Annex 2 to Terms of Reference for a Financial Audit - Audit Procedures

Annex 2
Financial Audit Procedures 
2.1
Audit Documentation and Evidence 

1
Audit Documentation (Working Papers)
The Auditor should prepare audit documentation that provides:

-
A sufficient and appropriate record of the basis for the auditor’s report; and

-
Evidence that the audit was planned and performed in accordance applicable legal and regulatory requirements.

Audit documentation or working papers means the record of audit procedures performed, relevant audit evidence obtained, and conclusions the auditor reached. Audit file means one or more folders or other storage media, in physical or electronic form, containing the records that comprise the audit documentation or working papers for a specific engagement.
2
Audit Evidence
The Auditor ensure that audit evidence is gathered to support the Auditor's opinion and evidence that the audit was carried out in accordance with International Standards on Auditing insofar as these can be applied in the specific context of this compliance audit. 

The Auditor should obtain sufficient appropriate audit evidence to support audit findings and to draw reasonable conclusions on which to base the audit opinion. The Auditor uses professional judgment to determine whether audit evidence is sufficient and appropriate taking into account the Contractual Conditions.
3
Specific procedures for obtaining audit evidence in case of doubt or uncertainty with regard to the eligibility of expenditure

The Auditor should obtain sufficient appropriate audit evidence to support financial findings for ineligible expenditure. In some cases the Entity may not be able to provide evidence which is strictly speaking required in the Contractual Conditions but the Auditor may obtain other sufficient evidence and based on his / her professional judgment conclude that the expenditure concerned is eligible. For example: the Entity cannot provide boarding passes which are explicitly required in the Contractual Conditions. The Auditor may obtain other evidence (e.g. hotel bills, credit card expense statements) which he/she considers sufficient to conclude that the costs of the flights stated on travel agency's invoice are real, justified and eligible.

In case of doubt or uncertainty with regard to conditions for eligibility of expenditure the Auditor should perform and document the following specific procedures:

· The Entity cannot provide documentary or formal evidence that prior approval or authorisation was obtained for expenditure as required in the Contractual Conditions
Example: formal approval of the EU Delegation or of a Steering Committee is required for specific expenditure but there is no formal or written or formal evidence.

Procedure: the Auditor contacts the ATM and requests confirmation from the Commission that approval was given or obtains written ex-post approval from the Commission or the Steering Committee.

· Contractual Conditions are absent or not sufficiently clear

Procedure: if relevant Contractual Conditions are absent or not sufficiently clear the Auditor should contact the ATM and request the Commission to clarify the matter in order to obtain sufficient information to determine that expenditure is eligible or not eligible.

The specific procedures should, insofar as possible, be performed during the fieldwork and prior to the closing meeting but in any case prior to the issuing of the draft audit report. 

Specific procedures should not result in delays in the Auditor's field work nor in the submission of the draft and final audit report. If the Auditor cannot obtain sufficient information (this includes a non-reply to a request for clarification to the Commission) before the issuing of the draft audit report, the finding can be classified as 'for further consideration by the Commission'. Specific procedures and the results of the Auditor's enquiries must be properly documented in the Auditor's working papers.

4
Retention of Audit Documentation (Working Papers) 
The Auditor should retain audit documentation for the engagement (including evidence for audit fees and expenses such as invoices for hotel accommodation, air plane boarding cards, ticket stubs, time sheets etc.) for inspection by the Commission for a period of 5 years from the date of payment by the Commission of the Auditor's final invoice for this engagement. The Commission shall, on request and in accordance with the legislation in the country where the office having responsibility for the audit is based, have access to the audit documentation within this 5 year period.

5
Access to Records and Documents of the Entity

The Auditor should have full and unrestricted access at any time to all records and documents (including accounting records, contracts, minutes of meetings, bank records, invoices etc.), to employees of the Entity and to the Entity's locations insofar as this is possible and relevant to the audit of the Project. The Auditor may request the Entity to get access to banks (e.g. to request a bank confirmation), consultants and other persons or firms engaged by the Entity.

2.2
Planning

1
Preparatory Meeting with the Commission

NAVETQ normally foresees a preparatory meeting with the Auditor at NAVETQ premises
2
Opening Meeting with the Entity
The Auditor should arrange for an opening meeting with the Entity to discuss and explain the planning, fieldwork and reporting. The Auditor will explain the nature, objectives and scope of the audit. The Auditor should inform the Commission about this meeting which may be attended by Commission representatives including the Audit Task Manager ('ATM').

