
cette problématique, mais qui sont implicitement modifiées par le réglement européen.

Quant a la question de trouver une base légale a I’exception au secret professionnel que
constitue le dévoilement des points clés d’audit, soulignons que le recours aux articles
144, paragraphe 1, 5°, et 148, paragraphe 1, 4°, est, pour les entités d’intérét public,
inutile : le réglement européen suffit a justifier I’exception.

7. Le champ d’application du point supplémentaire obligatoire dans le rapport d’audit
est donc, sans addition ni omission, celui des entités d’intérét public.

Le législateur belge les définit comme suit (art. 4/1 du C.Soc.) :
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— « les sociétés cotées visées a l'article 4 », ¢’est-a-dire celles « dont les titres sont
admis aux négociations sur un marché réglementé au sens de [’article 3, 7°, de la
loi du 21 novembre 2017 relative aux infrastructures des marchés d’instruments
financiers et portant transposition de la directive 2014/65/UE » ;

— «les établissements de crédit : les établissements de crédit visés au livre Il de la loi
du 25 avril 2014 relative au statut et au controle des établissements de crédit » ;

— « les entreprises d’assurance ou de réassurance : les entreprises d’assurance ou
de réassurance visées au livre Il de la loi du 13 mars 2016 relative au statut et au
controle des entreprises d’assurance ou de réassurance » |

— «les organismes de liquidation ainsi que les organismes assimilés a des organismes
de liquidation : les organismes de liquidation visés a ['article 36/1, 14°, de la loi
du 22 février 1998 fixant le statut organique de la Banque nationale de Belgique
ainsi que les organismes dont [’activité consiste a assurer, en tout ou en partie, la
gestion opérationnelle des services fournis par de tels organismes de liquidation ».

La Belgique n’a donc guére fait usage de I’option permettant aux Etats membres
d’étendre la qualification d’entité d’intérét public au-dela des sociétés cotées, des
établissements de crédit et des entreprises d’assurance. En particulier, aucune entreprise
n’a été jugée digne « d’intérét public » en raison de sa seule taille ou de la nature de
ses activités (autre qu’une nature financiére).

8. Reste la délicate question de I’application en Belgique de la norme internationale
d’audit ISA 701 relative a la communication des questions clés de 1’audit dans le rapport
de I’auditeur indépendant.

L’application en Belgique des normes internationales d’audit suppose une approbation
préalable par le Conseil supérieur des professions économiques et le Ministre ayant
I’économie dans ses attributions (art. 31, par. 2, de la loi du 7 décembre 2016 portant
organisation de la profession et de la supervision publique des réviseurs d’entreprises).

Or lanorme ISA 701 n’a jusqu’ici pas fait I’objet d’une telle double approbation, malgré
la demande qui en a été faite par I’Institut des réviseurs d’entreprises. Elle n’est donc
pas obligatoire en Belgique.

Dans son avis 2017/06 du 6 octobre 2017, le Conseil de I’Institut des réviseurs d’entre-
prises tente de surmonter I’obstacle, en faisant référence au point 3 de la norme du 10
novembre 2009 relative a I’application des normes ISA en Belgique, lequel précise
que : « Dans la mesure ou l’adaptation au contexte belge des normes ISA ou de leurs
modifications ultérieures ne fait pas | 'objet de normes belges (norme complémentaire et/
ou annexes explicatives aux normes 1SA) au moment ou ces normes ou ces modifications
doivent étre appliquées a I’audit d états financiers, les réviseurs d’entreprises exerceront
leur meilleur jugement professionnel en vue d’assurer cette adaptation. »

Compte tenu de I’application obligatoire en Belgique du réglement européen, et de
la pertinence pour un bon professionnel de se référer, pour I’application d’un texte
législatif, fit-il d’origine européenne, a un cadre normatif solide, nous partageons la
position du Conseil de I’Institut des réviseurs d’entreprises, et I’explicitons méme : les
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réviseurs d’entreprises chargés de 1’audit des entités d’intérét public feront preuve du
meilleur jugement professionnel en se référant a la norme ISA 701 pour le traitement
dans leurs rapports des points clés d’audit.

S’ils appliquent cette norme, aucun reproche ne pourra leur étre fait sous I’angle du
secret professionnel : celui-ci ne vaut a I’évidence pas lorsque le réviseur d’entreprises
est tenu de parler'. Et a cet égard, mieux vaut que les professionnels s’expriment avec la
rigueur et les nuances que favorise une norme professionnelle robuste comme I’ISA 701.

Ceci dit, la norme ISA 701 n’est pas a strictement parler obligatoire en Belgique, de
telle sorte qu’un réviseur d’entreprises ne saurait étre sanctionné disciplinairement du
seul fait de ne pas en avoir respecté I’un ou I’autre détail. Il ne pourra 1’étre que sur la
base du non-respect du réglement européen et des principes généraux de la déontologie
de sa profession.

En outre, la norme ISA 701 présente certaines contradictions avec le réglement européen,
de telle sorte que le réviseur d’entreprises belge devrait écarter 1’application de ladite
norme ISA 701, chaque fois que la contradiction ne peut étre levée (voir ci-apres,
section suivante).

M CfS.FoLig, M. DE WoLF et H. FRONVILLE, « Le secret professionnel des réviseurs d’entreprises »,
in COLLECTIF », L entreprise et le secret, Larcier, Bruxelles, 2014, pp. 197 4 223.
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9. Malgré les limites qui caractérisent son incorporation inaccomplie en droit belge
(voir ci-avant, numéro précédent), nous proposons ci-aprés quelques commentaires
sur la norme internationale d’audit ISA 701 de 2015 relative a la Communication
des points clés de 1’audit dans le rapport de I’auditeur indépendant, dans le contexte
juridique belge. Le détail et les aspects purement techniques ne sont pas abordés ici :
nous renvoyons directement au texte de la norme, repris en annexe du présent ouvrage.

10. Reprenons tout d’abord la question du champ d’application de la norme ISA 701,
en nous situant d’ores et déja au moment ou elle sera incorporée en droit belge.

Conformément a la hiérarchie des régles de droit, une norme professionnelle constitue
une source de droit inférieure a un réglement européen — ce qui est de nature a restreindre
son champ d’application putatif.

Certes, la norme s’appliquera sans difficulté aux audits de toutes les entités d’intérét
public, conformément au texte méme de I’ISA 701. Celle-ci prévoit en effet en son point
5 qu’elle s’applique « également lorsque [’auditeur est tenu en vertu de la loi ou de la
réglementation de communiquer les points clés de [’audit dans son rapport d’audit ».

En sens inverse, I’ISA 701 ne saurait étendre le champ d’application obligatoire de
son dispositif au-dela de ce que le 1égislateur belge prévoit, ¢’est-a-dire actuellement,
et par le détour du réglement européen, au-dela des entités d’intérét public au sens du
Code des sociétés.

Par contre, dans le cadre de la possibilité pour ’auditeur des entités autres que d’intérét
public a faire état de points-clés d’audit sur la base des articles 144, paragraphe 1,
5°, et 148, paragraphe 1°, 4°, du Code des sociétés, I’on notera que la norme ISA 701
s’applique aussi « a [ ’audit de jeux complets d’états financiers a usage général d’entités
cotées » qui ne seraient pas des entités d’intérét public au sens belge (par exemple,
des sociétés cotées sur un marché hors Espace économique européen). Et I’ISA 701
pourrait encore s’appliquer « lorsque [’auditeur décide de communiquer les points clés
de I’audit dans son rapport d’audit »*.

11. La norme, au contraire du réglement européen, formule clairement 1’objectif de la
communication des points clés de 1’audit : « rehausser la valeur communicationnelle
du rapport de ’auditeur par une transparence accrue sur l’audit réalisé » (point 2).
Ainsi, les utilisateurs présumés des états financiers pourront mieux « comprendre les
points, qui selon le jugement professionnel de [’auditeur, ont été les plus importants
lors de I’audit des états financiers » (ibid.).

Cette précision, qui n’est pas contradictoire avec le texte du réglement européen,
indique clairement que les points-clés concernent plus I’explication de 1’audit que le
commentaire des états financiers.

@ Contra, V. CORDONNIER, « Points clés de I’audit (key audit matters) », 7.4.4.,2017,n° 56, p. 37s.
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12. La norme donne une définition plus synthétique des points clés de I’audit que le
réglement européen : il s’agit ici des « points qui, selon le jugement professionnel de
["auditeur, ont été les plus importants lors de I’audit des états financiers de la période
en cours ».

Fort utilement aussi, la norme rappelle que la communication des points clés de
I’audit n’est pas un substitut aux informations que la direction est tenue de fournir,
ni a I’expression selon les circonstances par 1’auditeur d’une opinion modifiée (telle
qu’une réserve), ni a son obligation de faire rapport explicitement sur des problémes
de continuité (point 4).

Tout cela est parfaitement compatible avec le droit européen et le droit belge.

13. Dans le contexte d’une entité d’intérét public, ’auditeur « doit veiller a ce que
la description des points clés de I'audit ne fournisse pas de fagon inopportune des
informations inédites sur [’entité » (point A36). Le cas échéant, il encouragera 1’entité
a fournir elle-méme ces informations (ibid.).

La communication portera non seulement sur I’identification des points clés, mais aussi
sur la justification de leur qualification de point clé, et la maniére dont ceux-ci ont été
traités dans le cadre de I’audit (point 13). Tout en décourageant la communication
de points génériques ou sectoriels, et en encourageant la description des spécificités
de I’entité dans ce contexte, la norme n’impose cependant pas cette description des
spécificités (point A44).

Ces approches délicates paraissent conciliables tant avec le devoir de communication
imposé par le droit européen qu’avec la prudence qu’impose le secret professionnel
belge. Sur ces terrains, la norme ISA 701 parait réaliser un compromis raisonnable.

14. La norme ISA 701 prévoit que I’auditeur ne communique pas un point clé « dans des
circonstances extrémement rares », parce que « les conséquences néfastes raisonnable-
ment attendues de la communication de ce point dépassent les avantages qu elle aurait
au regard de ['intérét public » (point 14). L’auditeur est ainsi invité a faire une balance
d’intéréts, comme 1’article 144, paragraphe 1, 9°, du Code des sociétés en matiére
de dénonciation par le commissaire des infractions au droit des sociétés et aux statuts.

La norme ajoute, de maniére évidente serait-on tenté a premiére vue de dire, qu’il
n’y aurait pas lieu de rapporter un point clé lorsque la loi I’interdit : la norme cite par
exemple des points en relation avec un possible blanchiment d’argent (point A52).

Sur ces deux points, la compatibilité avec le droit européen, et donc le droit belge,
n’est pas acquise de plano.

En effet, le réglement européen prévoit 1’obligation pour I’auditeur d’une entité d’intérét
public d’inclure dans son rapport « une description des risques jugés les plus importants
d’anomalies significatives ». Aucune exception n’est prévue par le réglement européen.

N
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Toutefois, d’autres textes européens peuvent prévoir des exceptions. C’est sans doute le
cas en matiére de blanchiment, ou la quatriéme directive interdit aux entités assujetties
d’informer leurs clients qu’ils font ou pourraient faire 1’objet d’une dénonciation a
I’autorité compétente (art. 39 de la directive 2015/849). Par contre, des exceptions
prévues par le droit interne d’un Etat membre ne sauraient déroger a un réglement
européen.

Quant a la balance d’intéréts. ..

Habilement, I’'TAASB propose de jauger I’intérét de I’entreprise a ne pas voir dévoiler
un risque, avec 1’intérét public. Le réglement européen ne contient aucun test de cette
nature, mais d’un autre c6té, I’obligation de communiquer les points clés est justifiée
par I’intérét public. Peut-étre que dans ces circonstances « extrémement rares », pour
reprendre 1’expression de I’ISA 701, on pourrait considérer que la non-publication,
permise par la norme internationale, correspond en réalité a un risque moins important
ou a un risque d’une anomalie non significative...

15. La norme prévoit que I’auditeur mentionne expressément qu’il n’a pas de point
clé a communiquer. Mais 1’absence de méme un seul point clé sera cependant « rare »
dans le cas d’une société cotée (point AS9).

L’absence de point a rapporter ne nous parait conciliable avec le réglement européen,
et donc le droit belge, qu’a la condition que tous les risques ne concernent que des
anomalies non significatives.

16. Selon la norme ISA 701, il n’y a pas lieu de redire, au titre des points clés, les
questions qui donnent lieu a une opinion modifiée ou a une mention a un autre titre,
telles que les difficultés en matiére de continuité (point 16). La formulation suivante
est alors proposée (pour I’hypothése d’une réserve): « 4 [’exception du point décrit
dans la section ‘fondement de [’opinion avec réserve’, nous avons déterminé qu’il n’y
avait pas d’autre point clé de [’audit a communiquer dans notre rapport. » (point AS8).

Il n’y a pas de difficulté a cet égard, puisque le réglement européen ne prescrit aucune
forme particuliére pour I’expression, dans le rapport d’audit, des points clés.

17. La norme ISA 701 insiste sur la communication a assurer en matiére de points
clés de I’audit avec les personnes constituant le gouvernement de ’entreprise, et
particuliérement le comité d’audit. Les points clés rapportés seront les plus importants
parmi ceux discutés avec ces personnes (points 8 et 17), étant entendu que les points les
plus importants doivent leur étre rapportés. La norme fournit un matériel d’application
abondant pour objectiver le choix par I’auditeur des points qu’il rapportera. Mais elle
n’exige pas de documenter les raisons pour lesquelles des points discutés avec les
personnes constituant le gouvernement d’entreprise ne constituent pas des points clés
a publier (point A64).

A cet égard, on soulignera que I’omission d’un point clé important pourra étre considérée
comme un faux intellectuel. Le réviseur d’entreprises sera en tout cas trés attentif a ne
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pas présenter comme points clés des questions qui ne 1’étaient pas vraiment, dans le
but de cacher d’un contre-feu ses véritables préoccupations...

D’un autre cOté, « une liste longue des points clés de [’audit peut étre contraire a la
notion méme de points les plus importants » (point A30). Etant entendu que les points
les plus importants ne doivent pas nécessairement étre présentés dans leur ordre...
d’importance (point A32).

Rien dans tout cela ne parait contraire au droit européen ou au droit interne belge.

—_—
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18. Dans I’état actuel du droit belge, ’inclusion des points clés de I’audit dans le rapport
de I’auditeur est régie, de maniére obligatoire, par le réglement européen et seulement a
I’égard des entités d’intérét public, telles qu’elles sont définies par le Code des sociétés.

Nonobstant sa non-approbation, jusqu’ici, par les autorités compétentes belges, la
norme internationale d’audit ISA 701 constitue dés a présent une source d’inspiration
que ’auditeur d’une entité d’intérét public jugera utile d’appliquer, en veillant a ne pas
lui donner une portée qui heurte frontalement le réglement européen. Elle ne deviendra
obligatoire qu’aprés son approbation par lesdites autorités compétentes belges.
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19. The changes made to audit reporting have placed the UK at the forefront of the
recent wave of audit reforms. The revised IAASB standards introduce changes to auditor
reporting which are broadly consistent with the existing audit reporting requirements
in the UK. The IAASB’s revised auditor reporting standards include International
Standards on Auditing (ISAs) 700: ‘Forming an Opinion and Reporting on Financial
Statements’ and 701: ‘Communicating Key Audit Matters in the Independent Auditor s
Report’. “Key Audit Matters” are broadly equivalent to the “assessed risks of material
misstatement” in the UK setting: a) a description of the most significant assessed risks
of material misstatement, including assessed risks of material misstatement due to
fraud; b) a summary of the auditor’s response to those risks; and ¢) where relevant, key
observations arising with respect to those risks. Furthermore, in the UK audit firms are
also required to explain the application of the used materiality in the audit as well as
elaborate on the scope of the audit (FRC, 2016).

20. The extended audit report should provide more confidence to stakeholders about
the quality of the audit done by providing more contextual information about the
audit approaches and the judgment exercised. The extended audit report intends to
move away from boilerplate reporting (with a binary opinion, clean or non-clean) to
a more informative audit report providing more transparency to different stakeholders
about the way the audit is done. Therefore, the purpose of this study is to answer the
question: ‘Do extended audit reports have the potential to be informative?’ The answer
to this question can only be affirmative if significant differences are observed in the
way extended audit reporting is done between industries, firms within an industry and
within firms over time.

21. In this report we analyze the extended audit reports of the FTSE 350 firms, the
350 largest firms with their primary listing on the London Stock Exchange. This sample
of firms is chosen as the audit reports are expected to be of high quality due to the high
visibility of those firms. We were able to collect data for 263 companies belonging
to the FTSE 350, implying that 87 firms were dropped from the initial sample due to
a variety of reasons. As we collected data over the first three years of extended audit
reporting in the UK as well as for the year before the first extended audit report, we
require that information for all four firm years is available. Mergers, acquisitions, IPOs
or changes in the FTSE350 index itself are different reasons why the final sample is
smaller than 350 firms. As the implementation of extended audit reporting in the UK is
for all book years starting after October 152012, the first year of KAM implementation
is either 2013 or 2014.

22. For the year before the introduction of KAM reporting, we have 263 observations
for which we collect information about the length of the audit report. For the first three
years of KAM reporting we read 789 firm year observations (263 firms over three years)
in detail in order to collect the data needed for the descriptive analysis. Figure 1 explains
how the coding is done for each extended audit report. First, we collected information
about the materiality basis used (total assets, revenues, profit from operations, ...) and
the materiality level (in percentage) adopted for each firm year observation. Second, we
counted the number of words of the KAM section, followed by identifying the number
of KAMs (between 1 and N), the type of KAM (e.g. revenue recognition, goodwill,
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provision, taxation and regulation, ....), the sequence of KAM (e.g. whether a particular
KAM (e.g. revenue recognition) is on the first, the second, third, fourth place) in the
KAM section. Table 1 shows an example of the coding of the extended audit reporting.

N
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— KAM 1 T
Materiality base - Description of
g KAM in words
z e — KAM 2 —
s :
g -
<
= 2
= Response from
L i — the auditor
Materiality level | KAM N ] o
Figure 1: Coding of the KAM section and the materiality
Table 1: example of the coding of the KAM and the materiality section.
2012 2013 2014 2015
Base of Materiality / Profit from Profit from Profit from
operations operations operations
Level of Materiality / 5.00% 5.00% 5.00%
Length of the audit report 810 2880 3841 4454
(words)
Length of the KAM section / 999 1573 1695
(words)
Description of the KAM / 205 641 629
(words)
Auditor response to the / 794 932 1066
KAMS (words)
Number of KAMs / 6 7 6
Type and Sequence of the / 1. Goodwill 1. Goodwill 1. Goodwill
KAMs disclosed
s disclose 2. Internal 2. Provisions 2. Provisions
controls
3. Revenue 3. Presentation 3. Presentation
recognition and disclosure and disclosure
4. Going 4. Going 4. Going
concern concern concern
5. Provisions 5. Valuation 5. Financial
instruments
6. Internal 6. Financial 6. Employee
controls instruments benefits
7. Employee
benefits

INTRODUCTION
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23. This example illustrates that extended audit reporting resulted into a significant
expansion of the audit report in number of words from 810 to 2880 in the first year of
application. Note that in the second as well as the third year, the number of words of the
total audit report further significantly increased to a level of 3841 and 4454. A similar
pattern can be observed for the length of the KAM section, from 999 words in the first
year to 1573 and 1695 in the second and third year. Note that over the three-year period,
the description of the KAM section more than doubled (205 compared to 629), while
the increase is smaller for the reply from the auditor (from 794 to 1066). Finally, the
number of KAMs varies between 6 and 7 in the three-year period. However, note that the
type of KAMs as well as the sequence changes. For example, ‘provisions’ was ranked
fifth in the first year, it is discussed as the second KAM in the second and third year.

24, This information was collected and coded for each of the 789 firm-year observa-
tions and was then aggregated to investigate whether extended audit reporting has the
potential to be informative to stakeholders. We conducted different types of analyses
to answer the following questions:

— Analysis of the whole sample: What is the average number of KAMs reported and
which types of KAM most likely occur? Does the number of KAMs and the type
of KAMs differ between industries?

— Sample analysis over time: Do KAM and materiality reporting change over time?
Does the number and type of KAMs change over time?

— Sample analysis by industry: Do KAM reporting and materiality reporting differ
between firms within industries?

25. Note that the above questions determine the way this report is built up. First, we
discuss the descriptive statistics for the whole sample, focus on differences between
industries and on changes over time. Second, we provide information on the KAM
and materiality reporting by industry, where we provide the following information in
different tables (by industry):

— Table 1: the number of KAMs by year (mean, standard deviation, minimum, Q1,
median, Q3, max);

— Table 2: the length of the KAM section by year (mean, standard deviation, minimum,
Ql, median, Q3, max);

— Table 3: the top 5 of the KAMs disclosed by year;

— Table 4: the sequence of the top 5 disclosed;

— Table 5: the basis and the level of the materiality level applied (mean, standard
deviation, minimum, Q1, median, Q3, max);

— Table 6: a comparison between that particular industry and the whole sample;

— Appendix 1: the frequency distribution of all KAMs disclosed in that industry;

— Appendix 2: as an example, the longest KAM in words in that industry;

— Appendix 3: examples of the top 5 of the KAMs disclosed (longest in words) in
that industry;

— Appendix 4: for the non-top 5 KAMs the name of the firm with the longest KAM
in that industry.
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26. The choice of the examples of KAM reporting by industry is added to illustrate
the variation in the way KAM reporting is actually done. The choice of the KAM
examples in each industry is not at hoc. First, we chose the longest KAM to illustrate
how extensive the KAM reporting can be in a particular industry. Second, based on
the relevance of a particular KAM, we add the longest KAM in words for the top 5 of
KAMs disclosed in that industry. While the tables reveal differences in the number of
words and the types of KAMs disclosed, the examples also illustrate differences in the
tone of the wording (positive and negative) and also focus on the reply by the auditor.
Finally, for the non-top 5 KAM in the industry, we give the name of the firm with the
longest KAM. All the examples given relate to the third year of KAM application.

27. The distribution by industry is given in Table 2. Note that the discussion by industry
is only done for industries with more than 4 firms as the question can be raised whether
those results could be representative.

Table 2: Frequency table of the sample by industry

Industry Number of firms Percentage of the dataset
Retail trade 45 17.11%
Holding and other investment offices 38 14.45%
Manufacturing 32 12.17%
Depository institutions 26 9.89%
Mining 21 7.98%
Transportation and public utilities 19 7.22%
Business services 17 6.46%
Insurance carriers 13 4.94%
Construction 12 4.56%
Health care 9 3.42%
Engineering 8 3.04%
Real Estate 7 2.66%
Amusement and recreation services 4 1.52%
Wholesale trade 4 1.52%
Information technology 3 1.14%
Hotels 2 0.76%
Personal services 2 0.76%
Motion pictures 1 0.38%
Total 263 100%

28. In the following sections we first provide our analyses of the total sample followed
by individual sections containing a detailed analysis per industry.

N
~

INTRODUCTION






CHAPTER 2

ANALYSIS OF THE TOTAL SAMPLE



wW
o

ANALYSE OF THE TOTAL SAMPLE

POINTS CLES DE L’AUDIT —- KEY AUDIT MATTERS (KAM) 2018

2.1.  NUMBER AND LENGTH OF KAMS

29. Table 1 gives an overview of the number of KAMs included in the auditor’s report.
This table presents the following descriptive statistics: median, mean value, quantiles
and the standard deviation of the number of KAMs.

Table 1: Number of KAM in the total sample

Obs | Mean ]S)‘e‘i'_ Min | Q1 | Q2 | Q3 | Max
Number of KAM 263 3.89 1.44 1 3 4 5 9
first year
Number of KAM 263 3.84 1.53 1 3 4 5 8
second year
Number of KAM 263 3.68 1.54 1 3 4 5 9
third year
Number of KAM 789 3.80 1.50 1 3 4 5 9
all years

30. Looking at the total sample period of three years we observe that the median
number of KAM equals 4. The median does not change over time. It should be noted
that the variance is very high (SD = 1.50), indicating that the absolute number of KAMs
significantly varies between the different companies. The high variance in the number
of KAMs between companies can also be observed from comparing the minimum and
the maximum value. While the KAM section of some firms is limited to discussing
only 1 KAM, some firms receive up to 9 KAMs.

31. Figure 1 shows the distribution of the number of KAMs. When inspecting the
histogram, we can see that the number of KAMs most often included in the report equals
4. It should be noted that the amount of reports with three or four KAMs is almost equal.
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Figure 1: Histogram of the number of KAMs in the
total sample over the three-year period

32. Table 2 presents the descriptive statistics for the length of the KAM section, that is
the number of words written in the KAM section. This table is structured in a similar
way as Table 1 and contains: the median, mean, the minimum, the maximum, the
quantiles and the standard deviation of the length of the KAM section.

Table 2: Descriptive statistics of the length of the KAM section in the total sample

Std

Obs Mean Dev. Min Q1 Q2 Q3 Max
Length first year 263 767 469 44 469 706 978 4348
Length second 263 1232 709 55 754 1085 1511 4962

year

Length third year 263 1372 743 232 889 1197 1816 5667

Length all years 789 1124 701 44 655 979 1412 5667

33. Table 2 shows that the number of words of the KAM section equals on average
1124 (median value of 979 words) using the three years as the sample period. We also
observe a high variance between the minimum and the maximum value of the KAM
length (between 44 words and 5667 words).
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34. While the number of KAMs stays constant over time, the length significantly
increases over the three years. Table 2 shows that the average length of the KAM section
significantly increases from the first to the second year and remains quite stable from
the second to the third year. Given that the number of KAMs remains constant (see
Table 1), this illustrates that the average length of a KAM discussed increases from
197 in the first year to an average of 373 words in the third year.

35. Comparing the minimum and the maximum values of KAM however seems to
suggest that there exists a high variance in the length of the KAM section although this
variance will also be influenced by the difference in the number of KAMs discussed
(1to0 9, see Table 1).
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2.2.  TYPE AND SEQUENCE OF KAM

36. While we already know that a median company discloses 4 KAMs (i.e. 3002 KAMS
in total for the 789 firm year observations) with an average length of 1124 words,
Table 3 provides information about the top 5 of the KAMs most often disclosed in the
audit report.

37. It is clear that the KAM most often disclosed is revenue recognition (18.15%),
followed by valuation of non-current assets (12.56%), taxation and regulation (11.76%)
and goodwill (10.36%). The category ‘Other’ includes KAM such as provisions, acquisi-
tions, employee benefits, ... A detailed overview of the different types of KAM can
be found in Appendix 1.

38. Looking at changes over time, we observe that the relative importance of the top 4
does not really change.

Table 3: Type of KAM most often disclosed in the total sample

KAM First year Py Third All years
year year
Most disclosed Revenue 18.57% 17.21% 18.70% 18.15%
recognition
Second most Valuation of 13.00% 12.16% 12.50% 12.56%
disclosed non-current assets
Third most Taxation and 11.14% 12.36% 11.78% 11.76%
disclosed regulation
Fourth most Goodwill 10.07% 10.98% 10.02% 10.36%
disclosed
Fifth most Other 47.22% 47.29% 47.00% 47.17%
disclosed

39. As the sequence of the KAM (first, second, third, ...) can also provide information
about the importance of the KAM, Table 4 discusses the sequence of the three most
common KAMs in the industry.

Table 4: Sequence of the five KAMs most often discussed in the total sample

KAM First Second Third Fourth Fifth Sixth Seventh | Eigth Nineth
KAM KAM KAM KAM KAM KAM KAM KAM KAM

Revenue 32.66% | 28.62% | 19.08% | 12.29% | 4.04% | 2.39% | 0.73% | 0.18% | 0.00%
recognition
Valuation of | 43.24% | 31.3% | 13.00% | 5.57% | 2.91% | 2.91% | 1.06% | 0.00% | 0.00%
non-current
assets
Taxation 7.93% | 18.13% | 31.16% | 22.10% | 12.18% | 4.25% | 3.12% | 1.13% | 0.00%
and
regulation
Goodwill 42.12% | 24.76% | 17.36% | 9.00% | 4.82% | 0.64% | 0.96% | 0.32% | 0.00%
Other 20.41% | 24.93% | 21.68% | 17.09% | 9.82% | 4.10% | 1.34% | 0.56% | 0.21%
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40. Although valuation of non-current assets is not the most important KAM discussed
in the KAM section (see Table 3), if mentioned it most often appears first in the KAM
section. Taxation and regulation is the third most common KAM and, if mentioned, it
will appear most likely as the third KAM in the report.

Materiality

41. Table 5 reports the descriptive statistics related to the materiality base used as well
as the percentage of the materiality level used. From Table 5 it is clear that profit before
tax is most often used to determine the materiality level (75.16%). The six other bases

do not differ significantly in their occurrence.

42. Looking at the materiality level used, Q1 shows that a materiality level of 5% or
higher is most commonly used with a maximum of 13.3%.

Table 5: Applied materiality level in the total sample

Materiality level used (%)
Base Obs F; eltllu;ncy Std
of the base | nroqp | Min. | Q1 | Q2 | Q3 | Max.
Dev.
1| Profit before | 593 75.16 5.24 1.10 1 5 5 5 13.3
tax
2 | Net assets 66 8.37 1.23 0.56 0.5 1 1 1 3
3| Equity 42 5.32 1.32 0.63 0.5 1 1 1.9 3
4| Total assets 35 4.44 1.13 0.75 0.5 1 1 1 5
5| Revenue 18 2.28 1.45 1.43 04 0.5 0.95 2 5
6| Other 18 2.28 1.75 1.77 0.5 0.5 1 3 5.7
7| EBITDA 17 2.15 3.55 1.19 2 2.5 3.5 5 5
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2.3. SUMMARY OF THE MAIN FINDINGS IN THE TOTAL SAMPLE

43. The median number of KAMs mentioned is 4 with an average length of 305 words
per KAM. The type of the KAM section does not seem to change. Although valuation
of non-current assets is not the most important KAM, if mentioned, the KAM appears
first in the KAM section. Finally, descriptive statistics show that profit before taxes is
the materiality basis used and the average median percentage equals 5%.

Table 6: Summary table of the main findings in the total sample

Total sample

Number of KAM (median) 4
Length per KAM 305
Most common type 1. Revenue recognition

2. Valuation of non-current assets
3. Taxation & regulation

4. Goodwill

5. Provisions
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APPENDIX 1: FREQUENCY TABLE OF THE KAMS DISCLOSED IN THE
WHOLE SAMPLE

Table 7: Frequency table of the different types of KAM
(three-year period) in the total sample

KAM Frequency Percentage
Revenue recognition 545 18.12
Valuation of non-current assets 377 12.56
Taxation and regulation 353 11.76
Goodwill 311 10.36
Provisions 282 9.39
Employee benefits 179 5.96
Acquisitions 149 4.96
Valuation of current assets 147 4.90
Impairment 142 4.73
Internal controls 125 4.16
Valuation 110 3.66
Presentation and disclosure 102 3.40
Financial instruments 57 1.90
Other 52 1.73
Business combination 40 1.33
Going concern 17 0.57
IT 14 0.47
Total 3002 100
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44. Out of the 350 constituents of the FTSE 350, 21 are active in the mining industry.
Our dataset contains information about every company in the mining industry. The size
of the mining industry is around the average industry size in the FTSE 350, which is
19.44 firms.

3.1. NUMBER AND LENGTH OF KAMS

45. Table 1 gives an overview of the number of KAMs included in the auditor’s report.
This table presents the following descriptive statistics: median, mean value, quantiles
and the standard deviation of the number of KAMs.

Table 1: Number of KAM in the mining industry

Obs Mean | Std. Dev. | Min Q1 Q2 Q3 Max
Number of KAM| 21 4.71 1.01 3 4 5 5 7
first year
Number of KAM| 21 4.52 1.25 3 4 4 5 7
second year
Number of KAM| 21 4.14 1.20 2 3 4 5 7
third year
Number of KAM| 63 4.46 1.16 2 4 4 5 7
all years

46. Looking at the total sample period of three years we observe that the median number
of KAMs equals 4. The median changes over time, where it decreases from five to four
in the second year. It should be noted that the variance is relatively low (SD = 1.16),
indicating that the absolute number of KAMs does not significantly differ between
companies within the mining industry.

47. Figure 1 shows the distribution of the number of KAMs. When inspecting the
histogram, we can see that the number of KAMs most often included in the report
equals the median of 4 KAMs. The histogram also shows that the variance in KAMs
is rather limited.
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Figure 1: Histogram of the number of KAM in the
mining industry over the three-year period

48. Table 2 presents the descriptive statistics for the length of the KAM section, i.e. the
number of words written in the KAM section. This table is structured in a similar way
as Table 1 and contains: the median, mean, the minimum, the maximum, the quantiles
and the standard deviation of the length of the KAM section.

Table 2: Descriptive statistics of the length of the KAM section in the mining industry

Obs Mean |Std. Dev.| Min Q1 Q2 Q3 Max

Length first year 21 765 | 354.80 310 536 711 934 1849

Length second year 21 1316 | 544.66 431 858 1313 1461 2572

Length third year 21 1591 | 489.92 889 1197 1525 1940 2461

Length all years 63 1224 | 577.67 310 787 1142 1580 2572

49. Table 2 shows that the number of words of the KAM section equals on average
1224 (median value of 1142 words) using the three years as the sample period. We also
observe a relatively high variance between the minimum and the maximum value of
the KAM length (between 310 words and 2572 words).

50. While the number of KAMs is decreasing over time, the length shows a strong
increase over the three years. Table 2 shows that the average length of the KAM section
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increases significantly from the first to the second year and slightly increases from the
second to the third year. Given that the number of KAM decreases (see Table 1), this
illustrates that the average length of a KAM discussed in the mining industry increases
from 162 in the first year to an average of 384 words in the third year.

51. Comparing the minimum and the maximum values of KAMs however seems to
suggest that there exists a high variance in the length of the KAM section although this
variance will also be influenced by the difference in the number of KAMs discussed
(2to 7, see Table 1).
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3.2. TYPE AND SEQUENCE OF KAM

52. While we already know that a median company active in the mining industry
discloses 3 KAMs (i.e. 281 KAMS in total for the 63 firm year observations) with
an average length of 1224 words, Table 3 provides information about the top 4 of the
KAMSs most often disclosed in the audit report.

53. It is clear that the KAM most often disclosed is taxation and regulation (22.06%)
followed by impairment (13.17%), valuation of non-current assets (12.81%) and
revenue recognition (9.96%). The category ‘Other’ includes KAM such as provisions,
acquisitions, employee benefits, ... A detailed overview of the different types of KAM
can be found in Appendix 1.

54. Looking at changes over time, we observe that the relative importance of taxation
and regulation (from 20.20% to 22.99%) increases over time, while the occurrence of
impairment (from 13.13% to 13.79%), valuation of non-current assets (from 12.12%
to 12.64%) and revenue recognition (from 11.11% to 10.34%) remains rather constant.

55. Linking the information about the type of KAM to the number of KAM (in Table 1),
while the number of KAM remains constant, the content of the KAM discussion section
changes over time with more emphasis on taxation and regulation.

Table 3: Type of KAM most often disclosed in the mining industry

KAM First year | Second year | Third year | All years

Most disclosed Taxation and 20.20% 23.16% 22.99% 22.06%
regulation

Second most Impairment 13.13% 12.63% 13.79% 13.17%
disclosed
Third most Valuation of 12.12% 13.68% 12.64% 12.81%
disclosed non-current assets
Fourth most Revenue 11.11% 8.42% 10.34% 9.96%
disclosed recognition
Fifth most Other 43.44% 42.11% 40.24% 42.00%
disclosed

56. As the sequence of the KAM (first, second, third, ...) can also provide information
about the importance of the KAM, Table 4 discusses the sequence of the three most
common KAMs in the industry.
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Table 4: Sequence of the five KAMs most often discussed in the mining industry

First Second Third Fourth Fifth Sixth Seventh

KAM KAM KAM KAM KAM KAM KAM KAM

Taxation and 12.90% | 20.97% | 25.81% | 22.58% 11.29% 1.61% 4.84%
regulation

Impairment 43.24% | 40.54% 5.41% 8.11% 2.70% 0.00% 0.00%

Valuation of 36.11% | 33.33% | 19.44% 2.78% 2.78% 5.56% 0.00%
non-current

assets

Revenue 14.29% | 10.71% | 25.00% | 35.71% 3.57% 7.14% 3.57%
recognition

Other 18.64% | 16.95% | 2542% | 18.64% | 15.25% 5.08% 0.00%

57. Although impairment is not the most important KAM discussed in the KAM section
(see Table 3), if mentioned, it most often appears first in the KAM section. Similarly,
although taxation and regulation is most often discussed in the KAM section (see
Table 3) it is most likely discussed as the second or third KAM.

Materiality

58. Table 5 reports the descriptive statistics related to the materiality base used as well
as the percentage of the materiality level used. From Table 5 it is clear that profit before
tax is most often used to determine the materiality level (76.19%), 12.70% uses total
assets as a base to determine materiality, 4.76% uses another base and only 3.17% use
revenue and EBITDA respectively.

59. Looking at the materiality level used, Q1 indicates that the applied level of materiality
most often used in the mining industry equals 5 % or higher with a maximum of 8.5%.

Table 5: Applied materiality level in the mining industry

Frequency of Materiality level used (%)
Base Obs the b

ClRasy Mean Std. Dev. |Min. | Q1 Q2 Q3 |Max.
1 | Profit before tax | 48 76.19 5.21 0.90 3 15 5 5 |85
2 | Total assets 8 12.70 0.8875 0.21 0.5 1 1 1 1
3| Other 3 4.76 5.23 0.40 5 |5 5 57157
4| Revenue 2 3.17 0.75 0.35 05105 075 |1 1
5 |EBITDA 2 3.17 2 0 2 |2 2 2 |2
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33. SUMMARY OF THE MAIN FINDINGS IN THE MINING
INDUSTRY

60. In the mining industry the median number of KAM mentioned is 4 with an average
length of 274 words per KAM. The content of the KAM section changes with more
emphasis on taxation and regulation. Although impairment is relatively less important,
if mentioned the KAM appears first in the KAM section. Finally, descriptive statistics
show that profit before taxes is the materiality basis used and the average median
percentage equals 5%.

61. From the comparison with the total sample, we observe that mining is an industry
with an equal amount of KAMs mentioned as the whole sample. Different from the
whole sample, provisions are mentioned in the mining industry while goodwill does not
appear in the top 5. Given the characteristics of the industry this is not that surprising.

Table 6: Summary table of the main findings in the mining industry

Mining Total sample

Number of KAM (median) 4 4
Length per KAM 274 305
Most common type 1. Taxation & regulation 1. Revenue recognition

2. Impairment 2. Valuation of non-current

assets
3. Valuation of non-current 3. Taxation & regulation
assets
4. Revenue recognition 4. Goodwill
5. Provisions 5. Provisions
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APPENDIX 1: FREQUENCY TABLE OF THE KAMS DISCLOSED IN THE
MINING INDUSTRY

Table 7: Frequency table of the different types of KAM
(three-year period) in the mining industry

KAM Frequency Percentage
Taxation and regulation 62 22.06
Impairment 37 13.17
Valuation of non-current assets 36 12.81
Revenue recognition 28 9.96
Provisions 22 7.83
Valuation 15 5.34
Goodwill 15 5.34
Acquisitions 12 4.27
Valuation of current assets 12 4.27
Going concern 8 2.85
Presentation and disclosure 8 2.85
Internal controls 8 2.85
Other 6 2.14
Employee benefits 4 1.42
Financial instruments 4 1.42
Business combination 3 1.07
IT 1 0.36
Total 281 100
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APPENDIX 2: EXAMPLE OF THE LONGEST KAM IN THE MINING
INDUSTRY

Hunting plc (2015 — Goodwill, 914 words)
Goodwill and non-current asset impairment assessment

Refer to pages 55 to 58 (Audit Committee report), page 87 (critical accounting estimates
and judgements), pages 120 to 123 (principal accounting policies) and notes 14, 15 and
16 (property, plant and equipment, goodwill and other intangible assets).

The Group holds $230.6m of goodwill on the balance sheet, which is net of a $208.2m
impairment recognized during the year. Additional intangible assets held by the Group,
including customer relationships, unpatented technology and patents & trademarks,
total $180.4m, which is net of an $11.2m impairment recognized during the year.

Goodwill and intangible asset valuation is a judgemental and complex area as it depends
on the future financial performance of the cash generating unit (“CGU”) and future
market performance. In particular there is significant uncertainty in the oil and gas
market as a result of the impact of the continued decline in oil prices. As such the key
area of focus is the carrying value of assets, with our focus on judgemental areas being
the forecast revenue and profit, terminal growth rates and the discount rates.

During the year the Group recognized a $208.2m impairment against goodwill, of
which $35.2m was recognized during the interim period to 30 June 2015. The charge
was taken predominantly against the Hunting Titan, Electronics and Stafford CGUs of
$107.6m, $28.7m and $17.8m respectively, with the remaining charge taken against
goodwill across various US and UK based CGUs.

In addition, impairment charges of $11.2m have been recognized against customer
relationship intangible assets, where the recoverable amount of the asset is no longer
supported by the estimated future revenue and gross margin applicable to the associated
customer.

Other non-current assets held by the Group totaling $460.8m, net of current year
impairment of $33.2m include land and buildings, plant, machinery and motor
vehicles, rental tools, and oil and gas exploration and development (see area of focus
on impairment of oil and gas properties below). Following a review of the carrying
value of these non-current assets undertaken at 30 June 2015, impairment charges
totaling $26.8m were taken against the assets of the Drilling Tools

CGU, comprising of $26.2m against rental tools, $0.5m against land and buildings and
$0.1 m for other plant, machinery and motor vehicles.

These impairments reflect the respective CGUs’ subdued financial performance in the
year, as a result of increased competition, the impact of the continuing decline in oil
prices on forecast revenue and the prolonged customer unwinding of inventory.
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How our audit addressed the area of focus

We tested management’s identification of the CGUs, considering business changes that
would prompt a change to the classification of CGUs.

In order to test the impairment models, we challenged whether the future cash flow
forecasts and the timing of recovery of these forecasts for the identified CGUs were
appropriate.

More specifically, we challenged the key assumptions as follows:

— Forecast revenue and profit assumptions and how management has incorporated
the impact of the decline in oil prices, by comparing them to historical results,
comparing the growth rates to independent specialist third party published reports
and considering the impact already observed within the market;

— Terminal growth rates, by comparing them to economic and industry forecasts; and

— Discount rates, by assessing the cost of capital assumption for each CGU and
comparable organizations.

We found the above assumptions to be consistent and in line with our expectations
and that management has followed a clear process for drawing up the future cash flow
forecasts, which was subject to oversight and challenge by the Directors and which
was consistent with Board approved budgets.

In addition to evaluating management’s assessments, we requested a “sum of the parts”
valuation exercise be undertaken to determine the amount of the implied premium
between the Group’s net book value compared to the Group’s market capitalization. We
compared the implied premium with observable implied premiums for similar groups
within the industry, noting that the Group’s implied premium was within that range.

In respect of CGUs where impairments have been recognized, we sensitized each key
driver of the cash flow forecasts, including the underlying assumptions listed above, by
determining what we considered to be a reasonably possible change in the assumptions,
based on current market data and historical and current business performance. Through
this we determined an appropriate range for the fair value less cost of disposal for each
CGU.

For all other CGUs, in particular those with lower relative headroom, we calculated the
degree to which the key assumptions would need to change before an impairment was
triggered. We assessed the likelihood of such a movement by comparison to sensitized
forecasts and possible changes in discount rates and concluded that it was unlikely.

We concluded that the total goodwill impairment charge of $208.2m recognized is
supported by our testing of key assumptions. The impairment of $11.2m recognized
against customer relationship intangible assets was taken against specific relationships
which were recognized on acquisition of the associated CGU. We considered the decline
in revenue and gross margin derived by the customers to which the relationships relate
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and consider the impairment recognized by management to be reasonable. We note
the remaining balance of $118.5m is supported by the carrying value of the CGUs to
which it relates.

The impairment recognized against property plant and equipment was taken in relation
to specific assets which had been identified as surplus to requirements within the
Drilling Tools CGU. We found the remaining non-current assets within the CGU are
supported by the recoverable amount calculated through the impairment assessment
management has performed.
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APPENDIX 3: LONGEST KAMS OF THE FIVE MOST COMMON KAMS IN
THE MINING INDUSTRY

First ranked KAM in the mining industry: Taxation and regulation

The determination of the liabilities, contingent liabilities and disclosures arising
from the significant uncertainties related to the Gulf of Mexico oil

On 2 July 2015, the group announced it had reached agreements in principle with the
United States federal government and five Gulf states to settle all federal and state
claims arising from the incident.

The proposed Consent Decree to resolve all United States and Gulf states natural
resource damage claims and Clean Water Act penalty claims is awaiting court approval.
The United States is expected to file a motion with the court to enter the Consent Decree
as a final settlement around the end of March, which the court will then consider.
Although there is still risk, the agreements in principle have significantly reduced
the uncertainty associated with this element of the liability determination for 2015.
Following the agreements in principle, we concluded the remaining uncertainties were
no longer fundamental to a user’s understanding of the financial statements and therefore
we have removed the Emphasis of Matter from our 2015 audit opinion.

There continues to be uncertainty regarding the outcome of Plaintiffs’ Steering
Committee (‘PSC’) settlements, the most substantial category being business economic
loss claims. The 8 June 2015 deadline for claims resulted in a significant number of
claims received, which have not yet been processed and quantified. Management
concluded that a reliable estimation of the expected liability still cannot be made at
31 December 2015.

Our response

For the Gulf of Mexico oil spill the primary audit engagement team performed the
following audit procedures.

— We walked through and tested the controls designed and operated by the group
relating to the liability accounts for the Gulf of Mexico oil spill.

— We met with the group’s legal team to understand developments across all of the
Gulf of Mexico oil spill matters and their status. We discussed legal developments
with the group’s external lawyers and read determinations and judgments made by
the courts.

— We reviewed the agreements in principle, verifying that specific matters were
accurately reflected in the group’s accounting and disclosures.

— With regard to PSC settlements, we engaged EY actuarial experts to consider the
analysis of available claims data undertaken by management. We corroborated the
data used in respect of all claim categories, with specific regard to business economic
loss, this being the most complex to estimate. Our testing included understanding
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and verifying trends in the actuarial models, considering the approach in respect of
all claim categories which included comparing with prior periods.

— We considered the accounting treatment of the liabilities, contingent liabilities and
disclosures under IFRS criteria, to conclude whether these were appropriate in all
the circumstances.

What we concluded to the audit committee

Based on our procedures we are satisfied that the amounts provided by management
are appropriate. We are satisfied that management is unable to determine a reliable
estimate for certain obligations as disclosed in Note 2 of the financial statements. Given
the agreements in principle signed on 2 July 2015 we consider it appropriate that the
Emphasis of Matter is no longer required in our audit opinion.

Second most ranked KAM in the mining industry: Impairment
Impairment/reversal of impairment assessment

Rio Tinto has goodwill of $892 million, indefinite-lived intangible assets of
$1,655 million, property, plant and equipment of $61,057 million, and exploration
and evaluation assets of $706 million as at 31 December 2015, contained within 47
cash generating units (“CGUs”). Impairment charges to each of these asset categories
have been recognised in prior periods.

In 2015 a pre-tax impairment charge of $2,791 million was recognised, which primarily
related to goodwill, intangible assets and property, plant and equipment.

All CGUs containing goodwill and indefinite-lived intangible assets must be tested
for impairment on an annual basis. Management must also determine the recoverable
amount for other assets including property, plant and equipment and evaluation and
exploration assets when impairment or impairment reversal indicators are identified.

For the CGUs which contain Rio Tinto’s goodwill, indefinite-lived intangible assets,
property, plant and equipment, and exploration and evaluation assets, the determination
of recoverable amount, being the higher of value-in-use and fair value less costs to
dispose, requires judgement on the part of management in both identifying and then
valuing the relevant CGUs. Recoverable amounts are based on management’s view
of key variables and market conditions such as future commodity prices, the timing
and approval of future capital and operating expenditure, and the most appropriate
discount rate.

As well as considering indicators of impairment, management must determine whether
any indicators of reversal of previous impairments are apparent for assets other than
goodwill. Due to the decrease in commodity prices during the year, impairment reversals
were only considered in a limited number of cases. No impairment reversals were
recognized.
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In relation to specific projects or business units we noted the following:

Roughrider — in late 2015 the Group finalised an Order of Magnitude study for the
Roughrider uranium project. Taking into account Rio Tinto’s updated view of the
development concept and geological model, a pre-tax impairment charge of $116
million was recognised against goodwill, and a further $113 million against evaluation
and exploration assets.

