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1 Introduction

Between April 2013 and the end of July 2014, the Netherlands Authority for the
Financial Markets (AFM) carried out regular inspections at the four largest audit firms
in the Netherlands (the Big 4 firms): Deloitte Accountants B.V. (Deloitte), Ernst &
Young Accountants LLP (EY), KPMG Accountants N.V. (KPMG) and
PricewaterhouseCoopers Accountants N.V. (PwC). The Big 4 firms are licensed by the
AFM to conduct statutory audits of both public interest organisations (PIEs) and
other enterprises and institutions (non-PIEs).! In total, the Big 4 firms conduct
approximately 90 per cent of all statutory audits of PIEs in the Netherlands and half
of all statutory audits of non-PIEs. The Big 4 firms account for approximately 76 per
cent of the total revenue earned by Dutch audit firms from the conduct of statutory
audits.

The AFM’s supervision of audit firms is designed to increase the quality of statutory
audits and to ensure this in the longer term. The purpose of the regular inspections
was to evaluate the quality of the statutory audits that the Big 4 firms had
conducted, as well as to assess whether the measures the firms had in place provided
an adequate safeguard of audit quality. The AFM also gained insight into the causes
that the Big 4 firms thought to underlie the deficiencies that were present, and into
the measures that the firms intended to take on their own initiative.

The AFM published a report on the first regular inspections it conducted at the Big 4
firms in the period 2009-2010 in September 2010. The regular inspections in 2013-
2014 concern first follow up assessments: by carrying out subsequent inspections of
the quality of the statutory audits conducted by the Big 4 firms, the AFM is in a
position to assess whether and to what extent the improvement measures
introduced in the intervening period have had the desired effect.

This report presents the AFM’s findings from its regular inspections at the Big 4 firms.
With effect from 1 January 2014, the AFM has been able to publish its principal
findings and conclusions from its inspections at audit firms, subject to the condition
that these findings and conclusions cannot be traced to persons other than the audit
firms in question. The purpose behind the publication of findings and conclusions
about specific firms is to increase transparency regarding the quality of individual
audit firms. With these firm-specific findings and conclusions, users of financial
accounting information, such as investors and lenders, can at least see how the audit
firms concerned compare when it comes to the extent to which they meet the
applicable standards. For supervisory boards, and especially audit committees, this

1A statutory audit is an audit of the financial reporting of an enterprise for public use that is specifically designated
as a statutory audit in the Audit Firms Supervision Act (Wet toezicht accountantsorganisaties, or ‘Wta’). This concerns
the audit of financial statements of medium-sized and large companies, municipalities, provinces and various
financial enterprises, for instance. A distinction is made between the statutory audit of organisations known as PIEs

and other enterprises and institutions (non-PIEs). PIEs are listed companies, banks and insurers.



information concerning specific firms can be useful for their role in the selection and
evaluation of an external auditor.

The contents of this report are arranged as follows: Section 2 presents a summary of
the report. Section 3 describes the relevant context and current developments in the
audit sector. Section 4 contains the results of the inspections, and section 5 lists the
AFM’s recommendations and considerations with respect to the quality of statutory
audits and the safeguarding thereof. Section 6 describes the objective, scope and
progress of the inspections carried out at the Big 4 firms and the principal findings
and conclusions at each Big 4 firm. The responses of these organisations to the AFM’s
findings and conclusions are also presented here.

All references to an external auditor in the masculine gender shall of course be taken
to include the feminine.

Appendix 3 contains a list of abbreviations used in this report.



2 Summary

Between April 2013 and the end of July 2014, the Netherlands Authority for the
Financial Markets (AFM) carried out regular inspections at the four largest audit firms
in the Netherlands (the Big 4 firms): Deloitte, EY, KPMG and PwC. The purpose of
these regular inspections was to evaluate the quality of the statutory audits that the
Big 4 firms had conducted, as well as to assess whether the measures the firms had in
place provided an adequate safeguard of audit quality. The AFM also gained an
understanding of the causes that the Big 4 firms thought were responsible for the
deficiencies that were present, and of the measures that the firms intended to take
on their own initiative. Based on the results of the inspections, the AFM has
formulated its recommendations.

Results of the inspections

The AFM evaluated whether the external auditor obtained sufficient appropriate
audit evidence to justify his opinion and thereby complied with the professional
standards. During its inspection of each firm, the AFM concentrated on the material
parts of the audits. If the external auditor did not obtain sufficient appropriate audit
evidence for any material part, he therefore did not obtain sufficient appropriate
audit evidence to justify his opinion regarding the financial statements as a whole. In
that case, the AFM classifies the conduct of the statutory audit as ‘inadequate’.

At each of the Big 4 firms, the AFM evaluated 10 statutory audits for the 2012
financial year. It classified a number of them as ‘inadequate’. This number breaks
down as follows: four carried out at Deloitte, three at EY, seven at KPMG, and four at
PwC. For these statutory audits, the AFM considers that the external auditors did not
obtain sufficient appropriate audit evidence to justify their opinion on the financial
statements in question as a whole. In total, the AFM classified the quality of 18 (45%)
of the 40 statutory audits inspected as ‘inadequate’. Of the other 55%, the AFM did
not conclude that they were ‘inadequate’.

A statutory audit conducted ‘inadequately’ does not, however, mean by definition
that the audited financial statements are incorrect. The AFM did not examine the
audited financial statements for correctness and therefore passes no judgement on
this aspect. The Big 4 firms have examined what the consequences of the AFM’s
classification of their statutory audits as ‘inadequate’ are for the audit opinions they
issued, and have concluded that the audit opinions already issued do not require
amendments. The AFM has not assessed whether these conclusions are correct. The
most commonly occurring deficiencies concern the tests of controls, the substantive
analytical procedures and the critical evaluation by the external auditor of the audit
evidence he obtained. Most cases involved a combination of various deficiencies.



In 2010, the AFM stated in the conclusion to its final inspection reports that, for 52%
on average of the statutory audits inspected, the external auditors had not obtained
sufficient appropriate audit evidence. In recent years, partly as a result of the
supervision conducted by the AFM, the Big 4 firms have taken various measures to
safeguard the quality of statutory audits. Now, in 2014, the AFM’s conclusion is that,
for 45% of the statutory audits inspected, sufficient appropriate audit evidence was
not obtained. Without detracting from the efforts that the Big 4 firms have made
over the past few years, their measures have not achieved the desired result. The
AFM found that, for several statutory audits, the external auditors concerned failed
to or failed to adequately comply with the professional standards when conducting
these audits. The measures the audit firms took to safeguard the quality of statutory
audits failed to prevent this. Based on the results of its inspections, the AFM
concludes that the average quality of the statutory audits conducted by the Big 4
firms has only slightly improved since 2010. Since the AFM considers that the number
of statutory audits qualifying as ‘inadequate’ is still too high, it does not rule out the
application of formal enforcement measures.

With this report, the AFM is publishing its principal findings and conclusions
concerning individual audit firms, based on supervisory inspections, for the first time.
The purpose of publishing findings and conclusions about specific firms is to increase
transparency regarding the quality of individual audit firms. With these findings and
conclusions about specific firms, users of financial accounting information, such as
investors and creditors, can at least see how the audit firms concerned compare
when it comes to the extent to which they meet the applicable standards. For
supervisory boards, and especially audit committees, this information concerning
specific firms can be useful for their role in the selection and evaluation of an
external auditor.

Root causes and improvement measures

At the request of the AFM, the Big 4 firms have for each of the inspected statutory
audits prepared a list of what they consider the root causes of the deficiencies found.
They have also set out the measures they will take in response to the results of the
inspections.

The AFM finds that the root causes identified by the Big 4 firms vary considerably, in
both substance and depth. Accordingly, the AFM regards several of the causes listed
by the Big 4 firms primarily as symptoms. The actual underlying causes of the lack of
consistent quality assurance in statutory audits are not yet completely clear.

Partly based on the results of the AFM’s inspections and the root cause analysis
performed, which were discussed prior to publication, the Big 4 firms have informed
the AFM of the measures their organisations will be adopting to remediate the
deficiencies found and to ensure the quality of statutory audits in the future. The



AFM notes that the measures announced are greater in number, as well as being
more inclusive and extensive, than the measures the Big 4 firms took in response to
the previous regular inspection. In terms of number and range, the measures
announced focus mainly on the quality control procedures of the audit firms. In the
opinion of the AFM, improvements in this area are indeed not only possible but also
necessary to ensure the quality of statutory audits. The Big 4 firms have announced
measures for other aspects as well, such as organisation culture, executive board,
internal supervision and relationship with the rest of the field in which they operate.
The degree to which the measures for these aspects have been concretely given
shape in terms of form and content varies from firm to firm.

On 25 September 2014, simultaneously with the publication of the report from the
AFM, the professional body NBA (Netherlands Institute of Chartered Accountants)
working group ‘Toekomst accountantsberoep’ (Future Accountancy Profession
Working Group) published its analysis and proposals for possible measures to regain
the public’s confidence through transparent assurance of quality and independence.
It is expected that the Big 4 firms will further elaborate the measures they have
announced to the AFM, if necessary adding to them in the light of the above sector
analysis. Whether the total package of measures announced by the Big 4 firms will be
effective enough remains to be seen. The extent to which the measures will prevent
future deficiencies and remove the incentives? inherent in the system for conducting
statutory audits largely depends in fact on the commitment and determination the
that Big 4 firms put into their implementation.

Recommendations of the AFM

Based on the results of its inspections, the AFM is making two recommendations to
the Big 4 firms regarding:

1. Implementation of the measures they announced; and

2. Increasing the depth of their root cause analyses.

Furthermore, the AFM is advising the legislator to make additions to the legislation in
a number of areas.

Implementation of the measures announced

The AFM is recommending Big 4 firms to implement the measures announced,
including the expected additions based on the proposals of the NBA working group
‘Toekomst accountantsberoep’, expeditiously and decisively, while constantly
focusing on the public interest involved in statutory audits above all other interests.

2 For a closer consideration of the incentives inherent in the system for conducting statutory
audits, see section 5.1.1 of the report.



The AFM also recommends these firms to, when elaborating the measures and when

implementing them, give special attention and priority to the following matters, each
individually, but also and especially as interrelated:

Strengthening of governance
The AFM expects the measures only to be sufficiently effective if each of the
Big 4 firms simultaneously strengthens its governance with other measures.

In the opinion of the AFM, the following points in particular need to be

addressed in this strengthening of governance:

o Strengthening governance at a Big 4 audit firm needs to apply to all
three of (i) the firm’s executive board, (ii) the executive board of the
firm’s network in the Netherlands, and (iii) the firm’s internal
supervisory body (such as a supervisory board and/or public interest

committee).

o Strengthening the executive board, which includes:

Having the right tone-at-the-top and an executive board that
acts as a role model help define the quality-oriented culture
of an organisation where the public interest is the centre of
attention.

Having a strategic vision for the objectives of the
organisation and how to achieve them, understanding the
major key performance indicators concerning quality in order
to be in control, and sufficient authority to define and
enforce effective policy and to take measures.

Ensuring that the members of the executive board have
sufficient time, knowledge and managerial experience, so
that as a group they are fit for purpose. Naturally, candidates
with suitable managerial experience can also be recruited
from outside the organisation.

o Strengthening the internal supervision of the executive board of the

audit firm and of its network, which includes:

Appointing a supervisory board at the level of the highest
entity, to the extent that this has not already been done.
Filling the supervisory board with members who are
independent of the audit firm, have the power to appoint
and dismiss executive board members, and have duties and
powers in line with the relevant provisions of the Dutch
Corporate Governance Code and Book 2 of the Dutch Civil
Code.

Creating a quality-oriented culture
The AFM expects the effectiveness of the measures to depend largely on the

extent to which audit firms are able to create a quality-oriented culture,

accelerating the changes to their culture where necessary and continuing to

pay attention to this matter. In the opinion of the AFM, when making



changes to the culture the following points in particular need to be
addressed:

o Encouraging willingness to change at all levels of an audit firm and its
network is indispensable for implementing the announced measures
effectively.

o Creating a culture that is focused on keeping at the centre of
attention the public interest involved in high-quality statutory audits,
as demanded by the public duty of an audit firm.

o Promoting an open culture that is focused on intensive cooperation
contributes to putting the public interest at the centre of attention,
as well as to the conduct of high-quality statutory audits.

o Bringing the review and remuneration policy into line with the
quality-oriented culture by having this policy support the standards
and values of the audit firm, as well as the quality objectives it aims
for. It is important for these quality targets to be adequately
monitored, down to the level of the individual statutory audit, for
example by basing the monitoring function on suitable key
performance indicators.

Embedding statutory quality standard

The auditing standards that have applied for many years to the conduct of
audits, and which were largely drawn up by the auditing profession
internationally, contain objectives and requirements intended to ensure
good quality in execution. During its inspections, the AFM found instances of
these requirements not being met and the objectives not being achieved. The
quality controls of the audit firms failed to prevent these deviations from the
statutory quality standard. To ensure the quality of statutory audits, which
always involve customised procedures and specific circumstances, it is
necessary to embed the statutory quality standard throughout the audit firm.
In the opinion of the AFM, the following points in particular need to be
addressed when embedding this quality standard:

o Constantly maintaining, updating and where necessary expanding
the knowledge that external auditors and other staff have of the
statutory quality standard.

o Facilitation for and motivation of their external auditors and other
staff by the audit firms in this respect.

o Ensuring that the audit firms’ quality controls, such as the
engagement quality control review and the internal quality
inspection, provide sufficient information about the standard of
quality achieved. This will mean that the measures can provide
adequate feedback to external auditors and other staff about the
quality they have delivered. These measures can also draw attention
to deviations from the required quality standard in time and qualify
them as such, so that the correct implications can be deduced.



e Increasing transparency with respect to quality
In the opinion of the AFM, increasing transparency with respect to the
conduct of statutory audits helps improve their quality. This is because
transparency reduces the information gap between audit clients, users of
financial statements and interested parties on one side, and auditors and
audit firms on the other. Transparency with respect to quality should
increase competition on quality rather than simply the size of the fee, and
promote consistency of quality delivered. In the opinion of the AFM, when
increasing transparency the following points in particular need to be
addressed:

o The Big 4 firms need to be transparent about their audit approach,
the quality they deliver, and in the short term especially about how
they interpret the measures announced, as well as the progress and
effectiveness of their implementation. They can do this in their
transparency reports and/or annual reports, or via other statements.

o External auditors need to be transparent about the audits they have
carried out, including any matters of emphasis, in their more
expanded auditor’s reports, at the general meetings of shareholders
of audit clients, or in other statements.

o Audit firms should hold discussions with supervisory boards, and
especially with the audit committees, of audit clients, about the
results of reviews of the quality of statutory audits, including those
the AFM conducts. From this, audit committees will gain more insight
into the quality of statutory audits carried out, which they can utilise
in their role in the selection and evaluation of the external auditor.

Increasing the depth of root cause analyses

The AFM found that the actual underlying causes for the lack of consistent quality
assurance for every statutory audit are not yet completely clear. Accordingly, the
AFM is requesting the Big 4 firms to further deepen their analyses of root causes and
reasons underlying the deficiencies found. If the firms identify additional causes or
reasons, they need to assess whether the measures they are taking address these
causes and reasons effectively, taking different or additional measures as necessary.
Moreover, the AFM expects the Big 4 firms to make the root cause analyses part of
their quality control procedures.
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Advice to the legislator

Based on the results of the inspections, the AFM sees reason to advise the legislator

to make the following additions to the law:

Suitability test conducted by the AFM

In the opinion of the AFM, introducing a suitability test in which the AFM will
assess the individual as well as the collective suitability of policymakers and
co-policymakers of audit firms, i.e. the members of the executive and
supervisory boards, will contribute to the necessary improvement of the
management of these organisations.

The AFM to submit findings and conclusions directly to the bodies responsible
for governance

If the AFM is granted the authority to submit its findings and conclusions
directly to the bodies responsible for governance at audit clients, such as
supervisory boards and in particular audit committees, this should increase
transparency with respect to the quality of statutory audits.

Mandatory taking of corrective and improvement measures

The AFM considers it important to introduce a legal obligation for audit firms
to take appropriate measures if deficiencies are found, to correct past
violations, if any, and prevent their recurrence in the future.

Introduce additional categories for PIEs

Given its findings relating to the statutory audits of non-PIEs (public interest
entities) that have a public function and which affect the interests of large
groups of people, the AFM advises the legislator to utilise the option of
expanding the definition of a PIE to include, for example, large housing
corporations, large municipalities, large pension funds, large educational
institutions, large health care institutions, and large energy companies. As a
result, additional safeguards under the Audit Firms Supervision Act (Wta) will
apply to the statutory audits of the financial statements of these
organisations, which will enhance the quality of the audits.

Mandatory supervisory boards

To reinforce the supervision of executive boards at PIE audit firms, as well as
the attitude of professional scepticism of such boards, the AFM considers it
desirable to make it mandatory for these firms to establish supervisory
boards, preferably along the lines of the two-tier board structure. The
members of these boards must be independent of the audit firms and have
the full powers of supervisory board members, such as approving strategic
decisions and appointing and dismissing executive board members. The AFM
considers it important that the relevant provisions of the Dutch Corporate
Governance Code and Book 2 of the Dutch Civil Code be the guidelines for
defining the rights and duties of a supervisory board.

12



Follow up by the AFM

During the period following this regular inspection, the AFM will carefully monitor
the implementation and effectiveness of the announced measures for the
remediation of deficiencies found, and of the measures intended to prevent
deficiencies in the future. Moreover, the AFM will especially check at each of the Big
4 firms whether its measures fully satisfy the AFM’s recommendations, and are being
implemented with sufficient progress and determination. In this context, an open
dialogue with the firms on the follow up to the inspections discussed here is
essential. If the progress and determination with which the announced measures are
being implemented are not adequate, the AFM can apply formal enforcement
measures to enforce the expeditious and decisive implementation that is required.

13



3  Context and current developments

In this section, the AFM describes the context and some of the current developments
surrounding the audit profession and the supervision thereof. These are relevant in
the context of the inspections the AFM has carried out at the Big 4 firms and the
associated findings and conclusions.

In the wake of several accounting scandals whereby confidence in the audit
profession has been damaged, legislation and regulation has been tightened around
the world since the year 2000 and new legislation and regulation has been
introduced. Independent public supervisors have also been appointed to monitor
compliance with this legislation and regulation.

3.1 The importance of audits

When conducting an audit, the external auditor responsible forms an opinion with
respect to the question of whether the financial statements have in all material
respects been prepared in accordance with the applicable framework for financial
reporting. The external auditor performs procedures that are designed to obtain
audit evidence that is adequate and appropriate to the specific circumstances in
which the company being audited operates.® This audit evidence substantiates the
external auditor’s opinion that the financial statements do not contain any material
misstatements and therefore present a true and fair view of the capital and result of
the company being audited. Auditing standards with objectives and requirements
apply to the conduct of an audit that ensure the quality of the audit.

The external auditor reports his opinion with respect to the financial statements he
has audited in his auditor’s report. In this report, he also states that his opinion is
based on the audit evidence he has obtained by means of his audit procedures, that
this audit evidence is sufficient appropriate to substantiate his opinion and that he
has conducted his audit in accordance with the applicable legislation and regulation,
including the auditing standards.

An auditor’s report by an external auditor increases the reliability of financial
reporting and contributes to confidence in this reporting for a large group of users,
including both private individuals and organisations. The audit therefore contributes
to the fair and transparent operation of markets by improving the reliability and
usefulness of financial reporting. External auditors thus fulfil an important social role.

3 Audit evidence includes, for example, information from the financial administration on which the financial

statements are based, or other information from the audit client or from third parties. Sufficient appropriate audit

evidence is needed to substantiate the auditor’s opinion. ‘Adequate’ in this context refers to the amount of audit 14
evidence. ‘Appropriate’ in this context refers to the quality of that audit evidence. Quality means that the audit

evidence is relevant and reliable, so that it provides real substantiation for the auditor’s opinion.



3.2 Transparency through new audit opinion and appearance at AGM

The International Auditing and Assurance Standards Board (IAASB), the body that
draws up the international auditing standards, has produced a format for a new
auditor’s report in order to improve and strengthen communication by external
auditors. In this new auditor’s report, the external auditor describes the key issues
for his audit and explicitly endorses the conclusions of the management regarding
the company’s ability to continue as a going concern. Research by Eumedion shows
that 36 per cent of the AEX companies, 53 per cent of the AMX companies and 32 per
cent of the AScX companies have already included a more expanded auditor’s report
in their financial reporting for 2013.* The format is not yet mandatory. A pilot study
using the new auditor’s report was launched in the Netherlands in 2014. The NBA will
develop a standard based on the IAASB format and is expected to make this
mandatory for all Dutch listed companies for the 2014 financial year.

The Dutch Investors’ Association (VEB) called on the largest audit firms and the NBA
to provide more detailed information on their audits at the shareholder meetings in
early 2013. Research by the NBA shows that this appeal has been answered.> The
study shows that at more than half of the shareholder meetings the auditor gave a
presentation and further explanation. An important item for improvement is that
these presentations usually were general in substance and included company-specific
information to only a limited extent.

3.3 Current developments in legislation and regulation

The accountancy sector has to deal with recently enacted national legislation and
regulation for the profession, new European regulation that will apply in the
Netherlands from 2016 and the current political debate on tightening legislation.
Clear and enforceable legislation and regulation contributes to the restoration of
confidence in the accountancy profession.

New legislation and professional regulation

The introduction of the Accountancy Profession Act (Wab) on 1 January 2013
entailed the inclusion of two important new provisions in the Audit Firms Supervision
Act (Wta) designed to improve the assurance of independence of the audit firm
conducting a statutory audit of a PIE. In the first place, this concerns the prohibition
of providing other services to PIEs in addition to audit services.® In the second place,

4 Evaluation of the AGM season 2014 — Eumedion 23 July 2014

5 See the NBA website
6 Section 24b Wta.
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rotation of the auditor will be mandatory from 1 January 2016, meaning that an audit
firm may no longer conduct statutory audits for a PIE consecutively for longer than
the period permitted by law.’

Two new regulations by the NBA took effect on 1 January 2014: Code of Ethics for
Professional Accountants, regulation with respect to Rules of Professional Conduct
(Verordening gedrags- en beroepsregels accountants, or VGBA) and the Regulation
on Independence of Accountants in Assurance Engagements (Verordening inzake de
onafhankelijkheid van accountants bij assurance-opdrachten, or ViO). These new
professional conduct and practice rules and rules governing independence for
auditors are a positive step towards improving audit quality.

In its agenda for 2015/2016, the IAASB has prioritised a number of issues, including
the audits of financial summaries of a group. The practical experience of supervisors
in the application of the standard for what are known as ‘letterbox companies’
suggests that this standard may need to be reviewed. ‘Letterbox companies’ are
financial holding companies for a company operating abroad and having its
registered office in the Netherlands for tax reasons. In the audits of these companies,
the external auditor has to rely heavily on the work carried out by an auditor in a
different country. The standards announced by the IAASB will be endorsed by the
NBA and the NBA will implement them in its ‘Further regulations on auditing and
other standards’ (Nadere voorschriften controle- en overige standaarden, or NV COS).

New European legislation

Under the leadership of European Commissioner Barnier, the European Commission
has been focusing on the reform of the European market for statutory audits since
2010. The reforms are designed to increase the quality of audits and restore the
confidence of investors in financial information. The reform plans have led to a
Directive and a Regulation. These include stricter and additional rules in relation to
the independence of auditors and audit firms and the way in which audit quality
must be managed and monitored. The Directive has to be implemented in Dutch
legislation by 16 June 2016, and the Regulation will then become effective directly.
These European rules will effectively set the frameworks for Dutch legislation and
regulation with respect to statutory audits.

7 Section 23 ¢ Wta. This period was set at eight years at the time of introduction of the Wab. The Minister of Finance

has now announced his intention to set this period at 10 years in line with the new European rules.
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The debate on further tightening of legislation and regulation

On 14 May 2014, the standing committee for Finance of the House of
Representatives held a General Consultation with the Minister of Finance regarding
accountancy. The purpose of the consultation was to discuss the implementation of
the new European legislation, the quality of the accountancy profession and the
legislation as a result of coverage of various issues in the media.

The House of Representatives subsequently adopted a motion in which it called upon
the accountancy profession to present concrete proposals for improving the quality
of audits. The House commented that “the improvements should concern ensuring
quality and independence in governance, direction and the revenue model”.

The political debate on the need for tighter legislation for auditors will continue after
the publication of the results of the evaluation of the Wta in September 20142, the
completion of the inspection of the quality of the statutory audits of the Big 4 firms
by the AFM and the submission by the audit profession of its own improvement
proposals.

The NBA has set up a working group that will elaborate these improvement
proposals. The NBA’s instructions to the working group are formulated as follows:
“improve quality, adapt governance, direction and the revenue model to improve the
assurance of quality and independence and submit proposals in September”.° The
working group has organised various debates and consulted with individual
stakeholders as a basis for its proposals. The NBA has consulted with various market
parties regarding the proposals, and these were published on 25 September 2014.

The improvement proposals are in line with previous initiatives by the NBA. In 2014,
the NBA assigned a high priority to improving audit quality by introducing a
mandatory programme consisting of file mentoring, a knowledge test and training to
improve communication skills. The compulsory PE (continuing education) course ‘Say
what you see’ (Zeg wat je ziet’) was also introduced with the aim of strengthening
the individual auditor’s ability to issue alerts.

Corporate governance code

The examination of accounting scandals has also involved scrutiny of the role of
corporate governance. Transparency with regard to corporate governance is crucial.

17
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The Corporate Governance Code Monitoring Committee® announced that it would
evaluate the corporate governance code in May 2014. It considers it important to
consult with all stakeholders, including auditors, regarding the topicality and
usefulness of the code.

