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FOREWORD

This volume, issued by the Auditing Standards Board (ASB), is a Codifica-
tion of currently effective Statements on Auditing Standards (SASs) and the
related Auditing Interpretations applicable to the preparation and issuance of
audit reports for all non-issuers (non-issuers are all entities other than issuers
as defined by the Sarbanes-Oxley Act, or other entities who are required to
be audited by a registered public accounting firm as prescribed by the rules of
the Securities and Exchange Commission). This volume is also a Codification
of currently effective Statements on Standards for Attestation Engagements
(SSAEs), and the related Attest Engagements Interpretations. Superseded por-
tions have been deleted and all applicable amendments have been included.

SASs are issued by the ASB, the senior technical body of the AICPA desig-
nated to issue pronouncements on auditing matters applicable to the prepara-
tion and issuance of audit reports for entities that are non-issuers. Rule 202,
Compliance With Standards, of the AICPA Code of Professional Conduct, re-
quires an AICPA member who performs an audit (the auditor) of the financial
statements of a non-issuer to comply with standards promulgated by the ASB.
An auditor should have sufficient knowledge of the SASs to identify those that
are applicable to his or her audit. An auditor is required to comply with an un-
conditional requirement in all cases in which the circumstances exist to which
the unconditional requirement applies. An auditor is also required to comply
with a presumptively mandatory requirement in all cases in which the cir-
cumstances exist to which the presumptively mandatory requirement applies;
however, in rare circumstances, an auditor may depart from a presumptively
mandatory requirement provided the auditor documents his or her justifica-
tion for the departure and how the alternative procedures performed in the
circumstances were sufficient to achieve the objectives of the presumptively
mandatory requirement.

Auditing Interpretations of SASs are Interpretive Publications pursuant to
AU section 150, Generally Accepted Auditing Standards. Interpretive Publica-
tions are recommendations on the application of SASs in specific circumstances,
including engagements for entities in specialized industries. Interpretive Publi-
cations are issued under the authority of the ASB. An auditor should be aware of
and consider interpretations applicable to his or her audit. An interpretation is
not as authoritative as a pronouncement of the ASB; however, if an auditor does
not apply an auditing interpretation, the auditor should be prepared to explain
how he or she complied with the SAS provisions addressed by such auditing
interpretation. The specific terms used to define professional requirements in
the SASs are not intended to apply to interpretations since interpretations are
not auditing standards. It is the ASB's intention to make conforming changes
to the interpretations over the next several years to remove any language that
would imply a professional requirement where none exists.

SSAEs are issued by senior technical bodies of the AICPA designated to
issue pronouncements on attestation matters. Rule 202 of the AICPA Code of
Professional Conduct requires an AICPA member who performs an attest en-
gagement (a practitioner) to comply with such pronouncements. A practitioner
should have sufficient knowledge of the SSAEs to identify those that are appli-
cable to his or her attest engagement. A practitioner is required to comply with
an unconditional requirement in all cases in which the circumstances exist to
which the unconditional requirement applies. A practitioner is also required
to comply with a presumptively mandatory requirement in all cases in which
the circumstances exist to which the presumptively mandatory requirement



applies; however, in rare circumstances, the practitioner may depart from a
presumptively mandatory requirement provided the practitioner documents
his or her justification for the departure and how the alternative procedures
performed in the circumstances were sufficient to achieve the objectives of the
presumptively mandatory requirement.

Attestation Interpretations are recommendations on the application of
SSAEs in specific circumstances, including engagements for entities in special-
ized industries, issued under the authority of AICPA senior technical bodies. An
interpretation is not as authoritative as a pronouncement; however, if a prac-
titioner does not apply an attestation interpretation, the practitioner should
be prepared to explain how he or she complied with the SSAE provisions ad-
dressed by such attestation interpretation. The specific terms used to define
professional requirements in the SSAEs are not intended to apply to inter-
pretations since interpretations are not attestation standards. It is the ASB's
intention to make conforming changes to the interpretations over the next sev-
eral years to remove any language that would imply a professional requirement
where none exists.

The Accounting and Review Services Committee, ASB, and Consulting Ser-
vices Executive Committee are the senior technical committees of the Insti-
tute designated to issue enforceable standards under Rules 201 and 202 of
the AICPA's Code of Professional Conduct concerning attest services in their
respective areas of responsibility.

AUDITING STANDARDS BOARD

John A. Fogarty, Chairman
Charles E. Landes, Vice President—
Professional Standards and Services



STANDARDS RECENTLY ISSUED

Statement Title Issue Date Section
SAS No. 102  Defining Professional December 2005 120
Requirements in
Statements on Auditing
Standards
SAS No. 103 Audit Documentation December 2005 339°
SAS No. 104 Amendment to Statement February 2006  Risk Assessment
on Auditing Standards Standards: SAS
No. 1, Assessment No. 104-SAS No.
Codification of Auditing 1112
Standards and
Procedures ("Due
Professional Care in the
Performance of Work)"
SAS No. 105  Amendment to Statement February 2006  Risk Assessment
on Auditing Standards Standards: SAS
No. 95, Generally No. 104-SAS No.
Accepted Auditing 1113
Standards
SAS No. 106  Audit Evidence February 2006  Risk Assessment
Standards: SAS
No. 104-SAS No.
1114
SAS No. 107  Audit Risk and February 2006  Risk Assessment
Materiality in Standards: SAS
Conducting an Audit No. 104-SAS No.

111°

1 SAS No. 96, Audit Documentation, as originally issued in January 2002, as well as its related
Auditing Interpretation, have been moved to AU sections 339A and 9339A, respectively, until the
effective date of SAS No. 103.

2 Statement on Auditing Standards No. 104 will be integrated within section 230 closer to the
effective date of Statement on Auditing Standards No. 104, which is effective for audits of financial
statements for periods beginning on or after December 15, 2006. Earlier application is permitted.
Statement on Auditing Standards No. 104 is included in the "AU Risk Assessment Standards: SAS
No. 104-SAS No. 111" section, following the "AU Section 900—Special Reports of the Committee on
Auditing Procedure" section, of this publication.

8 Statement on Auditing Standards No. 105 will be integrated within section 150 closer to the
effective date of Statement on Auditing Standards No. 105, which is effective for audits of financial
statements for periods beginning on or after December 15, 2006. Earlier application is permitted.
Statement on Auditing Standards No. 105 is included in the "AU Risk Assessment Standards: SAS
No. 104-SAS No. 111" section, following the "AU Section 900—Special Reports of the Committee on
Auditing Procedure" section, of this publication.

4 Statement on Auditing Standards No. 106 will supersede section 326 closer to the effective date
of Statement on Auditing Standards No. 106, which is effective for audits of financial statements
for periods beginning on or after December 15, 2006. Earlier application is permitted. Statement on
Auditing Standards No. 106 is included in the "AU Risk Assessment Standards: SAS No. 104—SAS No.
111" section, following the "AU Section 900—Special Reports of the Committee on Auditing Procedure"
section, of this publication.

5 Statement on Auditing Standards No. 107 will supersede section 312 closer to the effective date
of Statement on Auditing Standards No. 107, which is effective for audits of financial statements
for periods beginning on or after December 15, 2006. Earlier application is permitted. Statement on
Auditing Standards No. 107 is included in the "AU Risk Assessment Standards: SAS No. 104-SAS No.
111" section, following the "AU Section 900—Special Reports of the Committee on Auditing Procedure"
section, of this publication.



Statement Title Issue Date Section
SAS No. 108  Planning and February 2006  Risk Assessment
Supervision Standards: SAS
No. 104-SAS No.
1118
SAS No. 109  Understanding the Entity February 2006  Risk Assessment
and Its Environment and Standards: SAS
Assessing the Risks of No. 104-SAS No.
Material Misstatement 1117
SAS No. 110  Performing Audit February 2006  Risk Assessment
Procedures in Response to Standards: SAS
Assessed Risks and No. 104-SAS No.
Evaluating the Audit 1118
Evidence Obtained
SAS No. 111  Amendment to Statement February 2006  Risk Assessment
on Auditing Standards Standards: SAS
No. 39, Audit Sampling No. 104-SAS No.
111°
SSAE No. 13 Defining Professional December 2005 20

Requirements in
Statements on Standards
for Attestation
Engagements

Other changes to this edition of Codification of Statements on Auditing
Standards (Including Statements on Standards for Attestation Engagements)
include:

6 Statement on Auditing Standards No. 108 will supersede sections 310 and 311 closer to the
effective date of Statement on Auditing Standards No. 108, which is effective for audits of financial
statements for periods beginning on or after December 15, 2006. Earlier application is permitted.
Statement on Auditing Standards No. 108 is included in the "AU Risk Assessment Standards: SAS
104-SAS 111" section, following the "AU Section 900—Special Reports of the Committee on Auditing
Procedure" section, of this publication.

7 Statement on Auditing Standards No. 109 will supersede section 319 closer to the effective date
of Statement on Auditing Standards No. 109, which is effective for audits of financial statements
for periods beginning on or after December 15, 2006. Earlier application is permitted. Statement on
Auditing Standards No. 109 is included in the "AU Risk Assessment Standards: SAS No. 104-SAS No.
111" section, following the "AU Section 900—Special Reports of the Committee on Auditing Procedure”
section, of this publication.

8 Statement on Auditing Standards No. 110 will supersede sections 313 and 319 closer to the
effective date of Statement on Auditing Standards No. 110, which is effective for audits of financial
statements for periods beginning on or after December 15, 2006. Earlier application is permitted.
Statement on Auditing Standards No. 110 is included in the "AU Risk Assessment Standards: SAS
104-SAS 111" section, following the "AU Section 900—Special Reports of the Committee on Auditing
Procedure” section, of this publication.

9 Statement on Auditing Standards No. 111 will be integrated within section 350 closer to the
effective date of Statement on Auditing Standards No. 111, which is effective for audits of financial
statements for periods beginning on or after December 15, 2006. Earlier application is permitted.
Statement on Auditing Standards No. 111 is included in the "AU Risk Assessment Standards: SAS
No. 104-SAS No. 111" section, following the "AU Section 900—Special Reports of the Committee on
Auditing Procedure" section, of this publication.



Section
AU 100

AU 150.04

AU 9328.01-.04

AU 9332.01-.04

AU 333.17

AU 9339.01-.15

AU 530.01 and .05

AU 634

AU Appendix B

AU Appendix F
AT Table of Contents

vii

Change

- Replacement of introductory paragraphs to the

Statements on Auditing Standards (SASs) to reflect
conforming changes necessary due to the issuance of
SAS No. 102

Amendment of SAS No. 95, Generally Accepted
Auditing Standards, due to the issuance of SAS No.
102

Addition of Auditing Interpretation No. 1 of SAS No.
101, Auditing Fair Value Measurements and
Disclosures, titled "Auditing Interests in Trusts Held
by a Third-Party Trustee and Reported at Fair Value"

Addition of Auditing Interpretation No. 1 of SAS No.
92, Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities, titled
"Auditing Investments in Securities Where a Readily
Determinable Fair Value Does Not Exist"

Revision of Appendix B, "Additional Illustrative
Representations," of SAS No. 85, Management
Representations, as amended, to reflect conforming
changes necessary due to the issyance of FASB
Interpretation No. 46 (revised 2003), Consolidation of
Variable Interest Entities—an interpretation of ARB
No. 51

Carryforward of Auditing Interpretation No. 1 of SAS
No. 96, titled "Providing Access to or Photo Copies of
Audit Documentation to a Regulator," and revision as
Auditing Interpretation No. 1 of SAS No. 103
Amendment of SAS No. 1, section 530, Dating of the
Independent Auditor's Report, due to the issuance of
SAS No. 10310

Revision of SAS No. 72, Letters for Underwriters and
Certain Other Requesting Parties, as amended, to
reflect conforming changes necessary due to the
issuance of SAS No. 100, Interim Financial
Information

Revision of Analysis of International Standards on
Auditing

Revision of Other Auditing Publications

Replacement of introductory paragraphs to the
Statements on Standards for Attestation Engagements
(SSAESs) to reflect conforming changes necessary due to
the issuance of SSAE No. 18, Defining Professional
Requirements in Statements on Standards for
Attestation Engagements

[The next page is ix.]

10 SAS No. 1, section 530, as amended by SAS No. 29, Reporting on Information Accompanying the
Basic Financial Statements in Auditor-Submitted Documents, and SAS No. 98, Omnibus Statement
on Auditing Standards—2002, has been moved to AU section 530A until the effective date of SAS No.

103.
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How to Use This Volume

HOW TO USE THIS VOLUME

Scope of the Volume . . .

This volume, which is a reprint of the auditing part of the looseleaf edition
of AICPA Professional Standards, includes Statements on Auditing Standards
Nos. 1 through 111 and Statements on Standards for Attestation Engagements
Nos. 1 through 13, issued by the Auditing Standards Board, Accounting and
Review Services Committee, and the Consulting Services Executive Committee,
and Auditing Interpretations and Attest Engagements Interpretations issued
by the AICPA staff.

How This Volume Is Arranged ...
The contents of this volume are arranged as follows:

Applicability of AICPA Professional Standards and
PCAOB Standards

Cross-References to SASs

Statements on Auditing Standards and related Auditing
Interpretations

AU § 100—Introduction
AU § 200—The General Standards
AU § 300—The Standards of Field Work .
AU § 400—The First, Second, and Third Standards of Reporting
AU § 500—The Fourth Standard of Reporting
AU § 600—Other Types of Reports
AU § 700—Special Topics
AU § 800—Compliance Auditing
AU § 900—Special Reports of the Committee on Auditing Procedure
AU § Risk Assessment Standards: SAS No. 104—SAS No. 111
Appendixes ‘
Topical Index

Statements on Standards for Attestation Engagements and
related Attest Engagements Interpretations

AT § 20—Defining Professional Requirements in Statements on
Standards for Attestation Engagements

AT § 101—Attest Engagements

AT § 201—Agreed-Upon Procedures Engagements

AT § 301—Financial Forecasts and Projections

AT § 401—Reporting on Pro Forma Financial Information

AT § 501—Reporting on an Entity's Internal Control Over Financial
Reporting

AT § 601—Compliance Attestation
AT § 701—Management's Discussion and Analysis
Topical Index

Contents



2 How to Use This Volume

How to Use This Volume.. . .