Energy Resources of Australia (“ERA”) — in June 2015 Rio Tinto announced that it
supported ERA’s decision not to proceed with the Final Feasibility Study of the Ranger
3 Deeps project. Rio Tinto also announced that it did not support any further study or
future development of Ranger 3 Deeps due to the project’s economic challenges. As
a result, at 30 June 2015 Rio Tinto recognised a pre-tax impairment charge of $260
million, predominantly related to property, plant and equipment.

Oyu Tolgoi — this project has progressed during 2015, including the agreement of
project-specific financing for the underground development phase. However, forecast
copper prices, to which the recoverable amount is sensitive, have declined. Management
conducted an assessment of the recoverable amount of the Oyu Tolgoi CGU as described
in Note 1(i) “Principal accounting policies” (Depreciation and impairment) utilising
those forecast copper prices and a project-specific discount rate.

Simandou — completion of bankable feasibility studies for the mine, port infrastructure
and rail infrastructure to support the Simandou project was delayed in 2015 due to the
Ebola epidemic in West Africa. Draft separate feasibility studies for the mine, port
and rail were issued in December 2015 with the final integrated feasibility study due
in May 2016. Due to current market conditions and uncertainty over infrastructure
ownership and funding Rio Tinto recognised a pre-tax impairment charge of $2,039
million, predominantly related to exploration and evaluation assets and property, plant
and equipment.

Refer to note 6 for management’s conclusions and the Audit Committee’s views set
out on page 59.

How our audit addressed the area of focus

For all material goodwill balances, indefinite-lived intangible assets, property, plant
and equipment, and exploration and evaluation assets we undertook the following:

— We satisfied ourselves as to the appropriateness of management’s identification of
the Group’s CGUs and the continued satisfactory operation of the Group’s controls
over the impairment assessment process.

— We evaluated management’s assessment of impairment indicators, as well as
indicators of impairment reversal, including the conclusions reached.

— With the support of our valuation specialists, we benchmarked key market related
assumptions in management’s valuation models used to determine recoverable
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amount, including future commodity prices, foreign exchange rates and discount
rates, against external data.

— We verified the mathematical accuracy of management’s valuation models and agreed
relevant data, including assumptions on timing and future capital and operating
expenditure, to the latest Life of Mine/production plans and budgets.

— Inaddition to our overall response to impairment risk described above, we performed
additional procedures on certain projects or business units as follows:

— Roughrider — assessed the outcome of management’s recently completed Order
of Magnitude study, which included a revised geological model and an updated
market outlook.;

— ERA - checked management’s decision not to continue to support ERA’s Ranger 3
Deeps project through Rio Tinto board and committee meeting minutes and public
announcements.;

— Oyu Tolgoi — read the Underground Mine Development and Financing Plan and
independently assessed management’s project-specific discount rate, considering the
terms of the project finance agreement signed in 2015. We also satisfied ourselves
as to the appropriateness of the copper price assumptions used in management’s
impairment model.; and

— Simandou — understood the key findings from the draft bankable feasibility studies
and discussed these with management responsible for the project, considered manage-
ment’s assessment of external indicators of value for the project and considered the
judgements taken by management in determining the impairment charge.

— We validated the appropriateness of the related disclosures in note 6 to the financial
statements, including the sensitivities provided with respect to Oyu Tolgoi.

Third most often ranked KAM in the mining industry: Valuation of non-current assets
Recoverability of the carrying value of the Group’s mining assets

Refer to the Audit Committee Report (page 33); Accounting policies (page 71); and
Notes 16, 17 and 18 of the Consolidated Financial Statements.

At 31 December 2015 the carrying value of property, plant and equipment, evaluation
and exploration assets and intangible assets was $1,211.7m (2014: $1,326.4m). The
Group recognised impairment charges in respect of property, plant and equipment,
evaluation and exploration assets and intangible assets during the year of $207.1m
(2014: nil).

We focused on this area because of the materiality of the balances involved and because
the assessment of the recoverability of the carrying value of the Group’s cash generating
units (“CGUs”) involves significant judgements about the future results of the business
and the discount rates applied to future cash flow forecasts.

We continue to consider this to be a risk area in 2015, given the ongoing challenges
faced by the Group during the year arising from declines and volatility in market prices
for silver and gold.
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Our response to the risk
Our approach focused on the following procedures:

— we obtained an understanding of management’s process around impairment
assessment, including all related controls;

— we audited management’s assessment of whether indicators of impairment (as defined
in IAS 36 “Impairment of Assets” and IFRS 6 “Exploration for and Evaluation of
Mineral Resources”) exist for its CGUs and evaluating this assessment, including a
challenge of the validity and completeness of the indicators identified with reference
to our knowledge of the business obtained elsewhere in our audit;

— where indicators existed, we obtained recoverable value models from management
for the Group’s CGUs and assessed the appropriateness of the methodology applied
in preparing these recoverable value models;

— we tested the recoverable value models for accuracy, performed sensitivity analyses
on significant inputs, and challenged the appropriateness of key assumptions (e.g.
price assumptions, production and costing figures, etc.) as compared with third party/
independent sources (e.g. analyst price forecasts) or other evidence;

— we involved valuations specialists to assist the audit team in challenging and assessing
the appropriateness of the discount rates used in the calculation;

— we agreed key inputs to approved mine plans or budgets as appropriate, and compared
these with historical actual figures, considering the accuracy of previous internal
forecasts;

— we compared the calculated recoverable values to the associated carrying values,
assessing whether any impairment charges or reversals of previously recognised
impairment charges were necessary; and

— we considered the appropriateness, sufficiency, and clarity of any impairment-related
disclosures provided in the Group Financial Statements, including the disclosure
of key sensitivities.

We performed audit procedures at the Group level over this risk area covering 100%
of the risk amount.

What we concluded to the Audit Committee

As aresult of the procedures performed, we concluded that management’s impairment
indicator analysis and impairment assessment for the Group’s CGUs had been carried out
appropriately and in accordance with the requirements of IAS 36 “Impairment of Assets”,
IFRS 6 “Exploration and Evaluation of Mineral Resources” and IFRS 13 “Fair Value
Measurement”.

We challenged the accuracy and appropriateness of all significant assumptions, noting
that all such assumptions fell within a range of acceptable outcomes. However, there are
a number of particularly sensitive inputs in the analysis, to which only minor adverse
changes would result in a (further) impairment charges being necessary to one or more
of the Group’s CGUs (as disclosed in note 16 to the consolidated financial statements.
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We concur with management’s conclusion to recognise an impairment charge of the
Arcata, Crespo, Azuca, San Felipe and Volcan CGUs in the amount of $207.1m. All
required disclosures have been made in the Group financial statements.

Fourth most often ranked KAM in the mining industry: Revenue recognition
Laggan-Tormore related matters

Refer to the Audit Committee Report (page 88) and Note 2 of the Consolidated financial
statements (page 125).

Potential prior year restatement

The Board commissioned KPMG to carry out a review of the circumstances leading
up to the 19 April 2015 market update on the Laggan-Tormore project with a view
to identifying the issues for consideration relating to the incremental losses and their
effect on the prior year.

The Group has stated in its financial statements that its losses on Laggan-Tormore
recognised in the prior year were understated by between US$27m and US$57m after
tax.

The Directors have concluded that no restatement of the 2014 reported results is
required. In reaching this conclusion, the Directors considered the quantum of the prior
year overstatement of profit in conjunction with relevant qualitative considerations.
These are further explained in note 2 to the financial statements.

Internal controls

In light of the challenges faced by the Company in concluding on the appropriate
recognition of losses on the Laggan-Tormore contract, it was identified that this
may represent a significant deficiency in internal controls. The Audit Committee has
concluded that such a deficiency existed in 2015 and has implemented mitigating actions
in the 2015 year-end reporting process.

Costs-to-complete

As the contract is nearing completion at year end, and in light of the control weaknesses
above, there is a heightened risk of material misstatement in determining the remaining
costs-to-complete of the project at year end.

Liquidated damages

The Group has made a significant judgement in determining whether potential liquidated

damages arising from contract delays will be successfully pursued by the customer,
and no provision has been recorded in the current year.
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Our response

Potential prior year adjustment

We discussed and evaluated management’s quantitative and qualitative analysis of
amounts relating to prior periods and, whilst judgemental, we considered that assessment
to be reasonable.

The estimated impact on profit before tax in the prior period was 4.5% to 9.5% before
exceptional items. Further, we assessed the following qualitative factors:

— The total losses on Laggan-Tormore, which at 31 December 2015 exceed US$600m,;

— Impact on prior year net assets of 2.8%;

— The lack of impact on banking covenants, management remuneration, and historical
trends; and

— The level of disclosure made by the Company in the interim and full year financial
statements.

After considering carefully the nature and the quantum of the estimated amounts relating
to prior period, and qualitative significance of the adjustment, we concurred with the
directors that these amounts, whilst significant, were not material and the prior period
financial statements did not require restating.

The estimated impact on prior periods has been charged to the income statement in
the current period and the Group has separately identified losses on this contract as a
separate item.

We concurred with this accounting treatment and with the detailed disclosures made
in the financial statements about the impact of the misstatement on the prior periods’
financial statements.

Internal controls

We concur with the Company that there existed a significant deficiency in internal
controls intended to mitigate material misstatements on the Laggan-Tormore contract.
We have considered the mitigating actions taken and have assigned further resources
to ensure these actions appropriately reduce the risk of further misstatements on this
contract.

Costs-to-complete

We have also assigned further resources to audit, in detail, the costs-to-complete on
this contract at year end. This includes obtaining detailed schedules, challenging key
elements to the costs, including expected recoveries, reconciliation of vendor statements
and holding discussions with senior management to corroborate the assumptions made.

Liquidated damages

We have discussed the likelihood of being levied with liquidated damages with senior
management and the Audit Committee, and obtained supporting evidence for this
judgement.
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What we concluded to the Audit Committee

We reported to the Committee at the August 2015 interim review that we were satisfied
on qualitative and quantitative grounds, and after taking into account the level of
disclosures made in the interim and full year financial statements, that no restatement
was necessary.

We updated this analysis and reached the same conclusion as at 31 December 2015.

We reported that we concur with the Group’s disclosures in relation to the significant
weakness in internal controls relating to this contract.

In respect of liquidated damages, we are satisfied that judgement not to book a provision
has been based on appropriate analysis and is reasonable in the circumstances.

We have completed our planned procedures on the costs-to-complete and are satisfied
that the basis upon which the contract losses have been calculated was rigorous and
these losses are materially stated at 31 December 2015.

Fifth most often ranked KAM in the mining industry: Provisions
Close-down, restoration and environmental. obligations

Rio Tinto has provisions for dose-down, restoration and environmental obligations of
$8,426 million as at 31 December 2015.

The calculation of these provisions requires management judgement in estimating the
quantum and timing of future costs, particularly given the unique nature of each site,
the long timescales involved and the potential associated obligations. These calculations
also require management to determine an appropriate rate to discount these future costs
back to their net present value.

The judgement required to estimate such costs is further compounded by the fact that
there has been limited restoration and rehabilitation activity and historical precedent
against which to benchmark estimates of future costs.

Management reviews the dose-down, restoration and environment obligations on a
semi-annual basis, using experts to provide support in its assessment where appropriate.
This review incorporates the effects of any changes in local regulations and manage-
ment’s anticipated approach to restoration and rehabilitation.

Refer to note 26 and the Audit Committee’s views set out on page 59.
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Our response

We assessed management’s process for the review of provisions, and performed detailed
testing of the 31 December 2015 provision for five business units. For the remaining
business units, including legacy operations, we assessed provision movements in the
year relating to close-down, restoration and environmental obligations to check they
were consistent with our understanding of the asset and associated remediation plans.

As part of our detailed testing of the cost estimates prepared by management for the
five business units selected, we established the existence of legal and/or constructive
obligations with respect to the restoration and rehabilitation for each business unit to
assess the appropriateness of the intended method of restoration and rehabilitation and
associated cost estimate.

We also considered the competence and objectivity of management’s experts, whether
internal or external to Rio Tinto, who produced the cost estimates.

We validated the accuracy of calculations and the appropriateness of the discount rate
using our valuations specialists.
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APPENDIX 4: FOR THE NON-TOP 5 KAMS THE NAME OF THE FIRM
WITH THE LONGEST KAM IN THE MINING INDUSTRY

KAM Mining

Valuation RANDGOLD RESOURCES LTD
Goodwill HUNTING PLC

Acquisitions BHP BILLITON GROUP (GBR)
Valuation of current assets ANGLO AMERICAN PLC
Going concern KAZ MINERALS PLC
Presentation and disclosure ANGLO AMERICAN PLC
Internal controls RIO TINTO PLC

Other GLENCORE PLC (2)

Employee benefits RIO TINTO PLC

Financial instruments ROYAL DUTCH SHELL PLC
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62. Out of the 350 constituents of the FTSE 350, 15 are active in the construction
industry. Our dataset contains information about 12 of these companies. The construc-
tion industry is amongst the smaller ones in the sample as the average industry size in
the FTSE 350 is 19.44 firms.

4.1. NUMBER AND LENGTH OF KAM

63. Table 1 gives an overview of the number of KAM included in the auditor’s report.
This table presents the following descriptive statistics: median, mean value, quantiles
and the standard deviation of the number of KAMs.

Table 1: Number of KAM in the construction industry

Obs | Mean |[Std. Dev.] Min Q1 Q2 Q3 Max
Number of KAM 12 3 1.20 1 2 3 3.5 5
first year
Number of KAM | 12 2.92 1.31 1 2 2.5 4 5
second year
Number of KAM | 12 2.92 1.16 1 2 3 4 5
third year
Number of KAM | 36 2.94 1.19 1 2 3 4 5
all years

64. Looking at the total sample period of 3 years we observe that the median number
of KAM equals 3. The median of 3 KAMs is quite constant over time as for each
of the years investigated the number of KAMs approximately equals 3. In spite of
the constant median, it should be noted that the variance is relatively high (1.19),
indicating that the absolute number of KAMs significantly varies between the different
companies active within the construction industry. The high variance in the number of
KAMSs between companies can also be observed from comparing the minimum and
the maximum value. While some firms only receive 1 KAM, the audit report of some
firms discusses 5 KAMs.

65. Figure 1 shows the distribution of the number of KAMs. When inspecting the
histogram, we can see that the number of KAMs most often included in the report
equals two, which is lower than the median amount of KAM.
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Figure 1: Histogram of the number of KAM in the
construction industry over the three-year period

66. Table 2 presents the descriptive statistics for the length of the KAM section, i.e. the
number of words written in the KAM section. This table is structured in a similar way
as Table 1 and contains: the median, mean , the minimum, the maximum, the quantiles
and the standard deviation of the length of the KAM section.

Table 2: Descriptive statistics of the length of the KAM section
in the construction industry

Obs | Mean |Std.Dev.] Min Q1 Q2 Q3 Max
Length first year 12 908 319 604 702 819 1065 1525
Length second 12 1200 535 598 853 1027 1405 2322

year

Length third year | 12 1218 429 592 952 1038 1444 2039

Length all years 36 1109 448 592 819 985 1385 2322

67. Table 2 shows that the number of words of the KAM section equals on average
1109 (median value of 985 words) using all three years as the sample period. We also
observe high variance between the minimum and the maximum value of the KAM
length (between 592 words and 2322 words), which is not surprising as the number of
KAMs significantly varies by firm.
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68. However, differently from the number of KAMs, the average length shows a
significant increase over the three years from 908 words to 1218 words. Table 2 shows
that the average length of the KAM section increases from the first to the second year
(from 900 to 1200 words) and remains constant in the third year (around 1200 words).
Given the number of KAM is quite stable over time (see Table 1), this illustrates that
the average length of a KAM discussed in the construction industry increases from
300 in the first year to an average of 400 words in the third year.

69. Comparing the minimum and the maximum values of the length of KAM
(592 compared to 2322) however seems to suggest that there exists a high variance in
the length of the KAM section although this variance will also be influenced by the high
difference in the number of KAMs discussed (number of KAM 1 to 5, see Table 1).
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4.2. TYPE AND SEQUENCE OF KAM

70. While we already know that a median company active in the construction industry
discloses 3 KAMs (i.e. 108 KAMS in total for the 36 firm year observations) with an
average length of 1200 words, Table 3 provides information about the top 4 of the
KAMSs most often disclosed in the audit report.

71. It is clear that the KAM most often disclosed is revenue recognition (27.78%)
followed by valuation of current assets (15.74%), valuation of non-current assets
(12.96%), goodwill (11.11%) and other (32.41%). The category ‘Other’ includes KAM
such as acquisitions, taxation and regulation, provisions, impairment, ... A detailed
overview of the different types of KAM can be found in Appendix 1.

72. Looking at changes over time, we observe that the relative importance of KAMs
related to valuation of current assets has the highest increase (from 13.51% to 20%
respectively), followed by goodwill (from 10.81% to 11.43%) and revenue recognition
(from 27.02% to 28.57%), while the occurrence of valuation of non-current assets (from
13.51% to 8.57%) significantly drops over the three year period.

73. Linking the information about the type of KAM to the number of KAM (in Table 1),
we can conclude that while the number of KAM remains quite stable, the content of
the KAM discussion section changes over time with more emphasis on the valuation of
current assets and revenue recognition and less emphasis on valuation of non-current
assets. The occurrence of KAMS related to goodwill remains quite stable.

Table 3: Type of KAM most often disclosed in the construction industry

KAM First year | Second year | Third year | All years
Most disclosed Revenue 27.02% 27.78% 28.57% 27.78%
recognition
Second most Valuation of 13.51% 13.89% 20.00% 15.74%
disclosed current assets
Third most Valuation of 13.51% 16.67% 8.57% 12.96%
disclosed non-current assets
Fourth most Goodwill 10.81% 11.11% 11.43% 11.11%
disclosed
Fifth most Other 35.15% 30.55% 31.43% 32.41%
disclosed

74. The sequence of the KAMs (first, second, third, ...) can also provide some additional
information about the relative importance of the KAM. If the most disclosed KAM is
‘revenue recognition’ and it is always ranked first in the KAM section , the information
content will be different from a situation where it is always ranked fifth or sixth. The
rank provides a broader picture of the relative importance of a certain KAM. Table 4
discusses the sequence of the five most common KAMs in the construction industry.
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Table 4: Sequence of the five KAMs most often discussed in the construction industry

KAM First Second Third Fourth Fifth

KAM KAM KAM KAM KAM
Revenue recognition 50.00% 6.67% 26.67% 13.33% 3.33%
Valuation of current assets 64.70% 35.29% 0.00% 0.00% 0.00%
Valuation of non-current assets 0.00% 78.57% 14.29% 7.14% 0.00%
Goodwill 8.33% 58.33% 16.67% 8.33% 8.33%
Other 28.57% 20.00% 28.57% 20.00% 2.86%

75. Although valuation of current assets is not the most important KAM discussed in
the KAM section (see Table 3), if mentioned it most often appears first in the KAM
section and never occurs as the third, fourth or fifth KAM. Finally, important to note
is that revenue recognition also appears as fourth or fifth KAM in the KAM section,
which probably indicates that they are added to be complete (probably also explained
by the ISA standards).

Materiality

76. Table 5 reports the descriptive statistics related to the materiality base as well as the
percentage of the materiality level used. From Table 5 it is clear that profit before tax
is most often used to determine the materiality level (91.67%), only 5.56% uses total
assets and 2.78% uses revenue. That revenue and total assets as the materiality base are
the exceptions is also shown by the absolute number which only equals 2 and 1 firm
year observations.Q1 shows that a materiality level of 5% is most commonly used in
the construction industry. The maximum percentage applied equals 8.5%.

Table 5: Applied materiality level in the construction industry

Materiality level used (%)

Base Obs Fr:l?uels)ncy L Std
€ Dbase | Mean ‘| Min. | Q1 | Q2 | Q3 | Max.
Dev.
Profit before tax 33 91.67 541 | 1.28 1 5 5 5.9 8.5
Total assets 2 5.56 295 | 29 0.9 0.9 295] 5 5
Revenue 1 2.78 1 / 1 / / / 1
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4.3. SUMMARY OF THE MAIN FINDINGS IN THE CONSTRUCTION
INDUSTRY

77. In the construction industry the median number of KAM mentioned is 3 with an
average length of 400 words per KAM (approximately 1200 words in total per report).
While the number of KAM remains quite stable over the three years studied, the content
of the KAM section changes with more emphasis on the valuation of current assets and
revenue recognition and less emphasis on valuation of non-current assets. The relative
importance of goodwill remains quite stable over time. Although valuation of current
assets occurs less than revenue recognition, if mentioned it more likely appears first
in the KAM section. Finally, descriptive statistics show that profit before taxes is the
materiality basis used and the average materiality percentage equals 5%.

78. From the comparison with the total sample, we observe that construction is an
industry with less KAMs than for the whole sample but more extensively discussed.
Finally, given the characteristics of the industry it is not surprising that valuation of
current assets occurs more as a KAM, compared to the total sample of FTSE 350 firms
investigated.

Table 6: Summary table of the main findings in the construction industry

Construction Total sample
Number of KAM (median) 3 4
Length per KAM 400 305
Most common type of KAM 1. Revenue recognition 1. Revenue recognition
2. Valuation of current assets 2. Valuation of non-current
(first rank) assets
3. Valuation of non-current 3. Taxation and regulation
assets
4. Goodwill 4. Goodwill
5. Valuation 5. Provisions
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APPENDIX 1: FREQUENCY TABLE OF THE KAMS DISCLOSED IN THE
CONSTRUCTION INDUSTRY

Table 7: Frequency table of the different types of KAM
(three-year period) in the construction industry

KAM Frequency Percentage
Revenue recognition 28 25.93
Valuation of current assets 17 15.74
Valuation of non-current assets 14 12.96
Goodwill 12 11.11
Valuation 12 11.11
Employee benefits 8 7.41
Provisions 5 4.63
Taxation and regulation 4 3.70
Acquisitions 3 2.78
Internal controls 2 1.85
Presentation and disclosure 1 0.93
Business combinations 1 0.93
Impairment 1 0.93
Total 108 100
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APPENDIX 2: EXAMPLE OF THE LONGEST KAM IN THE
CONSTRUCTION INDUSTRY

Bellway plc (2016 — Revenue recognition, 855 words)
Area of focus

Profit recognition on current sites and the carrying amount of land held for development
and work in progress (gross profit £574.8 million; land held for development and work
in progress £2,532.1 million).

Refer to pages 50 to 51 (Audit Committee Report), pages 82 and 85 (Accounting
Policies) and note 13 on page 93 (financial disclosures).

The risk - Profit recognition on current sites and the net realizable value of land held
for development and work in progress are both reliant on the Group’s forecast of future
selling prices and build costs, both of which are uncertain. Forecast selling prices are
inherently uncertain due to challenges in assessing market conditions. Build costs, and
in particular sub-contractor costs, can vary with market conditions and may also be
incorrectly forecast due to unforeseen events during construction.

Gross profit is recognized on house sales based on the latest whole site gross margin
which is an output of the site valuations prepared by the Group’s divisional technical
teams. These valuations use actual and forecast selling prices and build costs and are
sensitive to inaccuracies in recording actual costs incurred, forecast costs to complete
and expected selling prices.

Land held for development and work in progress are held at the lower of cost and
net realizable value (i.e. the forecast selling price less the remaining costs to build
and sell). An assessment of the net realizable value of land held for development and
work in progress is carried out at each balance sheet date and is dependent on the
Group’s estimates of future selling prices and build costs, together with the likelihood
of receiving planning permission for land held for development. Planning permission
is dependent on local and national policies and without planning permission sites
cannot be developed.

A change in the Group’s estimate of sales price and build cost could have a material
impact on the carrying value of land held for development and work in progress and
the level of profit recognition in the Group’s financial statements.

Our response - our audit procedures included:

— Inspecting a sample of land additions to evaluate the terms of the transaction and
checking to the amounts recorded in the financial statements, including re-performing
the calculation of fair value for a sample of land acquired on deferred payment terms.

— Assessing a sample of land not currently being developed to confirm that the Group
still intended to develop this site by reference to confirmed planning permission.
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Testing the Group’s controls over the authorization and recording of costs, including
agreeing a sample of costs incurred to date from job cost reports to invoice and/
or payment, including verifying that they relate to the site against which they have
been allocated.

Testing the performance of the Group’s controls over the production of site valuations,
including the reconciliation of actual costs incurred and included in work in progress
to date to job costs reports.

Attendance at a selection of site valuation meetings, where incurred costs and
revenues were reviewed against budgets and estimates of future cost and selling
prices were discussed, challenged and updated, to check that senior operational,
commercial and financial management were effectively challenging the forecast
margins utilized to recognize profit.

We used a variety of quantitative and qualitative factors to select those sites with a
higher risk of material misstatement and conducted detailed site reviews for these
sites to understand the associated risks and ascertain whether these risks had been
factored into the site valuations. The site reviews included the following procedures,
among others, where relevant, i) making inquiries of senior operational, commercial
and financial management about their assessment of risks for these sites; ii) reviewing
site plans to gain an understanding of progress made and problems arising on the
site; ii1) comparing actual and budgeted unit sales and average selling prices to date
to identify potential build or sale issues; and iv) for a sample of costs, agreeing total
estimated costs to purchase orders/sub-contractor agreements (including variations
from initial estimates).

For all active sites and sites completed in the year we performed a comparison of
budgeted and latest forecast margin at July 2016 in order to assess the Group’s
ability to forecast accurately.

On a site by site basis, we compared the gross margin recognized in the financial
statements with the latest site valuations to determine whether the margin recognized
was appropriate.

We developed an expectation, based on our attendance at site valuation meetings,
our detailed site reviews and other procedures, including inquiries and reviews of
divisional board reports, of sites to be included in the Group’s net realizable value
provision. We obtained the Group’s net realisable value provision and compared
land held for development and work in progress sites included to our expectations
and, with reference to site valuations, determined whether amounts included had
been calculated appropriately for these sites.

For a sample of developments completed in the year, we compared the cost to
complete accrual created to the latest site valuation and obtained confirmation for
significant differences.

Challenging the adequacy of the Group’s disclosures in relation to areas of judgement
and estimation in relation to these balances by performing sensitivity analysis on
key assumptions.
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APPENDIX 3: LONGEST KAMS OF THE FIVE MOST COMMON KAMS IN
THE CONSTRUCTION INDUSTRY

First ranked KAM in the construction industry: Revenue recognition

The risk: Profit recognition on current sites and the net realisable value of land held for
development and work in progress are both reliant on the Group’s forecast of future
selling prices and build costs, both of which are uncertain. Forecast selling prices are
inherently uncertain due to challenges in assessing market conditions. Build costs, and
in particular sub-contractor costs, can vary with market conditions and may also be
incorrectly forecast due to unforeseen events during construction.

Gross profit is recognised on house sales based on the latest whole site gross margin
which is an output of the site valuations prepared by the Group’s divisional technical
teams. These valuations use actual and forecast selling prices and build costs and are
sensitive to inaccuracies in recording actual costs incurred, forecast costs to complete
and expected selling prices.

Land held for development and work in progress are held at the lower of cost and
net realisable value (i.e. the forecast selling price less the remaining costs to build
and sell). An assessment of the net realisable value of land held for development and
work in progress is carried out at each balance sheet date and is dependent on the
Group’s estimates of future selling prices and build costs, together with the likelihood
of receiving planning permission for land held for development. Planning permission
is dependent on local and national policies and without planning permission sites
cannot be developed.

A change in the Group’s estimate of sales price and build cost could have a material
impact on the carrying value of land held for development and work in progress and
the level of profit recognition in the Group’s financial statements.

Our response
Our audit procedures included:

— Inspecting a sample of land additions to evaluate the terms of the transaction and
checking to the amounts recorded in the financial statements, including re-performing
the calculation of fair value for a sample of land acquired on deferred payment terms.

— Assessing a sample of land not currently being developed to confirm that the Group
still intended to develop this site by reference to confirmed planning permission

— Testing the Group’s controls over the authorisation and recording of costs, including
agreeing a sample of costs incurred to date from job cost reports to invoice and/
or payment, including verifying that they relate to the site against which they have
been allocated.

— Testing the performance of the Group’s controls over the production of site valuations,
including the reconciliation of actual costs incurred and included in work in progress
to date to job costs reports.
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— Attendance at a selection of site valuation meetings, where incurred costs and
revenues were reviewed against budgets and estimates of future cost and selling
prices were discussed, challenged and updated, to check that senior operational,
commercial and financial management were effectively challenging the forecast
margins utilised to recognise profit.

— We used a variety of quantitative and qualitative factors to select those sites with a
higher risk of material misstatement and conducted detailed site reviews for these
sites to understand the associated risks and ascertain whether these risks had been
factored into the site valuations. The site reviews included the following procedures,
among others, where relevant, i) making inquiries of senior operational, commercial
and financial management about their assessment of risks for these sites; ii) reviewing
site plans to gain and understanding of progress made and problems arising on the
site; 1) comparing actual and budgeted unit sales and average selling prices to date
to identify potential build or sale issues; and iv) for a sample of costs, agreeing total
estimated costs to purchase orders/sub-contractor agreements (including variations
from initial estimates).

— For all active sites and sites completed in the year we performed a comparison of
budgeted and latest forecast margin at July 2016 in order to assess the Group’s
ability to forecast accurately.

— On a site by site basis, we compared the gross margin recognised in the financial
statements with the latest site valuations to determine whether the margin recognised
was appropriate.

— We developed an expectation, based on our attendance at site valuation meetings,
our detailed site reviews and other procedures, including inquiries and reviews of
divisional board reports, of sites to be included in the Group’s net realisable value
provision. We obtained the Group’s net realisable value provision and compared
land held for development and work in progress sites included to our expectations
and, with reference to site valuations, determined whether amounts included had
been calculated appropriately for these sites.

— For a sample of developments completed in the year, we compared the cost to
complete accrual created to the latest site valuation and obtained confirmation for
significant differences.

— Challenging the adequacy of the Group’s disclosures in relation to areas of judgement
and estimation in relation to these balances by performing sensitivity analysis on
key assumptions.

Second most ranked KAM in the construction industry: Valuation of current assets

Carrying value of inventories and profit recognition (inventories: £3,256.1 million
(2015 - £2,654.1 million), gross profit: £701.7 million (2015 - £716.8 million))

Refer to page 78 (Audit Committee report), pages 115 to 117 (accounting policy) and
page 127 (financial disclosures).

The Group recognises profit on each sale by reference to the overall site margin, which
is the forecast profit percentage for a site that may comprise multiple phases and can
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last a number of years. The recognition of profit is therefore dependent on the Group’s
estimate of future selling prices and build costs, which form the basis of their forecasts,
including an appropriate allowance for risk.

Future selling prices are dependent on market conditions, which can be difficult to
predict and be influenced by broader political and economic factors.

Future build costs are subject to a number of variables including the accuracy of designs,
market conditions in respect of materials and sub-contractor cost and construction issues.

Inventory represents the costs of land, materials, design and related production and
site costs to date. It is held at the lower of cost and net realisable value, the latter also
being based on the forecast for the site. As such errors in these forecasts can impact
the assessment over the carrying value of inventories and gross profit.

There is also a risk that costs are inappropriately capitalised within inventories or that
the allocation of costs that relate to the whole site, such as land and infrastructure,
is inappropriate across development phases, resulting in a material misstatement of
inventory or gross profit.

Our audit procedures in respect of this area included:

Testing the Group’s controls by checking approvals over reviewing and updating selling
price and cost forecasts, authorising and recording of costs.

We inspected the site forecasts on a sample basis and challenged the assumptions for
future costs and sales.

We corroborated a sample of forecast costs back to supplier agreements or tenders. We
also consider, based on the risks highlighted by build cost review meetings and wider
industry cost indices, the appropriateness of allowances made for cost increases and
for risks inherent in longer term developments.

We corroborated forecast sales prices against recent prices achieved in the relevant local
market, and considered factors that may influence the achievable price on future sales.

We compared the margin recognised in the year on any units sold to the forecast site
margin over the life of the development.

We inspected the minutes and attended a selection of management’s build cost review
meetings. At these meetings management review actual costs and revenues against
detailed site budgets. Estimates of future costs and selling prices in the forecasts are
challenged by management including reference to tendered works packages, actual
costs incurred and forward sales reservation prices. Our inspection of the minutes
and attendance at a selection of meetings included assessing whether the appropriate
individuals attended the meetings and that the valuations and costs to complete
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forecasts for all developments were discussed, challenged and the valuations updated
as appropriate.

We agreed a sample of additions in the inventory balance to invoice and/or payment,
including checking that they were allocated to the appropriate site and development
phase and met the definition of inventory costs.

Third most often ranked KAM in the construction industry: Valuation of non-current
assets

Valuation of land and properties

Refer to page 62 (Risk Management and Audit Committee Report), page 105 (accounting
policy) and page 125 (notes).

Inventory in the Property and Residential divisions is stated at the lower of cost and net
realisable value (i.e. the forecast selling price less the remaining costs to build and sell).
An assessment of the net realisable value of inventory is carried out at each balance
sheet date and is dependent upon management’s estimate of forecast selling prices and
build costs (by reference to current prices), which may require significant judgement.

The Group holds inventory of £251.9m (2015: £284m) within the Residential division,
which comprises the Group’s land held for residential development £137.3m (2015:
£117m) and residential work in progress £114.6m (2015: £167m) where building work
has commenced.

We focused our work on those sites with a value of £47.1m (2015: £46.8m) where
there is no immediate intention of development as there is a heightened risk that they
are valued above their recoverable amount. Therefore a change in the Group’s forecast
estimate of sales price and build cost could have a material impact on the carrying value
of inventories in the Group’s financial statements.

Our response

We reviewed the property-specific development appraisals supporting the carrying
values and challenged the key assumptions underlying these appraisals as follows:

— We reviewed management’s expected build cost per square foot by comparing to the
build costs for similar units on other sites and where there were differences, validating
explanations against third-party confirmations including quantity surveyor cost
estimates, correspondence with suppliers or comparable properties on other sites;

— We challenged management on their intention to develop these sites; and

— We challenged management’s forecast sales prices to supporting third-party evidence
from management’s external sales agents and by comparing the forecast sales price
of a sample of sales prices achieved and the list prices of comparable assets as
published by estate agents.
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We did not encounter any issues through our audit procedures that indicated the land
or properties tested were impaired.

Fourth most often ranked KAM in the construction industry: Goodwill
Carrying value of goodwill (E1,544.0 million)

Refer to page 54 (Report of the Audit Committee), page 85 (note)

1. Significant accounting policies - Goodwill and other intangible assets) and pages
98 to 99 (note 11. Intangible assets).

2. The risk - The Group’s balance sheet includes goodwill, principally arising from
historical acquisitions in the UK. The risk is that the goodwill allocated to cash
generating units (‘CGU”) is not recoverable and should be impaired. Due to the
inherent uncertainty involved in forecasting and discounting future cash flows, which
are the basis of the assessment of recoverability, this is one of the key judgemental
areas for our audit.

The Group annually carries out an impairment assessment of goodwill using a value-
in-use model which is based on the net present value of the forecast earnings of the
cash-generating unit (“value-in-use’). This is calculated using certain assumptions
around discount rates, growth rates and cash flow forecasts.

Given the relative size of the goodwill in the Group balance sheet, particularly in the
UK Services CGU, relatively small changes in these assumptions could give rise to
material changes in the assessment of the carrying value of goodwill.

Our response

Our procedures included critically assessing the key assumptions applied by the Group
in determining the recoverable amounts of each CGU. In particular, we:

— considered the consistency and appropriateness of the allocation of businesses and
related goodwill balances into CGUs;

— considered the underlying assumptions in determining the cash flows and growth
assumptions applied with reference to historical forecasting accuracy and wider
macro environment conditions; challenged the assumptions used in the calculation
of the discount rates used by the Group, including comparisons with external data
sources and consideration of the potential risk of management bias; performed our
own sensitivity analysis, including a reasonably possible reduction in assumed
growth rates and cash flows to identify areas to focus our procedures on and we
also assessed whether the Group’s disclosures about the sensitivity of the outcome
of the impairment assessment to changes in key assumptions appropriately reflected
the risks inherent in the valuation of goodwill.
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Fifth most often ranked KAM in the construction industry: Valuation
Construction contracts may not be appropriately valued

The valuation of amounts recoverable on construction contracts is dependent on
judgments around stage of completion and remaining costs to complete, as well as the
associated provisions. In some of the Group’s projects there are assumptions about
recovery of values from clients, designers, subcontractors or insurers, and value is
recorded within work in progress which is not yet agreed. There is risk surrounding
the recoverability of the work in progress and the completeness of provisions in place.

Refer to note 1: Accounting Policies on page 91 of the Annual Report and the Audit
Committee Report on page 59 of the Annual Report.

Our response

We assessed the evidence provided by management regarding recovery of the un-agreed
value on projects. This included external expert and legal advice and correspondence
from clients, subcontractors and insurers. We considered the adequacy of provisions
held.

— We tested the operating effectiveness of key controls around stage-of-completion,
costs to complete and forecast margin calculations.

— We identified and assessed a sample of key judgments inherent in estimation of
significant projects, particularly around stage of completion, costs to complete and
provisions

— on loss-making contracts through our testing of contract review meetings, reading
correspondence with the customer and subcontractors, and obtaining audit evidence
on customer/supplier disputes and insurance claims.

— We compared the final outcome on projects completed in the year to previous
estimates made on those projects to assess the reliability of management’s estimates.

— We tested whether valid contractual agreements or other documentation was in place
to support a sample of balances.

— We identified, and obtained and corroborated explanations for, unusual fluctuations
in margins on significant projects.

We found no material misstatements from our testing
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APPENDIX 4: FOR THE NON-TOP 5 KAMS THE NAME OF THE FIRM
WITH THE LONGEST KAM IN THE CONSTRUCTION

INDUSTRY
KAM Construction
Employee benefits REDROW PLC
Provisions HOMESERVE PLC
Taxation and regulation HOMESERVE PLC
Acquisitions BOVIS HOMES GROUP PLC
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79. Out of the 350 constituents of the FTSE 350, 53 are active in the manufacturing
industry. Our dataset contains information about 32 of these companies. The Manufac-
turing industry is amongst the largest ones in the sample as the average industry size
in the FTSE 350 is 19.44 firms.

5.1.  NUMBER AND LENGTH OF KAM

80. Table 1 gives an overview of the number of KAM included in the auditor’s report.
This table presents the following descriptive statistics: median, mean value, quantiles
and the standard deviation of the number of KAMs.

Table 1: Number of KAM in the manufacturing industry

Obs | Mean |[Std. Dev.] Min Q1 Q2 Q3 Max
Number of KAM | 32 4.06 1.58 2 3 4 5 9
first year
Number of KAM | 32 4.13 1.36 2 3 4 5 7
second year
Number of KAM | 32 4 1.37 2 3 4 5 7
third year
Number of KAM | 96 4.06 1.43 2 3 4 5 9
all years

81. Looking at the total sample period of three years we observe that the median number
of KAM equals 4. The median of KAMs is constant over the three years. It should be
noted that the variance is relatively high (1.43), indicating that the absolute number
of KAMs significantly varies between the different companies. The high variance in
the number of KAMs between companies can also be observed from comparing the
minimum and the maximum value. While the KAM section of some firms is limited
to discussing only 2 KAMs, some firms receive 9 KAMs.

82. Figure 1 shows the distribution of the number of KAMs. When inspecting the
histogram, we can see that the number of KAMs most often included in the report
equals the median: 4. We also see that the histogram has a heavier right tail, due to the
outlier of 9 KAMs.
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Figure 1: Histogram of the number of KAM in the
manufacturing industry over the three-year period

83. Table 2 presents the descriptive statistics for the length of the KAM section, i.e. the
number of words written in the KAM section. This table is structured in a similar way
as Table 1 and contains: the median, mean , the minimum, the maximum, the quantiles
and the standard deviation of the length of the KAM section.

Table 2: Descriptive statistics of the length of the KAM section
in the manufacturing industry

Obs | Mean |Std.Dev.] Min Q1 Q2 Q3 Max
Length first year 32 879 723 357 541 713 911 4348
Length second 32 966 1266 396 653 933 1452 | 4962

year

Length third year | 32 1409 988 479 718 1119 1898 5667

Length all years 96 1185 919 357 651 897 1382 5667

84. Table 2 shows that the number of words of the KAM section equals on average
1185 (median value of 897 words) using the three years as the sample period. We also
observe a very high variance between the minimum and the maximum value of the
KAM length (between 357 words and 5667 words).
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85. While the number of KAM remains constant, the length shows a strong increase
over the three years. Table 2 shows that the average length of the KAM section increases
every year. Given the number of KAM remains constant over time (see Table 1), this
illustrates that the average length of a single KAM discussed in the manufacturing
industry increases from 216 in the first year to an average of 352 words in the third year.

86. Comparing the minimum and the maximum values of KAM however seems to
suggest that there exists a high variance in the length of the KAM section although this
variance will also be influenced by the difference in the number of KAMs discussed
(2t0 9, see Table 1).
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5.2.  TYPE AND SEQUENCE OF KAM

87. While we already know that a median company active in the manufacturing industry
discloses 4 KAMs (i.e. 390 KAMS in total for the 96 firm year observations) with an
average length of 1185 words, Table 3 provides information about the top 4 of the
KAMSs most often disclosed in the audit report.

88. It is clear that the KAM most often disclosed is goodwill (15.90%) followed
by taxation and regulation (15.38%), provisions (15.13%) and revenue recognition
(12.05%). The category ‘Other’ includes KAM such as acquisitions, presentation and
disclosure, impairment, ... It should be noted that the average frequencies of the top
four KAMs lie very close together, indicating that there is not one specific type of KAM
dominating the audit reports. A detailed overview of the different types of KAM can
be found in Appendix 1.

89. Looking at changes over time, we observe that the relative importance of a Taxation
and regulation KAM slightly increases (from 13.85% to 14.84%), while the occurrence
of goodwill (from 16.15% to 14.84%), provisions (from 15.38% to 14.84%) and revenue
recognition (from 13.08% to 10.94%) decreases.

Table 3: Type of KAM most often disclosed in the manufacturing industry

KAM First year | Second year | Third year | All years
Most disclosed Goodwill 16.15% 16.67% 14.84% 15.90%
Second most Taxation and 13.85% 17.42% 14.84% 15.38%
disclosed regulation
Third most Provisions 15.38% 15.15% 14.84% 15.13%
disclosed
Fourth most Revenue 13.08% 12.12% 10.94% 12.05%
disclosed recognition
Fifth most Other 41.54% 38.64% 44.54% 41.54%
disclosed

90. As the sequence of the KAM (first, second, third, ...) can also provide information
about the importance of the KAM, Table 4 discusses the sequence of the three most
common KAMs in the industry.
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Table 4: Sequence of the five KAMs most often discussed in the manufacturing industry

First |Second | Third | Fourth | Fifth | Sixth |Seventh| Eigth | Nineth

L% ! KAM | KAM | KAM | KAM | KAM | KAM | KAM | KAM | KAM

Goodwill 59.68% |20.97% | 9,68% | 8.06% | 1.61% | 0.00% | 0.00% | 0.00% | 0.00%

Taxationand | 5.00% | 8.33% |35.00% |21.67% |20.00% | 8.33% | 0.00% | 1.67% | 0.00%
regulation

Provisions 15.25% |35.59% | 16.59% | 23.73% | 6.78% | 1.69% | 0.00% | 0.00% | 0.00%

Revenue 40.43% 27.66% | 19.15% | 6.38% | 2.13% | 2.13%| 2.13%| 0.00% | 0.00%
recognition
Other 17.28% [17.16% |22.22% | 16.05% | 9.26% | 5.55% | 1.85% | 0.00% | 0.62%

91. Goodwill is the most important KAM in the industry and, if discussed, it most
often appears first in the KAM section. Similarly, taxation and regulation is the second
most often discussed KAM (see Table 3) and, if present, it is most likely discussed as
the third KAM.

Materiality

92. Table 5 reports the descriptive statistics related to the materiality base used as
well as the percentage of the materiality level used. From Table 5 it is clear that profit
before tax is most often used to determine the materiality level (91.67%). 7.25% uses
EBTIDA as the base of materiality.

93. Looking at the materiality level used, Q1 shows that the materiality level most
often used in the manufacturing industry equals 5% or higher with a maximum of 10%.

Table 5: Applied materiality level in the manufacturing industry

Materiality level

Frequency used (%)
Base Obs of the

base Std. q
Mean Dev. Min. Q1 Q2 Q3 Max.

—_

Profit before | 88 91.67 5.54 1.20 3.5 5 5 6.6 10
tax

2 |EBITDA 8 7.25 3.24 1.10 2.5 2.5 2.7 4 5
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5.3. SUMMARY OF THE MAIN FINDINGS IN THE MANUFACTURING
INDUSTRY

94. In the manufacturing industry the median number of KAM mentioned is 4 with
an average length of 292 words per KAM. Different from many other industries there
does not seem to dominate one particular KAM. While the number of KAM remains
stable over the three years studied, the content of the KAM section changes with more
emphasis on taxation and regulation. Goodwill is the most important KAM and often
appears first in the KAM section. Finally, descriptive statistics show that profit before
taxes is the materiality basis used and the average materiality percentage equals 5%.

95. From the comparison with the total sample, we observe that manufacturing is an
industry with an equal amount of KAMs mentioned as the whole sample and quite
similar KAMS discussed. Only employee benefits occur in the top 5 for the manufac-
turing sample and not for the whole sample.

Table 6: Summary table of the main findings in the manufacturing industry

Manufacturing Total sample

Number of KAM (median) 4 4
Length per KAM 292 305
Most common type of KAM 1. Goodwill 1. Revenue recognition

2. Taxation & regulation 2. Valuation of non-current

assets

3. Provisions 3. Taxation & regulation

4. Revenue recognition 4. Goodwill

5. Employee benefits 5. Provisions
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APPENDIX 1: FREQUENCY TABLE OF THE KAMS DISCLOSED IN THE
MANUFACTURING INDUSTRY

Table 7: Frequency table of the different types of KAM
(three-year period) in the manufacturing industry

KAM Frequency Percentage
Goodwill 62 15.90
Taxation and regulation 60 15.38
Provision 59 15.13
Revenue recognition 47 12.05
Employee benefits 46 11.79
Valuation of current assets 26 6.67
Valuation of non-current assets 22 5.64
Presentation and disclosure 19 4.87
Acquisitions 19 4.87
Impairment 7 1.79
Internal controls 7 1.79
Valuation 6 1.54
Business combinations 5 1.82
Going concern 4 1.02
Other 1 0.26
Total 390 100
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APPENDIX 2: EXAMPLE OF THE LONGEST KAM IN THE
MANUFACTURING INDUSTRY

Rolls-Royce holdings plc (2015 — Valuation of non-current assets, 895 words)

Recoverability of intangible assets (certification costs and participation fees,
development expenditure and contractual aftermarket rights) in the Civil
Aerospace business

Refer to page 115 (Key sources of estimation uncertainty— Forecasts and discount
rates), pages 119 and 120 (Significant accounting policies —Certification costs
and participation fees, Research and development, Contractual aftermarket rights
and Impairment of non-current assets), pages 132 and 133 (Note 9 to the financial
statements — Intangible assets) and pages 93 and 94 (Audit Committee report—
Financial reporting).

The risk — The recovery of these assets depends on a combination of achieving
sufficiently profitable business in the future as well as the ability of customers to pay
amounts due under contracts often over a long period of time. Assets relating to a
particular engine program are more prone to the risk of impairment in the early years
of a program as the engine’s market position is established. In addition, the pricing of
business with launch customers makes assets relating to these engines more prone to
the risk of impairment.

In 2015, the Group reduced its estimate of the future maintenance costs on certain
Trent 1000 launch engines which in previous periods had been at a level requiring the
impairment of the related CARs assets and the recording of a related provision. This
resulted in the reversal of previously recognized impairments and the related provision
with a profit of £65m being recognized (2014: impairment charge of f19m) and the
capitalization of £22m that would otherwise have been impaired.

The significance of the risk has decreased somewhat during the year due to better
information on the performance of the Trent 1000 engine following the first shop visits
and confirmation of the Emirates order for Trent 900 engines (the Trent 900 program
assets had been identified as being at higher risk of impairment in the prior year).

Our response — We tested the controls designed and applied by the Group to provide
assurance that the assumptions used in preparing the impairment calculations are
regularly updated, that changes are monitored, scrutinized and approved by appropriate
personnel and that the final assumptions used in impairment testing have been appro-
priately approved. We challenged the appropriateness of the key assumptions in the
impairment test (including market size, market share, pricing, engine and aftermarket
unit costs, individual program assumptions, price and cost escalation, discount rate and
exchange rates). Our challenge was based on our assessment of the historical accuracy
of the Group’s estimates in previous periods, our understanding of the commercial
prospects of key engine programs, identification and analysis of changes in assumptions
from prior periods and an assessment of the consistency of assumptions across programs
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and customers and comparison of assumptions with publicly available data where this
was available. We tested the mathematical accuracy of the impairment calculations.
We considered whether the disclosures in note 9 to the financial statements describe
the inherent degree of subjectivity in the estimates and the potential impact on future
periods of revisions to these estimates.