Audit committees play an important part in safeguarding the quality of the reporting
and the audit. This role mainly concerns the selection of and interaction with the
external auditor and how to deal with the information obtained from the supervisor
regarding the quality of the audit (transparency with respect to the supervisor’s
findings). As a result of the mandatory auditor rotation referred to above, audit
committees will need more information in order to assess quality before appointing
an auditor.

3.4  Supervision by the AFM

The Wta came into effect in the Netherlands in 2006. The Wta was introduced with
the aim of ensuring the quality of audits and restoring justifiable confidence in
auditors and the audit opinions they issue. The AFM has been supervising licensed
audit firms that conduct statutory audits since 2006. Since the introduction of the
Wta, the AFM has carried out various inspections at audit firms that fall under its
supervision in order to form an opinion of the quality of the statutory audits they
conduct. The AFM found deficiencies at the Big 4 firms in 2010}, and at the other PIE
audit firms and the non-PIE audit firms in 2013*?, and concluded that fundamental
improvements were needed. The AFM moreover noted that the quality of the
statutory audits conducted by the non-PIE firms was lower than that of the statutory
audits conducted by PIE audit firms. This completed the baseline measurement by
the AFM.

In addition, the AFM has conducted a number of thematic inspections and published
generic reports on these inspections in recent years.'®* The AFM has also conducted
investigations of incidents, the results of which have not been published in generic
reports.

In recent years, partly as a result of the supervision conducted by the AFM, audit
firms have taken various measures designed to safeguard the quality of statutory
audits. These include improvements to the quality control systems at the audit firm,

10 The duty of the Corporate Governance Code Monitoring Committee is to encourage the topicality and usefulness
of the Dutch Corporate Governance Code, as well as to monitor compliance with the Code by Dutch listed companies.
The AFM has no direct supervisory relationship with audit committees other than at financial institutions.

11 see the report ‘General Findings Regarding Audit Quality and Quality Control Monitoring’ .

12 See the ‘Report: Quality audit and system of quality control and management at nine PIE licence-holders’, and the

Thematic review of non-PIE audit firms Part 1: NBA firms and Part 2: SRA firms .

13 See the AFM website
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the internal supervision at the audit firm and its network, and communication with
stakeholders in the audit firm’s environment.

3.5 The international perspective

All Big 4 audit firms in the Netherlands are part of an international network. How
these firms operate in the Netherlands is affected to a greater or lesser extent by the
network, depending on the way in which entities within the network work together.
The various country firms that are part of the network are supervised by different
national supervisory agencies. The network itself is not supervised. The international
interrelationship of the audit networks can mean that the potential for taking
national measures is to a greater or lesser extent limited.

Cooperation with foreign supervisors

The effectiveness of the AFM’s supervision of the Big 4 firms in the Netherlands is to
some extent determined by its cooperation with other agencies supervising the
foreign elements of the network. On the basis of European regulation, the authorities
in the European Economic Area (EEA)' supervising audit firms may conduct
inspections together and exchange information. Cooperative agreements can be
established with supervisors outside the EEA, as the AFM has done with the US Public
Company Accounting Oversight Board (PCAOB). At European level, the supervisors
work together within the European Audit Inspection Group (EAIG) and at
international level within the International Forum of Independent Audit Regulators
(IFIAR). The AFM is an active member of both these organisations.

At international level, the AFM also has a leading role in the Audit Quality Working
Group of the International Organization of Securities Commissions (I0SCO). This
global cooperation of supervisors works on initiatives designed to increase the
quality of audits. For instance, the Audit Quality Working Group looks at the role of
the audit committee and its relationship with the auditor, and at how the global
auditing standards are developed. I0OSCO is expected to publish concrete proposals
on this issue in the autumn.

14 The European Economic Area includes all the countries in the European Union, plus Iceland, Norway and

Liechtenstein.
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Supervisory findings of foreign supervisors

Recent public reports from IFIAR and other foreign supervisors in past years show
that the AFM’s findings with respect to the quality of statutory audits are in line with
the conclusions of other supervisory agencies as well.

In April 2014, IFIAR published a second global survey of findings arising from the
inspections of audit firms.™® The survey states the findings with respect to important
elements of the audit, such as the review of measurement at fair value, the conduct
of tests of controls, EQCR and the assessment of the adequacy of the financial
statements and disclosures. Several supervisors report a lack of adequate and
appropriate audit evidence and an insufficiently professional and critical attitude.
IFIAR concludes that while the firms have taken measures and continue to do so,
there is still a lack of consistency in the conduct of statutory audits.

Various foreign supervisors have published the findings arising from their
supervision. Recent examples include:

e Inits inspections in 2013-2014, the UK Financial Reporting Council (FRC)
identified shortcomings requiring reparative measures in approximately 40
per cent of the statutory audits it reviewed of five of the largest audit firms
(including the Big 4 firms).1®

e The PCAOB published a general report in 2013 on the EQCRs from its
inspections in 2011. The PCAOB states that it found deficiencies that were
not noticed or not adequately addressed in the quality review in 39 per cent
of the reviewed statutory audits by the seven largest audit firms (including
the Big 4 firms)."’

e Inits report on its inspections conducted in 2013, the Canadian Public
Accountability Board (CPAB) concludes that the quality of audits has
improved, but that it is still too soon to conclude that the improvements are
permanent.1®

15 See the IFIAR website
16 See the FRC website

17 see the PCAOB website
18 See the CPAB website
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Framework for the quality of statutory audits

There has been an important international contribution to the understanding of the
various aspects of the quality of statutory audits. Based on its review, the IAASB has
produced a list of the indicators that affect quality.!® These indicators concern the
input, the process, the output and the context of the audit. The PCAOB has
developed a similar framework with indicators.?’ Such types of framework with
indicators is helpful in gaining a better understanding of the factors that affect
quality.

The debate regarding the future

To stimulate the public debate regarding the future of audit and assurance, the
Federation of European Accountants (Fédération des Experts-comptables Européens,
FEE) published a discussion paper entitled ‘The Future of Audit and Assurance’.?!
According to the FEE, the audit profession must have the courage to open itself up to
debate, especially when new developments occur in the field of audit policy.

19 See the IAASB website
20 5ee the PCAOB website
21 See the FEE website
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4  Results of the inspections

This section describes the results of the regular inspections the AFM carried out at
the Big 4 firms in 2013-2014. Section 4.1 describes the AFM’s main conclusions
regarding the quality of the 40 statutory audits inspected. Section 4.2 compares the
results of the regular inspections with the previous regular inspection, which the
AFM reported on in September 2010. Section 4.3 lists the most common deficiencies
in the conduct of the statutory audits that the AFM qualified as ‘inadequate’.?
Section 4.4 describes the relationship between the quality of the statutory audits
inspected and certain features of the audit client?, the audit itself and the persons
involved in the performance of the audit. Section 4.5 presents a summary and
assessment of the causes that in the opinion of the Big 4 firms underlie the identified
shortcomings and the additional quality measures announced by the Big 4 firms.

4.1 Conclusions of the AFM regarding the quality of statutory audits

The AFM has evaluated the quality of 40 statutory audits covering a diverse group of
audit clients. The method used by the AFM to select these 40 audits, which do not
represent a statistical sample, is described in section 6.1. Section 6.1 also explains the
focus areas for the AFM, the way in which the AFM carried out its inspections of the
quality of the 40 statutory audits selected, how the AFM arrived at an opinion with
respect to the quality of the statutory audits and that the AFM has reconciled the
facts with the Big 4 firms.

The AFM inspected whether the external auditor had obtained sufficient appropriate
audit evidence in order to substantiate his opinion** and focused its inspections on
material elements of the audit. If the external auditor did not obtain sufficient
appropriate audit evidence for any material part, he therefore did not obtain
sufficient appropriate audit evidence to justify his opinion regarding the financial
statements as a whole.

22 The information in sections 4.1 and 4.3 is a summary of the main conclusions and findings described for each Big 4
firm in section 6.

23 References in this report to the ‘audit client’ concern the company or institution for which an audit firm conducts
the statutory audit.

24 That is to say, the AFM established whether the external auditor complied with paragraph 17 of NV COS 200
‘General objectives of the independent auditor, as well as the performance of an audit in accordance with the
Standards’: “In order to obtain a reasonable assurance, the auditor shall obtain sufficient appropriate audit evidence
to reduce the audit risk to an acceptably low level and thereby enable the auditor to draw reasonable conclusions on

which to base the auditor’s opinion.”
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In such cases, the AFM qualified the conduct of the statutory audit as ‘inadequate’.?®
26

A statutory audit conducted ‘inadequately’ does not, however, mean by definition
that the audited financial statements are incorrect. The AFM did not examine the
audited financial statements for correctness and therefore passes no judgement on
this aspect in the inspections. The external auditor can check what the consequences
are of the AFM’s qualification of the statutory audit as ‘inadequate’ for the audit
opinion he has expressed. The AFM has called on the Big 4 firms to take suitable
reparative measures where necessary as a result of the AFM’s findings. Among other
things, reparative measures mean that the external auditor should now obtain
sufficient appropriate audit evidence to substantiate his opinion, and if it emerges
that his opinion needs to be changed, he should inform the market without delay.
The Big 4 firms have studied what the consequences of the AFM'’s classification of
their statutory audits as ‘inadequate’ are for the audit opinions they issued, and have
concluded that the audit opinions already issued do not require amendments. The
AFM has not checked whether these conclusions are correct. There are currently no
specific legal safeguards in place to oblige audit firms to ensure that the necessary
reparative measures are taken with reference to shortcomings identified in the
statutory audit. The AFM considers this to be a deficiency.

The AFM evaluated 10 statutory audits at each of the Big 4 firms and classified a
number of them as ‘inadequate’. The number of ‘inadequate’ statutory audits at
each Big 4 firm ranges from three to seven. The AFM’s opinion with respect to these
statutory audits is that the external auditors have not obtained sufficient appropriate
audit evidence to substantiate their opinion with respect to the financial statements
as a whole.” In total, the AFM evaluated the quality of 18 (or 45%) of the 40

% |n the report on the thematic inspection conducted by the AFM of non-PIE audit firms in 2013, the AFM divided

the statutory audits it qualified as ‘inadequate’ into three categories specifically for the purpose of that inspection.

The AFM’s findings at the Big 4 firms concern “Inadequate audit procedures with regard to specific items” (category

2), meaning that the external auditor had not obtained sufficient appropriate audit evidence in order to substantiate

his opinion of the financial statements as a whole. In the thematic inspection of non-PIE audit firms, category 1

concerned “No serious shortcomings”, category 3 included “Some audit procedures conducted, however very basic

audit techniques either not or incorrectly applied” and category 4 concerned “No or very few audit procedures

conducted, mainly administrative and compilation work only”.

26 Since the AFM'’s assessment is limited to one or more material elements of the audit, the AFM qualifies the quality

of a statutory audit as ‘inadequate’ and not as ‘adequate’ if it does not observe that the external auditor has not

obtained sufficient appropriate audit evidence. It can after all not be assumed that parts of the statutory audit not

assessed by the AFM do not contain material shortcomings.

27 Since the qualifications ‘adequate and ‘appropriate’ are in most cases inextricably linked, the AFM makes no

distinction in this report between findings relating only to the inadequacy of audit evidence and findings relating to 23
lack of appropriate audit evidence. The AFM always uses the formulation ‘lack of adequate and appropriate audit

evidence’ in its conclusion that the quality of a statutory audit should be assessed as ‘inadequate’.



statutory audits inspected as ‘inadequate’. The AFM did not conclude that the other

55 per cent of the statutory audits inspected were ‘inadequate’.?®

The AFM’s conclusions regarding the 40 statutory audits inspected are shown in table
1.

Audit firm Number of Number of Percentage

inspected inadequate inadequate
Deloitte 10 4 40%
EY 10 3 30%
KPMG 10 7 70%
PwC 10 4 40%
Total 40 18 45%

Table 1. Summary of the AFM’s conclusions regarding the statutory audits inspected

The AFM’s conclusions are exclusively based on findings relating to the failure to
obtain sufficient appropriate audit evidence in order to substantiate the opinion
regarding the financial statements as a whole. Any other findings, for example with
regard to audit documentation or audit evidence that is not of sufficient importance
to affect the opinion regarding the financial statements as a whole, have been left
out of consideration by the AFM in its qualification of statutory audits as
‘inadequate’. Any other findings of this nature have been discussed by the AFM with
the external auditors and audit firms during the inspection.

Section 6 presents the AFM’s findings for each statutory audit qualified as
‘inadequate’ for each Big 4 firm. This concerns summaries of the findings reported by
the AFM in its confidential inspection reports to the individual Big 4 firms. These
summaries are presented in anonymous form so that they cannot be traced back to
entities other than the audit firm, for instance the company being audited.

4.2  Comparison with the previous inspections

The AFM carried out its first regular inspections at the Big 4 firms in 2009-2010.
These inspections can be seen as a baseline measurement for the quality of the
statutory audits conducted by the Big 4 firms. The regular inspections carried out by
the AFM in 2013-2014 are the first follow up measurement that makes quality
development visible.

In 2010, the AFM stated in the conclusion to its final inspection reports that, for 52%
on average of the statutory audits inspected, the external auditors had not obtained

28 |In view of the fact that the 40 statutory audits assessed were not selected on the basis of a statistical sample, the
results of the assessment of these 40 statutory audits are not mathematically representative of all the statutory 24
audits conducted by the Big 4 firms. The findings do, however, answer the question of whether the audit firms

provide adequate assurance of statutory audit quality.



sufficient appropriate audit evidence. In recent years, partly as a result of the
supervision conducted by the AFM, the Big 4 firms have taken various measures to
safeguard the quality of statutory audits. These include improvements to specific
statutory audits, the quality control systems at the audit firm, the internal
supervision at the audit firm and its network, and communication with stakeholders
in its environment. Appendix 1 contains a list of examples of measures taken by one
or more of the Big 4 firms in the period prior to the present round of regular
inspections by the AFM.

Now, in 2014, the AFM’s conclusion is that sufficient appropriate audit evidence was
not obtained for 45% of the statutory audits inspected. Without detracting from the
efforts that the Big 4 firms have made over the past few years, their measures have
not produced the desired result. The AFM found that, for several statutory audits,
the external auditors concerned had failed to or failed to adequately comply with the
professional standards when conducting these audits. The measures taken by the
audit firms to safeguard the quality of the statutory audits were not able to prevent
this.?® The AFM concludes on the basis of its inspections that the quality of the
statutory audits conducted by the Big 4 firms has on average risen only slightly in
comparison to the baseline measurement.®® The number of statutory audits qualified
as ‘inadequate’ is still too high in the AFM’s view. The AFM accordingly does not
exclude the possibility that it will employ formal enforcement measures.3!

4.3  Generic deficiencies

The AFM’s conclusion that an external auditor has not obtained sufficient
appropriate audit evidence to substantiate his opinion regarding the financial
statements as a whole is based on the identification of various deficiencies in the
conduct of the statutory audit. The most commonly occurring deficiencies concern
the tests of controls, the substantive analytical procedures and the critical evaluation
by the external auditor of the audit evidence he obtained. Most cases involved a
combination of various deficiencies.

In his audit, an external auditor can perform both tests of controls and substantive
analytical procedures in order to obtain audit evidence, and will usually combine
these two methods. Thus the external auditor takes account of the assessed risks of

29 Section 14 Wta states that audit firms must ensure that the external auditors employed by or affiliated to them
observe the provisions of or pursuant to Section 3.2 Wta. These include the rules governing professional competence,
which among other things require compliance with the NV COS.

30 Since the AFM was not authorised in 2010 to disclose its findings and conclusions for each audit firm individually,
we cannot compare the present review results with the results in 2010 for each Big 4 firm in this report. We can,
however, state that the number of statutory audits designated as ‘inadequate’ has declined at one or more audit
firms, and that this number has increased at one or more audit firms.

31 Examples of formal enforcement measures are the issuing of an instruction, the imposition of an order for

incremental penalty payments or an administrative fine.



material misstatement at the level of the financial statements and assesses whether
such material misstatements actually exist. The tests of controls concentrate on the
assessment of the design, existence and operating effectiveness of internal controls
at the audit client. These are the internal controls that, if they work effectively, offer
a reasonable degree of certainty that the financial reporting is reliable. If the external
auditor intends to base findings on the audit client’s internal controls, he will have to
establish by means of tests of controls that the internal controls are operating
effectively. Substantive audit procedures consist of detailed checks of parts of the
financial statement and the substantive analytical procedures and balancing checks.

Tests of controls

The most common deficiency identified by the AFM in connection with tests of
controls is that the tests conducted by the external auditor to establish that the
internal controls are operating effectively were insufficient in the AFM’s view. In
these audits, the external auditor for example failed to:

e obtain sufficient understanding of the design of the relevant internal
controls;

e evaluate whether the design of the internal control measure is adequate to
prevent or reveal a material misstatement in the financial reporting;

e check important measures in the internal control system;

e in case of significant risks, establish that the internal control systems are
operating effectively in the current financial year and not base his conclusion
regarding their effective operation exclusively on his activities in the previous
financial year;

e establish that the internal controls have operated effectively throughout the
financial year and not base his conclusion exclusively on his activities with
regard to a specific period within that financial year;

e conduct the minimum number of tests prescribed in the audit firm’s
methodology as necessary to substantiate his opinion regarding the
operation of the internal controls;

e evaluate the implications of the fact that he has identified that an internal
control measure has not or not adequately been complied with for his
conclusion regarding the effective operation of the internal controls system
as a whole, for the scope of his substantive analytical procedures and
possibly the content of his audit opinion.

In several cases, the AFM takes the view that the audit procedures described by the
external auditor as tests of controls were in fact substantive analytical procedures. In
these cases, the external auditor did not actually test the internal control measure,
but carried out a form of detailed analysis. If the control measure for the existence of
inventory for instance states that an administrative employee at the audit client
reconciles the delivery statements of the suppliers and the statements of receipt of
stock every two weeks, the external auditor must in his audit establish that the
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employee in question actually performed these reconciliations. He does this for
example by establishing the external features of the control measure, for instance
the appearance of the initials of the employee on the statements in question. If the
external auditor only reconciles the statements himself, he only obtains certainty
regarding the existence of the inventory by means of sampling, he does not obtain
certainty regarding the operation of the internal control measure.

The AFM moreover observes that in several statutory audits external auditors did not
carry out sufficient tests to establish the reliability of the automated data processing.
At many companies, transactions are generated, recorded, processed and reported
by means of automated data systems. The internal controls that are relevant to an
audit of the financial statements of such companies therefore often involve
automation aspects as well as manual aspects. If an external auditor wishes to base
his opinion on the internal controls of a company that is automated to a significant
extent, he will have to test the reliability of the automated data processing. This
concerns procedures whereby the external auditor obtains information on the
automated internal controls and then tests them with regard to design, existence
and operating effectiveness.?

Adequate segregation of duties is a specific item of attention with respect to
automated internal controls. The external auditor must establish which persons are
authorised to access the system and the nature of their authorisation (established in
a competence table or authorisation matrix), whether these authorisations
correspond to the necessary segregation of duties within certain processes and
whether the segregation of duties has applied throughout the year. In several
statutory audits the AFM noted that the external auditor had not carried out these
procedures adequately.

Substantive audit procedures

The AFM identified deficiencies with regard to the substantive audit procedures in
the conduct of substantive analytical procedures, test of details and balancing
checks.

An external auditor uses a substantive procedure to establish that there a no
material misstatements in a transaction flow (or part thereof), an account balance or
a disclosure. In the opinion of the AFM, in several statutory audits the external
auditors failed to carry out substantive procedures with respect to specific relevant
transaction flows, account balances and disclosures. The AFM moreover noted that in

32 These internal controls relating to automated data processing concern firstly general control measures relating to
automation (‘general IT controls’) and secondly specific control measures at application level (‘application controls’).

For further definition of general IT controls and application controls, see NV COS 315 paragraphs A96 and A97.

27



other cases the external auditor failed to carry out the number of substantive
procedures prescribed in the guidelines of the audit firm.

Substantive analytical review procedures are audit procedures an external auditor
can apply in order to obtain sufficient appropriate audit evidence regarding a specific
item or flow in the financial statements. When conducting substantive analytical
review procedures, an auditor evaluates financial information through analysis of
plausible relationships between various financial and non-financial data. For instance,
an external auditor can compare the financial information from the audit client with:

e comparable information from previous reporting periods;

e results expected by the audit client, such as budgets or forecasts, or

expectations of the external auditor himself; or
e similar information from the sector.

Before making comparisons, the external auditor has to form an expectation
regarding the result of the comparison and decide which differences require further
investigation. He then evaluates the differences found and investigates further where
necessary to establish whether the differences can be explained and substantiated or
are the result of misstatement or fraud.

In several statutory audits, the AFM is of the opinion that the external auditor has
carried out only a general numerical analysis and has not carried out substantive
analytical review procedures that are required. In these cases, the external auditor
failed (among other things) to:
o formulate expectations with regard to his analytical procedures;
e determine how great a difference may be while remaining acceptable
without further investigation; and
o test the likelihood of the explanations of the differences identified provided
by the audit client against underlying documentation.

One specific type of substantive analytical procedure is the conduct of balancing
checks. The external auditor then considers relationships as part of his analytical
procedure, for example:

e between elements of financial information that the auditor expects to display

a predictable pattern on the basis of experience of the company;

e between financial information and relevant non-financial information.
A common form of balancing checks concerns the movement of money and goods.
The simple formula ‘S=BI+IP-EI’ defines sales (S) as the beginning inventory (BI) plus
inventory purchases (IP) minus the ending inventory (El). This means that if the
external auditor obtains sufficient appropriate audit evidence regarding the
beginning and ending inventory, for instance by conducting stock counts or being in
attendance at the beginning and end of the financial year and taking account of
various forms of loss, and has audited the completeness of the inventory purchased,
he can also obtain certainty with respect to the completeness of the inventory sold. If
one then adds the factor of ‘money’ to this model (prices, discounts, etc.), a
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connection can be made with the audit client’s financial records. The extent to which
the information generated from this movement of money and inventory is useful
depends to some degree on whether the various functions (procurement, storage,
registration and monitoring) are adequately separated within the company and from
possible ‘disruptions’ to the interrelationships, such as losses.

In several of the audits inspected by the AFM, the external auditor used such a
balancing check in order to obtain audit evidence with respect to the reported
revenue. The AFM observed various shortcomings in the application of these checks,
mainly that not all the elements in the model were audited in sufficient detail. If for
instance inventory purchases or ‘disruptions’ to the interrelationships (for example,
due to discounts or losses) are not properly audited, one cannot then draw the
conclusion that the sales have been fully reported on the basis of the balancing
check.

For most substantive audit procedures, both test of details and substantive analytical
procedures, the external auditor uses information from summaries, lists and
databases of the audit client. The AFM noted in several statutory audits that the
external auditor had not sufficiently assessed whether these summaries, lists and
databases were sufficiently accurate to provide reliable information for his audit.

Critical evaluation of audit evidence

When carrying out his activities, an external auditor should always adopt an attitude
of professional scepticism: an attitude characterised by an investigative attitude,
alertness to circumstances that could indicate potential misstatements that are due
to error or fraud, and a critical evaluation of audit evidence. A critical evaluation of
audit evidence means that the external auditor establishes that audit evidence does
not contradict other audit evidence obtained and that he is alert to circumstances
that could be cause for the conduct of additional audit procedures.

In several statutory audits, the AFM noted that the external auditor failed to follow
up differences revealed by his detailed procedures, substantive analytical review
procedures or tests of internal controls. In these cases, the external auditor failed to
look for an explanation of these differences, did not adequately evaluate their
significance for his audit and/or did not adjust his conclusion. The differences
identified were in most cases indeed examples of contradictions between several
sources of audit evidence or circumstances that could indicate the need for
additional audit procedures.

A critical evaluation is also important with reference to audit evidence obtained
directly from the management of the audit client, for example in the form of
information. The AFM takes the view that in several statutory audits the external
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auditors were not sufficiently critical in their evaluation of the information provided
by the management, for example with respect to:

e the reasonableness of the assumptions on which an impairment is based,
such as management estimates of developments in income, expenses,
personnel and the market;

e whether the estimates forming part of the reported revenue are realistic or
not;

e the basic principles and variables in the calculation of provisions;

e management information on failures to meet payment due dates;

e the question of whether the methods applied, for instance regarding the
determination of the amount of revenue or the measurement of
investments, are in accordance with the financial reporting requirements.

In many cases, in his audit an external auditor will make use of work by persons
outside his own audit team, because he does not himself possess the necessary
expertise, does not himself have access to the necessary information or because this
increases the efficiency of his audit. For example, auditors may use the services of
valuation experts, IT specialists, auditors at service organisations used by the audit
client, the audit client’s internal audit department, or other auditors. The work
carried out by these other persons in fact constitutes ‘derived’ audit evidence for the
external auditor: audit evidence that he has not obtained directly from audit
procedures he has conducted himself but which he has obtained from procedures
conducted by others.

Specific auditing standards apply for the use of procedures conducted by other
persons in addition to the more general auditing standards with which the external
auditor must comply.®® One important principle in these standards is that the
external auditor at all times bears full and final responsibility for forming an opinion
with respect to the financial statements as a whole, even when procedures are
carried out by others. The external auditor will therefore continually have to evaluate
whether the procedures carried out by others have provided sufficient appropriate
audit evidence. If this is not the case, additional procedures will have to be
conducted in order to obtain this audit evidence.