During the preparatory and opening meeting the Auditor may request additional information and documents that he/she considers necessary or useful for the planning and fieldwork of the audit. The Auditor may contact the Entity directly to obtain such information.

3
Planning Activities, Audit Plan and Audit Work Programmes

The Auditor should plan the audit so that it will be performed in an effective and efficient manner. Adequate planning involves ensuring that appropriate attention is devoted to important areas of the audit, that potential problems are identified and resolved on a timely basis and that the audit is properly organised and managed in order to be performed in an effective and efficient manner.
The Auditor should have an audit plan (or a similar planning document such as an audit work plan or a planning memorandum) documenting the audit approach and key principles of audit planning, fieldwork and reporting. The Auditor should have audit work programmes which detail and document the audit tests and procedures. The Auditor should provide copies of the audit plan and audit work programmes to the Commission's ATM on request.
4
Materiality

The Auditor should apply materiality and its relationship with audit risk to detect material errors and misstatements in the expenditure and revenue stated in the Financial Report, whether caused by error or fraud.

The Auditor uses professional judgment to assess whether a finding of non-compliance is material and applies the materiality threshold and confidence level set out in Section 6.2 of the terms of reference. This threshold applies to the total amount of gross expenditure for the Project. Gross expenditure is the total actual expenditure incurred for the Project before deduction of Project related revenue (e.g. interest). The Auditor assesses whether the aggregate value of errors found is material. 
Option 1 (standard) – materiality threshold 2% with a confidence level of 95%: as a standard practice the Auditor will be requested to apply a materiality threshold of 2% of the total amount of gross expenditure for the Project with a confidence level of 95%. 

Option 2 (exceptional) – materiality threshold 0,0% with a confidence level of 100%: in exceptional cases the Commission's delegated Authorising Officer can request the Auditor to apply a materiality threshold 0% of the total amount of gross expenditure for the Project with a confidence level of 100%.
5
Risk Assessment

The Auditor should assess the risks of material errors or misstatements in the expenditure and revenue stated in the Financial Report, whether caused by error or fraud. The assessment should be sufficient to design and perform further audit procedures and to determine the nature, timing and extent of test of controls (if any) and substantive (including analytical) procedures. This work involves an assessment of the risks that:
· the Financial Report of the Project is not reliable i.e. that it does not present , in all material respects,  the actual expenditure incurred and the revenue received for the Project  in conformity with applicable Contractual Conditions;

· the Project funds provided by the Commission have not, in all material respects, been used in conformity with applicable Contractual Conditions;
· fraud and irregularities can occur or have occurred which have an impact on Project expenditure and income and which are not detected and corrected in a timely manner
· the relevant Contractual Conditions for the Project are not complied with. For this purpose the Auditor can concentrate on the Contractual Conditions described in the ToR Section 6.2 (Planning and Fieldwork, obtaining an understanding of the engagement context).
2.3
Fieldwork
1
Obtaining evidence regarding the design of controls and performing tests of controls
The Auditor can perform procedures to obtain evidence regarding the design of controls and perform tests of controls if he/she considers this appropriate or necessary for the purpose of this financial audit which is a contractual compliance audit.
The Auditor can focus tests of controls on key financial controls which relate to the subjects described in the ToR Section 6.2 (Planning and Fieldwork, obtaining an understanding of the engagement context) and which are relevant to the management of the risks described in point 2.2.5 above. Findings of significant weaknesses and deficiencies in the design or operating effectiveness of the Entity's controls should be reported.

2
Substantive Procedures

The Auditor should perform substantive procedures to be responsive to his/her assessment of the risks of material errors or misstatements in the expenditure and revenue stated in the Financial Report, whether caused by error or fraud. The results of tests of controls, if any, should be taken into account. The Auditor should perform substantive procedures which cover the subjects described in Section 6.2 (Scope of Work – obtaining an understanding of the engagement context) of the ToR where this is possible, and which are relevant to the management of the risks described at point 2.2.5 above.