The arrangement of material in this volume is indicated in the general
table of contents at the front of the volume. There is a detailed table of contents
covering the meterial within each major division.

The Applicability of AICPA Professional Standards and PCAOB Standards
section consists of one part as follows:

Part Iis a full-length narrative that provides guidance about Standards
applicable to nonissuers and Standards applicable to issuers. Information
about the PCBAOB's Interim Standards is included, as well as information
about major differences between GAAS and PCAOB Standards.

The Cross-References to SASs section consists of three parts as follows:

Part I is a list of Statements on Auditing Procedure Nos. 1-54, State-
ments on Auditing Standards Nos. 1-111 and Statements on Standards
for Attestation Engagements Nos. 1-13.

Part II provides a list of sources of sections in the current text.

Part I1I is a list of sections in Statement on Auditing Standards No. 1,
Codification of Auditing Standards and Procedures.

The major divisions are divided into sections, each with its own section
number. Each paragraph within a section is decimally numbered. For example,
AU section 210.04 refers to the fourth paragraph of section 210, Training and
Proficiency of the Independent Auditor.

Auditing Interpretations are numbered in the 9000 series with the last three
digits indicating the section to which the Interpretation relates. Interpretations
immediately follow their corresponding section. For example, Interpretations
related to section 311 are numbered 9311 which directly follows section 311.

There are five appendixes as follows:

Appendix A provides the historical background for the present State-
ments on Auditing Standards.

Appendix B provides an analysis of International Standards on Audit-
ing to AICPA Statements on Auditing Standards.

Appendix C is reserved.

Appendix D provides a list of AICPA Audit and Accounting Guides and
Statements of Position.

Appendix E provides a schedule of changes in Statements on Auditing
Standards since the issuance of Statement on Auditing Standards No. 1,
Codification of Auditing Standards and Procedures, Nos. 33 through 54.

Appendix F provides a list of other auditing publications published by
the AICPA as of January 1, 2006, that have been reviewed by the AICPA
Audit and Attest Standards staff and are therefore presumed to be appro-
priate under GAAS as defined in section 150, Generally Accepted Auditing
Standards.
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Statements on Standards for Attestation Engagements and Attest Engage-
ments Interpretations appear with the prefix AT in their section numbers. At-
test Engagements Interpretations are numbered in the 9000 series with the
last three digits indicating the section to which the Interpretation relates. In-
terpretations immediately follow their corresponding section. For example, In-
terpretations relating to section 101 are numbered 9101 which directly follows
section 101.

The AU topical index covers the Statements on Auditing Standards and
Auditing Interpretations. The AT topical index covers the Statements on Stan-
dards for Attestation Engagements and Attest Engagements Interpretations.

The topical indexes use the key word method to facilitate reference to the
pronouncements. The indexes are arranged alphabetically by topic with refer-
ences to major division, section and paragraph numbers.

[The next page is 21.]
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Part |

Applicability of AICPA Professional Standards
and Public Company Accounting Oversight
Board Standards

Background

As a result of the passage of the Sarbanes-Oxley Act of 2002 (Act), auditing
and related professional practice standards to be used in the performance of
and reporting on audits of the financial statements of public companies are
established by the Public Company Accounting Oversight Board (PCAOB).

The term public companies, as used above, actually encompasses more enti-
ties than just public companies. To state the authority of the PCAOB more
precisely—the Act authorizes the PCAOB to establish auditing and related
attestation, quality control, ethics, and independence standards to be used
by registered public accounting firms in the preparation and issuance of
audit reports for entities subject to the Act or the rules of the Securities and
Exchange Commission (SEC).

Accordingly, public accounting firms registered with the PCAOB are required
to adhere to all PCAOB standards in the audits of issuers, as defined by the
Act, and other entities when prescribed by the rules of the SEC (hereinafter
collectively referred to as issuers).

For audits of entities not subject to the Act or the rules of the SEC (hereinafter
referred to as nonissuers), the preparation and issuance of audit reports must
be conducted in accordance with the AICPA Code of Professional Conduct and
the standards promulgated by the AICPA Auditing Standards Board (ASB).
Audits of nonissuers remain governed by generally accepted auditing standards
(GAAS) and Statements on Quality Control Standards as issued by the ASB.

Who Is an Issuer?

The term issuer means an issuer (as defined in section 3 of the Securities
Exchange Act of 1934 (15 U.S.C. 78¢)), the securities of which are registered
under section 12 of that Act (15 U.S.C. 78l), or that is required to file reports
under section 15(d) (15 U.S.C. 780(d)), or that files or has filed a registration
statement that has not yet become effective under the Securities Act of 1933
(15 U.S.C. 77a et seq.), and that it has not withdrawn.

Standards Applicable to the Audits of Nonissuers

With the formation of the PCAOB, the ASB was reconstituted and its jurisdic-
tion amended to recognize the ASB as a body with the authority to promulgate
auditing, attestation and quality control standards relating to the preparation
and issuance of audit reports for nonissuers.

Failure to follow ASB standards in the audit of a nonissuer would be considered
a violation of Rule 201, General Standards [ET section 201.01], and/or Rule
202, Compliance With Standards [ET section 202.01], of the AICPAs Code of
Professional Conduct (AICPA Code).
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As a caution to readers, pursuant to SAS No. 95, Generally Accepted Auditing
Standards [AU section 150], interpretative publications are recommendations
on the application of SASs in specific circumstances, including engagements for
entities in specialized industries. Interpretative Publications, which include
auditing interpretations, auditing guidance in Audit and Accounting Guides
(Guides), and auditing guidance found in Statements of Position (SOPs), are
issued under the authority of the ASB. The auditor should identify Interpre-
tative Publications applicable to his or her audit. If the auditor does not apply
the auditing guidance included in an applicable Interpretative Publication, the
auditor should be prepared to explain how he or she complied with the SAS
provisions addressed by such auditing guidance.

The ASB will continue to issue SASs and Interpretative Publications that relate
to audits of nonissuers and auditors should be alert to those issuances.

Standards Applicable to the Audits of Issuers

Rule 3100 issued by the PCAOB (see PCAOB Release No. 2003-009) generally
requires all registered public accounting firms to adhere to the PCAOB's stan-
dards in connection with the preparation or issuance of any audit report on the
financial statements of an issuer. Rule 3100 requires registered public account-
ing firms and their associated persons to comply with all applicable standards.
Accordingly, if the PCAOB's standards do not apply to an engagement or other
activity of the firm, Rule 3100, by its own terms, does not apply to that engage-
ment or activity.

Compliance With Standards Applicable to the Audits of Issuers

Any registered public accounting firm or person associated with such a firm
that fails to adhere to applicable PCAOB Standards in connection with an au-
dit of the financial statements of an issuer may be the subject of a PCAOB
disciplinary proceeding in accordance with Section 105 of the Act. In addition,
the Act provides that any violation of the PCAOB's Rules is to be treated for all
purposes in the same manner as a violation of the Securities Exchange Act of
1934, 15 U.S.C. 78a et seq., or the rules and regulations issued thereunder, and
any person violating the PCAOB's Rules "shall be subject to the same penalties,
and to the same extent, as for a violation of [the Exchange] Act or such rules or
regulations."

Rules 201 [ET section 201.01] and 202 [ET section 202.01] of the AICPA's Code
of Professional Conduct require a member who performs auditing and other pro-
fessional services to comply with standards promulgated by bodies designated
by AICPA Council. AICPA Council has designated the PCAOB as a body with
the authority to promulgate auditing and related attestation standards, quality
control, ethics, independence and other standards relating to the preparation
and issuance of audit reports for issuers.

The AICPA's Professional Ethics Division is able to hold an AICPA member
who performs audits of the financial statements of issuers accountable under
Rules 201 [ET section 201.01] and 202 [ET section 202.01] of the AICPA's Code
of Professional Conduct for compliance with PCAOB's auditing and related pro-
fessional practice standards when performing such audits.

PCAOB’s Adoption of Interim Standards

The PCAOB is subject to SEC oversight. As such, rules and standards issued
by the PCAOB must be approved by the SEC before they become effective.
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The PCAOB has adopted interim standards through rules contained in PCAOB
Release No. 2003-006. The SEC granted approval to these rules. Essentially,
the interim standards that the PCAOB adopted were the generally accepted
auditing standards, attestation standards, quality control standards issued by
the ASB, certain former AICPA SEC Practice Section (SECPS) membership re-
quirements, certain AICPA ethics and independence rules, and Independence
Standards Board rules as they existed on April 16, 2003. These interim stan-
dards will remain in effect while the PCAOB conducts a review of standards ap-
plicable to registered public accounting firms. Based on this review, the PCAOB
may modify, repeal, replace or adopt, in part or in whole, the interim standards.
As stated below, the PCAOB's interim independence standards are not to be in-
terpreted to supercede the SEC's independence requirements.

The PCAOB's interim standards (known as the Interim Professional Auditing
Standards) consist of five rules (Rules 3200T, 3300T 3400T, 3500T, and 3600T),
which are described below.

Rule 3200T—Interim Auditing Standards, as Amended by
PCAOB Release 2003-026

Rule 3200T provides that, in connection with the preparation or issuance of
any audit report on the financial statements of an issuer, a registered public
accounting firm shall comply with generally accepted auditing standards as
described in the ASB's SAS No. 95, as in existence on April 16, 2003, to the
extent not superseded or amended by the PCAOB.

Rule 3300T—Interim Atestation Standards, as Amended by
PCAOB Release 2003-026

Rule 3300T governs the conduct of engagements that (i) are described in the
ASB's Statement on Standards for Attestation Engagements (SSAE) No. 10,
Attestation Standards: Revision and Recodification [AT sections 101-701], and
(ii) relate to the preparation or issuance of audit reports for issuers. Registered
public accounting firms involved in such engagements are required to comply
with the ASB's SSAEs, and related interpretations and AICPA Statements of
Position, as in existence on April 16, 2003, to the extent not superseded or
amended by the PCAOB.

Rule 3400T—Interim Quality Control Standards, as Amended
by PCAOB Release 2003-026

Rule 3400T sets forth minimum quality control standards with which registered
public accounting firms must comply, in order to ensure that registered public
accounting firms, and their personnel, comply with applicable accounting and
auditing (and other professional) standards. Through Rule 3400T, the PCAOB
has provisionally designated the Statements on Quality Control Standards pro-
posed and issued by the ASB and certain former AICPA SECPS! membership
requirements, as they existed, and as they applied to SECPS members, on
April 16, 2003, to the extent not superseded or amended by the PCAOB, as the
PCAOB's Interim Quality Control Standards.

Because the PCAOB intends the Interim Quality Control Standards to pre-
serve existing standards as they applied on April 16, 2003 consistent with

! Effective January 1, 2004, the AICPA Center for Public Company Audit Firms restructured and
replaced the SECPS.
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Section 103(a)(3) of the Act, those Interim Quality Control Standards adapted
from the former AICPA SECPS requirements apply only to those firms that
were members of the AICPA's SECPS on April 16, 2003.

Those requirements address the following matters:
®  Continuing professional education of audit firm personnel

® Concurring partner review of the audit réport and the financial state-
ments of SEC registrants

®  Written communication statement to all professional personnel of firm
policies and procedures on the recommendation and approval of ac-
counting principles, present and potential client relationships, and the
types of services provided

® Notification to the SEC of resignations and dismissals from audit en-
gagements for SEC registrants

®  Audit firm obligations with respect to the policies and procedures of
correspondent firms and of other members of international firms or
international associations of firms

®  Policies and procedures to comply with applicable independence re-
quirements

Rule 3500T— Interim Ethics Standards, as Amended by PCAOB
Release 2003-026

Rule 3500T sets forth ethical standards for registered public accounting firms
and their personnel. Through Rule 3500T, the PCAOB has provisionally desig-
nated Rule 102, Integrity and Objectivity, and its Interpretations [ET sections
102.01 and 191] of the AICPA Code, and interpretations and rulings thereun-
der, as they existed on April 16, 2003, to the extent not superseded or amended
by the PCAOB, as the PCAOB's Interim Ethics Standards.

Rule 3600T—Interim Independence Standards, as Amended by
PCAOB Release 2003-026

Rule 3600T sets forth independence standards for registered public accounting
firms and their personnel. Through Rule 3600T, the PCAOB has provisionally
designated Rule 101, Independence, and its Interpretations [ET sections 101.01
and 191] of the AICPA Code, and Interpretations and rulings thereunder, as
they existed on April 16, 2003, to the extent not superseded or amended by
the PCAOB, and Standards Nos. 1, 2, and 3, and Interpretations 99-1, 00-1,
and 00-2 of the Independence Standards Board (ISB), to the extent not su-
perseded or amended by the PCAOB, as the PCAOB's Interim Independence
Standards. In addition, the PCAOB requires compliance with the SEC's inde-
pendence rules. The PCAOB's Interim Independence Standards are not to be
interpreted to supersede the SEC's independence requirements. Therefore, to
the extent that a provision of the SEC's rule or policy is more restrictive—or less
restrictive—than the PCAOB's Interim Independence Standards, a registered
public accounting firm must comply with the more restrictive requirement.

Maijor Existing Differences Between AICPA Standards
and PCAOB Standards

As this publication was being finalized, the major differences between generally
accepted auditing standards and final PCAOB standards approved by the SEC
are as follows:
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® Audit Documentation. PCAOB Auditing Standard No. 3, Audit
Documentation, is applicable to audits of issuers. SAS No. 103, Audit
Documentation [AU section 339], which supersedes SAS No. 96, Audit
Documentation [AU section 339Al, is applicable to audits of nonissuers.
SAS No. 103 is effective for audits of financial statements for periods
ending on or after December 15, 2006. Earlier application is permitted.

® Audit of Internal Control. In connection with the requirement of
Section 404(b) of the Sarbanes-Oxley Act that an issuer's independent
auditor attest to and report on management's assessment of the effec-
tiveness of internal control, PCAOB Auditing Standard No. 2, An Audit
of Internal Control Over Financial Reporting Performed in Conjunction
With an Audit of Financial Statements, establishes requirements and
provides direction that apply when an auditor is engaged to audit the
internal control over financial reporting and to perform that audit in
conjunction with the audit of an issuer's financial statements. PCAOB
conforming amendments related to PCAOB Auditing Standard No. 2
supersedes SAS No. 60, Communication of Internal Control Related
Matters Noted in an Audit, and AT Section 501, Reporting on an En-
tity's Internal Control Over Financial Reporting.