The AFM noted that the external auditor failed to adequately carry out the
procedures mentioned above in several statutory audits, because for example:
e he did not assess the relevance and reasonableness of the findings and
conclusions of the valuation expert that he used;
e he did not follow up the findings of the IT specialist with respect to potential
shortcomings in the audit client’s automated system;
e he did not carry out any procedures of his own to verify the procedures of
the internal audit department, he did not assess the depth of the work

33 See the NV COS, Standards 600 ‘Audits of financial statements of a group’, 610 ‘Using the services of internal

auditors’, 620 ‘Using the services of an appointed expert’ and 402 ‘Considerations when using a service organisation’.
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programmes that had been carried out, and he did not ask any additional
guestions with regard to unusual items identified by the internal audit
department; or

e he did not establish that the relevant internal controls in the processes at the
service organisation he used operated effectively.

In a number of statutory audits, the external auditor did not adequately fulfil his role
as group auditor in the opinion of the AFM. This concerned financial holding
companies of businesses which were mainly active outside the Netherlands, whose
business activities and the financial and operational management, including the
preparation of the consolidated financial statements, mainly take place abroad
(‘letterbox companies’). In these audits, the external auditor has relied heavily on the
work carried out by an auditor in another country, and in doing so failed, for
instance, to design the audit appropriately. For example, he did not establish the
procedures that the other auditor had to perform and state these procedures in his
instructions to the other auditor. He also did not obtain sufficient information with
regard to the company’s business processes and the associated risks with respect to
the financial statements. In these statutory audits, the external auditor moreover
failed to follow up on unusual features that he identified in his review of the
procedures of the other auditor for several items in the balance sheet and the
unusual items that the other auditor reported to him. The involvement of the
external auditor in these cases was not sufficient for him to be able to take
responsibility for the audit engagement at group level, the conduct of the audit and
the audit opinion attached to the group financial statements.3*

4.4 Features of ‘inadequate’ statutory audits

After the AFM had established for each of the 40 statutory audits which it inspected
whether the external auditor had obtained sufficient appropriate audit evidence to
substantiate his opinion regarding the financial statements as a whole, it assessed
whether the following features affected the quality of the statutory audit:

e market segment;

e focus area;

e size of the audit client;

e engagement quality control review (EQCR);

e internal quality review;

e hours spent; and

e years of experience.
From its assessment of these features, the AFM notes that the statutory audits of
PIEs, and especially of health insurers, were less frequently qualified as ‘inadequate’
than the statutory audits of non-PIEs. In the ‘non-PIE’ group, the AFM more
frequently qualified the statutory audits it assessed at public and semi-public

34 As referred to in NV COS 600 ‘Audits of financial statements of a group’.
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organisations and large non-PIEs as ‘inadequate’. The statutory audits of pension
funds were less frequently qualified as ‘inadequate’. There also seems to be a
positive relationship between the number of hours spent by the external auditor and
his audit team on the conduct of the statutory audit and the quality of that audit. The
other features appear to have little or no connection with the qualification of a
statutory audit by the AFM as ‘inadequate’. Although small differences can be seen
for certain features, the inadequacies do not appear to be exclusively limited to
specific focus areas, small audit clients, audits without an EQCR or an internal quality
review or auditors with limited experience.

Market segment

As stated in section 6, the AFM inspected 10 statutory audits conducted by each Big 4
firm: four PIEs, including one health insurer and three other PIEs, and six non-PIEs,
including at least one pension fund, one public or semi-public organisation and one
large company. Table 2 shows the AFM’s conclusions with regard to the 40 statutory
audits inspected by the market segment to which the audit client belongs. In total, 16
(40 per cent) of the 40 statutory audits inspected were PIEs. Of these 16 PIE audits,
the AFM qualified 5 (31 per cent) as inadequate. Of the 24 non-PIE audits, the AFM
qualified 13 (54 per cent) as inadequate. Table 2 shows that the only market segment
not to include statutory audits qualified as 'inadequate’ by the AFM was that of
health insurers. There were also relatively few statutory audits qualified as
‘inadequate’ in the pension fund segment (25 per cent). There were relatively more
statutory audits qualified by the AFM as ‘inadequate’ among the public and semi-
public organisations and large non-PIEs.®

35 In view of the AFM’s previous observation that the group of non-PIEs varies widely in terms of social relevance
(see the AFM’s response to the new professional and conduct rules of the NBA), these findings strengthen the AFM in
its view that more far-reaching safeguards may be needed for large non-PIEs (such as large municipalities, housing

corporations or large unlisted companies), for instance by legally defining them as PIEs.
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Market segment Number Number Percentage
inspected inadequate inadequate
PIE - total 16 5 31%
Health insurers 4 0 0
Other PIE 12 5 42%
Non-PIE - total 24 13 54%
Pension funds 4 1 25%
Public and semi-public 5 3 60%
organisations
Large non-PIE 4 3 75%
Other non-PIE 11 6 55%
Total 40 18 45%

Table 2. Summary of the AFM’s conclusions regarding 40 statutory audits by market
segment

Focus area

As described in section 6.1, the AFM did not inspect the statutory audits in their
entirety, it focused on certain material aspects of the audit, referred to as the focus
areas. The choice of focus areas for the inspection of a statutory audit is appropriate
to the risk-oriented approach of the AFM’s supervision. The AFM thus obtained a
realistic and broad-based opinion of the quality of statutory audits.

Table 3 lists the most common focus areas and the number of statutory audits
inspected by the AFM for the focus area in question and how frequently the AFM
came to the conclusion that the external auditor had failed to obtain sufficient
appropriate audit evidence in this aspect of his audit (qualified as ‘inadequate’).
Among the general items in the financial statements, the AFM frequently qualified
the following as inadequate: audit of revenue (58 per cent), intangible non-current
assets, including goodwill (75 per cent) and construction contracts (60 per cent).
Among the specific items, the audit of land development was frequently qualified as
inadequate (67 per cent). The AFM did not conclude that any of the statutory audits
assessed were inadequate with respect to the items 'property, plant and equipment'
and 'equalisation payment'.
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Focus area Number Number Percentage
inspected inadequate inadequate

General

Revenue 26 15 58%
Inventory 9 4 44%
Intangible non-current assets (incl. 8 6 75%
goodwill)

Construction contracts 5 3 60%
Property, plant and equipment 2 0 0
Cash and cash equivalents 2 1 50%

Specific and sector-specific

Technical and other provisions 10 2 20%
Investments 6 2 33%
Equalisation payments 4 0 0
Tenders and procurement 4 2 50%
Land development 3 2 67%
Other®® 5 2 40%
Total 84 39 46%
Table 3. Summary of the AFM’s conclusions regarding 40 statutory audits by focus

area

Size of the audit client

The size of the audit client, measured in terms of total revenue, total assets or
number of employees, is a factor that contributes to the scale and complexity of the
audit procedures that the external auditor has to perform. The audit clients involved
in the 40 statutory audits inspected by the AFM vary considerably in terms of size,
with revenues and assets ranging from a few million to many billions of euros, and
workforces ranging from very small to hundreds of thousands. The AFM notes that
the relationship between the size of the audit client and the quality of the statutory
audit is only marginal: the external auditor obtained sufficient appropriate audit
evidence more frequently for the very largest audit clients.

Engagement quality control review (EQCR)

In an EQCR, a quality reviewer - an auditor who is independent of the audit team -
assesses whether the external auditor had a reasonable basis for the opinion he
expressed in his auditor’s report. The quality reviewer bases his work among other
things on the main findings and conclusions emerging from the audit file and on any
oral or written notes by the external auditor. The EQCR is usually conducted in
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deferred tax assets, capitalised costs of acquisitions, accruals and deferred income, costs of claims, measurement of

derivatives and measurement of commercial loans.



phases during the conduct of the audit and in any case is completed before the
external auditor attaches his audit opinion. This means that a critical EQCR can
contribute to the quality of the statutory audit.

An EQCR was carried out on 27 (68 per cent) of the 40 statutory audits inspected
prior to issuance of the audit opinion. Of these 27 audits with an EQCR, the AFM
qualified 11 (41 per cent) as inadequate. The EQCR did not achieve the desired aim in
these cases: in the opinion of the AFM the EQCR actually failed to identify that the
audit evidence obtained by the external auditor did not provide a reasonable basis
for his audit opinion as expressed in his auditor’s report. Of the 13 audits without an
EQCR, the AFM qualified relatively more of them, in fact 7, or 54 per cent as
inadequate. Based on its inspections, the AFM concludes that while an EQCR
contributes to the quality of a statutory audit, in practice this procedure frequently
fails to achieve the desired objective.

Internal quality review

Audit firms have a quality control system consisting of procedures, descriptions and
standards which are intended to ensure that the audit firm and its employees,
including the external auditors, meet the applicable legislative and regulatory
requirements. Audit firms have to ensure that this quality control system is adhered
to and evaluate the system on an annual basis. Part of this evaluation involves a
regular internal quality review. In an internal quality review, the audit firm, often in
cooperation with its international network, reviews a number of completed statutory
audits in order to establish that these meet the requirements of its own quality
control system and the legislative and regulatory requirements. The internal quality
review is an important yardstick for the Big 4 firms. If the internal quality reviews are
not carried out with sufficient depth and the results are not properly taken into
account, the audit firm does not obtain any information regarding the actual quality
of the statutory audits it conducts. This may lead to a situation in which external
auditors and their audit teams wrongly assume that they have conducted a statutory
audit with adequate quality. If the audit firm identifies shortcomings, this may be
reason for it to have previously completed statutory audits corrected, impose
sanctions on the auditors concerned and improve parts of the quality control system
in order to prevent shortcomings in the future.

Table 4 presents the AFM’s conclusions regarding the 40 statutory audits inspected in

relation to the results of the internal quality review conducted by the audit firm. In 8

of the 40 statutory audits inspected, the audit firm in question had carried out an

internal quality review. In none of these cases did the audit firm conclude that the

external auditor had failed to obtain sufficient appropriate audit evidence to

substantiate his opinion regarding the financial statements as a whole. The AFM -
qualified 3 of these 8 statutory audits for which an internal quality review had been

carried out as ‘inadequate’. Regarding these audits, the AFM established that the



internal quality review failed to identify the shortcomings identified by the AFM in its
assessment, or that the shortcomings identified were not considered to be material.
These internal quality reviews carried out by the audit firm therefore did not provide
the same information regarding the quality of the statutory audits conducted as the
inspections by the AFM.

Internal quality review Number Number Percentage

(audit firm) inspected inadequate inadequate
(AFM) (AFM)

Yes 8 3 31%

No 32 15 54%

Total 40 18 45%

Table 4. Summary of the AFM’s conclusions regarding 40 statutory audits with and
without performance of an internal quality review

Hours spent

The AFM requested the audit firms to state the total number of hours the external
auditor and his audit team had spent on the conduct of the 40 statutory audits
inspected. From the information received, it turns out that the external auditors
themselves spent on average approximately 124 hours on the conduct of the 40
statutory audits inspected (ranging from less than 5 hours to more than 700). The
audit teams as a whole, therefore including the external auditor, spent on average
approximately 4,500 hours on the conduct of the 40 statutory audits inspected
(ranging from less than 300 hours to more than 80,000 hours). The wide variation in
the number of hours spent on each statutory audit was mainly due to the difference
in size of the audit clients. If the number of hours spent by the external auditors and
the audit teams is considered together with the size of the audit clients®, it turns out
that the number of hours spent on the statutory audits qualified by the AFM as
inadequate is on average lower. This applies to both the hours spent by the external
auditor on the conduct of these statutory audits as well as the hours spent by the
audit team as a whole. The involvement of the external auditor as measured by the
percentage of the total number of hours spent by the external auditor himself on the
statutory audit is on average exactly the same for the statutory audits qualified by
the AFM as inadequate and the statutory audits not qualified by the AFM as
inadequate. For the 40 statutory audits inspected, on average 5 per cent of the total
hours spent was spent by the external auditor himself (ranging from around 0.5 per
cent to around 16 per cent).

Years of experience

37 For instance, by considering the number of hours spent per €1,000 of total assets rather than only the absolute

number of hours spent.
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In addition to the number of hours spent, the AFM requested the audit firms to
provide information on the experience of the responsible external auditors and the
quality reviewers concerned:3®
e the number of years that they had been involved with the audit client in
question;
e the number of years that they had been involved with the audit client in
guestion in the current role as external auditor or quality reviewer;
e the number of years that they had been employed as an external auditor or
quality reviewer; and
e the number of years that they had been carrying out engagements in the
sector in which the audit client in question operates.
From this information, there was little or no difference between the years of
experience of the external auditors and quality reviewers involved in the statutory
audits qualified as inadequate by the AFM and those involved in the statutory audits
not qualified as inadequate by the AFM.

4,5 Root cause analysis and improvement measures

In their written responses to the AFM’s findings®, the Big 4 firms stated that they
generally endorsed the findings and conclusions of the AFM regarding the statutory
audits inspected. At the request of the AFM, the Big 4 firms analysed what they
consider the root causes of (or reasons for) the deficiencies found in each of the
statutory audits inspected. They did this by answering the question “Why did the
external auditors fail to obtain adequate appropriate audit evidence in the cases in
qguestion?” The Big 4 firms also informed the AFM with respect to the measures they
will take in response to the results of the inspections.

This paragraph describes only the causes and improvement measures that the
individual Big 4 firms announced to the AFM. It does not address the contents of the
sector-wide analysis by the NBA working group on the future accountancy
profession.

38 |n the thematic inspections the AFM carried out at non-PIE audit firms in 2013, the AFM also looked to see
whether there was a relationship between the findings of the AFM’s inspection of the quality of a statutory audit
(whether qualified as inadequate or not) and the number of years that the external auditor in question had been
registered as a Registered Accountant or an Accounting Consultant with the professional organisation the NBA
(before or after the year 2000). In this review of the Big 4 firms, the AFM did not investigate this aspect further, and
focused on the relevant experience of the auditor for the statutory audit concerned.

39 see section 6 for the full responses from the Big 4 firms.
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Root cause analysis

Figure 1 contains summarised examples of causes that according to one of more Big
4 firms underlie the shortcomings identified. The examples stated relate to the
individual external auditor, especially his professionalism and compliance with the
auditing standards, to various elements of the organisation’s quality control
procedures and to the relationship with the audit client. No specific examples are
mentioned with regard to acceptance and continuation of the engagement within
the quality control procedures, the executive board and the internal supervision of

the audit firm and the network to which the audit firm belongs.*

38

40 The division into subjects is made by the AFM on the basis of the system of safeguards as described in paragraph

5.1.2.



Figure 1. Examples of causes identified by the Big 4 firms




The above examples show that the Big 4 firms identified various causes and reasons
that in their opinion are the basis for the identified shortcomings. The AFM assumes
that these examples indeed are related to the quality of the statutory audits
conducted and the shortcomings identified therein.

The AFM observes that the examples differ and that they also vary in terms of depth.
In the majority of cases, one can still ask why this should be the case. For instance,
several Big 4 firms answered the question of ‘why did the external auditors fail to
obtain adequate and adequate audit evidence in these cases?’ with: “because the
external auditor himself was not sufficiently involved in the conduct of the audit, or
only became involved at a late stage”. This does not answer the question of why was
the external auditor himself not sufficiently involved in the conduct of the audit, or
only became involved at a late stage. For example:
e Did he not have the time to be more closely involved because he had
commitments at other clients, or due to personal circumstances?
e Did he take the view that closer involvement was not necessary? (And why
did he take this view?)
e Did he want to restrict his involvement in the audit in order to keep the total
costs of the audit low? (And why did he want to keep the total costs low?)
e Did the audit client not want him to be involved? (And why did the audit
client not want him to be involved?)

Moreover, while several of the examples cited may well concern behaviour or
situations that underlie the failure to obtain sufficient appropriate audit evidence,
the behaviour or situations concerned are themselves examples of failure to comply
with specific rules or standards. In other words, the fact that the external auditor had
insufficient knowledge, time, resources or team members at his disposal in his audit
can be a reason why he did not obtain sufficient appropriate audit evidence to
substantiate his opinion regarding the financial statements as a whole. Based on the
applicable legislation and regulations, the audit firm should have provided the
external auditor with sufficient time, resources and personnel to be able to conduct
his duties appropriately. The root cause analysis could be deepened further by
answering the question of why the audit firm failed to do this or failed to do this
adequately in the cases in question.

The AFM considers several of the examples cited above mainly as symptoms. The
deeper actual underlying causes and reasons why the quality of statutory audits is
not consistently safeguarded are not yet completely clear.

Improvement measures

Partly based on the results of the AFM’s inspections and the root cause analysis

performed, which were discussed prior to publication, the Big 4 firms have informed
the AFM of the measures their organisations will be adopting to remediate the
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deficiencies found and to ensure the quality of statutory audits in the future.
Although the Big 4 firms stated during the regular inspections that to a greater or
lesser extent they have already made a start on the implementation of various
measures, the effectiveness of these measures has yet to be established. Appendix 2
lists examples of measures announced to the AFM by one or more Big 4 firms. These
include repairs to and further investigation of specific statutory audits, improvements
to the quality control procedures at the audit firm, the executive board and internal
supervision at the audit firm, and communication with stakeholders in its
environment.*

The AFM observes that the measures announced to it by the Big 4 firms are more
numerous, have greater scope and go further than the measures they took in
response to the last regular inspections.*? In both number and variety, the measures
announced focus significantly on the quality control procedures at the audit firm and
are also elaborated in relatively concrete terms. In the opinion of the AFM,
improvements in this area are definitely not only possible, but also essential for
ensuring the quality of statutory audits. The Big 4 firms have announced measures
for other aspects as well, such as organisational culture, executive board, internal
supervision and relationship with the rest of the field in which organisations operate.
In their specific form and content, the degree to which the measures for these
aspects have been worked out varies from firm to firm.

On 25 September 2014, simultaneously with the publication of the report from the
AFM, the NBA working group ‘Toekomst accountantsberoep’ published its analysis
and proposals for possible measures to regain the public’s confidence through
transparent assurance of quality and independence. The Big 4 firms are expected to
further elaborate and where necessary add to the measures they have announced to
the AFM in the light of the above sector analysis. Whether the total package of
measures announced by the Big 4 firms will be effective enough remains to be seen.
The extent to which the measures will prevent future deficiencies and remove the
incentives® inherent in the system within which statutory audits are conducted
largely depends on the commitment and determination the Big 4 firms put into their
implementation. The AFM sets out its recommendations in relation to the
implementation of the measures announced in section 5.

41 The division into subjects is made by the AFM on the basis of the system of safeguards as described in paragraph
5.1.2.

42 see appendix 1 for examples of the quality measures taken by the Big 4 firms in the period 2009-2012.

3 For a closer consideration of the incentives inherent in the system for conducting statutory audits, see section

5.1.1 of the report.

41



5 Recommendations of the AFM

Section 4 discussed the results of the regular inspections of the Big 4 audit firms
conducted by the AFM: the shortcomings identified, the causes that according to the
audit firms were responsible for the shortcomings and the measures that these audit
firms have announced they will take as a result of the inspections. Section 5.1 first of
all contains a general consideration of the AFM with respect to the system within
which statutory audits are performed, and describes the AFM’s views regarding the
inherent incentives that it observes in this system and the safeguards needed in
order to remove these incentives. This opinion is based on the impression formed by
the AFM in recent years in its supervision of audit firms generally. Based on the
findings of the inspections and the consideration of the system within which
statutory audits are conducted, the AFM has formulated recommendations for
improving the quality of statutory audits in section 5.2. The AFM calls on the Big 4
firms to pay special attention and give priority to four issues: governance, culture,
level of quality and transparency. Furthermore, the AFM recommends that the
legislator should introduce certain elements of additional legislation. Section 5.3
contains a brief description of the process that will follow the inspections.

5.1 System with incentives and safeguards

The quality of a statutory audit mainly depends on the proper performance of
professional duties by the auditor conducting the audit. This proper performance is
based on professionalism, expertise and diligence, objectivity and independence,
integrity and confidentiality.** And, most of all, on an attitude of professional
scepticism and on consistently acting in the public interest. Statutory audits are,
however, conducted in a system in which there exist inherent incentives to prioritise
other interests (such as commercial or the firm’s own interests) over the public
interest. There is thus a need for safeguards in order to mitigate these incentives.
This requires a coherent body of measures in the auditor’s environment that ensures
proper professional conduct. These measures are mainly enshrined in legislation and
regulation. Supervision is carried out on compliance with this legislation and
regulation.*

The system within which statutory audits is conducted is shown in general terms in
figure 2. The auditor and the audit firm for which he works stand in relation to their
environment: the audit client, the users of the financial statements and society at

44 These are the fundamental principles as described in the Dutch Code of Ethics for Professional Accountants,
regulation with respect to Rules of Professional Conduct (Verordening Gedrags- en Beroepsregels Accountants, or
VGBA) of the NBA.

43 For its consideration of the system within which statutory audits are performed, including the inherent incentives
and necessary safeguards, the AFM has used (among other things) the framework of standards established in the
Wsta and the Bta, the IAASB’s ‘Framework for audit quality’ (February 2014) and a discussion document on ‘audit
quality indicators’ of the Public Company Accounting Oversight Board (PCAOB) (May 2013). See also section 3.5.
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large. Section 5.1.1 describes the incentives inherent in this system. Section 5.1.2
presents a view of the most important safeguards that apply to the auditor, the audit
firms and the relationships they have with their environment.

ENVIRONMENT

Society User
Client

LEGISLATION AND REGULATION
SUPERVISION

Figure 2. The system within which statutory audits are conducted.

5.1.1 Incentives

The incentives that are inherent in the system within which auditors conduct
statutory audits arise from:
e the fact that the auditor is paid by the company whose financial statements
he audits;
e the fact that the quality of the statutory audit conducted is not visible, and
e the auditor’s business or earnings model.
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The auditor is paid by the audit client

The conduct of a statutory audit is a legal duty that can only be performed by
auditors: certain companies have a legal obligation to engage an auditor to audit
their financial statements. The users of these financial statements, which include
capital providers such as shareholders and banks, and other stakeholders such as
suppliers, customers and employees, need reliable information regarding the
company’s financial position. Usually, they are not in a position to evaluate this
reliability themselves. They therefore have an information disadvantage in
comparison to the company’s management. An auditor assesses whether the
financial reporting submitted by the company management to capital providers and
other stakeholders gives a true and fair view of the company’s capital and result. The
auditor thereby provides a degree of certainty and reduces the information
disadvantage of the users of the financial statements. Auditors therefore carry out
their activities primarily in the public interest. At the same time, they are paid by the
organisation whose financial statements they audit and compete with each other in
order to obtain and retain audit engagements. This creates an inherent conflict of
interest. On the one hand, the external auditor has to be objective and critical with
regard to his audit client in order to be able to fulfil his public duty to the users of this
client’s financial statements, on the other he has to provide the best possible service
to the audit client in order to win or retain the engagement.

The quality of statutory audits is not visible

Out of necessity, the users of financial statements, and also the companies audited,
have no choice other than to trust in the auditor and the quality of the statutory
audit he conducts.?® The auditor, after all, has access to confidential commercial
information, and has the specific expertise needed to plan and conduct the statutory
audit in accordance with audit and other standards. In the conduct of his audit, the
auditor takes decisions based on his professional evaluation regarding, for example,
the estimation of risks, the total hours to be spent, and the choice of audit
procedures to be carried out in order to bring the risk of a material misstatement to
an acceptably low level. As outsiders or relative laypeople, neither the company
audited nor the user of the financial statements to which the auditor attaches an
audit opinion can assess whether these decisions are correct. They can also not
assess whether the risk of a material misstatement has indeed been reduced to an
acceptably low level after the conduct of the statutory audit.*’ The auditor thus has

46 Eor further consideration of the reliability features of an audit, see the article ‘An Examination of the Credence
Attributes of an Audit’ by Monika Causholli and W. Robert Knechel, 2012, in Accounting Horizons, Vol. 26, No. 4,
pp.631-656. 44

47 The only way to verify this is to conduct the audit again. However, the audit client and the user do not have

sufficient knowledge and expertise for this. And this would of course involve disproportionate expense.



an information advantage in comparison to the company audited and the users of
the financial statements.

The auditor’s business or earnings model

Auditors perform their legal duties in a business or earnings model wherein they
carry out their work for a company that has the aim of making a profit. Audit firms
are by nature commercial enterprises. From these firms they also provide other
services to clients*®® and they operate in a network together with for example tax
advisers, consultants and legal experts. There is certain conflict between the
objectives that are reasonably associated with the conduct of business, such as
growth, efficiency and maximisation of profit, and the requirements imposed by
various legislation and regulation regarding the quality of the audits conducted.
Meeting these quality requirements indeed requires significant effort in terms of
time and other factors.

The fact that the auditor is paid by the company he audits, the information
advantage that the auditor has, and the auditor’s own business or earnings model
may lead to a situation in which the auditor puts the interests of his audit client or his
own interests above the public interest of a properly conducted audit.* Instead of
performing a good quality audit and thereby obtaining audit evidence that is
sufficient appropriate to the specific circumstances of the company concerned, the
risk is that the auditor may, for instance due to time or budget pressure, not audit
the company adequately and therefore fail to obtain adequate and appropriate audit
evidence.*®

5.1.2 Safeguards

The inherent incentives as described in section 5.1.1 require a coherent body of
measures in the auditor’s environment that ensures proper professional conduct.
Such measures are established in, among others, legislation and regulation for
individual auditors, the organisation for which they work and their relationship with
their environment. In addition, compliance with this legislation and regulation is
supervised. The extent to which the measures effectively ensure the quality of
statutory audits depends on the way in which the measures are applied in practice.

“8 Eor PIEs the audit firm is forbidden to provide other services in addition to the statutory audit service. For non-

PIEs, the provision of other services alongside the statutory audit service is permitted, subject to certain conditions.

Other types of service are also provided to companies for which the audit firm does not audit the financial

statements.

49 Examples of the auditor’s personal interest are to achieve targets for the obtaining or retaining of audit

engagements, achieving profit or growth and any associated assessment or remuneration. 45
50 |n a situation where the auditor can declare his time spent to the audit client without much discussion, there is

also the risk that he will audit too much if he does not plan and perform the audit efficiently.