In particular, with regard to the reversal of impairments on certain Trent 1000 launch
engine CARs and a related provision, we challenged the key assumptions underlying
the forecast future cash flows to be derived from the engines including: the period and
mode of operation of the engines, the time and materials maintenance revenue (which
the Group has guaranteed will not exceed a specified maximum amount) and the cost
of required maintenance activity. Our assessment was that the amount of profit to be
recognized depended critically on the Group engineering department’s judgement
as to the impact on estimated future maintenance costs of the wear and tear on the
engines based on their first few years of operation (evidenced by the first strip down
and detailed off-wing investigations of engines in the second half 0of 2015). Given the
specialist knowledge necessary to make these judgements appropriately, we assessed the
capabilities and objectivity of the employees making the judgement and the members
of management reviewing and approving the judgements. Finally to supplement this
and to ensure that the matter had received appropriate attention from the Board, we
sought and received written representations from the Directors that, based on their
enquiries, they consider that the engineering judgement is appropriate and that, based
on that consideration, the recognition of the profit of £65m is appropriate.

Our findings — Our testing did not identify weaknesses in the design and operation
of controls that would have required us to expand the nature or scope of our planned
detailed test work. We found that the assumptions and resulting estimates were balanced
(2014 audit finding: balanced) and that the disclosures were proportionate (2014 audit
finding: proportionate). We found no errors in calculations (2014 audit finding: none).

With regard to the reversal of impairments on certain Trent 1000 launch engine CARs
and a related provision, we found no evidence that this was motivated by the positive
impact it has had on profit in the current year. We found that the change in estimate
from the prior periods was based on improved information becoming available in 2015
as the engine program moved out of its earliest stages which has reduced estimation
uncertainty, that there was no indication of bias and that the estimate of forecast future
cash flows to be derived from the engines was balanced and supported the accounting
treatments adopted by the Group. We found the disclosure of the impact to be ample.
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APPENDIX 3: LONGEST KAMS OF THE FIVE MOST COMMON KAMS IN
THE MANUFACTURING INDUSTRY

First ranked KAM in the manufacturing industry: Goodwill

The assessment of the carrying value of goodwill and acquired intangible assets
(£411m, PY comparative £338m)

Refer to the Audit Committee Report (page 55); Accounting policies (page 129); and
section 3.2.2 of the Consolidated Financial Statements (page 98).

As a consequence of the Group’s growth strategy a significant value of goodwill and
intangible assets has arisen from acquisitions. There is a risk that cash generating units
(‘CGUs’) may not achieve the anticipated business performance to support the carrying
value of these assets leading to an impairment charge that has not been recognised by
management. Significant judgement is required in assessing the future cash flows of
the CGU, together with the rate at which they are discounted.

During 2015, and as a result of changes to the operational activities within the Group
to integrate the activities of acquired business, transfer technology and increase the
incidence of cross-selling by its businesses, management have redefined the groups
of CGUs within the Critical engineering division to which goodwill is allocated. In
particular, some previously separate CGUs have been combined to reflect those groups
which now generate cash inflows that are largely independent of the others. These
changes led management to restructure its internal reporting accordingly. A risk exists
that the CGUs used in the impairment testing are not appropriate.

Our response to the risk

We walked through management’s controls in respect of their assessment of the valuation
of goodwill and acquired intangible assets and determined these to be designed and
placed in operation;

We examined management’s methodology, as detailed in section 3.2 of the consolidated
financial statements, and models for assessing the valuation of significant goodwill
balances to confirm the composition of management’s future cash flow forecasts, and
the process by which they were drawn up. This included confirming that the underlying
cash flows were consistent with the Board approved budgets;

In accordance with the requirements of IAS 36 Impairment of Assets, management
performed an impairment test on all CGUs that have goodwill allocated.

For all CGUs we calculated the degree to which the key assumptions would need to
fluctuate before an impairment conclusion was triggered and considered the likelihood
of this occurring.
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In respect of the CGUs identified as having impairment indicators or low levels of head
room we performed detailed testing to critically assess and corroborate the key inputs
of the forecast cash flows including:

— corroborating the discount rate used by obtaining the underlying data used in the
calculation and benchmarking it against comparable organisations;

— validating the growth rate assumed by comparing them to economic and industry
forecasts; and

— analysing the historical accuracy of budgets to actual results to determine whether
forecast cash flows are reliable based on past experience.

We considered the appropriateness of the amortisation rates and useful economic lives
of intangible assets allocated to CGUs on acquisition with reference to their expected
usage and future economic inflows.

We obtained evidence of increased cross-selling within the Critical businesses and
interdependencies of cash flows within this division. We confirmed the change in
internal reporting has occurred and the CGUs considered for impairment testing are
aligned to this new basis of internal reporting on financial performance.

The audit procedures performed to address this risk have been performed by the group
audit team.

What we concluded to the Audit Committee:

We concurred with management’s conclusion that none of the CGUs are required to
be impaired as at 31 December 2015. Based on the change in the way in which cash
inflows are generated and the changes in the associated internal reporting structure,
we consider the CGUs to be appropriate.

Second most ranked KAM in the manufacturing industry: Taxation and regulation
Venezuela — political and associated risks

At 31 December 2015 the Group’s net assets in Venezuela amounted to €101 million.
The economy, which is heavily dependent on oil revenues, is hyper-inflationary and there
are extensive exchange controls and multiple exchange rates. The Group is exposed to
a number of risks in relation to its operations in Venezuela, where the political climate
continues to be volatile and the operating environment is complex. The principal risks
and uncertainties with respect to Venezuela are outlined in the Directors’ Report on
page 43 and the key judgements and estimates are set out in Note 3. The choice of the
appropriate rate to consolidate the results for Venezuela is a key judgement.

The Group changed the rate at which it consolidates its Venezuelan operations as at
31 March 2015 from the Sicad rate to a new official exchange rate, Sistema Marginal
de Divisas — (“Simadi’). The Group believes that the Simadi rate is the rate at which
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it extracts economic benefit. The Simadi rate at 31 December 2015 was Venezuelan
Bolivar Fuerte (“VEF?) 198.7 per US dollar compared to the Sicad rate of VEF 13.5 per
US dollar. The impact of this change at 31 March 2015 was to reduce the Group’s net
assets by €573 million and its cash balances by €96 million.

We focused on this area due to the political and associated risks, the existence of multiple
exchange rates which are materially different and the importance of the judgement made
by the Directors in determining the appropriate exchange rate to use for consolidation
of the Venezuelan operations.

Our response to the area of focus

We read public pronouncements by the Venezuelan Government and authorities and
other appropriate commentators and we discussed the operating environment in detail
with our PwC Venezuelan audit team.

We considered the latest guidance issued by relevant accounting bodies in relation to
hyper-inflationary accounting and the appropriate accounting where there is a choice
between multiple exchange rates. We assessed the Directors’ choice of the Simadi
exchange rate for consolidation by reference to the Venezuelan authorities published
regulations giving effect to the various rates together with actual experience in relation
to availability of and rates for foreign currency transactions. We also considered the
impact of exchange controls in relation to the cash balances within Venezuela.

We discussed these matters with group, divisional and local management, and the
Audit Committee and we considered the Group’s oversight framework and position in
relation to these matters and, in particular, the Group’s ability to continue to control
the Venezuelan operations. We also considered the disclosures in the Annual Report
in relation to these matters, including in respect of developments since the year end.

Third most often ranked KAM in the manufacturing industry: Provisions
Provision for environmental remediation

Refer to page 51 (Audit Committee Report), page 91 (Accounting Policies) and page
118 (notes).

As a consequence of the Group’s production of chemicals, there are a number of open
claims and litigation against the Group relating to soil and potential groundwater
contamination on sites, both currently in use and previously occupied.

Environmental standards and legislation are specific to, and often contain unique
requirements, in each territory the Group operates in and may be subject to change. As
such, understanding the potential environmental risks and the financial implications
that the Group is exposed to is often complex.
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The provision held for environmental liabilities within the balance sheet at 31 December
2015 totaled 212.3m, which relates to a number of matters. For each matter, the
Directors, in conjunction with experts they engaged, assessed the likelihood of the
Group being found liable for any remedial work and, where applicable the costs of
that work, as well as any associated fines and legal costs.

Assessing the likelihood and quantum of any financial obligations arising, requires
judgement. There is a risk that the provision could be materially misstated and the
required disclosures insufficient due to the inherent uncertainties and the potentially
wide range of outcomes and timelines in respect of the resolution of each matter.

The Directors performed a detailed assessment of environmental liabilities to ensure
that the level of environmental provision held remains appropriate.

How our audit addressed the area of focus

We obtained and read the Directors’ assessment of each specific environmental matter
that the Directors made us aware of, and assessed the completeness of the list against
publicly available information and other information on potential environmental
exposure at current and former sites. We performed audit work on each matter as there
is a risk that the liability for each matter could be materially misstated.

We evaluated the Directors’ assumptions, both in terms of the likelihood of the Group
being found liable and also of any resulting financial obligation by:

— reading publicly available information, correspondence with relevant stakeholders
and other information available to the Directors relating to the specific matters
identified, and assessing the Directors’ assumptions against this information;

— reading remediation plans drawn up by the Directors’ external experts and considering
whether the Directors have properly reflected them in the calculation of the provision;

— evaluating the independence, objectivity and competence of the experts that the
Directors engage to assess the likely outcome of the cases against the Group, and
the cost of remediation needed, by confirming they are qualified and affiliated with
the appropriate industry bodies in the respective local territory;

— comparing historic provisions with actual remediation costs incurred during the year
to assess the Directors’ historical forecasting accuracy;

— assessing the Directors’ accuracy in estimating exposures for fines and legal costs
by comparing historic provisions for cases that have been settled with the actual
fine/legal costs;

— discussing all matters with the Group’s legal counsel and head of sustainability, and
obtaining independent confirmations from the Group’s external legal advisers on
the progress of each claim; and discussing all matters arising in Europe and the US
with local management, and corroborating information received from all parties.

We found, based on the results of our testing, that the provision recorded and disclosures
made in the financial statements were consistent with the supporting evidence obtained.
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Fourth most often ranked KAM in the manufacturing industry: Revenue recognition

The pressure on and incentives for management to meet revised revenue and
profit guidance

Refer to pages 22 to 41 (Business review) and pages 93 to 94 (Audit Committee
report — Financial reporting).

The risk —The Group has published a number of revisions to its revenue and profit
guidance during the last two years with a generally decreasing trend in profit and
revenue and there have been significant associated decreases in the Group’s share
price. Clear instructions were given to the Executive Leadership Team and the senior
finance executives on more than one occasion not to take any account of the pressure to
meet forecasts in preparing the financial results and to manage and be alert to how this
pressure might affect personnel across the wider Group. Nevertheless, the continuing
heightened pressure on and incentives for management to meet the latest guidance
increases the inherent risk of manipulation of the Group financial statements. The
financial results are sensitive to significant estimates and judgements, particularly in
respect of revenues and costs associated with long-term contracts, and there is a broad
range of acceptable outcomes of these that could lead to different levels of profit and
revenue being reported in the financial statements. Relatively small changes in the
basis of those judgements and estimates could result in the Group meeting, exceeding
or falling short of guidance.

The significance of the risk has increased marginally due to revisions to guidance issued
during the year, continuing deterioration in the short-term business outlook and the
incidence of individually significant items affecting profit.

Our response — We have: (i) extended our enquiries designed to assess whether
judgements and estimates exhibited unconscious bias or whether management had
taken systematic actions to manipulate the reported results; (ii) compared the results
to forecasts and challenged variances at a much lower level than we would otherwise
have done based on our understanding of factors affecting business performance with
corroboration using external data where possible; and (iii) applied an increased level
of scepticism throughout the audit by increasing the involvement of the senior audit
team personnel, with particular focus on audit procedures designed to assess whether
revenues and costs have been recognised in the correct accounting period, whether
central adjustments were appropriate and whether the segmental analysis has been
properly prepared.

In particular:

— when considering the risk relating to The measurement of revenue and profit in the
Civil Aerospace business (refer to page 169), we challenged the basis for changes in
the estimated revenues and costs in long-term contracts, with a heightened awareness
of the possibility of unconscious or systematic bias, particularly regarding the
refinement in the basis of measurement of the risk contingency for forecasts of
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future revenue to be earned under long-term contracts which resulted in recognition
of profit of £189m;

— when considering the risk relating to Recoverability of intangible assets in the Civil
Acrospace business (refer to page 170), we challenged with a heightened awareness
of the possibility of unconscious or systematic bias the basis for changes in the
estimated maintenance costs which led to the reversal of the impairment on certain
Trent 1000 launch engine Contractual aftermarket rights (“CARs”) assets and a
related provision which resulted in recognition of profit of £65m and avoidance of
impairments of £22m that otherwise would have been recorded;

— when considering the risk relating to the basis of accounting for revenue and profit
in the Civil Aerospace business (refer below), we challenged the basis on which
management had accounted for a sale of engines and a long-term service agreement
as a single arrangement which resulted in recognition of profit of E44m despite
there being a significant period of time between concluding these agreements; and

— when considering the risk relating to The presentation of underlying profit (refer to
page 171) and the risk relating to Disclosure of the effect on the trend in profit of
items which are uneven in frequency or amount (refer to page 172), we sought to
identify items that affected profit (and/or the trend in profit) unevenly in frequency
or amount (especially those where management had a greater degree of discretion
over the timing or scale of transactions entered into) at a much lower level than we
would otherwise have done and to assess the balance and transparency of disclosure
of these items.

Our findings — Our testing did not identify any indication of manipulation of results
(2014 audit finding: one instance which was corrected by management). We found the
degree of caution/ optimism adopted in estimates to be slightly less cautious than in the
previous year, but balanced overall. We found that there was ample unbiased disclosure
of items affecting the trend in profit.

Fifth most often ranked KAM in the manufacturing industry: Employee benefits
Retirement benefit obligations (£4.7bn)

Refer to page 66 (Audit Committee report) and pages 139 to 148 (accounting policy
and financial disclosures).

Audit risk

The Group’s share of the pension schemes’ net deficit was £4.7bn after allocating £1.1bn
to equity accounted investments and other participating employers.

Previously, all allocations to participating employers were based on the relative payroll
contributions of active members.

In 2015, BAE Systems and Airbus, the largest of the other participating employers,
worked towards a sectionalisation of the BAE Systems Pension Scheme. On this basis,



KERNPUNTEN VAN DE CONTROLE - KEY AUDIT MATTERS (KAM) 2018

they have changed the method in respect of the allocation of the scheme assets and
liabilities to Airbus.

There is a risk that the method does not accurately reflect the obligations of the two
employers or that the resulting estimate may have been calculated incorrectly.

All other multi-employer allocations continue to be based on the previous method.

Given the size of the schemes, small changes in assumptions and estimates used to value
the Group’s retirement benefit obligations have a significant impact on the Group’s
share of the retirement benefit obligations.

Procedures to address these audit risks included those listed below
In respect of the change in allocation method:

We considered whether the updated method provides a more appropriate allocation of
the deficit by challenging the key assumptions in the context of what we know about
the business and member profile.

We assessed whether the allocation had been performed in line with this method,
including:

— checking the allocation of a sample of members through to underlying data;

— using our actuarial specialists to roll forward the asset valuations from 31 March
2014, the point at which the split of the assets has been based, to the period end; and

— agreeing to correspondence between the two parties.

In respect of the multi-employer allocations: For all other allocations, we considered
whether the methodology used, to allocate a proportion of the Group’s retirement benefit
obligations to the equity accounted investments and other participating employers,
was appropriate. We assessed this estimate with reference to agreements between the
Group and the equity accounted investments and other participating employers, which
we examined.

In respect of the deficit valuation: We challenged the key assumptions supporting the
Group’s retirement benefit obligations valuation, with input from our own actuarial
specialists. This included a comparison of the discount rate, inflation and life expectancy
assumptions used against externally derived data. In order to sense check the reasonable-
ness of these assumptions, we performed a benchmarking exercise against comparator
companies’ assumptions.

In respect of the disclosures: We considered the adequacy of the Group’s disclosures in
respect of the key assumptions, including the sensitivity of the deficit to changes and in
respect of the change in methodology of the allocation between participating employers.
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APPENDIX 4: FOR THE NON-TOP 5 KAMS THE NAME OF THE FIRM
WITH THE LONGEST KAM IN THE MANUFACTURING

INDUSTRY

KAM

Manufacturing

Valuation of current assets

MARSHALLS

Valuation of non-current assets

ROLLS-ROYCE HOLDINGS PLC

Presentation and disclosure

ROLLS-ROYCE HOLDINGS PLC

Acquisitions RPC GROUP PLC

Impairment MORGAN ADVANCED MATERIALS
Valuation JOHNSON MATTHEY PLC

Internal controls WEIR GROUP PLC

Business combinations EVRAZ PLC

Going concern EVRAZ PLC
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96. Out of the 350 constituents of the FTSE 350, 28 are active in the transportation and
public utilities industry. Our dataset contains information about 19 of these companies.
The transportation and public utilities industry is larger than the average industry as
the average industry size in the FTSE 350 is 19.44 firms.

6.1. NUMBER AND LENGTH OF KAM
97. Table 1 gives an overview of the number of KAM included in the auditor’s report.
This table presents the following descriptive statistics: median, mean value, quantiles

and the standard deviation of the number of KAMs.

Table 1: Number of KAM in the transportation and public utilities industry

Obs | Mean |[Std. Dev.] Min Q1 Q2 Q3 Max
Number of KAM 19 4.74 1.69 3 3 4 5 8
first year
Number of KAM | 19 4.95 1.47 2 4 5 6 7
second year
Number of KAM | 19 4.84 1.61 2 4 4 6 9
third year
Number of KAM | 57 4.84 1.57 2 4 4 6 9
all years

98. Looking at the total sample period of three years we observe that the median
number of KAM equals 4. The median of KAMs is not constant over time. It should
be noted that the variance is high (1.57), indicating that the absolute number of KAMs
significantly varies between the different companies. The high variance in the number
of KAMs between companies can also be observed from comparing the minimum and
the maximum value. While the KAM section of some firms is limited to discussing
only 2 KAMs, some firms receive 9 KAMs.

99. Figure 1 shows the distribution of the number of KAMs. When inspecting the
histogram, we can see that the number of KAMs most often included in the report
equals the maximum amount of KAM: 4.
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Frequency
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6
Number of KAM

Figure 1: Histogram of the number of KAM in the transportation
and public utilities industry over the three-year-period

100. Table 2 presents the descriptive statistics for the length of the KAM section, i.e. the
number of words written in the KAM section. This table is structured in a similar way
as Table 1 and contains: the median, mean, the minimum, the maximum, the quantiles
and the standard deviation of the length of the KAM section.

Table 2: Descriptive statistics of the length of the KAM section
in the transportation and public utilities industry

Obs | Mean |Std.Dev.] Min Q1 Q2 Q3 Max
Length first year 19 827 | 386.95 156 594 783 1161 1499
Length second 19 1374 | 626.25 571 791 1173 1734 2920

year

Length third year | 19 1478 | 617.56 595 1090 1289 1584 2923

Length all years 57 1226 | 616.32 156 790 1122 1499 2923

101. Table 2 shows that the number of words of the KAM section equals on average
1226 words (median value of 1122 words) using the three years as the sample period.
We also observe a relatively high variance between the minimum and the maximum
value of the KAM length (between 156 words and 2923 words).
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102. Although there is an annual decrease in the number of KAM, the length shows
a mild increase over the 3 years. Table 2 shows that the average length of the KAM
section increases every year. Given the number of KAM is decreasing over time (see
Table 1), this illustrates that the average length of a KAM discussed in the transportation
and public utilities industry increases from 175 in the first year to an average of 305
words in the third year.

103. Comparing the minimum and the maximum values of KAM however seems to
suggest that there exists a high variance in the length of the KAM section although this
variance will also be influenced by the difference in the number of KAMs discussed
(2t0 9, see Table 1).
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6.2. TYPE AND SEQUENCE OF KAM

104. While we already know that a median company active in the transportation and
public utilities industry discloses 4 KAMs (i.e. 276 KAMS in total for the 57 firm year
observations) with an average length of 1226 words, Table 3 provides information about
the top 4 of the KAMs most often disclosed in the audit report.

105. It is clear that the KAM most often disclosed is revenue recognition (22.10%)
followed by provisions (15.58%), goodwill (10.51%) and employee benefits (9.42%).
The category ‘Other’ includes KAM such as acquisitions, taxation and regulation,
impairment, ... A detailed overview of the different types of KAM can be found in
Appendix 1.

106. Looking at changes over time, we observe that the relative importance of a revenue
recognition KAM decreases over time (from 26.67% to 21.74%), while the occurrence
of goodwill remains stable (from 10.00% to 9.78%). Employee benefits become more
important as they increase every year (from 8.89% to 9.78%).

107. Linking the information about the type of KAM to the number of KAM (in Table 1),
while the number of KAM decreases, the content of the KAM discussion section changes
over time with more emphasis on goodwill and less emphasis on revenue recognition.

Table 3: Type of KAM most often disclosed in the
transportation and public utilities industry

KAM First year | Second year | Third year | All years
Most disclosed Revenue 26.67% 18.09% 21.74% 22.10%
recognition
Second most Provisions 13.33% 19.15% 14.13% 15.58%
disclosed
Third most Goodwill 10.00% 11.70% 9.78% 10.51%
disclosed
Fourth most Employee 8.89% 9.57% 9.78% 9.42%
disclosed benefits
Fifth most Other 41.11% 41.49% 44.57% 42.39%
disclosed

108. As the sequence of the KAM (first, second, third, ...) can also provide information
about the importance of the KAM, Table 4 discusses the sequence of the three most
common KAMs in the industry.
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Table 4: Sequence of the five KAMs most often discussed in
the transportation and public utilities industry

First |Second | Third | Fourth | Fifth | Sixth |Seventh| Eigth | Nineth

KAM KAM | KAM | KAM | KAM | KAM | KAM | KAM | KAM | KAM
Revenue 24.59% (29.51% | 11.48% | 19.67% | 8.20% | 4.92% | 0.00% | 1.64% | 0.00%
recognition

Provisions 18.60% [25.58% [27.91% | 9.30% | 9.30% | 6.98% | 2.33% | 0.00% | 0.00%

Goodwill 55.17% 110.34% | 6.90% | 6.90% |10.34% | 0.00% | 0.00% | 0.00% | 0.00%

Employee 0.00% | 3.85% |38.46% |30.77% | 3.85% |15.38% | 7.69% | 0.00% | 0.00%
benefits

Other 15.38% (20.51% |20.51% | 18.80% | 11.97% | 5.98% | 4.27% | 1.71%| 8.54%

109. Although goodwill is not the most important KAM discussed in the KAM section
(see Table 3), if mentioned it most often appears first in the KAM section. Similarly,
although revenue recognition is most often discussed in the KAM section (see Table 3)
it is most likely discussed as the second KAM. Finally, important to note is that revenue
recognition also appears as fifth or sixth KAM in the KAM section, which probably
indicates that they are added to be complete (probably also explained by the ISA
standards).

Materiality

110. Table 5 reports the descriptive statistics related to the materiality base used as
well as the percentage of the materiality level used. From Table 5 it is clear that profit
before tax is most often used to determine the materiality level (91.67%), only 8.33%
uses revenue. That revenue as the materiality base is an exception is also shown by the
absolute number which only equals 1 firm year observation.

111. Looking at the materiality level used, Q1 shows that 75% or more of the firms
active in the transportation and public utilities industry use a materiality level of 5%

or higher with a maximum of 13.3%.

Table 5: Applied materiality level in the transportation and public utilities industry

Materiality level used (%)

Base Obs Fr::l(llu:)ncy of Std
GLELC Mean | Min. | Q1 | Q2 | Q3 | Max.
Deyv.
1| Profit before 57 100 522 | 128 | 4 5 5 5 13.3
tax
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6.3. SUMMARY OF THE MAIN FINDINGS IN THE TRANSPORTATION
AND UTILITIES INDUSTRY

112. In the transportation and public utilities industry the median number of KAM
mentioned is 4 with an average length of 254 words per KAM. The content of the
KAM section changes with more emphasis on goodwill and less emphasis on revenue
recognition. Finally, descriptive statistics show that profit before taxes is the materiality
basis used and the average materiality percentage equals 5%.

113. From the comparison with the total sample, we observe that transportation and
utilities is an industry with an equal amount of KAMs mentioned as the whole sample.

Table 6: Summary table of the main findings in the
transportation and public utilities industry

Transportation and public Total sample

utilities
Number of KAM (median) 4 4
Length per KAM 254 305

Most common type of KAM 1. Revenue recognition

2. Provisions

1. Revenue recognition
2. Valuation of non-current
assets

3. Goodwill 3. Taxation & regulation

4. Employee benefits
5. Taxation & regulation

4. Goodwill
5. Provisions

—_\
o
RN

SIC CODE 41-49 TRANSPORTATION AND PUBLIC UTILITIES



102

SIC CODE 41-49 TRANSPORTATION AND PUBLIC UTILITIES

POINTS CLES DE L’AUDIT —- KEY AUDIT MATTERS (KAM) 2018

APPENDIX 1: FREQUENCY TABLE OF THE KAMS DISCLOSED IN THE
TRANSPORTATION AND PUBLIC UTILITIES INDUSTRY

Table 7: Frequency table of the different types of KAM (three-year
period) in the transportation and public utilities industry

KAM Frequency Percentage
Revenue recognition 61 22.10
Provisions 43 15.58
Goodwill 29 10.51
Employee benefits 26 9.42
Taxation & regulation 21 7.61
Valuation of non-current assets 18 6.52
Financial instruments 17 6.16
Presentation and disclosure 12 435
Internal controls 11 3.99
Acquisitions 10 3.62
Valuation of current assets 9 3.26
Valuation 6 2.17
Other 5 1.81
Impairment 4 1.45
Going concern 2 0.72
Business combination 1 0.36
IT 1 0.36
Total 276 100




KERNPUNTEN VAN DE CONTROLE - KEY AUDIT MATTERS (KAM) 2018

APPENDIX 2: EXAMPLE OF THE LONGEST KAM IN THE
TRANSPORTATION AND PUBLIC UTILITIES INDUSTRY

Centrica plc (2015 - Impairment, 769 words)
Impairment assessment

The Group has £4 6 billion of property, plant and equipment, the majority of which
relates to gas production and storage assets and power generation assets, £1 8 billion
of intangible assets and £2.0 billion of goodwill, arising predominantly from historical
acquisitions in Centrica Energy Exploration & Production in Europe.

Impairment assessments of these assets require significant judgement and there is the
risk that valuation of the assets may be incorrect and any potential impairment charge
miscalculated.

The value of Centrica’s assets is supported by either value in use calculations, which
are based on future cash flow forecasts or fair value less costs of disposal Market
conditions in 2015 have been very challenging Falling forecast oil and gas prices
have had a significant impact on the Exploration & Production business and outages
and falling power prices have put pressure on power generation These unfavourable
macro-economic factors have heightened the possibility of a decline in the assets’ value
in use and fair values As a result, taking account of declining oil, gas and power prices
and expected future performance, the Directors have determined that certain Exploration
& Production assets and power generation assets, including the associated goodwill,
are impaired. This has resulted in a total pre-tax impairment charge of £1,004 million
being recognized in relation to the UK, The Netherlands and Norwegian gas and oil
assets £210 million being recognized on Canadian Exploration & Production assets
and £42 million in relation to gas assets in Trinidad and Tobago A further impairment
charge of £609 million was recognized in relation to goodwill.

Also, in assessing their value in use as a result of the significant fall in spark spreads
and low capacity markets, the Group has recognized a pre-tax impairment charge of
£31 million in relation to the assets held under a finance lease on the Spalding power
station The Group also recognized a pre-tax impairment charge of £372 million on its
nuclear investment, due to declining forecasts of base load power prices and capacity
market auction prices.

Impairment indicators were identified for the Storage facility following operational
issues and declining market spreads No impairment charge was recorded however the

model remains highly sensitive to key assumptions.

Refer to pages 56 and 57 for details on the Audit Committee reviews.
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How our audit addressed the area of focus

Conclusions and notes 3 7, 13, 15 and S2 in the financial statements. We assessed and
challenged the impairment analysis prepared by the Directors as outlined below.

With regard to the overall impairment assessments performed by the Directors we
evaluated the design of internal controls in place to check that the Group’s assets
are valued appropriately including those controls in place to determine any asset
impairments or impairment reversals.

We also reviewed the assets not assessed by management for impairment indicators
and no indicators were identified.

We evaluated the Directors’ assumptions and estimates used to determine the recoverable
value of the gas production and storage assets, power generation assets intangible
assets, and goodwill. This includes those relating to operating cost forecasts and
expected production profiles. We tested these assumptions by reference to third party
documentation where available, such as commodity price forecasts, and consultation
with operational management We used PwC valuation specialists to help us assess the
commodity prices and discount rates used by the Directors. We benchmarked these to
external data and challenged the assumptions based on our knowledge of the Group
and its industry in addition we tested management’s sensitivity and stress test scenarios
and found they had applied appropriate judgement.

With regard to both the international Exploration & Production assets and power
generation assets we focused on the Directors’ assertion that the fall in forecast
commodity prices has been the key driver of impairment. We did this through discussions
with management to understand the basis of their forecasts, comparing them to available
industry data, including price and consumption, and performing sensitivity analysis on
their assessments We also challenged the Directors on the assessment of exceptional
‘one-off” drivers, such as commodity prices, that have impacted value as opposed to
operational issues incurred in the normal course of business.

We challenged the key assumptions used in each impairment model and performed
sensitivity analysis around key drivers of cash flow forecasts, including output volumes,
commodity prices, operating costs and expected life of assets.

Based on our analysis and the analysis performed by our valuations team, we did not
identify any material issues with the valuation of international Exploration & Production,
storage, power generation assets and goodwill, the accuracy of the impairment charges
and the disclosures in the financial statements.
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APPENDIX 3: LONGEST KAMS OF THE FIVE MOST COMMON KAMS
IN THE TRANSPORTATION AND PUBLIC UTILITIES
INDUSTRY

First ranked KAM in the transportation and public utilities industry: Revenue
recognition

Downstream revenue recognition

The accuracy of the recognition of energy services revenue within British Gas, Direct
Energy and Bord Gals and its presentation in the income statement is dependent on
complex estimation methodologies/algorithms used to assess the amount of energy
supplied to customers between the date of the last meter reading and the year end
(unread) Unread gas and electricity comprises both billed and unbilled revenue The
specific risk over unread revenue is the accuracy of the estimation Where an unread
estimate is billed this gives the customer opportunity to challenge the amount which
when applicable can lead to the correction of estimates Where unread estimates are
unbilled there are risks over accuracy, recoverability and therefore correct recognition
in the income statement and balance sheet.

Furthermore, migration issues arising from the implementation of a new billing system
in British Gas Business in 2014 have resulted in the need for management to perform
additional levels of review over revenue and debt including judgements over the level
of provisioning.

Refer to pages 56 and 57 for details on the Audit Committee reviews and conclusions
and notes 3 and 4 in the financial statements.

Our response

In order to test the accuracy of the unread billed and unbilled revenue at British Gas
and Bard Gals, we assessed the IT general controls system application controls and
management controls in relation to the revenue and billing systems. Our testing found
that the IT general controls and system application controls were sufficient to enable
us to place reliance on the controls for the year end audit In Direct Energy our testing
found that certain manual controls were sufficient to enable us to obtain some audit
evidence from the operation of manual controls for the year-end audit.

Given the relatively short time period between the end of the financial year and the
audit, the majority of unbilled revenue as at 31 December remained unbilled and
uncollected. We therefore focused our substantive testing on the manual processes over
revenue recognition assessing the appropriateness of the estimation methodologies and
the level of subsequent true-ups to actual bills raised. We also tested the reconciliation
of unbilled reports to the general ledger at the yearend. Where manual adjustments
were made to the unbilled revenue we challenged the basis of the adjustments made,
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the source of the data used and the consistency of the adjustments with prior years to
confirm we were comfortable with the adjustments.

In assessing the methodology used to derive the unbilled revenue at the balance sheet
date and testing the performance of historical billing and collections, we did not identify
any material issues with the recognition of unbilled revenue.

With regard to the implementation of the new billing system in British Gas Business we
increased our scope of work in order to assess the impact of the migration of customers
to the new system, specifically on revenue, debt and debt provisioning This included
testing the revenue adjustments, recoverability of debt and additional procedures over
the debt provision at yearend.

Based on our work we did not identify any material misstatements with downstream
revenue recognition.

Second most ranked KAM in the transportation and public utilities industry:
Provisions

Aircraft maintenance provisions

The Group operates aircraft which are owned or held under finance or operating lease
arrangements. Liabilities for maintenance costs are incurred during the term of the lease
in respect of aircraft leased under operating leases. These arise from legal and contractual
obligations relating to the condition of the aircraft when it is returned to the lessor.

Maintenance provisions of £205 million for aircraft maintenance costs in respect of
aircraft leased under operating leases were recorded in the accounts at 30 September
2015 (refer to notes 1 and 16 to the accounts).

At each balance sheet date, the maintenance provision is calculated using a model that
incorporates a number of variable factors and assumptions including: likely utilisation of
the aircraft; the expected cost of the heavy maintenance check at the time it is expected
to occur; the condition of the aircraft; and the lifespan of life-limited parts.

We focused on this area because of an inherent level of management judgement required
in calculating the amount of provision needed as a result of the complex and subjective
elements around these variable factors and assumptions.

How our audit addressed the area of focus

We evaluated the maintenance provision model and tested the calculations therein. This
included assessing the process by which the variable factors within the provision were
estimated, evaluating the reasonableness of the assumptions, testing the input data and
reperforming calculations. We found no material exceptions from these procedures.
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In particular, we challenged the key assumptions that were based on the Group’s internal
data, such as business plans and maintenance contract terms. We performed sensitivity
analysis around the key drivers of the model. We also evaluated the provision and the
key assumptions in the light of actual utilisation in the year. We found no material
exceptions from these assessments and comparisons.

Having ascertained the magnitude of movements in those key assumptions, that either
individually or collectively would be required for the provision to be misstated, we
considered the likelihood of such movements arising and any impact on the overall
level of aircraft maintenance provisions recorded in the accounts. Our assessment as
to likelihood and magnitude did not identify any material exceptions.

Third most often ranked KAM in the transportation and public utilities industry:
Goodwill

Carrying value of goodwill

Vodafone Group Plc has goodwill of £22,789 million contained within 22 cash
generating units ((CGUs’).

Impairment charges to goodwill have been recognised in prior periods. With challenging
trading conditions continuing in certain territories, the Group’s performance and
prospects could be impacted increasing the risk that goodwill is impaired.

For the CGUs that contain goodwill, the determination of recoverable amount, being the
higher of fair value less costs to sell and value-in-use, requires judgement on the part
of management in both identifying and then valuing the relevant CGUs. Recoverable
amounts are based on management’s view of variables such as future average revenue
per user, average customer numbers and customer churn, timing and approval of future
capital, spectrum and operating expenditure and the most appropriate discount rate.

In the year ended 31 March 2016, a pre-tax impairment charge of £450 million was
recognised related to goodwill in Romania.

Refer to the Audit and Risk Committee Report, note 1 — Critical accounting judgements
and key sources of estimation uncertainty, note 4 — Impairment losses and note
10 — Intangible assets.

How our audit addressed the area of focus
We evaluated the appropriateness of management’s identification of the Group’s CGUs

and the continued satisfactory operation of the Group’s controls over the impairment
assessment process.
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Our procedures included challenging management on the suitability of the impairment
model and reasonableness of the assumptions, with particular attention paid to the
European businesses, through performing the following:

— benchmarking Vodafone’s key market-related assumptions in management’s
valuation models with industry comparators and with assumptions made in the
prior years including revenue and margin trends, capital expenditure on network
assets and spectrum, market share and customer churn, foreign exchange rates and
discount rates, against external data where available, using our valuation expertise;

— testing the mathematical accuracy of the cash flow models and agreeing relevant
data to Board approved Long-Range Plans; and

— assessing the reliability of management’s forecast through a review of actual
performance against previous forecasts.

We validated the appropriateness of the related disclosures in note 4 and note 10 of
the financial statements, including the sensitivities provided with respect to Germany,
Spain, and Romania.

Based on our procedures, we noted no exceptions and consider management’s key
assumptions to be within a reasonable range.

Fourth most often ranked KAM in the transportation and public utilities industry:
Employee benefits

Pension scheme obligations and unquoted investments in the BT Pension Scheme
and the EE Pension Scheme

We focused on the BT Pension Scheme (BTPS) because the valuation of the BT Pension
Scheme obligations (£49.1bn) and unquoted investments (£15.8bn) require the use of
estimates and significant judgement, and a small change in the assumptions can have
a material impact on the financial statements.

The EE Pension Scheme (EEPS) has significantly lower obligations (£710m) and
unquoted investments (£99m). We focused on the EE Pension Scheme because the
valuation of the obligations and unquoted investments also requires the use of estimates
and significant judgement.

How our audit addressed the area of focus

We evaluated the design and tested the operating effectiveness of controls in respect
of the determination of the pension scheme obligations in the BTPS. We determined
these controls to be operating and this provided us with evidence over the obligations.

We used our actuarial experts to assess the reasonableness of actuarial assumptions
used in valuing pension scheme obligations. The assumptions used were consistent
with our internally developed benchmarks.
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The pension assets include significant unquoted pension asset investments. We tested
the existence of the unquoted investments and the valuation of these investments on a
sample basis. Specifically:

— For property assets in BTPS, we tested internal controls at the property fund manager
and obtained valuation reports prepared by third party specialist valuers. We assessed
the methods and assumptions used by the valuers.

— For direct investments held by the BTPS, the valuations of the investments are
derived from discounted cash flow models. We assessed the assumptions used in the
valuations by checking that the assumptions used were consistent with our internally
developed range of discount rates, by comparing the cash flows to historical results
and considering the impact of other external information. We tested the accuracy of
the calculations and assessed whether the assumptions used were in line with other
market participants and reflected the particular status of the investment shareholding.

— For other unquoted investments in both schemes we obtained confirmations from
the custodians and the investment managers.

— We considered the estimates and judgements used by the directors for the obligations
and the unquoted investments to be within an acceptable range.

Fifth most often ranked KAM in the transportation and public utilities industry:
Taxation and regulation

Taxation matters

The Group operates across a large number of jurisdictions and is subject to periodic
challenges by local tax authorities on a range of tax matters during the normal course
of business including transfer pricing, indirect taxes and transaction related tax matters.
As at 31 March 2016, the Group has current taxes payable of £540 million.

We have focused on two matters relating to the legal claim in respect of withholding tax
on the acquisition of Hutchison Essar Limited and the recognition and recoverability
of deferred tax assets in Luxembourg and Germany.

Provisioning claim for withholding tax — there continues to be uncertainty regarding
the resolution of the legal claim from the Indian authorities in respect of withholding
tax on the acquisition of Hutchison Essar Limited.

Recognition and recoverability of deferred tax assets in Luxembourg and Germany
— significant judgement is required in relation to the recognition and recoverability
of deferred tax assets, particularly in respect of losses in Luxembourg and Germany.
During the currentyear, £3,207 million of deferred tax assets have been utilised or
de-recognised connected with the revaluation of investments for Luxembourg GAAP
purposes.

Refer to the Audit and Risk Committee Report, note 1 — Critical accounting judgements
and key sources of estimation uncertainty, note 6 — Taxation and note 30 — Contingent
liabilities and legal proceedings.
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Our response

We evaluated the design and implementation of controls in respect of provisioning for
withholding tax and the recognition and recoverability of deferred tax assets.

We used our specialist tax knowledge to gain an understanding of the current status of
the Indian tax investigation and monitored changes in the disputes by reading external
advice received by the Group, where relevant, to establish that the tax provisions had
been appropriately adjusted to reflect the latest external developments.

In respect of the deferred tax assets, we assessed the recoverability of losses from a
tax perspective through performing the following:

— understanding how losses arose and where they are located, including to which
subgroups they are attributed;

— considering whether the losses can be reversed;

— assessing any restrictions on future use;

— evaluating the results of local statutory impairment assessments including reversals;
4 considering the impact of recent regulatory developments, as applicable; and

— determining whether any of the losses will expire.

In addition, we assessed the application of International Accounting Standard 12 —
Income Taxes including:

— understanding the triggers for recognition and derecognition of deferred tax assets;
4 considering effects of tax planning strategies; and

— assessing recoverability of assets against forecast income streams, including
reliability of future income projections.

We determined that the carrying value of deferred tax assets at 31 March 2016 was
supported by management’s plans including intercompany funding arrangements.

We validated the appropriateness of the related disclosures in note 6 and note 30 of
the financial statements, including the enhanced disclosures made in respect of the
utilisation period of deferred tax assets.
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APPENDIX 4: FOR THE NON-TOP 5 KAMS THE NAME OF THE FIRM
WITH THE LONGEST KAM IN THE TRANSPORTATION
AND PUBLIC UTILITIES INDUSTRY

KAM Transportation and public utilities
Valuation of non-current assets PENNON GROUP PLC

Financial instruments CENTRICA PLC (2)

Presentation and disclosure CLARKSON PLC

Internal controls VODAFONE GROUP PLC
Acquisitions CLARKSON PLC

Valuation of current assets CLARKSON PLC

Valuation BBA AVIATION PLC
Other VODAFONE GROUP PLC
Impairment CENTRICA PLC

Going concern CENTRICA PLC

—_—
—
—
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114. Out of the 350 constituents of the FTSE 350, 50 are active in the retail trade
industry. Our dataset contains information about 45 of these companies. The retail
trade industry is amongst the largest ones in the sample.

7.1.  NUMBER AND LENGTH OF KAM

115. Table 1 gives an overview of the number of KAM included in the auditor’s report.
This table presents the following descriptive statistics: median, mean value, quantiles
and the standard deviation of the number of KAMs.

Table 1: Number of KAM in the retail trade industry

Obs | Mean |[Std. Dev.] Min Q1 Q2 Q3 Max
Number of KAM | 45 4.2 1.32 2 3 4 5 7
first year
Number of KAM | 45 3.98 1.62 1 3 4 5 8
second year
Number of KAM | 45 3.87 1.50 1 3 4 5 8
third year
Number of KAM | 135 4.01 1.48 1 3 4 5 8
all years

116. Looking at the total sample period of 3 years we observe that the median number of
KAM equals 4. The median of KAMs is constant over time. It should be noted that the
variance is high (1.48), indicating that the absolute number of KAMs significantly varies
between the different companies. The high variance in the number of KAMs between
companies can also be observed from comparing the minimum and the maximum value.
While the KAM section of some firms is limited to discussing only 1 KAM, some firms
receive as many as 8 KAMs.

Figure 1 shows the distribution of the number of KAMs. When inspecting the histogram,
we see that the number of KAMs most frequently given in the audit report equal 4 or 5.
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Figure 1: Histogram of the number of KAM in the retail
trade industry over the three-year period

117. Table 2 presents the descriptive statistics for the length of the KAM section, i.e. the
number of words written in the KAM section. This table is structured in a similar way
as Table 1 and contains: the median, mea, the minimum, the maximum, the quantiles
and the standard deviation of the length of the KAM section.

Table 2: Descriptive statistics of the length of the KAM section in the retail trade industry

Obs | Mean |Std. Dev.] Min Q1 Q2 Q3 Max
Length first year 45 741 | 414.67 44 438 770 996 1848
Length second 45 1305 | 828.10 264 644 1013 1741 3474

year

Length third year | 45 1459 | 759.29 235 841 1335 1919 3361

Length all years 135 1168 | 752.90 44 624 912 1569 3474

118. Table 2 shows that the number of words of the KAM section equals on average
1168 words (median value of 912 words) using the three years as the sample period.
We also observe a relatively high variance between the minimum and the maximum
value of the KAM length (between 44 words and 3474 words).

119. Although the number of KAM remains constant, the length shows a strong increase
over the three years, especially from the first to the second year. Table 2 shows that the
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average length of the KAM section increases every year. Given the number of KAM
is constant over time (see Table 1), this illustrates that the average length of a KAM
discussed in the retail trade industry increases from 177 in the first year to an average
of 378 words in the third year.

120. Comparing the minimum and the maximum values of KAM however seems to
suggest that there exists a high variance in the length of the KAM section although this
variance will also be influenced by the difference in the number of KAMs discussed
(1 to 8, see Table 1).
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7.2. TYPE AND SEQUENCE OF KAM

121. While we already know that a median company active in the retail trade industry
discloses 4 KAMs (i.e. 542 KAMS in total for the 135 firm year observations) with
an average length of 1168 words, Table 3 provides information about the top 4 of the
KAMSs most often disclosed in the audit report.

122. It is clear that the KAM most often disclosed is revenue recognition (17.90%)
followed by taxation and regulation (11.07%), goodwill (10.89%) and provisions
(9.96%). The category ‘Other’ includes KAM such as acquisitions, presentation and
disclosure, impairment, ... A detailed overview of the different types of KAM can be
found in Appendix 1.

123. Looking at changes over time, we observe that the relative importance of revenue
recognition significantly decreases (from 20.11% to 16.67%), while taxation and
regulation (from 9.52% to 12.07%) and goodwill (from 8.99% to 12.07%) become
more important.

124. Linking the information about the type of KAM to the number of KAM (in Table 1),
while the number of KAM remains constant, the content of the KAM discussion section
changes over time with more emphasis on taxation and regulation and less emphasis
on revenue recognition.

Table 3: Type of KAM most often disclosed in the retail trade industry

KAM First year | Second year | Third year | All years
Most disclosed Revenue 20.11% 16.76% 16.67% 17.90%
recognition
Second most Taxation & 9.52% 11.73% 12.07% 11.07%
disclosed regulation
Third most Goodwill 8.99% 11.73% 12.07% 10.89%
disclosed
Fourth most Provisions 9.52% 10.61% 9.77% 9.96%
disclosed
Fifth most Other 51.86% 49.17% 49.42% 50.18%
disclosed

125. As the sequence of the KAM (first, second, third, ...) can also provide information
about the importance of the KAM, Table 4 discusses the sequence of the three most
common KAMs in the industry.
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Table 4: Sequence of the five KAMs most often discussed in the retail trade industry

First | Second | Third | Fourth | Fifth Sixth | Seventh | Eigth

L KAM KAM KAM KAM KAM KAM KAM KAM
Revenue 35.05% | 21.65%| 19.59%| 16.49% | 5.15% | 2.06% | 0.00% | 0.00%
recognition

Taxation & 6.67% | 35.00% | 35.00% | 5.00%| 833%/| 5.00% | 3.33% 1.67%
regulation

Goodwill 49.15% | 16.95% | 15.25%| 13.56% | 3.39%| 1.69% | 0.00% | 0.00%

Provisions 20.37% | 33.33% | 11.11%| 24.07%| 7.40%| 3.70% | 0.00% | 0.00%

Other 20.96% | 22.79% | 19.85%| 1691%| 13.60% | 4.41% | 1.10% | 0.37%

126. Revenue recognition is the KAM most often discussed in the audit report, this
is also reflected in its appearance in the report. If mentioned, the revenue recognition
KAM appears in 35.05% of the cases as the first KAM. It should also be noted that
goodwill often appears as the first KAM as well. Similarly, taxation and regulation will
often appear as the second or third KAM in the audit report.

Materiality

127. Table 5 reports the descriptive statistics related to the materiality base used as
well as the percentage of the materiality level used. From Table 5 it is clear that profit
before tax is most often used to determine the materiality level (91.85%), 5.93% uses
revenue and only 2.22% uses EBITDA as a base to determine materiality.

128. Looking at the materiality level used, Q1 shows that the materiality level most
often applied in the retail trade industry equals 5% or higher with a maximum of 8.6%.

Table 5: Applied materiality level in the retail trade industry

Materiality level used (%)

Base | Obs | FrEauencyof S
Cloasy Mean * | Min. | Q1 Q2 Q3 | Max.

Deyv.
1 | Profit before 124 91.85 5.06 | 0.82 1 5 5 5 8.6

tax

2 | Revenue 8 5.93 1.60 | 2.10 | 0.4 | 0455 05 2751 5
3| EBITDA 3 222 3.5 0 35 |35 3.5 3.5 3.5
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7.3.  SUMMARY OF THE MAIN FINDINGS IN THE RETAIL TRADE
INDUSTRY

129. In the retail trade industry, the median number of KAM mentioned is 4 with an
average length of 291 words per KAM. While the number of KAM remains constant
over the three years studied, the content of the KAM section changes with more
emphasis on goodwill and taxation and regulation. Revenue recognition is the most
common KAM and, if mentioned, it appears most often first in the KAM section.
That valuation of current assets appears in the top 5 of the KAMs discussed in the
retail industry is not that surprising given the characteristics of the industry. Finally,
descriptive statistics show that profit before taxes is the materiality basis used and the
average materiality percentage equals 5%.