® References in Auditor’s Reports. PCAOB Auditing Standard No.
1 requires registered public accounting firms to include in their re-
ports on engagements performed pursuant to the PCAOB's auditing
and related professional practice standards, including audits and re-
views of financial statements, a reference to the standards of the Public
Company Accounting Oversight Board (United States).

® Concurring Partner. Rule 3400T requires the establishment of poli-
cies and procedures for a concurring review (generally the SECPS
membership rule).?

¢ Communication of Firm Policy. Rule 3400T requires registered
firms to communicate through a written statement to all professional
firm personnel the broad principles that influence the firm's quality
control and operating policies and procedures on, at a minimum, mat-
ters that relate to the recommendation and approval of accounting
principles, present and potential client relationships, and the types
of services provided, and inform professional firm personnel period-
ically that compliance with those principles is mandatory (generally
the SECPS membership rule).

e Affiliated Firms. Rule 3400T requires registered firms that are part
of an international association to seek adoption of policies and proce-
dures by the international organization or individual foreign associ-
ated firms consistent with PCAOB standards.

® Partner Rotation. Rule 3600T requires compliance with the SEC's
independence rules which include partner rotation.

® Continuing Professional Education (CPE) Requirements. Rule
3400T requires registered accounting firms to ensure that all of their
professionals participate in at least 20 hours of qualifying CPE every
year (generally the SECPS membership rule).

® Independence Matters. Rule 3600T requires compliance with
Standards Nos. 1, 2, and 3, and Interpretations 99-1, 00-1, and 00-2 of

2 Firms that were not members of the AICPA's SECPS as of April 16, 2003 do not have to comply
with this requirement.
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the Independence Standards Board. Also, to the extent that a provision
of the SEC's independence rules or policies are more restrictive—or less
restrictive—than the PCAOB's interim independence standards, a reg-
istered public accounting firm shall comply with the more restrictive
requirement.

Standards Applicable if a Nonissuer’s Financial
Statements Are Audited in Accordance With Both
GAAS and PCAOB Auditing Standards

The Audit Issues Task Force (a task force of the ASB) has issued Auditing
Interpretation No. 18, "Reference to PCAOB Standards in an Audit Report on a
Nonissuer," of SAS No. 58, Reports on Audited Financial Statements [AU section
9508.89-.92], that addresses the question of which standards are applicable
and how should the auditor report if an auditor is engaged to perform an audit
of a nonissuer in accordance with GAAS and PCAOB auditing standards. The
Interpretation states that an auditor may indicate that the audit was conducted
in accordance with GAAS and another set of auditing standards. If the auditor
conducted the audit in accordance with generally accepted auditing standards
and the auditing standards of the PCAOB, the auditor may indicate in the
auditor's report that the audit was conducted in accordance with both sets of
standards. The Interpretation provides example report language.

AICPA Standards and the Audits of Issuers

If a registered public accounting firm performs an audit or review of an is-
suer in accordance with PCAOB standards, the auditor does not need to follow
standards promulgated by the ASB. However, AICPA members are required to
comply with the AICPA Code in addition to the ethics and independence rules
and standards required by the SEC and PCAOB.

[The next page is 33.]
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List of Statements on Auditing Procedure
Nos. 1-54, Statements on Auditing
Standards, and Statements on Standards
for Attestation Engagements Issued fo Date

Statements on Auditing Procedure

Date
No. Issued Title
1 | Oct. 1939 | Extensions of Auditing Procedure
2 | Dec. 1939 | The Auditor's Opinion on the Basis of a Restricted
. Examination
3 | Feb. 1940 Inventories and Receivables of Department Stores,
Instalment Houses, Chain Stores, and Other Retailers
4 | Mar. 1941 Clients' Written Representations Regarding
Inventories, Liabilities, and Other Matters
5 | Feb. 1941 The Revised SEC Rule on "Accountants'
Certificates" ,
6 | Mar. 1941 | The Revised SEC Rule on "Accountants'
Certificates"
7 | Mar. 1941 | Contingent Liability Under Policies With Mutual
Insurance Companies
8 | Sept. 1941 | Interim Financial Statements and the Auditor's
Report Thereon
9 | Dec. 1941 | Accountants' Reports on Examinations of Securities
and Similar Investments Under the Investment
Company Act
10 | June 1942 | Auditing Under Wartime Conditions
11 | Sept. 1942 | The Auditor's Opinion on the Basis of a Restricted
Examination (No. 2)
12 | Oct. 1942 Amendment to Extensions of Auditing Procedure
13 | Dec. 1942 The Auditor's Opinion on the Basis of a Restricted
Examination (No. 3) Face-Amount Certificate
Companies
14 | Dec. 1942 " | Confirmation of Public Utility Accounts Receivable
15 | Dec. 1942 Disclosure of the Effect of Wartime Uncertainties on
Financial Statements
16 | Dec. 1942 Case Studies on Inventories
17 | Dec. 1942 Physical Inventories in Wartime
18 | Jan. 1943 Confirmation of Receivables From the Government
19 | Now. 1943 Confirmation of Receivables (Positive and Negative
Methods)
20 | Dec. 1943 Termination of Fixed Price Supply Contracts
21 | July 1944 Wartime Government Regulations

35
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Statements on Auditing Procedure —continued

Date

No. Issued Title

22 | May 1945 | References to the Independent Accountant in
Securities Registrations

23 | Dec. 1949 Clarification of Accountant's Report When Opinion is
Omitted (Revised)

24 | Oct. 1948 Revision in Short-Form Accountant's Report or

» Certificate

25 | Oct. 1954 Events Subsequent to the Date of Financial
Statements

26 | April 1956 | Reporting on Use of "Other Procedures"

27 | July 1957 Long-Form Reports

28 | Oct. 1957 Special Reports

29 | Oct. 1958 Scope of the Independent Auditor's Review of Internal
Control

30 | Sept. 1960 | Responsibilities and Functions of the Independent
Auditor in the Examination of Financial Statements

31 | Oct. 1961 Consistency

32 | Sept. 1962 | Qualifications and Disclaimers

33 | Dec. 1963 Auditing Standards and Procedures (a codification)

34 | Sept. 1965 | Long-Term Investments

35 | Nov. 1965 Letters for Underwriters

36 | Aug. 1966 | Revision of "Extensions of Auditing Procedure"
Relating to Inventories

37 | Sept. 1966 | Special Report: Public Warehouses Controls and
Auditing Procedures for Goods Held

38 | Sept. 1967 | Unaudited Financial Statements

39 | Sept. 1967 | Working Papers

40 | Oct. 1968 Reports Following a Pooling of Interests

41 | Oct. 1969 Subsequent Discovery of Facts Existing at the Date of
the Auditor's Report

42 | Jan. 1970 Reporting When a Certified Public Accountant Is Not
Independent

43 | Sept. 1970 | Confirmation of Receivables and Observation of
Inventories

44 | April 1971 | Reports Following a Pooling of Interests

45 | July 1971 Using the Work and Reports of Other Auditors

46 | July 1971 Piecemeal Opinions

47 | Sept. 1971 | Subsequent Events

48 | Oct. 1971 Letters for Underwriters

49 | Nowv. 1971 Reports on Internal Control

50 | Nov. 1971 Reporting on the Statement of Changes in Financial
Position

51 | July 1972 Long-Term Investments

52 | Oct. 1972 Reports on Internal Control Based on Criteria
Established by Governmental Agencies

53 | Now. 1972 Reporting on Consistency and Accounting Changes

54 | Nov. 1972 The Auditor's Study and Evaluation of Internal
Control
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Statements on Auditing Standards’

Date
No. Issued Title Section
1 | Nowv. 1972 | Codification of Auditing Standards See Part
and Procedures I
2 Oct. 1974 | Reports on Audited Financial Statements
[Superseded by SAS 58]

3 Dec. 1974 | The Effects of EDP on the Auditor's Study
and Evaluation of Internal Control
[Superseded by SAS 48]

4 Dec. 1974 | Quality Control Considerations for a
Firm of Independent Auditors
[Superseded by SAS 25]

5 July 1975 | The Meaning of "Present Fairly in
Conformity With Generally Accepted
Accounting Principles" in the
Independent Auditor's Report
[Superseded by SAS 69]

6 | July 1975 Related Party Transactions [Superseded
by SAS 45]

7 Oct. 1975 | Communications Between Predecessor
and Successor Auditors [Superseded

by SAS 84] B

8 | Dec. 1975 | Other Information in Documents
Containing Audited Financial
Statements - 550
9 Dec. 1975 | The Effect of an Internal Audit

Function on the Scope of the Independent
Auditor's Examination [Superseded by
SAS 65]

10 Dec. 1975 | Limited Review of Interim Financial
Information [Superseded by SAS 24]

11 Dec. 1975 | Using the Work of a Specialist
[Superseded by SAS 73]

12 | Jan. 1976 | Inquiry of a Client’s Lawyer
Concerning Litigation, Claims,

and Assessments 337
13 May 1976 | Reports on a Limited Review of Interim
Financial Information [Superseded by
SAS 24]

14 Dec. 1976 | Special Reports [Superseded by SAS 62]
15 Dec. 1976 | Reports on Comparative Financial
Statements [Superseded by SAS 58]

16 Jan. 1977 | The Independent Auditor's Responsibility
for the Detection of Errors or
Irregularities [Superseded by SAS 53]

* Pronouncements in effect are indicated in boldface type.

1 Portions of Statement on Auditing Standards No. 1 have been superseded by subsequent
pronouncements.
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Statements on Auditing Standards —continued

Date
No. Issued Title Section
17 Jan. 1977 | Illegal Acts by Clients [Superseded by

SAS 54]

18 | May 1977 | Unaudited Replacement Cost Information
[Withdrawn by the Auditing Standards
Board}

19 June 1977 | Client Representations [Superseded by
SAS 85]

20 | Aug. 1977 | Required Communication of Material
Weaknesses in Internal Accounting
Control [Superseded by SAS 60}

21 Dec. 1977 | Segment Information [Rescinded by the
Auditing Standards Board]?

22 | Mar. 1978 | Planning and Supervision 3113
23 Oct. 1978 | Analytical Review Procedures [Superseded
by SAS 56]
24 | Mar. 1979 | Review of Interim Financial Information
[Superseded by SAS 36]

25 | Nowv. 1979 | The Relationship of Generally
Accepted Auditing Standards to
Quality Control Standards 161
26 | Nowv. 1979 | Association With Financial Statements 504
27 Dec. 1979 | Supplementary Information Required by
the Financial Accounting Standards Board
[Superseded by SAS 52]

28 | June 1980 | Supplementary Information on the

Effects of Changing Prices [Withdrawn by
SAS 52]

29 | July 1980 | Reporting on Information
Accompanying the Basic Financial
Statements in Auditor-Submitted
Documents 551
30 July 1980 | Reporting on Internal Accounting Control
[Superseded by SSAE 2]

2 The Auditing Standards Board (ASB) has rescinded Statement on Auditing Standards No. 21,
effective for audits of financial statements to which Financial Accounting Standards Board (FASB)
Statement No. 131, Disclosures about Segments of an Enterprise and Related Information, has been
applied. FASB Statement No. 131 is effective for fiscal years beginning after December 15, 1997, with
earlier application encouraged. The Audit Issues Task Force of the ASB has issued an interpretation
of Statement on Auditing Standards No. 31, Evidential Matter, entitled "Applying Auditing Proce-
dures to Segment Disclosures in Financial Statements," to provide guidance for audits of financial
statements of entities that have implemented FASB Statement No. 131. The auditing interpretation
appears in section 9326, Evidential Matter: Auditing Interpretations of Section 326, paragraphs .28
through .41.

3 Statement on Auditing Standards No. 22, as amended, will be superseded by Statement on
Auditing Standards No. 108 closer to the effective date of Statement on Auditing Standards No.
108, which is effective for audits of financial statements for periods beginning on or after December
15, 2006. Earlier application is permitted. Statement on Auditing Standards No. 108 is included in
the "AU Risk Assessment Standards: SAS No. 104-SAS No. 111" section, following the "AU Section
900—Special Reports of the Committee on Auditing Procedure” section, of this publication.
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Statements on Auditing Standards —continued

Date
No. Issued Title Section
31 | Aug.1980 | Evidential Matter 3264
32 Oct. 1980 | Adequacy of Disclosure of Financial

Statements 431
33 Oct. 1980 Supplementary Oil and Gas Reserve
Information [Superseded by SAS 45]

34 Mar. 1981 | The Auditor's Considerations When a
Question Arises About an Entity's
Continued Existence [Superseded by
SAS 59]

35 | April 1981 | Special Reports—Applying Agreed-Upon
Procedures to Specified Elements,
Accounts, or Items of a Financial
Statement [Superseded by SAS 75]

36 April 1981 | Review of Interim Financial Information

[Superseded by SAS 71}
37 | April 1981 | Filings Under Federal Securities

Statutes 711
38 April 1981 | Letters for Underwriters [Superseded by

SAS 49]
39 | June 1981 | Audit Sampling 350°

40 Feb. 1982 Supplementary Mineral Reserve
Information [Superseded by SAS 52]
41| April 1982 | Working Papers [Superseded by SAS 96]
42 | Sept. 1982 | Reporting on Condensed Financial

: Statements and Selected Financial
Data 552
43 | Aug. 1982 | Omnibus Statement on Auditing
Standards®
44 Dec. 1982 | Special-Purpose Reports on Internal
Accounting Control at Service
Organizations [Superseded by SAS 70]

4 Statement on Auditing Standards No. 31, as amended, will be superseded by Statement on
Auditing Standards No. 106 closer to the effective date of Statement on Auditing Standards No. 106,
which is effective for audits of financial statements for periods beginning on or after December 15,
2006. Earlier application is permitted. Statement on Auditing Standards No. 106 is included in the
"AU Risk Assessment Standards: SAS No. 104—SAS No. 111" section, following the "AU Section 900—
Special Reports of the Committee on Auditing Procedure" section, of this publication.

5 Statement on Auditing Standards No. 39, as amended, will be amended by Statement on Audit-
ing Standards No. 111 closer to the effective date of Statement on Auditing Standards No. 111, which
is effective for audits of financial statements for periods beginning on or after December 15, 2006, Ear-
lier application is permitted. Statement on Auditing Standards No. 111 is included in the "AU Risk
Assessment Standards: SAS No. 104-SAS No. 111" section, following the "AU Section 900—Special
Reports of the Committee on Auditing Procedure" section, of this publication.