The following considerations describe important safeguards that are needed in view
of the inherent incentives mentioned above, and do not therefore describe the way
in which the Big 4 firms apply them in practice.

Auditor

One external auditor always bears final responsibility for the conduct of a statutory
audit. He is also the person who signs and issues the audit opinion. Individual
auditors are bound by the regulations and further provisions of their professional
body*! which include rules of conduct and professional standards, rules governing
independence and detailed standards for the performance of statutory audits. These
professional standards are designed to create conditions that ensure that statutory
audits are of good quality. An external auditor is considered to perform statutory
audits with sufficient quality if his professional conduct features professionalism,
competence and diligence, objectivity and independence, integrity and reliability.
And, most of all, by adopting an attitude of professional scepticism and always acting
in the public interest.

This also means that the external auditor is aware of his attitude of professional
scepticism. He tests the assertions of the company (the financial statements) against
the standards (the financial reporting framework), calls company management to
account if the standards are not complied with, puts his foot down when necessary
and draws the right conclusions if breaches of the standards are not corrected. An
external auditor who is performing an audit has a fundamentally different attitude to
an auditor acting in a consulting capacity.

This also means that the external auditor is aware that he is performing the audit
primarily on behalf of the users of the financial statements and that a proper audit is
of great value to these usually anonymous users and the operation of the economy
as a whole. The external auditor should therefore always put the public interest first,
above the interest of the company whose financial statements he is auditing and
above his own interest and the interest of his organisation. In order to be able to
fulfil his duty to the public, his independence must be beyond doubt.

Organisation

While the external auditor is responsible for the conduct of a statutory audit and the
issuance of an audit opinion, the audit firm for which he works also has an important
responsibility for the quality of statutory audits. The audit firm must ensure that its
external auditors observe the applicable legislation and regulation, including the

51 On the basis of the Accountancy Profession Act (Wet op het accountantsberoep, or Wab) the NBA is tasked with

setting regulations and further provisions to ensure proper professional conduct by auditors.
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VGBA and the NV COS. The audit firm is thereby also responsible for the quality of
the statutory audits that its individual auditors perform.

The responsibilities of the audit firms include those stated in the rules imposed on
them in the Audit Firms Supervision Act and Decree (Wet en het Besluit toezicht
accountantsorganisaties, the Wta and the Bta). This legislation and regulation
provides for the design and operation of the quality control procedures and quality
monitoring. It also covers the integrity of directors and members of internal
supervisory bodies®?, the expertise of directors with respect to the quality control
procedures at the audit firm and the professional competence of a majority of the
directors.

Various levels can be distinguished within the audit firm, and various issues within
these levels. These are separate to a greater or lesser extent; however, their main
importance in ensuring the quality of statutory audits lies in their interrelatedness.
These levels concern the quality control procedures, the executive board, the internal
supervision and the network. These levels and the issues identified therein are shown
in figure 2 and further explained below.

Quality control procedures and monitoring

The audit firm has a duty of care to create the preconditions for adequate
performance by the external auditor and to take measures if this performance no
longer meets requirements. The audit firm therefore has a duty to provide facilities
for the external auditor so that he is able to perform his work as well as possible. The
audit firm should encourage the external auditor to do this by giving the correct
incentives (and reducing inappropriate incentives) and may impose sanctions on the
auditor if necessary. Taken together, these facilities and the procedures designed to
encourage good performance and impose sanctions form the quality control
procedures in general terms. This general quality control procedures consist of
various elements which, if properly designed, will contribute to the delivery of audit
quality. Proper design means that the elements form a cohesive whole. The
important elements that can be distinguished within the quality control procedures
are: quality policy, personnel policy, acceptance and continuation of clients and
engagements, standards, knowledge and internal quality monitoring.

e Quality policy
The quality policy describes how the audit firm encourages a culture in which
quality-oriented thinking and acting in the public interest are put first. The
quality policy thus also expresses the views of the leadership of the audit
firm as to how the audit firm ensures the quality of the statutory audits for
which it is responsible. For instance, by encouraging a culture focused on the
cooperation needed for the performance of good quality audits. At the same

52 Referred to as ‘policymakers and co-policymakers’ in the Wta.
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time, the current business or earnings model of audit firms requires that the
leadership of the audit firm has a view as to how the audit firm deals with the
continuing conflict between commercial interests and the public interest.

Acceptance and continuation of audit engagements

Before an audit firm accepts a new audit engagement or continues an
existing audit engagement, it assesses whether it and the external auditor it
has appointed for the engagement meet all the quality requirements,
whether the organisation has the professionally competent employees, time
and resources it needs to perform the statutory audit appropriately, and
whether the audit client is ethical. It is important that this assessment is
carried out consciously and critically by the audit firm in order to ensure the
quality of the statutory audit.

Furthermore, it is important that the audit firm makes a good assessment of
the risk that the quality of the statutory audit will not be adequate. This risk
may for example lie in certain features of the audit client, such as the degree
to which the audit client acts in accordance with the spirit and the letter of
the relevant legislation and regulation, the extent to which the internal
control department at the audit client provides reliable reporting and makes
it possible to perform a good and efficient statutory audit, or the degree to
which the audit client wishes to have a good quality audit and a critical
auditor, and does not allow the price of the audit to be more important than
the public interest that the audit is performed with good quality. Based on
this risk assessment, the audit firm determines whether it will be able to
perform a good quality audit and whether additional quality control
measures are needed in order to safeguard quality. Quality-oriented thinking
within the organisation ensures that the risk is estimated in such a way that
the necessary measures are actually taken and that the risk is not
underestimated, e.g. for reasons of cost, resulting in the omission of certain
quality control measures.

Personnel policy

The quality policy and associated quality-oriented culture are also expressed
in the audit firm’s general personnel policy. This policy concerns matters such
as the remuneration and sanctions policy of the audit firm, the staffing of
audit engagements and the attraction and retention policy.

Activities that are particularly valued and rewarded often are especially
attractive to employees. For this reason, it is important that evaluation and
remuneration takes sufficient account of the quality of statutory audits.
Significant evaluation and remuneration of commercial performance such as
the achievement of revenue and time targets can have an undesirable effect
on quality-oriented thinking and acting within the audit firm. Sanctions can
deal with undesirable behaviour effectively, for example in cases of
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shortcomings in the performance of a statutory audit, if the perceived chance
of getting caught, the seriousness of the sanction and the chance that the
sanction will be made known within the organisation are high enough. At the
same time, it is important to avoid a situation in which too onerous sanctions
or over-formalistic rules create a fear culture, for example by rewarding
desirable behaviour as an example.

Another aspect of the personnel policy of an audit firm is the staffing of audit
engagements. While personal contacts with an individual auditor often play
an important part in the acquisition of new clients or new engagements from
existing clients, that auditor is not necessarily the most suitable person to
carry out the statutory audit. It is thus important that for each statutory audit
the audit firm appoints an external auditor who has the necessary knowledge
and experience for this statutory audit. Express account should also be taken
of the total client and engagement portfolio of the auditor in question. After
this, the audit firm has to make sufficient team members available who also
possess the knowledge and experience necessary for the audit.

Besides sufficient knowledge and experience, the external auditor
responsible and the employees concerned also need sufficient time to
perform the statutory performance appropriately. This means that it is
necessary that, in principle, sufficient time is scheduled and that more time is
available if matters arise in the course of the audit that require additional
audit procedures.

In order to be able to staff audit engagements adequately on a continuous
basis, an audit firm has to have sufficient staff in terms of both numbers and
quality, and thus needs to have an effective inflow and outflow policy. This is
a policy focused on attracting sufficient and appropriate employees that are
suitable for the engagements that the audit firm performs, and letting
employees go who are no longer suitable. The workforce has to be highly
flexible due to the peak periods of the activities, possibly through
supplementation with temporary employees. It is important that sufficient
time and an adequate number of expert employees are available for all
statutory audits. The peak loads for audit firms arise from legal obligations
and the desire of companies to have their audits performed soon after the
close of the financial year, usually in the first half of the calendar year.

Knowledge

A good theoretical and practical education is needed to be able to perform
statutory audits satisfactorily. This not only concerns knowledge of auditing
and financial reporting, it also requires adopting a professional attitude and
learning specific skills. After completion of the theoretical basic education, 49
good practical training whereby auditors gain experience of how to apply

their theoretical knowledge in daily practice under the guidance of more



experienced auditors with sufficient time for this guidance is also important.
Subsequently, the audit firm plays an important part in the continuous
adjusting, updating and, where necessary, adding to the basic knowledge
already gained, by means of permanent education and other training
programmes. Furthermore, the audit firm can ensure that professional
information is disseminated, for example in newsletters or regular meetings,
in which context it is important that this information is also actually relevant
to the recipients. Through consultation procedures set up for this purpose,
auditors encountering unusual questions during the performance of a
statutory audit can seek advice from internal or external specialists.

Standards

The audit firm facilitates the conduct of statutory audits and the recording
thereof by having standards and providing resources to auditors and teams
and encouraging and monitoring that they are used correctly. The standards
set the preconditions for the application of professional opinion forming, so
these may be used in statutory audits in various situations. Depending on the
audit firm’s client base, the standards will be designed with the specific
circumstances of clients in mind, for instance if they are highly automated, or
taking account of the specific sectors in which the audits are conducted, such
as municipalities or pension funds.

The standard for the conduct of the statutory audit, the audit methodology,
is one of the important standards at an audit firm. This establishes how the
statutory audit should be conducted and documented in accordance with
legislation and regulation (e.g. NV COS). The external auditor and his audit
team are expected to carry out the statutory audit in accordance with this
audit methodology and to take the correct follow up action in unusual
situations. This is for instance important in the determination of the correct
combination of tests of controls and substantive procedures. If the audit
client’s internal controls operate effectively, the external audit can carry out
the statutory audit relatively efficiently by primarily conducting tests of
controls and limiting his substantive work to the minimum required.
However, as soon as it appears that the audit client’s internal controls do not
operate effectively, the audit methodology prescribes a different audit
approach in which more or even exclusively substantive procedures will be
performed. Since substantive procedures are usually more labour-intensive
than tests of controls, the conduct of this type of statutory audit will be
relatively less efficient, which will put pressure on the schedule and the
budget. Nevertheless, the external auditor will have to take the correct
action and adjust his audit approach. In cases where the irreplaceable
internal controls are also not present, this will often also have consequences
for the auditor’s opinion: the external auditor will in this case usually not be
able to issue an unqualified opinion, he will have to issue a modified audit
opinion or a disclaimer of opinion. The audit methodology assists the
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external auditor in attaching the right consequences to unusual situations, if
followed correctly.

e Internal quality monitoring
The above-mentioned elements of the quality control procedures contribute
to the quality of performance of statutory audits. The audit firm furthermore
has the duty of monitoring that sufficient quality is delivered and that
compliance with its quality control procedures is ensured and evaluated. The
EQCR and the internal quality review are important instruments in this
regard. The aims and operation of these instruments are described in section
4.4. Audit firms that also perform statutory audits of PIEs also appoint a
compliance officer: a person at the audit firm who supervises compliance by
the audit firm with relevant legislation and regulation, and who is
accountable on this to the executive board. It is very important that the
quality reviews who conducts the EQCR, the reviewer conducting the internal
quality review and the compliance officer are given sufficient time to conduct
their duties in a timely manner and in sufficient detail. In addition, it is
important that they are in a position to classify shortcomings as such and to
call the external auditors or other employees concerned to account.

Executive board

The executive board of an audit firm is responsible for the design of the quality
control procedures. A professional board is able to design a system that facilitates
the auditor, encourages them to perform good quality audits (and rewards them for
this), and imposes sanctions on the auditor if this is not the case. By its statements
and actions and its ‘tone at the top’, the board has an important exemplary role and
thereby determines the quality-oriented culture of the organisation in which the
public interest is given the highest priority, above other interests. A professional
board moreover has a strategic vision for the objectives of the organisation and how
to achieve them, is ‘in control’ because among other things it understands the major
key performance indicators concerning quality, and has sufficient authority to define
and enforce effective policy and to take measures. It is thus important that the
members of the executive board have sufficient time, knowledge and managerial
experience, so that as a group they are fit for purpose. A good professional is not
necessarily a good board member, and moreover he may not have sufficient time to
carry out the duties of a director appropriately due to his client and engagement
portfolio. Candidates with suitable managerial experience can also be recruited from
outside the organisation.

Internal supervision

An internal supervisory body is tasked with ensuring that the executive board is kept
aware of its responsibilities with respect to public expectations that high quality
statutory audits are performed. An internal supervisory body can exercise this duty
appropriately if it is correctly embedded in the structure of the organisation and has
sufficient authority to actually supervise the activities of the executive board of the
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audit firm. As for the members of the executive board, the ‘tone at the top’ and the
example set by the members of the internal supervisory body is essential, as is their
having a strategic vision, as well as sufficient authority, time, knowledge and
experience. The effectiveness of an internal supervisory body is to a significant extent
determined by its objectivity, shaped by members who are independent of the audit
firm and its audit clients.

Network

The Big 4 firms are part of a greater whole. They work within the network in the
Netherlands together with other organisations in a wide field involving tax, financial
and in some cases legal advice. Within this cooperation there are agreements
regarding growth and profit targets, profit sharing and investments that could affect
how and the extent to which the audit firm is in a position to safeguard the quality of
statutory audits. This means that the executive board of the audit firm operates
under the board of the joint venture and is represented on that body. Various
elements of the legislation and regulation applying to audit firms also have
consequences for the other organisations in the network, for example the legislation
and regulation regarding the separation of auditing and consultancy services for PIE
audit clients. It is important that the cooperation within the network does not hinder
compliance with this legislation and regulation by the audit firm.

The networks of the Big 4 firms extend beyond the Netherlands and throughout the
world. How these firms operate in the Netherlands is affected to a greater or lesser
extent by the international network, depending on the way in which the entities
within each network work together. Various standards such as the audit
methodology and the associated automation are developed internationally and
subsequently implemented in the Netherlands, with the further addition of specific
national legislation and regulation if necessary.

Environment

To ensure that the auditor and the audit firm put the public interest of a good quality
statutory audit above other commercial interests, the auditor and the audit firm
must be independent of the company whose financial statements they audit. The
rules governing independence state that despite the contractual relationship
between the audit firm and the audit client, the auditor must give an objective
opinion regarding the reliability of the financial statements. Other engagements or
relationships between the auditor, the audit firm or another part of the network and
the audit client or a third party related to that audit client may constitute a threat to
independence. This type of threat must be excluded or mitigated by means of
measures, or the audit engagement must be refused or terminated.

The rules governing independence also include requirements for the appointment of
the auditor. The auditor is in principle appointed by the Annual General Meeting
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(AGM).*3 The Dutch Corporate Governance Code states additional principles for the
appointment of the auditor, in which a primary role is assigned to the supervisory
board, on the advice of the audit committee and the executive board.>* Under the
Code, the audit committee has an important role in the relationship with the auditor
and ensuring that the primary focus is the quality of the audit and not only the height
of the fee. Among other things, the audit committee is concerned with the
independence and remuneration of and any non-audit services provided by the
auditor, it functions as the first point of contact for the audit in case of irregularities,
it consults with the auditor and it evaluates the auditor’s performance. If these tasks
are actually or primarily carried out by the executive board of the audit client (for
instance, the CFO), or if the executive board or subordinates of the executive board
are given a role in the pre-selection and consideration phase, this compromises the
assumption of a sufficiently professional and sceptical attitude and the formation of
an independent opinion with respect to the financial reporting for which the
executive board (or CFO) is responsible. The European Parliament established rules in
April 2014 that will come into force in the Netherlands by mid-2016 and which to a
significant extent will embed the model as included in the Corporate Governance
Code in law.

Requirements governing the transparency of audit firms and the audits they conduct
increase users’ insight into the quality of financial statements. The auditing standards
require that the auditor communicate adequately with the persons charged with
governance at the audit client, for instance with respect to unusual items in the
statutory audit. At the AGM, the auditor may, after agreement with the executive
and supervisory board of the audit client, provide further explanation with respect to
his public role. To the wider public, the audit firm provides insight with an annual
transparency report explaining how it is organised and how it ensures adequate
quality. The insight into the statutory audit conducted will be increased further with
the extension of the audit opinion, which is expected to come into effect from the
2014 financial year.>®

Supervision

The AFM was appointed as the independent public supervisor of audit firms that
perform statutory audits on 1 October 2006. The ultimate goal of supervision is the
restoration and safeguarding of justified confidence in auditors and the audit
opinions they issue. The AFM therefore inspects the quality of the statutory audits
conducted in order to call audit firms and auditors to account where necessary if they

53 | this body does not appoint the auditor, the supervisory board is authorised to do so, or, in the event that there is
no supervisory board or the supervisory board fails to do so, the executive board is so authorised. See Section 2:393
(2) BW.

54 See Dutch Corporate Governance Code V.2 Role, appointment, remuneration and assessment of the functioning of
the external auditor.

55 See also section 3.2.
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have failed to comply with the applicable legislation and regulation and have not
delivered the required level of quality. The AFM therefore assesses quality that is not
visible to either the audit client or the users of the financial statements. Where
possible, the AFM contributes to removing information asymmetry by making this
quality transparent. Until now, this has been limited to the publication of generic
findings and conclusions and the publication of formal enforcement measures. With
effect from 2014, the AFM can also publish its principal findings and conclusions with
respect to each audit firm it inspects. Because these findings and conclusions may
not be used to identify the audit clients concerned, the AFM is not permitted to
inform these audit clients (or their audit committees) regarding the results of its
inspections. If the AFM were permitted to do this, this could strengthen the role of
the audit committee with respect to the quality of the audit.

Depending on the type of company whose financial statements they audit, audit
firms also have to deal directly or indirectly with other supervisory bodies, such as
the Central Fund for Social Housing, the Dutch Healthcare Authority, De
Nederlandsche Bank (DNB), various departmental authorities and the Monitoring
Committee for the Dutch Corporate Governance Code.

5.2 Recommendations of the AFM

In view of the incentives that are inherent to the system within which statutory
audits are conducted and the shortcomings identified by the AFM in its inspections at
the Big 4 firms, measures are needed in order to improve the quality of statutory
audits and safeguard this on a long term basis.

The AFM has noted the measures announced by the Big 4 firms during and after the
AFM'’s inspections (see also section 4.5). The AFM has gained an understanding of the
intended measures of the Big 4 firms and recognises that they will make an
improvement. Whether the measures will be sufficiently effective remains to be
seen. The extent to which the measures announced will prevent future shortcomings
and remove the incentives inherent in the system largely depends on the
commitment and determination the Big 4 firms put into their implementation.

Based on the results of its inspections, the AFM is making two recommendations to
the Big 4 firms regarding:

1. Implementation of the measures they announced; and

2. Increasing the depth of their root cause analyses.

Furthermore, the AFM advises the legislator to make additions to the legislation in a
number of areas.
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Implementation of the measures announced

The AFM recommends to the Big 4 firms that they implement the measures
announced, including the expected additions based on the proposals of the NBA
working group ‘Toekomst accountantsberoep’, expeditiously and decisively, while
constantly focusing on the public interest in statutory audits before other interests.
The AFM also recommends to these firms that, when elaborating the measures and
when implementing them, they give special attention and priority to the following
matters, individually, but especially in the way they interrelate:

e Strengthening of governance
The AFM expects the measures only to be sufficiently effective if each of the
Big 4 firms simultaneously strengthens its governance with other measures.
In the opinion of the AFM, when strengthening governance the following
points in particular need to be addressed:

o Strengthening governance at a Big 4 audit firm needs to apply to all
three of (i) the firm’s executive board, (ii) the executive board of the
firm’s network in the Netherlands, and (iii) the firm’s internal
supervisory body (such as a supervisory board and/or, as a part
thereof, a public interest committee).

o Strengthening the executive board, which includes:

= Having the right tone-at-the-top and the executive board
being a role model help define the quality-oriented culture of
an organisation where the focus is on the public interest.

= Having a strategic vision for the objectives of the
organisation and how to achieve them, understanding the
major key performance indicators concerning quality in order
to be in control, and sufficient authority to define and
enforce effective policy and to take measures.

= Ensuring that the members of the executive board have
sufficient time, knowledge and managerial experience, so
that as a group they are fit for purpose. Obviously,
candidates with suitable managerial experience can also be
recruited from outside the organisation.

o Strengthening the internal supervision of the executive board of the
audit firm and of its network, which includes:

= Appointing a supervisory board, to the extent this has not
already been done.

= Filling the supervisory board with members who are
independent of the audit firm, have the power to appoint
and dismiss executive board members, and have duties and
powers in line with the relevant provisions of the Dutch
Corporate Governance Code and Book 2 of the Dutch Civil
Code.
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Creating a quality-oriented culture

The AFM expects the effectiveness of the measures to depend largely on the
extent to which audit firms are able to create a quality-oriented culture,
where necessary accelerating the changes to their culture and continuing to
pay attention to this matter. In the opinion of the AFM, when making
changes to the culture the following points in particular need to be
addressed:

o Encouraging willingness to change at all levels of an audit firm and its
network is indispensable for implementing the announced measures
effectively.

o Creating a culture that is focused on keeping the public interest
relating to high-quality statutory audits at the centre of attention, as
demanded by the public duty of an audit firm.

o Promoting an open culture that is focused on intensive cooperation
contributes to putting the public interest at the centre of attention,
as well as to the conduct of high-quality statutory audits.

o Bringing the appraisal and remuneration policy into line with the
quality-oriented culture by having this policy support the standards
and values of the audit firm, as well as the quality objectives it aims
for. It is important for these quality objectives to be adequately
monitored, down to the level of the individual statutory audit, for
example by basing the monitoring function on suitable key
performance indicators.

Embedding statutory quality standard

The auditing standards that have been applicable to the performance of
audits for many years, and which were largely drawn up by the auditing
profession internationally, embody objectives and requirements intended to
ensure quality in execution. During its inspections, the AFM observed
instances of these requirements not being met and the objectives not being
achieved. The quality controls of the audit firms failed to prevent these
misstatements from the statutory level of quality. To ensure the quality of
statutory audits, which always involve customised procedures and specific
circumstances, it is necessary to embed the statutory quality standard
throughout the audit firm. In the opinion of the AFM, when embedding this
quality standard the following points in particular need to be addressed:

o Constantly maintaining, updating and where necessary expanding
the knowledge that external auditors and other staff have of the
statutory quality standard.

o Inthat regard, facilitation for and encouraging of their external
auditors and other staff by the audit firms.

o Ensuring that the audit firms’ quality controls, such as the
engagement quality control review and the internal quality
inspection, provide sufficient information about the standard of
quality achieved. In doing so, measures can provide adequate
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feedback to external auditors and other staff about the quality they
have delivered. These measures can also draw attention to
misstatements from the required quality standard in time and qualify
them as such, so that the correct implications can be seen.

Increasing transparency with respect to quality

In the opinion of the AFM, increasing transparency with respect to the
conduct of statutory audits helps improve their quality. This is because
transparency reduces the information gap between audit clients, users of

financial statements and interested parties on one side, and auditors and

audit firms on the other. Transparency with respect to quality is expected to

increase competition on quality rather than simply the size of the fee, and

promote consistency of quality delivered. In the opinion of the AFM, when

increasing transparency the following points in particular need to be

addressed:

(o]

The transparency of the Big 4 firms regarding their method of
operation, the quality they deliver, and especially, in the short term,
about how they interpret the measures announced, as well as the
progress and effectiveness of their implementation. They can do this
in their transparency reports and/or annual reports, or via other
statements.

External auditors need to be transparent about the audits they have
carried out, including any matters of emphasis, in their more
expanded audit opinions, at the general meetings of shareholders of
audit clients, and in other statements.

Audit firms should hold discussions with supervisory boards, and
especially with the audit committees of audit clients, about the
results of inspections of the quality of statutory audits, including
those conducted by the AFM. From this, audit committees will gain
more understanding of the quality of statutory audits carried out,
which they can utilise in their role in the selection and evaluation of
the external auditor.

Increasing the depth of root cause analyses

The AFM observed that the actual underlying causes for the lack of consistent quality
assurance for every statutory audit are not yet completely clear. Accordingly, the
AFM calls on the Big 4 firms to further deepen their analyses of root causes and
reasons underlying the deficiencies found. If the firms identify additional causes or
reasons, they need to assess whether the measures they are taking address these
causes and reasons effectively, taking different or additional measures as necessary.
Moreover, the AFM expects the Big 4 firms to make the root cause analyses part of
their quality control procedures.
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Advice to the legislator

In the exercise of its supervisory duty, the AFM focuses primarily on the audit firm
and the external auditor. The present legal framework, including the powers of the
AFM, for the time being offers adequate possibilities for the proper exercise of this
supervisory duty. However, the AFM considers there is good reason to advise the
legislator to supplement existing legislation in the following respects:

e  Suitability test conducted by the AFM
As stated above, the AFM expects good governance at audit firms to be an
important means of improving the quality of statutory audits and ensuring
this in the longer term. Both the AFM and DNB have several years of
experience with suitability tests as part of their supervision of financial
institutions. A suitability test involves an assessment by the supervisory
agency of the suitability of the persons who determine or co-determine the
policy of the institution or organisation concerned, both individually and
collectively. This suitability consists of knowledge, competences and
professional conduct.’® The suitability test contributes to better governance
at financial institutions.