130. From the comparison with the total sample, we observe that retail trade is an
industry with an equal amount of KAMs mentioned as the whole sample.

Table 6: Summary table of the main findings in the retail trade industry

Retail trade Total sample

Number of KAM (median) 4 4
Length per KAM 291 305
Most common type of KAM 1. Revenue recognition 1. Revenue recognition

2. Taxation & regulation 2. Valuation of non-current

assets

3. Goodwill 3. Taxation & regulation

4. Provisions 4. Goodwill

5. Valuation of current assets 5. Provisions
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APPENDIX 1: FREQUENCY TABLE OF THE KAMS DISCLOSED IN THE
RETAIL TRADE INDUSTRY

Table 7: Frequency table of the different types of KAM
(three-year period) in the retail trade industry

KAM Frequency Percentage
Revenue recognition 97 17.90
Taxation and Regulation 60 11.07
Goodwill 59 10.89
Provisions 54 9.96
Valuation of current assets 45 8.30
Impairment 42 7.75
Employee benefits 36 6.64
Valuation of non-current assets 30 5.54
Internal controls 29 5.35
Presentation and disclosure 27 4.98
Acquisitions 23 4.24
Valuation 12 221
Other 9 1.66
Business combination 8 1.48
Financial instruments 6 1.11
IT 5 0.92
Total 542 100
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APPENDIX 2: EXAMPLE OF THE LONGEST KAM IN THE RETAIL
TRADE INDUSTRY

WM Morrison Supermarkets plc (2016 — Revenue recognition, 1154 words)
Area of focus: Commercial income and promotional funding

Refer to note 1.1 (Accounting policies), page 59 (Critical accounting estimates and
judgements) and notes 1.6,5.2,5.3 and 5.4.

Commercial income

The Group has two categories of commercial income: marketing and advertising funding
and volume based rebates on purchases.

Commercial income is recognised as a deduction from cost of sales and is earned over
the period of the contractual agreements with individual suppliers, as disclosed in the
Group’s accounting policy on page 60. The total income recognised in the income
statement in a year is based on the expected entitlement earned up to the balance sheet
date under each supplier agreement and requires management to apply judgement based
on the contractual terms in place with each of its suppliers together with estimates
of amounts the Group is entitled to where transactions span the financial period end.

The relative level of judgement in each category of commercial income is considered
below:

Commercial income — marketing and advertising funding

This income is varied with regards to the nature and timing of the activity to which it
relates, and is recognised in accordance with written agreements with suppliers. This
income is based on specific agreements, and its recognition requires limited judgement
or estimation by management in determining the amount that the Group is entitled
to. Our focus was on assessing whether a written agreement for the marketing and
advertising funding existed, whether the relevant marketing or advertising had taken
place and whether the income recognised was recorded in the appropriate period.

Commercial income — volume based rebates

Volume based rebates are driven by the Group achieving purchase volume targets
set by individual suppliers for specific products over a pre-determined period. There
is therefore judgement involved in estimating the volume of purchases, particularly
where rebate agreements span a financial period end. In order to narrow this judgement,
management endeavors to structure agreements to coincide with the Group’s financial
period end, thereby reducing or eliminating the degree of estimation. In instances where
the rebate agreement does not fully coincide with the period end the key judgement that
we focused on was the estimate of commercial income to be accrued at the period end.
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Promotional funding

The Group separately recognises promotional funding on promotions that are partially
funded by suppliers.

Promotional funding is an automated deduction from cost of sales, triggered when a
sale is recognised. The funding is recognised when the transaction occurs in accordance
with the terms of supplier agreements. The amount receivable is wholly based on sales
volumes achieved, multiplied by rates agreed with each supplier up-front.

We focused on promotional funding because of the significance of the amounts to the
Group’s gross profit, the significant number of transactions and agreements in place
with suppliers covering a range of periods and the industry wide focus on this area of
accounting. However, we acknowledge that the level of judgement and subjectivity
in the calculations is lower because of the level of automation. Our focus was on
whether a written agreement for the promotional funding existed, whether the relevant
promotion had taken place, and whether the funding recognised was recorded in the
appropriate period.

How our audit addressed the area of focus

Our audit work in respect of commercial income and promotional funding comprised a
combination of controls testing, substantive testing of a sample of income and funding
recognised during the period, testing of amounts recognised in the balance sheet and
an assessment of the Group’s disclosures in this area. Each element of our work is
considered in more detail below.

Controls testing

Our controls work encompassed understanding, evaluating and testing management’s
key controls in respect of the recognition of both commercial income and promotional
funding. These key controls included the monitoring of invoices raised and the accuracy
of confirmations from suppliers. We found no significant deficiencies in these key
controls, and our testing of management’s key system controls contributed to our
evidence in determining whether commercial income and promotional funding had
been recorded appropriately and in the correct period.

Income statement testing

We requested confirmations directly from suppliers, in respect of a sample of commercial
income and promotional funding. The confirmations received allowed us to evaluate
whether commercial income or promotional funding had been appropriately recognised
in the period, as well as assessing the validity of accruals made at the period end. We
noted a small number of exceptions in our testing, which were manual input errors and
not areas of judgement, and resulted in a £22,500 net over recognition of promotional
funding (£31,700 of errors resulting in over recognition net of £9,200 errors resulting
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in under recognition). The net over recognition represented 0.02% of the total sample
of invoices.

We also analysed commercial income and promotional funding recognised each month
and compared it to the previous period to identify whether there were any unusual trends
in the amounts or timing of commercial income and promotional funding recognised
in each period. We also considered management’s Key Performance Indicators in this
analysis, including the aging profile of accrued and deferred income and levels of cash
collection. No unusual trends were identified.

Balance sheet testing

We wrote to a sample of suppliers, and obtained independent evidence of the value
and timing of commercial income and promotional funding to evaluate whether it had
been recognised in the correct period. We also agreed a sample of accrued income to
evidence of post-year end cash receipt, or offset from trade creditors, where relevant.
We performed cut-off procedures and credit note testing to provide further evidence
to support the timing of the recognition of both commercial income and promotional
funding. Cut-off work involved testing a sample of commercial income and promotional
funding recognised both pre and post the period end and evaluating by reference to
documentation from suppliers that the timing of recognition was appropriate. We found
no issues as a result of our audit procedures.

Our credit note testing focused on credit notes raised after the period end in order to
identify any instances of commercial income or promotional funding being subsequently
reversed. We did not identify any exceptions from this work. We tested the recoverability
of invoiced commercial income and promotional funding (unsettled balances included
within trade debtors in note 5.3 to the financial statements and where the Group does not
have the right of offset against trade creditors). This testing was performed by agreeing a
sample to proof of settlement post year end. We assessed the ageing of both outstanding
commercial income and promotional funding debtors together with understanding the
details of any disputes, and obtained explanations from management to assess whether
any provisions were appropriate. No exceptions were noted.

Disclosures

We read the disclosures within the Annual report in respect of commercial income
and promotional funding and, based on our work, determined that they are consistent
with accounting standards and the guidance on the reporting of complex supplier
arrangements issued by the Financial Reporting Council.
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APPENDIX 3: LONGEST KAMS OF THE FIVE MOST COMMON KAMS IN
THE RETAIL TRADE INDUSTRY

First ranked KAM in the retail trade industry: Revenue recognition
Commercial income and promotional funding

Refer to note 1.1 (Accounting policies), page 59 (Critical accounting estimates and
judgements) and notes 1.6,5.2,5.3 and 5.4.

Commercial income

The Group has two categories of commercial income: marketing and advertising funding
and volume based rebates on purchases.

Commercial income is recognised as a deduction from cost of sales and is earned over
the period of the contractual agreements with individual suppliers, as disclosed in the
Group’s accounting policy on page 60. The total income recognised in the income
statement in a year is based on the expected entitlement earned up to the balance sheet
date under each supplier agreement and requires management to apply judgement based
on the contractual terms in place with each of its suppliers together with estimates
of amounts the Group is entitled to where transactions span the financial period end.

The relative level of judgement in each category of commercial income is considered
below:

Commercial income — marketing and advertising funding

This income is varied with regards to the nature and timing of the activity to which it
relates, and is recognised in accordance with written agreements with suppliers. This
income is based on specific agreements, and its recognition requires limited judgement
or estimation by management in determining the amount that the Group is entitled
to. Our focus was on assessing whether a written agreement for the marketing and
advertising funding existed, whether the relevant marketing or advertising had taken
place and whether the income recognised was recorded in the appropriate period.

Commercial income — volume based rebates

Volume based rebates are driven by the Group achieving purchase volume targets
set by individual suppliers for specific products over a pre-determined period. There
is therefore judgement involved in estimating the volume of purchases, particularly
where rebate agreements span a financial period end. In order to narrow this judgement,
management endeavors to structure agreements to coincide with the Group’s financial
period end, thereby reducing or eliminating the degree of estimation. In instances where
the rebate agreement does not fully coincide with the period end the key judgement that
we focused on was the estimate of commercial income to be accrued at the period end.
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Promotional funding

The Group separately recognises promotional funding on promotions that are partially
funded by suppliers.

Promotional funding is an automated deduction from cost of sales, triggered when a
sale is recognised. The funding is recognised when the transaction occurs in accordance
with the terms of supplier agreements. The amount receivable is wholly based on sales
volumes achieved, multiplied by rates agreed with each supplier up-front.

We focused on promotional funding because of the significance of the amounts to the
Group’s gross profit, the significant number of transactions and agreements in place
with suppliers covering a range of periods and the industry wide focus on this area of
accounting. However, we acknowledge that the level of judgement and subjectivity
in the calculations is lower because of the level of automation. Our focus was on
whether a written agreement for the promotional funding existed, whether the relevant
promotion had taken place, and whether the funding recognised was recorded in the
appropriate period.

How our audit addressed the area of focus

Our audit work in respect of commercial income and promotional funding comprised a
combination of controls testing, substantive testing of a sample of income and funding
recognised during the period, testing of amounts recognised in the balance sheet and
an assessment of the Group’s disclosures in this area. Each element of our work is
considered in more detail below.

Controls testing

Our controls work encompassed understanding, evaluating and testing management’s
key controls in respect of the recognition of both commercial income and promotional
funding. These key controls included the monitoring of invoices raised and the accuracy
of confirmations from suppliers. We found no significant deficiencies in these key
controls, and our testing of management’s key system controls contributed to our
evidence in determining whether commercial income and promotional funding had
been recorded appropriately and in the correct period.

Income statement testing

We requested confirmations directly from suppliers, in respect of a sample of commercial
income and promotional funding. The confirmations received allowed us to evaluate
whether commercial income or promotional funding had been appropriately recognised
in the period, as well as assessing the validity of accruals made at the period end. We
noted a small number of exceptions in our testing, which were manual input errors and
not areas of judgement, and resulted in a £22,500 net over recognition of promotional
funding (£31,700 of errors resulting in over recognition net of £9,200 errors resulting
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in under recognition). The net over recognition represented 0.02% of the total sample
of invoices.

We also analysed commercial income and promotional funding recognised each month
and compared it to the previous period to identify whether there were any unusual trends
in the amounts or timing of commercial income and promotional funding recognised
in each period. We also considered management’s Key Performance Indicators in this
analysis, including the aging profile of accrued and deferred income and levels of cash
collection. No unusual trends were identified.

Balance sheet testing

We wrote to a sample of suppliers, and obtained independent evidence of the value
and timing of commercial income and promotional funding to evaluate whether it had
been recognised in the correct period. We also agreed a sample of accrued income to
evidence of post-year end cash receipt, or offset from trade creditors, where relevant.
We performed cut-off procedures and credit note testing to provide further evidence
to support the timing of the recognition of both commercial income and promotional
funding. Cut-off work involved testing a sample of commercial income and promotional
funding recognised both pre and post the period end and evaluating by reference to
documentation from suppliers that the timing of recognition was appropriate. We found
no issues as a result of our audit procedures.

Our credit note testing focused on credit notes raised after the period end in order to
identify any instances of commercial income or promotional funding being subsequently
reversed. We did not identify any exceptions from this work. We tested the recoverability
of invoiced commercial income and promotional funding (unsettled balances included
within trade debtors in note 5.3 to the financial statements and where the Group does not
have the right of offset against trade creditors). This testing was performed by agreeing a
sample to proof of settlement post year end. We assessed the ageing of both outstanding
commercial income and promotional funding debtors together with understanding the
details of any disputes, and obtained explanations from management to assess whether
any provisions were appropriate. No exceptions were noted.

Disclosures

We read the disclosures within the Annual report in respect of commercial income
and promotional funding and, based on our work, determined that they are consistent
with accounting standards and the guidance on the reporting of complex supplier
arrangements issued by the Financial Reporting Council.
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Second most ranked KAM in the retail trade industry: Taxation and regulation

Completeness, existence and accuracy of current and deferred tax (net current
tax liability: £19.5m, 2015: £13.9m, net deferred tax asset: £6.0m, 2015: £1.9m)

Refer to the Audit Committee report on page 35, notes 1 and 2 on page 70, note 8 on
page 75 and note 13 on page 79.

The risk

The Group operates in numerous tax jurisdictions. The interpretation of tax law can
be complex and judgemental. Differences in tax laws may have a significant impact
on how the Group calculates its current and deferred tax liabilities. Additionally, the
outcomes of tax audits and related tax provisions may be different to those anticipated
by the Group. The amount and timing of recognition of deferred tax assets involves
judgement, as it is based on specific considerations, such as the future profitability
of the business in various jurisdictions, local tax law and availability of temporary
differences, such as an excess of capital allowances over depreciation or tax losses.
During the current year, the Group has continued to demonstrate tax profits following
a history of tax losses in some jurisdictions indicating that deferred tax assets in the
relevant jurisdictions can be recovered. Therefore, this is one of the key judgement
areas on which our audit is focused.

Our response
In this area, our audit procedures were as follows:

— We used our own tax specialists to assist us in assessing and challenging the
assumptions and judgements made by the Group. We considered all significant
differences between the statutory and effective rates in each jurisdiction and assessed
whether adjustments from accounting profit to taxable profit are in accordance with
local laws.

— We considered the tax provisions made by the Group and the underlying assumptions.

— In assessing the Group’s calculations, we have used our knowledge of recent tax
cases and our awareness of the pattern of recent tax settlements. We have also
considered developments in the attitudes of tax authorities globally and discussed
issues with management in order to determine whether the tax provisions made by
the Group were reasonable.

— In assessing the level of deferred tax asset balances recognised in the consolidated
balance sheet, we compared the assumptions used in respect of future taxable income
to the Group’s long-term forecasts and budget for the relevant jurisdictions.

— We considered whether the improving performance in certain jurisdictions, where
there were unrecognised deferred tax assets, amounted to convincing evidence
sufficient to support the recognition of deferred tax assets. In addition to profitability,
we also considered other factors, such as the expected timing of reversal of temporary
differences, any restrictions in accessing such temporary differences, and other
qualitative factors specific to each of the jurisdictions in question.
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— We also assessed the adequacy of the Group’s disclosures in respect of current and
deferred taxes.

Third most often ranked KAM in the retail trade industry: Goodwill
Assessment of the carrying value of goodwill and other relevant assets

Refer to page 34 (Other financial information), pages 40 to 47 (Risk management/
Principal risks and uncertainties), pages 70 to 75 (Audit & Risk Committee report),
note 1 (Accounting policies and presentation) and note ii (Goodwill and other intangible
assets).

We focused on this area because the Directors’ assessment of whether or not certain
elements of goodwill and other relevant assets were impaired, and the level of
impairment to be booked if applicable, involved complex and subjective judgements
and assumptions about the progress and future results of the Group’s Cash-Generating
Units (CGUs).

In particular, we focused on the carrying values of material CGUs for Aerospace
St. Louis in North America (£8 million of goodwill) and Aerospace Astech in North
America (£13 million of goodwill and £13 million of other relevant assets).

The Directors have recorded total impairment charges of £71 million relating to the
Aerospace St. Louis CGU (£49 million), the Aerospace Astech CGU (£14 million) and
other impairment charges totalling £8 million.

No impairment triggers had been identified by the Directors in respect of the remaining
CGUs and/or their impairment models determined that adequate headroom existed not
to result in the need for an impairment charge in reasonably possible scenarios.

How our audit addressed the area of focus

We understood and tested the Directors’ impairment models around the key business
drivers of the cash flow forecasts supporting their recoverability assessments. We also
evaluated the appropriateness of the key assumptions including the discount rate and
long-term growth rate applied.

For the Aerospace St. Louis CGU, where the Directors recognised an impairment charge
of £49 million, we focused on the key assumptions of future revenue expectations and
cost reduction activities. We were able to evaluate the reasonableness of the Directors’
forecast by substantiating their assumptions regarding the amount of future revenue by
agreeing this to contractual terms and assessing the margin expected to be achieved by
reference to historical margin and margin improvement plans.

In the Aerospace Astech CGU, where the Directors recognised an impairment charge
of £14 million, the key assumption we focused on was the future revenue profile, given
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the loss of a key programme with Boeing during the year. The key factor we considered
was forecast margin on other programmes with reference to historical margin achieved
on similar programmes.

We also validated the inputs used by the Directors to calculate the discount rate applied
by using our specialists to compare this to the cost of capital for the Group and a
selection of comparable organisations. The Directors’ key assumptions for long term
growth rates were also compared to economic and industry forecasts for reasonableness.

We assessed, through the performance of sensitivity analysis over the key assumptions
above, the extent of change in those assumptions that either individually or collectively
would be required for the impairment charges to be materially different to those amounts
recognised. We also assessed the likelihood of such changes occurring.

As a result of our audit work, we determined that the impairment charges for the
Aerospace St. Louis and Aerospace Astech CGUs were within a range of potential
likely outcomes based on the current plans which reflect the Directors’ best estimate
of the value in use of the CGUs.

In addition, based on our audit work, in respect of the remaining CGUs, the Directors’
assessment that no impairment charge is required to be recognised was supportable.
However, certain models are sensitive to revenue growth and margin improvement
targets which, if delayed or not achieved, could reasonably be expected to give rise to
further impairment charges in the future.

The methodology applied by management is consistent with that applied in 2014 and
whilst the CGUs considered are in some instances different, the judgments taken in
totality remain supportable.

Fourth most often ranked KAM in the retail trade industry: Provisions

Provisions (net charge in year £1.2 million, provision in balance sheet £5.6 million)

Refer to page 46 (Audit Committee report), pages 76 and 79 (accounting policy) and
page 97 (financial disclosures).

The risk

The Group leases the majority of its shops and has almost 1,500 shop leases at the end
of the year. It is therefore exposed to the risk of onerous leases and dilapidation costs.

Where shops are closed prior to the end of the lease term or are not trading sufficiently
well to recover the committed lease costs there is a risk that an element of the lease will
be onerous. Determining the level of onerous lease provisions involves estimation of
the length of time and cost at which lease arrangements can be exited and forecasting
and discounting future cash flows, both of which are inherently uncertain.
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The level of dilapidation provision involves estimation of the costs anticipated to make
good any alterations to properties as required by lease agreements.

Our response
Our audit procedures in respect of property provisions included:

In respect of onerous lease provisions recognised we critically assessed whether the
provisions identified by the Directors met the criteria for recognition. We considered
the completeness of provisions for all leases where the unavoidable costs of meeting
the lease obligation may exceed the economic benefit expected to be received under
the lease through the identification of shops closed during the year, poorly performing
shops and those identified for provision in the prior year.

For all onerous leases provided for, we tested the mathematical accuracy and challenged
the reasonableness of the Group’s model for calculating the provision, as well as
agreeing key inputs such as lease term, break clauses and rental value to the relevant
lease agreements.

For closed shops we critically assessed the Directors’ estimate of total costs to exit
the lease by challenging key assumptions including the time it would take to exit, the
level of incentives to sublease or penalties to be paid to landlords and other costs to
exit or sublet a shop such as legal fees or dilapidation costs. We also considered the
most recent expectation of the relevant local in-house property surveyor responsible for
each shop, supported by third-party evidence including offers made, communications
with third-party agents or contracts agreed to surrender or sublease properties. We
considered the historical experience of the Group at exiting similar properties and the
costs involved in doing so. We also considered the location of each closed shop and
the impact this may have on the time and costs expected to exit these leases as well as
the possible income from subletting these shops if possible.

We challenged the Directors’ assumptions relating to onerous lease provisions for
shops still trading. This included consideration of the discounted cash flow forecasts
on a shop-by-shop basis and assessing the cash flow forecasts against the historical
performance of those shops and against the Group’s budgets.

For dilapidation provisions we critically assessed whether provisions identified by
the Directors met the criteria for recognition. We also considered the completeness
of provisions including the consideration of shops where there is indication of likely
dilapidation exposure taking into account historical experience of the Group. We
considered the historical experience of the Group in respect of likely level of dilapidation
costs. We considered specific issues on certain Group properties, such as the shops
which previously had in-store bakeries, and critically assessed the impact of these on
the provisions made.

We have also considered the adequacy of the Group’s disclosures about the degree of
estimation involved in arriving at the provisions and the sensitivity to key assumptions
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involved. We continued to perform procedures over the impairment of property, plant
and equipment. However, following the improved performance of the Group, we
have not assessed this as one of the risks that had the greatest effect on our audit and,
therefore, it is not separately identified in our report this year.

Fifth most often ranked KAM in the retail trade industry: Valuation of current assets

Inventory valuation using the retail method — provisioning for out-of-season
inventory

Refer to pages 46 to 49 (Audit Committee report) and note 5 to the financial statements
for the directors’ disclosures of the critical accounting estimates and judgements related
to the valuation of inventory.

The valuation of inventory in the UK and Ireland is determined using the retail method.
This is an industry specific accounting method used to derive a weighted average
product cost. This method relies on a number of inputs including selling price, assumed
margin and quantity. The methodology is also impacted by the timing of processing
markdowns which could significantly affect gross margin. Due to differences in the
systems used, inventory in Magasin du Nord is valued using a cost based method which
is less complex and therefore this risk is not applicable to that reporting unit.

Furthermore, the ongoing pressure on consumer spending within the retail sector
continues to create competition on the high street, especially in non-essential categories
such as fashion. This could put pressure on the level of out-of-season stock identified
for markdown within the Group. As such there is a risk that the realisable value of
inventory will be lower than its recorded cost. This risk is relevant to Debenhams Retail
plc, Debenhams Retail (Ireland) Limited and Magasin du Nord as these are the only
reporting units that hold inventory.

How our audit addressed the area of focus

Due to the reliance management places on the various stock systems used within
the Group, we evaluated the IT controls over the relevant systems and tested the
internal controls over the inventory valuation process including the process of recording
inventory on receipt and agreement of inventory invoices to proof of receipt and
purchase orders. This work gave us assurance over the processing of the inputs into
management’s margin calculations which are the basis of the inventory valuation.

We also tested interfaces between the Group’s systems to ensure that sales prices used
in the valuation were consistent with those prices in the store till system. Our testing
did not note any issues between systems.

We obtained evidence over the quantities of inventory through assessing the Group’s
controls by attending a sample of inventory counts at stores and distribution centres

131

SIC CODE 52-59 RETAIL TRADE



132

SIC CODE 52-59 RETAIL TRADE

POINTS CLES DE L’AUDIT —- KEY AUDIT MATTERS (KAM) 2018

and reviewing the results of those counts not attended. No significant issues were noted
regarding existence or accuracy of inventory.

We reviewed departmental level margins against the prior year margins for unusual
fluctuations, with none being identified.

We also assessed the level of out-of-season inventory at the year end, including testing
management’s controls in relation to classifying inventory as current, continuity
(inventory with no season) or out-of-season inventory. We also assessed the spend on
mark downs in the month following the year-end and the level of out-of-season inventory
at the end of this period to check the reasonableness of the judgement involved in the
markdown provisions applied to the year-end inventory valuation. Our testing noted
that the controls in place were operating effectively for the purposes of our audit and
no unusual patterns were noted through examining post yearend markdowns.
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APPENDIX 4: FOR THE NON-TOP 5 KAMS THE NAME OF THE FIRM
WITH THE LONGEST KAM IN THE RETAIL TRADE

INDUSTRY
KAM Retail trade
Impairment MARKS & SPENCER GROUP PLC
Employee benefits OCADO GROUP PLC
Valuation of non-current assets OCADO GROUP PLC
Internal controls GREENKING PLC
Presentation and disclosure DIAGEO PLC
Acquisitions EUROMONEY
Valuation RECKITT BENCKISER GROUP PLC (2)
Business combination GREENKING PLC
Financial instruments NEXT PLC
IT J SAINSBURY PLC
Other GKN PLC
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131. We combine the (non-)depository institutions and exchange services and treat
them as one industry to which we will refer as depository institutions.

132. Out of the 350 constituents of the FTSE 350, 34 are active as depository institutions.

Our dataset contains information about 25 of these companies. The industry is amongst
the larger ones in the sample as the average industry size in the FTSE 350 is 19.44 firms.

8.1. NUMBER AND LENGTH OF KAM
133. Table 1 gives an overview of the number of KAM included in the auditor’s report.
This table presents the following descriptive statistics: median, mean value, quantiles

and the standard deviation of the number of KAMs.

Table 1: Number of KAM in the depository institutions industry

Obs | Mean |Std. Dev.] Min Q1 Q2 Q3 Max
Number of KAM | 26 4.08 1.29 2 3 4 5 8
first year
Number of KAM | 26 4.08 1.78 1 3 4 5 8
second year
Number of KAM | 26 4 1.72 1 3 4 5 8
third year
Number of KAM | 78 4.04 1.59 1 3 4 5 8
all years

134. Looking at the total sample period of 3 years we observe that the median number
of KAM equals 4. The median of KAMs remains constant over time at an average
level of 4 KAMs. It should be noted that the variance is high (1.59), indicating that the
absolute number of KAMs significantly varies between the different companies. The
high variance in the number of KAMs between companies can also be observed from
comparing the minimum and the maximum value. While the KAM section of some
firms is limited to discussing only 1 KAM, some firms receive 8 KAMs.

135. Figure 1 shows the distribution of the number of KAMs. When inspecting the
histogram, we can see that the number of KAMs most often included in the report
equals 3 and 4.
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Figure 1: Histogram of the number of KAM in the depository
institutions industry over the three-year period

136. Table 2 provides the descriptive statistics for the length of the KAM section, i.e. the
number of words written in the KAM section. This table is structured in a similar way
as Table 1 and contains: the median, mean, the minimum, the maximum, the quantiles
and the standard deviation of the length of the KAM section.

Table 2: Descriptive statistics of the length of the KAM section
in the depository institutions industry

Obs | Mean [Std. Dev. Min Q1 Q2 Q3 Max

Length first year 26 941 515 213 643 853 1285 2133

Length second 26 1628 907 546 1063 1422 1955 4775
year

Length third year | 26 1692 904 250 1067 1504 2130 4225

Length all years 76 1420 857 213 854 1248 1810 4775

137. Table 2 shows that the number of words of the KAM section equals on average
1420 (median value of 1248 words) using the three years as the sample period. We also
observe a very high variance between the minimum and the maximum value of the
KAM length (between 213 words and 4775 words). In despite of the average number
of KAM remaining constant, the length shows a high increase from the first to the
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second year and a more moderate increase from the third to the fourth year. This also
explains why the average length of a KAM discussed increases from 231 words in the
first year to an average of 423 words in the third year.

138. Comparing the minimum and the maximum values of KAM however seems to
suggest that there exists a high variance in the length of the KAM section although this
variance will also be influenced by the difference in the number of KAMs discussed
(1 to 8, see Table 1).
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8.2. TYPE AND SEQUENCE OF KAM

139. While we already know that depository institutions receive 4 KAMs on average
(i.e. 315 KAMS in total for the 76 firm year observations) with an average length of
1420 words, Table 3 provides information about the top 4 of the KAMs most often
disclosed in the audit report.

140. It is clear that the KAM most often disclosed is revenue recognition (19.05%)
followed by impairment (13.97%), taxation and regulation (9.52%) and provisions
(8.57%). The category ‘Other’ includes the other KAMs, which individually have lower
frequencies than 8.57% of the provisions. These include KAMs related to acquisitions,
valuation of current and non-current assets, presentation and disclosure, ... A detailed
overview of the different types of KAM can be found in Appendix 1.

141. Looking at changes over time, we observe that the relative importance of revenue
recognition (from 18.87% to 20.19%) and taxation and regulation (from 9.43% to
9.62%) remains relatively stable over time, while the importance of impairment (from
11.32% to 15.38%) and provisions (from 7.55% to 9.62%) increases, which is not that
surprising given the characteristics of the industry.

142. Linking the information about the type of KAM to the number of KAM (in Table 1),
while the number of KAM remains constant, the content of the KAM discussion section
changes over time with more emphasis on impairment and provisions.

Table 3: Type of KAM most often disclosed in the depository institutions industry

KAM First year | Second year | Third year | All years
Most disclosed Revenue 18.87% 18.10% 20.19% 19.05%
recognition
Second most Impairment 11.32% 15.24% 15.38% 13.97%
disclosed
Third most Taxation & 9.43% 9.52% 9.62% 9.52%
disclosed regulation
Fourth most Provisions 7.55% 8.57% 9.62% 8.57%
disclosed
Fifth most Other 52.83% 48.57% 45.19% 48.89%
disclosed

143. As the sequence of the KAM (first, second, third, ...) can also provide information
about the importance of the KAM, Table 4 discusses the sequence of the five most
common KAMs in the industry.
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Table 4: Sequence of the five KAMs most often discussed
in the depository institutions industry

First | Second | Third | Fourth | Fifth Sixth | Seventh | Eigth

KAM KAM | KAM | KAM | KAM | KAM | KAM | KAM | KAM
Revenue 25.00% | 41.67%| 16.67%| 11.67% | 1.67%| 1.67% | 1.67% | 0.00%
recognition

Impairment | 70.45% | 20.45% | 4.54%| 227%| 227%| 0.00% | 0.00% | 0.00%

Taxation & 0.00% | 10.00% | 13.33%| 46.67% | 16.67% | 3.33% | 6.66% | 3.33%
regulation

Provisions 14.81% | 25.93% | 25.93%| 14.81%| 14.81% | 3.70% | 0.00% | 0.00%

Other 18.18% | 20.78% | 29.22% | 12.99% | 8.44% | 5.84% | 2.60% | 1.95%

144. Although impairment is not the most important KAM discussed in the KAM section
(see Table 3), if mentioned it most often appears first in the KAM section. Similarly,
although revenue recognition is most often discussed in the KAM section (see Table 3)
it is most likely discussed as the second KAM. Finally, important to note is that revenue
recognition also appears as sixth or seventh KAM, which probably indicates that they
are added to be complete (probably also explained by the ISA standards).

Materiality

145. Table 5 reports the descriptive statistics related to the materiality base used as
well as the percentage of the materiality level used. From Table 5 it is clear that profit
before tax is most often used to determine the materiality level (88%), 6.67% uses net
assets as a base, 4% uses equity and only 1.33% uses an ‘other’ base.

146. Looking at the materiality level used, Q1 shows that a materiality level of 5% is
most commonly used in the depository institutions with a maximum of 10%.

Table 5: Applied materiality level used in the depository institutions industry

Materiality level used (%)
Base Obs Fr:l(llu;ncy of Std
€bas€ | Mean ‘| Min. | Q1 | Q2 | Q3 | Max.
Dev.
1| Profit before 66 88.00 534 | 1.10 | 3 5 5 5 10
tax
2| Net assets 5 6.67 1 0 1 1 1 1 1
3| Equity 3 4.00 063 | 0.15 | 05 |05 0.6 0.8 0.8
4| Other 1 1.33 0.7 / 0.7 |/ / / 0.7
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8.3. SUMMARY OF THE MAIN FINDINGS IN THE DEPOSITORY
INSTITUTIONS INDUSTRY

147. For the depository institutions the median number of KAM mentioned is 4 with an
average length of 343 words per KAM. While the number of KAM remains stable over
the three years studied, the content of the KAM section changes with more emphasis
on impairment and provisions. Although impairment is relatively less important than
revenue recognition, if mentioned it most often will appear as the first KAM. Finally,
descriptive statistics show that profit before taxes is the materiality basis used and the
average materiality percentage equals 5%.

148. From the comparison with the total sample, we observe that depository institutions
is an industry with an equal amount of KAMs mentioned as the whole sample.

Table 6: Summary table of the main findings in the depository institutions industry

Depository Institutions Total sample
Number of KAM (median) 3 4
Length per KAM 343 305
Most common type of KAM 1. Revenue recognition 1. Revenue recognition

2. Impairment (first rank)

3. Taxation & regulation

4. provisions

5. Valuation of non-current
assets

2. Valuation of non-current
assets

3. Taxation & regulation

4. Goodwill

5. Provisions
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APPENDIX 1: FREQUENCY TABLE OF THE KAMS DISCLOSED IN THE
DEPOSITORY INSTITUTIONS INDUSTRY

Table 7: Frequency table of the different types of KAM (three-year
period) in the depository institutions industry

KAM Frequency Percentage
Revenue recognition 60 19.05
Impairment 44 13.97
Taxation and Regulation 30 9.52
Provision 27 8.57
Valuation of non-current assets 26 8.25
Employee benefits 25 7.94
Goodwill 25 7.94
Internal controls 21 6.67
Financial instruments 16 5.08
Acquisitions 14 4.44
Valuation 14 4.44
Other 5 1.59
IT 3 0.95
Business combinations 3 0.95
Presentation and disclosure 1 0.32
Valuation of current assets 1 0.32
Total 315 100
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APPENDIX 2: EXAMPLE OF THE LONGEST KAM IN THE DEPOSITORY
INSTITUTIONS INDUSTRY

Standard Chartered plc (2015 — Impairment, 1668 words)
Risks and response

The principal procedures we performed over these significant risks were as follows
Impairment of loans and advances

Risk and areas of focus

The risk is that the carrying value of loans and advances to banks and customers held
at amortised costs may be misstated

Refer to the critical accounting estimates and judgements in note 1, the Audit Committee
report on pages 79 to 84 and management’s commentary on the disclosures of credit
risk on pages 161 to 186.

Summary areas of focus

— Indian Corporate & Institutional Clients and Commercial Clients loan exposures due
to the slow progress in policy reforms and increased refinancing pressures.

— Chinese Corporate & Institutional Clients and Commercial Clients loan exposures
due to the slowdown and rebalancing of the economy and the devaluation of renminbi
(RMB).

— Commodities and related exposures as commodity and oil prices continue to decline.

— Commercial Client exposures particularly due to certain exposures to RMB in China,
slowdown in India and the sensitivity of the exposure to decreases in commodity
prices.

— Liquidation portfolio due to the judgement required to assess a price at which the
Group could sell impaired loans.

With regard to the Group’s Retail portfolio in South Korea, which we identified as a
focus area in 2014, the risk of losses has continued to reduce in 2015, partly as a result
of reduced claims by customers to restructure debt accompanied by continued portfolio
reduction. Accordingly, it has not been an audit focus area in 2015.

India

The Group has reduced its India exposures to $30 billion at 31 December 2015
(2014 $35 billion). The slowdown observed in 2014 has continued into 2015 and the
macroeconomic backdrop continues to be challenging with slow progress in reforms
which were promised by the new government in 2014, continued high indebtedness in
some sectors and tightening in refinancing by local banks. Consequently, impairments
have risen significantly in 2015, mainly driven by counterparties who were already
stressed in 2014 (present on either early alert or in credit grades 12 to 14). In addition,
there was also a change in underlying assumptions regarding prospects of recovery
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on available collateral due to the challenging market conditions and recent experience
from recoveries on impaired accounts.

Additionally, there has also been an increase in impairments as a result of the new
strategic plan announced in November 2015, whereby a small number of impaired
exposures have now been identified to be in the liquidation portfolio, where additional
impairment was taken based on discounting revised cash flow projections based on
expected sales value.

China

China exposures amount to $50 billion (2014 $71 billion) and the Group has continued
to take risk-mitigating actions in this portfolio. This has resulted in the commodities and
related exposures in China reducing and exposure to banks reducing to $23 9 billion
(2014 $34 5 billion). China remained a challenging market, with growth slowing to
69 per cent in 2015 from 73 per cent in 2014, continued RMB devaluation against the
US dollar, and volatility in Chinese equity markets. In particular, the Group experienced
increased losses within the Commercial Clients portfolio as counterparties struggled
with increased levels of debt, lower commodity prices and the RMB devaluation.

Commodities and related exposures

The Group continued to take risk-mitigation actions during the year Commodities
and related exposures have reduced to $54 billion (2014 $70 6 billion), comprising
$20 3 billion of traders, $19 3 billion of producers (including $9 6 billion of oil and
gas producers), $5 9 billion of petroleum refineries, $7 0 billion of support activities
and $1 5 billion of other corporate clients with oil and gas-related hedges.

The sustained fall in commodity prices, including oil price, has impacted a number of the
Group’s customers and translated into increased impairments for the year the majority
of these impairments have arisen from customers who were already stressed in 2014.

It should be noted that a fall in commodity prices may not necessarily result in a
pervasive adverse impact on the entire commodities and related exposures but may
impact certain pockets that are more exposed to a sustained fall in prices, for example,
energy producers and some oil support services.

Commercial

The total Commercial Clients loan portfolio of $11 2 billion (2014 $14 7 billion) is a
small portfolio representing 3 per cent (2014 4 per cent) of total loans and advances.
However, the impairment charge on this portfolio increased to $599 million in 2015
from $212 million in 2014 mainly due to increased impairments in India, China, Africa
and Korea.

The Group has also revised its assumptions regarding recovery rates on impaired
exposures downward leading to higher impairment. This is mainly based on recent
recovery experience and more stressed market conditions.
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Liquidation portfolio

As part of the announcement of the new strategic plan in November 2015, the Group
identified $7 9 billion of loans which were outside the Group’s risk tolerance levels
and plan to liquidate this portfolio. This included $7 5 billion of gross non-performing
which carries a provision of $3 5 billion $968 million of this provision was taken for a
small number of counterparties where the recovery was based on discounting revised
cash flow projections based on expected sales values.

Our response

Overview

Corporate & Institutional Clients, Commercial Clients, Private Banking Clients and
loans and advances to banks (collectively ‘Larger Clients’) represents 71 per cent ($233
billion) of the Group’s net loan exposure, while Retail Clients represent 29 per cent
($95 billion). The Larger Client’s exposure comprises larger loans that are monitored
individually, based on the knowledge of each individual borrower. However, the
Retail clients exposure comprises much smaller value loans to a much greater number
of customers. Accordingly, loans are not monitored on an individual basis, but are
grouped by product into homogeneous exposures. Exposures are then monitored through
delinquency statistics, which also drive the assessment of loan loss provisions.

Procedures performed
Our audit procedures in all in-scope components included
— For both Larger Clients and Retail Clients, our in-country teams used their local
knowledge to assess the trends in their local credit environments and considered
the likely impact on the Group’s exposures to focus their testing on key risk areas
— For Larger Clients, our procedures included
« Testing the key controls over the credit grading and monitoring process, to assess
if the risk grades allocated to counterparties were appropriate and loans were
appropriately identified, on a timely basis, into early alert or credit grades 12 to 14.

« Performing credit assessments of all loans with a carrying value above $40
million in credit grades 12, 13 and 14 (see pages 172 and 173) and loans above
$75 million on the Group’s Early Alert Report (see page 209) together with a
selection of other loans selected by country teams based on local materiality
levels. For these selected loans, we assessed the reasonableness of the forecast
of recoverable cash flows, realisation of collateral and other possible sources of
repayment. We compared key assumptions to progress against business plans
and our own understanding of the relevant industries and business environments
We also compared them, where possible, to externally derived evidence such as
commodity prices, business performance and real estate valuations.

« Substantive testing of a selection of credit grade one to 11 counterparties in each
scoped component to test the appropriateness of the credit grade.

— For Retail Clients, the impairment process is based on projecting losses based on
the prior historical payment performance of each client, adjusted for current market
conditions Our procedures included
« Testing the accuracy of the key inputs into the models.
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. For a selection of models, using our own valuation specialists to assess the
appropriateness of the impairment calculation methodology and reviewing the
results of the Group’s validation of such models.

« Where model adjustments were made to reflect recent loss experience and current
market conditions, we assessed the appropriateness of such adjustments.

— For portfolio impairment provisions (PIP), our procedures included.
— Testing the key management controls over the input of underlying data into the

models.

- Using our modelling specialists to evaluate the methodology and the key
assumptions used in determining the estimate for both the Retail Clients and the
Larger Clients and wherever possible, we compared the key assumptions used
to externally available industry, financial and economic data.

. Assessing the appropriateness of the emergence period and management
adjustments to the output from models for changes in economic factors and
specific risks to the exposure.

« Overall assessment and reasonableness of the PIP balance with respect to the
qualitative and quantitative changes in the underlying loan portfolio.

For the key underlying systems used for the processing of transactions we involved

our information technology specialists to test a selection of automated controls within

these systems. We also tested the key controls over these underlying systems, for
example, controls over access to systems and data and change management.

Assessing whether the financial statement disclosures appropriately reflect the

Group’s exposure to credit risk.

Our additional procedures in the particular risk areas of the portfolio, i ¢ India,

Commodities, China and Commercial exposure included.

« Reading management’s own stress tests and risk-mitigation actions to identify
areas of focus.

. Extending our audit coverage over the stressed sectors and geographies and, in
particular, to certain components within these portfolios, for example, infrastruc-
ture and telecoms in India as well as lower-rated oil producers within Commodities
and related exposures. In doing so, we focused on the grading of the counterparties,
assessed the quality of the ongoing portfolio monitoring controls, the tenor of
the debt and the rate at which counterparties were moving into early alert and
credit grades 12 to 14.

 Increasing the extent of Group audit team oversight over work done by the
component team. For example, the Senior Statutory Auditor visited Greater China
and her delegate visited India.

For the liquidation portfolio, our additional procedures in respect of the impaired

exposures involved assessing the key judgements, relating to recovery, namely the

likely price and expected time to sell.
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APPENDIX 3: LONGEST KAMS OF THE FIVE MOST COMMON KAMS IN

THE DEPOSITORY INSTITUTIONS INDUSTRY

First ranked KAM in the depository institutions industry: Revenue recognition

Revenue recognition

Refer to Note 1.1. Net revenue and Note 5.1. Basis of preparation and other accounting
policies.

Revenue is the most significant balance in the Consolidated income statement. Revenue
is made of a number of streams including:

Gross management fees, £370.1m;

Performance fees, £14.6m;

Initial charges and box profits, £18.8m; and
Results from the business activities of the Group.

We focused on a number of aspects of revenue as follows:

Gross management fees

The calculation of Unit Trust and SICAV gross management fees, which make up
the majority of the revenue balance, is calculated as a percentage of the AUM of the
funds managed by the Group. Assessing the AUM of these funds involves judgement
as it is correlated to the market value of a range of financial instruments held by these
funds. Various valuation methodologies are used to value those instruments, some
straightforward and some more complex and judgemental, which leaves room for
manipulation of the fund AUM and as such the gross management fee;

The revenue from segregated mandates/investment trusts is manually calculated as
a percentage, per Investment Management Agreements (‘IMAs’), of the segregated
mandates/investment trust holdings. The value of the holdings is provided by either
the administrator or the segregated mandates/investment trusts, which are clients of
the Group. Given the manual process in valuing these holdings the risk of misstate-
ment through the manipulation of the valuations is increased; and

Rebates are calculated by a combination of in-house systems and external parties
mandated by the Group to sell units/ shares of funds it manages, with the outputs
of both processes being monitored and stored on spreadsheets which increases the
risk of error.

Performance fees

Performance fees are often one-off or infrequent and involve complex calculations
and this increases the risk of error.
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Initial charges and box profits

— Initial charges vary per different client and contractual terms and the calculation of
these fees are thus more susceptible to the risk of error; and

— Box profits vary from one transaction to another and are quite complex due to the
various different terms and pricing in place and as such there is an increased risk
of error

How our audit addressed the area of focus

We understood and evaluated the design and implementation of key controls, including
relevant Information Technology systems and controls, in place around revenue. This
included both in-house and outsourced activities at HSBC Security Services UK Limited
(HSBC), J.P Morgan Bank Luxembourg S.A (JP Morgan), J.P Morgan Chase Bank N.A
(JP Morgan) and International Financial Data Services Limited (IFDS).

To obtain audit evidence over the key controls, both in house and at the outsourced
providers, supporting the calculation and recognition of revenue, we either:

— Performed testing of key controls to obtain evidence of operational effectiveness
throughout the year; or

— Assessed the control environment in place to the extent that it was relevant to our
audit. This assessment of the operating and accounting structure in place involved
obtaining and reading the reports issued by the independent auditor of the third-party
providers in accordance with generally accepted assurance standards for such work.
We then identified those key controls on which we could place reliance to provide
audit evidence. Where the controls reports we relied on were not prepared as at
31 December 2015, we obtained a bridging letter and assessed the period not covered.

We found that the key controls on which we placed reliance for the purposes of our
audit were designed, implemented and operating effectively.

The specific audit evidence over each revenue stream is summarised below:
Gross management fees

— For the Unit Trusts we obtained evidence over the valuation of AUM by identifying
those key controls in the HSBC control reports and in-house controls and performed
detailed testing which included repricing and existence testing over investments to
corroborate the AUM valuation;

— For the SICAVs we obtained evidence over the valuation of AUM by identifying and
relying on those key controls in the JP Morgan control report as mentioned above;

— We obtained AUM and management fee evidence direct from JP Morgan and HSBC.
We then reconciled management fees either calculated by the administrators or
recalculated by us to amounts included in the Group financial statements; and

— We reconciled a sample of management fee rates to the prospectuses published on
Jupiter’s website or other supporting documentation.
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Segregated mandates/investment trusts

HSBC are appointed the administrator for segregated mandates unless the client specifies
otherwise. For those in our testing sample administered by HSBC we obtained evidence
over the AUM as explained above. For clients in our sample where Jupiter ore not
responsible for administration, the AUM information came from third parties;

— For the investment trusts we obtained evidence over the AUM through confirming
the operating effectiveness of key controls through evaluating the JP Morgan control
report;

— We reperformed the management fee calculation over a sample of invoices agreeing
a sample of the key inputs back to source documentation including the IMA and
compared to amounts booked; and

— Manually recalculated a sample of management fees.

Rebates

— We used data auditing techniques on the underlying data to recalculate the SICAV
rebates computed by the fund administrators. We relied on controls at JP Morgan
for the value of the holdings and pricing, agreed a sample of rates to discount forms
signed by the clients of the Group and reconciled the amounts back to the general
ledger;

— We used data auditing techniques to recalculate the Unit Trust rebates computed by
IFDS or Jupiter’s rebate calculator system. We relied on controls for the value of
the holdings and pricing and agreed a sample of rates to discount forms signed by
the clients of the Group; and

— We agreed the classification. of amounts between rebates and renewal commissions
by confirming for a sample whether the discounts had been paid to end investors or
to intermediaries. To do this we looked at the discount forms signed by the investors
and at the agent websites.

Performance fees

— Fora sample of performance fees we assessed whether the fee had crystallised and
hence had been recognised in the appropriate year;

— We reperformed the computation of performance fees for that sample to check that
it had been calculated in accordance with the signed IMAs; and

— To test for completeness, we assessed whether a sample of eligible but unearned
performance fees should have been earned in the year.

— Initial charges and box profits;

— We used data auditing techniques to recompute initial charges calculated by
Jupiter’s calculation system and box profits calculated by IFDS’s calculation tool
and reconciled the results back to the general ledger;

— Based on work over controls explained above we relied on key controls at IFDS; and

— Agreed the rate and terms to the discount forms for a sample of clients paying initial
charges.
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Based on our work

— Revenue has been appropriately measured and recognised in accordance with the
various contractual agreements in place with customers and service providers; and

— The judgements made by management were supportable and reasonable in the
context of materiality.

Second most ranked KAM in the depository institutions industry: Impairment
Impairment of loans and advances

The risk is that the carrying value of loans and advances to banks and customers held
at amortised costs may be misstated.

Refer to the critical accounting estimates and judgements in note 1, the Audit Committee
report on pages 79 to 84 and management’s commentary on the disclosures of credit
risk on pages 161 to 186.

Summary areas of focus

— Indian Corporate & Institutional Clients and Commercial Clients loan exposures due
to the slow progress in policy reforms and increased refinancing pressures.

— Chinese Corporate & Institutional Clients and Commercial Clients loan exposures
due to the slowdown and rebalancing of the economy and the devaluation of renminbi
(RMB).

— Commodities and related exposures as commodity and oil prices continue to decline.

— Commercial Client exposures particularly due to certain exposures to RMB in China,
slowdown in India and the sensitivity of the exposure to decreases in commodity
prices.

— Liquidation portfolio due to the judgement required to assess a price at which the
Group could sell impaired loans.