The Guidelines for Auditors (Section 3.2) include a detailed indicative list of substantive procedures and the aspects (e.g. eligibility of expenditure) to be covered by these procedures.
3
Analytical procedures

The Auditor can perform analytical procedures meaning evaluations of financial information through analysis of plausible relationships among both financial and non-financial data. Analytical procedures also encompass such investigation as is necessary of identified fluctuations or relationships that are inconsistent with other relevant information or that differ from expected values by a significant amount. The analytical review of actual expenditure incurred with the Project budget (budget – actual comparisons) is a critical compliance check.
The Guidelines for Auditors (Section 3.2) include a detailed indicative list of analytical procedures and the aspects (e.g. eligibility of expenditure) to be covered by these procedures.

4
Sampling and other means of selecting items for testing

When designing and performing tests of controls and substantive tests, the Auditor may apply audit sampling or other means of selecting items for testing. Audit sampling involves the application of audit procedures to less than 100% of items within a population of audit relevance (e.g. a class of transactions or account balance) such that all sampling units have a chance of selection in order to provide the auditor with a reasonable basis on which to draw conclusions about the entire population. 

Audit sampling can use either a statistical or non-statistical approach. The Auditor may use a judgmental selection of specific items from a population (e.g. high value or key items, all items over a certain amount, items to obtain information or items to test control activities). Selective examination does not constitute audit sampling. 
While selective examination of specific items will often be an efficient means of obtaining evidence, it does not constitute sampling. The results of procedures applied to items selected in this way cannot be projected to the entire population; accordingly, selective examination of specific items does not provide evidence concerning the remainder of the population. Sampling, on the other hand, is designed to enable conclusions to be drawn about an entire population on the basis of testing a sample drawn from it.
5
Extrapolation
Sometimes the audit scope may cover a large number of projects, sub-projects or contracts. The Auditor may make use of extrapolation provided that appropriate statistical preconditions exist (e.g. the results of audit tests must be based on statistically reliable sampling techniques) and that the population of data being audited are homogenous.
	Example: a financial audit covers 7 sub-projects which form part of a framework programme comprising a total of 60. The question is whether it is possible to use the results of the audits of the 7 (through extrapolation) to draw a conclusion on the programme as a whole. Given the diversity of content of the sub-projects funded under the programme, the variety, in terms of organisational background and national origin of the numerous contractors responsible for managing them, and of the fact that the programme in question was implemented over a 10 year period, the overall population of sub-projects is far from homogenous. Thus the 7 sub-projects selected cannot be considered representative of the programme as a whole and extrapolation is not a viable option in this case.


Where extrapolation is requested by the Commission, the Auditor and the ATM should discuss the use of extrapolation prior to the start of the audit and due account should be taken of any existing legal or regulatory basis for the Commission to recover ineligible expenditure if the related findings are based on extrapolation.
6
Using the work of internal auditors

When the Auditor determines that an internal audit function is likely to be relevant for the audit he/she (a) determines whether, and to what extent specific work of the internal auditors can be used, and (b) if using the specific work of the internal auditors, whether that work is adequate for the purposes of the audit. The Auditor should comply with ISA 610 'Using the Work of Internal Auditors' insofar as this ISA is relevant to the audit. 

7
Using the work of an expert

The Auditor may use the work of an individual or organisation in a field of expertise other than accounting or auditing, when that work is used to assist the auditor in obtaining sufficient appropriate audit evidence. In such cases the Auditor determines (a) whether to use the work of an Auditor’s expert; and (b) if using the work of an Auditor’s expert, to determine whether that work is adequate for the Auditor’s purposes. The Auditor should comply with ISA 620 (Using the Work of an Auditor's Expert) insofar as this ISA is relevant to the audit.
8
Written representations

In audits of historical financial information the Auditor should obtain written representations from the management in accordance with ISA 580 (Written Representations). A written representation is a statement by the management provided to the Auditor to confirm certain matters or to support other audit evidence. The Commission does not require that the Auditor obtains written representations but this is recommended. The Auditor may request a letter of representation signed by the member(s) of the management of the Entity who have the primary responsibility for the Project and its financial aspects. The Auditor may request a letter of representation in cases where there is a specific point to obtain supplementary verification.

9
Fraud and irregularities

If Auditor may find that a fraud or irregularity has occurred or is likely to have occurred and such findings should be reported to the Commission in a complementary letter. The Commission will decide on follow-up measures including where appropriate the launching of an investigation by OLAF.

