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About the 2024 Monitoring Report Refer to P1

Purpose of Publication

B This report is aimed not only at audit and accounting specialists, but also market participants as well
as ordinary readers such as students and working people. We have published it for the purpose of
promoting understanding within our society of the importance of audits by providing easy-to-
understand and relevant information that is centered on the circumstances and the results of the
CPAAOB'’s monitoring activities and encompasses the current state and changes in the environment
surrounding the audit sector.

B The Report comprises the following four sectors (I - IV).

|. Overview of the Audit Sector

Provides an overview of the audit sector as a whole through presenting the developments of the
number of CPAs, audit firms, and audited companies etc.

ll. Monitoring by the CPAAOB
Provides a whole picture of the CPAAOB's monitoring including inspections
lll. Operation of Audit Firms

Describes the operation of audit firms including their structure, progress of digitalization, address to
group audits, change of auditors, and increase or decrease of audit fees caused by auditor change

V. Responses to the Changes in the Global Environment Surrounding Audits

Describes the development of systems based on the changes in the environment surrounding audit
XWe also present subjects which draw reader’s interest as “column”.




Concentration of Audit Engagements at Large-sized Audit Firms | Refer to P24.26 |

B Approximately 78% of audit service revenue is marked by large-sized audit firms.

B In recent years, the ratio of large-sized audit firms has been on a downward trend in the number of audit
engagements, audit service revenue.

B The same oligopolistic tendency is also seen in the United states and the UK.
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Development of Quality Control Structures and Responses by Audit Firms (1/2) | Referto P16, 17

Quality Control System

B To ensure audit quality, it is important that audit firms develop/administer appropriate quality control
structures to serve as a foundation for having their partners perform audit services properly.

B The “Standard on Quality Control for Audits” were formulated for audit and attestation services in
2005, but the services requiring development of quality control are not limited to audit and attestation
services but encompass all of audit firm’s operations.

B [n November 2021, the “Standard on Quality Control for Audits” was revised.

Components of the revised Standard

Concept of the revised Standard
Quality Control for Audits Quality Control for Audits
B While the former Standards on Quality Control a. Process to assess risks of the audit firm
required to develop determinate policies and b. Governance and leadership
procedures uniformly, the revised Standards : . :
: . . . c. Professional ethics and independence
introduces risk-based approach requiring audit
firms to: d. Conclusion and renewal of audit
. . L engagements implementation of services
» set their own quality objectives g9ag P
o o : . En ment performan
« distinguish quality risks that hinder the © gagement perio a. ce
achievement of such quality goals and assess f.  Resources for operational management of
them the audit firm
« determine policies or procedures for dealing with | | 9. Information and communication
those assessed quality risks and implement h. Monitoring of the quality control system and
them improvement process
* make improvements based on the root cause of i Succession among audit firms
defects, if any




Development of Quality Control Structures and Responses by Audit Firms (2/2) | Refer to P17, 18 |

Starting Period Where Revised Standards are Applied

B Large audit firms(No®©) : The revised Standards are applied to audits of financial statements for
business year or accounting period on or after July 1, 2023.

(Note) Audit firms that provided audit and attestation services to more than 100 listed companies, etc. in the most
recent fiscal year (See Article 24 of the Ordinance for Enforcement of the CPA Act)

B Audit firms other than large audit firms : The revised Standards are applied to audits of financial
statements for business year or accounting period on or after July 1, 2024.

Ongoing Progress at Large-sized Audit Firms and Mid-tier Audit Firms

B In collaboration with global networks, large-sized and mid-tier audit firms are moving forward with
responses to the Revised Standards in parallel with responses to ISQM1 that began to be applied
from December 2022.

B They have completed the development of components of quality control systems based on quality
goals and quality risks set by global networks along with adding evaluation items according to the
Revised Standards’ own requirements. Particularly, large-sized audit firms conducted comprehensive
assessment based on ISQM1 (some of them conducted comprehensive assessment that included
responses to the Revised Quality Control Standards).

B They are also considering measures to ensure that the quality control system continues to permeate
the workplace and does not lose substance.

Ongoing Progress at Small and Mid-sized Audit Firms

B 45% are developing systems and rules.

B 55% have not started making concrete preparations.

Based on collection of reports from 53 audit firms as of June 30, 2023 4




Refer to P94, 95

Monitoring of Systems of Quality Control

Periodic Inspections

B Once an audit has completed, the audit firm conducts procedures to ascertain whether an engagement
team performed audit in accordance with the quality control system prescribed by the audit firm
(Periodic inspections of audit services). This inspection must be performed for at least one of the audits
that each engagement partner has conducted during a certain period (e.g. three years).

