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Dear Mr Billing 

Proposal to revise Practice Note 19: The Audit of Banks and Building Societies in the UK 

We are pleased to respond to your call for comments on the Consultation Paper that was issued in December 

2018.  Overall we agree that the Practice Note would benefit from being updated to reflect the revisions to 

the UK auditing standards and to reflect other changes in the regulatory environment and legislation.  It is 

also our view that it is right to focus more attention in the Practice Note to the application of ISA (UK) 540 

(Revised December 2018), Auditing Accounting Estimates and Related Disclosures given the level of 

judgement and estimation that is involved in some of the key account balances and disclosures in a bank’s or 

building society’s financial statements particularly following the implementation of IFRS 9 Financial 

Instruments.   

Our understanding of one of the drivers for the revision of the original ISA 540 was to enhance the 

requirements for auditors to identify the material sensitivities in accounting estimates and to step back on 

the completion of their audit procedures to consider the validity of the accounting estimate in the light of the 

accumulated audit evidence.  While there is a lot of new material in the section on ISA (UK) 540, we think 

there is more opportunity to focus the auditor’s attention on these two key aspects of the revised ISA and 

provide more specific guidance on how to apply those requirements to banks and building societies. 

We note that there is no proposed effective date noted in the Consultation Paper.  It is our view in line with 

the application date in ISA (UK) 540 (Revised December 2018) that the sections regarding ISA (UK) 540 

should not be expected to be effective for audits of accounting periods commencing before 15 December 

2019.  

We have set out our responses to the feedback questions in the attached. If you would like to discuss any of 

our responses in more detail, please do not hesitate to contact me. 

Yours sincerely 

 
Mark Rhys 

Deloitte LLP 

  

8 March 2019 

Keith Billing 
Financial Reporting Council 
8th Floor 
125 London Wall 
EC2Y 5AS 

By email only to: AAT@frc.org.uk 

mailto:AAT@frc.org.uk
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Appendix – Responses to consultation questions  

 

Q1. Overall do you agree with the proposed revisions to the Practice Note?  If not please explain 

why.   

Yes. 

Q2. Is the included guidance appropriate, in particular that for ISA (UK) 540 (Revised December 

2018)?  If you believe it should be amended, please explain why and how.  

Yes.  However we have identified some aspects below that we believe could be amended to provide greater 

clarity and/or additional guidance to auditors on how to apply the auditing standard. 

ISA (UK) 540: Auditing accounting estimates and related disclosures 

1. Important parts of the revised ISA are the requirements to focus more attention on the identification and 

assessment of risks of material misstatement (paras 16-17 of the ISA) and to undertake an overall 

evaluation of whether the accounting estimates are reasonable or misstated based on audit procedures 

performed (paras 33-36 of the ISA). We believe it would be helpful to provide guidance to auditors on 

how these parts of the standard should be applied, particularly for estimates of expected credit loss 

(“ECL”). We understand the IAASB is considering preparing some guidance on this area for ECL which we 

think the FRC could consider incorporating into the practice note when available.  

Allowance for credit loss 

2. In paragraph 191 we believe consideration should be given to: 

 

a) Including important financial reporting controls that would generally be expected to be relevant.  

For instance, the controls that ensure data used from risk systems reconcile to finance data as 

this is often an area of complexity and challenge particularly when testing the financial statement 

disclosures. 

b) Expanding the example of relevant controls over the applications used to implement the ECL 

calculation process to include all relevant aspects of general IT controls 

c) Referencing that relevant controls may operate at service organisations as well as referencing the 

related user entity controls 

 

3. Paragraphs 192 to 199 cover one important aspect of management’s policies which is the 

determination of when a significant increase in credit risk occurs.  While we agree this is one of the 

most, if not the most critical policy adopted by management we believe it would be helpful to include 

other policies as examples such as the definition of when an asset is credit impaired, use of the 

simplified method, macroeconomic scenarios and the assessment of forbearance and cures.  

 

4. In paragraph 195 consideration could be given to some of the more common situations where entities 

are choosing to rebut the presumption.  For instance, we are aware that many entities have identified 

that when a payment date falls over a weekend or bank holiday this may lead to loans becoming 30 

(or 90) days past due and so entities have often elected that in these circumstances the presumption 

that a significant increase in credit risk has occurred is rebutted. 

 

5. In paragraph 206 we believe it would be helpful to reference ISA (UK) 402: Audit considerations 

relating to an entity using a service organisation.  We have observed that more entities have engaged 

third parties to undertake work that is used in the calculation of the ECL than they did for their 

calculations of an incurred credit loss.  The entity’s and the auditor’s judgement on whether the 

services provided by the third party are part of the user entity’s information system and therefore 

relevant to financial reporting can be a difficult judgement to make.  
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6. We believe consideration could be given to providing a separate section on identifying and assessing 

risk of material misstatement in an ECL calculation early in the Allowance for Credit Loss section, 

making clear that in calculating ECL the models used often rely on other complex models and in 

particular Probability of Default (“PD”) models.  The first half of paragraph 207 provides some guidance 

on this but we believe there would be benefit in providing further guidance.   