10
Complementary letter

The Auditor may at any time during the audit process draw up a complementary letter if he/she considers that the Commission should be informed about facts and issues that are or may be urgent or of particular interest and importance to the Commission.

This may cover issues that do not fall within the audit scope and/or the nature of which may be confidential or sensitive including for example indications and evidence of fraud or irregularities.

The Auditor should submit the complementary letter to the Commission as a separate and confidential letter independent of the audit report and solely addressed to the Commission. The ATM will ensure a proper and timely distribution to the relevant Commission services.

11
Debriefing Memorandum ('Aide Mémoire')

The Auditor will prepare a Debriefing Memo for discussion at the closing meeting. The Memo should outline the main audit findings which have resulted from the fieldwork and recommendations. A copy of the Memo should be sent to the ATM  

12
Closing Meeting
The Auditor should organise a closing meeting with the Entity. The ATM and other Commission representatives can attend the meeting. The purpose of this meeting is to discuss the Debriefing Memo and to obtain the confirmation and initial comments of the Entity on the Auditor's findings and recommendations. The Auditor and the Entity can agree outstanding information to be provided by the Entity and where applicable a deadline for submission. The Auditor can inform the Entity about the reporting procedures. The Auditor should document any comments (verbal and written) made by the Entity and by Commission representatives and take these into account for the audit report.

2.4
Reporting

1
Basic Reporting Requirements and Language
The Auditor should report the results of the audit in accordance with the ISA's for reporting, the practices of his/her audit firm and the requirements of these ToR. 

The report should be objective, clear, concise, timely and constructive.
The report should be presented in the language as indicated in Section 6.3 of the ToR. If the language of the report is English and the Auditor should also provide an executive summary of the report in English.

2
Date of the Audit Report and the Independent Auditor's Report

The date of draft and pre-final reports should be the date when these reports are sent for consultation. The date on the cover page of the final audit report should be the date when the final Independent Auditor's Report is signed. 
Facts and events that have come to the Auditor's attention before the final Independent Auditor's Report is signed and which have an impact on that report (i.e. on the opinion and findings) must be taken into account. However, the auditor is under no obligation to enquire of the Entity's management and/or to carry out further audit procedures after the audit closing meeting and before the signature of the final report.

3
Procedure for the consultation and submission of the draft report

The Auditor should submit a draft report to NAVETQ (i.e. to the attention of the ATM) within 21 calendar days after the day of the closing meeting (i.e. the end of audit field work). The draft report should include the comments of the Entity insofar as these have already been obtained during the fieldwork of the audit and the closing meeting. 
A paper and an electronic version of the draft report along with a cover letter should be submitted. The word 'draft' should be clearly indicated on all versions.
EACEA or NAVETQ should provide comments to the Auditor within 21 calendar days from receipt of the draft report. 

NAVETQ may request the Auditor to carry out additional audit work in which case a reporting deadline should be agreed on a case-by-case basis.
The Auditor should submit a draft report which takes into account the EACEA's comments to the Entity (and a copy of that report with cover letter to the ATM) within 7 calendar days from receipt of the  comments.
The Entity should submit comments to the Auditor within 21 calendar days from receipt of the draft report. If the Entity's comments are not received within this deadline, the Auditor reminds the Entity until a written reply from the Entity is received. In the exceptional case where the Entity does not reply or where the absence of a reply leads to excessive delays in the consultation and reporting process, the Auditor contacts the Commission to discuss a solution. The Auditor should record and document causes and reasons for delays in the consultation of reports for which the Auditor is not responsible.
NAVETQ normally foresees a meeting with the Auditor after receipt of the draft audit report. This meeting will take place at NAVETQ premises. The purpose of this meeting is to discuss the draft report and any related issues that require specific attention

4
Procedure for the consultation and submission of the final report

The Auditor should submit a final report within the deadline specified in the terms of reference for financial audit.
The Auditor should then submit three original paper versions (two bound versions and one loose-leaf) and one electronic version of the final report along with a cover note to NAVETQ and EACEA. In the cover note the Auditor should confirm that two original paper versions of the final audit report have been sent to the Entity. 
The reports should be provided on original letterhead of the Auditor. The word 'final' should be clearly indicated on all versions. The Auditor should also send an electronic version of the final report i.e. a scanned copy (in PDF format) of the signed and dated final report with the Auditor's letterhead paper.
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