6 Statement on Auditing Standards No. 43 has been integrated within sections 150.06 (superseded
by Statement on Auditing Standards No. 95), 320.50-.56 (superseded by Statement on Auditing Stan-
dards No. 55), 320.59-.62 (superseded by Statement on Auditing Standards No. 55), 331.14, 350.47
(formerly paragraph .46, renumbered to reflect conforming changes necessary due to the issuance of
Statement on Auditing Standards No. 53, as superseded by Statement on Auditing Standards No. 82,
as superseded by Statement on Auditing Standards No. 99), 420[.18] (formerly pardgraph .15, renum-
bered and deleted to reflect the issuance of Statement on Auditing Standards No. 43, Nos. 53-62, and
No. 88), 901.01, 901.24, and 901.28.
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40 Cross-References to SASs

Statements on Auditing Standards— continued

Date
No. Issued Title Section
45 Aug. 1983 | Omnibus Statement on Auditing
Standards—1983
46 | Sept. 1983 | Consideration of Omitted Procedures | .
After the Report Date 390
47 Dec. 1983 | Audit Risk and Materiality in
Conducting an Audit 3128

48 | July 1984 | The Effects of Computer Processing
on the Audit of Financial Statements®

49 Sept. 1984 | Letters for Underwriters [Superseded by

SAS 72]
50 | July 1986 | Reports on the Application of

Accounting Principles 625
51 July 1986 | Reporting on Financial Statements

Prepared for Use in Other Countries 534

52 | April 1988 | Omnibus Statement on Auditing
Standards—1987'¢

53 April 1988 | The Auditor's Responsibility to Detect and
Report Errors and Irregularities
[Superseded by SAS 82]

54 | April 1988 | Illegal Acts by Clients 317
55 | April 1988 | Consideration of Internal Control in

a Financial Statement Audit 319!
56 | April 1988 | Analytical Procedures 329

7 Statement on Auditing Standards No. 45 has created new sections 313, Substantive Tests Prior
to the Balance Sheet Date; 334, Related Parties; and 557, Supplementary Oil and Gas Reserve Infor-
mation (withdrawn by the issuance of Statement on Auditing Standards No. 52). Section 313 will be
superseded by Statement on Auditing Standards No. 110 closer to the effective date of Statement on
Auditing Standards No. 110, which is effective for audits of financial statements for periods beginning
on or after December 15, 2006. Earlier application is permitted. Statement on Auditing Standards No.
110 is included in the "AU Risk Assessment Standards: SAS No. 104—SAS No. 111" section, follow-
ing the "AU Section 900—Special Reports of the Committee on Auditing Procedure" section, of this
publication.

8 Statement on Auditing Standards No. 47, as amended, will be superseded by Statement on
Auditing Standards No. 107 closer to the effective date of Statement on Auditing Standards No.
107, which is effective for audits of financial statements for periods beginning on or after December
15, 2006. Earlier application is permitted. Statement on Auditing Standards No. 107 is included in
the "AU Risk Assessment Standards: SAS No. 104—-SAS No. 111" section, following the "AU Section
900—Special Reports of the Committee on Auditing Procedure" section, of this publication.

9 Statement on Auditing Standards No. 48 has been integrated within sections 311.03, 311.09,
311.10, 318.07 (superseded by Statement on Auditing Standards No. 56), 320.33 and 320.34 (super-
seded by Statement on Auditing Standards No. 55), 320.37 (superseded by Statement on Auditing
Standards No. 55), 320.57 and 320.58 (superseded by Statement on Auditing Standards No. 55),
320.65-.68 (superseded by Statement on Auditing Standards No. 55) and 326.12.

10 Statement on Auditing Standards No. 52 has been integrated within sections 411.05-.08 (su-
perseded by Statement on Auditing Standards No. 69) and 551.15 and has created a new section 558,
Required Supplementary Information.

11 Statement on Auditing Standards No. 55, as amended, will be superseded by Statements on
Auditing Standards No. 109 and No. 110 closer to the effective date of Statements on Auditing Stan-
dards No. 109 and No. 110, which are effective for audits of financial statements for periods beginning
on or after December 15, 2006. Earlier application is permitted. Statements on Auditing Standards
No. 109 and No. 110 are included in the "AU Risk Assessment Standards: SAS No. 104-SAS No. 111"
section, following the "AU Section 900—Special Reports of the Committee on Auditing Procedure"
section, of this publication.



Cross-References to SASs

Statements on Auditing Standards —continued

Date

No. Issued Title Section
57 | April 1988 | Auditing Accounting Estimates 342
58 | April 1988 | Reports on Audited Financial

Statements 508
59 | April 1988 | The Auditor’s Consideration of an

Entity’s Ability to Contmue asa

Going Concern 341
60 | April 1988 | Communication of Internal Control

Related Matters Noted in an Audit 325
61 | April 1988 | Communication With Audit

Committees 380
62 | April 1989 | Special Reports 623
63 | April 1989 | Compliance Auditing Applicable to

Governmental Entities and Other

Recipients of Governmental Financial

Assistance [Superseded by SAS 68]
64 Dec.1990 | Omnibus Statement on Auditing

Standards—1990'2
65 | April 1991 | The Auditor’s Conmderatlon of the

Internal Audit Function in an Audit

of Financial Statements 322
66 June 1991 | Communication of Matters About Interim

Financial Information Filed or to Be Filed

With Specified Regulatory Agencies—An

Amendment to SAS No. 36, Review of

Interim Financial Information

[Superseded by SAS 71}
67 Nov. 1991 | The Confirmation Process 330
68 Dec. 1991 | Compliance Auditing Applicable to

Governmental Entities and Other

Recipients of Governmental Financial

Assistance [Superseded by SAS 74]
69 Jan. 1992 | The Meaning of Present Fairly in

Conformity With Generally Accepted

Accounting Principles'® 411
70 | April 1992 | Service Organizations ' 324
71 May 1992 Interim Financial Information

[Superseded by SAS 100]
72 Feb. 1993 | Letters for Underwriters and Certain

Other Requesting Parties 634
73 July 1994 | Using the Work of a Specialist 336

12 Statement on Auditing Standards No. 64 has been integrated within sections 341.12, 508.74
(formerly paragraph .83, renumbered and amended, effective for reports issued or reissued on or after
February 29, 1996, by the issuance of Statement on Auditing Standards No. 79), and 543.16.

13 Title of Statement on Auditing Standards No. 69 has been amended by Statement on Auditing
Standards No. 93.

14 Title of Statement on Auditing Standards No. 70 has been amended by Statement on Auditing
Standards No. 88.
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42 Cross-References to SASs

Statements on Auditing Standards —continued

Date
No. Issued Title Section
74 Feb. 1995 | Compliance Auditing Considerations
in Audits of Governmental Entities

' and Recipients of Governmental
Financial Assistance 801
75 Sept. 1995 | Engagements to Apply Agreed-Upon
Procedures to Specified Elements,
Accounts, or Items of a Financial
Statement [Withdrawn by SAS 93]

76 | Sept. 1995 | Amendments to Statement on
Auditing Standards No. 72, Letters for
Underuwriters and Certain Other
Requesting Parties'®

77 Nov. 1995 | Amendments to Statements on
Auditing Standards No. 22, Planning
and Supervision, No. 59, The Auditor’s
Consideration of an Entity’s Ability to
Continue as a Going Concern, and No.
62, Special Reports'®

78 Dec. 1995 | Consideration of Internal Control in
a Financial Statement Audit: An
Amendment to Statement on
Auditing Standards No. 557

79 Dec. 1995 | Amendment to Statement on
Auditing Standards No. 58, Reports
on Audited Financial Statements'®

80 Dec. 1996 | Amendment to Statement on Auditing
Standards No. 31, Evidential Matter'®
81 Dec. 1996 | Auditing Investments [Superseded by
SAS 92]

82 Feb. 1997 Consideration of Fraud in a Financial
Statement Audit [Superseded by SAS 99]
83 Oct. 1997 | Establishing an Understanding With

the Client?®
84 Oct. 1997 Communications Between

Predecessor and Successor Auditors 315
85 Nov. 1997 | Management Representations 333

15 Statement on Auditing Standards No. 76 has been integrated within section 634.01, 634.09,
634.10, 634.64, and AT section 300.01 (superseded by Statement on Standards for Attestation En-
gagements No. 10).

16 Statement on Auditing Standards No. 77 has been integrated within sections 311.05, 341.13,
544.02, 544.04, 623.05, and 623.08.

17 Statement on Auditing Standards No. 78 has been integrated within section 319.

18 Statement on Auditing Standards No. 79 has been integrated within section 508.11, 508.19,
508.29-.32, 508.45—.49, 508.61, 508.62, and 508.74--.76.

19 Statement on Auditing Standards No. 80 has been integrated within section 326.07, 326.12—.14,
326.16—.22, and 326.25. ‘

20 Statement on Auditing Standards No. 83 has been integrated within section 310.05-.07.



Cross-References to SASs

Statements on Auditing Standards— continued

Date
No. Issued Title Section
86 Mar. 1998 | Amendment to Statement on
Auditing Standards No. 72, Letters for
Underwriters and Certain Other
Requesting Parties?

87 | Sept. 1998 | Restricting the Use of an Auditor’s
Report 532
88 | Dec.1999 | Service Orgamzatlons and Reporting
on Consistency??

89 | Dec.1999 | Audit Adjustments®

90 Dec. 1999 | Audit Committee Communications*
91 | Apr. 2000 | Federal GAAP Hierarchy?

92 | Sept.2000 | Auditing Derivative Instruments,
Hedging Activities, and Investments
in Securities 332
93 Oct. 2000 | Omnibus Statement on Auditing
Standards—2000%¢

94 May 2001 | The Effect of Information Technology
on the Auditor’s Consideration of
Internal Control in a Financial

Statement Audit?”
95 Dec. 2001 | Generally Accepted Auditing

Standards 150%8
96 | Jan.2002 | Audit Documentation 339%°

97 | June 2002 | Amendment to Statement on Auditing
Standards No. 50, Reports on the
Application of Accounting Principles®®

21 Statement on Auditing Standards No. 86 has been integrated with section 634.20, 634.22,
634.29, 634.33, 634.34, 634.55, 634.57, and 634.64.

22 Statement on Auditing Standards No. 88 has been integrated within sections 324 (title), 324.03,
324.06-.10, and 420.07-[.11].

23 Statement on Auditing Standards No. 89 has been integrated within sections 310.06, 333.06,
333.16, 380.09, and 380.10.

24 Statement on Auditing Standards No. 90 has been integrated within sections 380.03, 380.11,
and 722.25-.27 (superseded by Statement on Auditing Standards No. 100).

25 Statement on Auditing Standards No. 91 has been integrated within section 411.14, 411.15,
and 411.18.

26 Statement on Auditing Standards No. 93 has been integrated within sections 315.02, 315.12,
411 (title), 411.01, 508.08, and 622.

2T Statement on Auditing Standards No. 94 has been integrated within section 319.

28 Statement on Auditing Standards No. 95, as amended, will be amended by Statement on Audit-
ing Standards No. 105 closer to the effective date of Statement on Auditing Standards No. 105, which
is effective for audits of financial statements for periods beginning on or after December 15, 2006. Ear-
lier application is permitted. Statement on Auditing Standards No. 105 is included in the "AU Risk
Assessment Standards: SAS No. 104-SAS No. 111" section, following the "AU Section 900—Special
Reports of the Committee on Auditing Procedure" section, of this publication.

29 Statement on Auditing Standards No. 96 has been superseded by Statement on Auditing Stan-
dards No. 103 at section 339. Statement on Auditing Standards No. 96, as originally issued in January
2002, has been moved to section 339A until the effective date of Statement on Auditing Standards
No. 103.

30 Statement on Auditing Standards No. 97 has been integrated within section 625.01-.07 and
625.09-.11.
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44 Cross-References to SASs

Statements on Auditing Standards —continved

Date
No. Issued Title Section
98 | Sept.2002 | Omnibus Statement on Auditing
Standards—20023!
99 Oct. 2002 | Consideration of Fraud in a Financial
Statement Audit 316
100 | Nowv. 2002 | Interim Financial Information 722
101 | Jan. 2003 | Auditing Fair Value Measurements
and Disclosures 328

102 | Dec. 2005 | Defining Professional Requirements
in Statements on Auditing Standards 120
103 | Dec. 2005 | Audit Documentation 339
104 | Feb. 2006 | Amendment to Statement on
Auditing Standards No. 1
Codification of Auditing Standards
and Procedures (“Due Professional
Care in the Performance of Work”) 32
105 | Feb. 2006 | Amendment to Statement on
Auditing Standards No. 95, Generally
Accepted Auditing Standards %

106 | Feb.2006 | Audit Evidence 3

107 | Feb.2006 | Audit Risk and Materiality in
Conducting an Audit %

31 Statement on Auditing Standards No. 98 has been integrated within sections 150.05, 161 (head-
note), 161.02, 161.03, 312.34-.36, 312.38, 312.39, 312.41, 324.57-.61, 9324(.41-.42], 508.65, 530.03—
.05, 550.07, 551.12, 551.15, 551.16, 558.02, 558.08—.11, 560.01, and 561.01-.03.

32 Statement on Auditing Standards No. 104 will be integrated within section 230 closer to the
effective date of Statement on Auditing Standards No. 104, which is effective for audits of financial
statements for periods beginning on or after December 15, 2006. Earlier application is permitted.
Statement on Auditing Standards No. 104 is included in the "AU Risk Assessment Standards: SAS
No. 104-SAS No. 111" section, following the "AU Section 900—Special Reports of the Committee on
Auditing Procedure" section, of this publication.

33 Statement on Auditing Standards No. 105 will be integrated within section 150 closer to the
effective date of Statement on Auditing Standards No. 105, which is effective for audits of financial
statements for periods beginning on or after December 15, 2006. Earlier application is permitted.
Statement on Auditing Standards No. 105 is included in the "AU Risk Assessment Standards: SAS
No. 104—SAS No. 111" section, following the "AU Sectlon 900—Special Reports of the Committee on
Auditing Procedure" section, of this publication.