B Factors such as the number of inspections, inspectors involved, and tools differ depending on the size
of the firm.(e.g. The number of inspectors involved is as follows. Large-sized audit firms: around 50 to
200, Mid-tier audit firms: a few to around 20, Other: 1 to around 20)

B Regardless of their size, the results and the identified deficiencies are shared for raising risk awareness
to all partners and staff through in-house training, etc.

Utilization of Global Networks

B The Big Four global networks require network firms in each country to comply with a detailed audit
manual provided by them and conduct global reviews to confirm whether network firms comply with the
manual. Large-audit firms and some mid-tier audit firms undergo global review every yeatr.

B Other than Big Four, global networks operationalize relaxed rules for complying with the audit manual
provided by global network. There is a wide variation in the nature and frequency of global reviews.

Monitoring Before Expression of Audit Opinions

B Inrecent years, large-sized audit firms especially conduct this monitoring to improve the quality of audits.

B This monitoring targets ongoing audit engagements to promptly find problems and prompt the
engagement team to take timely remedies.

B |tis often carried out in audit areas involving high risks, such as fraud.




Changes of Accounting Auditors (1/2) Refer to P100, 101

B There were 200 changes in accounting auditors. Excluding the impact of changes due to mergers of
audit firms, there were 115 changes. This represents a decline from the peak of 228 changes in the
year ending June 2022.

B A breakdown by audit firm size reveals an ongoing shift away from large-sized audit firms.
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Changes of Accounting Auditors (2/2) | Refer to P102, 106, 107 |

B Cases in changes of accounting auditors solely based on expiration of term have decreased sharply since June 2020.

B In the year ending June 2024, many changes were made as a result of audit firm mergers. There were also many
cases where the reasons for changes included an audit fee hike proposal and prolongation of the continuous audit
terms. Additionally, in many cases, companies cited that consideration of the audit service suited for their business
scale and adequacy of audit fees through comparison with other audit firms resulted in changes of auditors.

B Regarding audit fees before and after changes, approximately 80% of changes to a smaller audit firms resulted in
lower fees. Among these, changes from a large-sized audit firm to a small and medium-sized audit firm, partnership, or
solo practitioner saw fees drop in approximately 90% of changes.

Reasons for Changes in Accounting Auditors by Audit Fees Following Changes in

Listed Domestic Companies (unit: companies) Accounting Auditors (unit: companies)
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June 2019 and eight in the year June 2020.



Side Businesses by Partners, Part-time Personnel

Side Businesses by Partners

accountant offices in principle.

dual work by partners varies by firm.

B Large-sized audit firms do not permit dual work by
partners at tax accountant offices or solo private

B Other than Large-sized audit firms, permission of

I Refer to P68, 69 I

Part-time Personnel

B Part-time staff account for around 60% at
small and medium-sized audit firms. Some of
such firms rely on part-time staff as audit
assistants needed for their operation.

Number of Audit Firms by % of Time Spent by Partners

Engaged in the Audit Firm’s Operations (unit: audit times)
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(Note) The data is based on operational reports submitted by audit firms.



The CPAAOB Monitoring | Refertops2 |

Overview of the CPAAOB Monitoring

B Based on the JICPA quality control reports, (a.)

B The CPAAOB assesses whether the JICPA has carried out the quality control reviews properly and
whether the audit firms have properly performed its audit services. (b.)

B When deemed necessary, the CPAAOB collects reports from the JICPA and audit firms and conducts
on-site inspections. (c.)

B |[fit finds it to be necessary as results of inspections, the CPAAOB recommends administrative actions
or other measures to the FSA Commissioner. (d.)

H d. Recommendations CPAAOB

b. Examination

Administrative Actions, etc. /
c. Collection of reports, Inspection

a. Report of Quality
Control Review

Audit Firms




Basic Policy and Basic Plan for Monitoring Audit Firms Refer to P50-54

Basic Policy and Basic Plan for Monitoring Audit Firms

B The CPAAOB articulates its objectives and approach for monitoring in its Basic Policy for Monitoring
Audit Firms each term of office for its Chairman and Commissioners (three years) . The Basic Policy
for Monitoring Audit Firms for the CPAAOB’s 7t Term (April 2022-March 2025) was published on
May 20, 2022.