With regard to the Group’s Retail portfolio in South Korea, which we identified as a
focus area in 2014, the risk of losses has continued to reduce in 2015, partly as a result
of reduced claims by customers to restructure debt accompanied by continued portfolio
reduction Accordingly, it has not been an audit focus area in 2015.

India

The Group has reduced its India exposures to $30 billion at 31 December 2015 (2014
$35 billion) The slowdown observed in 2014 has continued into 2015 and the macro-
economic backdrop continues to be challenging with slow progress in reforms which
were promised by the new government in 2014, continued high indebtedness in some
sectors and tightening in refinancing by local banks. Consequently, impairments have
risen significantly in 2015, mainly driven by counterparties who were already stressed
in 2014 (present on either early alert or in credit grades 12 to 14). In addition, there
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was also a change in underlying assumptions regarding prospects of recovery on
available collateral due to the challenging market conditions and recent experience
from recoveries on impaired accounts.

Additionally, there has also been an increase in impairments as a result of the new
strategic plan announced in November 2015, whereby a small number of impaired
exposures have now been identified to be in the liquidation portfolio, where additional
impairment was taken based on discounting revised cash flow projections based on
expected sales value.

China

China exposures amount to $50 billion (2014 $71 billion) and the Group has continued
to take risk-mitigating actions in this portfolio This has resulted in the commodities and
related exposures in China reducing and exposure to banks reducing to $23 9 billion
(2014 $34 5 billion). China remained a challenging market, with growth slowing to
69 per cent in 2015 from 7 3 per cent in 2014, continued RMB devaluation against the
US dollar, and volatility in Chinese equity markets. In particular, the Group experienced
increased losses within the Commercial Clients portfolio as counterparties struggled
with increased levels of debt, lower commodity prices and the RMB devaluation.

Commodities and related exposures

The Group continued to take risk-mitigation actions during the year Commodities
and related exposures have reduced to $54 billion (2014 $70 6 billion), comprising
$20 3 billion of traders, $19 3 billion of producers (including $9 6 billion of oil and
gas producers), $5 9 billion of petroleum refineries, $7 0 billion of support activities
and $1 5 billion of other corporate clients with oil and gas-related hedges.

The sustained fall in commodity prices, including oil price, has impacted a number of the
Group’s customers and translated into increased impairments for the year the majority
of these impairments have arisen from customers who were already stressed in 2014.

It should be noted that a fall in commodity prices may not necessarily result in a
pervasive adverse impact on the entire commodities and related exposures but may
impact certain pockets that are more exposed to a sustained fall in prices, for example,
energy producers and some oil support services.

Commercial

The total Commercial Clients loan portfolio of $11 2 billion (2014 $14 7 billion) is a
small portfolio representing 3 per cent (2014 4 per cent) of total loans and advances.
However, the impairment charge on this portfolio increased to $599 million in 2015
from $212 million in 2014 mainly due to increased impairments in India, China, Africa
and Korea.
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The Group has also revised its assumptions regarding recovery rates on impaired
exposures downward leading to higher impairment. This is mainly based on recent
recovery experience and more stressed market conditions.

Liquidation portfolio

As part of the announcement of the new strategic plan in November 2015, the Group
identified $7 9 billion of loans which were outside the Group’s risk tolerance levels
and plan to liquidate this portfolio. This included $7 5 billion of gross non-performing
which carries a provision of $3 5 billion $968 million of this provision was taken for a
small number of counterparties where the recovery was based on discounting revised
cash flow projections based on expected sales values.

Our response
Overview

Corporate & Institutional Clients, Commercial Clients, Private Banking Clients and
loans and advances to banks (collectively ‘Larger Clients’) represents 71 per cent
($233 billion) of the Group’s net loan exposure, while Retail Clients represent 29
per cent ($95 billion). The Larger Client’s exposure comprises larger loans that are
monitored individually, based on the knowledge of each individual borrower. However,
the Retail clients exposure comprises much smaller value loans to a much greater
number of customers. Accordingly, loans are not monitored on an individual basis, but
are grouped by product into homogeneous exposures. Exposures are then monitored
through delinquency statistics, which also drive the assessment of loan loss provisions.

Procedures performed
Our audit procedures in all in-scope components included.

— For both Larger Clients and Retail Clients, our in-country teams used their local
knowledge to assess the trends in their local credit environments and considered
the likely impact on the Group’s exposures to focus their testing on key risk areas.

For Larger Clients, our procedures included

— Testing the key controls over the credit grading and monitoring process, to assess
if the risk grades allocated to counterparties were appropriate and loans were
appropriately identified, on a timely basis, into early alert or credit grades 12 to 14

— Performing credit assessments of all loans with a carrying value above $40 million
in credit grades 12, 13 and 14 (see pages 172 and 173) and loans above $75 million
on the Group’s Early Alert Report (see page 209) together with a selection of other
loans selected by country teams based on local materiality levels. For these selected
loans, we assessed the reasonableness of the forecast of recoverable cash flows,
realisation of collateral and other possible sources of repayment. We compared
key assumptions to progress against business plans and our own understanding
of the relevant industries and business environments. We also compared them,
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where possible, to externally derived evidence such as commodity prices, business

performance and real estate valuations.

Substantive testing of a selection of credit grade one to 11 counterparties in each

scoped component to test the appropriateness of the credit grade.

For Retail Clients, the impairment process is based on projecting losses based on

the prior historical payment performance of each client, adjusted for current market

conditions.

Our procedures included

« Testing the accuracy of the key inputs into the models.

. For a selection of models, using our own valuation specialists to assess the
appropriateness of the impairment calculation methodology and reviewing the
results of the Group’s validation of such models.

« Where model adjustments were made to reflect recent loss experience and current
market conditions, we assessed the appropriateness of such adjustments.

For portfolio impairment provision (PIP), our procedures included

o Testing the key management controls over the input of underlying data into the
models.

- Using our modelling specialists to evaluate the methodology and the key
assumptions used in determining the estimate for both the Retail Clients and the
Larger Clients and wherever possible, we compared the key assumptions used
to externally available industry, financial and economic data.

. Assessing the appropriateness of the emergence period and management
adjustments to the output from models for changes in economic factors and
specific nsks to the exposure.

« Overall assessment and reasonableness of the PIP balance with respect to the
qualitative and quantitative changes in the underlying loan portfolio.

For the key underlying systems used for the processing of transactions we involved
our information technology specialists to test a selection of automated controls within
these systems. We also tested the key controls over these underlying systems, for
example, controls over access to systems and data and change management.

Assessing whether the financial statement disclosures appropriately reflect the
Group’s exposure to credit risk.

Our additional procedures in the particular risk areas of the portfolio, i.e. India,

Commodities, China and Commercial exposure included

« Reading management’s own stress tests and risk-mitigation actions to identify
areas of focus.

- Extending our audit coverage over the stressed sectors and geographies and, in
particular, to certain components within these portfolios, for example, infrastruc-
ture and telecoms in India as well as lower-rated oil producers within Commodities
and related exposures In doing so, we focused on the grading of the counterparties,
assessed the quality of the ongoing portfolio monitoring controls, the tenor of
the debt and the rate at which counterparties were moving into early alert and
credit grades 12 to 14.
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 Increasing the extent of Group audit team oversight over work done by the
component team. For example, the Senior Statutory Auditor visited Greater China
and her delegate visited India.

— For the liquidation portfolio, our additional procedures in respect of the impaired
exposures involved assessing the key judgements, relating to recovery, namely the
likely price and expected time to sell.

Third most often ranked KAM in the depository institutions industry: Taxation and
regulation

Current and deferred tax

Refer to Note 1.10. Income tax expense, Note 3.5. Deferred tax and Note 5.1. Basis of
preparation and other accounting policies.

The manual processes and judgements involved increase the risk of misstatement and
as such, we have considered current and deferred taxation to be an area of focus.

The current income tax charge is calculated on the basis of the tax laws enacted or
substantively enacted at the balance sheet date in the countries where the Group operates
and generates taxable items. Management periodically evaluates positions taken in
tax returns with respect to situations in which applicable tax regulation is subject to
interpretation. Management establish provisions where appropriate on the basis of
amounts expected to be paid to tax authorities.

Deferred tax is recognised on temporary differences arising between the tax bases of
assets and liabilities and their carrying amounts in the financial statements. This risk
related to the recoverability of the deferred tax assets recognised.

The calculation of the current and deferred tax is produced manually and is based on a
number of supporting complex calculations including share based payments, deferred
bonuses, the spreading of initial charges and commissions.

How our audit addressed the area of focus
In assessing the current and deferred tax, we:

— Assessed whether management had reflected appropriately the changes in UK
corporation tax in their current and deferred income tax calculations;

— Obtained and read tax working papers for the Group’s material legal entities and
obtained evidence in relation to positions taken;

— Obtained the deferred tax calculations and assessed the recoverability of the deferred
tax assets. We evaluated whether the temporary difference will reverse in the future
and whether there is sufficient taxable profit available against which the temporary
difference can be utilised; and
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— Tested whether the tax disclosures and presentation in the Annual Report complied
with IAS 1 ‘Presentation of financial statements’ and IAS 12 ‘Income taxes’.

We also evaluated whether the Group had met its compliance obligations for the material
territories in which the Group operates, and as such we:

— Evaluated the tax reporting and compliance position of the Group including consid-
eration of ongoing or new tax audits being undertaken by fiscal authorities in the
UK; and

— Assessed the conclusions reached by management in relation to the current transfer
pricing arrangements, worldwide debt cap, changes to the Group structure and
controlled foreign companies’ position.

Based on our work performed above, management’s assumptions and judgements in
respect of the Group’s current and deferred tax positions ore in line with available
evidence. The tax disclosures presented within the financial statements are in line with
IAS 1 and TAS 12.

Fourth most often ranked KAM in the depository institutions industry: Provisions
Conduct risk and provisions

Refer to page 72 (Audit Committee Report), page 186 (Accounting Policies) and page
230 (Note 38 and Critical Accounting Estimates and Judgements).

Significant provisions have been made in respect of conduct matters in recent years,
reflecting customer redress payments, operational costs and regulatory fines.

The most significant provisions have related to past sales of payment protection
insurance policies, arrears handling activities, packaged bank accounts and insurance
products of the German branch of Clerical Medical Investment Group Ltd (now Scottish
Widows Ltd).

Given the number and volume of products sold by the Group historically, and the
continued regulatory and public focus on the banking industry, there is a continuing risk
that new conduct issues will emerge. Therefore, there is a financial reporting risk that
such emerging risks and exposures are not appropriately identified and provided for.

In relation to known issues, the measurement of provisions is highly judgemental
and involves the use of several management assumptions including volume of future
complaints and related redress costs.

Furthermore, there is a risk that these known and emerging issues are not appropriately
disclosed in the financial statements.
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How our audit addressed the area of focus
We understood and tested the key controls and management’s processes for:

— identifying emerging conduct risk exposures and assessing whether provisions or
disclosures were necessary; and

— the calculation and review of conduct provisions including governance processes
and approvals of model assumptions and outputs.

We found these key controls were designed, implemented and operated effectively
and therefore we determined that we could place reliance on these key controls for the
purposes of our audit.

In addition, we have performed the following substantive procedures:

We met with Divisional and Group management to understand the emerging and
potential issues that they had identified. We independently assessed emerging and
potential areas where exposures might have arisen based upon our knowledge and
experience of emerging industry issues and the regulatory environment. We used this
to challenge the completeness of the issues identified by management and whether a
provision was required.

We understood customer complaints received, and assessed the trends. We used this
analysis to understand whether there were indicators of more systemic issues being
present for which provisions or disclosures may have needed to be made in the financial
statements.

We read the Group’s correspondence with the Financial Conduct Authority and
Prudential Regulation Authority and discussed the output of any meetings held. We
met on a trilateral basis with the Financial Conduct Authority, Prudential Regulation
Authority and the Chair of the Audit Committee. We also met on a bilateral basis with
each regulator. We read the minutes of key governance meetings including those of the
Board, and of various management committees, as well as attending Audit Committee
and Board Risk Committee meetings. We also understood the key activities of the
Conduct and Compliance function.

The majority of our detailed audit work was on the significant conduct provisions
in relation to past sales of payment protection insurance policies, arrears handling
activities, packaged bank accounts and insurance products in the German branch of
Clerical Medical Investment Group Ltd (now Scottish Widows Ltd). We also examined
other areas of compensation payments made to customers.

For significant provisions made, we understood and challenged the provisioning
methodologies and underlying assumptions used by management. For example, we
challenged the basis that management used for forecasting the number of PPI complaints
that will be received in the future. We also considered regulatory developments and
management’s interactions with regulators.
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For those assumptions based on historic information, we challenged whether this was
appropriate for future experience and challenged the appropriateness of any adjustments
made by management. We also independently performed sensitivity analysis on the
key assumptions.

Given the inherent uncertainty in the calculation of conduct provisions and their
judgemental nature, we evaluated the disclosures made in the financial statements. In
particular, we focused on challenging management that the disclosures were sufficiently
clear in highlighting the exposures that remain, significant uncertainties that exist
in respect of the provisions and the sensitivity of the provisions to changes in the
underlying assumptions.

Fifth most often ranked KAM in the depository institutions industry: Valuation of
non-current assets

Classification of seed capital investments (£207 million) Refer to pages 46 to 4.9
(Audit and Risk Committee report), pages 83 to 84 (accounting policy) and note
20 of the financial statements disclosures.

The risk — the Group invests in funds that are managed by Group subsidiaries. If the
Group is deemed to have control over the funds invested, they need to be consolidated
into the Group’s financial statements. When determining whether the Group controls the
underlying funds, the strength of the linkage between the Group’s power to influence
the funds’ operations and the variable returns received by the Group is one of the
key judgmental areas that our audit is concentrated on, because there is a risk that
management could incorrectly assess the strength of the linkage, leading to an incorrect
decision on whether the seed capital investments should be consolidated.

In our audit report for the year ended 30 June 2014 we included the classification of
seed capital investments as HFS investments as one of the risks of material misstatement
that had the greatest effect on our audit. We considered this risk to be less significant
in the current year as the Directors now have well established processes to assess the
classification.

Our responses — we critically assessed the Directors’ rationale for determining the
linkage between the power and the variable returns for each seed capital investment. We
assessed against the accounting standard the framework that the directors designed for
identifying combinations of different levels of economic interests in funds and strength
of other investors’ rights to replace the Group entities as the investment manager,
that constitute control. Since the accounting standard does not include preset levels
for these combinations, we assessed the appropriateness of the Directors’ threshold
combinations by comparing it to the industry normal practice. We agreed the aggregate
economic interest (including direct holdings, indirect holdings, management fees and
performance fees where relevant) held by the Group to funds legal documents and
independent confirmations from fund administrators. We also assessed the strength
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of other investors’ rights by reference to the funds legal documents and agreeing the
number of investors in each fund to the fund administrators’ reports.

We also assessed whether the Group’s disclosures on the classification of seed capital
investment reflect the Group’s involvement in each fund.

Our findings — we found that the Group’s judgments made in determining these
classifications were balanced, and that the disclosures on the basis of classification
judgments are proportionate. We found no errors in the holdings above the materiality
level over which we are required to report to the Audit and Risk Committee.
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APPENDIX 4: FOR THE NON-TOP 5 KAMS THE NAME OF THE FIRM
WITH THE LONGEST KAM IN THE DEPOSITORY
INSTITUTIONS INDUSTRY

KAM

Depository Institutions

Employee benefits

JUPITER FUND MANAGEMENT PLC

Goodwill

LONDON STOCK EXCH GROUP PLC

Internal controls

LONDON STOCK EXCH GROUP PLC

Financial instruments STANDARD CHATERED PLC
Acquisitions HENDERSON GROUP PLC

Valuation INTERMEDIATE CAPITAL GROUP PLC
Other BGEO GROUP PLC

IT HSBC HLDGS PLC

Business combinations HENDERSON GROUP PLC

Presentation and disclosure ICAP PLC
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149. Out of the 350 constituents of the FTSE 350, 17 are active as insurance carriers.
Our dataset contains information about 13 of these companies. The insurance carrier
industry is slightly smaller than the average industry as the average industry size in
the FTSE 350 is 19.44 firms.

9.1. NUMBER AND LENGTH OF KAM

150. Table 1 gives an overview of the number of KAM included in the auditor’s report.
This table presents the following descriptive statistics: median, mean value, quantiles
and the standard deviation of the number of KAMs.

Table 1: Number of KAM of insurance carriers

Obs | Mean |[Std. Dev.] Min Q1 Q2 Q3 Max
Number of KAM 13 431 1.55 3 3 4 5 8
first year
Number of KAM | 13 423 1.48 2 3 4 5 7
second year
Number of KAM 13 4.08 1.71 2 3 4 5 7
third year
Number of KAM | 39 421 1.54 2 3 4 5 8
all years

151. Looking at the total sample period of three years we observe that the median
number of KAM equals 4. The median of KAMs is constant over time. It should be
noted that the variance is high (1.54), indicating that the absolute number of KAMs
significantly varies between the different companies. The high variance in the number
of KAMs between companies can also be observed from comparing the minimum and
the maximum value. While the KAM section of some firms is limited to discussing
only 2 KAMs, some firms receive up to 8 KAMs.

152. Figure 1 shows the distribution of the number of KAMs. When inspecting the
histogram, we can see that the number of KAMs most often included in the report
equals 3. This might come across as a surprise since the median is 4 and the average
amount of KAMs exceeds 4.
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Figure 1: Histogram of the number of KAM of insurance
carriers over the three-year period

153. Table 2 presents the descriptive statistics for the length of the KAM section, i.e. the
number of words written in the KAM section. This table is structured in a similar way
as Table 1 and contains: the median, mean, the minimum, the maximum, the quantiles
and the standard deviation of the length of the KAM section.

KERNPUNTEN VAN DE CONTROLE - KEY AUDIT MATTERS (KAM) 2018

4
Number of KAM

Table 2: Descriptive statistics of the length of the KAM section of insurance carriers

Obs | Mean [Std. Dev. Min Q1 Q2 Q3 Max
Length first year 13 912 | 517.67 179 620 973 1093 2222
Length second 13 1383 | 494.15 799 1058 1193 1628 2301
year
Length third year 13 1522 506.84 764 1043 1642 1883 2291
Length all years 39 1272 | 559.29 179 959 1113 1670 2301

154. Table 2 shows that the number of words of the KAM section equals on average
1272 (median value of 1113 words) using the three years as the sample period. We also
observe a relatively high variance between the minimum and the maximum value of

the KAM length (between 179 words and 2301 words).
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155. Although the number of KAM remains constant, the length shows a strong increase
over the three years. Table 2 shows that the average length of the KAM section increases
every year. Given the number of KAM is decreasing over time (see Table 1), this
illustrates that the average length of a KAM discussed in the insurance carrier industry
increases from 212 in the first year to an average of 373 words in the third year.

156. Comparing the minimum and the maximum values of KAM however seems to
suggest that there exists a high variance in the length of the KAM section although this
variance will also be influenced by the difference in the number of KAMs discussed
(2 to 8, see Table 1).
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9.2. TYPE AND SEQUENCE OF KAM

157. While we already know that a median company active in the insurance carrier
industry discloses 4 KAMs (i.e. 164 KAMS in total for the 39 firm year observations)
with an average length of 1272 words, Table 3 provides information about the top 4 of
the KAMs most often disclosed in the audit report.

158. It is clear that the KAM most often disclosed is valuation of non-current assets
(17.68%) followed by valuation (16.46%), provisions (14.63%) and taxation and
regulation (11.59%). The category ‘Other’ includes KAM such as acquisitions, presenta-
tion and disclosure, impairment, ... A detailed overview of the different types of KAM
can be found in Appendix 1.

159. Looking at changes over time, we observe that the relative importance of the
valuation of non-current assets (from 16.07% to 18.87%), the valuation (from 14.29%
to 20.75%) and the provisions (from 10.71% to 15.09%) KAMs increase, while the
occurrence of taxation and regulation decreases (from 12.50% to 9.43%).

160. Linking the information about the type of KAM to the number of KAM (in
Table 1), while the number remains constant, the content of the KAM discussion section
changes over time with more emphasis on valuation of non-current assets, valuation
and provisions and less emphasis on taxation and regulation.

Table 3: Type of KAM most often disclosed with insurance carriers

KAM First year | Second year | Third year | All years
Most disclosed Valuation of 16.07% 18.18% 18.87% 17.68%
non-current assets
Second most Valuation 14.29% 14.55% 20.75% 16.46%
disclosed
Third most Provisions 10.71% 18.18% 15.09% 14.63%
disclosed
Fourth most Taxation & 12.50% 12.73% 9.43% 11.59%
disclosed regulation
Fifth most Other 46.43% 36.36% 35.86% 39.46%
disclosed

161. As the sequence of the KAM (first, second, third, ...) can also provide information
about the importance of the KAM, Table 4 discusses the sequence of the three most
common KAMs in the industry.
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Table 4: Sequence of the five KAMs most often discussed with insurance carriers

First | Second | Third | Fourth | Fifth Sixth | Seventh | Eigth

L% ! KAM KAM KAM KAM KAM KAM KAM KAM

Valuation of 6.90% | 31.03% | 24.14% 6.90% | 17.24% | 6.90% 6.90% 0.00%
non-current
assets

Valuation 59.26% | 14.81%| 0.00% | 18.52% | 3.70% | 3.70% | 0.00% | 0.00%

Provisions 20.83% | 16.67% | 41.67%| 12.50%| 8.33%| 0.00% | 0.00% | 0.00%

Taxation & 42.11%| 26.32% | 5.26%| 21.05%| 5.26% | 0.00% | 0.00% | 0.00%
regulation

Other 1231%| 26.15% | 27.69%| 12.85%| 6.15%| 9.23% | 3.08% | 1.54%

162. Valuation is the KAM second most often mentioned in the audit report (see
Table 3) but, if mentioned, it most often appears first in the KAM section. Similarly,
although valuation of non-current assets is most often discussed in the KAM section
(see Table 3) it is most likely discussed as the second or third KAM.

Materiality

163. Table 5 reports the descriptive statistics related to the materiality base used as
well as the percentage of the materiality level used. From Table 5 it is clear that profit
before tax is most often used to determine the materiality level (69.23%), while 15.38%
uses equity and another 15.38% uses other measures as a way to determine materiality.
The category other includes bases to determine the applied level of materiality which
were not classifiable in a certain group.

164. Looking at the materiality level used, Q1 shows that the materiality level most
often applied for the insurance carrier industry is 5% or higher with a maximum of 10%.

Table 5: Applied materiality level with insurance carriers

Materiality level used (%)

Base Obs Fr:l?uels)ncy L Std
€base | Mean ‘| Min. | Q1 | Q2 | Q3 | Max.

Dev.
1| Profit before 27 69.23 523 | 140 | 1 5 5 5.2 10

tax

2 | Equity 6 15.38 228 |1 050 | 1.7 | 1.9 22 2.7 3
3| Other 6 15.38 0.77 | 026 | 0.5 | 0.5 0.5 1 1
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9.3. SUMMARY OF THE MAIN FINDINGS IN INSURANCE CARRIERS

165. In the insurance carriers’ industry, the median number of KAM mentioned is
4 with an average length of 303 words per KAM. While the number of KAM remains
constant over the three years studied, the content of the KAM section changes with more
emphasis on valuation and provisions and less emphasis on taxation and regulation.
Valuation is the KAM second most often mentioned and, if mentioned, it appears first
in the KAM section. Finally, descriptive statistics show that profit before taxes is the
materiality basis used and the average materiality percentage equals 5%.

166. From the comparison with the total sample, we observe that insurance carriers is
an industry with a similar amount of KAMs mentioned as the whole sample. Although
revenue recognition is not present in the top 4 of most often mentioned KAMs, its roll
remains important as it constitutes 9.15% of the total KAMs.

Table 6: Summary table of the main findings in insurance carriers

Insurance carriers Total sample
Number of KAM (median) 4 4
Length per KAM 303 305
Most common type of KAM 1. Valuation of non-current 1. Revenue recognition
assets
2. Valuation 2. Valuation of non-current
assets

3. Provisions 3. Taxation & regulation

4. Taxation & regulation 4. Goodwill

5. Revenue recognition S. Provisions
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APPENDIX 1: FREQUENCY TABLE OF THE KAMS DISCLOSED WITH
INSURANCE CARRIERS

Table 7: Frequency table of the different types of KAM
(three-year period) of insurance carriers

KAM Frequency Percentage
Valuation of non-current assets 29 17.68
Valuation 27 16.46
Provisions 24 14.63
Taxation & regulation 19 11.59
Revenue recognition 15 9.15
Goodwill 12 7.32
Internal controls 10 6.10
Other 8 4.88
Valuation of current assets 7 4.27
Acquisitions 4 2.44
Employee benefits 3 1.83
IT 3 1.83
Presentation and disclosure 1 0.61
Business combination 1 0.61
Financial instruments 1 0.61
Total 164 100
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APPENDIX 2: EXAMPLE OF THE LONGEST KAM WITH INSURANCE
CARRIES

Esure group plc (2015 — Valuation of current assets, 996 words)

Claims outstanding £614.2m (2014: £597.3m) and claims outstanding recoverable
from reinsurers £209.3m (2014: £194.4m).

Refer to page 36 (Audit Committee Report), page 76 (accounting policy) and pages
97 to 101 (financial disclosures).

The risks

As part of its business model the Group incurs insurance claims and there is typically
a time lag between a claim being incurred and being settled. As a result, the Group has
significant claims outstanding at any point in time, including the year-end, and there
is inherent uncertainty as to the level at which these claims outstanding will be settled.

At 31 December 2015 the Group had claims outstanding representing 56% (2014: 57%)
of total liabilities, and claims outstanding recoverable from reinsurers representing
14% (2014: 15%) of total assets.

Gross claims outstanding:

The valuation of claims outstanding is one of the key judgemental areas upon which
our audit is concentrated, due to the level of subjectivity inherent in the estimation of
the effect of uncertain or unknown future events and the resulting potential exposure
to large losses. This includes losses arising from periodic payment orders (‘PPOs’) for
motor Insurance (a structured settlement in the form of a regular series of payments over
the remainder of a claimant’s life and which inherently has considerable uncertainty
associated with it in respect of longevity and cost inflation, see page 97) and extreme
weather condition losses for home insurance.

The determination of claims outstanding is complex. This balance consists of specific
claims reserves for reported claims in addition to an estimate for claims incurred but
not reported, as some claims can take some time to emerge or develop. Actuarial
techniques are required to determine the actuarial best estimate and thus deduce the
IBNR by deducting claims already reported. The completeness and accuracy of the
data underlying the actuarial projections is a key area of focus as well.

The Directors apply their judgement, supported by quantitative and qualitative analysis
to inform their views, to set the claims outstanding reserves at a level that they consider
to be appropriate by including a margin over the actuarial best estimate, in order to
take account of current uncertainties around factors that may influence the eventual
settlement of the claims.
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Claims outstanding recoverable from reinsurers:

The valuation of claims outstanding recoverable from reinsurers is dependent on, but not
directly correlated to, the valuation of the underlying claims outstanding. In particular,
there is judgement involved in ascertaining the level of reinsurance IBNR held, which
depends on the specific terms of the reinsurance contracts in place. Additionally,
reinsurance recoveries are also subject to credit risk associated with reinsurer credit
default. Credit risk is particularly relevant for the recoveries associated with the claims
outstanding that have a long duration.

Our response
Gross claims outstanding:

— Our audit procedures included testing governance arrangements and key controls
around the internal reserving process, including controls over the setting of reserves
for reported claims and controls over the completeness and accuracy of the data
underlying the actuarial projections used to set the reserve for IBNR.

— We evaluated the competence, capabilities and objectivity of the internal and external
actuaries used by the Group, based on discussions with them, our knowledge of the
actuaries’ qualifications and the professional standards that their work is subject to,
and by providing challenge to their analysis through the procedures described below.

— We used our own actuarial specialists to assist us in our challenge of the reserving
methodology and the key assumptions used (including the discount rate and longevity
assumptions used for PPOs as well as considerations of the potential impact of
large weather losses during the period). We have assessed these assumptions for
reasonableness, through analytical procedures including claims development trends
over time, as well as consistency with prior periods. We considered the movement
in reserves relating to claims incurred in prior years to assess the reasonableness of
Directors’ past assumptions and the methodology used to estimate claims outstanding.
Where there have been changes in the methodology or key assumptions we have
assessed whether these are reasonable based on changes in the industry and the
Group’s historical claims experience, and have considered whether all changes
we would expect to see have been made. We have also considered the reasonable-
ness of the differences in methodologies, assumptions and projections between the
internal and external actuary by understanding the rationale for both approaches and
comparing the impact of these differences on the outputs In the context of materiality
for the Group financial statements.

— We benchmarked the Group’s methodology, key assumptions and projected results
(such as the ultimate loss ratios) against our expectations given our cumulative
knowledge of the sector.

— In respect of the margin that the Directors have set over the Internal actuarial best
estimate, we considered the consistency of the margin applied against developments
in the level of uncertainty over the claims. This also included critical assessment of
the quantitative and qualitative considerations made by the Directors when selecting
the specific level of margin to be held for the period as well as consideration of
industry related benchmarks.
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— We have also considered the adequacy of the Group’s disclosures over the degree
of estimation uncertainty and the sensitivity of recognised amounts to changes in
assumptions, and assessed whether the disclosures comply with relevant accounting
standards.

Claims outstanding recoverable from reinsurers:

— We evaluated and tested key controls around reinsurers’ share of claims outstanding,
including the governance process in determining reinsurance IBNR and reinsurance
credit controls.

— We used our own actuarial specialists to assist in evaluating the appropriateness
of reinsurance recoveries on IBNR by considering the historical ratios of paid and 171
reported daims, net of reinsurance recoveries to paid and reported claims, gross of
reinsurance recoveries.

— We assessed the methodology applied to calculate the allowance for reinsurance bad
debt, by reference to common approaches within the market and consistency with
prior periods. We assessed the existence of any potential indicators of credit default
issues with regard to reinsurance over reported claims through analysing aged debt
and reinsurance counterparty credit ratings.
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APPENDIX 3: LONGEST KAMS OF THE FIVE MOST COMMON KAMS
WITH INSURANCE CARRIERS

First ranked KAM if insurance carriers: Valuation of non-current assets
Valuation and impairment of intangible assets

At 31 December 2015 the group had £496.2m of goodwill and £104.3m of intangible
assets (comprising computer software and capitalised employment contracts) and
management determined there to be considerable headroom of the recoverable amount
above the net asset value for the majority of the Group’s Cash Generating Units (CGU’),
resulting in no impairment.

See significant accounting policies section within the financial statements for the
disclosures of the related accounting policies, judgements and estimates and notes
11 and 12 for detailed intangibles disclosures.

We focused on this area because the determination of whether or not certain elements
of goodwill and intangible assets were impaired involves complex and subjective
judgements by the Directors about the future results of the relevant parts of the business.
Management calculates the recoverable amount by using a value in use (“VIU”)
discounted cash flow model underpinned by key assumptions which are the terminal
growth rates and weighted average cost of capital (“WACC”) by CGU.

There has been and continues to be significant software capitalisation in the UK
Employee Benefits business, its bespoke benefits management system. The UK EB
business has experienced challenges during the year in its underlying performance. As
a result we focused our work on the valuation and potential impairment of goodwill
and software intangibles in this business.

How our audit addressed the area of focus

— We evaluated the results of management’s impairment assessment, including an
assessment of the appropriateness of the methodology used to perform this and
performed substantive testing of all inputs into their valuation such as agreeing to
approved budgets and checking historical performance against the budget.

— We considered the appropriateness of the key assumptions within management’s
valuation as follows:

« terminal growth rates in the forecasts by comparing them to economic and industry
forecasts; and

« WACC by assessing the cost of capital for the company and comparable
organisations.

— We performed sensitivity analysis around the key assumptions above to ascertain
the extent of change in those assumptions that either individually or collectively
would be required for goodwill to be impaired.
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— For computer software intangibles we performed substantive testing to check the
amount that has been capitalised is directly associated with the production of identifi-
able and unique software products that will generate economic benefits exceeding
costs beyond one year. Specifically, for the Employee Benefits bespoke system, we
obtained the model and assessed the assumptions to identify if these were realistic
based on the business plan and through a scenario based sensitivity analysis.

— For capitalised employment contracts we performed substantive testing over a
sample of contracts to ensure there were relevant performance conditions to allow
the capitalisation of the contracts.

As a result of this and our other testing we determined that the impairment assessment
performed is reasonable based on the current business plans and historical performance
for both goodwill and significant intangible items.

Second most ranked KAM of insurance carriers: Valuation
Determination of actuarial assumptions for valuation of assets and liabilities

Refer to page 68 (Audit Committee report), page 117 (Critical accounting estimates
and judgements), pages 164 to 171 (Accounting policies and notes).

The Directors’ determination of assumptions for the valuation of life insurance contract
liabilities involves complex judgements about future events, both internal and external
to the business. Changes in assumptions can result in material impacts to the valuation
of the liabilities. The methodology used can also have a material impact on the valuation
of the insurance contract liabilities.

As part of our consideration of assumptions, we gave specific focus to the annuitant
mortality assumptions used in valuing life insurance contract liabilities, given the
sensitivity of the Group’s profit to changes in these assumptions and the level of
judgement involved in setting these assumptions.

Annuitant mortality assumptions are those related to the life expectancy of annuitants
and the rate at which expectancy is likely to increase. These assumptions are driven by
past experience and assumptions about future changes which are based on the Group’s
experience, together with industry standard data tables.

Due to the magnitude of the balance and the estimates involved in the valuation, we also
considered the assumptions used in valuing pension scheme liabilities. This included
assumptions over mortality, discount and inflation rates.

Due to a regulatory change in Hong Kong, which had a material impact on the valuation
of the deferred acquisition costs of Standard Life’s Hong Kong insurance business, we
focused on the assumptions used in this valuation.

173

SIC CODE 63-64 INSURANCE CARRIERS



174

SIC CODE 63-64 INSURANCE CARRIERS

POINTS CLES DE L’AUDIT —- KEY AUDIT MATTERS (KAM) 2018

Our audit work in respect of actuarial assumptions in respect of life insurance
contract liabilities included:

— Assessing the key changes in the assumptions against regulatory and reporting
requirements and industry standards.

— Obtaining audit evidence in respect of the key controls over the key actuarial
models, data collection and analysis and the assumptions setting processes used by
management, evaluating their design and implementation and testing their operating
effectiveness.

— Benchmarking management’s assumptions in the UK against over 25 of the largest
life insurers in the UK which were included in PwC’s independent benchmarking
survey. This allowed us to compare the assumptions used relative to those used by
the Group’s industry peers.

Specifically, for annuitant mortality assumptions:

— Evaluating the choice of the industry standard Continuous Mortality Investigation
(‘CMI’) model against the outputs of management’s internal cause of death model,
wider market data from benchmarking and regulatory feedback.

Our audit work in respect of methodologies used in the valuation of life insurance
contract liabilities included:

— Challenging management’s methodology, focusing on changes to methodology in
the year, by applying our industry knowledge and experience to compare whether the
methodology and / or changes are in compliance with recognised actuarial practices
and regulatory and reporting requirements.

Our audit work in respect of actuarial assumptions in respect of pension scheme
liabilities included:

— Testing management’s discount rate by creating an independent discount rate
expectation based on our knowledge of the Standard Life pension scheme and
other schemes of a similar nature.

— Benchmarking management’s key assumptions (pensioner and non-pensioner
mortality, spread between RPI and CPI and inflation rate premium) against over
50 companies which were included in PwC’s independent benchmarking survey.
This allowed us to compare the assumptions used relative to those used by other
companies.

We determined based on our audit work that the assumptions used are in line with
financial reporting requirements and industry accepted practice and reflect the nature
of the value of the Group’s pension scheme.
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Our audit work in respect of the valuation of the deferred acquisition costs of
Standard Life’s Hong Kong insurance business included:

— Challenging management’s assumptions by applying our industry knowledge and
experience to compare whether the assumptions are in time with industry accepted
practice and relevant regulatory and reporting requirements.

We determined that the assumptions used in the valuation appropriately reflected the
change in circumstances.

Third most often ranked KAM of insurance carriers: Provisions
Completeness and valuation of litigation provisions
The litigation provision as at 31 December 2015 is £18.2 million (2014: £5.6 million).

See significant accounting policies section within the financial statements for the
disclosures of the related accounting policies, judgements and estimates and note 23 for
detailed provision disclosures.

We focused on this area because of the inherent uncertainty that surrounds litigation
provisions in relation. to potential and actual claims where clients or third parties believe
there has been fault in the services provided and consequently the judgemental nature
in estimating the level of provision required.

How our audit addressed the area of focus

— We assessed the Directors’ process for the identification and evaluation of provisions
for the Group’s potential and outstanding litigation.

— We obtained a list of external legal counsels that are used by JLT and sent a sample
of confirmations to these parties to identify any unknown litigations.

— We reviewed the legal costs to check the completeness of this list and understand if
there was litigation we were not aware of through management’s process.

— We reviewed the adequacy of the disclosures and the provisions by considering
the status of the known and potential claims back to appropriate documents. We
understood the underlying assumptions, rationale and sensitivities having regard to
the potential for bias.

As aresult of this we determined that the overall provision is appropriate. Management
has provided for the costs on the basis of the most recent information. The nature of
the provisions, being determined on an assessment of legal outcomes, means any
final settlement is subject to significant uncertainty. The results could differ, possibly
materially, from the amounts provided.
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Fourth most often ranked KAM of insurance carriers: Taxation and regulation

Insurance liabilities (provision for losses and loss adjustment expenses)
£12,191 million (2014 £13,266 million)

Refer to page 61 (Group Audit Committee Report) page 109 (accounting policy) and
pages 155 to 160 (financial disclosures).

Insurance liabilities represent the single largest liability for the Group Valuation of these
liabilities is highly judgemental and requires a number of assumptions to be made that
have high estimation uncertainty. This is particularly the case for those liabilities that
are recognised in respect of claims that have occurred but have not yet been reported
to the Group.

Certain lines of business also contain greater inherent uncertainty for example those
where claims emerge more slowly over time or where there is greater variability in
claim settlement amounts. This includes Abuse Asbestos and Deafness classes UK
Professional and Financial Risk Classes the Danish Workers Compensation class the
Swedish Personal Accident classes the Canadian Gene-al Liability dais and classes of
bus ness affected by emerging industry issues such as the impact of Periodic Payment
Orders (which are akin to annuities with longevity and inflation risk) on UK motor
business.

Small changes in the assumptions used to value the I abilities particularly those relating
to the amount and timing of future claims can lead to material impacts on the valuation
of insurance liabilities. The key assumptions that drive the reserving calculations include
loss ratios, estimates of the frequency and severity of claims and where appropriate
the discount rates for longer tail classes of business by territory and line of business

The valuation of insurance liabilities depends on accurate data about the volume amount
and pattern of current and historical claims since they are often used to form expectations
about future claims if the data used in calculating insurance liabilities or for forming
judgements over key assumptions is not complete and accurate then material impacts
on the valuation of insurance liabilities may arise.

Finally, a margin is added to the actuarial best estimate of insurance liabilities to provide
for the risk of adverse development in the claims recognised. The appropriate margin
to recognise is a judgement taken by management, based on the perceived uncertainty
and potential for volatility in the underlying claims. As such, it is a subjective estimate.

As a result of all of the above factors insurance liabilities represent a significant risk
for the Group.
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Response
Our audit procedures included

— The evaluation and testing of key controls around the claims handling and case
reserve setting processes of the Group. We examined evidence of the operation of
controls.

— Valuation of individual claims reserves such as large loss review controls and internal
peer reviews (whereby second reviewers examine documentation supporting claims
case reserves and consider if the amount recorded in the financial statements is
valued appropriately).

— Checking samples of claims case reserves through comparing the estimated amount
of the case reserve to appropriate documentation such as reports from loss adjusters.

— The evaluation and testing of key controls designed to ensure the integrity of the
data used in the actuarial reserving process (including both current and prior year
case reserve data).

— Re-performing reconciliations between the claims data recorded in the policy
administration systems and the data used in the actuarial reserving calculations.

In addition, with the assistance of our actuarial specialists we assessed the key
assumptions and reserving methodologies driving trio value of the insurance liabilities.

To do this we:

— compared the assumptions to expectations based on the Groups historical experience,
current trends and tsar own industry knowledge including information relating to
forthcoming legislation that may impact claims settlement speed or amount.

— evaluated the level of prudence applied and compared this to pier periods

— used our industry knowledge to benchmark the Group’s reserving methodologies
assumptions and estimates of losses; and

— reviewed sensitivity analyses over key judgements and assumptions, such as the
discount rates for longer tail classes of business and Periodic Payment Order
projections.

— independently re-projected the reserve balances for certain classes of business.

— evaluated the governance around the overall Group reserving process including the
scrutiny applied by the Local Regional and Group Reserving committees as well as
Group level actuarial reviews. We assessed qualifications and experience of those
responsible and examined the output of the reviews to assess the scope and depth
of these processes. Our evaluation of the methodologies and key assumptions for
the most significant and subjective classes of business enabled us to assess the
quality of the challenge applied through the Groups reserving process. This included
evaluating the appropriateness of the Reserve committees determination of the
appropriate margin to be applied to the actuarial best estimate of insurance liabilities.
In particular, we considered for the allowance for uncertainties inherent in the data
and assumptions inherent in developing the actuarial best estimate.

— finally we also assessed the Group’s disclosure In relation to insurance liabilities
including the discount rate and historic claims development.
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Fifth most often ranked KAM of insurance carriers: Revenue recognition
Complex and judgemental areas of revenue recognition

See significant accounting policies. section within the financial statements for the
disclosures of the related accounting policies, judgements and estimates.

Revenue is the largest balance in the group financial statements. The Group has a number
of revenue streams within which the timing and extent of revenue recognition is more
complex or judgemental. For example, revenue streams with ongoing performance
conditions, long term revenue streams which generate significant accrued income
balances and third-party revenue sharing arrangements which create the potential for
incorrect calculation of revenue. Our audit covers the completeness, cut-off, occurrence
and accuracy assertions.

We also look at revenue streams where the processing is manual rather than system-
driven and as a result is more at risk of misstatement due to fraud or error.

How our audit addressed the area of focus

— We updated our understanding of the key internal controls over the revenue streams
and tested the relevant controls in place to obtain comfort over the cut off, occurrence
and accuracy of revenue around the Group.

— We tested the timing of revenue recognition and whether the Group appropriately
recorded revenue taking into account contractual terms and performance obligations
to customers by enquiry and detailed sample testing.

— We tested a sample of revenue transactions (using substantive and data auditing
techniques back to contracts) and performed substantive testing over accrued and
deferred revenue including evaluating the appropriateness of the key assumptions by
considering the accuracy of prior year estimates against the current year realisation
which did not identify unusual or irregular items.

— We obtained unusual or complex arrangements around the Group, such as third party
pay away arrangements and assessed them to ensure there is appropriate revenue
recognition in line with the Group accounting policy, IFRS and the terms of the
contract. This is particularly prevalent in the Asian business.

Revenue recognition on judgemental, complex or unusual transactions is consistent
with the Group accounting policy, IFRS and supporting documents.
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APPENDIX 4: FOR THE NON-TOP 5 KAMS THE NAME OF THE FIRM
WITH THE LONGEST KAM WITH INSURANCE CARRIERS

KAM Insurance carriers
Goodwill LANCASHIRE HLDGS
Internal controls STANDARD LIFE PLC

Other

DIRECT LINE INSURANCE GRP

Valuation of current assets

ESURE GROUP PLC (2)

IT PHOENIX GROUP HLDGS
Employee benefits RSA INSURANCE GROUP PLC
Acquisitions PRUDENTIAL PLC

Financial instruments STANDARD LIFE PLC
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167. Out of the 350 constituents of the FTSE 350, 10 are active in the real estate industry.
Our dataset contains information about 7 of these companies. The real estate industry
is smaller than the average industry as the average industry size in the FTSE 350 is
19.44 firms.

10.1. NUMBER AND LENGTH OF KAM

168. Table 1 gives an overview of the number of KAM included in the auditor’s report.
This table presents the following descriptive statistics: median, mean value, quantiles
and the standard deviation of the number of KAMs.

Table 1: Number of KAM in the real estate industry

Obs | Mean |[Std. Dev.] Min Q1 Q2 Q3 Max
Number of KAM 7 3.57 1.40 2 2 4 4 6
first year
Number of KAM 7 3.57 1.81 2 2 3 6 6
second year
Number of KAM 7 3.00 1.83 1 2 2 5 6
third year
Number of KAM | 21 3.38 1.63 1 2 3 4 6
all years

169. Looking at the total sample period of 3 years we observe that the median number of
KAM equals 3. The median of KAMs is not constant over time and decreases every year.
It should be noted that the variance is high (1.63), indicating that the absolute number
of KAMs significantly varies between the different companies. The high variance in
the number of KAMs between companies can also be observed from comparing the
minimum and the maximum value. While the KAM section of some firms is limited
to discussing only 1 KAM, some firms receive up to 6 KAMs.

170. Figure 1 shows the distribution of the number of KAMs. When inspecting the
histogram, we can see that the number of KAMs most often included in the report
equals 2. It should be noted that although the median amount of KAMs equals 3, not
a lot of firms do receive 3 KAMs.



Frequency
4
1

171. Table 2 presents the descriptive statistics for the length of the KAM section, i.e. the
number of words written in the KAM section. This table is structured in a similar way
as Table 1 and contains: the median, mean, the minimum, the maximum, the quantiles
and the standard deviation of the length of the KAM section.

Table 2: Descriptive statistics of the length of the KAM section in the real estate industry

KERNPUNTEN VAN DE CONTROLE - KEY AUDIT MATTERS (KAM) 2018

4
Number of KAM

Figure 1: Histogram of the number of KAM in the real
estate industry over the three-year period

Obs | Mean |Std.Dev.] Min Q1 Q2 Q3 Max
Length first year 7 664 147.78 370 612 688 790 808
Length second 7 1305 | 665.04 732 874 969 1824 | 2571
year
Length third year 7 1258 | 683.34 642 649 1070 2055 2363
Length all years 21 1076 | 607.15 370 688 872 1154 2571

172. Table 2 shows that the number of words of the KAM section equals on average
1076 words (median value of 872 words) using the three years as the sample period.
We also observe a high variance between the minimum and the maximum value of the
KAM length (between 370 words and 2571 words).
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173. Although the number of KAM decreases, the length shows a strong increase over
the three years. Table 2 shows that the average length of the KAM section increases
from the first to the second year and decreases slightly from the second to the third
year. Given the number of KAM is decreasing over time (see Table 1), this illustrates
that the average length of a KAM discussed in the real estate industry increases from
186 in the first year to an average of 419 words in the third year.

174. Comparing the minimum and the maximum values of KAM however seems to
suggest that there exists a high variance in the length of the KAM section although this
variance will also be influenced by the difference in the number of KAMs discussed
(1 to 6, see Table 1).
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10.2. TYPE AND SEQUENCE OF KAM

175. While we already know that a median company active in the real estate industry
discloses 3 KAMs (i.e. 71 KAMS in total for the 21 firm year observations) with an
average length of 1076 words, Table 3 provides information about the top 4 of the
KAMSs most often disclosed in the audit report.

176. It is clear that the KAM most often disclosed is valuation of non-current assets
(23.94%) followed by taxation and regulation (18.31%), revenue recognition (16.90%)
and valuation of current assets (8.45%). The category ‘Other’ includes KAM such as
acquisitions, provisions, impairment, ... A detailed overview of the different types of
KAM can be found in Appendix 1.

177. Looking at changes over time, we observe that the relative importance of a valuation
of non-current assets (from 24.00% to 28.57%), valuation of current assets (from 16.00%
to 19.05%) and taxation and regulation (from 4.00% to 14.29%) KAM increases over
time, while the occurrence of revenue recognition decreases (from 20% to 14.29%).

178. Linking the information about the type of KAM to the number of KAM (in
Table 1), while the number of KAM decreases, the content of the KAM discussion
section changes over time with more emphasis on valuation of current and non-current
assets, taxation and regulation and less emphasis on revenue recognition.