34 Statement on Auditing Standards No. 106 will supersede section 326 closer to the effective
date of Statement on Auditing Standards No. 106, which is effective for audits of financial statements
for periods beginning on or after December 15, 2006. Earlier application is permitted. Statement on
Auditing Standards No. 106 is included in the "AU Risk Assessment Standards: SAS No. 104—SAS No.
111" section, following the "AU Section 900—Special Reports of the Committee on Auditing Procedure”
section, of this publication.

35 Statement on Auditing Standards No. 107 will supersede section 312 closer to the effective
date of Statement on Auditing Standards No. 107, which is effective for audits of financial statements
for periods beginning on or after December 15, 2006. Earlier application is permitted. Statement on
Auditing Standards No. 107 is included in the "AU Risk Assessment Standards: SAS No. 104—SAS No.
111" section, following the "AU Section 900—Special Reports of the Committee on Auditing Procedure”
section, of this publication.



Cross-References to SASs

Statements on Auditing Standards —continved

Date
No. Issued Title Section

108 | Feb. 2006 | Planning and Supervision3

109 | Feb. 2006 | Understanding the Entity and Its
Environment and Assessing the Risks
of Material Misstatement®’

110 | Feb. 2006 | Performing Audit Procedures in
Response to Assessed Risks and
Evaluating the Audit Evidence
Obtained?®®

111 | Feb. 2006 | Amendment to Statement on Auditing
Standards No. 39, Audit Sampling °

Statements on Standards for Attestation Engagements

Date
No. Issued Title Section

1 Mar. 1986 | Attestation Standards [Revised and
recodified by SSAE 10; see AT sections 101,
301, and 401]

1 Dec. 1987 | Attest Services Related to MAS
Engagements [Revised and recodified by
SSAE 10; see AT sections 101, 301, and 401]

1 Oct. 1985 Financial Forecasts and Projections
[Revised and recodified by SSAE 10; see AT
sections 101, 301, and 401]

1 Sept. 1988 | Reporting on Pro Forma Financial

Information [Revised and recodified by
SSAE 10; see AT sections 101, 301, and 401]

36 Statement on Auditing Standards No. 108 will supersede sections 310 and 311 closer to the
effective date of Statement on Auditing Standards No. 108, which is effective for audits of financial
statements for periods beginning on or after December 15, 2006. Earlier application is permitted.
Statement on Auditing Standards No. 108 is included in the "AU Risk Assessment Standards: SAS
No. 104-SAS No. 111" section, following the "AU Section 900—Special Reports of the Committee on
Auditing Procedure" section, of this publication.

37 Statement on Auditing Standards No. 109 will supersede section 319 closer to the effective
date of Statement on Auditing Standards No. 109, which is effective for audits of financial statements
for periods beginning on or after December 15, 2006. Earlier application is permitted. Statement on
Auditing Standards No. 109 is included in the "AU Risk Assessment Standards: SAS No. 104—SAS No.
111" section, following the "AU Section 900—Special Reports of the Committee on Auditing Procedure”
section, of this publication.

38 Statement on Auditing Standards No. 110 will supersede sections 313 and 819 closer to the
effective date of Statement on Auditing Standards No. 110, which is effective for audits of financial
statements for periods beginning on or after December 15, 2006. Earlier application is permitted.
Statement on Auditing Standards No. 110 is included in the "AU Risk Assessment Standards: SAS
No. 104-SAS No. 111" section, following the "AU Section 900—Special Reports of the Committee on
Auditing Procedure" section, of this publication.

39 Statement on Auditing Standards No. 111 will be integrated within section 350 closer to the
effective date of Statement on Auditing Standards No. 111, which is effective for audits of financial
statements for periods beginning on or after December 15, 2006. Earlier application is permitted.
Statement on Auditing Standards No. 111 is included in the "AU Risk Assessment Standards: SAS
No. 104—SAS No. 111" section, following the "AU Section 900—Special Reports of the Committee on
Auditing Procedure" section, of this publication.
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Statements on Standards for Attestation Engagements — continued

Date
No. Issued Title Section

2 May 1993 | Reporting on an Entity's Internal Control
Over Financial Reporting [Revised and
recodified by SSAE 10; see AT section 501]

3 Dec. 1993 | Compliance Attestation [Revised and
recodified by SSAE 10; see AT section 601]

4 Sept. 1995 | Agreed-Upon Procedures Engagements
{Revised and recodified by SSAE 10; see
AT section 201]

5 Nov. 1995 | Amendment to Statement on Standards
for Attestation Engagements No. 1,
Attestation Standards [Revised and
recodified by SSAE 10; see AT section 101]

6 Dec. 1995 | Reporting on an Entity's Internal Control
Over Financial Reporting: An Amendment
to Statement on Standards for Attestation
Engagements No. 2 [Revised and
recodified by SSAE 10; see AT section 501]

7 Oct. 1997 | Establishing an Understanding With the
Client [Revised and recodified by SSAE
10; see AT section 101]

8 Mar. 1998 | Management's Discussion and Analysis
[Revised and recodified by SSAE 10; see
AT section 701]

9 Jan. 1999 | Amendments to Statement on Standards
for Attestation Engagements Nos. 1, 2,
and 3 [Revised and recodified by SSAE 10;
see AT sections 101, 501, and 601]

10 Jan. 2001 | Attestation Standards: Revision and
Recodification?’

11 Jan. 2002 | Attest Documentation*!

12 | Sept.2002 | Amendment to Statement on
Standards for Attestation
Engagements No. 10, Attestation
Standards: Revision and
Recodification*?

13 Dec. 2005 | Defining Professional Requirements
in Statements on Standards for
Attestation Engagements 20

40 Statement on Standards for Attestation Engagements No. 10 has been integrated within AT
sections 101, 201, 301, 401, 501, 601, and 701.

41 Statement on Standards for Attestation Engagements No. 11 has been integrated within AT
sections 101.100-[.108], 201[.27-.30], 301[.17], and 301[.32].

42 Statement on Standards for Attestation Engagements No. 12 has been integrated within AT
section 101.17 and 101.18.



Cross-References to SASs

Part Il

Sources of Sections in Current Text

Section Contents Source
100 Introduction
110 Responsibilities and Functions of the Independent

Auditor SAS 1*
120 Defining Professional Requirements in Statements

on Auditing Standards SAS 102
150 Generally Accepted Auditing Standards SAS 95!
161 The Relationship of Generally Accepted Auditing

Standards to Quality Control Standards SAS 25
200 The General Standards
201 Nature of the General Standards SAS 1*
210 Training and Proficiency of the Independent

Auditor SAS 1*
220 Independence SAS 1*

230 Due Professional Care in the Performance of Work | SAS 1*2
300 The Standards of Field Work
310 Appointment of the Independent Auditor SAS 1*

311 Planning and Supervision SAS 223
312 Audit Risk and Matenahty in Conductmg an Audit | SAS 474

* Portions of Statement on Auditing Standards No. 1 have been superseded by subsequent pro-
nouncements. See Part III.

1 Statement on Auditing Standards No. 95, as amended, will be amended by Statement on Audit-
ing Standards No. 105 closer to the effective date of Statement on Auditing Standards No. 105, which
is effective for audits of financial statements for periods beginning on or after December 15, 2006. Ear-
lier application is permitted. Statement on Auditing Standards No. 105 is included in the "AU Risk
Assessment Standards: SAS No. 104—SAS No. 111" section, following the "AU Section 900—Special
Reports of the Committee on Auditing Procedure" section, of this publication.

2 Statement on Auditing Standards No. 1, section 230, as amended, will be amended by Statement
on Auditing Standards No. 104 closer to the effective date of Statement on Auditing Standards No. 104,
which is effective for audits of financial statements for periods beginning on or after December 15,
2006. Earlier application is permitted. Statement on Auditing Standards No. 104 is included in the
"AU Risk Assessment Standards: SAS No. 104—SAS No. 111" section, following the "AU Section 900—
Special Reports of the Committee on Auditing Procedure” section, of this publication.

3 Statement on Auditing Standards No. 22, as amended, will be superseded by Statement on
Auditing Standards No. 108 closer to the effective date of Statement on Auditing Standards No. 108,
which is effective for audits of financial statements for periods beginning on or after December 15,
2006. Earlier application is permitted. Statement on Auditing Standards No. 108 is included in the
"AU Risk Assessment Standards: SAS No. 104—SAS No. 111" section, following the "AU Section 900—
Special Reports of the Committee on Auditing Procedure" section, of this publication.

4 Statement on Auditing Standards No. 47, as amended, will be superseded by Statement on
Auditing Standards No. 107 closer to the effective date of Statement on Auditing Standards No. 107,
which is effective for audits of financial statements for periods beginning on or after December 15,
2006. Earlier application is permitted. Statement on Auditing Standards No. 107 is included in the
"AU Risk Assessment Standards: SAS No. 104—SAS No. 111" section, following the "AU Section 900—
Special Reports of the Committee on Auditing Procedure” section, of this publication.
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Cross-References to SASs

Section Contents Source
313 Substantive Tests Prior to the Balance-Sheet Date | SAS 45°
315 Communications Between Predecessor and

Successor Auditors SAS 84
316 Consideration of Fraud in a Financial Statement

Audit SAS 99
317 Illegal Acts by Clients SAS 54
319 Consideration of Internal Control in a Financial

Statement Audit SAS 55°%
322 The Auditor's Consideration of the Internal Audit

Function in an Audit of Financial Statements SAS 65
324 | Service Organizations SAS 707
325 Communication of Internal Control Related

Matters Noted in an Audit SAS 60
326 Evidential Matter SAS 318
328 Auditing Fair Value Measurements and Disclosures| SAS 101
329 Analytical Procedures SAS 56
330 The Confirmation Process . SAS 67
331 Inventories SAS 1"
332 Auditing Derivative Instruments, Hedging

Activities, and Investments in Securities SAS 92
333 Management Representations - SAS 85
334 Related Parties SAS 45
336 Using the Work of a Specialist SAS 73
337 Inquiry of a Client's Lawyer Concerning

Litigation, Claims, and Assessments SAS 12
339 Audit Documentation SAS 96°

5 Section 313 will be superseded by Statement on Auditing Standards No. 110 closer to the ef-
fective date of Statement on Auditing Standards No. 110, which is effective for audits of financial
statements for periods beginning on or after December 15, 2006. Earlier application is permitted.
Statement on Auditing Standards No. 110 is included in the "AU Risk Assessment Standards: SAS
No. 104-SAS No. 111" section, following the "AU Section 900—Special Reports of the Committee on
Auditing Procedure" section, of this publication.

6 Statement on Auditing Standards No. 55, as amended, will be superseded by Statements on Au-
diting Standards No. 109 and No. 110 closer to the effective date of Statements on Auditing Standards
No. 109 and No. 110, which are effective for audits of financial statements for periods beginning on or
after December 15, 2006. Earlier application is permitted. Statements on Auditing Standards No. 109
and No. 110 are included in the "AU Risk Assessment Standards: SAS No. 104—SAS No. 111" section,
following the "AU Section 900—Special Reports of the Committee on Auditing Procedure” section, of
this publication.

7 Title of Statement on Auditing Standards No. 70 has been amended by Statement on Auditing
Standards No. 88.

8 Statement on Auditing Standards No. 31, as amended, will be superseded by Statement on
Auditing Standards No. 106 closer to the effective date of Statement on Auditing Standards No.
106, which is effective for audits of financial statements for periods beginning on or after December
15, 2006. Earlier application is permitted. Statement on Auditing Standards No. 106 is included in
the "AU Risk Assessment Standards: SAS No. 104—SAS No. 111" section, following the "AU Section
900—Special Reports of the Committee on Auditing Procedure" section, of this publication.

* See footnote * in this paragraph.
9 Statement on Auditing Standards No. 96 has been superseded by Statement on Auditing Stan-
dards No. 103 at section 339. Statement on Auditing Standards No. 96, as originally issued in January

2002, has been moved to section 339A until the effective date of Statement on Auditing Standards
No. 103.
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Section Contents Source

341 The Auditor's Consideration of an Entity's Ability

to Continue as a Going Concern SAS 59
342 Auditing Accounting Estimates SAS 57
350 Audit Sampling SAS 3910
380 Communications With Audit Committees SAS 61
390 Consideration of Omitted Procedures After the

Report Date SAS 46
400 The First, Second, and Third Standards of

Reporting
410 Adherence to Generally Accepted Accounting

Principles SAS 1"
411 The Meaning of Present Fairly in Conformity With

Generally Accepted Accounting Principles SAS 691!
420 Consistency of Application of Generally Accepted

Accounting Principles SAS 1*
431 Adequacy of Disclosure in Financial Statements SAS 32
435 Segment Information SAS 2112
500 The Fourth Standard of Reporting
504 Association With Financial Statements SAS 26
508 Reports on Audited Financial Statements SAS 58
530 Dating of the Independent Auditor's Report SAS 1*
532 Restricting the Use of an Auditor's Report SAS 87
534 Reporting on Financial Statements Prepared for

Use in Other Countries SAS 51
543 Part of Audit Performed by Other Independent

Auditors SAS 1*
544 Lack of Conformity With Generally Accepted E

Accounting Principles SAS 1*
550 Other Information in Documents Containing

Audited Financial Statements SAS 8
551 Reporting on Information Accompanying the Basic

Financial Statements in Auditor-Submitted

Documents SAS 29

0 Statement on Auditing Standards No. 39, as amended, will be amended by Statement on Audit-
ing Standards No. 111 closer to the effective date of Statement on Auditing Standards No. 111, which
is effective for audits of financial statements for periods beginning on or after December 15, 2006. Ear-
lier application is permitted. Statement on Auditing Standards No. 111 is included in the "AU Risk
Assessment Standards: SAS No. 104—SAS No. 111" section, following the "AU Section 900—Special
Reports of the Committee on Auditing Procedure" section, of this publication.

" See footnote * in this paragraph.