B Based on the objectives and approach for monitoring articulated in the above Basic Policy, the
CPAAOB formulates the Basic Plan for Monitoring Audit Firms each Program Year. The Basic Plan
for Monitoring Audit Firms for Program Year 2024, which shows monitoring priorities in PY 2024, is
published on July 19, 2024.

Key points of the Basic Plan for Monitoring Audit Firms for PY 2024

B Large-sized audit firms

v Regular inspections and follow-up inspections are conducted alternately each year in principle.

v In follow-up inspections, the CPAAOB mainly verifies the status of improvement measures for issues
pointed out in regular inspections rather than examining individual audit engagements. In certain cases,
the CPAAOB verifies the status of improvements through collecting reports instead of conducting a
follow-up inspection.

B Mid-tier audit firms

v From PY 2025, inspections are conducted once every two years in principle.
B Small and medium-sized audit firms

v The CPAAOB considers the necessity of inspection based on the results of the JICPA's quality control
review, the operation control system of audit firms, and the degree of audit risk brought by listed audited
companies.

v In light of the growing role of small and medium-sized audit firms as auditors of listed companies, the
CPAAORB places greater emphasis on inspections of such audit firms.

10



Situation with Overall Ratings | Refer to P45, 46 |

Overall Ratings

B Based on inspection results, the operation of services of an audit firm is given one of five grades. This grade constitutes
their overall rating, and the firm is notified of it. When this notification is made, the firm is required to disclose it to the audit
and supervisory board members of the audited companies (from PY2016).

B No audit firms qualified as “Satisfactory”, the highest rating in the overall rating scheme, so all audit firms were rated as
“Generally satisfactory with minor deficiencies "or lower according to the status of their operation management.

B Small and medium-sized audit firms, partnerships, and solo practitioners tended to have lower overall ratings than large-
sized audit firms and mid-tier audit firms. This is because the CPAAOB selects audit firms to be inspected on a risk basis.

Small and
medium-sized
audit firms

Large-sized Mid-tier
audit firms audit firms

Overall rating description Details

. . Given when operation of services is
Generally Satisfactory (rating: 1) deemed to bepsatisfactory - - -

Given when there are issues needing to
be fixed, but operation of services is 4 - -
deemed to be satisfactory as a whole

Satisfactory with minor deficiencies
(rating:2)

. _— Given when operation of services is
Unsatisfactory (rating: 3) deemed to be unsatisfactory ) 2 3

Unsatisfactory and in need of immediate | Given when operation of services is
L ) deemed to be unsatisfactory and in need - 3 6
remediation (rating: 4)

of immediate remediation

Material deficiencies with the quality
control and audit engagements were
. . identified and voluntary remediation
Extremely unsatisfactory (rating: 5) cannot be expected toybe implemented } - 7
by the audit firm (recommendation is

made to the FSA Commissioner) \_ Yy

(Notel) The above figures are tabulated based on inspections that terminated from PY2019 to PY2023.

(Note2) Regular inspections take place once every two years in the case of large sized audit firms, once every three years in the case of mid-tier audit firms, and as
necessary in the cases of small and medium sized audit firms, partnerships, and solo practitioners.

(Note3) For audit firms that underwent regular inspections multiple times during the relevant period, results of the latest inspection are tabulated. 11



Trends Surrounding Small and Medium-sized Audit Firms (1/2)

I Refer to P110 I

Changes in the Environment Surrounding Audits

by Small and Medium-sized Audit Firms

B |n recent years, as the large number of companies change their accounting auditors from
large-sized audit firms to mid-tier/small and medium-sized audit firms, the role of small
and medium-sized audit firms as auditors of listed companies is growing.

B Based on the above, the legal registration system for auditors of listed companies was

introduced.
(Ref. 46 audit firms are registered (As of June 11, 2024))

Registered Auditors of Listed

Companies Confirmation of eligibility

by the JICPA

Utilize quality control review

Newly established the “Registration
Review Committee for Auditors of
Listed Companies” conducts
screening of registrations

Develop the system of operational

management

Develop the system of disclosing
information (e.g. the status of
complying with Audit Firm
Governance Code)

B Along with conducting “Confirmation of eligibility”, the JICPA assists small and medium-
sized audit firms in enhancing their disclosure as well as the six business fundamentals
(quality control, organization and governance, human resources, IT/digital, finance, and
international matters).