In the case of audit firms, the rules currently govern only the integrity,
expertise and professional competence of policymakers and co-policymakers.
There are no concrete requirements for the suitability of these persons in the
current legislation and regulation. The AFM considers this to be a deficiency.
In its supervision of the PIE audit firms, including the Big 4 firms, the AFM will
devote special attention to the way in which these firms are governed. In the
AFM’s view, this will need to include an assessment of the individual and
collective suitability of the policymakers and co-policymakers of the audit
firm, in other words the executive and supervisory board members.

e The AFM to submit findings and conclusions directly to the bodies responsible
for governance
With reference to previous inspections, the AFM has called on audit firms
and audit committees of audit clients to discuss the results of reviews of the
quality of statutory audits, including the inspections carried out by the AFM.
The AFM considers it important that the bodies responsible for governance
at PIE audit clients, such as supervisory boards and, in particular, audit
committees, have sufficient information to adequately evaluate the quality of
their auditor or an auditor they intend to appoint for a new audit
engagement. The AFM’s inspection findings can be an important source of
information that these bodies can use as the basis for consultation with this
auditor. The AFM considers that this process can be accelerated and

strengthened if it is able itself to provide its inspection findings to the body cg

%6 The competences relevant to suitability are listed in the appendix to the 2012 Policy Rule on suitability.
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responsible for governance at the PIE audit client, such as the supervisory
board and, in particular, the audit committee. The requirements regarding
confidentiality to which the AFM is subject do not currently permit this.

Mandatory taking of corrective and improvement measures

The AFM has called on the Big 4 firms to take suitable corrective and
improvement measures where necessary as a result of the AFM’s findings.
The AFM considers it important to introduce a statutory obligation for audit
firms to take appropriate measures if deficiencies are found, to correct past
violations, if any, and prevent their recurrence in the future. These violations
may for instance relate to individual statutory audits or the quality control
procedures. Deficiencies can be found by the AFM, other (external)
supervisory bodies, audit firms or the external auditor himself. To ensure that
such measures are also taken in situations in which the AFM is not involved,
the AFM recommends to the legislator that a legal basis for this be created.

Introduce additional categories for PIEs

PIEs are currently defined as: listed legal entities, banks and insurers. In
addition to this, the legislation provides for the designation of categories of
companies, institutions or public bodies as PIEs. Given its findings relating to
the statutory audits of various non-PIEs with a public function and large
groups of stakeholders, the AFM advises the legislator to utilise the option of
expanding the definition of a PIE to include, for example, large housing
corporations, large municipalities, large pension funds, large educational
institutions, large health care institutions, and large energy companies. As a
result, additional safeguards under the Audit Firms Supervision Act (Wta) will
apply to the statutory audits of the financial statements of these
organisations, which will enhance the quality of the audits.

Mandatory supervisory boards

To reinforce the internal supervision of executive boards at audit firms that
audit PIEs, as well as the professional skeptical attitude of such boards, the
AFM considers it desirable to make it mandatory for these firms to establish
supervisory boards at the highest level, preferably along the lines of the two-
tier board structure. The members of the supervisory board must be
independent of the audit firms and have the full powers of supervisory board
members, such as approving strategic decisions and appointing and
dismissing executive directors. The AFM considers it important that the
relevant provisions of the Dutch Corporate Governance Code and Book 2 of
the Dutch Civil Code be the guidelines for defining the rights and duties of a
supervisory board.
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5.3 Follow up by the AFM

During the period following the inspections discussed here, the AFM will carefully
monitor the implementation and effectiveness of the announced measures for the
remediation of deficiencies found, and of the measures intended to prevent
deficiencies in the future. Moreover, the AFM will especially assess at each of the

Big 4 firms whether its measures sufficiently satisfy the AFM’s recommendations, and
whether they are being implemented with sufficient progress and determination. In
this context, an open dialogue with the firms on the follow up to these inspections is
essential. If the progress and determination with which the announced measures are
being implemented are not adequate, the AFM can apply formal enforcement
measures to enforce the expeditious and decisive implementation that is required.
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6 Firm-specific findings and conclusions

Section 6.1 describes how the AFM designed and conducted its regular inspections at
the Big 4 firms, thus providing the background information and context necessary for
the firm-specific findings and conclusions that are given in sections 6.2 to 6.5. These
paragraphs contain a summary of the principal findings and conclusions that the AFM
has reported to the Big 4 firms in confidential firm-specific reports.

6.1 Description of the inspection

The regular inspection

Since licences were granted for the performance of statutory audits, the Big 4 firms
have been subject to ongoing supervision by the AFM. As part of its ongoing
supervision, the AFM carries out inspections to check whether licensed audit firms
are continuing to comply with the requirements set by and pursuant to the Wta and
are thereby ensuring that the statutory audits they perform are of adequate quality.
In a inspection, the AFM periodically assesses the quality of the statutory audits
performed and specific measures in the quality control procedures. In addition to its
inspections, the AFM carries out investigations of incidents and thematic inspections.

The AFM published a report on the first regular inspections it conducted at the Big 4
firms in the period 2009-2010 in September 2010. The inspections in 2013-2014
concern a first follow up assessment: by a subsequent inspection of the quality of the
statutory audits conducted by the Big 4 firms, the AFM is in a position to assess
whether and to what extent the improvement measures introduced in the
intervening period have had the desired effect.

Selection of statutory audits

The AFM requested each of the Big 4 firms to provide a list of all their statutory audit
clients, including information regarding the name of the external auditor, whether or
not an EQCR or internal quality review was carried out, and what level of risk is
attached to the audit in question in the opinion of the audit firm. The AFM selected a
total of 40 statutory audits for its inspections. The AFM selected only statutory audits
relating to the 2012 financial year for which an audit opinion had been issued and the
audit file had been closed. The majority of the audit opinions were issued in the
period from February to September 2013. In the selection of the audits to be
inspected, the aim was to ensure variation in market segments and other features of
the audit.

At each Big 4 firm, the AFM selected four statutory audits of PIEs and six audits of
non-PIEs. In the PIE segment, the AFM selected at least one health insurer and two
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listed companies (AEX and AScX). In the non-PIE segment, the AFM selected at least
one pension fund, one public or semi-public entity and one large non-PIE. Table 5
provides an overview of the total number of statutory audits the AFM selected in the
various market segments.

Market segment Number of statutory
audits selected

PIEs 16
Health insurers 4
Listed companies in the AEX 4
Listed companies in the AScX 4
Other public interest entities (PIE) 4
Non-PIEs 24
Pension funds 4
Public and semi-public institutions 5
Large unlisted companies (non-PIE) 4
Other non-PIE 11
Total 40

Table 5. Statutory audits selected by market segment

In addition, the selection of the statutory audits to be assessed took account of the
following other audit features:

e audits by various external auditors;

e distribution of audits across organisational elements of the audit firm, for

example across branches and business units;

e EQCRs;

e internal quality reviews; and

e average or higher risk profile.

By applying these criteria the AFM intentionally selected statutory audits of a diverse
group of audit clients. Given this non-random selection and the fact that only ten
audits were selected for each Big 4 firm, this does not constitute a statistical sample
on the basis of which the results of the assessment of the ten audits are
mathematically representative of all the statutory audits performed by the audit firm
in question. The findings do, however, answer the question as to whether the audit
firms provide adequate assurance of statutory audit quality.

Joint inspections with the PCAOB

Under American legislation, the Big 4 firms are registered with the PCAOB and are
thus subject to supervision by the PCAOB. In the conduct of its supervision of Dutch
audit firms, the PCAOB collaborates with the AFM. Dutch audit firms are not
permitted themselves to provide confidential information directly to the PCAOB.
Under international collaborative agreements, the AFM is permitted to do this. The
AFM and the PCAOB accordingly carry out joint inspections. In a joint inspection, the
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AFM obtains all the relevant information from the audit firm and after a test for
legality shares this with the PCAOB. The AFM combined only the joint inspections at
Deloitte and EY with its own regular review.®’

Selection of focus areas in the statutory audits

The AFM focused on certain material aspects of the audit in the 40 statutory audits it
selected, known as the focus areas. Two material focus areas were selected for each
audit, i.e. focus areas that were important for the picture presented by the financial
statements. The choice of focus areas for the assessment of a statutory audit is
appropriate to the risk-oriented approach of the AFM’s supervision. The AFM thus
obtained a realistic and broad-based view of the quality of statutory audits
conducted.

The choice of focus areas is mainly based on the nature and size of the activities of
the audit client. This means that the AFM assessed the audit of the revenue item in
many cases. In addition, the AFM selected various general financial statements items
for its review on the basis that by nature or size the items were important for the
picture presented by the financial statements of the audit client in question. This
mainly concerned the items inventory, construction contracts, intangible non-current
assets (including goodwill), property, plant and equipment and cash and cash
equivalents. In certain cases the AFM selected additional items in the financial
statements specific to the sector in question for its review. These mainly concerned
expenditure and procurement, land exploitation, investments, technical and other
provisions and equalisation payments.

The focus of the review on a limited number of items in the financial statements
means that the AFM did not assess the entire audit of the financial statements. It is
therefore possible that the external auditor failed to obtain adequate appropriate
audit evidence in other parts of his statutory audit that were not assessed by the
AFM. The AFM has called on the Big 4 firms to assess themselves whether there were
shortcomings in the parts of the statutory audits not assessed by the AFM.

57 The PCAOB published the results of the inspection it conducted in 2012/2013 at EY, KPMG and PwC on its website

(the results of the inspection at Deloitte had not yet been published at the time of publication of this report)
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http://pcaobus.org/Inspections/Reports/Documents/2013_PricewaterhouseCoopers_Accountants_N.V.pdf

Conduct of the inspections

An inspection by the AFM is interactive: the AFM requests the external auditor to
explain the parts of the audit selected by the AFM using his audit file. By means of
guestion and answer, the supervision officers of the AFM form an opinion of the
audit procedures performed and regarding the quality of the audit. It is up to the
external auditor to demonstrate on the basis of the audit file that the audit opinion
he has issued is adequately substantiated and that the statutory audit has been
performed in accordance with the auditing standards.

After the conclusion of each inspection, the supervisors of the AFM have discussed
their preliminary findings and conclusions with respect to the focus areas selected by
the AFM with the external auditor and representatives of the audit firm.

Evaluation by the AFM

The AFM evaluates the conduct of the audit by the external auditor with respect to
material aspects. This means that the AFM evaluates whether the external auditor
has obtained sufficient appropriate audit evidence with respect to the focus areas
selected by the AFM. The term ‘sufficient’ is the measure for the quantity of the audit
evidence. The term ‘appropriate’ is the measure for the quality of the audit evidence.
Quality means that the audit evidence is relevant and reliable, so that it provides real
substantiation for the auditor’s opinion. With this audit evidence, the external
auditor substantiates his opinion that the capital and result presented in the audit
client’s financial statements do not contain material misstatements.

The external auditor reports his opinion with respect to the financial statements he
has audited in his auditor’s report. In this report, he also states that his opinion is
based on the audit evidence he has obtained by means of his audit procedures, that
this audit evidence is sufficient appropriate to substantiate his opinion and that he
has conducted his audit in accordance with the applicable legislation and regulation,
including the auditing standards. The AFM has assessed whether in accordance with
the auditing standards the external auditor indeed obtained sufficient appropriate
audit evidence in order to substantiate his opinion.*® If the external auditor failed to
obtain sufficient appropriate audit evidence with respect to a material item in the
financial statements, he has also failed to obtain sufficient appropriate audit
evidence in order to substantiate his opinion with regard to the financial statements

58 |n other words, the AFM established whether the external auditor complied with paragraph 17 of NV COS 200
‘General objectives of the independent auditor, as well as the performance of an audit in accordance with the
Standards’: “In order to obtain a reasonable assurance, the auditor shall obtain sufficient appropriate audit evidence
to reduce audit risk to an acceptably low level and thereby enable the auditor to draw reasonable conclusions on

which to base the auditor’s opinion.”
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as a whole. In that case, the AFM classifies the conduct of the statutory audit as
‘inadequate’.

A statutory audit conducted ‘inadequately’ does not however mean by definition that
the audited financial statements are incorrect. The financial statements may still
present a true and fair view of the size and composition of the capital and the result.
However, at the time he issued his audit opinion, the external auditor had not
obtained sufficient appropriate audit evidence in order to be able to substantiate his
opinion with respect to this true and fair view. The AFM did not examine the audited
financial statements for correctness and therefore passes no judgement on this
aspect.

Written report

After the conclusion of the inspection, each Big 4 firm received a report stating the
AFM'’s preliminary conclusions and findings. These conclusions and findings were
substantiated with detailed and client-specific information from the audit file, or
indeed with the absence of such information. These reports are therefore
confidential.

On the basis of its inspections, the AFM only reported its findings to the Big 4 firms
that related to the failure to obtain sufficient appropriate audit evidence. Other
findings have been notified to the external auditor responsible during the inspection.

The report with preliminary findings has been sent to the audit firm for the purpose
of agreeing the facts. If the audit firm does not agree with the findings and
preliminary conclusions, or believes that the facts included in the report are
inaccurate or incomplete, it may inform the AFM accordingly in a written response
stating its arguments and supported by documentation if necessary.

The AFM has requested the Big 4 firms to take measures to remediate the audits
qualified as ‘inadequate’. Remediation measures mean that the external auditor
gathers the audit evidence to substantiate his opinion after the fact.

The AFM has moreover requested the Big 4 firms to conduct a root cause analysis
with reference to ‘inadequate’ audits and to report their findings to the AFM. The
purpose of a root cause analysis is to obtain a better understanding of the factors
that have led to the audit being conducted inadequately and the audit opinion
lacking sufficient substantiation. The AFM expects the Big 4 firms to be able to take
more targeted measures on the basis of the root cause analysis to prevent quality
shortcomings in future.
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Lastly, in the report of its preliminary findings, the AFM has requested the firms to
state the measures they will take in order to ensure the quality of the statutory
audits they are conducting now and will conduct in future.

The AFM has assessed the responses from the audit firms. The responses by the audit
firms may have led to the AFM withdrawing or changing its preliminary conclusions
and findings. The AFM has informed the Big 4 firms regarding the outcome of this
assessment. The AFM may subsequently decide to take enforcement measures.

The AFM will send a report with its final conclusions and findings to these
organisations within reasonable time. In this definitive report the AFM will call on the
Big 4 firms to share the findings and conclusions of the AFM regarding specific
statutory audits with the supervisory board (and in particular the audit committee or
other body charged with governance) of the audit client in question.

Public report

Section 6.2 to 6.5 contain a summary of the principal findings and conclusions that
the AFM has reported to the Big 4 firms in confidential firm-specific reports. All
information that could be used to identify the audit client or other persons has been
removed.

The results of the review as described in sections 4 and 6 of this public report were
sent to the Big 4 firms on 4 September 2014 and discussed with them at a meeting
on 8 September 2014. The AFM requested the Big 4 firms to give their response to
sections 4 and 6 in writing, and these responses are included in sections 6.2 to 6.5 of
this report.
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6.2 Deloitte Accountants B.V. (Deloitte)

6.2.1 Background information

Certain features and key figures for Deloitte are shown in the table below.”

9

©® N U A WN R

Total number of employees

Number of statutory audits of PIEs
Number of statutory audits of non-PIEs
Total fees charged to audit clients

Total revenue of Deloitte Accountants B.V.
Total revenue of Deloitte Holding B.V.

Number of policymakers and co-policymakers 15
Number of external auditors 136

1,610

140

2,736

€124 million
€243 million
€631 million

(44% assurance services, 26%

tax services and 30% other

services)

In its inspection, the AFM assessed elements of the following statutory audits:

Audit AFM Type of company PIE EQCR Internal
client assessment as quality
‘inadequate’ review
A No PIE Yes Yes No
B Yes PIE Yes Yes No
C No PIE Yes Yes No
D No Health insurer Yes Yes No
E No Pension fund No Yes No
F Yes Public or semi-public No Yes No
organisation
G No Public or semi-public No Yes Yes
organisation
H Yes Large non-PIE No Yes No
I Yes Other non-PIE No Yes Yes
J No Other non-PIE No Yes Yes

59 The information in lines 1-2 is taken from the registers of the AFM. The information in lines 3-7 is taken from the

AFM Monitor of Audit Firms 2013, for which Deloitte provided information to the AFM on its most recent completed

financial year, which was the financial year that closed on 31 May 2013. The information in line 8 is taken from the

2012/2013 financial statements of Deloitte Holding B.V.
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6.2.2 Conclusion

Based on its findings as described in section 6.2.3, the AFM concluded that the
external auditor concerned failed to or failed to adequately comply with the
professional standards with respect to important elements in the conduct of the
statutory audit in four of the ten statutory audits it assessed. The measures that
Deloitte took to ensure the quality of statutory audits failed to prevent this. In these
statutory audits, these external auditors failed to obtain sufficient appropriate audit
evidence with respect to important and material items and issues in the financial
statements. Their opinions with regard to these four financial statements as a whole
are therefore not adequately substantiated. At the time of issuing the auditor’s
report, the external auditor had not obtained sufficient appropriate audit evidence.
This does not necessarily mean that the financial statements in question are
incorrect. The AFM did not examine these financial statements for correctness and
therefore passes no judgement on this aspect. As a result of the AFM’s inspection,
Deloitte carried out root cause analyses which led to remediative work being carried
out in some cases. Deloitte had no reason to request its clients to amend their
financial statements.

6.2.3 Findings with respect to statutory audits

Audit client B

Audit client B is a service provider.

The external auditor did not obtain sufficient appropriate audit evidence regarding
the completeness of the revenue from secondment and the valuation of the
goodwill. The external auditor included IT specialists in the audit team due to the
importance and complexity of the automated data processing environment. The
external auditor used experts in the audit of the valuation of the goodwill.

Completeness of revenue

The external auditor had planned to use a combination of tests of controls and

substantive audit procedures in order to audit the revenue from secondment. These

procedures consisted mainly of establishing the effective operation of the internal

controls at B and the conduct of a balancing check (‘job time vs. shop time’). The

performance of the tests of controls and of the substantive procedures was,

however, insufficient with respect to relevant elements, meaning that the external

auditor could not obtain sufficient appropriate audit evidence. The external auditor

failed to do the following:

e Obtain sufficient understanding regarding the design of the relevant internal

controls and establish that the internal controls were operating effectively.
For instance, the external auditor did not establish that the design of the
internal controls did not adequately ensure that the revenue was reported in
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full. The external auditor also failed to establish that the hours reported were
authorised by project managers;

e Adequately audit the maximum capacity in hours for completeness and to
adequately audit the indirect hours for correctness. These elements form
part of the job time vs. shop time balancing check whereby the external
auditor intended to establish that the hours reported are complete. The
external auditor reconciled the maximum hours capacity with the salary
administration, but he failed to follow up on an identified relevant difference
in days between the balancing check and the salary administration. For the
indirect hours, the external auditor made a comparison with the previous
financial year, but did not formulate an expectation for this substantive
analytic test in advance, did not define a threshold figure and did not obtain
a satisfactory explanation for the differences.

Valuation of goodwill

Goodwill incurred as a result of acquisitions. B recognised an impairment of the
goodwill on the basis of an impairment test. The discounted cash flow model, which
takes the budget for the succeeding financial year as a basis, was used. Other
relevant assumptions in the calculation are the WACC®, the expected productivity,
the expected increase in FTE and the expected increase in costs, including salary
increases. The external auditor had planned to carry out substantive procedures to
audit the valuation of the goodwill. These mainly concerned the evaluation of the
assumptions made by B in its calculations. The procedures were, however, not
carried out adequately, and the external auditor thus was not able to obtain
sufficient appropriate audit evidence. The external auditor in fact failed to evaluate
the reasonableness of the assumptions on which the recognition of the impairment
was based. The external auditor instructed the expert he had engaged to evaluate
the appropriateness of the model and the WACC that was applied. The external
auditor formed his own conclusion regarding the other assumptions. However, he
failed to test the reasonableness of the estimates with respect to FTE growth,
productivity and salary costs by for example comparing them with market research
or the actual figures for the initial months of 2013.

Audit Client F

Audit client F is a large municipality.

The external auditor did not obtain sufficient appropriate audit evidence regarding
the lawfulness of F’'s tender procedure and the valuation of its land developments.
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Lawfulness of tender procedure
The external auditor had planned to test that F’s procurement transactions had been
conducted correctly in accordance with the European tender directives using
substantive procedures. These procedures consisted mainly of test of details of
procurement orders for which employees in F’s internal audit department were
instructed by the external auditor to check whether the selected procurement orders
were lawful, using source documentation. The external auditor’s conduct of the
procedures was, however, inadequate in certain relevant respects. The external
auditor did not carry out any appropriate audit procedures to establish that the
procedures of F’s internal audit department were adequate for the external auditor’s
purposes. The external auditor in fact failed to do the following:
e Carry out procedures to establish that the procedures of F’s internal audit
department were adequate for the external auditor’s purposes;
e Ask additional questions with regard to the unusual items that were revealed
by the procedures carried out by F’s internal audit department.

Valuation of land developments

The external auditor had planned to carry out substantive procedures to test the
valuation of F’s land developments. Land in development is measured as the balance
of the realised costs and revenues after deduction of a provision for expected losses.
The procedures mainly concerned the use of the procedures of F’s internal audit
department on the land developments. The external auditor also used the services of
a valuation expert from the Deloitte network for the assessment of the
reasonableness of certain assumptions in the calculation of the valuation of selected
land developments. The procedures of the external auditor were, however, not
carried out adequately in certain relevant respects, and the external auditor thus was
not able to obtain sufficient appropriate audit evidence. The external auditor in fact
failed to do the following:

o Adequately evaluate the procedures of F’s internal audit department and
carry out audit procedures to determine whether the procedures of the
internal audit department were adequate for the external auditor’s
purposes. The external auditor did not establish which audit procedures had
been carried out by F’s internal audit department with regard to the future
costs and as yet unrealised proceeds of the land in question;

e Evaluate whether the procedures of the valuation expert engaged by the
external auditor were adequate for the external auditor’s purposes;

e Adequately follow up on the findings of the valuation expert engaged by the
external auditor.
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Audit client H

Audit client H is a provider of online services.

The external auditor did not obtain sufficient appropriate audit evidence regarding
the completeness of the revenue. H’s revenue consists of a commission percentage
on the value of the services it offers. The external auditor included IT specialists in
the audit team due to the importance and complexity of the automated data
processing environment.

Completeness of revenue

The external auditor had planned to use a combination of tests of controls and
substantive procedures in order to audit the revenue from commission income.
These procedures consisted mainly of establishing the effective operation of H's
internal controls with respect to the calculation of commissions and the monitoring
of relationships between various systems and regular analyses of income by H. The
procedures also included a substantive analytical review procedures, detailed checks
of the cut-off of revenue and an assessment of the logical access security and change
management procedures. The conduct of the tests of controls and the substantive
procedures with respect to relevant elements was, however, inadequate, meaning
that the external auditor could not obtain sufficient appropriate audit evidence. The
external auditor in fact failed to do the following:

e Follow up on the findings of the IT specialist. The IT specialist had established
that a large number of people who had no role in this respect were
authorised to adjust the commission percentages in the systems. The
external auditor failed to establish who these people were and whether they
had made changes that were not justified. The IT specialist also established
that a number of persons had access to both the development and
production environments. This lack of segregation of duties could lead to
improper changes to the systems and the data included therein. The external
auditor failed to establish whether improper changes had indeed been made;

e Instruct the IT specialist to carry out procedures with respect to all the
elements in the automated environment relevant to the recognition of
income. The IT specialist indeed did not carry out any procedures on the
database in which the agreed services are recorded;

e Obtain an understanding of the design of the relevant internal controls and
establish that the internal controls were operating effectively. The external
auditor concluded that he could not rely on the internal control measure
regarding exception reports of the minimum commission percentage. The
external auditor concluded that he could rely on the internal controls in
relation to the reconciliation between the data from the commission
application and the financial administration and on the regular internal
analysis, and review of the consolidated income statement. However, the
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of the commission percentages and thereby the completeness of the
revenue;

e Conduct the substantive analytical procedures in sufficient depth. These
procedures were conducted at a too general level and the external auditor
did not develop any expectations in advance on the basis of the minimum
commission percentage determined by the management and contractual
agreements regarding minimum commission percentages.

Audit client |

Audit client | is a company that operates a hotel.

The external auditor did not obtain sufficient appropriate audit evidence regarding
the correctness and completeness of I'’s revenue from the letting of hotel
accommodation.

Correctness and completeness of revenue

The external auditor had planned to conduct substantive procedures on the room
rates and a combination of tests of controls and substantive procedures on room
occupancy in order to audit the revenue from the letting of the hotel
accommodation. The procedures consisted mainly of establishing the effective
operation of I’s internal controls, detailed checks that the prices in the reservation
system agreed with what was paid, substantive analytical review procedures and
establishing that there was adequate segregation of duties in the automated
environment. The performance of the tests of controls and the substantive
procedures was, however, inadequate with respect to relevant elements, meaning
that the external auditor could not obtain sufficient appropriate audit evidence. The
external auditor in fact failed to do the following:

e Check that there was adequate segregation of duties in the automated
environment. The external auditor did not check that the users did not
possess authorisations in addition to those necessary for the conduct of their
duties;

e Obtain an understanding of the design of internal controls regarding the
design of the relevant internal controls and establish that the internal
controls were operating effectively. For instance, the external auditor did not
establish whether the internal controls were sufficient to respond to the
significant risk that a room could be let without this being registered in the
reservation system;

e Carry out the number of detailed checks of room prices as prescribed in
Deloitte’s methodology. In his detailed check of the room prices, the external
auditor established that the price in the reservation system agreed with the
amount paid. The external auditor did not, however, establish that the room
prices agreed with the contractual prices or standard established prices, or
that discounts were recognised correctly. The external auditor carried out
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detailed checks because he had concluded that he could not rely on the
internal controls with respect to room prices;

Carry out the substantive analytical review procedures in sufficient depth, by
formulating expectations in advance, testing the base data for reliability and
doing more than an overall analysis of the revenue. For example, the external
auditor made no distinction between room types and types of guest and
reservation.
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6.2.4 Response from Deloitte
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Mr G.J. Everts

Stichtng Autoriteit Financiéle Markten
PO Box 11723

1001 G5 AMSTERDAM
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12 September 2014 M. T van der Vegre BA COVPSMvdVips

Scbject
Fesponzs Deloitte:

AFM inspection imto qualify of statwbory andits by
Dieloitte Acconntants BV, (andit year 1011)

Diear Mr Everts,

We were interested to read the public report on the regular guality inspection you performed in
2013-2014 at the Biz 4 andit firms, and we ars pleased to take this oppormumity te respond to the
resulis conmined within in such repont

The standard is clear. Delsitte is not yet mp to standard.