11 Title of Statement on Auditing Standards No. 69 has been amended by Statement on Auditing
Standards No. 93.

12 The Auditing Standards Board (ASB) has rescinded Statement on Auditing Standards No. 21,
effective for audits of financial statements to which Financial Accounting Standards Board (FASB)
Statement No. 131, Disclosures about Segments of an Enterprise and Related Information, has been
applied. FASB Statement No. 131 is effective for fiscal years beginning after December 15, 1997, with
earlier application encouraged. The Audit Issues Task Force of the ASB has issued an interpretation of
Statement on Auditing Standards No. 31 entitled "Applying Auditing Procedures to Segment Disclo-
sures in Financial Statements," to provide guidance for audits of financial statements of entities that
have implemented FASB Statement No. 131. The auditing interpretation appears in section 9326,
Evidential Matter: Auditing Interpretations of Section 326, paragraphs .28 through .41.
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Cross-References to SASs

Section Contents Source
552 Reporting on Condensed Financial Statements and
Selected Financial Data SAS 42
558 Required Supplementary Information SAS 52
560 Subsequent Events SAS1”
561 Subsequent Discovery of Facts Existing at the
Date of the Auditor's Report SAS 1~

600 Other Types of Reports

622 Engagements to Apply Agreed-Upon Procedures
to Specified Elements, Accounts, or Items of a
Financial Statement SAS 7513

623 Special Reports SAS 62
625 Reports on the Application of Accounting Principles | SAS 50
634 Letters for Underwriters and Certain Other

Requesting Parties SAS 72
700 Special Topics
711 Filings Under Federal Securities Statutes SAS 37
722 Interim Financial Information SAS 100

800 Compliance Auditing

801 Compliance Auditing Considerations in Audits of
Governmental Entities and Recipients of

Governmental Financial Assistance SAS 74
900 Special Reports of the Committee on Auditing
Procedure
901 Public Warehouses—Controls and Auditing
Procedures for Goods Held SAS 1+

Statements on Standards for Attestation Engagements

AT
Section Contents Source

20 Defining Professional Requirements in Statements | SSAE 13
on Standards for Attestation Engagements

101 Attest Engagements SSAE 10
201 Agreed-Upon Procedures Engagements SSAE 10
301 Financial Forecasts and Projections SSAE 10
401 Reporting on Pro Forma Financial Information SSAE 10
501 Reporting on an Entity's Internal Control Over SSAE 10
Financial Reporting
601 Compliance Attestation SSAE 10
701 Management's Discussion and Analysis SSAE 10

[The next page is 50-1.]

* See footnote * in this paragraph.

13 The ASB has withdrawn Statement on Auditing Standards No. 75 and its auditing interpreta-
tion, effective for audits of financial statements for periods ending on or after June 30, 2001, in order
to consolidate the guidance applicable to agreed-upon procedures engagements in professional stan-
dards. For guidance relating to performing and reporting on agreed-upon procedures engagements,
practitioners should refer to AT section 201, Agreed-Upon Procedures Engagements.
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Part il

List of Sections in Statement on Auditing
Standards No. 1, Codification of Auditing

Standards and Procedures’

Section Title! 2
100 Introduction

110 Responsibilities and Functions of the Independent
Auditor

150 Generally Accepted Auditing Standards [Superseded by SAS 95]
200 The General Standards

201 Nature of the General Standards

210 Training and Proficiency of the Independent Auditor

220 Independence

230 Due Professional Care in the Performance of Work!

300 The Standards of Field Work

310 Appointment of the Independent Auditor!

320 The Auditor's Study and Evaluation of Internal Control
[Superseded by SAS 55]

320A | Appendix A—Relationship of Statistical Sampling to Generally
Accepted Auditing Standards [Superseded by SAS 39]

320B Appendix B—Precision and Reliability for Statistical Sampling
in Auditing [Superseded by SAS 39}

330 Evidential Matter [Superseded by SAS 31]

331 Inventories!
332 Evidential Matter for Long-Term Investments [Superseded by
SAS 81]

338 Working Papers [Superseded by SAS 41]
400 The First, Second, and Third Standards of Reporting
410 Adherence to Generally Accepted Accounting Principles

420 Consistency of Application of Generally Accepted
Accounting Principles

430 Adequacy of Disclosure in Financial Statements [Superseded by
SAS 32]

500 The Fourth Standard of Reporting

* Pronouncements in effect are indicated in boldface type.

1 Current section titles are listed. Section titles reflect amendments and conforming changes
resulting from subsequent pronouncements.

2 Statement on Auditing Standards No. 1, section 230, as amended, will be amended by Statement
on Auditing Standards No. 104 closer to the effective date of Statement on Auditing Standards No.
104, which is effective for audits of financial statements for periods beginning on or after December
15, 2006. Earlier application is permitted. Statement on Auditing Standards No. 104 is included in
the "AU Risk Assessment Standards: SAS No. 104-SAS No. 111" section, following the "AU Section
900—Special Reports of the Committee on Auditing Procedure" section, of this publication.
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Cross-References to SASs

Section Title

510 Expression of Opinion in the Auditor's Report [Superseded by

v SAS 2]

511 Unqualified Opinion [Superseded by SAS 2]

512 Qualified Opinion [Superseded by SAS 2]

513 Adverse Opinion [Superseded by SAS 2]

514 Disclaimer of Opinion [Superseded by SAS 2]

515 Piecemeal Opinion [Superseded by SAS 2]

516 Unaudited Financial Statements [Superseded by SAS 26}

517 Reporting When a Certified Public Accountant Is Not
Independent [Superseded by SAS 26]

518 Negative Assurance [Superseded by SAS 26]

530 Dating of the Independent Auditor’s Report

535 Opinions on Prior Year's Statements [Superseded by SAS 2]

540 Circumstances Which Require a Departure From the Standard
Short-Form Report [Superseded by SAS 2]

541 Restrictions Imposed by the Client [Superseded by SAS 2]

542 Other Conditions Which Preclude the Application of Necessary
Auditing Procedures [Superseded by SAS 58]

543 Part of Audit Performed by Other Independent Auditors®

544 Lack of Conformity With Generally Accepted Accounting
Principles

545 Inadequate Disclosure [Superseded by SAS 58]

546 Reporting on Inconsistency [Superseded by SAS 58]

547 Unusual Uncertainties as to the Effect of Future Developments
on Certain Items [Superseded by SAS 2]

560 Subsequent Events

561 Subsequent Discovery of Facts Existing at the Date of the
Auditor’s Report

600 Other Types of Reports

610 Long-Form Reports [Superseded by SAS 29]

620 Special Reports [Superseded by SAS 14]

630 Letters for Underwriters [Superseded by SAS 38]

640 ‘Reports on Internal Control [Superseded by SAS 30]

641 Reports on Internal Control Based on Criteria Established by
Governmental Agencies [Superseded by SAS 30]

700 Special Topics :

710 Filings Under Federal Securities Statutes [Superseded by
SAS 37]

900 Special Reports of the Committee on Auditing Procedure

901 Public Warehouses—Controls and Auditing Procedures
for Goods Held!

[The next page is 51.]

1 See footnote 1 in this paragraph
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AU Section 100

STATEMENTS ON AUDITING
STANDARDS — Introduction

The following is a Codification of currently effective Statements on
Auditing Standards (SASs) and related Auditing Interpretations. State-
ments on Auditing Standards are issued by the Auditing Standards
Board (ASB), the senior technical body of the Institute designated to
issue pronouncements on auditing matters. Rule 202 of the Institute's
Code of Professional Conduct requires adherence to the applicable gen-
erally accepted auditing standards promulgated by the ASB. An audi-
tor should have sufficient knowledge of the SASs to identify those that
are applicable to his or her audit. An auditor is required to comply
with an unconditional requirement in all cases in which the circum-
stances exist to which the unconditional requirement applies. An auditor
is also required to comply with a presumptively mandatory requirement
in all cases in which the circumstances exist to which the presump-
tively mandatory requirement applies; however, in rare circumstances,
an auditor may depart from a presumptively mandatory requirement
provided the auditor documents his or her justification for the depar-
ture and how the alternative procedures performed in the circumstances
were sufficient to achieve the objectives of the presumptively mandatory
requirement.

Interpretations are issued under the authority of the Auditing Stan-
dards Board to provide recommendations on the application of State-
ments on Auditing Standards in specific circumstances, including en-
gagements for entities in specialized industries. An auditor should be
aware of and consider interpretations applicable to his or her audit. An
interpretation is not as authoritative as a pronouncement of the ASB;
however, if an auditor does not apply an auditing interpretation, the
auditor should be prepared to explain how he or she complied with the
SAS provisions addressed by such auditing interpretation. The specific
terms used to define professional requirements in the SASs are not in-
tended to apply to interpretations since interpretations are not auditing
standards. It is the ASB's intention to make conforming changes to the
interpretations over the next several years to remove any language that
would imply a professional requirement where none exists.
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AU Section 110

Responsibilities and Functions of the
Independent Auditor

Source: SAS No. 1, section 110; SAS No. 78; SAS No. 82.

Issue date, unless otherwise indicated: November, 1972.

01 The objective of the ordinary audit of financial statements by the in-
dependent auditor is the expression of an opinion on the fairness with which
they present, in all material respects, financial position, results of operations,
and its cash flows in conformity with generally accepted accounting principles.
The auditor's report is the medium through which he expresses his opinion or, if
circumstances require, disclaims an opinion. In either case, he states whether
his audit has been made in accordance with generally accepted auditing stan-
dards. These standards require him to state whether, in his opinion, the finan-
cial statements are presented in conformity with generally accepted accounting
principles and to identify those circumstances in which such principles have not
been consistently observed in the preparation of the financial statements of the
current period in relation to those of the preceding period.

Distinction Between Responsibilities of Auditor
and Management

.02 The auditor has a responsibility to plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free
of material misstatement, whether caused by error or fraud.! Because of the
nature of audit evidence and the characteristics of fraud, the auditor is able to
obtain reasonable, but not absolute, assurance that material misstatements are
detected.? The auditor has no responsibility to plan and perform the audit to
obtain reasonable assurance that misstatements, whether caused by errors or
fraud, that are not material to the financial statements are detected. [Paragraph
added, effective for audits of financial statements for periods ending on or after
December 15, 1997, by Statement on Auditing Standards No. 82.]

.03 The financial statements are management's responsibility. The audi-
tor's responsibility is to express an opinion on the financial statements. Manage-
ment is responsible for adopting sound accounting policies and for establishing

1 See section 312, Audit Risk and Materiality in Conducting an Audit, and section 316, Con-
sideration of Fraud in a Financial Statement Audit. The auditor's consideration of illegal acts and
responsibility for detecting misstatements resulting from illegal acts is defined in section 317, Ii-
legal Acts by Clients. For those illegal acts that are defined in that section as having a direct and
material effect on the determination of financial statement amounts, the auditor's responsibility to
detect misstatements resulting from such illegal acts is the same as that for error or fraud. [Footnote
added, effective for audits of financial statements for periods ending on or after December 15, 1997,
by Statement on Auditing Standards No. 82.]

2 See section 230, Due Professional Care in the Performance of Work, paragraphs .10 through .13.
[Footnote added, effective for audits of financial statements for periods ending on or after December 15,
1997, by Statement on Auditing Standards No. 82.]

AU §110.03
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and maintaining internal control that will, among other things, initiate, record,
process, and report transactions (as well as events and conditions) consistent
with management's assertions embodied in the financial statements. The en-
tity's transactions and the related assets, liabilities, and equity are within the
direct knowledge and control of management. The auditor's knowledge of these
matters and internal control is limited to that acquired through the audit. Thus,
the fair presentation of financial statements in conformity with generally ac-
cepted accounting principles?® is an implicit and integral part of management's
responsibility. The independent auditor may make suggestions about the form
or content of the financial statements or draft them, in whole or in part, based on
information from management during the performance of the audit. However,
the auditor's responsibility for the financial statements he or she has audited
is confined to the expression of his or her opinion on them. [Revised, April
1989, to reflect conforming changes necessary due to the issuance of Statement
on Auditing Standards Nos. 53 through 62. As amended, effective for audits of
financial statements for periods beginning on or after January 1, 1997, by State-
ment on Auditing Standards No. 78. Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 82, February 1997. Revised, April 2002,
to reflect conforming changes necessary due to the issuance of Statement on
Auditing Standards No. 94.]

Professional Qualifications

.04 The professional qualifications required of the independent auditor
are those of a person with the education and experience to practice as such.
They do not include those of a person trained for or qualified to engage in
another profession or occupation. For example, the independent auditor, in
observing the taking of a physical inventory, does not purport to act as an
appraiser, a valuer, or an expert in materials. Similarly, although the inde-
pendent auditor is informed in a general manner about matters of commercial
law, he does not purport to act in the capacity of a lawyer and may appro-
priately rely upon the advice of attorneys in all matters of law. [Paragraph
renumbered by the issuance of Statement on Auditing Standards No. 82,
February 1997.]

.05 In the observance of generally accepted auditing standards, the in-
dependent auditor must exercise his judgment in determining which auditing
procedures are necessary in the circumstances to afford a reasonable basis for
his opinion. His judgment is required to be the informed judgment of a qualified
professional person. [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 82, February 1997.]

Detection of Fraud

[.06-.09] [Superseded January 1977 by Statement on Auditing Standards
No. 16, as superseded by Statement on Auditing Standards No. 53, as super-
seded by section 316. Paragraphs renumbered by the issuance of Statement on
Auditing Standards No. 82, February 1997.]

3 The responsibilities and functions of the independent auditor are also applicable to financial
statements presented in conformity with a comprehensive basis of accounting other than generally
accepted accounting principles; references in this section to financial statements presented in confor-
mity with generally accepted accounting principles also include those presentations. [Footnote added,
effective for audits of financial statements for periods beginning on or after January 1, 1997, by State-
ment on Auditing Standards No. 78. Footnote renumbered by the issuance of Statement on Auditing
Standards No. 82, February 1997.]

AU §110.04
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Responsibility o the Profession

.10 The independent auditor also has a responsibility to his profession,
the responsibility to comply with the standards accepted by his fellow prac-
titioners. In recognition of the importance of such compliance, the American
Institute of Certified Public Accountants has adopted, as part of its Code of
Professional Conduct, rules which support the standards and provide a basis
for their enforcement. [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 82, February 1997.]

[The next page is 71.]
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AU Section 120

Defining Professional Requirements in
Statements on Auditing Standards

Source: SAS No. 102.

Effective December 2005.

Introduction

.01 This section sets forth the meaning of certain terms used in State-
ments on Auditing Standards (SASs) issued by the Auditing Standards Board
in describing the professional requirements imposed on auditors.

Professional Requirements

.02 SASs contain professional requirements together with related guid-
ance in the form of explanatory material. Auditors have a responsibility to con-
sider the entire text of a SAS in carrying out their work on an engagement and
in understanding and applying the professional requirements of the relevant
SASs.