Table 3: Type of KAM most often disclosed in the real estate industry

KAM First year | Second year | Third year | All years
Most disclosed Valuation of 24.00% 20.00% 28.57% 23.94%
non-current assets
Second most Taxation & 16.00% 20.00% 19.05% 18.31%
disclosed regulation
Third most Revenue 20.00% 16.00% 14.29% 16.90%
disclosed recognition
Fourth most Valuation of 4.00% 8.00% 14.29% 8.45%
disclosed current assets
Fifth most Other 36.00% 36.00% 23.8% 32.4%
disclosed

179. As the sequence of the KAM (first, second, third, ...) can also provide information
about the importance of the KAM, Table 4 discusses the sequence of the three most
common KAMs in the industry.
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Table 4: Sequence of the five KAMs most often discussed in the real estate industry

First Second Third Fourth Fifth Sixth

KAM KAM KAM KAM KAM KAM KAM

Valuation of non-current 88.24% 5.88% 5.88% 0.00% 0.00% 0.00%
assets

Taxation & regulation 0.00% | 46.15% 15.38% | 23.08% 0.00% | 15.38%
Revenue recognition 25.00% 8.33% | 25.00% 16.67% 8.33% 16.67%
Valuation of current 0.00% | 66.67% 0.00% 0.00% | 33.33% 0.00%
assets

Other 13.04% | 34.78% | 26.09% 17.39% 8.70% 0.00%

180. Valuation of non-current assets is the most important KAM discussed in the KAM
section (see Table 3) and, if mentioned, it most often appears first in the KAM section.
Similarly, taxation and regulation is the second most often mentioned KAM and, if
mentioned, will most likely occur as the second KAM in the report (see Table 3). Finally,
important to note is that revenue recognition also appears as fifth or sixth KAM in the
KAM section, which probably indicates that they are added to be complete (probably
also explained by the ISA standards).

Materiality

181. Table 5 reports the descriptive statistics related to the materiality base used as
well as the percentage of the materiality level used. Table 5 shows that profit before
tax is the measure most often used (42.86%). The table also shows that 28.57% uses
total assets and 14.29% uses net assets and equity as a base.

182. Looking at the materiality level used, Q1 shows that the materiality most often
used in the real estate industry equals 5%.

Table 5: Applied materiality level in the real estate industry

Materiality level used (%)
Base Obs Fr:l(llu;ncy ct Std
€base | Mean | Min. | Q1 | Q2 | Q3 | Max.
Dev.
1| Profit before 9 42.86 498 | 0.12 | 4755 5 5 52
tax
2| Total assets 6 28.57 0.78 | 025 | 0.5 | 0.5 0.85] 1 1
3| Net assets 3 14.29 2 0 2 2 2 2 2
4 | Equity 3 14.29 1 0 1 1 1 1 1
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10.3. SUMMARY OF THE MAIN FINDINGS IN THE REAL ESTATE
INDUSTRY

183. In the real estate industry the median number of KAM mentioned is 3 with an
average length of 319 words per KAM. While the number of KAM decreases over
the three years studied, the content of the KAM section changes with more emphasis
on valuation of non-current assets and taxation and regulation and less emphasis on
revenue recognition. Valuation of non-current assets is the most important KAM and,
if mentioned, it appears first in the KAM section. This can definitely be explained by
the characteristics of the industry. Finally, descriptive statistics show that profit before
taxes is the materiality basis used and the average materiality percentage equals 5%.

184. From the comparison with the total sample, we observe that real estate is an
industry with an amount of KAMs lower than the whole sample.

Table 6: Summary table of the main findings in the real estate industry

Real estate Total sample

Number of KAM (median) 3 4
Length per KAM 319 305
Most common type of KAM 1. Valuation of non-current 1. Revenue recognition

assets
2. Taxation & regulation

3. Revenue recognition
4. Valuation of current assets
5. Acquisitions

2. Valuation of non-current
assets

3. Taxation & regulation

4. Goodwill

5. Provisions
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APPENDIX 1: FREQUENCY TABLE OF THE KAMS DISCLOSED IN THE
REAL ESTATE INDUSTRY

Table 7: Frequency table of the different types of KAM
(three-year period) in the real estate industry

KAM Frequency Percentage
Valuation of non-current assets 17 23.94
Taxation & regulation 13 18.31
Revenue recognition 12 16.90
Valuation of current-assets 6 8.45
Acquisitions 5 7.04
Other 4 5.63
Provisions 3 423
Goodwill 3 423
Internal controls 3 4.23
Financial instruments 2 4.23
Business combination 1 1.41
Valuation 1 1.41
Presentation and disclosure 1 1.41
Total 71 100




KERNPUNTEN VAN DE CONTROLE - KEY AUDIT MATTERS (KAM) 2018

APPENDIX 2: EXAMPLE OF THE LONGEST KAM IN THE REAL ESTATE
INDUSTRY

Capital & Counties Properties plc (2015 — Valuation of non-current assets, 669 words)

Area of focus: Valuation of investment and development properties

Refer to pages 62 to 64 (Audit Committee Report), pages 102 to 106 (Principal
Accounting Policies) and pages 102 to 142 (Notes to the accounts).

The valuation of the Group’s investment and development properties is the key
component of the net asset value and underpins the Group’s result for the year. The result
of the revaluation this year was a gain of £454m (2014 2454m), which is accounted for
within ‘Gain on revaluation and sale of investment and development property’ and is a
significant component of total consolidated income. The Group’s properly portfolios,
which comprise investment property (including, retail, restaurants, offices, exhibition
and residential) and development property located in central London are not uniform
in nature, and therefore a number of different assumptions are made by the Group’s
external valuers in determining fair value.

— Investment properties — The valuation of investment properties (principally Covent
Garden) is inherently subjective, due principally to the individual nature of each
property (including its location) which heavily influences the future rental it is
expected to generate. The assumptions on which the property values are based are
influenced by tenure and tenancy details for each property, prevailing market yields
and comparable market transactions.

— Development properties — the valuation of development property is also inherently
subjective Development properties (principally Earls Court}, are valued using the
residual appraisal method (i.e. by estimating the fair value of the completed protect
using either a sales comparison or income capitalisation method less estimated costs
to completion and market based profit margin providing a return on development
risk).

The valuations were carried out by third party valuers, Jones Lang LaSalle and CB
Richard Ellis (the “Valuers”). They were engaged by the Directors, in accordance with
the RICS Valuation — Professional Standards (“RIM The Valuers used by the Group are
well-known firms, with considerable experience of the Group’s market.

The fact that only a small percentage difference in individual property valuations, when
aggregated, could result in a material misstatement, warrants specific audit focus on
this area.

How our audit addressed the area of focus

Experience of Valuers and relevance of their work

We read the Valuers’ reports from CB Richard Ellis and Jones Lang LaSalle, who
between them, value the entire property portfolio. We confirmed that the approaches
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used were consistent with RICS and the requirements of IRS. We assessed the Valuers’
competence and capabilities and read their terms of engagement with the Group,
determining that there were no matters that affected their independence and objectivity
or imposed scope limitations upon them.

Data provided to the Valuers

Far investment and development properties we sample tested data provided to the
Valuers by management and found that it was accurate and reliable. This data included
tenancy schedules, capital expenditure details, cost schedules and square footage details
which we agreed back to appropriate supporting documentation. For development
properties we agreed that the planned schemes being valued were consistent with the
actual planned developments and, where appropriate, had achieved planning consents

Assumptions and estimates used by the Valuers

We met with the Valuers independently of management and challenged the valuation
methods and assumptions used. The nature of assumptions used varied across the
portfolio depending on the nature of each property but they included estimated capitol
values, investment yields, construction costs and developers’ margins. In each of
these areas, and on a sample basis, we compared the estimates and assumptions used
by the Valuers against our own expectations, using evidence of comparable market
transactions. Where we identified estimates and assumptions that were outside the
typical ranges used, we discussed these with the Valuers to understand the rationale
and then assessed, based on all the available evidence and our experience in this sector,
whether the use of the estimate or assumption was justified

Our testing which involved the use of our internal real estate valuation specialists,
qualified chartered surveyors with deep market knowledge, indicated that the estimates
and assumptions used were appropriate in the context of the Group’s property portfolios.



KERNPUNTEN VAN DE CONTROLE - KEY AUDIT MATTERS (KAM) 2018

APPENDIX 3: LONGEST KAMS OF THE FIVE MOST COMMON KAMS IN
THE REAL ESTATE INDUSTRY

First ranked KAM in the real estate industry: Valuation of non-current assets
Valuation of investment and development properties

Refer to pages 62 to 64 (Audit Committee Report), pages 102 to 106 (Principal
Accounting Policies) and pages 102 to 142 (Notes to the accounts)

The valuation of the Group’s investment and development properties is the key
component of the net asset value and underpins the Group’s result for the year the result
of the revaluation this year was a gain of £454m (2014 2454m), which is accounted for
within ‘Gain on revaluation and sale of investment and development property’ and is a
significant component of total consolidated income. The Group’s properly portfolios,
which comprise investment property (including, retail, restaurants, offices, exhibition
and residential) and development property located in central London are not uniform
in nature, and therefore a number of different assumptions are made by the Group’s
external valuers in determining fair value.

—Investment properties - The valuation of investment properties (principally Covent
Garden) is inherently subjective, due principally to the individual nature of each property
(including its location) which heavily influences the future rental it is expected to
generate the assumptions on which the property values are based are influenced by
tenure and tenancy details for each property, prevailing market yields and comparable
market transactions

—Development properties - The valuation of development property is also inherently
subjective. Development properties (principally Earls Court) are valued using the
residual appraisal method (i.e. by estimating the fair value of the completed protect
using either a sales comparison or income capitalisation method less estimated costs
to completion and market based profit margin providing a return on development risk).

The valuations were carried out by third party valuers, Jones Lang LaSalle and CB
Richard Ellis (the “Valuers”( They were engaged by the Directors, in accordance with
the RICS Valuation — Professional Standards (“RIM The Valuers used by the Group
are well-known firms, with considerable experience of the Group’s market).

The fact that only a small percentage difference in individual property valuations, when
aggregated, could result in a material misstatement, warrants specific audit focus on
this area.
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How our audit addressed the area of focus

Experience of Valuers and relevance of their work

We read the Valuers’ reports from CB Richard Ellis and Jones Lang LaSalle, who
between them, value the entire property portfolio. We confirmed that the approaches
used were consistent with RICS and the requirements of IRS. We assessed the Valuers’
competence and capabilities and read their terms of engagement with the Group,
determining that there were no matters that affected their independence and objectivity
or imposed scope limitations upon them.

Data provided to the Valuers

Far investment and development properties we sample tested data provided to the
Valuers by management and found that it was accurate and reliable. This data included
tenancy schedules, capital expenditure details, cost schedules and square footage details
which we agreed back to appropriate supporting documentation. For development
properties we agreed that the planned schemes being valued were consistent with the
actual planned developments and, where appropriate, had achieved planning consents.

Assumptions and estimates used by the Valuers

We met with the Valuers independently of management and challenged the valuation
methods and assumptions used. The nature of assumptions used varied across the
portfolio depending on the nature of each property but they included estimated capitol
values, investment yields, construction costs and developers’ margins. In each of these
areas, and on a sample basis, we compared the estimates and assumptions used by the
Valuers against our own expectations, using evidence of comparable market transactions
Where we identified estimates and assumptions that were outside the typical ranges
used, we discussed these with the Valuers to understand the rationale and then assessed,
based on all the available evidence and our experience in this sector, whether the use
of the estimate or assumption was justified.

Our testing which involved the use of our internal real estate valuation specialists,
qualified chartered surveyors with deep market knowledge, indicated that the estimates
and assumptions used were appropriate in the context of the Group’s property portfolios.

Second most ranked KAM in the real estate industry: Taxation and regulation
Taxation

Refer to pages 62 to 64 (Audit Committee Report), pages 102 to 106 (Principal
Accounting Policies) and pages 102 to 142 (Notes to the accounts).

Tax is a specific risk for the Group due to the degree of judgement involved in some of
the ongoing activities of the Group and the wider Group restructuring. This gives rise to
material tax considerations on the calculation, recognition, and classification of current
and deferred tax balances from both a tax compliance and accounting perspective.
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Judgements are mode by management to arrive at the current and deferred tax position.
These judgements include the impact of the transfer of investment properties and the
Group holding structure.

How our audit addressed the area of focus

We assessed the principal assumptions and judgements mode in arriving at the current
and deferred tax position by using our experience of similar matters in the industry.

We used our tax specialists to evaluate tax provisions and potential exposures as at
31 December 2015, challenging the Group’s assumptions and judgements through our
knowledge of the tax circumstances and by reading relevant correspondence between the
Group and Her Majesty s Revenue & Customs and the Group’s external tax advisors.

Our testing did not identify any matters that the Directors had not adequately reflected
in their calculation of the necessary current and deferred tax provisions.

Third most often ranked KAM in the real estate industry: Revenue recognition
Revenue recognition (£192,129,000)

Refer to pages 36 to 37 (Corporate governance report), page 91 (accounting policy)
and pages 94 to 95 (financial disclosures).

The risk — Revenue primarily consists of subscription fees and customer spend on
additional advertising products in respect of properties listed on Rightmove Co. UK and
is recognized over the period of subscription or as additional advertising products are
used. Individual contracts exist with each customer, which include a variety of differing
terms and conditions. Given the variety of individual contract terms and that revenue is
the most material figure in the financial statements, we consider a significant risk exists
in relation to revenue recognition specifically that the billing of customers is not in line
with the contract terms, with resulting revenue not being recognized appropriately.

Our response

Our audit procedures included testing the design, implementation and operating effec-
tiveness of the Group’s controls over the billing of customers in line with contract
terms and product usage. For Agency, New Homes and Overseas, which cover 95% of
revenue recognized to the year, we performed detailed procedures using computer
assisted audit techniques to analyse the amounts billed to customers by product in
order to identify and investigate any anomalies and outliers. We considered whether
amounts billed had been recognized as revenue in the correct accounting period by
comparing the period of subscription or usage of additional advertising products to the
timing of revenue recognition. We inspected significant contracts signed in the year on
a sample basis to assess whether revenue has been recognized in accordance with the
specific contract terms and conditions and relevant accounting standards. We assessed
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the appropriateness of deferred revenue at the period end with reference to subscription
fee billings in December and specific product deferrals, where amounts are billed in
advance but revenue recognition deferred until use or expiry. We also considered the
adequacy of the Group’s accounting policy and disclosures (see Notes 1, 2 and 5)
in respect of revenue recognition, and whether disclosures properly reflect the risks
inherent in recognizing revenue.

Our findings: Our testing did not identify weaknesses in the design and operation of
controls that would have required us to expand the extent of our planned detailed testing.
Our computer assisted audit techniques did not reveal any differences for which we were
unable to appropriate explanation. We found that revenue was recognized in respect
of the significant contracts selected for testing in line with the underlying contractual
terms and we found no errors in the Group’s calculation of deferred revenue at the
yearend. We found the group’s disclosures to be proportionate in their description of
the assumptions and estimates made by the group.

Fourth most often ranked KAM in the real estate industry: Valuation of current assets
Valuation of inventories

The Group’s accounting policy on inventory is disclosed on page 112 and further
details of inventory in note 12 The Group’s inventory balance of £183 7m includes
assets for resale (those being actively marketed) and properties being developed with
a view to sale.

The Group has continued to use its own internal appraisal monitoring process during the
year to assess the net realisable value (NRV) of those properties held within inventories
through the preparation of appraisals for each site which calculate forecast revenues
and costs.

The risk here is that the NRV could be overstated by using inappropriate forecast
revenue and forecast cost to complete.

Moreover, management appraisals also include a number of judgements, assumptions
and estimates regarding future costs and revenues. Given the quantum of the inventories
balance recorded by the Group in its Financial Statements, a misstatement in this balance
could have a material impact on the Financial Statements as a whole. At 30th November
2015, a limited proportion of inventory included on the Balance Sheet (mainly income
generating inventory) is valued externally — this involves significant judgements as
demonstrated under valuation of investment property.

The risk also involves proper classification and valuation of inventory items transferred
to and from investment properties on a change in use of the property.
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How our audit addressed the area of focus

We identified the various components of the Group’s inventories and we sampled
the balance of £183.7m and challenged management’s appraisal documentation for a
representative sample of £45m. We have challenged whether the expected revenues
in site appraisals have been updated to reflect the cost and yields seen on similar
assets in the investment property portfolio and challenged the key assumptions within
the appraisals to supporting evidence through test of the management forecasts and
valuation reports. Where a site has been appraised by management over a period of
time, we have also sought to understand the changes to assumptions over time. In
addition we have also reviewed a sample of marketed sites and post year-end sales
prices to assess whether any inventory held is marketed below its valuation, challenged
the lack of NRV write-downs identified in the current period and challenged whether
evidence exists to reverse NRV write-downs recorded in prior periods through review
of documentation supporting the status of the project and management’s plans, and for
a representative sample of income generating sites valued by the external valuers we
assessed valuation yields used in appraisals for developments against yields used on
the investment property portfolio in line with the work set out above on valuation of
investment properties. Our real estate experts assisted us in this review.

For a representative sample we tested properties which have been transferred from
investment property to inventories and from inventories to investment property during
the year based on the documents, supporting management’s plans for future use of the
property, both to assess whether those transfers met the IFRS transfer criteria, and also
that the properties transferred to inventories are properly valued.

Fifth most often ranked KAM in the real estate industry: Acquisitions

Accounting for the acquisition of Smiths Gore and SEB Refer to page 49 (Audit
Committee Report), page 86 (Significant Accounting Policies) and pages 115 and
116 (Notes).

During the year, the Group made a number of acquisitions including Smiths Gore in
the UK, SEB Asset Management in Germany and Cooper Brady Partners in the US.
On grounds of materiality, we considered the acquisition of Smiths Gore, a UK-based
rural property management business, for total consideration of up to £33.1 m, and the
acquisition of SEB, a European fund manager, for total consideration of £11.3m, to
be the most significant.

The goodwill arising on the acquisitions of Smiths Gore and SEB is considered under
the goodwill area of focus.

Accounting for the acquisitions required a provisional fair value exercise, including
identifying and valuing separately identifiable intangible assets. The process of valuing
the intangible assets can be a particularly subjective process.
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Fair value adjustments

Management did not identify any additional exposures during either due diligence
process that had not already been recorded at the balance sheet date and management
recorded all the other assets and liabilities acquired at their fair values in the completion
balance sheets.

Under IFRS, the fair values of the acquired assets and liabilities are provisional and
can be revised within the measurement period of one year from the date of acquisition.

Valuation of identifiable intangibles

Management identified customer relationships as the only separately identifiable
intangible asset on acquisition of Smiths Gore, with a carrying value of £7.0m at
31 December 2015.

Management considered customer relationships to have an expected economic life of
15 years, based on the typical longevity of customer relationships within the business.
Management identified institutional customer relationships as the separately identifiable
intangible asset on acquisition of SEB, with a carrying value of £0.9m at 31 December
2015.

How our audit addressed the area of focus

Fair value adjustments

We assessed the completeness of the fair value assessment made by management against
our own expectations, formed from reading the due diligence reports prepared during
the acquisition and our audit work on the completion balance sheet with respect to the
fair value of assets acquired.

Based on our understanding of the respective businesses, reading the SPA and our
knowledge and experience of the industries in which they operate, we determined that
management’s analysis appropriately reflected the fair value exercises and that the
relevant intangible assets had been identified.

Valuation of identifiable intangible assets

We looked in detail at the work performed on the purchase price allocations by manage-
ment’s external experts, to test the valuation placed on the separately identifiable
intangibles.

We evaluated the professional competence and objectivity of those experts and
challenged the key assumptions by sensitizing the following:

— The growth rates used and expected economic life of customer relationships in the
valuation of customer relationships in Smiths Gore;
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— The revenue projections and forecast margin assumptions underpinning the valuation
of institutional customer relationships in SEB, and the expected remaining useful
life; and

— The relevant discount rates applied to the valuation of the identified intangible assets
in both Smiths Gore and SEB.

In doing so, we ascertained the extent of change that would be required for the fair
value to be materially misstated and determined that the evidence was that such changes
were not sufficiently possible.
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APPENDIX 4: FOR THE NON-TOP 5 KAMS THE NAME OF THE FIRM
WITH THE LONGEST KAM IN THE REAL ESTATE

INDUSTRY
KAM Real estate
Other ST MODWEN PROPERTIES PLC
Provisions SAVILLS PLC
Goodwill SAVILLS PLC
Business combination UNITE GROUP PLC




CHAPTER 11

SIC CobE 67 HOLDING AND OTHER INVESTMENT
OFFICES



200

SIC CODE 67 HOLDING AND OTHER INVESTMENT OFFICES

POINTS CLES DE L’AUDIT —- KEY AUDIT MATTERS (KAM) 2018

185. Out of the 350 constituents of the FTSE 350, 62 are active as holdings and other
investment offices. Our dataset contains information about 38 of these companies.
Holding and other investment offices is the third biggest industry in the sample.

11.1.  NUMBER AND LENGTH OF KAM

186. Table 1 gives an overview of the number of KAM included in the auditor’s report.
This table presents the following descriptive statistics: median, mean value, quantiles
and the standard deviation of the number of KAMs.

Table 1: Number of KAM of the holding and other investment offices

Obs | Mean |[Std. Dev.] Min Q1 Q2 Q3 Max
Number of KAM | 38 2.66 0.99 1 2 3 3 5
first year
Number of KAM | 38 2.58 0.98 1 2 2 3 5
second year
Number of KAM | 38 247 0.76 1 2 2 3 4
third year
Number of KAM | 114 2.57 0.91 1 2 2 3 5
all years

187. Looking at the total sample period of three years we observe that the median
number of KAM equals 2. The median of KAMs decreases from the first to the second
year and remains constant afterwards. The variance in the number of KAMs is rather
limited (0.91). While the KAM section of some firms is limited to discussing only
1 KAM, some firms receive up to 5 KAMs.

188. Figure 1 shows the distribution of the number of KAMs. When inspecting the
histogram, we can conclude that the variance is rather limited with the number of KAMs
most often included equals 2.
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Figure 1: Histogram of the number of KAM of the holding and
other investment offices over the three-year period

189. Table 2 presents the descriptive statistics for the length of the KAM section, i.e. the
number of words written in the KAM section. This table is structured in a similar way
as Table 1 and contains: the median, mean, the minimum, the maximum, the quantiles
and the standard deviation of the length of the KAM section.

Table 2: Descriptive statistics of the length of the KAM section
of holding and other investment offices

Obs | Mean |Std. Dev.] Min Q1 Q2 Q3 Max
Length first year 38 383 226 48 239 372 622 770
Length second 38 750 469 55 415 720 781 2165
year
Length third year | 38 872 482 232 534 785 1071 2068
Length all years 114 668 456 48 355 623 781 2165

190. Table 2 shows that the number of words of the KAM section equals on average
668 (median value of 623 words) using the three years as the sample period. We do
observe a high difference between the minimum and the maximum value of the KAM
length (between 48 words and 2165 words).

N
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191. In spite of a decrease in the number of KAM, the length shows a strong increase
over the three years. Table 2 shows that the average length of the KAM section increases
every year, with the biggest growth happening from the first to the second year. Given
the number of KAM decreases over time (see Table 1), this illustrates that the average
length of a KAM increases from 284 in the first year to an average of 353 words in
the third year.

192. Comparing the minimum and the maximum values of KAM however seems to
suggest that there exists a high variance in the length of the KAM section although this
variance will also be influenced by the difference in the number of KAMs discussed
(1to 5, see Table 1).
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11.2. TYPE AND SEQUENCE OF KAM

193. While we already know that a median company active as a holding or other
investment office discloses 2 KAMs (i.e. 293 KAMS in total for the 114 firm year
observations) with an average length of 668 words, Table 3 provides information about
the top 4 of the KAMs most often disclosed in the audit report.

194. It is clear that the KAM most often disclosed is valuation of non-current assets
(47.78%) followed by revenue recognition (28.67%), acquisitions (5.12%) and internal
controls (5.12%). The category ‘Other’ includes KAM such as taxation and regulation,
provision, impairment, ... A detailed overview of the different types of KAM can be
found in Appendix 1.

195. Looking at changes over time, we observe a strong increase in the occurrence of
revenue recognition KAMs (from 19.80% to 36.17%), while the occurrence of valuation
of non-current assets slightly decreases but remains highly relevant (from 48.51% to
47.87%). The presence of acquisition KAMSs remains stable (from 4.95% to 5.32%),
while the internal control KAMs completely disappear in the third year (from 12.87%
to 0.00%). This disappearance could illustrate that firms pay attention to the content
of the KAM section and take the necessary actions when needed.

196. Linking the information about the type of KAM to the number of KAM (in
Table 1), while the number of KAM decreases, the content of the KAM discussion
section changes over time with more emphasis on revenue recognition.

Table 3: Type of KAM most often disclosed with holding and other investment offices

KAM First year | Second year | Third year | All years
Most disclosed Valuation of 48.51% 46.94% 47.87% 47.78%
non-current assets
Second most Revenue 19.80% 30.61% 36.17% 28.67%
disclosed recognition
Third most Acquisitions 4.95% 5.10% 5.32% 5.12%
disclosed
Fourth most Internal controls 12.87% 2.04% 0.00% 5.12%
disclosed
Fifth most Other 13.87% 15.31% 10.64% 13.31%
disclosed

197. As the sequence of the KAM (first, second, third, ...) can also provide information
about the importance of the KAM, Table 4 discusses the sequence of the five most
common KAMs in the industry.
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Table 4: Sequence of the five KAMs most often discussed
with holding and other investment offices

First Second Third Fourth Fifth

KAM KAM KAM KAM KAM KAM

Valuation of non-current assets 71.43% 25.00% 3.57% 0.00% 0.00%

Revenue recognition 16.67% 53.57% 22.62% 5.95% 1.19%
Acquisitions 0.00% 40.00% 33.33% 20.00% 6.67%
Internal controls 0.00% 33.33% 60.00% 6.67% 0.00%
Other 0.00% 33.33% 43.59% 20.51% 2.56%

198. Valuation of non-current assets is the most important KAM and, when mentioned,
is included most often as the first KAM (see Table 3). Revenue recognition is the second
most important KAM and occurs most often as the second KAM.

Materiality

199. Table 5 reports the descriptive statistics related to the materiality base used as
well as the percentage of the materiality level used. Compared to other industries
there is a high variation in the type of materiality basis used as 5 different materiality
bases are used. From Table 5 it is clear that net assets is most often used to determine
the materiality level (50.88%), followed by equity (23.68%). Total assets is used in
16.67% of the cases as the base for materiality. 7.02% uses an ‘other’ base and only
1.75% uses profit before tax.

200. Looking at the materiality level used, Q1 shows that the materiality percentage most
often used for holding and other investment offices equals 1% with a maximum of 3%.

Table 5: Applied materiality level used with holding and other investment offices

Materiality level used (%)
Base Obs Fr:ltllu;ncy of Std
€Dbase | Mean ‘| Min. | Q1 | Q2 | Q3 | Max.

Dev.
1 | Net assets 58 50.88 1.21 | 0.56 | 0.5 1 1 1 3
2 | Equity 27 23.68 1.26 | 053 | 1 1 1 1 3
3 | Total assets 19 16.67 1.16 | 0.34 1 1 1 1 2
4| Other 8 7.02 1.31 | 1.07 | 0.5 0.5 1 2 3
5| Profit before 2 1.75 325 | 247 | 15 1.5 3.25 5 5

tax
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11.3. SUMMARY OF THE MAIN FINDINGS IN HOLDING AND OTHER
INVESTMENT OFFICES

201. Holdings and other investment offices have a median number of KAMs of 2 with
an average length of 260 words per KAM. While the number of KAM decreases, the
content of the KAM section changes with more emphasis on revenue recognition.
Valuation of non-current assets is the most important KAM in the industry and often
occurs as the first KAM in the report, which is not surprising given the type of industry.
Finally, descriptive statistics show that net assets is the materiality basis used and the
average materiality percentage equals 1.21%.

202. From the comparison with the total sample, we observe that holding and other
investment offices is an industry with less KAMs mentioned than in the whole sample.
The specific nature of the ‘holding and other investment offices’ industry also explains
why acquisitions and business combinations occur in the top 5 of most often disclosed
KAMSs while they do not occur in top 5 of the total sample.

Table 6: Summary table of the main findings in holding and other investment offices

Holding and other

. Total sampl
investment offices otal sample

Number of KAM (median) 2 4
Length per KAM 260 305
Most common type of KAM 1. Valuation of non-current 1. Revenue recognition

assets (First rank)
2. Revenue recognition 2. Valuation of non-current

assets

3. Acquisitions
4. Internal controls
5. Business combination

3. Taxation & regulation
4. Goodwill
5. Provisions
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APPENDIX 1: FREQUENCY TABLE OF THE KAMS DISCLOSED WITH
HOLDING AND OTHER INVESTMENT OFFICES

Table 7: Frequency table of the different types of KAM (three-year
period) of holding and other investment offices

KAM Frequency Percentage
Valuation of non-current assets 140 47.78
Revenue recognition 84 28.67
Acquisitions 15 5.12
Internal controls 15 5.12
Business combination 9 3.07
Taxation & regulation 7 2.39
Financial instruments 7 2.39
Valuation 5 1.71
Presentation and disclosure 4 1.37
Other 4 1.37
Going concern 1 0.34
Provision 1 0.34
Impairment 1 0.34
Total 293 100
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APPENDIX 2: EXAMPLE OF THE LONGEST KAM WITH HOLDING AND
OTHER INVESTMENT OFFICES

Land Securities Group plc (2016 — Valuation of non-current assets, 933 words)
The valuation of the investment property portfolio

2016: £12,357.7m in investment properties and £1,629.9m (the Group’s share) in
investment properties held in joint ventures (2015: £12,158.0m in investment properties
and £1,403.0m in investment properties held in joint ventures).

Refer to the Accountability section of the Annual Report (pages 65-68); Accounting
policies (pages 99-100); Note 15 of the Financial Statements (pages 113-116); and
Note 16 of the Financial Statements (pages 117-121).

The valuation of investment property (including properties within the development
programme and investment properties held in joint ventures) requires significant
judgement and estimates by management and the external valuers. Any input inac-
curacies or unreasonable bases used in these judgements (such as in respect of estimated
rental value and yield profile applied) could result in a material misstatement of the
income statement and balance sheet.

We also note that this risk has increased since last year given the stage of the property
cycle and in light of current market conditions which have reduced the volume of
transactions in some parts of the property investment market.

There is also a risk that management may influence the significant judgements and
estimates in respect of property valuations in order to achieve property valuation and
other performance targets to meet market expectations or bonus targets.

Our audit procedures around the valuation of investment property included:

We evaluated the Group’s controls over data used in the valuation of the investment
property portfolio and management’s review of the valuations.

We evaluated the competence of the external valuers which included consideration of
their qualifications and expertise.

We assessed the Group’s change in external valuers during the year. We met with the
new external valuer to discuss their valuation approach and the judgements they made
in assessing the property valuation for the first time and we obtained an understanding
of where the approach or assumptions differed from those used by the predecessor
external valuers.

We performed testing over source documentation provided by the Group to the external
valuers. This included agreeing a sample of this documentation back to underlying
lease data and vouching costs incurred to date data provided in respect of development
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properties. We also assessed the reasonableness of the costs to complete information
in respect of properties in the course of development by comparing the total forecast
costs to contractual arrangements and approved budgets.

We included Chartered Surveyors on our audit team who reviewed and challenged the
valuation approach and assumptions for a sample of properties which comprised 70%
of the market value of investment properties (including investment properties held in
joint ventures). Our Chartered Surveyors compared the equivalent yields applied to
each property to an expected range of yields taking into account market data and asset
specific considerations. They also considered whether the other assumptions applied
by the external valuers, such as the estimated rental values, voids, tenant incentives
and development costs to complete were supported by available data such as recent
lettings and occupancy levels the findings from our audit work described above and to
seek further explanations as required. We also discussed the impact of current market
conditions on the property valuations.

We conducted detailed analytical procedures by forming an expectation of the market
value of each property in the portfolio by reference to our understanding of the UK real
estate market, external market data and asset specific considerations to evaluate the
appropriateness of all of the valuations adopted by the Group. We investigated further
the valuations of those properties which were not in line with our initial expectations
which included further discussions with management and the external valuers and,
where appropriate, involvement of our Chartered Surveyors.

We attended meetings between management and the external valuers to assess for
evidence of management influence and we obtained a confirmation from the external
valuers that they had not been subject to influence from management.

We utilised our detailed analytical procedures and work of the Chartered Surveyors
described above in order to assess for evidence of undue management influence.

We performed site visits accompanied by our Chartered Surveyors for a sample of
properties (focusing primarily on development properties) which enabled us to assess
the stage of completion of, and gain specific insights into, these developments.

We met with project managers for major properties under development and assessed
project costs, progress of development and leasing status and considered the reasona-
bleness of forecast costs to complete included in the valuations as well as identified
contingencies, exposures and remaining risks. We corroborated the information provided
by the project managers through valuation review, site visits and cost analysis. We also
reviewed development feasibilities and monthly development spend against budget.

Scope of our procedures
We performed full scope audit procedures over valuation of the whole of investment

property (including properties within the development programme and investment
properties held in joint ventures).
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We conclude that management provided an appropriate level of review and challenge
over the valuations but did not identify evidence of undue management influence.

What we concluded to the audit committee

We have audited the inputs, assumptions and methodology used by the external valuers.
We conclude that the methodology applied is reasonable and that the external valuations
are an appropriate assessment of the market value of investment properties at 31 March
2016.

Our Chartered Surveyors concluded that the sample of valuations they reviewed were
reasonable.

We conclude that management provided an appropriate level of review and challenge
over the valuations but did not identify evidence of undue management influence.
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APPENDIX 3: LONGEST KAMS OF THE FIVE MOST COMMON KAMS
WITH HOLDING AND OTHER INVESTMENT OFFICES

First ranked KAM of holding and other investment offices: Valuation of non-current
assets

The valuation of the investment property portfolio

2016: £12,357.7m in investment properties and £1,629.9m (the Group’s share) in
investment properties held in joint ventures (2015: £12,158.0m in investment properties
and £1,403.0m in investment properties held in joint ventures).

Refer to the Accountability section of the Annual Report (pages 65-68); Accounting
policies (pages 99-100); Note 15 of the Financial Statements (pages 113-116); and
Note 16 of the Financial Statements (pages 117-121).

The valuation of investment property (including properties within the development
programme and investment properties held in joint ventures) requires significant
judgement and estimates by management and the external valuers. Any input inac-
curacies or unreasonable bases used in these judgements (such as in respect of estimated
rental value and yield profile applied) could result in a material misstatement of the
income statement and balance sheet.

We also note that this risk has increased since last year given the stage of the property
cycle and in light of current market conditions which have reduced the volume of
transactions in some parts of the property investment market.

There is also a risk that management may influence the significant judgements and
estimates in respect of property valuations in order to achieve property valuation and
other performance targets to meet market expectations or bonus targets.

Our response to the risk
Our audit procedures around the valuation of investment property included:

— We evaluated the Group’s controls over data used in the valuation of the investment
property portfolio and management’s review of the valuations.

— We evaluated the competence of the external valuers which included consideration
of their qualifications and expertise.

— We assessed the Group’s change in external valuers during the year. We met with
the new external valuer to discuss their valuation approach and the judgements
they made in assessing the property valuation for the first time and we obtained an
understanding of where the approach or assumptions differed from those used by
the predecessor external valuers.

— We performed testing over source documentation provided by the Group to the
external valuers. This included agreeing a sample of this documentation back to
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underlying lease data and vouching costs incurred to date data provided in respect of
development properties. We also assessed the reasonableness of the costs to complete
information in respect of properties in the course of development by comparing the
total forecast costs to contractual arrangements and approved budgets.

— We included Chartered Surveyors on our audit team who reviewed and challenged
the valuation approach and assumptions for a sample of properties which comprised
70% of the market value of investment properties (including investment properties
held in joint ventures). Our Chartered Surveyors compared the equivalent yields
applied to each property to an expected range of yields taking into account market
data and asset specific considerations. They also considered whether the other
assumptions applied by the external valuers, such as the estimated rental values,
voids, tenant incentives and development costs to complete were supported by
available data such as recent lettings and occupancy levels.

— Together with our Chartered Surveyors, we met with the external valuers to discuss
the findings from our audit work described above and to seek further explanations as
required. We also discussed the impact of current market conditions on the property
valuations.

— We conducted detailed analytical procedures by forming an expectation of the
market value of each property in the portfolio by reference to our understanding of
the UK real estate market, external market data and asset specific considerations
to evaluate the appropriateness of all of the valuations adopted by the Group. We
investigated further the valuations of those properties which were not in line with
our initial expectations which included further discussions with management and the
external valuers and, where appropriate, involvement of our Chartered Surveyors.

— We attended meetings between management and the external valuers to assess for
evidence of management influence and we obtained a confirmation from the external
valuers that they had not been subject to influence from management.

— We utilised our detailed analytical procedures and work of the Chartered Surveyors
described above in order to assess for evidence of undue management influence.

— We performed site visits accompanied by our Chartered Surveyors for a sample
of properties (focusing primarily on development properties) which enabled us to
assess the stage of completion of, and gain specific insights into, these developments.

— We met with project managers for major properties under development and assessed
project costs, progress of development and leasing status and considered the reasona-
bleness of forecast costs to complete included in the valuations as well as identified
contingencies, exposures and remaining risks. We corroborated the information
provided by the project managers through valuation review, site visits and cost
analysis. We also reviewed development feasibilities and monthly development
spend against budget.

Scope of our procedures
We performed full scope audit procedures over valuation of the whole of investment

property (including properties within the development programme and investment
properties held in joint ventures).
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What we concluded to the audit committee

We have audited the inputs, assumptions and methodology used by the external
valuers. We conclude that the methodology applied is reasonable and that the external
valuations are an appropriate assessment of the market value of investment properties
at 31 March 2016.

Our Chartered Surveyors concluded that the sample of valuations they reviewed were
reasonable.

We conclude that management provided an appropriate level of review and challenge
over the valuations but did not identify evidence of undue management influence.

Second most ranked KAM of holding and other investment offices: Revenue
recognition

Revenue recognition, including the timing of revenue recognition, the treatment
of rents, incentives and recognition of trading property proceeds

2016: £603.4m rental income and £194.9m trading property sales proceeds (2015:
£575.7m rental income and £55.5m trading property sales proceeds).

Refer to the Accountability section of the Annual Report (pages 65-68); Accounting
policies (pages 99-100); and Note 5 of the Financial Statements (page 104).

Our risk description differs from 31 March 2015 in that we no longer include other
property income as part of our risk. We also included the recognition of trading property
proceeds for the year ended 31 March 2016 given the completion of Kings Gate property.

Market expectations and revenue profit based targets may place pressure on management
to distort revenue recognition. This may result in overstatement or deferral of revenues
to assist in meeting current or future targets or expectations.

Our response to the risk

Our audit procedures around revenue recognition included:

— We carried out testing relating to controls over revenue recognition and the treatment
of rents which have been designed by the Group to prevent and detect fraud and errors
in revenue recognition. This included testing the controls governing approvals and
changes to lease terms and the upload of this information to the Group’s property
information management system.

— We also performed controls testing on the billings process.

— We performed detailed testing for a sample of revenue transactions by agreeing them
back to lease agreements. This included focusing upon incentives included within
lease agreements and we critically assessed whether the appropriate accounting
treatment had been followed.
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— We agreed a sample of lease agreements to the spreadsheets used to calculate
straight-lining of revenue in accordance with SIC-15 Operating Leases — Incentives
and corroborated the arithmetical accuracy of these spreadsheets and the resulting
amounts in revenue for straight-lining of incentives.

— Detailed analytical procedures were performed in connection with revenue (including
rents, incentives and other property related revenue) to assess whether revenue had
been recognised in the appropriate accounting period.

— We challenged the assessment of recoverability of the tenant lease incentive
receivable balance by evaluating the financial viability of the major tenants with
related lease incentive debtors.

— We assessed whether the revenue recognition policies adopted complied with IFRSs
as adopted by the European Union.

— We performed audit procedures specifically designed to address the risk of
management override of controls including journal entry testing, which included
particular focus on journal entries which impact revenue.

— We tested a sample of contracts recognised as trading property proceeds during the
year to verify that revenue is recognised when the significant risks and rewards of
ownership have been transferred to the buyer.

Scope of our procedures
The whole Group was subject to full scope audit procedures over revenue.
What we concluded to the audit committee

We audited the timing of revenue recognition, treatment of rents and incentives and
recognition of trading property proceeds and assessed the risk of management override.
Based upon the audit procedures performed, we concluded that revenue has been
recognised on an appropriate basis in the year.

Third most often ranked KAM of holding and other investment offices: Acquisitions
Acquisition of Puerto Venecia, Zaragoza and subsequent part disposal

On 19 January 2015 Intu acquired the Puerto Venecia shopping centre in Zaragoza,
Spain, with consideration of €273.5 million paid in return for investment property valued
at €450.8 million, together with other assets and liabilities (including €181.0 million
of external debt which was repaid and refinanced on acquisition) The acquisition was
treated as a business combination Refer to note 40.

Subsequently, on 30 September 2015, the Group entered into a joint venture agreement
with CPPIB (intu properties’ partner in the Parque Principado shopping centre), selling
50 per cent of its interest in Puerto Venecia for consideration of €122.3 million. This
part disposal has resulted in Puerto Venecia, previously accounted for as a subsidiary,
being accounted for as a joint venture from the date of part disposal Refer to note 41.
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How our audit addressed the area of focus

With respect to the acquisition of Puerto Venecia we inspected the purchase agreements
and assessed management’s determination of the fair value of assets and Liabilities
acquired, including the valuation methodology applied and the assumptions underlying
the acquisition date valuation. We assessed whether the classification as a business
combination and treatment of the various aspects of the transaction were in accordance
with IFRS 3 Business Combinations which defines a business as an integrated set of
activities and assets that is capable of being conducted and managed for the purpose
of providing a return in the form of dividends, lower costs or other economic benefits
directly to investors or other owners, members or participants. Key factors we considered
were that the acquisition involved the purchase of relevant inputs (the property and
leases) and processes (including staff and management contracts to run the centre) that
would enable the purchased business to operate independently of the rest of the Group
in order to generate a return.

With respect to the part disposal, we read the sale and purchase agreement and other
documents related to the sale to check whether it was appropriate to account for Puerto
Venecia as a joint venture.

No issues arose from these procedures the shareholders’ agreement grants each party an
equal number of board members all with equal voting rights and, because all decisions
about the relevant activities of the business require the consent of both parties, Puerto
Venecia was deemed to be subject to joint control.

We also considered the disclosures in the financial statements in respect of the initial
acquisition and the subsequent part disposal and found that they were in accordance
with applicable accounting standards (IFRS 3 Business Combinations and IFRS 12
Disclosure of Interests in Other Entities).

Fourth most often ranked KAM of holding and other investment offices: Presentation
and disclosure

Presentation and Disclosure - FRS 10

The financial statements are prepared in compliance with the AIC SORP, Companies
Act and FRS 102, including financial statements disclosures and presentation.

As this is the first year FRS 102 was implemented, we focused on whether the financial
statements were presented in compliance with FRS 102 as well as the compliance of
AIC SORP, Companies Act 2006 and the Listing Rules.

How our audit addressed the area of focus

The financial statements for the year ended 31 March 2016 have been prepared for the
first time under FRS 102. We have assessed that the changes applicable to the Company
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have been implemented, this includes the amendments to the disclosure of fair value
hierarchy information and presentational aspects relating to the Statement of Financial
Position. No issues were noted in the presentation of the financial statements.

The new UK Corporate Governance Code was published in September 2014, with
a further update published on 23 October 2015. The new Code requires disclosure
of a viability statement, a robust assessment of risks and a new-style going concern
confirmation in the Annual Report. We have reviewed the information provided in
the Annual Report and Accounts and no issues were noted in disclosure of corporate
governance.

Fifth most often ranked KAM of holding and other investment offices: Business
combinations

Investment in BlackRock Workspace Property Trust joint venture (‘BlackRock
JV?)

Refer to page 94 (Audit Committee Report), pages 147 to 148 (Notes to the financial
statements - note 12(a)), page 135 (Significant judgements, key assumptions and
estimates), and page 137 (Significant accounting policies).

We focused on this area due to the particular judgement surrounding the continued
treatment of the investment as a joint venture given Workspace’s 20.1% investment,
and the accounting treatment and recognition of the performance fee in the current year.

Management concluded that based on their day to day operation and the contractual
arrangements in place, BlackRock JV was a joint venture at 31 March 2016 and should
be equity accounted in the Group Financial Statements.

Under the joint venture agreement, Workspace is entitled to a performance fee for
the services it provided in its capacity as the property manager of the joint venture
from the date of inception until the earlier of the end of the service period, being
22 February 2016, or exit from the joint venture agreement. The fee is based on outper-
formance of benchmarks specified in the joint venture agreement and completion of
the service period.

Based on the criteria above, Workspace has recognised a performance fee of £24.1m
within ‘Other Income’ in the Consolidated income statement. An accrual for the full
value of this liability has been recognised by the BlackRock JV in their accounts.

How our audit addressed the area of focus
We obtained and read the documentation and contracts governing the structure of the

joint arrangement, the relevant board minutes and other supporting information. This
provided sufficient evidence that Workspace has shared control over the key strategic
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and operational decisions meaning that, consistent with the prior year, it was appropriate
for the BlackRock JV investment to be equity accounted for as a joint venture.

We were also satisfied that sufficient and appropriate disclosures in accordance with
IFRS 11 have been included within note 12(a) to the Consolidated financial statements.

We obtained management’s calculations supporting the value of the performance fee
and were able to confirm that the inputs to, and mechanics of, the calculation were
accurate and in line with the contract. Management obtained confirmation of the amount
due by the other joint venture partner.

We were satisfied that the recognition of the performance fee in the current period
was appropriate as the service period has expired and the amount can now be reliably
estimated.
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APPENDIX 4: FOR THE NON-TOP 5 KAMS THE NAME OF THE FIRM
WITH THE LONGEST KAM WITH HOLDING AND OTHER

INVESTMENT OFFICES
KAM Holding and other investment offices
Financial instruments SEGRO PLC
Valuation SEGRO PLC
Business combination WORKSPACE GROUP PLC
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203. The industry classification is based on the SIC 2 code, resulting in 18 industries.
The dataset consists of 263 companies belonging to the FTSE 350. These firms are
divided into 18 different industries based on the SIC 2 code.

204. Out of the 350 constituents of the FTSE 350, 27 are active in the business services
industry. Our dataset contains information about 17 of these companies. Related to the
number of firms active in the industry, the size of the business services industry is close
to the average industry size in the FTSE 350 of 19.44 firms.

12.1. NUMBER AND LENGTH OF KAM
205. Table 1 gives an overview of the number of KAM included in the auditor’s report.
This table presents the following descriptive statistics: median, mean value, quantiles

and the standard deviation of the number of KAMs.

Table 1: Number of KAM in the business services industry

Obs | Mean |Std. Dev.] Min Q1 Q2 Q3 Max
Number of KAM | 17 3.88 1.22 1 3 4 4 7
first year
Number of KAM | 17 3.71 1.10 2 3 4 4 6
second year
Number of KAM 17 3.71 1.44 1 3 3 4 7
third year
Number of KAM | 51 3.76 1.24 1 3 4 4 7
all years

206. Looking at the total sample period of three years we observe that the median
number of KAM equals 4 although for the median firm in the industry of business
services the number of KAM decreases from 4 to 3 in the third year. The variance is
relatively high (1.24), indicating that the absolute number of KAMSs significantly varies
between the different companies. The high variance in the number of KAMs between
companies can also be observed from comparing the minimum and the maximum
value. While the KAM section of some firms is limited to discussing only 1 KAM,
some firms receive up to 7 KAMs.

207. Figure 1 shows the distribution of the number of KAMs. When inspecting the
histogram, we can see that the number of KAMs most often included in the report
equals the median of 4. It should also be noted that a high number of companies receive
3 KAMs.
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Figure 1: Histogram of the number of KAM in the business
services industry over the three-year period

208. Table 2 provides the descriptive statistics for the length of the KAM section, i.e. the
number of words written in the KAM section. This table is structured in a similar way
as Table 1 and contains: the median, mean, the minimum, the maximum, the quantiles
and the standard deviation of the length of the KAM section.

Table 2: Descriptive statistics of the length of the KAM section
in the business services industry

Obs | Mean |Std.Dev.] Min Q1 Q2 Q3 Max
Length first year 17 890 499 120 523 884 1060 2008
Length second 17 1222 373 735 1022 1135 1395 2308

year

Length third year | 17 1504 998 522 1019 1319 1549 4981

Length all years 51 1205 712 120 884 1114 1395 4981

209. Table 2 shows that the number of words of the KAM section equals on average
1205 (median value of 1114 words) using the three years as the sample period. We also
observe a very high variance between the minimum and the maximum value of the
KAM length (between 120 and 4981 words).

N
N
—
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210. In despite of a decrease in the number of KAM, the length shows a big increase
over the three years. Table 2 shows that the average length of the KAM section further
increases every year. Given the number of KAM is decreasing over time (see Table 1),
this illustrates that the average length of a KAM discussed in the business services
industry increases from 225 in the first year to an average of 500 words in the third year.

211. Comparing the minimum and the maximum values of KAM however seems to
suggest that there exists a high variance in the length of the KAM section although this
variance will also be influenced by the difference in the number of KAMs discussed
(1to 7, see Table 1).
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12.2. TYPE AND SEQUENCE OF KAM

212. While we already know that a median company active in the business services
industry discloses 4 KAMs (i.e. 192 KAMS in total for the 51 firm year observations)
with an average length of 1205 words, Table 3 provides information about the top 4 of
the KAMs most often disclosed in the business services industry.