The owrent sandard bassd on Dutch auditing standards is crystal clear to us. Quakiy is
Dieloittz"s maim soategic abjective, and it is essential to the tust that can and should be derived
from our work. We observe that our andit quality has mproved compared with vour previous
inspection. Ve the resulis of your inspection indicate that Delofte has nof yet realized its
ambitions in terms of audit quality. Deloitte is fully aware that this zap must be bridged

Yo have identified shortcomings in several of eur 2012 audit fles with respect to the
performance of our mdit procedures in important areas such as mternal conmals testing. revenne
recoemition fesing and mtermal reviews. Based on the files inspecied, you have established that
Dieloitte has faken msufficient care to ensure that the auditers mvelved meet the applicable
regulatary requirements.

iz sl cperactman waTichi coor Dela@s ot oe Dacks Memis o
|mane H S = du Farar van Kooztande onde rurTer 24OET san DukziEw Touchs Tobmatsu Limitsd
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2
September 22, 2014
COVPSMvdVips

Following on fom your prelimmary findings, we reported on 30 July 2014 on whether the
shorfcomings identified by AFM ocouwr maore offen, on the reasons for these shortcomings and on
the actions aken to comply with our dury of cars. At the time. we informed you of our aforts
over the past few years and of the initiatives that we are curmently working on. Those migatives
are outlined below.

Deloitte contmuoes to work on excellent quality

In 2012, we observed that the quality initiatives taken in the persod 2008-2012 had been
insufficiently obewious in the gualify delivered. The results fell shont of our standards and. hence,
of our stakeholders’ expectations. Deloitts believed — and sl believes — that this gap should be
bridged.

Deloirte laanched a new Audit Croality Mastar Plan (hereinafter: AQME) in the spring of 2013 as
part of its Audit Strategy to elaborate on the guality measures mplemented n the perted 2008-
2012. The fundamentals of this plan are behaviour and cultore, Tansparency, and team work.
The AQMP includes several inifiatives to soengthen both oolture and behaviour and to deliver
consistently high quality andits, transparency towards our stakeholders, and strict quality control.
Dielnitte immediataly inrodured this plan in 2013 and contires to pursus its implementation
Early this year, we observed that our guality eforis had to be nfensified. Therefore, in February
2014, we substantially reinforced the guality inftiatives.

We sincerely welcome the introduction of the WBA proposals to safegnard Auditor
Independence and Audit Cuality. Please note that our system and our AQMP already largely
Euarantes the proper application of several componsnts of thess proposzals. Examplss inclde the
measures aimed at ransparency and the auditor's role in society (e.g.. the expanded independent
audstor”s report), the povemnancs of the medst firm, cultore and behaviour, the mportance of team
work, the manner of performing the engagement, and the commitment to prevailing standards,

We also refer also fo our Transparency Feport FY' 14 (290 Angust 2014), in which we discuss our
effonts to ephance audit quality and report on the remlts realized last year. Below we elaborate
oo several key elements.

{hitp-/ w2 deloitte com nlnl pages/ Crver 3220 Deloitte articlss daloftte-verslagen homl).

Cuolinre and behaviour are the bearers of excellent quality

Strenzthening our culture is required to achieve the desired level of audit gualify. We are
convinced that a high performance colhure is the bearer of excellent audit quality. Smce the
spring of 2003, we have laanched a set of intfiatives to develop this high performance cultare.
Examplss inchude the personal commitment reguested from the newly appointed directors that
we register as external suditors. That commitment takes the form of an Andit Caality
Commifment.
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E]
September 22, 2014
CDVPSMvdVips

For any auditor whoss internal review results are insufficient, a personal action plan iz preparsd.
This inclodes a quality comamitment agreed m writing and provides for the smct monitoring of
realization in the subsequent period Cror assessment and remunsration pelicy foonses smangly
on encouragng the desired coltare by using EXPIs agreed at the level of both the mdnvidoal
professiomal and the management of the regions and'ar service lines. This reguites siriking the
rizht balance betwesn rewarding top gouality and sanctionms a lack of such quality. These
inmitiatives help us create a cultars in which responsibility, pride and engmsiasm prevail and in
which mediocrity is found unacceptabls.

Cuality to Delodtte also means commumicating ransparently our audit findings, and the gualiy
we have deliversd. with financial statement wsers. We are committed to the extensive
independent anditor’s report and to proaciively explaining in the General Meeting of
Sharehalders any frand or ather risks identified, our procedures performed, as well as the risk
profile and the qualtiy of the client’s risk management system This also applies to reporting fio
the client’s mternal supervisors oo the andit guality provided and dizcossing this in our
Transparency Report.

Char own perceptions and the rasult of the AFM repont have taught us that we will have to give a
clearer signal to socisty nour auditer’s report if the quality of the clisnt™s internal conmels is
insnfficient, as a hasis for our work.

Firm governance from a fresh perspective

A firm povemance strocmure is exsential if we are to atain and retain our ambition for qualicy.
The Pablic Interest Commites [“Commissie Publiek Belang”, or “CPB™] is embedded in
Delnitte's govemance stractare as a sub-committes of the Supervisory Board [“Raad vam
Commizraristen”, or BwC). The CPB comprises all external members of the BwC. This strocfure
muarantess s0bd governance — the BwC has the powers to efeciively miervens m the
arganization if necessary. Ome of the mszks of the BvC is 1o ensure the progress of the AQMP.
The accelerated introduction of the AQMP in the course of 2013 took place partly at the request
of the BvC. Likewise, in 2013, the BT drew specific attention to additional imvesmments in
quality and the tepic of quality in relaten to the remuneration of our auditors.

Canzal analyzes are crucial. Deloitfe is a learning orgamization

Performing a cansal anatysis based on a souwchored and consistent approach bas been a fixed
component of our quality system since 2013, The prioriiies embedded in the desizn and
implementation of the internal reviews have lad to consistency betwesn the intemnal and external
inspections of bodies like the AFM or the PCAQE. It is standard procedure for Deloite to
subject each file fo a causal anakysis if it fails fo achisve a sufficient scare following internal or
enternal reviews. Likewize, we perform cansal analyses on good goality files. This allows as to
identify and share best practces.
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4
September 12, 2014
CDVPSMvdVips

A causal analbysis foouses on the set-up of the audit team, its procedures, and the intemal reviews
perfarmed  Performing recovery procedires is a fived component of this approach. Whers
necessary, additional andit precedures have been carmied out for the four files the AFM had
qualified as msufficient, while it was assessad whether it was correct te s5u2 an mdependent
auditer’s report. The assessment conchuded that none of the reparts isswed needed any correction.
Next, the causal analyzis/analyses is/are converted info a personal action plan, linked fo a

Dieloirts has found warious canses for the shormcemings in performing the andits and they canmot
be viewed from a single or different angle. A major part of the coeses you refer o above applies
equally to Deloitte. Dielodtte is a leaming orzanization in this respect. In our experience. tie
consistent performance of cnesal analyses mises the depth of the anabyses e a higher level and
answers the “why question” more and morz profoundly, keading to mare insight into the reasons
for issues such as the insofficient application of CO5 sandards, andit procedures being
performed on autopdot, blind reliance op internal condrols, nsofficient communication amd
agresment with [T specialists, and'er critical review processes of procedures performed
insufficiently. We have thus gamed an understanding as to why the intrinsic metivation to
provide the very best quality should be remforced Ome of the ways to achieve this is to have an
open and critical mindset to anticipate social developments and thedr impact on the andit
environment and/or audit procedares. This is why we wark hard o soengthen oor knowledpe of
the standard, increass parmer myvelvement, and tizhten the crganization and manazement of the
audit teams. The increase in parmer invelvement on enzazements will also decreazs the leverage

The cansal analyses also form contimpons input for the recalibration of the AQMP md'or an
increase in specific indtiatives. Om the back of causal analys2: and our continuons monitering of
the results of the guality inidatives started, the Executive Board and the Bwl requested an
accelerated implementation of the AQMP in 2013, Mew componants were added, too, such as
smuchrally performing “impact reviews" for each of the quality initiatives in order te establish
whather Deloitte effectively achieves the intended objective with the quality nitiatove used.
Moreover, Delotfie will significantly merease capacify to shorten the lead time of the “newly
styled” mternal reviews considerably. This should result in an accelerated aliznment of the extire
Qrganizaion o a consistent pelicy in terms of the quality standard we sirive for.

Dieloitte is worldmg on a continnons learning experience for itz staff and reinforcement of
consistent andit quality

Coe of the major components of the stategc plan of the audst praciice regards the development
of our talent Deloitte smrfed a new training progmamme this vear, which iz based on a
confimeons learning experience and which places “mainimz on the job’ at #s beart. This approach
Teuires stronger parmer involvement with the audit team during the year, which will improve
the team waork.
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Early parmer invobrement should ensure a higher audit quality. With oor Andic Crualiny
Milestones, we monitor the invelvement of our parmers and directors during the vear and repart
the results to our parmers and directors throngh dashboards. Another objective of the AQMP is a
strucharal mereaze of the hours parmers/dioectors spend on stahatory aadits.

Deloirts believas the consistancy in planming gur procedurss should be adjusted. too. The current
planning of our procedures still foruses too much oo an mdrvidual model - depending on the
awdstor, there is a large degres of murmal moonsistency, Innovation will follow a mwo-track
palicy: the technical development of the mudit approach and the uniformiry of the delivery model
will receive egoal attention. Deloitte has lamched an initiative called “distinciive audit™. Tis
objectve i standardizadon without losing sight of a client’s uniqueness. Two work flows have
besn started The first one foruses on process optimizaten based on a change of culniral and
behavioural components, while the second one concerns the increase of quality through more
consistent work processes. Please refer to page 24 of the Transparency Bepart FY' 14 for more
information about this inmatve.

Proper tone at the top: open and bonest communication with staff

A diakogue with eur staff - about our ambition, the results realized. which processes are an the
right track, what may and should be improved — is an essential component of the quality agenda.
The CEOQ and the Function Leadsr Audit frequently use different channels to communicate the
efforts taken and the results achieved Deloifte has inroduced a “Youmng Professional Andit
Cruality Board™ to ensure that st ff participate actively m a continoouws quality debate. Staff are
alse asked repularly throngh amveys to provide their views on our guality. The erganization is
VeIy transparent in sharing thess results, too.

The AFM fuolly contributes to attaining our ambiton for quality

Fimally, your finding= on our files and your vision of our guality control system ars critical mput
forus in araining our ambiton for quality. This is why we valus the open dialogus with vou
highly. Dieloitte searches stmocturally and intensively for metheds to improve our quality and to
realize gur ambition fior quality. Our intemational organization supparts us in this and has put in
place a Global Audit Cruality Board to that end  Deleifie Metherlands forms a part of this, and we
support and implement its mitiatives. We may oot be there vet, but we are cenvinced the
implemented quality measures we have described will take us a long way towards reaching our
destimation. Please also refer to our Transparency Feport FY 14, We tust the AFM will take note
of Deloifte"s varous efforts m this respect when Snalizing its mspecton.
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We gladly invite our stakshalders to disouss our andit quality in mere detail
Eind regards,

Dieloirte Accountants BV

ML.I. van der Vegte
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6.3  Ernst & Young Accountants LLP (EY)
6.3.1 Background information

Certain features and key figures for EY are shown in the table below.5!

1. Number of policymakers and co-policymakers 15

2. Number of external auditors 140

3. Total number of employees 1,993

4.  Number of statutory audits of PIEs 182

5.  Number of statutory audits of non-PIEs 2,458

6. Total fees charged to audit clients €331 million
7. Total revenue Ernst & Young Accountants LLP €402 million
8. Total revenue Ernst & Young Nederland LLP €673 million

(43% assurance services, 35%
tax services and 22%
consultancy services)

In its inspection, the AFM assessed elements of the following statutory audits:

Audit AFM Type of company PIE EQCR Internal
client assessment as quality
‘inadequate’ review
A No PIE Yes Yes No
B Yes PIE Yes Yes Yes
C No PIE Yes Yes No
D No Health insurer Yes Yes Yes
E No Pension fund No No No
F Yes Public or semi-public No Yes No
organisation
G Yes Large non-PIE No Yes No
H No Other non-PIE No No No
I No Other non-PIE No No No
J No Other non-PIE No No No

81 The information in lines 1-2 is taken from the registers of the AFM. The information in lines 3-7 is taken from the
AFM Monitor of Audit Firms 2013, for which EY provided information to the AFM on its most recent completed
financial year, which was the financial year that closed on 30 June 2013. The information in line 8 is taken from the

2012/2013 financial statements of Ernst & Young Nederland LLP.



6.3.2 Conclusion

Based on its findings as described in section 6.3.3, the AFM concluded that the
external auditor concerned failed to or failed to adequately comply with the
professional standards with respect to important elements in the conduct of the
statutory audit in three of the ten statutory audits it assessed. The measures that EY
took to ensure the quality of statutory audits failed to prevent this. In these statutory
audits, these external auditors failed to obtain sufficient appropriate audit evidence
with respect to important and material items and issues in the financial statements.
Their opinions with regard to these three financial statements as a whole are
therefore not adequately substantiated. At the time he issued his auditor’s report,
the external auditor had not obtained sufficient appropriate audit evidence. This
does not necessarily mean that the financial statements in question are incorrect.
The AFM did not examine these financial statements for correctness and therefore
passes no judgement on this aspect. As a result of the AFM’s review, EY carried out
root cause analyses which led to remediative work being carried out in some cases.
In the assessment of EY, this showed that the content of the auditor’s reports was

correct.

6.3.3 Findings with respect to statutory audits

Audit client B

Audit client B is a company that sells products. B uses foreign service organisations
that provide order processing, inventory management, invoicing and debtor
management services.

The external auditor did not obtain sufficient appropriate audit evidence regarding
the completeness of B’s revenue or the existence and valuation of the inventory.

Completeness of revenue

The external auditor had planned to use a combination of tests of controls and
substantive procedures in order to audit the volume of product sales and the sale
prices used. These procedures consisted mainly of the use of the ISAE 3402 reports of
the auditors of the service organisations, establishing the effective operation of the
internal controls at B, the conduct of a balancing check (movement of goods) and
substantive analytical review procedures. The procedures were, however, not carried
out adequately with respect to relevant elements, and the external auditor thus was
not able to obtain sufficient appropriate audit evidence. The external auditor in fact
failed to do the following:

e Establish the effective operation of the relevant internal controls in the sales
process at the service organisations and at B itself. He did not carry out
adequate procedures for this purpose;

e Conduct an appropriate balancing check (movement of goods) to establish 81
that the revenue was complete.



o The movement of goods prepared by B gives the expected revenue.
The expected revenue is, however, largely based on the same
information as the recognised revenue in the financial administration
and therefore the expected revenue does not provide the audit
evidence intended by the external auditor for the balancing check;

0 Assess the correctness of the number of destroyed products or
establish that the instructions to destroy products were given by an
authorised person and whether the reported number of products
destroyed reconciles with the underlying destruction documentation;

e |nthe substantive analytical review procedures of the margin per product:

o Select sufficient products for analysis;

o Develop an expectation of the margin for each product;

o Determine how great a difference may be while remaining
acceptable without further investigation; and

o Investigate explanations by B for identified differences in greater
depth;

e Conduct adequate substantive analytical review procedures of discounts
granted, in addition to the comparison of discounts in the current financial
year with discounts in the previous financial year, for instance by assessing
underlying agreements or assessing authorisations for the granting of
discounts by authorised persons.

Existence and valuation of inventory

The external auditor had planned to carry out a combination of tests of controls and
substantive procedures in order to audit the existence of the inventory by
establishing the effective operation of the only internal control measure and
assessing stock counts as at the balance sheet date. The procedures were, however,
not carried out adequately with respect to relevant elements, and the external
auditor thus was not able to obtain sufficient appropriate audit evidence. The
external auditor in fact failed to do the following:

e Establish that the internal control measure was operating effectively. The
external auditor for example did not actually test the internal control
measure, he carried out a form of substantive testing.

e Establish that the information on stock counts received from B had been
correctly processed in the inventory administration and investigate the
explanations received from B with respect to stock differences in greater
detail.

The external auditor had planned to carry out substantive procedures to audit the
valuation of the inventory by assessing the principles used by B for the valuation of
the capitalised costs of production and the provision for obsolete stock. The
estimated sales pattern for each product segment is important for the determination
of the valuation. The external auditor, however, failed to carry out audit procedures
with respect to the sales pattern and the distribution across product segments.



Audit Client F
Audit client F is a large municipality.

The external auditor did not obtain sufficient appropriate audit evidence regarding
the correctness of F’s tender process or the valuation of its land developments.

Correctness of tender procedure

The external auditor planned to audit that F’s procurement transactions had been
conducted correctly in accordance with the European tender directives using
substantive procedures. These procedures consisted mainly of test of details of
procurement orders for which employees in F’s internal audit department were
instructed by the external auditor to check, using source documentation, whether
the selected procurement orders were lawful. The procedures of the external auditor
were, however, not carried out adequately in certain relevant respects, and the
external auditor thus was not able to obtain sufficient appropriate audit evidence.
The external auditor in fact failed to do the following:

e Conduct audit procedures to establish the reliability of the statement of all
the procurement transactions received from F, for example by reconciling
this with the financial administration;

e Conduct audit procedures regarding the lawfulness of procurement
transactions occurring in the period between the date of the overview and
the balance sheet date;

e Carry out appropriate audit procedures to establish that the procedures of
F’s internal audit department were adequate for his purposes. In fact he did
not:

o0 Repeat the procedures of F’s internal audit department (‘re-
performance’), carry out similar procedures or observe the
performance of procedures by the internal audit department;

o0 Assess the performance of the procedural programmes by the
internal audit department in adequate depth;

o Ask additional questions with regard to the unusual items he
identified arising from the procedures carried out by F’s internal
audit department.

Valuation of land developments

The external auditor had planned to use a combination of tests of controls and
substantive procedures in order to audit the valuation of land developments. Land in
development is measured at previously incurred cost and realised proceeds, with
expected future costs and proceeds. The procedures consisted mainly of the use of
the procedures of F’s internal audit department to establish that the recognised
internal controls were operating effectively. The external auditor had also planned to
use the services of a valuation expert from the EY network for the assessment of the
feasibility of certain assumptions in the calculation of the valuation of selected land



developments. The procedures of the external auditor were, however, not carried
out adequately in certain relevant respects, and the external auditor thus was not
able to obtain sufficient appropriate audit evidence. The external auditor in fact
failed to do the following:

e Adequately evaluate the procedures of F’s internal audit department and
carry out audit procedures to determine whether the procedures of the
internal audit department were adequate for the external auditor’s
purposes;

e Carry out audit procedures to assess the relevance and feasibility of the
findings and conclusions in the report of the valuation expert;

e Carry out audit procedures for one selected land development in order to
establish the correctness of the revised operating estimate whereby the
expected shortfall was significantly reduced;

e Carry out adequate audit procedures with respect to specific elements of the
valuation of the land development. The external auditor in fact failed to do
the following:

o0 Reconcile the total recognised value of the land developments with
F’'s project administration in which the land costs and proceeds are
reported;

o Carry out adequate audit procedures on expected future costs, for
instance by conducting detailed checks of plans or pre-calculations
by contractors;

o Conduct adequate audit procedures with respect to expected future
proceeds (including the estimated proceeds per residential unit), for
instance by carrying out detailed checks of relationships with pre-
calculations, market research reports and the municipal policy
document on land prices.

Audit client G

Audit client G is a company which develops, produces and sells products.

The external auditor did not obtain sufficient appropriate audit evidence regarding
the correctness and completeness of G’s revenue from product sales, nor regarding
the existence and valuation of the trade debtors and the existence of the product
inventory.

Correctness and completeness of revenue

The external auditor had planned to use a combination of tests of controls and
substantive procedures in order to audit the revenue from product sales. These
procedures consisted mainly of establishing the effective operation of internal
controls at G, carrying out substantive analytical review procedures and procedures
with respect to the correct application of the criteria for processing of revenue and
establishing the correct cut-off of the revenue. The conduct of the tests of control
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and the substantive procedures with respect to relevant elements was, however,

inadequate, meaning that the external auditor could not obtain sufficient

appropriate audit evidence. The external auditor in fact failed to do the following:

Obtain an understanding regarding the design of the relevant internal
controls and establish that the internal controls were operating effectively.
The external auditor for instance failed to establish the actions the
employees concerned had to take in order to ensure that these internal
controls would be carried out adequately. He also did not establish whether
the overviews used by G in the application of the internal controls were
accurate and complete. In addition, he failed to carry out the number of tests
prescribed in EY’s methodology;

Conduct substantive analytical review procedures in adequate depth, by
formulating expectations in advance and performing more than a general
analysis of the revenue and margin per product group;

Establish that G has applied the criteria for the processing of the revenue
from product sales correctly and applied the correct cut-off of the inventory;
Request an adequate number of confirmations from product purchasers in
order to establish that no ‘side agreements’ had been made.

Existence and valuation of trade debtors

The external auditor had planned to use a combination of tests of controls and

substantive procedures in order to audit the existence and valuation of trade

debtors. These procedures consisted mainly of establishing that G’s internal controls

were operating effectively, conducting substantive analytical review procedures,

sending requests for confirmation, carrying out a payment verification and assessing

the provision for irrecoverable debts. The procedures were, however, not carried out

adequately with respect to relevant elements, and the external auditor thus was not

able to obtain sufficient appropriate audit evidence. The external auditor in fact

failed to do the following:

Conduct substantive analytical review procedures in adequate depth by
formulating expectations in advance and performing more than a general
analysis of the total debtor position per country compared to the previous
year;

Request an adequate number of confirmations from debtors and carry out a
payment verification in order to establish that the debtors had paid their
invoices;

Conduct adequate procedures to establish that the provision for
irrecoverable debts was sufficient. The external auditor did not establish that
he could use the overviews prepared by G with specifications of the age of
the trade debtor items for the determination of the provision for
irrecoverable debts.

Existence of inventory

The external auditor had planned to carry out substantive procedures to audit the

existence of the product inventory. These procedures consisted mainly of
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establishing that G’s internal controls with respect to the existence of inventory were
operating effectively. The procedures were, however, not carried out adequately
with respect to relevant elements, and the external auditor thus was not able to
obtain sufficient appropriate audit evidence. The external auditor in fact failed to do
the following:

e Establish that the interim stock counts as at 30 September 2012 were carried
out by G’s employees accurately and correctly, for instance by carrying out
stock counts or recounts himself;

e Establish that the explanations provided by G for identified inventory
differences were correct;

e Establish that all G’s relevant group companies had followed the prescribed
stock counting procedures and had reported these correctly;

« Inaddition to the substantive procedures for the existence of the inventory
as at 30 September 2012, carry out adequate audit procedures on the period
between 30 September 2012 and the balance sheet date.
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6.3.4 Response from EY

EY

Butddng a batber
warkiog worle

The Executive Board of Stichling Autoriteit Financigio Marktien
Attn Mr G..J. Evarts

Postbus 11723

1001 G5 Amsterdam

22 September 2014 Aeference: MH/MW/130914

Daar Mr Everts,

On 4 September 2014, we receved your report of preliminary conclusicas arvd Nindings further to your
reguiar 2013/2014 investigation. On 12 September 2014, wa shared our written draft response ta that
repoel with you. On 1% September 2014, you shared the - embargoed - defindtive report of the
investigation with us, This lotter contains our definitive response. Part of the investigation was
conducted in the form of a "Soint inspection”, together with the US Public Company Accounting
Oversight Board ("PCAOB*). We experienced the cokaboration with the AFM's 3nd the PLAOBYS
investigative teams as professional and constructive. We alsa apprediate baing allowed the coportunity
ta respond 1o your repeet.

1 Serving the public interest by providing quality services

We suppart the AFM' mission to promote falrness and efficiency within capital markets, contributing to
that misskon on the basis of our focus on quality. We maks angoing investments in that respect,
analysing findings to learn trom them, Cur pelicies &m Lo fundamentally mmprove cuf audit guality.
Together with the proper "tone at the top®, this will result in the further reinforcement of the
approgriate professional scepticlsm, We take the results of Investigations such &3 yours very serkausly,
as they yield additions! insights and supplementary maasures to shore up ouf quality even further.

The Netherlands Authority for the Financial Markets [Autariteif Financiéle Markten, "AFM®] has
presented signiticant findings with respect to elements of three sudits of financial statements fot the
2012 reporting year. We agree with the AFM that this is not acceptatie. We regrat the results of the
investigation, In part in view of the gamut of measures we have Laken since your pravious investigation
that aém to fundamentally improve our audit quality. We communicated about this hoth In respect of the
AFM and, through our Transparency Report, in respect of society. Cur In-house international quality
investigations show that the measures we tock have resulted in improved quatty. The resulls of your
investigation atse show that the measures were effective. The number of woeking papers in respect of
which the AFM has presented findings has decreased compared with your previows investigation.
Unfartunately, the AFM's findings with regard to the three sets of working papers make it clear that,
despite sur efforts, we have not yet achleved our Qoal,

Further 1o the AFM's praliminary findings with réspect to the three sets of sudit working pepers, we
immediately Initiated remedies ta follow up on those findings. The conclusion from those remedies S
that the independent auditor's reports e now sutfidently justified and that this has not resulted in
ditterent Independent suditor's reparts, In addition, we adusied certain elements of our quaiity system,
with further adjustments Lo follow sult,
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EY focuses attantion on the pualic Intarest In an audetor's work, We derive cur quality ane refevance
from the importance of our work for society. As policy makers, we take the lead in oreating a culture in
which profassionals put the public interest first in their conduct,

The provison of quality services is key 1o our firm. As we are a learning organisation, we will continue to
invest in quality, in our people's training and In the turther reinforcement of cur Sudits, on the basis of
innovation, We will not cease to pursusp our long-term goal of pravidng the highest guality.