.03 Not every paragraph of a SAS carries a professional requirement that
the auditor is expected to fulfill. Rather, the professional requirements are
communicated by the language and the meaning of the words used in the SASs.

.04 SASs use two categories of professional requirements, identified by
specific terms, to describe the degree of responsibility they impose on auditors,
as follows:

®  Unconditional requirements. The auditor is required to comply with
an unconditional requirement in all cases in which the circumstances
exist to which the unconditional requirement applies. SASs use the
words must or is required to indicate an unconditional requirement.

®  Presumptively mandatory requirements. The auditor is also required
to comply with a presumptively mandatory requirement in all cases
in which the circumstances exist to which the presumptively manda-
tory requirement applies; however, in rare circumstances, the auditor
may depart from a presumptively mandatory requirement provided
the auditor documents his or her justification for the departure and
how the alternative procedures performed in the circumstances were
sufficient to achieve the objectives of the presumptively mandatory
requirement. SASs use the word should to indicate a presumptively
mandatory requirement. ,

If a SAS provides that a procedure or action is one that the auditor "should con-
sider," the consideration of the procedure or action is presumptively required,
whereas carrying out the procedure or action is not. The professional require-
ments of a SAS are to be understood and applied in the context of the explana-
tory material that provides guidance for their application. Section 339, Audit
Documentation, establishes standards and provides guidance on the form, con-
tent, and extent of audit documentation.

AU §120.04
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Explanatory Material

.05 Explanatory material is defined as the text within a SAS (excluding
any related appendixes or interpretations!) that may:

®  Provide further explanation and guidance on the professional require-
ments; or

® Identify and describe other procedures or actions relating to the activ-
ities of the auditor.

.06 Explanatory material that provides further explanation and guidance
on the professional requirements is intended to be descriptive rather than im-
perative. That is, it explains the objective of the professional requirements
(where not otherwise self-evident); it explains why the auditor might consider
or employ particular procedures, depending on the circumstances; and it pro-
vides additional information for the auditor to consider in exercising profes-
sional judgment in performing the engagement.

.07 Explanatory material that identifies and describes other procedures
or actions relating to the activities of the auditor is not intended to impose a
professional requirement for the auditor to perform the suggested procedures
or actions. Rather, these procedures or actions require the auditor's attention
and understanding; how and whether the auditor carries out such procedures
or actions in the engagement depends on the exercise of professional judgment
in the circumstances consistent with the objective of the standard. The words
may, might, and could are used to describe these actions and procedures.

Application

.08 The provisions of this section are effective upon issuance.?

[The next page is 81.]

1 Auditing interpretations and certain appendixes represent interpretive publications, which dif-
fer from explanatory material. Interpretive publications, as defined in paragraphs .05 and .06 of
section 150, Generally Accepted Auditing Standards, as amended, reside outside of the standards
section of a SAS and are recommendations on the application of the SAS in specific circumstances,
including engagements for entities in specialized industries. In contrast, explanatory material is al-
ways contained within the standards sections of the SAS and is meant to be more descriptive in
nature. Interpretive publications are issued under the authority of the Auditing Standards Board
(ASB) and consist of auditing interpretations of the SASs, appendixes to the SASs (except for pre-
viously issued appendixes to original pronouncements that when adopted modified other SASs), au-
diting guidance included in AICPA Audit and Accounting Guides, and AICPA auditing Statements
of Position.

2 The specific terms used to define professional requirements in this section are not intended to
apply to interpretive publications issued under the authority of the ASB, since interpretive publica-
tions are not auditing standards. (See footnote 1.) It is the ASB's intention to make conforming changes
to the interpretive publications over the next several years to remove any language that would imply
a professional requirement where none exists. It is the ASB's intention that such language would only
be used in the standards sections of the SASs.

AU §120.05
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AU Section 150
Generally Accepted Auditing Standards S

(Supersedes SAS No. 1, section 150)
Source: SAS No. 95; SAS No. 98; SAS No. 102.

Effective for audits of financial statements for periods beginning on or after
December 15, 2001, unless otherwise indicated.

.01 An independent auditor plans, conducts, and reports the results of
an audit in accordance with generally accepted auditing standards (GAAS).
Auditing standards provide a measure of audit quality and the objectives to
be achieved in an audit. Auditing procedures differ from auditing standards.
Auditing procedures are acts that the auditor performs during the course of an
audit to comply with auditing standards. ‘

Auditing Standards

.02 The general, field work, and reporting standards (the 10 standards)
approved and adopted by the membership of the AICPA, as amended by the
AICPA Auditing Standards Board (ASB), are as follows:

General Standards

1. The audit is to be performed by a person or persons having adequate
technical training and proficiency as an auditor.

2. In all matters relating to the assignment, an independence in mental
attitude is to be maintained by the auditor or auditors.

3. Due professional care is to be exercised in the performance of the audit
and the preparation of the report.

Standards of Field Work

1. The work is to be adequately planned and assistants, if any, are to be
properly supervised.

2. A sufficient understanding of internal control is to be obtained to plan
the audit and to determine the nature, timing, and extent of tests to
be performed.

3. Sufficient competent evidential matter is to be obtained through in-
spection, observation, inquiries, and confirmations to afford a reason-
able basis for an opinion regarding the financial statements under
audit.

Standards of Reporting

1. The report shall state whether the financial statements are presented
in accordance with generally accepted accounting principles (GAAP).

§ This section has been amended by Statement on Auditing Standards No. 105, Amendment to
Statement on Auditing Standards No. 95, Generally Accepted Auditing Standards. This section will be
amended closer to the effective date of Statement on Auditing Standards No. 105, which is effective for
audits of financial statements for periods beginning on or after December 15, 2006. Earlier application
is permitted. Statement on Auditing Standards No. 105 is included in the "AU Risk Assessment
Standards: SAS No. 104—SAS No. 111" section, following the "AU Section 900—Special Reports of the
Committee on Auditing Procedure" section, of this publication.

AU §150.02
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2. The report shall identify those circumstances in which such principles
have not been consistently observed in the current period in relation
to the preceding period.

3. Informative disclosures in the financial statements are to be regarded
as reasonably adequate unless otherwise stated in the report.

4. The report shall contain either an expression of opinion regarding the
financial statements, taken as a whole, or an assertion to the effect
that an opinion cannot be expressed. When an overall opinion cannot
be expressed, the reasons therefor should be stated. In all cases where
an auditor's name is associated with financial statements, the report
should contain a clear-cut indication of the character of the auditor's
work, if any, and the degree of responsibility the auditor is taking.

.03 Rule 202, Compliance With Standards, of the AICPA Code of Profes-
sional Conduct [ET section 202.01], requires an AICPA member who performs
an audit (the auditor) to comply with standards promulgated by the ASB.! The
ASB develops and issues standards in the form of Statements on Auditing Stan-
dards (SASs) through a due process that includes deliberation in meetings open
to the public, public exposure of proposed SASs, and a formal vote. The SASs
are codified within the framework of the 10 standards.

.04 The auditor should have sufficient knowledge of the SASs to identify
those that are applicable to his or her audit. The nature of the 10 standards
and the SASs requires the auditor to exercise professional judgment in ap-
plying them. Materiality and audit risk also underlie the application of the 10
standards and the SASs, particularly those related to field work and reporting.?
When, in rare circumstances, the auditor departs from a presumptively manda-
tory requirement, the auditor must document in the working papers his or her
justification for the departure and how the alternative procedures performed in
the circumstances were sufficient to achieve the objectives of the presumptively
mandatory requirement. [As amended, effective December 2005, by Statement
on Auditing Standards No. 102.}

Interpretive Publications

.05 Interpretive publications consist of auditing Interpretations of the
SASs, appendixes to the SASs,? auditing guidance included in AICPA Audit and
Accounting Guides, and AICPA auditing Statements of Position.* Interpretive
publications are not auditing standards. Interpretive publications are recom-
mendations on the application of the SASs in specific circumstances, including
engagements for entities in specialized industries. An interpretive publication
is issued under the authority of the ASB after all ASB members have been
provided an opportunity to consider and comment on whether the proposed
interpretive publication is consistent with the SASs. [As amended, effective
September 2002, by Statement on Auditing Standards No. 98.]

I In certain engagements, the auditor also may be subject to other auditing requirements, such
as Government Auditing Standards issued by the comptroller general of the United States, or rules
and regulations promulgated by the U.S. Securities and Exchange Commission.

2 See section 312, Audit Risk and Materiality in Conducting an Audit.

3 Appendixes to SASs referred to in paragraph .05 of this section do not include previously issued
appendixes to original pronouncements that when adopted modified other SASs. {Footnote added,
effective September 2002, by Statement on Auditing Standards No. 98.]

4 Auditing Interpretations of the SASs are included in the codified version of the SASs and are
cross-referenced from the related AU sections in Appendix C. AICPA Audit and Accounting Guides
and auditing Statements of Position are listed in Appendix D. [Footnote renumbered by the issuance
of Statement on Auditing Standards No. 98, September 2002.]

AU §150.03
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.06 The auditor should be aware of and consider interpretive publications
applicable to his or her audit. If the auditor does not apply the auditing guid-
ance included in an applicable interpretive publication, the auditor should be
prepared to-explain how he or she complied with the SAS provisions addressed
by such auditing guidance.

Other Auditing Publications

.07 Other auditing publications include AICPA auditing publications not
referred to above; auditing articles in the Journal of Accountancy and other
professional journals; auditing articles in the AICPA CPA Letter; continuing
professional education programs and other instruction materials, textbooks,
guide books, audit programs, and checklists; and other auditing publications
from state CPA societies, other organizations, and individuals.® Other auditing
publications have no authoritative status; however, they may help the auditor
understand and apply the SASs.

.08 If an auditor applies the auditing guidance included in an other audit-
ing publication, he or she should be satisfied that, in his or her judgment, it is
both relevant to the circumstances of the audit, and appropriate. In determin-
ing whether an other auditing publication is appropriate, the auditor may wish
to consider the degree to which the publication is recognized as being helpful
in understanding and applying the SASs and the degree to which the issuer or
author is recognized as an authority in auditing matters. Other auditing pub-
lications published by the AICPA that have been reviewed by the AICPA Audit
and Attest Standards staff are presumed to be appropriate.®

Effective Date

.09 This section is effective for audits of financial statements for periods
beginning on or after December 15, 2001.

[The next page is 97.]

® The auditor is not expected to be aware of the full body of other auditing publications. [Footnote
renumbered by the issuance of Statement on Auditing Standards No. 98, September 2002.]

& Other auditing publications published by the AICPA that have been reviewed by the AICPA
Audit and Attest Standards staff are listed in AU Appendix F. [Footnote renumbered by the issuance
of Statement on Auditing Standards No. 98, September 2002.]

83

AU §150.09






The Relationship of GAAS to Quality Control Standards 97

AU Section 161

The Relationship of Generally Accepted Auditing
Standards to Quality Control Standards

(Supersedes SAS No. 4)"!
Source: SAS No. 25; SAS No. 98.

Issue date, unless otherwise indicated: November, 1979.

.01 The independent auditor is responsible for compliance with generally
accepted auditing standards in an audit engagement. Rule 202 [ET section
202.01] of the Rules of Conduct of the Code of Professional Conduct of the
American Institute of Certified Public Accountants requires members to comply
with such standards when associated with financial statements.

.02 A firm of independent auditors has a responsibility to adopt a system
of quality control in conducting an audit practice.? Thus, a firm should establish
quality control policies and procedures to provide it with reasonable assurance
that its personnel comply with generally accepted auditing standards in its au-
dit engagements. The nature and extent of a firm's quality control policies and
procedures depend on factors such as its size, the degree of operating autonomy
allowed its personnel and its practice offices, the nature of its practice, its orga-
nization, and appropriate cost-benefit considerations. [Revised, April 2002, to
reflect conforming changes necessary due to the issuance of Statement on Au-
diting Standards No. 96. As amended, effective September 2002, by Statement
on Auditing Standards No. 98.]

.03 Generally accepted auditing standards relate to the conduct of indi-
vidual audit engagements; quality control standards relate to the conduct of a
firm's audit practice as a whole. Thus, generally accepted auditing standards
and quality control standards are related, and the quality control policies and
procedures that a firm adopts may affect both the conduct of individual audit
engagements and the conduct of a firm's audit practice as a whole. However, de-
ficiencies in or instances of noncompliance with a firm's quality control policies
and procedures do not, in and of themselves, indicate that a particular audit
engagement was not performed in accordance with generally accepted auditing
standards. [As amended, effective September 2002, by Statement on Auditing
Standards No. 98.]

[The next page is 131.]

' [Footnote deleted by the issuance of Statement on Auditing Standards No. 98, September 2002.]

2 The elements of quality control are identified in Statement on Quality Control Standards (SQCS)
No. 2, System of Quality Control for a CPA Firm's Accounting and Auditing Practice [QC section 20]. A
system of quality control is broadly defined as a process to provide the firm with reasonable assurance
that its personnel comply with applicable professional standards and the firm's standards of quality.
[Footnote added, effective September 2002, by Statement on Auditing Standards No. 98.]
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AU Section 200
THE GENERAL STANDARDS
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AU Section 201
Nature of the General Standards

Source: SAS No. 1, section 201.

Issue date, unless otherwise indicated: November, 1972.

.01 The general standards are personal in nature and are concerned with
the qualifications of the auditor and the quality of his work as distinct from
those standards which relate to the performance of his field work and to his
reporting. These personal, or general, standards apply alike to the areas of
field work and reporting.

[The next page is 151.]
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AU Section 210

Training and Proficiency of the
Independent Auditor

Source: SAS No. 1, section 210; SAS No. 5.

Issue date, unless otherwise indicated: November, 1972.

.01 The first general standard is:

The audit is to be performed by a person or persons having adequate technical
training and proficiency as an auditor.

.02 This standard recognizes that however capable a person may be in
other fields, including business and finance, he cannot meet the requirements
of the auditing standards without proper education and experience in the field
of auditing.