213. It is clear that the KAM most often disclosed is revenue recognition (22.92%)
followed by goodwill (17.19%), taxation and regulation (14.58%) and provisions
(7.81%). The category ‘Other’ includes KAM such as acquisitions, impairment, ...
A detailed overview of the different types of KAM can be found in Appendix 1.

214. Looking at changes over time, we observe that the relative importance of a revenue
recognition KAM slightly increases, while the occurrence of goodwill (from 19.70%
to 14.29%) and taxation and regulation (from 16.67% to 11.11%) significantly drops
every year.

215. Linking the information about the type of KAM to the number of KAM (in Table 1),
while the number of KAM decreases, the content of the KAM discussion section changes
over time with more emphasis on revenue recognition and less emphasis on goodwill
and taxation and regulation.

Table 3: Type of KAM most often disclosed in the business services industry

KAM First year | Second year | Third year | All years
Most disclosed Revenue 21.21% 23.81% 23.81% 22.92%
recognition
Second most Goodwill 19.70% 17.46% 14.29% 17.19%
disclosed
Third most Taxation & 16.67% 15.87% 11.11% 14.58%
disclosed regulation
Fourth most Provisions 6.06% 7.94% 9.52% 7.81%
disclosed
Fifth most Other 36.36% 34.92% 41.27% 37.50%
disclosed

216. As the sequence of the KAM (first, second, third, ...) can also provide information
about the importance of the KAM, Table 4 discusses the sequence of the five most
common KAMs in the industry.
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Table 4: Sequence of the five KAMs most often discussed in the business services industry

KAM First Second Third Fourth Fifth Sixth Seventh
KAM KAM KAM KAM KAM KAM KAM

Revenue 59.10% | 1591% | 18.18% 6.82% 0.00% 0.00% 0.00%
recognition

Goodwill 9.09% | 48.48% | 27.27% 6.06% 9.09% 0.00% 0.00%
Taxation & 0.00% | 17.86% | 35.71% | 35.71% 7.14% 0.00% 3.57%
regulation

Provisions 33.33% | 40.00% | 20.00% 0.00% 6.67% 0.00% 0.00%
Other 23.61% | 22.22% | 22.22% | 18.06% 6.94% 5.56% 1.39%

217. Table 3 showed that revenue recognition is the most important KAM in the industry.
When looking at table 4, we can see that over 50% of the revenue recognition KAMs is
mentioned as the first KAM. We also see that when a goodwill KAM is included in the
report, it will most likely occur as the second KAM which is in line with the relative
occurrence in the total sample.

Materiality

218. Table 5 reports the descriptive statistics related to the materiality base used as
well as the percentage of the materiality level used. From Table 5 it is clear that profit
before tax is the materiality level most often used (88.23%), only 5.88 % uses revenue
or EBITDA. That revenue or EBITDA as the materiality base is an exception is also
shown by the absolute number which only equals 3 firm year observation.

219. Looking at the materiality level used, Q1 as well as Q2 as Q3 show that a materiality
level of 5% is most commonly used in the business services industry. However, the
minimum value of 3.6% and the maximum value of 7% shows that there is some
variation within the business industry services.

Table 5: Applied materiality level in the business services industry

Materiality level used (%)
Base | Obs | FrEauencyof S
BLERS Mean Dev'. Min. | Q1 Q2 Q3 | Max.
1| Profit before 45 88.23 496 | 053 | 36 |5 5 5 7
tax
2 | EBITDA 3 5.88 5 0 5 5 5 5 5
3| Revenue 3 5.88 1.73 | 0.74 | 09 | 09 2 23 2.3
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12.3. SUMMARY OF THE MAIN FINDINGS IN THE BUSINESS
SERVICES INDUSTRY

220. In the business services industry the median number of KAM mentioned is 4 with
an average length of 320 words per KAM. While the number of KAM decreases over
the three years studied, the content of the KAM section changes with more emphasis on
revenue recognition. Revenue recognition is the most important KAM and, if present,
is often mentioned as the first KAM. Finally, profit before taxes is the materiality basis
most commonly used and the average materiality percentage equals 5%.

Table 6: Summary table of the main findings in the business services industry

Business services Total sample

Number of KAM (median) 4 4
Length per KAM 320 305
Most common type of KAM 1. Revenue recognition (First | 1. Revenue recognition
rank)
2. Goodwill 2. Valuation of non-current

3. Taxation & regulation
4. Provisions
5. Other

assets
3. Taxation & regulation
4. Goodwill
5. Provisions

225

SIC CODE 73 BUSINESS SERVICES



226

SIC CODE 73 BUSINESS SERVICES

POINTS CLES DE L’AUDIT —- KEY AUDIT MATTERS (KAM) 2018

APPENDIX 1: FREQUENCY TABLE OF THE KAMS DISCLOSED IN THE
BUSINESS SERVICES INDUSTRY

Table 7: Frequency table of the different types of KAM
(three-year period) in the business services industry

KAM Frequency Percentage
Revenue recognition 44 22.92
Goodwill 33 17.19
Taxation & regulation 28 14.58
Provisions 15 7.81
Acquisitions 14 7.29
Presentation and disclosure 14 7.29
Valuation of non-current assets 14 7.29
Employee benefits 10 5.21
Internal controls 7 3.65
Business combinations 5 2.60
Valuation 3 1.56
Impairment 2 1.04
Going concern 1 0.52
Valuation of current assets 1 0.52
IT 1 0.52
Total 192 100
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APPENDIX 2: EXAMPLE OF THE LONGEST KAM IN THE BUSINESS
SERVICES INDUSTRY

G4S plc (2015 — Presentation and disclosure, 769 words)
Area of focus: Restatements

A number of prior period errors have been identified either as a result of our opening
balance sheet procedures or from management’s review of the group’s balance sheet.
Each of these adjustments was deemed to be material to the consolidated financial
statements and has been restated accordingly as set out in note 3. The cumulative
impact of these restatements was £48m on opening reserves at I January 2015 and a
£7m reduction to profit in 2014.

Denmark alarms accounting

We undertook a detailed review of the group’s accounting for alarm sales in Denmark.
Considering both the legal form and economic substance of these arrangements, this
review resulted in management making a number of changes to revenue recognition
practices for sales of rental and non-rental alarms. In addition, the group’s historical
treatment of sale and leaseback transactions as operating rather than finance in nature
was found to be inappropriate. In both cases, the errors had given rise to the acceleration
of recognition of profit in prior years. The cumulative impact of these errors on the
opening balance sheet at I January 2015 was £28m.

How our audit addressed the area of focus

We assessed whether the prior year accounting practices were appropriate and in
accordance with IFRS given the legal form and economic substance of the arrangements
between the group, its customers and the leasing company.

The change in accounting approach was supported by corroborating evidence such as
underlying contractual arrangements, the net present value of future lease payments
and the useful economic life of the alarms.

We performed audit procedures to test the completeness, accuracy and valuation of
the adjustments made by management and to confirm that the group’s disclosures in
respect of this restatement as disclosed in note 3 were reasonable.

Africa balance sheet review

Following the appointment of new regional leadership in 2015, the ongoing review of
the Africa balance sheet was completed. The review was performed on a country-by-
country basis and focused on the recoverability of assets, completeness of liabilities
and reconciliations between the underlying country ledgers and group consolidation
system. Following this review, a number of adjustments were identified amounting to
£26m in aggregate.
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An analysis was subsequently performed by management to assess whether the
adjustments represented a prior period error or change in estimate.

How our audit addressed the area of focus

With the assistance of our regional and country component audit teams, we examined
management’s analysis on a country-by-country basis and assessed the validity and
accuracy of each of the adjustments. This work was further supported by our 2015
substantive audit procedures in the in-scope African countries.

We assessed management’s classification of each adjustment as either an error or change
in estimate and the group’s disclosure of items as such in note 3(w). Based on these
procedures, we determined that the amounts deemed by management to be prior period
errors and subject to restatement were consistent with the findings from our audit and
that appropriate disclosure has been made.

Accounting for acquisitions and disposals in North America between 2007 and 2014

A number of prior period adjustments have arisen from the accounting for acquisitions
and disposals in North America between 2007 and 2014. These adjustments mainly
relate to the incorrect recognition of deferred tax liabilities and associated goodwill on
US acquisitions in 2008 and 2009. In addition, certain errors were identified relating
to the calculation of profits or losses on disposal of businesses in 2014 including the
need to recycle cumulative foreign exchange from reserves on disposal of overseas
subsidiaries. The aggregate impact of these errors on the opening balance sheet at
1 January 2015 was £6m.

Refer to Audit Committee report on page 68 and to note 3(w) of the group financial
statements.

How our audit addressed the area of focus

We assessed the validity and accuracy of each adjustment with reference to the
company’s initial acquisition and disposal accounting judgements taken in prior years,
underlying tax reconciliations and composition of reserves. As part of this assessment,
we considered the root cause of the underlying errors and performed additional audit
testing in North America and on the group’s reserve balances in order to satisfy ourselves
that no further material errors remained undetected. Based on these procedures, we
satisfied ourselves that the adjustments identified were reasonable.

For each of the three prior period errors subject to restatement, which are described
above, we considered whether similar errors had arisen elsewhere in the group. We
did not identify any other errors impacting prior years that are material individually
or in aggregate. No other material items arose from our procedures on the opening
balance sheet.
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APPENDIX 3: LONGEST KAMS OF THE FIVE MOST COMMON KAMS IN
THE BUSINESS SERVICES INDUSTRY

First ranked KAM in the business services industry: Revenue recognition

Risk: Inappropriate revenue recognition on rental licence software contract -
£90.6m (2015: £97.5m)

Refer to the Audit Committee Report (page 46); Accounting policies (page 111); and
Note 2 of the Consolidated Financial Statements (page 80).

Due to complex contractual arrangements, the risk in particular is inappropriate
application of the group revenue recognition policy and IAS 18 (Revenue) for rental
licence revenue recognition which could result in, for example, revenue being recorded
when performance conditions have not been satisfied, incorrect deferral of revenue
for support and maintenance and other obligations; and inappropriate licence revenue
recognition in relation to cut off for all significant revenue streams, as revenue may
not have been recognised in the correct accounting period.

Our response to the risk

We have reviewed and walked through the central process over the approval and
recognition of revenue contracts across the group.

We have walked through and assessed the design effectiveness of key management
controls over data input and IT.

A summary of our key procedures is:

We have performed rental licence revenue sample transaction testing at a local and group
level to ensure that revenue has been recorded in accordance with the Group’s revenue
recognition policy and IAS 18 and has been appropriately recorded in the current year
income statement or deferred on the balance sheet as appropriate. This was achieved
by testing a sample of contracts by:

— agreeing licence revenues through to signed contracts or software licence agreements.

— agreeing the revenue through to subsequent payment as evidence of collectability.

— checking evidence to support that software has been delivered to customers and
therefore correct timing of revenue recognition.

— reviewing contract terms for any conditions that would impact the timing of the
revenue recognition and in turn the completeness of deferred revenue.

— ensuring appropriate allocation of the fair value and recognition of revenue for other
deliverables included within the contract.

— assessing whether revenue has been recognised in line with the Group’s revenue
recognition policy and IAS 18.
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We have performed journals testing by selecting a sample of revenue journals and
assessed the appropriateness of the journal by checking to supporting evidence and
ensuring compliance with the Group’s revenue recognition policy and IAS 18. The
sample selected was based on risk based criteria including but not limited to manual
journal entries, those close to period end and postings that are inconsistent with roles
and responsibilities.

We have tested management’s methodology surrounding the fair value of the support
and maintenance element of the revenue contracts. To better understand the nature of
the contractual relationships with customers, any contractual issues or any ongoing
contractual obligations, we made enquiries of management within the business,
including the sales team and legal counsel to ensure that appropriate obligations and
commitments had been recorded in the financial statements.

We have performed a test of detail on a sample of deferred revenue and accrued revenue
items to ensure it is in accordance with the revenue recognition principles.

We have performed cut-off testing for a sample of revenue items booked either side of
year end to ensure that license revenue was only recognised for software in the period
where the contract was signed by both AVEVA and the customer prior to yearend and
the software has been made available prior to the year end.

As a primary team we gained oversight of the testing performed by the overseas teams
through:

— Our review of their reporting deliverables where they are required to report on any
exceptions identified from their testing and unusual contractual terms and conditions;

— Reviewing contracts meeting the Board review threshold and;

— Reviewing any contracts identified as having unusual terms or conditions by
management and/or overseas audit teams to confirm appropriate recognition of
revenue in accordance with the contract accounting policy.

We performed full and specific scope audit procedures over this risk area in 13 locations,
which covered 81% of revenue.

What we concluded to the Audit Committee

We conclude that revenue recognised in the year, and deferred as at 31 March 2016,
is materially correct.
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Second most ranked KAM in the business services industry: Goodwill
Goodwill impairment
The group has £ 1.83bn of goodwill at 3 I December 2015 (2014: £ 1.92bn).

During the year, the group recognised an impairment charge of £66m largely relating to
the Estonia (£25m), South Africa Cash (£9m), Brazil Technology (£12m), Serbia (£8m),
Papua New Guinea (£5m) and China Systems (C4m) cash generating units (“CGUs”").
With the exception of Estonia, all impairments related to businesses classified by
management as portfolio businesses held for sale or closure.

Management determines the recoverable amount of a CGU as the higher of value in
use (“VIU”) or fair value less cost of disposal (“FVLCD”) for continuing operations.
For portfolio businesses where management is committed to either sell or exit the
business, a market valuation or market participant cash flows are used.

The carrying value of goodwill is contingent on future cash flows and there is risk if
these cash flows do not meet the group’s expectations that the assets will be impaired.
The impairment reviews performed by the group contain a number of significant
judgements and estimates including revenue growth, profit margins, cash conversion
and long-term growth and discount rates. Changes in these assumptions can have a
significant impact on the headroom available in the impairment calculations.

In the current year, management has revised its specific cash flow forecasting period
from 15 years to five years to align the forecast projections to the group’s budgeting
period.

Refer to Audit Committee report on page 68 and to note 18 of the group financial
statements.

How our audit addressed the area of focus

We assessed the mathematical accuracy of management’s cash flow model and appro-
priateness of the change in the forecast period. The forecast period was found to be in
line with the group’s budget and strategic outlook.

We agreed the underlying forecasts to board approved budgets and assessed how these
budgets were compiled.

With the support of our valuations experts, we assessed the terminal growth rates and
discount rates applied by management to third party information and confirmed they
fell within a reasonable range of external market data. Where they did not, we applied
our independent view of a more appropriate rate to management’s forecast.

We considered the reliability of management’s forecasting for revenue, profit and cash
conversion by comparing budgeted results to actual performance over a period of two
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years which we considered appropriate. Where we identified significant shortfalls
against budget in prior years, this informed our determination of sensitivities to apply
as we formed our independent view about reasonable downside scenarios.

We performed our own risk assessment by considering historical performance,
forecasting accuracy and modelled headroom to highlight the CGUs with either a
lower headroom or which are more sensitive to changes in key assumptions. We also
considered the valuation multiple implied by management’s estimate. Following these
procedures, we focused our attention on the Estonia, South Africa Cash, Brazil Security
and Greece CGUs.

We performed our own sensitivity analysis to understand the impact of changes in
the assumptions on the available headroom. We focused in particular on Estonia and
Brazil Security which are more sensitive to changes in assumptions than other CGUs.

Our sensitivity analysis highlighted that the Estonia and Brazil Security CGUs were
particularly sensitive to changes in the discount rate. The Estonia CGU was also found
to be sensitive to changes in future growth rates. We critically challenged management’s
forecast by comparing growth forecast to actual growth to date and to IMF projections.
Based on our procedures we are satisfied that the £25m impairment for Estonia is
appropriate.

Where the recoverable amount has been assessed with reference to a valuation multiple,
including for portfolio businesses, we assessed the appropriateness of the multiple
by comparison to recent business disposals and to other third-party information.
With the support of our valuations experts, these multiples were found to be within a
reasonable range. Based on our procedures we are satisfied that the £12m impairment
for BrazilTechnology is appropriate.

The recoverable amount of a number of CGUs including UK Cash Solutions, Brazil
Secure Solutions, China, Denmark, Greece, Democratic Republic of Congo, Guatemala
and Zambia were found to be sensitive to reasonably possible changes in assumptions
and we satisfied ourselves that this risk is appropriately highlighted in the disclosures
in note 18.

As aresult of our work, we determined that the quantum of the impairment recognised
in 2015 was appropriate and adequate disclosure has been made.

Third most often ranked KAM in the business services industry: Taxation and
regulation

Uncertain tax positions and deferred tax assets
The group operates in a complex multinational tax environment and is subject to a

range of tax matters during the normal course of business including transaction related
tax matters and transfer pricing arrangements.
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Where the amount of tax payable is uncertain, the group establishes provisions
based on management’s judgement of the probable amount of the future liability.
At 31 December 2015, the group has recognised provisions of I 6m related to uncertain
tax positions (2014: £22m).

In addition, the group has recognised 187m of deferred tax assets at 31 December
2015 (2014: £192m). The recognition of deferred tax assets involves judgement by
management regarding the likelihood of the realisation of these assets. The expectation
that these assets will be realised is dependent on a number of factors, including whether
there will be sufficient taxable profits in future periods to support utilisation of these
assets.

Refer to Audit Committee report on page 68 and to notes 13 and 34 of the group
financial statements.

How our audit addressed the area of focus

With the assistance of our local and international tax specialists, we evaluated and
challenged management’s judgements in respect of estimates of tax exposures and
contingencies in order to assess the adequacy of the group’s tax provisions.

In understanding and evaluating management’s judgements, we considered the status
of recent and current tax authority audits and enquiries, judgemental positions taken in
tax returns and current year estimates and developments in the tax environment. Where
appropriate, we also read appropriate documentation to understand the legal positions
reached. From the evidence obtained, we considered the level of provisioning to be
acceptable in the context of the group financial statements taken as a whole. However,
we noted that the assumptions and judgements that are required to formulate the
provisions mean that is there a broad range of possible outcomes.

In respect of the recoverability of deferred tax assets, we evaluated the management’s
assessment of whether there will be sufficient taxable profits in future periods to
support the recognition of deferred tax assets. We evaluated the directors’ future cash
flow forecasts and the process by which they were prepared ensuring consistency of
cash flows with those used for the purpose of goodwill impairment testing. Based
on our procedures, future cash flow forecasts were both consistent with those used
for impairment testing and supported the recoverability of the deferred tax assets
recognised.

In light of 2015 being a first-year audit, we deployed our transfer pricing specialists to
evaluate the appropriateness of the group’s transfer pricing methodology, to consider
recent experience with relevant tax authorities and to identify areas of heightened risk
to focus our audit testing. Our procedures provided us with evidence that the related
tax provisions, and disclosure thereof are materially appropriate and complete.
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Fourth most often ranked KAM in the business services industry: Provisions
Onerous contract provisioning

Certain of the group’s contracts are onerous and long-term in nature. These contracts
can be complex and incorporate penalty and key performance indicator (“KPI”) clauses
in the event of non-compliance. The group is therefore required to make operational
and financial assumptions to estimate future losses over periods that can extend beyond
20 years.

The prediction of future events contains inherent risk and a high degree of management
judgement.

Variability of contract penalties, underlying delivery costs and customer disputes can
put additional pressure on margins and on future contract profitability, giving rise to
onerous contract provisions.

The group’s onerous contract provisions at 31 December 2015 are £83m (2014: £47m).
The income statement charge for onerous contracts in 2015 amounts to £65m.

Refer to Audit Committee report on page 68 and to note 33 of the group financial
statements.

How our audit addressed the area of focus

Our global approach to testing complex contracts starts with an evaluation of manage-
ment’s process to identify and quantify onerous and at-risk contracts. Management
focuses on the top 25 contracts by region and on contracts with margins of less than 3%.
Our sampling of contracts focused our testing on higher risk and larger arrangements
and enabled us to form an independent view as to whether management’s process had
identified all onerous and at-risk contracts. In addition, we performed scanning analytics
on contract margins and investigated unusual or unexpected trends to check inclusion
of relevant contracts in management’s assessment. We subsequently evaluated the
completeness of the group’s onerous contract provisions, focusing in particular on the
larger and more judgemental arrangements.

For each contract in our sample, we obtained and read the contractual terms and tested
that the revenue recognised in the period was in accordance with the contractual terms
and was supported by evidence of service delivery. We read and understood the contract
penalty clauses and evaluated the completeness of penalties through discussions with
contract managers and reading meeting minutes between G4S and the customer and
customer correspondence.

We assessed each of the key assumptions used in management’s forecasts to identify
and quantify onerous contract provisions. Where possible, we obtained third party
evidence to corroborate management’s assumptions and assessed the appropriateness
of the company’s forecasts based on past performance. The group’s policy is to include
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the benefits of performance improvement plans only where there is evidence of plans
being achievable.

We critically challenged these benefits based on observable benefits achieved to date
and the extent to which these plans are within the group’s direct control.

We assessed the appropriateness of the discount rate used to present value the obligation
and checked that the rate appropriately reflected the risk in the underlying cash flows.

We also challenged the recoverability of dedicated contract assets where the contract
was identified as onerous. We are satisfied that assets directly attributable to delivering
onerous contracts have been appropriately impaired at 31 December 2015.

Having examined management’s analysis, our procedures focused on the Facilities
Management and Care and Justice businesses in the UK and specifically on the legacy
Compass and PFI contract which are long-term in nature, sensitive to changes in
assumptions and have given rise to material changes in provisioning levels at year-end.

In respect of the Compass contract, we performed our own independent sensitivity
analysis noting that the provision is most sensitive to changes in assumptions of user
numbers and timing of contract termination. Our sensitivity analysis highlighted that
small movements in these key assumptions have a significant impact on the year-end
provision.

For both Compass and the legacy PFI contract, we also held discussions with group
and regional legal counsel and read appropriate documentation to understand the legal
position to evaluate customer claims and to assess any issues with the interpretation
of contracts.

From the evidence obtained, we did not identify any incremental onerous contracts
over and above the arrangements identified by management’s own procedures. We
considered the level of provisioning to be acceptable in the context of the group financial
statements taken as a whole. However, we noted that the assumptions and judgements
that are required to formulate the provisions mean that the range of possible outcomes
is broad. We are satisfied with the group’s related disclosures of these onerous contracts
and the associated sensitivities in light of the underlying assumptions and accounting
judgements made.

Fifth most often ranked KAM in the business services industry: Acquisitions
Accounting for the conditional sale of PR Newswire

Refer to the Audit Committee Report (page 62); Accounting policies (page 135); and
Note 6.4 of the Consolidated Financial Statements (page 135).
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In December 2015, UBM announced the conditional sale of PR Newswire for $841m.
The assets and liabilities have been recognised as ‘held for sale’ on the 2015 statement
of financial position and the results are classified as a discontinued operation in the
income statement.

— We corroborated that the PR Newswire business met the IFRS 5 criteria to be
recorded as held for sale and a discontinued operation.

— We confirmed that no impairment to the assets and liabilities was required based
on the agreed sales price.

— We tested the extraction of the PR Newswire assets and liabilities that are disclosed
as held for sale in the consolidated statement of financial position, from the Group’s
consolidated ledgers.

— We tested the reclassification of the PR Newswire income statement amounts from
continuing to discontinued operations in the consolidated income statement and the
impact on other disclosures within the consolidated financial statements.

— We tested that only those costs directly attributable to the disposal transaction were
treated as part of discontinued operations.

— We considered whether it was appropriate to include the fair value movement on
a deal contingent forward exchange contract, entered into in contemplation of this
transaction completing, as an exceptional item within discontinued operations.

What we concluded to the audit committee

We concluded that the PR Newswire business disposal had met the IFRS 5 criteria to be
recognised as held for sale and as a discontinued operation. The income statement and
statement of financial position amounts, including the fair value of the deal-contingent
forward exchange contract are appropriately recognised and disclosed.
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APPENDIX 4: FOR THE NON-TOP 5 KAMS THE NAME OF THE FIRM
WITH THE LONGEST KAM IN THE BUSINESS SERVICES

INDUSTRY
KAM Business services
Presentation and disclosure G4S PLC (2)
Valuation of non-current assets PAGEGROUP PLC
Employee benefits CAPITAPLC
Internal controls SAGE GROUP PLC
Business combinations PLAYTECH PLC
Valuation HAYS PLC
Impairment RENTOKIL INITIAL PLC
Going concern G4S PLC
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221. Out of the 350 constituents of the FTSE 350, 17 are active in the amusement
and recreation services industry. Our dataset contains information about 9 of these
companies. The amusement and recreation services industry is slightly smaller than the
average industry as the average industry size in the FTSE 350 is 19.44 firms.

13.1. NUMBER AND LENGTH OF KAM
222. Table 1 gives an overview of the number of KAM included in the auditor’s report.
This table presents the following descriptive statistics: median, mean value, quantiles

and the standard deviation of the number of KAMs.

Table 1: Number of KAM in the amusement and recreation services industry

Obs | Mean |[Std. Dev.] Min Q1 Q2 Q3 Max
Number of KAM 4 4.5 1.00 3 4 5 5 5
first year
Number of KAM 4 4 1.41 2 3 4.5 5 5
second year
Number of KAM 4 3.25 0.96 2 2.5 35 4 4
third year
Number of KAM | 12 3.92 1.16 2 3 4 5 5
all years

223. Looking at the total sample period of three years we observe that the median
number of KAM equals 4. The median of KAMs decreases every year. It should be
noted that the variance is relatively high (1.16), indicating that the absolute number
of KAMs significantly varies between the different companies. The high variance in
the number of KAMs between companies can also be observed from comparing the
minimum and the maximum value. While the KAM section of some firms is limited
to discussing only 2 KAMs, some firms receive 5 KAMs.

224, Figure 1 shows the distribution of the number of KAMs. When inspecting the
histogram, we can see that the number of KAMs most often included in the report
equals the maximum amount of KAM: 5.
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Frequency

3
Number of KAM

Figure 1: Histogram of the number of KAM in the amusement and
recreation services industry over the three-year period

225. Table 2 presents the descriptive statistics for the length of the KAM section, i.e. the
number of words written in the KAM section. This table is structured in a similar way
as Table 1 and contains: the median, mean, the minimum, the maximum, the quantiles
and the standard deviation of the length of the KAM section.

Table 2: Descriptive statistics of the length of the KAM section
in the amusement and recreation services industry

Obs | Mean |Std.Dev.] Min Q1 Q2 Q3 Max

Length first year 4 1027 272 676 814 1076 1239 1279

Length second 4 1159 235 919 989 1123 1329 1470
year

Length third year 4 1220 357 975 1004 1079 1436 1747

Length all years 12 1135 278 676 964 1092 1239 1747

226. Table 2 shows that the number of words of the KAM section equals on average
1135 (median value of 1092 words) using the three years as the sample period. We also
observe a relatively high variance between the minimum and the maximum value of
the KAM length (between 676 words and 1747 words).

N
S
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227. In despite of the decrease in the number of KAM, the length shows a moderate
increase over the 3 years as shown in Table 2. Given the number of KAM decreases
over time (see Table 1), this illustrates that the average length of a KAM discussed in
the amusement and recreation services increases from 200 in the first year to an average
of 320 words in the third year.

228. Comparing the minimum and the maximum values seems to suggest that there
exists a high variance in the length of the KAM section although this variance will also
be influenced by the difference in the number of KAMs discussed (2 to 5, see Table 1).
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13.2. TYPE AND SEQUENCE OF KAM

229. While we already know that a median company active in the amusement and
recreation services industry discloses 4 KAMs (i.e. 47 KAMS in total for the 12 firm
year observations) with an average length of 1135 words, Table 3 provides information
about the top 4 of the KAMs most often disclosed in the audit report.

230. It is clear that the KAM most often disclosed is revenue recognition (27.66%)
followed by valuation of non-current assets (14.89%), provisions (12.77%), goodwill
(10.64%) and other (34.04%). The category ‘Other’ includes KAM such as acquisitions,
taxation and regulation, impairment, ... A detailed overview of the different types of
KAM can be found in Appendix 1.

231. Looking at changes over time, we observe that the relative importance of a revenue
recognition KAM increases (from 22.22% to 30.77%), while the occurrence of valuation
of non-current assets decreases from the first to the second year, but increases again in
the third year (from 16.67% to 15.38%). Provisions become less important and decrease
every year (from 16.67% to 15.38%).

232. Linking the information about the type of KAM to the number of KAM (in Table 1),
while the number of KAM decreases, the content of the KAM discussion section changes

over time with more emphasis on revenue recognition and less emphasis on provisions.

Table 3: Type of KAM most often disclosed in the amusement and recreation services industry

KAM First year | Second year | Third year | All years
Most disclosed Revenue 22.22% 31.25% 30.77% 27.66%
recognition
Second most Valuation of 16.67% 12.50% 15.38% 14.89%
disclosed non-current assets
Third most Provisions 16.67% 12.50% 7.69% 12.77 %
disclosed
Fourth most Goodwill 11.11% 12.50% 7.69% 10.64 %
disclosed
Fifth most Other 33.33% 31.25% 38.47% 34.04%
disclosed

233. As the sequence of the KAM (first, second, third, ...) can also provide information
about the importance of the KAM, Table 4 discusses the sequence of the three most
common KAMs in the industry.
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Table 4: Sequence of the five KAMs most often discussed in
the amusement and recreation services industry

First Second Third Fourth Fifth

KAM KAM KAM KAM KAM KAM

Revenue recognition 23.08% 30.77% 30.77% 7.69% 7.69%

Valuation of non-current assets 57.14% 14.29% 0.00% 14.29% 14.29%

Provisions 16.67% 16.67% 16.67% 16.67% 33.33%
Goodwill 40.00% 20.00% 40.00% 0.00% 0.00%
Other 12.50% 31.25% 18.75% 31.25% 6.25%

234. Although valuation of non-current assets is not the most important KAM discussed
in the KAM section (see Table 3), if mentioned it most often appears first in the KAM
section. Similarly, although revenue recognition is most often discussed in the KAM
section (see Table 3) it is most likely discussed as the second or third KAM. Finally,
important to note is that revenue recognition also appears as fourth or fifth KAM in the
KAM section, which probably indicates that they are added to be complete (probably
also explained by the ISA standards).

Materiality

235. Table 5 reports the descriptive statistics related to the materiality base used as
well as the percentage of the materiality level used. From Table 5 it is clear that profit
before tax is most often used to determine the materiality level (91.67%), only 8.33%
use revenue. That revenue as the materiality base is an exception is also shown as there
is only one firm year observation.

236. Looking at the materiality level used, Q1 shows that a materiality level of 5% is
most often used in the amusement and recreation services with a maximum of 8.5%.

Table 5: Applied materiality level in the amusement and recreation services industry

Materiality level used (%)

Frequency of

Base Obs
thebase | npoan| S v L o1 | Q2 | Q3 | Max.
Dev.
1| Profit before 11 91.67 5.08 | 0.90 35 |5 5 5.5 6.9

tax

3 | Revenue 1 8.33 1 / 1 / / / 1
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13.3. SUMMARY OF THE MAIN FINDINGS IN THE AMUSEMENT AND
RECREATION SERVICES INDUSTRY

237. In the amusement and recreation services industry the median number of KAM
mentioned is 4 with an average length of 320 words per KAM. While the number of
KAM decreases over the three years studied, the content of the KAM section changes
with more emphasis on revenue recognition and less emphasis on provisions. Although
valuation of non-current assets is relatively less important than revenue recognition, if
mentioned, it appears first or second in the KAM section. Finally, descriptive statistics
show that profit before taxes is the materiality basis used and the average materiality
percentage equals 5%.

238. From the comparison with the total sample, we observe that amusement and
recreation services is an industry with an equal amount of KAMs mentioned as the
whole sample.

Table 6: Summary table of the main findings in the
amusement and recreation services industry

Amusement and recreation
Total sample

2. Valuation of non-current
assets (First rank)

3. Provisions

4. Taxation & regulation

5. Goodwill

services
Number of KAM (median) 4 4
Length per KAM 320 305
Most common type of KAM 1. Revenue recognition 1. Revenue recognition

2. Valuation of non-current
assets

3. Taxation & regulation

4. Goodwill

5. Provisions
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APPENDIX 1: FREQUENCY TABLE OF THE KAMS DISCLOSED IN THE
AMUSEMENT AND RECREATION SERVICES INDUSTRY

Table 7: Frequency table of the different types of KAM
(three-year period) in the amusement and recreation services industry

KAM Frequency Percentage
Revenue recognition 13 27.66
Valuation of non-current assets 7 14.89
Provisions 6 12.77
246 Goodwill 5 10.64
Taxation & regulation 5 10.64
Other 4 8.51
Acquisitions 3 6.38
Employee benefits 2 4.25
Impairment 1 2.13
Valuation 1 2.13
Total 47 100
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APPENDIX 2: EXAMPLE OF THE LONGEST KAM IN THE AMUSEMENT
AND RECREATION SERVICES INDUSTRY

Rank group plc (2016 — impairment, 555 words)

Area of focus: Impairment of tangible and intangible assets and adequacy of
property lease provisions

Refer to the Audit Committee Report (page 57); Accounting policies (page 97); and
note 12 of the Consolidated Financial Statements (page 116).

At 30 June 2016 the carrying value of tangible and intangible assets was £606.3 million,
the majority of which relates to indefinite life intangible assets (primarily casino and
other gaming licences) or goodwill.

In accordance with IAS 36 Impairment of Assets, management disclosed that in addition
to the impairment charge of £0.9 million and impairment reversal of £1.4 million, a
reasonably possible change in customer visits, win margins or spend per head could
lead to impairments in other Cash Generating Units (CGU) where no impairment is
currently recognised.

We focus on this area due to the significance of the carrying value of the assets being
assessed and due to the level of management judgement required in the assumptions
impacting the impairment assessment and the sensitivity of the impairment model. The
main assumptions impacting the assessment and sensitivity of the model are future cash
flows, growth rates applied to cash flows and discount rates. These assumptions are
subjective and subject to management judgement about the future results of the business.

In addition, the Group holds a provision of £44.7 million for onerous lease provisions
for both unoccupied properties and properties which are trading at a loss. We consider,
as with impairment, there is a high level of management judgement required in the
assumptions impacting the assessment and the sensitivity of the model. This is primarily
the amount of sub-let income and period for which sub-let income can be obtained.
We therefore consider there is a higher likelihood that a material misstatement could
arise as there is a risk that these provisions may be incorrectly valued.

Our response

— We updated our understanding of management’s annual impairment testing process.

— We ensured that the methodology of the impairment exercise continues to comply
with the requirements of IFRS as adopted by the European Union, including
evaluating management’s assessment of indicators of impairment against indicators
of impairment specified within IAS 36.

— We assessed the forecasts underlying the impairment review and agreed to budgets
approved by the Board, reviewing these against actual performance and historic
accuracy of forecasting. We also performed sensitivity analysis on earnings multiples
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and growth rates applied to cash flows to determine the extent of headroom for each
CGU.

— We agreed other key assumptions such as discount rates to supporting evidence and
corroborated these to industry averages/trends with the assistance of EY internal
experts.

— We compared the individual CGU projections to historic performance and observable
trends and corroborated the reasons for deviations to third party evidence as
appropriate.

— For property lease provisions we understood management’s process for identifying
onerous leases and ensured the appropriate factors had been considered, including
the recoverability of sub-let income, and determined whether appropriate provision
had been made. This also included an assessment of whether the appropriate discount
rate had been applied.

— We checked underlying calculations and agreed key inputs to third party evidence
including lease agreements.

What we concluded to the audit committee

The net impairment reversal of £0.5 million and onerous lease charge of £1.5 million is
appropriately recognised. We highlighted that a reasonably possible change in certain
key assumptions underpinning the forecasts for certain CGUs could lead to additional
impairment. Sensitivity to changes in certain assumptions have been disclosed within
note 12 to the annual report and accounts.

We concluded that the property provisions recognised are appropriate.
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APPENDIX 3: LONGEST KAMS OF THE FIVE MOST COMMON KAMS
IN THE AMUSEMENT AND RECREATION SERVICES
INDUSTRY

First ranked KAM in the amusement and recreation services industry: Revenue
recognition

Recognition of Virtual Print Fee (“VPF”) income (£11.1m)
Refer to page 49 (Audit committee report), page 95 (accounting policy).

The risk: VPF income is recognised on an accruals basis, dependent on the number
and type of screenings made using digital display equipment. The terms of the VPF
contract in the UK that determine when revenue can be recognised include requirements
regarding the number, type, timing and overlap of screenings; as such the calculation of
the accrual is complex. This complexity is enhanced by the large volume of screening
data and the limitations of the Group’s information systems, which require manual
intervention to fully reflect the contract terms.

Further, a third party is involved in agreeing the level of income due to the Group.
The need for clarification on interpretation, data mismatches and processing delays
have historically led to differences between the third party and the Group’s income
calculations. This results in a six-month gap between the income being recognised and
the balances being fully reconciled with the third-party supplier. This delay means the
size of the year end accrual is significant.

There is an added complexity in this year as the maximum eligible amount that can be
earned under the contract has almost been reached. This requires the Group to agree the
final amount due by demonstrating both the total amount eligible to be reclaimed per
screen under the terms of the agreement and the amount previously reclaimed. There
is a risk that the amount recognised may differ from the final third-party calculation.
VPF income is therefore deemed to remain one of the Group’s key judgement areas.

Our response

Our principal audit procedures included: testing the Group’s controls over the VPF
data collection and recognition process; assessing, in comparison to information
received from the third-party supplier, the accuracy and detail of the Group’s screening
information; and considering the accuracy of the prior period accrued income by
reference to receipts during the year. We considered the appropriateness of the level of
income recognised by reference to the terms of the VPF agreement and by calculating
the expected income.

In relation to the finalisation of the contract, we inspected supporting documentation,
including correspondence with the third-party supplier and the terms of the original
contract, to compare the amounts under discussion with the total revenue expected to
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be recognised over the life of the contract. As final agreement over the total amount
due under the contract has not yet been reached, we also considered the adequacy
of the disclosure over the degree of estimation involved in determining the income
accrued pending final agreement and the period remaining revenue under the contract
is expected to be recognised.

Second most ranked KAM in the amusement and recreation services industry:
Valuation of non-current assets

Carrying value of non-current assets £2,475 million

Refer to page 73 (Audit Committee Report) and pages 129 to 131 (accounting policy
and financial disclosures).

The risk — A history of business combinations and the capital intensive nature of the
business model means that the Group has significant balances of goodwill, intangible
assets and property, plant and equipment. There is a risk that the future performance
of these assets may lead to their carrying values not being recoverable in full. When
impairment testing is required there are inherent uncertainties in estimating the value
of assets to the business through discounted cash flows. These uncertainties arise
principally in the inputs used in forecasting future cash flows (for example expected
changes in visitation at existing attractions, particularly where there have been recent
changes in the overall offering, new and ongoing promotions or planned customer
experience improvements).

Uncertainty arises partly due to the unpredictable impact of factors such as competition,
the weather, and the political and economic environment on trading performance but
also as the Group’s new attractions are often in unproven locations. Additionally, and
specifically in relation to the Resort Theme Parks goodwill, events during the year at
Afton Towers have meant that previous trading patterns have been disrupted and greater
uncertainty exists over forecasting visitor numbers. The reduced EBITDA since June
2015 and the risk that a return to previous levels of performance may not be achieved
immediately has reduced valuation headroom. This increases the risk over this asset’s
valuation. There is also uncertainty around the most appropriate rate at which to discount
these expected future cash flows.

Our response

Our audit procedures included, amongst others, an analysis of the Group’s previous
ability to forecast cash flows accurately and challenging the reasonableness of current
forecasts. These current forecasts include assumptions such as the expected change in
visitation and revenues arising from activities such as new and ongoing promotions
and customer experience improvements, as well as the response to specific events,
including the accident at Alton Towers. Our challenge of the forecasts included an
assessment of the Group’s assumptions around these activities, including a comparison
of expected changes against the past results of similar activities carried out by the
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Group. In addition, specific to Alton Towers, we considered historic peer group data
for incident recovery rates and their applicability to Merlin’s business model and visitor
market. We corroborated major assumed cost reductions to detailed plans and wherever
possible contractual agreements. This allowed us to assess the level of the risk inherent
in the current cash flow forecasts.

The data used by the Group to determine its earnings multiple and calculate its discount
rates was benchmarked against market data, including publicly available analysts’
reports and peer comparisons. We were supported by our valuation specialists in this
work. We performed a sensitivity analysis of the long term growth rate, discount rates
and forecast cash flows to show the effect of possible downside scenarios and considered
the resulting headroom across the valuations, as well as the appropriateness of the related
disclosures. We also assessed whether the Group’s disclosures about the sensitivity of
the outcome of the impairment assessment to changes in key assumptions appropriately
reflected the risks inherent in the valuation of non-current assets.

Third most often ranked KAM in the amusement and recreation services industry:
Taxation and regulation

Indirect tax risk exposures and claims

Refer to the Audit Committee Report (page 57); Accounting policies (page 97); and
notes 30 and 31 of the Consolidated Financial Statements (pages 134 and 135).

Indirect tax is a complex area in the betting and gaming industry and the Group has
a number of claims and enquiries with HMRC. The Group is required to consider the
disclosure in the annual accounts of certain contingent assets and contingent liabilities
and the appropriateness of their provisions in respect of these ongoing issues. We focus
on this to ensure that all changes to legislation and rates levied have been correctly
applied and due to the highly judgemental nature of many of the ongoing claims and
disclosure requirements we have identified this as a significant risk for the audit.

Our response to the risk

— We reviewed and corroborated the key assumptions made by management in respect
of uncertain indirect tax positions ensuring developments in the period have been
taken into account and that all possible outcomes have been assessed.

— We reviewed correspondence received from tax authorities during the period in order
to assess the completeness of uncertain tax positions and to corroborate manage-
ment’s position. We have involved our indirect taxation specialists in assessing the
implications of correspondence received from tax authorities.

— We employed tax specialists to assess the technical support for indirect tax
submissions and to perform a review for completeness of effected changes in indirect
tax legislation to ensure they had been appropriately reflected by the Group.

— We updated our understanding of the process for preparing the partial exemption
calculation and tested the partial exemption calculation using indirect tax specialists.
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We conclude that the positions taken by management are appropriate and accurately
reflected in the financial results.

Fourth most often ranked KAM in the amusement and recreation services industry:
Provisions

Onerous lease provisions (£5.6m)

Refer to page 49 (Audit committee report), page 95 (accounting policy) and page 120
(financial disclosures).

The risk: The Group provides for an onerous lease when it considers that the unavoidable
cost of the lease obligation from operating a cinema is in excess of the expected
economic benefits, but where continuing to operate the cinema is rational because it
contributes towards mitigating the impact of that unavoidable cost. There is a risk that
the provision may be misstated if inappropriate estimates and assumptions are applied
in the valuation model.

The onerous lease provision is revisited annually using a valuation model to determine
whether any further provision or release is required. Estimating future operating cash
flows at a cinema level requires consideration of current and expected market conditions
both nationally and locally. The value of the provision is particularly sensitive to the
assumptions used in relation to the discount rate and to forecast revenues. The latter is
mainly because: the Group has no direct control over the films released for distribution;
there is limited visibility over the release schedule more than 12 months into the future;
and there can be variation in performance of the films over the diverse geographic
footprint of the Group.

Our response

Our principal audit procedures included challenging the operating cash flow forecast
of each cinema for which a provision has been made by considering the forecast cash
flows against historical cash flow trends and assessing the basis for and impact of both
expected changes in market conditions and the future plans of the business. We also
considered the appropriateness and accuracy of the valuation model, including assessing
the key assumptions driving revenue growth and the discount rate against our internal
and external benchmark data; and considered likely sensitivities and their quantum by
adjusting the input assumptions. We further considered the adequacy of the Group’s
disclosure around the degree of estimation involved in arriving at the provision and the
level of sensitivity of the provision to changes in the input assumptions.
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Fifth most often ranked KAM in the amusement and recreation services industry:
Goodwill

Impairment of goodwill

The Group has goodwill of £1,145 8 million which is tested annually for impairment
against value in use of the Group’s CGUs - Retail, Online, Stadia, US and Australia.

The annual impairment test is a complex process requiring significant management
judgement and is based on key assumptions about future profitability and cash flows,
selecting appropriate discount and long-terra growth rates, which are disclosed in note
12 of the Group financial statements.

Our risk is focused on the sensitivity to those key assumptions used in the Group’s
impairment review, and the ultimate recoverability of goodwill.

How the scope of our audit responded to the risk

Our work focused on evaluating the design and implementation of key controls in this
area and challenging the following key assumptions used by management in conducting
their impairment review:

— agreement of cash flow assumptions to board-approved budgets;

— validating the reasonableness of the cash flow forecasts by comparing value in we
to the Group’s market value;

— assessing management’s historical budgeting accuracy; challenge of short-term
growth rates used in the Group’s and component’s forecasts by reference to current
performance and plans;

— consideration of the appropriateness of long-term growth rates by comparison to
the historical average long-term growth rates achieved in the country of operation;

— using our internal valuation specialists to independent calculate appropriate discount
rates for comparison with those used by management; and

— we have sensitized management’s assumptions to reflect reasonably possible future
alternative scenarios.

From the result of our procedures, we did not identify any impairment of goodwill for
the Groups CGUs.
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APPENDIX 4: FOR THE NON-TOP 5 KAMS THE NAME OF THE FIRM
WITH THE LONGEST KAM IN THE AMUSEMENT AND
RECREATION SERVICES INDUSTRY

KAM Amusement and recreation services
Goodwill WILLIAM HILL PLC
Impairment RANK GROUP PLC




CHAPTER 14

SIC CobpE 80 HEALTH CARE



256

SIC CODE 80 HEALTH CARE

POINTS CLES DE L’AUDIT —- KEY AUDIT MATTERS (KAM) 2018

239. Out of the 350 constituents of the FTSE 350, 9 are active in the health care industry.
Our dataset contains information about 8 of these companies. The health care industry
is one of the smallest industries in the FTSE 350.

14.1. NUMBER AND LENGTH OF KAM

240. Table 1 gives an overview of the number of KAM included in the auditor’s report.
This table presents the following descriptive statistics: median, mean value, quantiles
and the standard deviation of the number of KAMs.

Table 1: Number of KAM in the health care industry

Obs | Mean |[Std. Dev.] Min Q1 Q2 Q3 Max
Number of KAM 9 3.78 0.97 2 3 4 4 5
first year
Number of KAM 9 4 1.32 2 3 4 5 6
second year
Number of KAM 9 3.78 1.72 2 2 4 5 7
third year
Number of KAM | 27 3.85 1.32 2 3 4 5 7
all years

241. Looking at the total sample period of 3 years we observe that the median number of
KAM equals 4. The median is constant over time. It should be noted that the variance is
relatively high (1.32), indicating that the absolute number of KAMs significantly varies
between the different companies. The high variance in the number of KAMs between
companies can also be observed from comparing the minimum and the maximum
value. While the KAM section of some firms is limited to discussing only 2 KAMs,
some firms receive up to 7 KAMs.

242. Figure 1 shows the distribution of the number of KAMs. When inspecting the
histogram, we can see that the number of KAMs most often included in the report
equals 4 or 5. It should be noted that the amount of reports with three, four or five
KAMs is almost equal.



Frequency
4
1

Figure 1: Histogram of the number of KAM in the health

243. Table 2 presents the descriptive statistics for the length of the KAM section, i.e. the
number of words written in the KAM section. This table is structured in a similar way
as Table 1 and contains: the median, mean, the minimum, the maximum, the quantiles
and the standard deviation of the length of the KAM section.

Table 2: Descriptive statistics of the length of the KAM section in the health care industry

KERNPUNTEN VAN DE CONTROLE - KEY AUDIT MATTERS (KAM) 2018

4
Number of KAM

care industry over the three-year period

Obs | Mean |Std. Dev.| Min Q1 Q2 Q3 Max
Length first year 9 677 | 291.20 315 539 599 763 1262
Length second 9 1139 | 539.37 393 866 914 1270 2109
year
Length third year 9 1486 | 805.60 622 1043 1383 1542 3422
Length all years 27 1101 | 655.30 315 622 914 1383 3422

244. Table 2 shows that the number of words of the KAM section equals on average
1101 (median value of 914 words) using the three years as the sample period. We also
observe a relatively high variance between the minimum and the maximum value of

the KAM length (between 315 words and 3422 words).
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245, Despite the number of KAM staying constant, the length shows a big increase over
the three years. Table 2 shows that the average length of the KAM section increases
every year. Given the number of KAM is remaining stable (see Table 1), this illustrates
that the average length of a KAM discussed in the health care industry increases from
180 in the first year to an average of 393 words in the third year.