Since your previous Investigation, we have Lakén mary policy measures to fundamentally improve aur
audit guality. This is bearing frust, but there is & ol more 10 be done, In our apinion, quality
Improvement |s mainiy & matter of cultural and behavioural changes, By definitian, such changes cost
time, Moreaver, it is &n eNQOING Process.

AS we are 3 }earning organisation, we will continue ta Invest in qualty, in cur pecpdes training and in the
further reinfarcemant of cur audits, on the basis of innovaticn. Together with the proper, consistently
sent *tona at the tap”, this will resutt in the further reinforcement of the appropriate professional
scepticlsm, We take Incidents and the resuits of investigations such as the AFM's very sericusly, as they
yleld additional insights as well 8s supplementary measures 1o shore up our quality further. Whers
necessary, we impased sanctions, buttressing the preconditions for the adegquate parformance of cur
exlermnal audilors, geared to compliance with the relevant laws, rules and reguiations.

The {quality) measures taken and to be taken shuutd be considered within the context of these views,
The measures we have implemented oe will implement partain to the sutjects referred to and prioritised
by the AFM, i.e. sharing up governance, creating a guality-oriented cuture, decisively sending the
message of thinking in terms of quality inhouse and Increasing transparency in relation to quality.

Below, we address in mare detail the measuras we have Implemented since your prévious investigation,
as well as the maasures wa have Implemantad or will implement, = part further to the investigation you
have now completed.

2 Building blocks of our quality policies

The buliding tocks of our polices alming to embed the pubiic intersst into cur organisation’s culture ang
our professionals’ conduct are as follows.

1 Culture and conduct fecusing on Lhe pudlic interest

2 Governance structure with supervision by independent third parties

3 Remuneration structure in which quality is remunerated and a lack of quality Is sancliongd

4 Active dislogus with stakeholders in society

S Quality contral forusing on compllance with the requirements kaid down in laws, rules and requiations

Bolow, we list the policy measures for sach bulding block that have aiready been taken or that will stay
on top of our pelicy and impsementation agenda, now and in the upcoming pericd,

2.1 Culture and conduct focusing on the public interest

o After the AFM had notified us, 3t the end of 2009, of its findings regarding the regular 2009
investigation, we organised mancatory meetings for all external auditors at the beginning of
2010, We also sat up a taskiorce that transiated the fincings from the AFM'S investigation into
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15 quality Inftiatives, compeising mandatory training courses for Partners and emplayees,
adjustments ta our methedalegy and hored supervision,

In 2011 and 2012, 8n extensive “culture change” pragramme was rolled cut throughout the
auditers' practice, which prisnarily 3¥med to create a cudture in which our professionals Cousd
function with an optimal facus on quality. Over 30 project groups - consisting of Partners and
employees - were set up, conducting In~dapth discussions aboul root causes in radation to
quakty. This resuited In a range af actions and was experienced by our organisation as highly
positive, The actions pertained to such themes as training Courses, creating a culture of
professional scopticism, feedback and coaching, keadership, remunecation, planning and cur
governance model. Those themes are evaluated anmally and updated on the basis of social
trends.

In 2013, in addtion to providging the regular training courses, we trained our professionals in the
areas of public interest and pratessianal scepticism, with the auditor's scepticism towsrds his or
her awn work occugying centre stage.

In 2014, "public Interast” and “say what you s&&* workshops are provided, in which a critcal
attitude and speaking one's mind are traned.

Ina changing warld, udit firms and their audi teams must change along. Such & - cullural -
change banefits from daversity in the organisation. Diversity in professional and personal
backgrounds Is beneficlal to audi quality, and results in positive changes. Thase noxt few years,
tharefore, we will increase our firm's and our awdit teams' diversity hevess,

This year, we will also introduce an entirely new coaching programme, based an the phiasophy
that & large part of cur people's training Is to take place on the shop floor in order to achieve the
desirable cufture and professional scapticism.

Governance structure with supervision by independent third
parties

Since 1 Juty 2053, we have created a supervisary role st EY by saiting up a Public interest
Committee, which consists of three independent, externsl members that overses the pubic
interest being safeguarded by EY. Last yesr, the Comittes attended aver 30 mestings with EY
representatives and spoke with several external stakeholders (including tha AFM), as well as
inltiating consultatians with ather firms' commitlees. We involved the Committee in important
mattars, including remuneration, quality irvestigations, incigents. the ban on advisory services,
the Issue of rotation, guaranteeing guality and othee policy matters. We axperience cur
Committee's professional scepticism and its professional jusgement regarding our pesition oa
public interest as impartant inpul Tor the preparation of our polickes.

Ouwr internaticnal governance structure also makes a positive coatribution to the checks and
palances in our national structure, In the latter structure, the Dutch Partrers have transterned
their voting rights to Ernst & Young Europe LLF, which appoints and assesses the Dutch
exacutives, 35 well a5 determining their remuneration. AS a result, the influence the Dutch
Pactners have on the Dutch executives’ actions is limited, Cur governance ts set out in further
detall In our Transparency Report.
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2.3

2.4

¥e will integrate the strength of our current checks and balances, as well 25 extarnal
supervisicn, when implementing the expected - statutory « changes in gavernance,

Remuneration structure in which quality Is remunerated and a
lack of quality is sanctioned

These past few years, we considerably refined our quality reviews of each external suditor,
primarity 10 be abde 1o review qualty In 3 more objective and pasitive way. Our external auditors'
performance is evaluated along 13 aifferent quality dimensions, which resuls in s quatity review
that s, @ventually, leading in the external audtor's overall 355essment, Use is made during this
process af input trom several departments, including our Professional Practice Group, our
Compliance Office and our Independence Desk. Both a pasitive and a negative autcarme weighs
heavily i an extornal auctor's overall assessment, and in his or her remuneration,

To influence our professianals' conduct positively and Lo encaurage them ta put guality first in
hesr day-to-day work, we have adjusted our assessment and remuneration system tor Partners
and Executive Directors. Since 2010, wa have applied sanction policies pursuant to which any
shoricomings identified in quality lead to a petantially significant income adjustment. A Partnar
o Exacutive Director whose score in relation to individual working papers is insufficient or
mediocre must account for that score to the pelicy-makers and will be sanctioned. Potential
sanctions Include a standard-transferring conversstion, a low Quadty rating and a significant
downward adjustment to the Partner's or Executive Director's remuneration, To recard matters
and manitor ary recurrence, 3 note is made in the auditor's file. Our Compliance Dfice conducts
extendad investigations to estadlish, within a broader context, whether the quaty of the work
performed by the exlernal auditor In quastion satisfies the regquiraments. The results of thase
extended investigations are also considered,

Thase past four yaars, we remunerated or sanctionad dozens of external auditars. We -
prematurgly - let Qo of & number of external auditors, EY gives quality priority over arvything
elsz. The realisation that a commercial achievement can never compensate for & quakty defect
is quite clear and is broadly understood in cur arganisation, We also foous attention on *Peoplo®
in cur assessment pollcies, because we find the creation of the proper culture, focusing on the
pubdic interest, vary Important, Again, il an external auditar scores insutficiently in the areas of
Quanty or Pecple, he ar she will not be efigitée for variable remunaration,

Wie belleve that not only sanctions, but specifically also positive incentives should be
incorporated. We explicitly included measuras in our quality policies with that in mind, such as
annually celebeating three external auditors - and their teams - that distinguished themsalves
the most in the ares of Quality, They will receive a prize, and messages are publishad about the
event firm-wide.

We will continue to put guality fiest In our assessment and ramuneration system, In order 1o
further 1he quality of our professionals' wark in a positive way.

Active dialogue with stakeholders in society

Last year, we nlensified the stakenolder dfatogue on the basis of the theme of "EY talks with
society”. We organised over 10 "roundtables"imeetings with non-executive directors,
SUPRIVISers, analyats, instituticnat and other vestors, executive divectors, academics and
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politicians, to talk about the expectations as to an auditor's perfeemance and commaunications,
among other subjocts. vhe also organised roundtadies with stakenhclders in specific sectors,
induding the finandal and healthcare sectors. In addition, we conductad 3 series of dialogues
with representatives of the AFM, the Dutch central bank [Oe Negerfandsche Banh, *DNB®], Dutch
Ministries, employers, securities-Issung organisations, the Netherlands Instiute of Chartered
Accountants [Negerlandse Beroepsarganisatie van Accountants, *NBA"| and the Cutch
Association of Tax Advisers [Nederlandse Orde van Belastingachiseurs, *NOB").

Some of thase raundtanies cealt with the subject of "saditar and risk management”, On that
basis, and with the pubiic intersst in mind, we publishad a white paper entitied "Who had seen
this coming?®™. Its core message is that the trust society places in the Budor's role wil grow as
auditors can demanstrate mare aften In specific cases that they carried out their wark an a
professional, indepandent and Critical basls. Ary non-reakstic expectations provalent In society
regarding the assurante auditors can offer must be eapicitly mentioned and remaved. Only
realistic and justified trust will last,

we play an actve rale during general shaceholders' meetings of listed corporations, presenting
the resuits of our auxdits, We recelved positive resporses from executive and non-executive
directors and sharehalders akke.

As we truly adyocate a more informative independent auditor’s repoct, we will start issuing the
naw, more extensive indspendent auditor's reports to all the PUbEC Interest Entities ("PIES") we
audit and to a number of cur public-sector cliants with effect fram the 2014 linanclal year.

Quality control focusing on compliance with laws, rules and
regulations

Investing in innovation

This upcaming year, 3 new audit tocl will be introduced in our awdit practice, which has been
develcoed by our internations! EY arganisation and will be implementad globally b all of our EY
member firms. 'We expect this new, state-ofdhe-art audit tool to rasult in the further
impravement of our aucits, Locally, we will make supplementary Investments with regard to the
performance of audits, on the basis of, among other things, tralning courses, greater use of our
sector knowledge, and standardisation of methods and their dcocumentation. Simultansousty
with the tool's intraduction, our people’s attitude and conduct will be invested in and managed
even more emphatically.

Portfolio analyses and planning

During the summer of 2013, we started analysing the portfolics of each Partner and Executive
Director In mare detail. Further to the AFM's investigation, those analyses will ba acceberated,
Intensiied and broadenad. This wil refate not caly Lo portfolio size, but aiso to the Irvelved
auditors' available time and required sxpertise. A number of seCtors are already characlerised
by & high level of specialisation. Wnere this is as yet insufficiently the case, thes trend wil be
continued. When needed, the number of professionats will ba expanded, which may also involve
Lheir background or axpertise. We wish Lo use our in-house professionals’ experlise even better.
In this respact, diversity will heip improve quality further.

This year, we will further professionaise our phanning, In order to bettar distribute our pecpie’s
talents to our clients, thus providing highar guality.

5
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MHondng our arganisation’s quality contral system
o Findings of the AFM, from cur inchouse guality investigations and of our Compliance Office are
translated into concrete Quality actions, such as feeding back the lessons learned through
training courses, honing guidelines and procedures, and developing templates for fea earmers.

e This autumn, we will further analyse and hone our proceduras with regard to Independent
quality reviews and in-house guality imvestigations, In part further fo the results of the AFM's
irvestigation.

o These past years, we ivestad In quality within sectors. Reglona quality partners were
appainted, Furthermaore, several consultation paneds were set up at 3 central level, such as the
Going-Concern Panel, the Fraud Panel, the Errors Panel and the Land Commercialisation Panel,
to support cur professsanals, This year, we have added the Vio Corgultation Paned, 1o suppoet
our fee sarmers durng Lthe further introduction and embedding of the Regulation on the
Independence of Auditors Working on Assurance Engagements [Vevardening inzake de
onafhankefkheid van accountants bl assurance-aparachten, *¥I0"L, which toak offect this year.

Concluding comments

We see thal the measures we have taken are effective. In combination with the measures [aen and
Intended to be taken, in part an the basis of your recent inspection, this will contribule 1o & further
guably improvement. We are positive sbout the proposals drawn up by the Tase Force on tha Future of
the Audit Profession {WerAgroep toekams! accountantsberoep). The measures propoased in the report, as
wedl &8 our own measures, will be implemented and make a positive conribution to quallty assurance
and audit indepancence,

In sum, ail our actions and bast efforts alm 10 buttress the preconations for the adequate parformance
of our external auditars.

Quasiity improvement will stay on top of cur agenda during the upcaming years as well. We realise that
the proper “Lane at the top", plus the associated conduct and culture, constitutes the foundation far
fundamental quakly impravement and preservation. Measures will caly be effactive on a lasting bass if
our professionals are open (o them and act upon them, Therefore, our qualily measures focus, in
particulas, on changing cur organisational culture and owr pecple’s conduct, We aspire to be a i2arning
organisation thatl adds value o society and enjoys its Lrust.

Wa trust that, with the above, we have demonstrated that we are committed to turther impreving our
Judit guality, rat ordy ) the short term, but alse In 1he long term, funcdamentally facusing attention on
tha public Intarest in our work,
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Finally, phesase allow us to thank you fer your profassicnal scepticsm and, 31 the same time, your
constructbes Inpud during LR Sourse of this investigation.

Oerdousty, we are willing ba explain matiars further or o discuss things with you.

Wours sirderely
Ernst & Yourg Auwditors LLFP

J, Hetebri] M. Hagers

=4
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6.4 KPMG Accountants N.V. (KPMG)

6.4.1 Background information

Certain features and key figures for KPMG are shown in the table below.??

©® N UEWDN R

Number of policymakers and co-policymakers
Number of external auditors

Total number of employees

Number of statutory audits of PIEs

Number of statutory audits of non-PIEs

Total fees charged to audit clients

Total revenue of KPMG Accountants B.V.
Total revenue of KPMG N.V.

15

142

1,726

278

2,225

€209 million

€399 million

€613 million

(42% assurance services, 24%
tax services and 34% other
consultancy services)

In its inspection, the AFM assessed elements of the following statutory audits:

Audit AFM Type of company PIE EQCR Internal
client assessment as quality
‘inadequate’ review
A No PIE Yes Yes No
B Yes PIE Yes Yes Yes
C Yes PIE Yes Yes No
D No Health insurer Yes Yes No
E Yes Pension fund No No No
F Yes Public or semi-public No No No
organisation
G Yes Large non-PIE No No No
H Yes Other non-PIE No No No
I Yes Other non-PIE No No No
J No Other non-PIE No No Yes

62 The information in lines 1-2 is taken from the registers of the AFM. The information in lines 3-7 is taken from the

AFM Monitor of Audit Firms 2013, for which KPMG provided information to the AFM on its most recent completed

financial year, which was the financial year that closed on 30 September 2013. The information in line 8 is taken from

the 2012/2013 financial statements of KPMG B.V.
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6.4.2 Conclusion

Based on its findings as described in section 6.4.3, the AFM concluded that the
external auditor concerned failed to or failed to adequately comply with the
professional standards in the conduct of the statutory audit in seven of the ten
statutory audits it assessed. The measures that KPMG took to ensure the quality of
statutory audits failed to prevent this. In these statutory audits, these external
auditors failed to obtain sufficient appropriate audit evidence with respect to
important and material items and issues in the financial statements. Their opinions
with regard to these seven financial statements as a whole are therefore not
adequately substantiated. At the time he issued his auditor’s report, the external
auditor had not obtained sufficient appropriate audit evidence. This does not
necessarily mean that the financial statements in question are incorrect. The AFM did
not examine these financial statements for correctness and therefore passes no
judgement on this aspect. KPMG has carried out root cause analyses as a result of the
inspections by the AFM. KPMG has examined whether remediative procedures are
needed and then carried out these procedures. KPMG concluded that the previously
issued auditor’s reports did not require amendment.

6.4.3 Findings with respect to statutory audits

Audit client B

Audit client B is a service provider. The external auditor included IT specialists in the
audit team due to the importance and complexity of the automated data processing
environment. The external auditor used experts in the audit of the valuation of the
goodwill.

The external auditor did not obtain sufficient appropriate audit evidence regarding
the completeness of the revenue and the valuation of the goodwill.

Completeness of revenue

The external auditor had planned to carry out substantive procedures to audit the
completeness of the revenue. These procedures consisted mainly of assessing the
movement of goods in the form of packaging materials prepared by B and
substantive analytical review procedures. The procedures were, however, not carried
out adequately, and the external auditor thus was not able to obtain sufficient
appropriate audit evidence. The external auditor in fact failed to do the following:

e Carry out audit procedures on disruptions in the movement of goods (usage
by foreign branches), test the internal standard used for the usage of
ancillary materials and test the procurement for completeness;

e Carry out substantive analytical review procedures in adequate depth by
formulating expectations in advance and investigating unusual items arising 95
from substantive analytical review procedures.



Valuation of goodwill

The external auditor had planned to carry out substantive procedures to audit the
valuation of the goodwill. An impairment had been recognised on the goodwill. The
procedures were, however, not carried out adequately, and the external auditor thus
was not able to obtain sufficient appropriate audit evidence. The external auditor in
fact failed to do the following:

e Assess the reasonableness of the assumptions on which the impairment
recognition was based. The external auditor did not assess the preparation of
the budget and tested the estimated income and expenditure against market
developments and the actual figures.

Audit client C

Audit client C is a financial holding company for a company operating outside the
Netherlands. Some of C’s business operations take place in countries with particular
risks. C’'s business activities and the financial and operational management, including
the preparation of the consolidated financial statements, mainly take place abroad.
The external auditor used the procedures of another foreign auditor, who had also
used procedures carried out by other auditors.

The external auditor did not design the audit appropriately. The external auditor also
failed to adequately evaluate whether the procedures carried out by the auditors of
components constituted sufficient appropriate audit evidence.

Design of the audit

The external auditor did not design the audit appropriately because he did not
determine the procedures that the other auditor had to perform. In his instructions,
he failed to include a description of the procedures he expected to be carried out.
Moreover, the external auditor did not obtain an understanding with respect to the
business processes of the various divisions of the company and the associated risks
(of fraud, for instance) for the financial statements and the internal controls.

Evaluation of audit evidence

The external auditor carried out a review at the other auditor and took note of the
reports of this other auditor. He also took note of certain reports from other auditors
on which these reports were based. However, the external auditor failed to follow up
on the unusual items that he himself had noted in his review regarding several items
in the statement of financial position and as stated by the other auditors in their
reports. The reports from the other auditors also contain indications that they may
not have obtained sufficient appropriate audit evidence regarding important and
material items in the financial statements. The external auditor did not recognise
these indications or did not follow them up adequately, even though he had
identified significant risks with regard to these items.
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Audit client E
Audit client E is a pension fund.

The external auditor failed to obtain sufficient appropriate audit evidence regarding
the correctness and completeness of E’s technical provision for pension liabilities and
the valuation of the unlisted investments held by the pension fund.

Correctness and completeness of the technical provision for pension liabilities

The external auditor had planned to carry out a combination of tests of controls and
substantive procedures with respect to the correctness and completeness of the base
data used to calculate the provision. These procedures consisted mainly of
establishing the effective operation of internal controls, a reconciliation with the
payroll summaries of the affiliated employers, a data analysis and substantive
analytical review procedures. The procedures were, however, not carried out
adequately, and the external auditor thus was not able to obtain sufficient
appropriate audit evidence. The external auditor in fact failed to do the following:

e Establish that the automated data processing systems were reliable, even
though he used information from these systems for his audit;

e Establish that the internal controls were operating effectively;

e Follow up on the unusual items he noted himself in his data analysis
regarding the pension entitlements. For instance, he did not assess the effect
of the identified differences on the technical provision for pension liabilities,
and he failed to aggregate the differences and then evaluate them with
respect to planning materiality;

e Carry out procedures with respect to the non-manual changes to the base
data, such as new employees;

e Reconcile the payroll summaries of the affiliated employers, although he had
planned to do this;

e Adequately investigate the root cause of the differences arising from
substantive analytical review procedures.

Valuation of the unlisted investments held by the pension fund
The external auditor had planned to carry out a combination of tests of controls and
substantive procedures. These procedures consisted mainly of establishing that the
internal controls relating to the processing of investment transactions were
operating effectively, reconciling the value of each investment with the financial
statements of the investment funds in question and evaluating this information for
unusual items. The procedures were, however, not carried out adequately, and the
external auditor thus was not able to obtain sufficient appropriate audit evidence.
The external auditor in fact failed to do the following:
e Obtain an understanding regarding the design of the relevant internal
controls and establish that the internal controls were operating effectively.
Two of the three internal controls identified by the external auditor did not
relate to the correct and complete recording of investment transactions. The
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external auditor also did not actually test the internal control measure, he
carried out a form of detailed audit;

e Establish the extent of E’s participation in the investment fund when
reconciling the valuation of each investment with the financial statements of
the investment funds concerned, or establish whether the conversion rate (if
applicable) was correct, test the substantiation of the valuation at year-end if
the investment fund’s financial year does not coincide with the calendar
year, and test the net asset value on which the valuation was based;

e Use criteria as the basis for his assessment of the financial statements of the
investment funds, evaluate the effect on the valuation in the event that the
accounting policies of the investment funds differ from E’s accounting
policies and follow up on non-standard auditor’s reports attached to the
financial statements of some of the investment funds concerned;

e Carry out audit procedures for a significant proportion of the unlisted
investments held by the pension fund.

Audit Client F
Audit client F is a company involved in waste collection and treatment.

The external auditor failed to obtain sufficient appropriate audit evidence regarding
the correctness and completeness of the revenue, the valuation of the provisions and
the valuation of the investments, as well as with respect to the presentation and
disclosure of the investments in the financial statements.

Correctness and completeness of revenue
The external auditor had planned to use a combination of tests of controls and
substantive procedures in order to audit the revenue. These procedures consisted
mainly of establishing that the internal controls operated effectively and detailed
tests of the transactions leading to revenue recognition, an audit of the prices and an
audit of the revenue cut-off. The procedures were, however, not carried out
adequately, and the external auditor thus was not able to obtain sufficient
appropriate audit evidence. The external auditor in fact failed to do the following:
e Establish that the automated data processing systems were reliable, even
though he used information from these systems for his audit;
e Obtain an understanding regarding the design of the relevant internal
controls and establish that the internal controls were operating effectively.
The external auditor concluded that he could not rely on the internal controls
relating to prices. The external auditor for instance did not establish whether
the other internal controls could respond to the significant risks with respect
to the revenue;
e Evaluate that his detailed tests of the transactions only involved checking the
sequential numbering of the transactions, but did not establish that the
transactions were fully reported,;
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e (Carry out adequate detailed tests to establish that transactions were
correctly processed in the accounts;

e Adequately investigate the causes of various differences in the price analysis
carried out by F, for instance by reconciling reported prices with contracts;

e Establish whether the revenue had been correctly allocated to the services
provided by F and thus to the correct financial year.

Valuation of provisions

The external auditor had planned to carry out substantive procedures to audit the
provisions. These procedures consisted mainly of evaluating the starting points and
variables on which the calculation of the provisions was based. The procedures were,
however, not carried out adequately, and the external auditor thus was not able to
obtain sufficient appropriate audit evidence. The external auditor in fact failed to do
the following:

e Assess the assumptions and variables in the calculation of the provisions; The
external auditor only took note of the minutes of the management and those
charged with governance, he did not assess the technical information and
price developments applied in the calculation;

e Establish that the method used to calculate the provisions is permissible
under the system of financial reporting.

Valuation, presentation and explanation of investments
The external auditor had planned to carry out substantive procedures to audit the
investments. These procedures consisted mainly of reconciling the valuation of the
investments with statements from third parties. The procedures were, however, not
carried out adequately, and the external auditor thus was not able to obtain
sufficient appropriate audit evidence. The external auditor in fact failed to do the
following:
e Establish the authenticity of the statements from third parties;
e Evaluate the method used in the valuation, and whether this method is
permissible under the system of financial reporting;
e Establish that the presentation and explanation of the investments is
permissible under the system of financial reporting.

Audit client G

Audit client G is a company engaged in the trading in and supply of gas and
electricity. G uses a service organisation (usage registration, invoicing and collection)
which is also the energy supplier.

The external auditor did not obtain sufficient appropriate audit evidence regarding
the correctness and completeness of the revenue, the correctness and completeness
of the accrued expenses and deferred income, the correctness and the valuation of
the intangible non-current assets and the existence of the cash item. The external
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auditor included IT specialists in the audit team due to the importance and
complexity of the automated data processing environment.

Correctness and completeness of revenue

The external auditor had planned to carry out mainly substantive procedures to audit
the revenue. These procedures consisted mainly of audit procedures with respect to
the estimates in the revenue, the number of relationships and the prices. The
procedures were, however, not carried out adequately, and the external auditor thus
was not able to obtain sufficient appropriate audit evidence. The external auditor in
fact failed to do the following:

e Establish that the source data from the service data was reliable by for
example using an ISAE 3402 report or by carrying out adequate other
procedures;

e Check adequately that the estimates that accounted for approximately 50
per cent of the recognised revenue were realistic. For instance, the external
auditor did not include settlements in the new financial year in his audit,
although these payments were based on actual use;

e Check that the number of connections in G’s administration corresponded
with the number of relationships in the service organisation’s administration.
The service organisation registers the invoicing and the usage;

e Follow up on the differences arising from the audit of the prices and
analysing them.