12



Trends Surrounding Small and Medium-sized Audit Firms (2/2) | Referto P110-113

Support for Strengthening the Fundamentals of

Small and Medium-sized Audit Firms by the JICPA

B Published “Guidance for the Preparation of Annual Reports on the Management of
Audit Quality
B Led by the Practices Policy Committee for Small and Medium-Sized Audit Firms and the
Small and Medium-sized Audit Firms Liaison Council, the JICPA takes efforts as below.
> Publication of guidance for revised Quality Control Standards
Opinion exchange meeting with capital market participants
Interactive training for small and medium-sized audit firms

— Former JICPA’s quality control reviewers serve as lecturers and held discussions and shared
information with the small number of firms.

> Support for digitalization of small and medium-sized audit firms

— ldentify the state of IT infrastructure development and the use of IT-based audit methods.
Develop a shared IT infrastructure. Establish network of IT personnel at small and medium-sized
audit firms.

Response by the CPAAOB

B The revised Quality Control Standards states that the administrative authority should
strive to ensure proactive quality control by audit firms through inspections by the
CPAAOB, while supporting the efforts of the JICPA.

The CPAAOB is making efforts to place greater emphasis on inspections to small and
medium-sized audit firms based on the Basic Policy for Monitoring Audit Firms for the
7t Term.

\B

13



Responses to Changes in the Environment Surrounding Audits (1/2) | Jse'

Discontinuation of Quarterly Disclosure System

B The Quarterly Disclosure System is “integrated” into Quarterly Earnings Reports based on
the Exchange Rule under the "Act for Partial Revision of the Financial Instruments and
Exchange Act, etc." (November 20, 2023). At the same time, companies submitting Annual
Securities Report are uniformly required to submit Semiannual Securities Report.

B Accordingly, an auditor’'s review of the Quarterly Earnings Report for Q1 and Q3 is
mandatory only in five cases, including a case where the result of a review of the latest
Annual Securities Report, Semiannual Report, or Quarterly Earnings Report is other than
an unqualified opinion (only if a review has been conducted) based on the amendments to
the Tokyo Stock Exchange Securities Listing Regulations, etc.

B [n March 2024, the Business Accounting Council published "Opinion on Revision of the
Quarterly Review Standards to the Interim Review Standards". This proposal changes the
name of the Quarterly Review Standards to the Interim Review Standards. It also
introduces a form of conclusion on compliance, in addition to the form of conclusion on fair
presentation previously required by the Quarterly Review Standards.

B Large-sized audit firms note that when they do not perform voluntary reviews but perform
procedures as part of the annual audit, they are careful not to mislead the audited
company into believing that they are providing any assurance on the quarterly financial
statements.

B The CPAAOB will review the status of the implementation of voluntary reviews and monitor
the practical impact and challenges caused by the abolition of the Quarterly Report System
on the audit work, including at other than large-sized audit firms.




Responses to Changes in the Environment Surrounding Audits (2/2)

Refer to
P118-123

Trends in Sustainability Disclosure and Assurance

_ International Trends Domestic Trends

Enhanced * Required climate-related disclosures by » Created a section for views and initiatives
Non-financial SEC-registered companies (March 2024, regarding sustainability in Annual Securities
Disclosure enforcement currently suspended). Reports, etc. for fiscal years ending on or

- Prepare and disclose sustainability after March 31, 2023 etc.
information by EU companies (phased in
after 2024) etc.

ookl © ISSB finalized S1 (general requirements) « SSBJ issued exposure drafts of sustainability
of and S2 (climate-related disclosures) disclosure standards (application, general
Sustainability standards (June 2023). disclosure and climate-related disclosure)
Disclosure (Target to finalize by March 31, 2025).

Standards « Working Group on Disclosure and Assurance
of Sustainability-related Financial Information
was established (February 2024).

Trends in  Limited assurance to be phased in for » The working group above initiated
Assurance of climate-related disclosures in the US and discussions from March 2024.

SUSEENITE  sustainability information in the EU, with « Large-sized audit firms provide their staff with

Information plans to move to reasonable assurance. practical experience through advisory and
* IAASB issued the Exposure Draft of General other services, and they have developed
Requirements for Sustainability Assurance systems and training programs for assurance
Engagements (ISSA5000) (August 2023). services.

» IESBA issued the Exposure Drafts of the
sustainability-related revisions to the
International Code of Ethics (January 2024).

(Note) ISSB: International Sustainability Standards Committee, SSBJ: Sustainability Standards Board of Japan,
IAASB: International Auditing and Assurance Board, IESBA: International Ethics Standards Board for Accountants 15