246. Comparing the minimum and the maximum values of KAM (315 versus
3422 words) however seems to suggest that there exists a high variance in the length
of the KAM section although this variance will also be influenced by the difference in
the number of KAMs discussed (2 to 7, see Table 1).
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14.2. TYPE AND SEQUENCE OF KAM

247. While we already know that a median company active in the health care industry
discloses 4 KAMs (i.e. 104 KAMS in total for the 27 firm year observations) with an
average length of 1101 words, Table 3 provides information about the top 4 of the
KAMSs most often disclosed in the audit report.

248. It is clear that the KAMs most often disclosed are revenue recognition (22.12%),
followed by taxation and regulation (19.23%), goodwill (12.50%) and acquisitions
(10.58%). The category ‘Other’ includes KAM such as provisions, impairment,
employee benefits, ... A detailed overview of the different types of KAM can be
found in Appendix 1.

249. Looking at changes over time, we observe that the relative importance of a taxation
and regulation KAM increases (from 14.71% to 23.53%), while the occurrence of
revenue recognition (23.53%), goodwill (11.76%) and acquisitions (8.82%) remains
stable.

250. Linking the information about the type of KAM to the number of KAM (in Table 1),
while the number of KAM remains constant, the content of the KAM discussion section
changes over time with more emphasis on taxation and regulation.

Table 3: Type of KAM most often disclosed in the health care industry

KAM First year | Second year | Third year | All years
Most disclosed Revenue 23.53% 19.44% 23.53% 22.12%
recognition
Second most Taxation & 14.71% 19.44% 23.53% 19.23%
disclosed regulation
Third most Goodwill 11.76% 13.89% 11.76% 12.50%
disclosed
Fourth most Acquisitions 8.82% 13.89% 8.82% 10.58%
disclosed
Fifth most Other 41.18% 33.34% 32.36% 35.57%
disclosed

251. As the sequence of the KAM (first, second, third, ...) can also provide information
about the importance of the KAM, Table 4 discusses the sequence of the three most
common KAMs in the industry.
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Table 4: Sequence of the five KAMs most often discussed in the health care industry

KAM First Second Third Fourth Fifth Sixth Seventh
KAM KAM KAM KAM KAM KAM KAM

Revenue 39.13% | 30.43% | 17.39% | 10.34% 0.00% | 0.00% 0.00%

recognition

Taxation & 0.00% 0.00% | 55.00% | 30.00% 5.00% | 5.00% 5.00%

regulation

Goodwill 23.08% | 38.46% 7.69% | 15.38% | 15.38% | 0.00% 0.00%

Acquisitions 63.64% 0.00% | 18.18% 0.00% | 18.18% | 0.00% 0.00%

Other 21.62% | 40.54% | 10.81% | 13.51% | 10.81% | 2.70% 0.00%

252. Although acquisitions are not the most important KAM discussed in the KAM
section (see Table 3), if mentioned it most often appears first in the KAM section.
Similarly, although revenue recognition is most often discussed in the KAM section
(see Table 3) it is most likely discussed as the first or second KAM.

Materiality

253. Table 5 reports the descriptive statistics related to the materiality base used as
well as the percentage of the materiality level used. From Table 5 it is clear that profit
before tax is most often used to determine the materiality level (88.89%), only 11.1%

uses equity.

254. Looking at the materiality level used, Q1 shows that a materiality percentage of
5% is most often applied in the health care industry with a maximum of 8%.

Table 5: Applied materiality level in the health care industry

Materiality level used (%)
Base Obs Fr:l(llu;ncy i Std
€base | Mean | Min. | Q1 | Q2 | Q3 | Max.
Dev.
1| Profit before 24 88.89 5.29 | 1.00 4 5 5 5 8
tax
2 | Equity 3 11.11 1 0.00 1 1 1 1 1
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143. SUMMARY OF THE MAIN FINDINGS IN THE HEALTH CARE
INDUSTRY

255. In the health care industry, the median number of KAM mentioned is 4 with an
average length of 286 words per KAM. While the number of KAM remains constant
over the three years studied, the content of the KAM section changes with more
emphasis on taxation and regulation. Although acquisitions are relatively less important,
if mentioned the KAM appears first in the KAM section. Finally, descriptive statistics
show that profit before taxes is the materiality basis used and the average materiality
percentage equals 5%.

256. From the comparison with the total sample, we observe that health care is an
industry with an equal amount of KAMs mentioned as the whole sample. However, the
type of KAM differs, acquisitions occur in the top 5 of the health care industry while it
does not for the whole sample, where goodwill is one of the top 5 KAMs mentioned.
This can probably be explained by the fact that acquisitions in the health care industry
are more recent.

Table 6: Summary table of the main findings in the health care industry

Health care Total sample

Number of KAM (median) 4 4
Length per KAM 286 305
Most common type of KAM 1. Revenue recognition 1. Revenue recognition

2. Taxation & regulation 2. Valuation of non-current

assets

3. Goodwill 3. Taxation & regulation

4. Acquisitions (First rank) 4. Goodwill

5. Valuation of non-current 5. Provisions

assets
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APPENDIX 1: FREQUENCY TABLE OF THE KAMS DISCLOSED IN THE
HEALTH CARE INDUSTRY

Table 7: Frequency table of the different types of KAM
(three-year period) in the health care industry

KAM Frequency Percentage
Revenue recognition 23 22.12
Taxation & regulation 20 19.23
Goodwill 13 12.50
Acquisitions 11 10.58
Valuation of current assets 11 10.58
Valuation of non-current assets 10 9.62
Employee benefits 6 5.77
Provisions 4 3.85
Internal controls 2 1.92
Valuation 2 1.92
Impairment 1 0.96
Other 1 0.96
Total 104 100
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APPENDIX 2: EXAMPLE OF THE LONGEST KAM IN THE HEALTH
CARE INDUSTRY

Dechra pharmaceuticals plc (2016 — Acquisitions, 854 words)
Area of focus

Assessment of the accounting position adopted on the opening balance sheet accounting
for the Genera, Brovel and Putney acquisitions.

Refer to the Audit Committee Report on page 74, the critical accounting estimates
and judgements in note 1 (b) to the accounts on page 112, and note 31 (Acquisitions).

The Group completed the following acquisitions during the year: Genera d.d. on
21 October 2015; Laboratorios Brovel S.A. de C.V. on 13 January 2016; and Putney
Inc. on 22 April 2016.

We focused on this area because the accounting for business combinations including
the respective provisional opening balance sheet position is inherently judgemental.
IFRS 3 (revised) requires that consideration is given to the existence and measurement
of separable identifiable intangible assets that have been acquired as part of each
respective acquisition agreement. For both Genera d.d. (Genera) and Putney Inc.
(Putney), significant value has been attributed to the brand and product portfolio, the
recognition of which is dependent on cash flow forecasts including future business
growth, product development and the application of an appropriate discount rate, all
of which are subjective.

The land and property acquired was restated to fair value. This required the use of
assumptions including building construction costs and the discounted land values
within the valuation methodology.

The accounting standards state that acquired inventory should be recognised at fair
value which is equal to the selling price less costs to sell. This has resulted in value
uplifts to the acquired inventory held in Genera, Putney and Laboratorios Brovel S.A.
de C.V. (Brovel). The appropriateness of the fair value adjustments are dependent on
the existence and quality of inventory held at the acquisition date and the calculation
of selling costs.

We have focused on the completeness of liabilities recorded at the respective acquisition
date. As the recognition of obligations can be subject to the extent of information
available this can give rise to judgement being exercised.

The calculation of deferred tax liabilities arising on the identifiable intangible assets
is reliant on the correct application of local tax rates. The measurement of deferred
taxes is dependent on the understanding and application of local tax rules, with the
recognition of any deferred tax assets being judgemental based on the Directors’
evaluation of recoverability.
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How our audit addressed the area of focus

Intangible assets - We obtained the cash flow forecasts supporting the intangible assets
identified and agreed that these were consistent with those approved by the Board
as part of the acquisition process. For sales volumes and margin data we tested that
the relevant assumptions were consistent to the historical performance of each of the
acquired businesses. We assessed the validity of new products being made available for
sale through independent research as to the accessibility and marketability of similar
products. We corroborated that development costs have been appropriately included
based on actual costs previously incurred on comparable products developed by the
Group.

We engaged our valuation specialists who benchmarked within a reasonable range
that the growth assumptions were in line with industry expectation and the specific
geographical locations in which the business operates. Our valuation specialists
also agreed that the discount rates were consistent to those applied by companies of
comparable size and within the relevant industry.

Land and buildings - We engaged our valuation specialists who agreed that both key
assumptions were within a reasonable range. The building construction costs were
agreed as consistent with average data available for industrial property development
within Central and Eastern European countries and the land discount was compared
with the value of sites sold which are similar in size and nature.

Inventory - We have corroborated the respective selling costs by agreeing to sales
invoices and agreeing that these costs have been accurately included within the overall
calculations performed. We attended and undertook physical inventory counts at key
locations validating that inventory was being held and accurately recorded. As part
of our physical attendance we surveyed the aging and quality of specific inventory
items and evaluated the local obsolescence policies which adequately aligned to the
inventory profiles observed.

Liabilities - We considered the completeness of liabilities through our knowledge
of the business, by making enquiries of the Directors, examining correspondence
with legal counsel and reading the respective sale and purchase agreements. We
performed substantive procedures on material purchase invoices and bank payments
post acquisition date and confirmed that these were correctly recorded.

Taxation - We recalculated the deferred tax liabilities arising on the acquired intangibles
assets and agreed that relevant tax rates have been used.

We read the prior year tax computations and available correspondence from the
respective tax authorities and agreed that all known significant obligations and threats
have been suitably considered.

In respect of Putney, the Directors evaluated operating losses which are available to be
utilised in future periods. We agreed the quantum and nature of the losses to prior period
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tax computations. We read the local tax rules and verified the accuracy of the calculation
as to the losses which can be recognised in line with the rules. We recalculated the
associated deferred tax asset and agreed the recognition of this by confirming the basis
of recoverability is consistent with Board approved forecasts.
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APPENDIX 3: LONGEST KAMS OF THE FIVE MOST COMMON KAMS IN
THE HEALTH CARE INDUSTRY

First ranked KAM in the health care industry: Revenue recognition

Revenue recognition, including the timing of revenue recognition and the deter-
mination of whether the Group is acting in the capacity of an agent rather than
principal (The Group has revenue of $880.9m, 2014: $613.9m).

Refer to the Audit Committee Report (page 54); Accounting policies (pages 109 to
110); and Note 5 and 7 of the Consolidated Financial Statements (starting on pages
117 and 123 respectively).

The Group has a number of revenue streams relating to its Healthcare and Distribution
segments including clinic revenues, insurance claims, over-the-counter sales, pharmacy
sales and sales of goods. There is a risk of improper revenue recognition, particularly
with regard to cut-off at period end dates, in the healthcare business, given the diversity
of the Group’s healthcare operations, and in the distribution business. Furthermore,
there is a risk that management may incorrectly determine whether the Group is acting
as principal or agent in certain arrangements such as distribution agreements with key
suppliers and revenue sharing agreements with doctors.

The risk has increased in the current year due to the acquisitions which have resulted
in new revenue streams for the Group.

Our response to the risk

We relied upon the controls tested over revenue recognition, including the timing of
revenue recognition.

We performed analytical review procedures and performed cut-off testing procedures
(by selecting a sample of transactions either side of year-end) to check that revenue
had been recognised in the appropriate accounting period.

We performed procedures on contractual arrangements in respect of new and one-off
fee income and considered the appropriateness of the accounting through verification
to legal agreements and vouching the amounts recognised to invoices and cash receipts.

We tested a sample of new distribution agreements entered into during the year and
revenue sharing contracts with doctors in newly acquired businesses to verify that
the Group’s determination that they are acting as a principal rather than an agent is
appropriate.

We checked the Group’s adherence to their revenue recognition policies and we agreed
that these policies are in accordance with IFRSs as adopted by the European Union.

We performed full and specific scope audit procedures over this risk area in 13 locations.
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What we concluded to the audit committee

Based on the audit procedures performed, we are satisfied that revenue recognition is
appropriate and that the Group has appropriately adhered to their revenue recognition
policies, including the determination of whether the Group is acting as agent rather
than as principal.

Second most ranked KAM in the health care industry: Taxation and regulation
Litigation
Refer to Notes 3, 29 and 45 in the Group financial statements.

The pharmaceuticals industry is heavily regulated which increases inherent litigation
risk. The Group is engaged in a number of legal actions, including product liability,
anti-trust and related private litigation, of which the most significant are disclosed in
Notes 29 and 45.

We focused on this area as the eventual outcome of claims is uncertain and the positions
taken by the directors are based on the application of material judgement and estimation.
Accordingly, unexpected adverse outcomes could significantly impact the Group’s
reported profit and balance sheet position.

During the year, the most significant increase to the Group’s litigation provisions was in
respect of the Paxil product liability referred to in Notes 29 and 45 which was reassessed
following unsuccessful mediation with plaintiffs giving rise to a subsequent revision
of management’s best estimate of settling these claims. This increase was more than
offset by utilisation of existing provisions of £428 million.

At 31 December 2015, the Group held provisions of £352 million in respect of legal
actions (31 December 2014 — £520 million).

How our audit addressed the area of focus

We discussed the status of significant known actual and potential litigation with in-house
legal counsel. We obtained and substantively tested evidence to support the decisions
and rationale for provisions held or decisions not to record provisions, including
correspondence with legal counsel and other counter-parties to litigation. We also
monitored and considered external information sources to identify potential legal
actions.

We developed an independent expectation of the litigation provisions based on product
litigation history and other available evidence to challenge the valuation and complete-
ness of the provisions recognised by the Group.
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We obtained confirmations from external legal counsel to confirm our understanding
of settled and outstanding litigation and asserted claims.

We evaluated significant adjustments to legal provisions recorded during the year to
determine if they were indicative of management bias. In respect of the increase in
the provision for Paxil product liability litigation, we obtained sufficient evidence to
conclude that this increase was reasonable, including review of external legal advice.

As disclosed in Notes 29 and 45 to the Group financial statements, the eventual outcome
of legal proceedings is dependent on the outcome of future events and the position
taken by the Group is inherently judgemental. We found that in the context of the
Group financial statements taken as a whole the judgements made by management
were reasonable and the disclosures made in respect of these provisions and contingent
liabilities were appropriate.

Third most often ranked KAM in the health care industry: Goodwill
Carrying value of goodwill and intangible assets
Refer to Notes 3, 18 and 19 in the Group financial statements.

The Group has £16.0 billion of intangible assets (31 December 2014 —£7.8 billion),
comprising significant licenses, patents and acquired trade marks (and excluding
computer software). In addition, the Group has £5.2 billion of goodwill at 31 December
2015 (31 December 2014 —£3.7 billion). The Group recognised impairments to these
intangible assets amounting to £206 million during the year.

The carrying values of goodwill and intangible assets are contingent on future cash
flows and there is risk if these cash flows do not meet the Group’s expectations that the
assets will be impaired. The impairment reviews performed by the Group contained a
number of significant judgements and estimates including revenue growth, the success
of new product launches, patent expiry dates, profit margins, cash conversion, terminal
values and discount rate. Changes in these assumptions might lead to a change in the
carrying value of intangible assets and goodwill.

During the year, the Group reduced its number of individual cash generating units
(“CGUs”) for goodwill impairment testing purposes from eight to four, comprising
Global Pharmaceuticals, Consumer Healthcare, Vaccines and ViiV Healthcare. This
exercise was undertaken to align the CGUs to the Group’s operating segments which
were changed following the Group’s restructuring following the Novartis transaction.
Through this exercise, Vaccines has been treated as a separate CGU for the first time
and the Global Pharmaceuticals CGU aggregates pharmaceuticals businesses previously
separated into the US, Europe, Japan, Emerging Markets and Other.

We focused on acquired intangible assets, as these are the most significant individually
and in aggregate, and a number have indefinite lives, including the most significant of
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the intangible assets acquired from Novartis. The Group has also recognised goodwill
from a number of its acquisitions, including the three-part transaction with Novartis.

How our audit addressed the area of focus

Deploying our valuations specialists, we obtained the Group’s impairment analyses and
tested the reasonableness of key assumptions, including profit and cash flow growth,
terminal values, the impact of the expiry of patents, potential product obsolescence
and the selection of discount rates. We challenged management to substantiate its
assumptions, including comparing relevant assumptions to industry and economic
forecasts.

We interrogated the integrity of supporting calculations and we corroborated certain
information with third party sources, including expectations of performance of certain
assets and components of the business. We obtained and evaluated management’s
sensitivity analyses to ascertain the impact of reasonably possible changes in key
assumptions and we performed our own independent sensitivity calculations to quantify
the downside changes to management’s models required to result in impairment.

As aresult of our work, we determined that the quantum of impairment recognised in 2015
was appropriate. For those intangible assets, including goodwill, where management
determined that no impairment was required, we found that these judgements were
supported by reasonable assumptions that would require unreasonable downside changes
before any additional material impairment was necessary.

In respect of the aggregation of CGUs, we confirmed that this is the lowest level at which
management monitors goodwill for internal purposes, that it is consistent both with
the way in which the Group’s leadership team is structured and with how the Group’s
results and financial position are reported to the CET and that no CGU for goodwill
impairment testing purposes is larger than any of the Group’s new operating segments.

Fourth most often ranked KAM in the health care industry: Acquisitions

Assessment of the accounting position adopted on the opening balance sheet
accounting for the Genera, Brovel and Putney acquisitions.

Refer to the Audit Committee Report on page 74, the critical accounting estimates
and judgements in note 1 (b) to the accounts on page 112, and note 31 (Acquisitions).

The Group completed the following acquisitions during the year: Genera d.d. on
21 October 2015; Laboratorios Brovel S.A. de C.V. on 13 January 2016; and Putney
Inc. on 22 April 2016.

We focused on this area because the accounting for business combinations including
the respective provisional opening balance sheet position is inherently judgemental.
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IFRS 3 (revised) requires that consideration is given to the existence and measurement
of separable identifiable intangible assets that have been acquired as part of each
respective acquisition agreement. For both Genera d.d. (Genera) and Putney Inc.
(Putney), significant value has been attributed to the brand and product portfolio, the
recognition of which is dependent on cash flow forecasts including future business
growth, product development and the application of an appropriate discount rate, all
of which are subjective.

The land and property acquired was restated to fair value. This required the use of
assumptions including building construction costs and the discounted land values
within the valuation methodology.

The accounting standards state that acquired inventory should be recognised at fair
value which is equal to the selling price less costs to sell. This has resulted in value
uplifts to the acquired inventory held in Genera, Putney and Laboratorios Brovel S.A.
de C.V. (Brovel). The appropriateness of the fair value adjustments are dependent on
the existence and quality of inventory held at the acquisition date and the calculation
of selling costs.

We have focused on the completeness of liabilities recorded at the respective acquisition
date. As the recognition of obligations can be subject to the extent of information
available this can give rise to judgement being exercised.

The calculation of deferred tax liabilities arising on the identifiable intangible assets
is reliant on the correct application of local tax rates. The measurement of deferred
taxes is dependent on the understanding and application of local tax rules, with the
recognition of any deferred tax assets being judgemental based on the Directors’
evaluation of recoverability.

How our audit addressed the area of focus

Intangible assets - We obtained the cash flow forecasts supporting the intangible assets
identified and agreed that these were consistent with those approved by the Board
as part of the acquisition process. For sales volumes and margin data we tested that
the relevant assumptions were consistent to the historical performance of each of the
acquired businesses. We assessed the validity of new products being made available for
sale through independent research as to the accessibility and marketability of similar
products. We corroborated that development costs have been appropriately included
based on actual costs previously incurred on comparable products developed by the
Group.

We engaged our valuation specialists who benchmarked within a reasonable range
that the growth assumptions were in line with industry expectation and the specific
geographical locations in which the business operates. Our valuation specialists
also agreed that the discount rates were consistent to those applied by companies of
comparable size and within the relevant industry.
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Land and buildings - We engaged our valuation specialists who agreed that both key
assumptions were within a reasonable range. The building construction costs were
agreed as consistent with average data available for industrial property development
within Central and Eastern European countries and the land discount was compared
with the value of sites sold which are similar in size and nature.

Inventory - We have corroborated the respective selling costs by agreeing to sales
invoices and agreeing that these costs have been accurately included within the overall
calculations performed. We attended and undertook physical inventory counts at key
locations validating that inventory was being held and accurately recorded. As part
of our physical attendance we surveyed the aging and quality of specific inventory
items and evaluated the local obsolescence policies which adequately aligned to the
inventory profiles observed.

Liabilities - We considered the completeness of liabilities through our knowledge
of the business, by making enquiries of the Directors, examining correspondence
with legal counsel and reading the respective sale and purchase agreements. We
performed substantive procedures on material purchase invoices and bank payments
post acquisition date and confirmed that these were correctly recorded.

Taxation - We recalculated the deferred tax liabilities arising on the acquired intangibles
assets and agreed that relevant tax rates have been used.

We read the prior year tax computations and available correspondence from the
respective tax authorities and agreed that all known significant obligations and threats
have been suitably considered.

In respect of Putney, the Directors evaluated operating losses which are available to be
utilised in future periods. We agreed the quantum and nature of the losses to prior period
tax computations. We read the local tax rules and verified the accuracy of the calculation
as to the losses which can be recognised in line with the rules. We recalculated the
associated deferred tax asset and agreed the recognition of this by confirming the basis
of recoverability is consistent with Board approved forecasts.

Fifth most often ranked KAM in the health care industry: Valuation of current assets
Accounting for major complex transactions

(The Group recognised goodwill of $345.1m and intangible assets of $74.8m in respect
of the acquisitions made in the current year. There were no acquisitions in the prior year.)

Refer to the Audit Committee Report (page 54); Accounting policies (pages 111 to
113); Significant Accounting Judgements and Estimates (Note 23) and Notes 5, 18,
36 and 37 of the Consolidated Financial Statements (starting on pages 117, 133, 145
and 146 respectively).
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The Group made a number of significant acquisitions during the year including the
Luarmia S.L group of companies, Americare Group, Dr Sunny Healthcare Group and
ProVita International Medical Center LLC. The contractual arrangements for such
transactions can be complex and require management to apply judgement in determining
whether a transaction represents an acquisition of an asset or a business combination.

There is a risk that the estimates and judgements made in the recognition of an
acquisition as a business combination may be inappropriate and the valuation of the
assets and liabilities acquired may be misstated.

The complexity of the multiple contractual arrangements in respect of certain acquisitions
and related services, and the different legal environments in which acquisitions have
been undertaken, may lead to inappropriate judgements as to the basis of accounting.

Furthermore, there is a risk that these acquisitions may be recognised before the Group
is exposed, or has rights, to variable returns from its involvement with the investee and
has the ability to affect those returns through its power over the investee.

This is a new risk in the current year given that there were a number of such transactions
in the current year and none in the prior year.

Our response to the risk

We obtained and reviewed the sale and purchase agreements entered into for the
acquisitions which took place in the year and other relevant documentation to understand
the terms and conditions of the agreements.

We assessed the judgements applied in determining whether acquisitions in the year
represented an acquisition of an asset or a business combination. This involved assessing
whether or not the entities and the assets acquired constitute the carrying on of a
business, i.e., whether there are inputs and processes applied to those inputs that have
the ability to create outputs.

Where transactions met the definition of a business combination we audited the Group’s
assessment of the assets and liabilities acquired and the allocation of the purchase
consideration to these and the resultant goodwill or gain on bargain purchase recognised
by performing the following procedures:

We assessed the appropriateness of the recognition of intangible assets and consideration
of their valuation inputs.

We verified that the consideration transferred, and where relevant contingent considera-
tion, in respect of each transaction was appropriately calculated in accordance with
contractual arrangements.
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We assessed management’s judgements in respect of what arrangements should be
accounted for as part of the business combination and those that should be accounted
for separately from the business combination.

We assessed whether the Group is exposed, or has rights, to variable returns from its
involvement with the investee and has the ability to affect those returns through its
power over the investee as at the date upon which the acquisitions were recognised.

We verified the appropriateness of the consolidation adjustments in respect of accounting
for these transactions.

We assessed the accounting for the acquisitions to verify that they were accounted for
and, where appropriate, disclosed in the financial statements in accordance with IFRS
as adopted by the European Union.

We performed full scope audit procedures over Luarmia S.L. group of companies,
Americare Group, Dr Sunny Healthcare Group and ProVita International Medical Center
LLC which represented all of the significant complex transactions in the current year.

We also performed audit procedures on the purchase price allocation exercise in
respect of these acquisitions which covered 100% of the goodwill and intangible
assets recognised in respect of these transactions.

Based upon the procedures we have performed, we concur with the Group’s final
accounting for the acquisitions of Luarmia S.L group of companies and Americare
Group, and the provisional accounting for the acquisitions of Dr Sunny Healthcare
Group and ProVita International Medical Center as at 31 December 2015.

We have reviewed the business combinations disclosures in respect of the acquisitions
which completed in 2015 and we believe that these are appropriate and in compliance
with the requirements of IFRS 3 Business combinations.
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APPENDIX 4: FOR THE NON-TOP 5 KAMS THE NAME OF THE FIRM
WITH THE LONGEST KAM IN THE HEALTH CARE

INDUSTRY
KAM Health Care
Valuation of non-current assets GENUS PLC
Employee benefits ASTRAZENECA PLC
Impairment GENUS PLC
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257. Out of the 350 constituents of the FTSE 350, 9 are active in the engineering
industry. Our dataset contains information about 8 of these companies. The engineering
industry is one of the smallest industries in the FTSE 350.

15.1. NUMBER AND LENGTH OF KAM
258. Table 1 gives an overview of the number of KAM included in the auditor’s report.
This table presents the following descriptive statistics: median, mean value, quantiles

and the standard deviation of the number of KAMs.

Table 1: Number of KAM in the engineering industry

Obs | Mean |[Std. Dev.] Min Q1 Q2 Q3 Max
Number of KAM 8 3.63 1.92 2 3 3 4 8
first year
Number of KAM 8 4.13 1.96 2 3 4 5 8
second year
Number of KAM 8 3.38 1.30 2 3 3 4 6
third year
Number of KAM | 24 2.71 1.71 2 3 3 4 8
all years

259. Looking at the total sample period of three years we observe that the median
number of KAM equals 3. The median changes over time, where it increases from
three to four in the second year, but decreases again to three in the third year. It should
be noted that the variance is very high (1.71), indicating that the absolute number of
KAMs significantly varies between the different companies. The high variance in
the number of KAMs between companies can also be observed from comparing the
minimum and the maximum value. While the KAM section of some firms is limited
to discussing only 2 KAMs, some firms receive up to 8 KAMs.

260. Figure 1 shows the distribution of the number of KAMs. When inspecting the
histogram, we can see that the number of KAMs most often included in the report
equals 3. It should be noted that the amount of reports with two, three or four KAMs
is almost equal.



Frequency
4
|

261. Table 2 presents the descriptive statistics for the length of the KAM section, i.e. the
number of words written in the KAM section. This table is structured in a similar way
as Table 1 and contains: the median, mean, the minimum, the maximum, the quantiles
and the standard deviation of the length of the KAM section.
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Figure 1: Histogram of the number of KAM in the

4
Number of KAM

engineering industry over the three-year period

Table 2: Descriptive statistics of the length of the KAM
section in the engineering industry

Obs | Mean |Std. Dev.| Min Q1 Q2 Q3 Max
Length first year 8 832 395.40 469 538 753 969 1672
Length second 8 1232 | 590.48 483 783 1082 1730 2182
year
Length third year 8 1265 504.94 658 887 1205 1518 2245
Length all years 24 1110 521.16 469 696 969 1518 2245

262. Table 2 shows that the number of words of the KAM section equals on average
1110 (median value of 969 words) using the three years as the sample period. We also
observe a relatively high variance between the minimum and the maximum value of

the KAM length (between 469 words and 2245 words).
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263. While the number of KAM stays constant over time, the length significantly
increases over the three years. Table 2 shows that the average length of the KAM
section significantly increases from the first to the second year and remains quite stable
from the second to the third year. Given the number of KAM decreases (see Table 1),
this illustrates that the average length of a KAM discussed in the engineering industry
increases from 230 in the first year to an average of 375 words in the third year.

264. Comparing the minimum and the maximum values of KAM however seems to
suggest that there exists a high variance in the length of the KAM section although this
variance will also be influenced by the difference in the number of KAMs discussed
(2 to 8, see Table 1).
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15.2. TYPE AND SEQUENCE OF KAM

265. While we already know that a median company active in the engineering industry
discloses 3 KAMs (i.e. 89 KAMS in total for the 24 firm year observations) with an
average length of 1110 words, Table 3 provides information about the top 4 of the
KAMSs most often disclosed in the audit report.

266. It is clear that the KAM most often disclosed is goodwill (24.72%), followed by
revenue recognition (20.22%), taxation and regulation (12.36%) and presentation and
disclosure (8.90%). The category ‘Other’ includes KAM such as provisions, acquisi-
tions, employee benefits, ... A detailed overview of the different types of KAM can
be found in Appendix 1.

267. Looking at changes over time, we observe that the relative importance of goodwill
(from 20.70% to 29.63%), revenue recognition (from 20.70% to 22.22%), taxation and
regulation (from 6.90% to 18.52%) and presentation and disclosure (from 3.45% to
14.81%) increases over time, while the occurrence of other KAMs decreases signifi-
cantly (from 48.25% to 14.82%).

268. Linking the information about the type of KAM to the number of KAM (in Table 1),
while the number of KAM remains constant, the content of the KAM discussion section
changes over time with more emphasis on goodwill, revenue recognition, taxation and
regulation and presentation and disclosure.

Table 3: Type of KAM most often disclosed in the engineering industry

KAM First year | Second year | Third year | All years
Most disclosed Goodwill 20.70% 24.24% 29.63% 24.72%
Second most Revenue 20.70% 18.18% 22.22% 20.22%
disclosed recognition
Third most Taxation & 6.90% 12.12% 18.52% 12.36%
disclosed regulation
Fourth most Presentation and 3.45% 9.09% 14.81% 8.90%
disclosed disclosure
Fifth most Other 48.25% 36.37% 14.82% 33.80%
disclosed

269. As the sequence of the KAM (first, second, third, ...) can also provide information
about the importance of the KAM, Table 4 discusses the sequence of the three most
common KAMs in the industry.
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Table 4: Sequence of the five KAMs most often discussed in the engineering industry

KAM First | Second | Third | Fourth | Fifth Sixth | Seventh | Eight
KAM KAM KAM KAM KAM KAM KAM KAM

Goodwill 13.64% | 31.82% | 36.36% | 18.18% | 0.00% | 0.00% 0.00% | 0.00%

Revenue 88.89% | 5.56% | 5.56% | 0.00% | 0.00% | 0.00% 0.00% | 0.00%

recognition

Taxation & 0.00% | 36.36% | 27.27% | 9.09% | 18.18% | 9.09% 0.00% | 0.00%

regulation

Presenta- 0.00% | 12.50% | 25.00% | 25.00% | 0.00% | 0.00% | 25.00% | 12.50%

tion and

disclosure

Other 16.67% | 36.67% | 13.33% | 13.33% | 10.00% | 6.67% 0.00% | 3.33%

270. Although revenue recognition is not the most important KAM discussed in the
KAM section (see Table 3), if mentioned it most often appears first in the KAM section.
Similarly, although goodwill is most often discussed in the KAM section (see Table 3)
it is most likely discussed as the second or third KAM.

Materiality

271. Table 5 reports the descriptive statistics related to the materiality base used as
well as the percentage of the materiality level used. From Table 5 it is clear that profit
before tax is most often used to determine the materiality level (87.50%), only 12.5%

uses réevenue.

272. Looking at the materiality level used, Q1 shows that a materiality level of 5% or
higher is most commonly used in the engineering with a maximum of 12%.

Table 5: Applied materiality level in the engineering industry

Materiality level used (%)
Base Obs Fr:l(llu;ncy ct Std
€base | Mean | Min. | Q1 | Q2 | Q3 | Max.
Dev.
1 | Profit before 21 87.50 592 | 2.25 2 5 5.1 6.5 12
tax
2 | Revenue 3 12.50 1.53 | 0.60 | 09 | 0.9 1.6 2.1 2.1
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15.3. SUMMARY OF THE MAIN FINDINGS IN THE ENGINEERING
INDUSTRY

273. In the engineering industry the median number of KAM mentioned is 3 with
an average length of 300 words per KAM. The content of the KAM section changes
with more emphasis on taxation and regulation, revenue recognition and impairment.
Although revenue recognition is relatively less important, if mentioned, the KAM
appears first in the KAM section. Finally, descriptive statistics show that profit before
taxes is the materiality basis used and the average median percentage equals 5%.

274. From the comparison with the total sample, we observe that engineering is an
industry with a number of KAM which is lower than the median number of KAMs

mentioned in the total sample.

Table 6: Summary table of the main findings in the engineering industry

Engineering Total sample

Number of KAM (median) 3 4
Length per KAM 300 305
Most common type of KAM 1. Goodwill 1. Revenue recognition

2. Revenue recognition (First) | 2. Valuation of non-current

assets

3. Taxation & regulation 3. Taxation & regulation

4. Presentation and disclosure | 4. Goodwill

5. Employee benefits 5. Provisions
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APPENDIX 1: FREQUENCY TABLE OF THE KAMS DISCLOSED IN THE
ENGINEERING INDUSTRY

Table 7: Frequency table of the different types of KAM
(three-year period) in the engineering industry

KAM Frequency Percentage
Goodwill 22 24.72
Revenue recognition 18 20.22
Taxation & regulation 11 12.36
Presentation and disclosure 8 8.99
Employee benefits 7 7.87
Acquisitions 5 5.62
Provisions 4 4.49
Internal controls 4 4.49
Valuation of current asstes 3 3.37
Valuation 2 2.25
Valuation of non-current assets 2 2.25
Other 2 2.25
Going concern 1 1.12
Total 89 100
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APPENDIX 2: EXAMPLE OF THE LONGEST KAM IN THE
ENGINEERING INDUSTRY

Serco group plc (2015 — Revenue recognition, 628 words)
Revenue and profit recognition including onerous contract provisions

Revenue and profit recognition on contracts requires significant management judgement
in the assessment of current and future financial performance Complex areas in
determining the Group’s right to recognise revenue and profit in the current period
include:

— interpretation of contract terms and conditions, including the billing and cash flow
arrangements

— consideration of onerous contract terms

— recognition and recoverability of pre contract costs

— assessment of stage of completion and forecast costs to complete

The Group is required to make an assessment of the stage of completion and costs to
complete over periods that can extend up to 15 years into the future in order to estimate
the onerous contract provisions the prediction of future events contains inherent risk
and a high degree of management judgement.

At 31 December 2014, the Group recognised provisions for a number of contracts that
became onerous of £4471m to cover the excess of unavoidable costs of meeting the
obligations under the contracts over the economic benefits expected to be received
over the remaining term of such contracts Such provisions arose predominantly where
contractual volume and / or price risk rest with the Group and forecast revenues are
largely fixed.

During 2015, the Group has continued to assess both those contracts for which onerous
contract provisions were made at 31 December 2014, and other contracts which may
display similar characteristics and potential onerous outcomes The total onerous
contract provision at 31 December 2015 was £302 1m following utilisation of £116
8m, new provisions of £891m, release of £93 Om of provisions no longer required
and net movement of £7.6m relating to foreign exchange, unwinding of discount, and
reclassifications.

Refer to notes 2 and 3 for the Group’s accounting policy and critical accounting
judgements over revenue and profit recognition and refer to note 30 for detailed
disclosures of onerous contract provisions recognised by the Group as at 31 December
2015.

How the scope of our audit responded to the risk

— Where we have taken a controls approach, we tested the operating effectiveness
of controls over the contract lifecycle including tendering controls and estimating,
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contract monitoring, billings and approvals, contract ledger reconciliations and
contract forecasting.

We have challenged the right to recognise revenue through review of contractual
terms and assessed management’s judgement regarding the appropriate timing of
revenue recognition, including where a percentage of completion basis was applied
We obtained contract forecasts and compared the assumptions to contract terms and
where relevant inspected correspondence with parties to the contract.

We developed an expectation of revenue from contracts where the contracts stipulate
fixed revenue on a regular basis or by using external volume data and applying the
rates per unit as per the contract to test the revenue recognised by the Group.
Where the revenue is not based on a fixed amount or fixed rates per unit, we have
performed test of details by testing the underlying work order / change orders for
the contracts and the actual expenses incurred to provide those services.

We challenged management’s judgements of specific contract forecasts and historic
operational costs comparing contract forecasts to past performance versus contractual
targets to assess whether contracts are deemed to be onerous and reviewed provisions
for anticipated losses This has included a review and challenge of evidence produced
by third party experts, where used by management in determining certain future
contract costs and the models for these onerous contracts.

For contracts where, onerous contract provisions have been recognised or released
during the year, we have assessed whether the provisions or releases were a change
of estimate arising from new circumstances in the year or whether they represented
the correction of a prior period error.

We have verified capitalised contract costs to underlying documentation and assessed
the accounting treatment adopted by management.
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APPENDIX 3: LONGEST KAMS OF THE FIVE MOST COMMON KAMS IN
THE ENGINEERING INDUSTRY

First ranked KAM in the engineering industry: Goodwill
Impairment of goodwill £481.4m

Refer to page 79 (Audit Committee Report), page 107 (accounting policy), and pages
107 to 110 (financial disclosures).

The risk — The Group has significant goodwill and other acquired intangible assets
in a wide range of geographical locations, and during the year recognised a £577 3m
impairment charge of which £481 4m related to the impairment of the goodwill held in
respect of the Industry Services CGU, with the remainder being against other intangible
assets and property, plant and equipment of that CGU following a decline in current and
forecast performance in light of the continued deterioration of oil and gas prices. These
assets are reviewed, either on a stand-alone basis or as part of a wider cash-generating
unit (CGU), for impairment using a value in use calculation, based on forecast cash
flows, growth rates and discount rates, all of which require a high level of judgement
the assessment of future cash flows for the Industry Services CGU is particularly
dependent on the expectation of the timing of the recovery in the Oil & Gas sector as
explained on page 32.

Our response

We challenged the key assumptions used in the value in use calculation for each CGU
tested, such as earnings and cashflow forecasts, the terminal growth and discount rate
assumptions comparing earnings forecasts with Board approved budgets, comparing
the results of the discounted cash flows against the Group’s market capitalisation to
determine if there were any significant differences that required further examination,
and applying sensitivities where assets had a higher risk of impairment We used
external data, where necessary, in assessing and corroborating the assumptions used
in the impairment testing, the most significant being the assumption over future oil
and gas prices and challenged the basis for the Group’s forecasts. We also tested the
mathematical accuracy of the impairment models and performed sensitivity analysis
to test the completeness and amount of the impairment charge recognised in the year.
We used our own Corporate Finance specialists to assist us in assessing the discount
rates and terminal growth rates applied to the forecast cash flows and compared the
earnings forecasts to external market data such as analyst reports.

We also assessed the adequacy of the Group’s disclosures in respect of asset carrying
values and impairment testing in note 9.
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Second most ranked KAM in the engineering industry: Revenue recognition
Revenue and profit recognition including onerous contract provisions

Revenue and profit recognition on contracts requires significant management judgement
in the assessment of current and future financial performance. Complex areas in
determining the Group’s right to recognise revenue and profit in the current period
include:

— interpretation of contract terms and conditions, including the billing and cash flow
arrangements

— consideration of onerous contract terms

— recognition and recoverability of pre-contract costs

— assessment of stage of completion and forecast costs to complete

The Group is required to make an assessment of the stage of completion and costs to
complete over periods that can extend up to 15 years into the future in order to estimate
the onerous contract provisions. The prediction of future events contains inherent risk
and a high degree of management judgement.

At 31 December 2014, the Group recognised provisions for a number of contracts that
became onerous of £4471m to cover the excess of unavoidable costs of meeting the
obligations under the contracts over the economic benefits expected to be received
over the remaining term of such contracts. Such provisions arose predominantly where
contractual volume and / or price risk rest with the Group and forecast revenues are
largely fixed.

During 2015, the Group has continued to assess both those contracts for which
onerous contract provisions were made at 31 December 2014, and other contracts
which may display similar characteristics and potential onerous outcomes. The total
onerous contract provision at 31 December 2015 was £302.1m following utilisation of
£116.8m, new provisions of £891m, release of £93m of provisions no longer required
and net movement of £7.6m relating to foreign exchange, unwinding of discount, and
reclassifications.

Refer to notes 2 and 3 for the Group’s accounting policy and critical accounting
judgements over revenue and profit recognition and refer to note 30 for detailed
disclosures of onerous contract provisions recognised by the Group as at 31 December
2015.

The key procedures we have performed are

— Where we have taken a controls approach, we tested the operating effectiveness
of controls over the contract lifecycle including tendering controls and estimating,
contract monitoring, billings and approvals, contract ledger reconciliations and
contract forecasting.
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— We have challenged the right to recognise revenue through review of contractual
terms and assessed management’s judgement regarding the appropriate timing of
revenue recognition, including where a percentage of completion basis was applied
We obtained contract forecasts and compared the assumptions to contract terms and
where relevant inspected correspondence with parties to the contract.

— We developed an expectation of revenue from contracts where the contracts stipulate
fixed revenue on a regular basis or by using external volume data and applying the
rates per unit as per the contract to test the revenue recognised by the Group.

— Where the revenue is not based on a fixed amount or fixed rates per unit, we have
performed test of details by testing the underlying work order / change orders for
the contracts and the actual expenses incurred to provide those services.

— We challenged management’s judgements of specific contract forecasts and historic
operational costs comparing contract forecasts to past performance versus contractual
targets to assess whether contracts are deemed to be onerous and reviewed provisions
for anticipated losses This has included a review and challenge of evidence produced
by third party experts, where used by management in determining certain future
contract costs and the models for these onerous contracts.

— For contracts where onerous contract provisions have been recognised or released
during the year, we have assessed whether the provisions or releases were a change
of estimate arising from new circumstances in the year or whether they represented
the correction of a prior period error.

— We have verified capitalised contract costs to underlying documentation and assessed
the accounting treatment adopted by management.

Third most often ranked KAM in the engineering industry: Taxation and regulation

Impact of tax planning, recognition of deferred tax assets and research and
development tax credits

Refer to the Audit Committee Report (page 60) and Notes 8 and 15 of the Group
financial statements.

We focused on the risk arising from tax planning given the significant judgements
involved in assessing uncertain tax positions including those relating to the financing
structures the Group has in place in Canada and the United States.

We focus on the recognition of certain deferred tax assets and assets relating to research
and development credits as both these areas involve judgement in the assessment of
the recoverability of the associated tax asset. This includes assessment of the period
over which taxable profits will be available to utilise the assets against.

The magnitude of the risk (the likelihood of occurrence and the size of an error should
it occur) is consistent with the prior year.
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How our audit addressed the area of focus

We tested internal financial controls over the determination of tax risk provisions. We
also tested internal financial controls over the recognition of deferred tax and research
and development assets.

We challenged tax exposures estimated by management. Using our tax experts we
evaluated the risk analysis associated with these exposures along with claims or
assessments made by tax authorities to date We have also reviewed documentation in
relation to tax audits to ensure that any exposures the tax authorities are raising have
been considered and provided for where necessary.

We have challenged the profit forecasts used by management in determining the period
over which deferred tax assets and assets held in respect of research and development
tax credits will be recovered. We have also assessed if management’s rationale over
the length of time such assets will be recovered, is reasonable.

We have evaluated the historical accuracy of forecasting taxable profits and the integrity
of the models used.

What we concluded to the audit committee

We are satisfied that the provisions recorded in respect of tax risks are within an
acceptable range.

The carrying value of assets relating to deferred tax and research and development tax
credits are within an acceptable range at the year end.

Fourth most often ranked KAM in the engineering industry: Employee benefits
Pension commitments

The Group has a net pension related asset of £115 bn as at 31 December 2015, comprising
£1,308.9m assets and £1,196.4m liabilities adjusted by £1.9m for franchise arrangements
and £1.2m for the members’ share of scheme deficits. The net asset value is based on
actuarial assumptions used in the measurement of the Group’s pension commitments
which involves judgements in relation to mortality, price inflation, discount rates,
and rate of pension and salary increases, around which there are inherent uncertain-
ties Judgement is also exercised in determining whether a pension surplus should be
recognised as an asset, and the extent of the Group’s pension liability in respect of
franchise and other contractual agreements.

Please refer to note 34 which details the valuation of the pension assets and the actuarial
assumptions used in measuring the Group’s pension commitments. The Group’s
accounting policy and critical judgement disclosures in relation to recognition of
pension assets and liabilities are set out in note 2 and 3.
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The key procedures we performed are

— We evaluated the appropriateness of the principal actuarial assumptions used in the
calculation of the Group’s pension commitments, using our own actuarial experts,
and by benchmarking certain assumptions to independent data.

— As part of our work we reviewed advice received by the Group from its external
actuaries and used our actuaries to challenge the advice in relation to the Group’s
unconditional right of refund and the recoverability of pension surplus amounts.

— We challenged contract specific pension commitments recorded including those
arising from franchise arrangements.

— We performed substantive audit procedures on the data provided by management to
their actuaries, to determine whether it is accurate and complete.

— We have substantively tested pension contributions to and from the pension scheme
to determine whether they reflect payroll deductions and pension payments.

Fifth most often ranked KAM in the engineering industry: Presentation and disclosure

Assessment of whether losses incurred in 2015 should have been recognised in
prior periods

(Note 2 26a)

Given the £195 million of losses incurred in UK Construction Services in 2015
(including the £8 million disclosed as non-underlying), management have undertaken
an assessment to determine whether any of the losses should have been recognised in
prior periods.

This exercise was inherently judgemental as it required the reassessment of contract
positions as at the prior period balance sheet date using information which was available
or should reasonably have been available at that point in time without using the benefit
of hindsight and in accordance with the requirements of IAS 8 Accounting Policies,
Changes in Accounting Estimates and Errors.

Management concluded from this exercise that the impact of any errors relating to
prior periods was not material in the context of the Group accounts and accordingly
the 2014 financial statements have not been restated.

How the scope of our audit responded to the risk

Management performed an exercise looking at material contract write-downs.
We reviewed this analysis and challenged the conclusions reached. In addition to
reviewing management’s own analysis, we also considered the following sources of
information as part of our audit:

— historical UK Construction Services and Group contract and commercial issues
papers;
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— findings included in contract specific internal audit reports;

— observations and findings from site visits performed and other discussions held with
management during 2015;

— subsequent events reviews performed at each balance sheet date; and

— prior period audit working papers.
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APPENDIX 4: FOR THE NON-TOP 5 KAMS THE NAME OF THE FIRM
WITH THE LONGEST KAM IN THE ENGINEERING

INDUSTRY

KAM

Engineering

Provisions

INTERTEK GROUP PLC

Internal controls

AMEC FOSTER WHEELER PLC

Valuation AMEC FOSTER WHEELER PLC
Valuation of non-current assets INTERTEK GROUP PLC
Other BALFOUR BEATTY PLC
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275. This study was done to address the question whether extended audit reports have
the potential to be informative. Based on our descriptive analyses we posit that the
answer to this question is affirmative. Our descriptive analyses provide an extensive
overview of the KAM and materiality disclosures made. We systematically analyzed
the extended audit reports of 263 firms belonging to the FTSE 350 index in the UK
over the first three years of implementation.

276. For the median FTSE 350 firm in the (overall) sample (aggregated across all
industries) we find the following results:

— The number of words in the KAM section equals 1011 words. The number of words
increased over the period by 529 words. 49% of the words relate to the description
of the risk, 51% to the reply of the auditor;

— The number of KAMs discussed is 4 and remains 4 over the total period studied;

— The top 5 of the KAMs discussed is: revenue recognition, valuation of non-current
assets, taxation and regulation, goodwill and provisions. KAMs such as presentation
and disclosure and financial instruments are more often mentioned over time while
internal control and valuation of non-current assets less likely occurs in later years;

— The materiality base used is ‘profit before tax’ and for the median firm in the sample
the level is 4.9%, which drops to 4.48%. Significant differences in the way extended
audit reporting is done exist between industries, firms within an industry and within
firms over time. We observe a high variance between industries but also between
firms in a particular industry. The average amount of KAMs and the type of KAMs
commonly included in the report differ greatly from industry to industry and from
firm to firm.

277. When looking at the average length of the KAM section, we see a big increase
from the first to the second year, indicating that the auditor has learned from prior
experience to deliver a more elaborate and informative report. Based on this observation
it is possible that this will continue to increase in the next years.

278. By increasing outsiders’ understanding of the audit process and highlighting the
biggest risks present in the firm and the way the auditor dealt with those risks, the
extended audit report has the potential to reduce the information asymmetry between
firms and their stakeholders. Finally, note that the disclosure of the materiality level
could also further decrease the asymmetry in information. Interestingly, we find that
the average materiality level decreases over the time period in this study.