Correctness and completeness of accrued expenses and deferred income

The external auditor had planned to carry out substantive procedures to audit the
accrued expenses and deferred income. The amount of this item concerned the
balance of the flows of invoiced instalments less supplies not yet invoiced, together
accounting for approximately 80 per cent of the revenue. The procedures consisted
mainly of a comparison of the amount of the accrued expenses and deferred income
compared to the previous financial year. The procedures were, however, not carried
out adequately, and the external auditor thus was not able to obtain sufficient
appropriate audit evidence. The external auditor actually failed to analyse the
balance, failed to adequately investigate the root cause for the significant increase
between the two financial years and failed to carry out a review of after-date
transactions.

Correctness and valuation of the intangible non-current assets

The external auditor had planned to carry out mainly substantive procedures to audit

the correctness and the valuation of the intangible non-current assets. These

procedures consisted mainly of audit procedures in relation to the correctness of

capitalised expenses and an evaluation of the amortisation term. The procedures

were, however, not carried out adequately, and the external auditor thus was not

able to obtain sufficient appropriate audit evidence. The external auditor in fact 100
failed to do the following:



e Establish that the capitalised expenses were correct by means of audit
evidence obtained from third parties;

e Follow up on his finding that a material proportion of the capitalised
expenses did not meet the criterion for capitalisation;

e Assess the reasonableness of the assumptions used by G with respect to the
amortisation.

Existence of the cash item
The external auditor had planned to carry out substantive procedures to audit the
existence of the cash balance. Cash accounted for approximately 50 per cent of the
total balance sheet. The procedures consisted mainly of a reconciliation of the cash
balance on a print screen from the ‘electronic banking system’ and obtaining a
standard bank confirmation. The procedures were, however, not carried out
adequately, and the external auditor thus was not able to obtain sufficient
appropriate audit evidence. The external auditor in fact failed to do the following:
e Establish that the print screen from the electronic banking system was
authentic;
e Obtain the standard bank confirmation for a material sum that was held in
G’s name but for which power of disposal was held by the service
organisation;
e Adequately investigate the root cause of the significant increase in the cash
item.

Audit client H

Audit client H is a company which develops, produces and sells products.

The external auditor did not obtain sufficient appropriate audit evidence regarding
the correctness and completeness of H’s revenue and the related items in the
balance sheet. Moreover, the external auditor failed to obtain sufficient appropriate
audit evidence regarding the existence and valuation of the trade receivables.

Correctness and completeness of revenue

The external auditor had planned to carry out a combination of tests of controls and
substantive procedures. These procedures consisted mainly of establishing that the
internal controls were operating effectively and that the method used for revenue
recognition was permissible under the system of financial reporting. The procedures
were, however, not carried out adequately, and the external auditor thus was not
able to obtain sufficient appropriate audit evidence. The external auditor in fact
failed to do the following:

e Obtain information regarding the design of the relevant internal controls and
establish that the internal controls were operating effectively. For instance,
the external auditor did not establish whether the internal control measure
could cover the risk of expenses and material costs not being attributed to
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the correct project. The external auditor also failed to establish that the
hours reported were authorised by project managers;

e Carry out adequate procedures to establish whether the methodology for
processing income and expenditure was in accordance with the system of
financial reporting. The external auditor for instance did not establish
whether the summary statements prepared by H were reliable, whether
costs were attributed to the right projects, whether the income values
according to the internal administration tallied with the contract, whether a
reliable estimate was made of the progress of the projects and the costs yet
to be incurred as at balance sheet date, and whether the conditions for
interim profit recognition had been met;

e Carry out procedures for the other income.

Existence and valuation of trade receivables

The external auditor had planned to carry out substantive procedures. The
procedures conducted mainly consisted of a verification of origin and an evaluation
of the provision for irrecoverable debts. The procedures were, however, not carried
out adequately, and the external auditor thus was not able to obtain sufficient
appropriate audit evidence. The external auditor in fact failed to do the following:

e To make a connection with the supply in the verification of origin. The
external auditor did establish that the invoice amount stated in the
administration corresponded with the invoice. He did not, however, establish
whether the receivables were based on actual performance;

e Inthe assessment of the provision for irrecoverable debts, test whether H's
explanations regarding the exceeding of the payment term were correct;

e Carry out procedures on the balance of sums not yet invoiced under the
trade receivables;

e For one specific debtor, to establish that the significant receivable on this
debtor less the provision for doubtful debts existed and was correctly
measured, given the uncertainties regarding the existence and valuation
mentioned in the audit file from the previous financial year.

Audit client |
Audit client | is a company which produces and sells products.

The external auditor did not obtain sufficient appropriate audit evidence regarding
the completeness of I's revenue and the correctness of the deferred tax asset and its
write-off.

Completeness of revenue

The external auditor had planned to carry out a combination of tests of controls and
substantive procedures. The procedures consisted mainly of establishing that the
internal controls in relation to the correctness of the revenue were operating
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effectively and assessing the movement of goods prepared by |, including
reconciliation with the invoiced revenue, an analysis of the sale prices and an audit of
the revenue cut-off. The procedures were, however, not carried out adequately, and
the external auditor thus was not able to obtain sufficient appropriate audit
evidence. The external auditor in fact failed to do the following:

Establish that the internal controls were operating effectively. The external
auditor did not carry out any procedures with respect to the internal controls
on which he relied;

Carry out procedures on the various components in the balancing check
regarding the movement of goods. He did not therefore carry out any
procedures with respect to the completeness of the procurement and he
failed to adequately follow up on the inventory differences identified in the
inventory count at year-end.

Correctness of the deferred tax asset and its write-off
The external auditor had not planned to carry out substantive procedures. The
external auditor in fact failed to do the following:

Evaluate the write-off of the deferred tax asset;

Establish that the failure to form a deferred tax asset, although there was a
balance of carry-over losses at |, was in accordance with the system of
financial reporting.
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6.4.4 Response from KPMG

heonsc
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Netherkands Authority Owr ref MHI/MIHIF/GK
for the Financial Markees (AFM)
Attn: Mr. drs. G.J. Everts RA

P.O. Box 11723
1001 GS AMSTERDAM

Amstelveen, 22 September 2014

Response of KPMG Accountants N.V. to the public report of the AFM regarding
the quality of statutery legal andits by Big Four andit firms

Dear Mr. Evorts,

We thank you for the opportunity 1o respond (o your public repost regnnding the results of your
investigation o the quality of the statusory legnl audits.

Introduction

The accountancy profession is ot a tuming point 0 its history. One in which KPMG has
traclitionally significantly contributed to, throwgh innovations in the field of professional
conduct, codification of suditing standards and the anticipation of new developments sl clients
anxdl in socicty ns o whale. That contribution was done in the sparit of the principhes on which
Piet Klijnveld founded his business: delivery of high quality work by lighly gualified
professionals.

We acknowledge and support the signal being given theough the findings by the AFM: to
farthor improve the quality of our sudits #3 procursor for regaining public trast. It is oer sincers
ambition to ooce again be the ssaadand in the Dutch sccountancy professian,

Follow-up on individual findings

We have followed up on the findings at individunl audit file Jevel. We have performed
sdditional audit woek and made the necessary adjustments, while taking snto account our
professivesd stumanly in i Gehl, The respousilie auditoes lsave ovalused the iepact of the \
addlitional audit evidence and findings on the proviously issued anditors” opinsons,

Consequently, we have concluded that these opinsons with respect 1o the financil statements do

not require any amendment.

PRV, vgreend b T Yte 0 Mresomch aed cevhor
SLasl. o b fem ol v Wt of Inchpumie st meater e
- TG < W0
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Netherdanas Aubarity fiv e Fivancia Marfay
(AFMW)

Response of KPMG docawnstants NV, jo the pulile
rwpart of the AFM regerding Mhe quatity af sfatery
lepay onstes By Sz Foor andy firves

Asuichveen, 22 Sepvenaber 2019

Follow-up at organisational level

Analysis of root causes

[0 sddition to the ndiviklunl case-by-case follow-up, we have also taken into consideration the
possible organ sstiosal implicaions of the AFM's findings. We bave therefore conducted 2
thorough analysis of the root causes at an arganisational level and suhsequently drafted an
action plan to mitigate these root conses. We note thet we believe these measures should mot be
focused on the sympeoms, but on the underfying canses.

To that extent, we proactively discussed with the AFM at an carly stage on the necessary
measures to be introduced. We always cansidered thoso conversations with the AFM to be very
constructive.

Quianlity and compliance progrommme

Our policymakers, chalred by Mr, Hommen, have Initiated seven work streams to achieve n
fandsmental change within KEMG to focus on aur core vabees and mission in oar culture and
bebaviour, sll tasad on the highest quatity delivery, The quality and compliance programme we
Iminched already in December 2013, has been ingegrted in these woek strenms, internally
knawn as our e dlue progmmme. A number of gozls have already been achieved. Others are
still in progress, We perceive that e blue is supported by our eatire anganisation.

Finally

We are confident that our efforts will result in consiructive criticism by the AFM and akso that
the AFM will continue to challenge us to maintain the required progress in reachang our emitusal
goal, the performance of excellent stututory legal audits,

Yours sincerely,

Mire Hogeboom Mare Thennissen

Member of the Boavd of Monagemen, Cowmary Owality & Risk Managemens
Hood of Awdis Partner
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6.5 PricewaterhouseCoopers Accountants N.V. (PwC)

6.5.1 Background information

Certain features and key figures for PwC are shown in the table below.

1. Number of policymakers and co-policymakers 21
2. Number of external auditors 147
3. Total number of employees 1,745
4. Number of statutory audits of PIEs 246
5. Number of statutory audits of non-PIEs Not included in the AFM
Monitor of Audit Firms 2013
6. Total fees charged to audit clients €223 million
7. Total revenue PricewaterhouseCoopers €302 million
Accountants N.V.
8. Total revenue Holding €664 million

PricewaterhouseCoopers Nederland B.V. (45% assurance services, 34%
tax services and 21% other
consultancy services)

In its inspection, the AFM assessed elements of the following statutory audits:

Audit AFM Type of company PIE EQCR Internal
client assessment as quality
‘inadequate’ review
A No PIE Yes Yes No
B Yes PIE Yes Yes No
C No PIE Yes Yes No
D No Health insurer Yes Yes No
E No Pension fund No No No
F No Public or semi-public No Yes No
organisation
G No Large non-PIE No Yes Yes
H Yes Other non-PIE No No No
I Yes Other non-PIE No No No
J Yes Other non-PIE No Yes No

63 The information in lines 1-4 is taken from the registers of the AFM. The information in lines 5-11 is taken from the
AFM Monitor of Audit Firms 2013, for which PwC provided information to the AFM on its most recent completed 106
financial year, which was the financial year that closed on 30 June 2013. The information in line 12 is taken from the

2012/2013 financial statements of Holding PricewaterhouseCoopers Nederland B.V.



6.5.2 Conclusion

Based on its findings as described in section 6.5.3, the AFM concluded that the
external auditor concerned failed to or failed to adequately comply with the
professional standards with respect to important elements in the conduct of the
statutory audit in four of the ten statutory audits that the AFM assessed. The
measures that PwC took to ensure the quality of statutory audits failed to prevent
this. In these statutory audits, these external auditors failed to obtain sufficient
appropriate audit evidence with respect to important and material items and issues
in the financial statements. Their opinions with regard to the financial statements as
a whole are therefore not adequately substantiated. At the time of issuing the
auditor’s report, the external auditor had not obtained sufficient appropriate audit
evidence. This does not necessarily mean that the financial statements in question
are incorrect. The AFM did not examine these financial statements for correctness
and therefore passes no judgement on this aspect. As a result of the inspections by
the AFM, PwC carried out further investigation and implemented remediative
measures. PwC also established that the auditor’s reports issued could be retained.

6.5.3 Findings with respect to statutory audits

Audit client B

Audit client B is a service provider.

The external auditor did not obtain sufficient appropriate audit evidence regarding
the correctness and completeness of the revenue from so-called ‘fixed-price’
contracts and the associated items in B’s balance sheet, nor regarding the valuation
of the goodwill.

Completeness of revenue

The external auditor had planned to use a combination of tests of controls and
substantive procedures in order to audit the completeness of B’s revenue. These
procedures consisted mainly of establishing that the internal controls with respect to
the fixed-price contracts were operating effectively and that the method used for
revenue recognition was permissible under the system of financial reporting. The
procedures were, however, not carried out adequately, and the external auditor thus
was not able to obtain sufficient appropriate audit evidence. The external auditor in
fact failed to do the following:

e Establish that the internal controls were operating effectively. The external
auditor concluded that he could not rely on three of the four internal control
measure he had identified. He did not carry out any procedures with respect
to the internal controls on which he relied;

e Carry out the procedures necessary in order to be able to use the procedures
of the IAD. He failed to evaluate the procedures of the IAD and did not
conduct any procedures in this regard;
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e Carry out adequate procedures to establish whether the methodology for
processing income and expenditure was in accordance with the system of
financial reporting. The external auditor for instance did not establish
whether the summary statements prepared by B were reliable, whether
costs were attributed to the right projects, whether the income values
according to the internal administration tallied with the contract, whether a
reliable estimate was made of the progress of the projects and the costs yet
to be incurred as at balance sheet date, and whether the conditions for
interim profit recognition had been met.

Valuation of goodwill

The external auditor had planned to carry out substantive procedures to audit the
valuation of the goodwill. The procedures were, however, not carried out
adequately, and the external auditor thus was not able to obtain sufficient
appropriate audit evidence. The external auditor failed to recognise that the goodwill
was attributed to the cash-generating units at too high a level. The external auditor
also failed to evaluate whether the goodwill should have been attributed to the cash-
generating units at a lower, or an even lower, level under the system of financial
reporting. If the cash-generating units are not established at a sufficiently low level,
there is a risk that impairments to the goodwill that should have been recognised will
not be recognised.

Audit client H

Audit client H is a company trading in products. The external auditor included IT
specialists in the audit team due to the importance and complexity of the automated
data processing environment.

The external auditor did not obtain sufficient appropriate audit evidence regarding
the correctness and completeness of H’s revenue or the existence and valuation of
the inventory.

Correctness and completeness of revenue

The external auditor had planned to use a combination of tests of controls and

substantive procedures in order to audit the completeness of H’s revenue. These

procedures consisted mainly of evaluating the establishment of the effective

operation of the internal controls in relation to sales, substantive analytical review

procedures and evaluation of the movement of goods prepared by H. The procedures

were, however, not carried out adequately, and the external auditor thus was not

able to obtain sufficient appropriate audit evidence. The external auditor in fact

failed to do the following:

e Establish that the internal controls were operating effectively. The external 108

auditor for example did not actually test the internal controls, he carried out
a form of detailed audit. He also failed to follow up on the differences



identified and did not evaluate the significance of this for his conclusion
regarding the effective operation of the internal controls;

e Carry out substantive analytical review procedures in sufficient depth, by
formulating expectations in advance, testing the base data for reliability and
adequately investigating the differences;

e Carry out procedures on the various components in the association test
regarding the movement of goods. This concerned procedures with respect
to the completeness of the sales, the registered stock differences and the so-
called 'leakage';

e Carry out procedures to assess the correctness of the discounts granted.

Existence and valuation of inventory
The external auditor had planned to carry out substantive procedures to audit the
existence and management of the inventory. The procedures consisted mainly of
establishing that the internal control measure relating to H’s interim stock counts
was operating effectively and auditing the existence and valuation of the ‘stock in
transit’. The procedures were, however, not carried out adequately, and the external
auditor thus was not able to obtain sufficient appropriate audit evidence. The
external auditor in fact failed to do the following:
e Carry out procedures for a significant proportion of the ‘stock in transit’;
e Carry out procedures in relation to the base data for the determination of
the provision for obsolete stock.

Audit client |

Audit client | is a construction company.

The external auditor did not obtain sufficient appropriate audit evidence regarding
the valuation, correctness and completeness of the construction contracts and
associated project income and expenditure in I's income statement.

Valuation, correctness and completeness of construction contracts
The external auditor had planned to use a combination of tests of controls and
substantive procedures in order to audit the construction contracts. These
procedures consisted mainly of establishing that the internal controls were operating
effectively, detailed audits of the reported hours, detailed audits of the correctness
of the recognised project costs and detailed audits of the additional work invoiced.
The procedures were, however, not carried out adequately, and the external auditor
thus was not able to obtain sufficient appropriate audit evidence. The external
auditor in fact failed to do the following:
o Adequately follow up on differences he identified in the establishment of the
effective operation of the internal controls in relation to wage costs;
e Establish that the internal controls were operating effectively. The external
auditor for instance did not carry out any procedures with respect to the
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internal control procedure relating to the project monitoring. The external
auditor also failed to establish that the internal control measure relating to
material costs and costs of sub-contractors was operating effectively. He
based his conclusion on the procedures he carried out in the previous
financial year. However, because he had identified a significant risk with
respect to the valuation of construction contracts, he should have tested the
measures each year;

e Carry out the detailed testing of the reported hours correctly, by establishing
that there was an authorised substantiation of these hours;

e Carry out the detailed testing of the reported material costs and costs of sub-
contractors correctly, by establishing that these costs had been attributed to
the right projects;

e (Carry out the detailed testing of the additional work invoiced as planned,
meaning that with reference to material amount he failed to establish that
this had been approved by the client;

e Test the assumptions of the management used for the valuation of the
construction contracts with respect to future income and expenditure for
reasonableness.

Audit client )

Audit client J is a financial holding company for a company operating outside the
Netherlands. Some of J’s business operations take place in countries with particular
risks. J’s business activities and its financial and operational management, including
the preparation of the consolidated financial statements, mainly take place abroad.
The external auditor had used the procedures carried out by another foreign auditor.

The external auditor failed to adequately evaluate whether the procedures carried
out by the auditor of the significant group division abroad constituted sufficient
appropriate audit evidence.

Evaluation of audit evidence

The external auditor carried out a review at the other auditor. However, the external
auditor failed to follow up on the unusual items he identified with respect to revenue
and various other balance sheet items that he had identified himself in his review
and had been noted by the other auditor.
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6.5.4 Response from PwC

pwe

The Executive board of The Netherlands Autharity for the Financial Markets
For the attention of Mr Q). Everts

P.O. Box 11723

1001 G§ AMSTERDAM

22 September 2014

Subject: Unofficial translation’ - Response to ‘Results of review quality
of statutory audits Big 4 audit firms"*

Dear Mr Everts,

Thank you for your report. We are in agreement with the recommendations you have made to the Big-
4 audit firms as summarized in Section 2, and we confirm that we will be implementing these.

The results of your review are at odds with what we are striving to achieve in the area of quality, in
particular the application of auditing standards (COS). In none of the other reviews in recent years we
did receive ‘unsatisfactory’ ratings to the extent now reported as a result of your regular review
2013/2014 relating to 2012 andit engagements. These disappointing results have really struck home
and hurt us. For us as policymakers, they were a dear message that a roct canse analysis was needed,
at individual engagement level, and that structural change needed to follow as a result. The steps we
are taking are set out in general terms below. Our Transparency Report 2013/2014 describes them in
more detail.

Four of the engagements reviewed are rated as ‘unsatisfactory’. Our own internal review process has
rated three of these four engagements as ‘non-compliant’. As regards the fourth file, we would very
much like to discuss this further with yon. We are focussing all our efforts, induding the measures set
out below, to ensure that these findings do not recur in the future.

Far your information, we performed follow up work and remediation on the ‘non-compliant’ andit
nts and we Tuded that the anditor's reports issued are still appropriate. Obviously, we
would like to make this information available to the AFM for review.

' This docament & an Bnglish translatson of the original letter peepared In Dutch. In case of differences between
the English and the Dunch version, the lamer shall prevadl.

Pri howseCoopers A NV, Thamas R. Malthusstraat 5, 1066 JR Amsterdam, PO, Boax 90357,
3006 BJ Amaterdam, The Netherlands
T: 431 (0) 88 702 00 20, F: +31 (0) 88 702 906 40, wusw pecend
M-udnnmun :vpu-- LAy | o tu_
ETaTe o Coviena AN G LG PO AT CRTATCA i TTATC I o S0 |

- ,l“m& M“uﬂ.mﬁ‘m”“p‘ﬁvmlﬂnmnmunvm

e .-‘au--nnm-uu:-n-mu;:‘nm Ay P h'u:-.:.‘h

:\numnw-m’uqm—- PRI EN o 5
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pwe

Coneses

&t is diffimalt to pinpoint one systematic canse based on four individual engagements with different
findings. We have therefore undertaken a deeper root muse anabysis, incloding a sureey into the
rulture within our Assumnee practice, directed at removing the cawses rther than treating the
SypLoms.

We are also supporting inftiatives for independent academic research into awndit technnlogy and
muality.

Measures taken

We are taking stnactural measares to reinforee our governanee, our quality-fomssed coltore, the
application of anditing standands and the transparency as to how andits are performed. Char
responsibifity bo society in all of this is leading.

We are working proactively with the initiatives of the working group Puture of the Accountancy
Profession’ ("Tockomst Acrountantshemep’) to implement sector-wide proposals for refoem. We are
intending to subméit the fllowing proposals to our General Mesting:

. T resstmchare our organisation by instalfing a Supervisory Board with extrermal members at the
level of the Dol network organisation and in fne with principles L1, T2 and IL3 of the
Dbl Corporate Governance Code.

. To make the remmneration of the members of the Board of Management of the Duteh network
firm and the Compliance (fficer not profit-related.

. Ta intreduee a deferred remunertion scheme with a daw-back period for external auditors.

We have translated your findings into a new guality improvemnent progrmmme, formssing particulary
on the following:

- Increased imenlvement of partners, directors, senfor managers and managers in the teams.

. More techmical and personal skills eoaching and strengthening of tmining progmmmes.

. Mnre extensive mandatory testing of knowledge levels.

- Increased soope of our engagement-specific quality review programmee. Every external anditor
being cowered by at least one type of review every year.

Formulatica of additicnal quality indicators for ecternal auditors to provide guidance and
support for the behaviour patterns needed to fomas on quality. Linking evaluation and
remaneration more dasely to quality throngh quality indicators.

More in-depth techinizal coaching and supporting reviess, priar to the sue of the auditar's
report, by an independent central team of 10-15 andit experts, with a strong fores on the
planning phase, compliance with apditing standards and the consequent learning process for
the andit teams.

. Cemtralisation of the QRF role (engagement-specific quality review programme ) into a number
of partners supparted by a group of managers together with maore detailed guidelines for this
mle.

. Support measures at engagement and firm levels. Froviding guidelines for team rotation, taking
measures to ensure that quality considerations play a more significant role in the allocation of
team members and greater selectivity in client acceptance and contirmance.

Thie Netherdouds Aunkoriry for the Pinorciel Maorkers, 22 Seprember sy

2vam 3
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We share your view that a consistent tone from the top’, change management and further support to
the audit teams will be crucial in determining whether the implementation of these measures has been
sucoessful.

In conclusion

We like to emphasise that we are taking the messages from your report very seriously. You can be
assured that our organisation s working vigomusly oa the recommendations you have made to the Big
4 audit firms.

We look forward continuing the open dialogie with the AFM and other stakeholders with a view to
further improvement and we are fully committed to this.

Yours sincerely,
PricewaterhouseConpers Accountants N.V.

M. de Ridder
Chair of the Assumnce Board

The Netherdands Aurkority for the Financia! Markets, 22 Seprember 2014
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Appendix 1: Quality measures implemented by the Big 4 audit
firms in 2009-2012







Appendix 2: Quality measures announced by the Big 4 audit firms
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Appendix 3: Abbreviations used

Abbreviation

In full

AEX
AFM
AGM
AMX
AScX
Bta
CPAB
Deloitte
DNB
EAIG
EEA
EY
FEE

FRC
IAASB
IFIAR
I0SCO
KPMG
NBA

NV COS

EQCR
PIE
PCAOB
PE
PwC
VEB
VGBA

Vio

Wab
Wta

Amsterdam Exchange Index

The Netherlands Authority for the Financial Markets

Annual General Meeting

Amsterdam Midcap Index

Amsterdam Small Cap Index

Audit Firms Supervision Decree

Canadian Public Accountability Board

Deloitte Accountants B.V.

De Nederlandsche Bank

European Audit Inspection Group

European Economic Area

Ernst & Young Accountants LLP

Federation of European Accountants / Fédération des Experts-
comptables Européens

Financial Reporting Council

International Auditing and Assurance Standards Board
International Forum of Independent Audit Regulators
International Organization of Securities Commissions

KPMG Accountants N.V.

Nederlandse Beroepsorganisatie van Accountants (Netherlands
Institute of Chartered Accountants)

Nadere voorschriften controle- en overige standaarden (Further
Regulations on Auditing and Other Standards)

Engagement Quality Control Review

Public Interest Entity

Public Company Accounting Oversight Board

Permanente Educatie (Continuing education)
PricewaterhouseCoopers Accountants N.V.

Vereniging van Effectenbezitters (Dutch Investors’ Association)
Verordening gedrags- en beroepsregels accountants (Code of Ethics
for Professional Accountants, regulation with respect to Rules of
Professional Conduct)

Verordening inzake de onafhankelijkheid van accountants bij
assurance-opdrachten (Regulation on Independence of
Accountants in Assurance Engagements)

Wet op het accountantsberoep (Accountancy Profession Act)
Wet toezicht accountantsorganisaties (Audit Firms Supervision Act)
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The Netherlands Authority for the Financial Markets
T +31(0)20 797 2000 | F +31(0)20 797 3800
P.O. box 11723 | 1001 GS Amsterdam

www.afm.nl

The text in this report has been compiled with care and is informative in nature. No
rights may be derived from it. Decisions taken at national and international level may
mean that the text is no longer fully up to date when you read it. The AFM, the
Netherlands Authority for the Financial Markets, is not responsible or liable for any
consequences - such as losses incurred or lost profits - of any action taken in
connection with this brochure.

Amsterdam, September 2014
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