 

7. It is our experience that PD models are often amongst the most complex of models used in an ECL 

calculation and depending on the nature of the loan portfolio, the selected PD can be the most sensitive 

of inputs into the calculation of the ECL.  As a result we believe it would be useful for more guidance 

to be provided on the considerations an auditor should take when evaluating the risks of material 

misstatement in a PD model. 

 

8. We believe that further examples could be provided of possible suitable data sources and other 

relevant papers that have been prepared over recent years. For instance: 

 

 In 2017 the PRA issued guidance on potential data sources available to smaller banks and 

building societies.  

 The GPPC issued two papers in 2016 and 2017 respectively. References to this guidance may 

be helpful in guiding auditors through entities’ application of IFRS 9 and expected audit 

response. The first paper addressed “The implementation of IFRS 9 impairment requirements 

by banks”, while the second paper addressed “The auditor’s response to the risks of material 

misstatement posed by estimates of expected credit losses under IFRS 9”. 

 The IASB introduced the IFRS Transition Resource Group (ITG) in 2014 with its work 

concluded before transition to the standard in 2018. The ITG have issued various papers 

outlining debates on key matters of accounting interpretation during its time of operation. In 

our experience, referencing back to these conclusions have helped our interpretation of the 

standard and improved our understanding of more complex assumptions made by clients in 

their application of the standard. 

 

9. In paragraph 211 we believe that it would be helpful to include guidance on how to apply the auditing 

standard when evaluating the sufficiency and reliability of macroeconomic scenarios used by 

management.     

 

10. Paragraph 218: we believe it would be helpful to be clear that any tools or models used in developing 

a point estimate or range by the auditors (including their experts) need to be subject to appropriate 

controls to ensure the relevance and reliability of the output. 

 

11. We believe it would be helpful to extend paragraph 220 to include the considerations the auditor should 

take when deciding what and how they should report to those charged with governance particularly 

when the auditor has determined that the reasonable range is very wide. 

 

12. In paragraph 221 we believe it would be helpful to note that care needs to be taken when considering 

information or events occurring after the balance sheet date but before the date of the auditor’s report 

as to whether that information or the event is something that would be considered an adjusting or 

non-adjusting event. 

 

13. Similar to paragraph 229 in the valuation of financial instruments section, we believe including a 

paragraph saying that auditors may wish to perform benchmarking of the ECL methodologies and 

assumptions used by management to those used by comparable companies where publicly available 

would be useful. 
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Valuation of financial instruments 

14. Given the section on allowance for credit loss was clear about the accounting framework that was 

being used to provide the guidance, we believe this section (and the subsequent sections) should also 

be clear on the accounting framework. 

Hedge accounting 

15. We believe that including a paragraph similar to paragraph 225 regarding ensuring testing is performed 

by individuals with adequate knowledge and experience would be helpful and that auditors may need 

to involve an expert in elements of this work. 

 

16. We are aware that there are many complexities involved in hedge accounting and that it would be 

impractical to attempt to provide a definitive list of examples of such complexities, however we 

consider paragraph 233 could be expanded by including other common examples such as portfolio 

hedges for interest rate risk where there are complexities such as unexpected prepayment and 

complexities associated with the measurement of the hedged item including amortisation adjustments.   

Effective interest rate accounting 

17. Further examples of the procedures the auditor could perform when auditing the effective interest rate 

calculations could be provided.  For example:  

 

a) Challenging the completeness of the identification of items that are integral to the yield; and 

b) Testing that interest has been accounted for appropriately as gross or net depending on stage 

allocation for ECL purposes. 

Provisions related to conduct or regulatory breaches 

18. We believe that it would be helpful to include in this section that the auditor may need to consider 

using an expert to support the audit team in performing their audit of these exposures (eg. conduct, 

cyber and forensic specialists). 

 

 

 Q3. Is the guidance in Appendix 8, ‘Auditing ECL – Example approach for forward looking 

information’ appropriate and at the right level of detail?  If you believe it should be amended, please 

explain why and how.   

We believe the guidance in the appendix is appropriate and is at the right level of detail.  We have the following 

suggestions for where some amendments could be made: 

1. In the second bullet of paragraph 11 reference is made to using experts to evaluate macroeconomic 

assumptions, however we think this is a point that should be made more generally in this section as 

it is likely that other experts would be needed to evaluate forward looking information.  For instance, 

data, IT, credit risk specialists. 

 

2. We believe the appendix would benefit from making clear that forward-looking information can also 

affect the staging of loans. 

 

Q4. Are there other aspects of auditing ECL for which examples should be provided?  If you believe 

there are please explain what you believe should be covered and why.   

No. 
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Q5. Has any extant guidance been deleted that you believe should be retained?  If yes, please 

explain why it should be retained and whether, and if so how, it should be updated. 

No. 

Q6. Are there any other matters in relation to the audit of banks and building societies that you 

believe should be covered in the Practice Note and, if so, what do you believe the guidance should 

address?  

No.  