.03 In the performance of the audit which leads to an opinion, the inde-
pendent auditor holds himself out as one who is proficient in accounting and
auditing. The attainment of that proficiency begins with the auditor's formal
education and extends into his subsequent experience. The independent audi-
tor must undergo training adequate to meet the requirements of a professional.
This training must be adequate in technical scope and should include a commen-
surate measure of general education. The junior assistant, just entering upon
an auditing career, must obtain his professional experience with the proper su-
pervision and review of his work by a more experienced superior. The nature
and extent of supervision and review must necessarily reflect wide variances
in practice. The auditor charged with final responsibility for the engagement
must exercise a seasoned judgment in the varying degrees of his supervision
and review of the work done and judgment exercised by his subordinates, who
in turn must meet the responsibility attaching to the varying gradations and
functions of their work.

.04 The independent auditor's formal education and professional expe-
rience complement one another; each auditor exercising authority upon an
engagement should weigh these attributes in determining the extent of his
supervision of subordinates and review of their work. It should be recognized
that the training of a professional man includes a continual awareness of de-
velopments taking place in business and in his profession. He must study,
understand, and apply new pronouncements on accounting principles and
auditing procedures as they are developed by authoritative bodies within the
accounting profession.

.05 In the course of his day-to-day practice, the independent auditor en-
counters a wide range of judgment on the part of management, varying from
true objective judgment to the occasional extreme of deliberate misstatement.
He is retained to audit and report upon the financial statements of a busi-
ness because, through his training and experience, he has become skilled in
accounting and auditing and has acquired the ability to consider objectively
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and to exercise independent judgment with respect to the information recorded
in books of account or otherwise disclosed by his audit. [As amended July, 1975
by Statement on Auditing Standards No. 5.

[The next page is 161.]
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AU Section 220
Independence

Source: SAS No. 1, section 220.

Issue date, unless otherwise indicated: November, 1972.

.01 The second general standard is:

In all matters relating to the assignment, an independence in mental attitude
is to be maintained by the auditor or auditors.

.02 This standard requires that the auditor be independent; aside from
being in public practice (as distinct from being in private practice), he must
be without bias with respect to the client since otherwise he would lack that
impartiality necessary for the dependability of his findings, however excel-
lent his technical proficiency may be. However, independence does not imply
the attitude of a prosecutor but rather a judicial impartiality that recognizes
an obligation for fairness not only to management and owners of a business
but also to creditors and those who may otherwise rely (in part, at least)
upon the independent auditor's report, as in the case of prospective owners or
creditors.

.03 It is of utmost importance to the profession that the general public
maintain confidence in the independence of independent auditors. Public confi-
dence would be impaired by evidence that independence was actually lacking,
and it might also be impaired by the existence of circumstances which reason-
able people might believe likely to influence independence. To be independent,
the auditor must be intellectually honest; to be recognized as independent, he
must be free from any obligation to or interest in the client, its management, or
its owners. For example, an independent auditor auditing a company of which
he was also a director might be intellectually honest, but it is unlikely that the
public would accept him as independent since he would be in effect auditing de-
cisions which he had a part in making. Likewise, an auditor with a substantial
financial interest in a company might be unbiased in expressing his opinion on
the financial statements of the company, but the public would be reluctant to
believe that he was unbiased. Independent auditors should not only be inde-
pendent in fact; they should avoid situations that may lead outsiders to doubt
their independence.

.04 The profession has established, through the AICPA's Code of Pro-
fessional Conduct, precepts to guard against the presumption of loss of inde-
pendence. "Presumption" is stressed because the possession of intrinsic inde-
pendence is a matter of personal quality rather than of rules that formulate
certain objective tests. Insofar as these precepts have been incorporated in the
profession's code, they have the force of professional law for the independent
auditor.

.05 The Securities and Exchange Commission (SEC) has also adopted
requirements for independence of auditors who report on financial statements
filed with it that differ from the AICPA requirements in certain respects.!

1 [Footnote deleted, December 2001, to acknowledge the dissolution of the Independence Stan-
dard Board.]
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.06 The independent auditor should administer his practice within the
spirit of these precepts and rules if he is to achieve a proper degree of indepen-
dence in the conduct of his work.

.07 To emphasize independence from management, many corporations
follow the practice of having the independent auditor appointed by the board
of directors or elected by the stockholders.

[The next page is 165.]
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AU Section 230

Due Professtonal Care in the Performance
of Work "8

Source: SAS No. 1, section 230; SAS No. 41; SAS No. 82; SAS No. 99.
Issue date, unless otherwise indicated: November, 1972.

01 The third general standard is:

Due professional care is to be exercised in the planning and performance of the
audit and the preparation of the report.!

[As amended, effective for audits of financial statements for periods ending on
or after December 15, 1997, by Statement on Auditing Standards No. 82.]

.02 This standard requires the independent auditor to plan and perform
his or her work with due professional care. Due professional care imposes a
responsibility upon each professional within an independent auditor's organi-
zation to observe the standards of field work and reporting. [As amended, effec-
tive for audits of financial statements for periods ending on or after December
15, 1997, by Statement on Auditing Standards No. 82.]

.03 Cooley on Torts, a legal treatise, descnbes the obligation for due care
as follows:

Every man who offers his services to another and is employed assumes the
duty to exercise in the employment such skill as he possesses with reasonable
care and diligence. In all these employments where peculiar skill is requisite,
if one offers his services, he is understood as holding himself out to the public
as possessing the degree of skill commonly possessed by others in the same
employment, and if his pretentions are unfounded, he commits a species of
fraud upon every man who employs him in reliance on his public profession.
But no man, whether skilled or unskilled, undertakes that the task he assumes
shall be performed successfully, and without fault or error; he undertakes for
good faith and integrity, but not for infallibility, and he is liable to his employer
for negligence, bad faith, or dlshonesty, but not for losses consequent upon pure
errors of judgment.?

" [Title amended, effective for audits of financial statements for periods ending on or after De-
cember 15, 1997, by Statement on Auditing Standards No. 82.]

§ This section has been amended by Statement on Auditing Standards No. 104, Amendment to
Statement on Auditing Standards No. 1, Codification of Auditing Standards and Procedures ("Due
Professional Care in the Performance of Work"). This section will be amended closer to the effective
date of Statement on Auditing Standards No. 104, which is effective for audits of financial statements
for periods beginning on or after December 15, 2006. Earlier application is permitted. Statement on
Auditing Standards No. 104 is included in the "AU Risk Assessment Standards: SAS No. 104-SAS No.
111" section, following the "AU Section 900—Special Reports of the Committee on Auditing Procedure"
section, of this publication.

! This amendment revises the third general standard of the ten generally accepted auditing
standards. [Footnote added, effective for audits of financial statements for periods ending on or after
December 15, 1997, by Statement on Auditing Standards No. 82.]

2 D.Haggard, Cooley on Torts, 472 (4th ed., 1932). [Footnote added, effective for audits of financial
statements for periods ending on or after December 15, 1997, by Statement on Auditing Standards
No. 82.]
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[As amended, effective for audits of financial statements for periods ending on
or after December 15, 1997, by Statement on Auditing Standards No. 82.]

.04 The matter of due professional care concerns what the independent
auditor does and how well he or she does it. The quotation from Cooley on
Torts provides a source from which an auditor's responsibility for conducting
an audit with due professional care can be derived. The remainder of the section
discusses the auditor's responsibility in the context of an audit. [As amended,
April 1982, by Statement on Auditing Standards No. 41. As amended, effective
for audits of financial statements for periods ending on or after December 15,
1997, by Statement on Auditing Standards No. 82.]

.05 An auditor should possess "the degree of skill commonly possessed” by
other auditors and should exercise it with "reasonable care and diligence" (that
is, with due professional care). [Paragraph added, effective for audits of financial
statements for periods ending on or after December 15, 1997, by Statement on
Auditing Standards No. 82.]

.06 Auditors should be assigned to tasks and supervised commensurate
with their level of knowledge, skill, and ability so that they can evaluate the
audit evidence they are examining. The auditor with final responsibility for the
engagement should know, at a minimum, the relevant professional accounting
and auditing standards and should be knowledgeable about the client.® The au-
ditor with final responsibility is responsible for the assignment of tasks to, and
supervision of, assistants.* [Paragraph added, effective for audits of financial
statements for periods ending on or after December 15, 1997, by Statement on
Auditing Standards No. 82.]

Professional Skepticism

{07 Due professional care requires the auditor to exercise professional
skepticism. Professional skepticism is an attitude that includes a question-
ing mind and a critical assessment of audit evidence. The auditor uses the
knowledge, skill, and ability called for by the profession of public accounting
to diligently perform, in good faith and with integrity, the gathering and objec-
tive evaluation of evidence. [Paragraph added, effective for audits of financial
statements for periods ending on or after December 15, 1997, by Statement on
Auditing Standards No. 82.]

.08 Gathering and objectively evaluating audit evidence requires the au-
ditor to consider the competency and sufficiency of the evidence. Since evidence
is gathered and evaluated throughout the audit, professional skepticism should
be exercised throughout the audit process. [Paragraph added, effective for au-
dits of financial statements for periods ending on or after December 15, 1997,
by Statement on Auditing Standards No. 82.]

.09 The auditor neither assumes that management is dishonest nor as-
sumes unquestioned honesty. In exercising professional skepticism, the auditor
should not be satisfied with less than persuasive evidence because of a belief
that management is honest. {Paragraph added, effective for audits of financial
statements for periods ending on or after December 15, 1997, by Statement on
Auditing Standards No. 82.]

3 See section 311, Planning and Supervision, paragraph .07. {Footnote added, effective for audits
of financial statements for periods ending on or after December 15, 1997, by Statement on Auditing
Standards No. 82.]

4 See section 311.11. [Footnote added, effective for audits of financial statements for periods
ending on or after December 15, 1997, by Statement on Auditing Standards No. 82.]
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Reasonable Assurance

.10 The exercise of due professional care allows the auditor to obtain rea-
sonable assurance that the financial statements are free of material misstate-
ment, whether caused by error or fraud. Absolute assurance is not attainable
because of the nature of audit evidence and the characteristics of fraud. There-
fore, an audit conducted in accordance with generally accepted auditing stan-
dards may not detect a material misstatement. [Paragraph added, effective for
audits of financial statements for periods ending on or after December 15, 1997,
by Statement on Auditing Standards No. 82.]

.11 The independent auditor's objective is to obtain sufficient competent
evidential matter to provide him or her with a reasonable basis for forming
an opinion. The nature of most evidence derives, in part, from the concept of
selective testing of the data being audited, which involves judgment regard-
ing both the areas to be tested and the nature, timing, and extent of the tests
to be performed. In addition, judgment is required in interpreting the results
of audit testing and evaluating audit evidence. Even with good faith and in-
tegrity, mistakes and errors in judgment can be made. Furthermore, account-
ing presentations contain accounting estimates, the measurement of which is
inherently uncertain and depends on the outcome of future events. The auditor
exercises professional judgment in evaluating the reasonableness of account-
ing estimates based on information that could reasonably be expected to be
available prior to the completion of field work.? As a result of these factors, in
the great majority of cases, the auditor has to rely on evidence that is persua-
sive rather than convincing.® [Paragraph added, effective for audits of financial
statements for periods ending on or after December 15, 1997, by Statement on
Auditing Standards No. 82.]

.12 Because of the characteristics of fraud, a properly planned and per-
formed audit may not detect a material misstatement. Characteristics of fraud
include (a) concealment through collusion among management, employees, or
third parties; (b) withheld, misrepresented, or falsified documentation; and (c)
the ability of management to override or instruct others to override what other-
wise appears to be effective controls. For example, auditing procedures may be
ineffective for detecting an intentional misstatement that is concealed through
collusion among personnel within the entity and third parties or among man-
agement or employees of the entity. Collusion may cause the auditor who has
properly performed the audit to conclude that evidence provided is persuasive
when it is, in fact, false. In addition, an audit conducted in accordance with gen-
erally accepted auditing standards rarely involves authentication of documen-
tation, nor are auditors trained as or expected to be experts in such authentica-
tion. Furthermore, an auditor may not discover the existence of a modification
of documentation through a side agreement that management or a third party
has not disclosed. Finally, management has the ability to directly or indirectly
manipulate accounting records and present fraudulent financial information
by overriding controls in unpredictable ways. [Paragraph added, effective for
audits of financial statements for periods ending on or after December 15, 1997,
by Statement on Auditing Standards No. 82. As amended, effective for audits

5 See section 342, Auditing Accounting Estimates. [Footnote added, effective for audits of financial
statements for periods ending on or after December 15, 1997, by Statement on Auditing Standards
No. 82.]

6 See section 326, Evidential Matter. [Footnote added, effective for audits of financial statements
for periods ending on or after December 15, 1997, by Statement on Auditing Standards No. 82.]

AU §230.12



168 The General Standards

of financial statements for periods beginning on or after December 15, 2002, by
Statement on Auditing Standards No. 99.]

.18 Since the auditor's opinion on the financial statements is based on the
concept of obtaining reasonable assurance, the auditor is not an insurer and
his or her report does not constitute a guarantee. Therefore, the subsequent
discovery that a material misstatement, whether from error or fraud, exists in
the financial statements does not, in and of itself, evidence (a) failure to obtain
reasonable assurance, (b) inadequate planning, performance, or judgment, (c)
the absence of due professional care, or (d) a failure to comply with generally
accepted auditing standards. [Paragraph added, effective for audits of financial
statements for periods ending on or after December 15, 1997, by Statement on
Auditing Standards No. 82.}

[The next page is 221.]
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AU Section 310
Appointment of the Independent Auditor *-5:1

Source: SAS No. 1, section 310; SAS No. 45; SAS No. 83; SAS No. 89.

Issue date, unless otherwise indicated: November, 1972.

.01 The first standard of field work is:

The work is to be adequately planned and assistants, if any, are to be properly
supervised.

.02 Aspects of supervising assistants are discussed in section 210, Train-
ing and Proficiency of the Independent Auditor, and section 311, Planning and
Supervision. Aspects of planning the field work and the timing of auditing pro-
cedures are discussed in section 311 and section 313, Substantive Tests Prior to
the Balance-Sheet Date. [As amended August 1983, by Statement on Auditing
Standards No. 45.] (See section 313.)

Appointment of the Independent Auditor

.03 Consideration of the first standard of field work recognizes that early
appointment of the independent auditor has many advantages to both the au-
ditor and his client. Early appointment enables the auditor to plan his work so
that it may be done expeditiously and to determine the extent to which it can be
done before the balance-sheet date. [As amended August, 1983, by Statement
on Auditing Standards No. 45.] (See section 313.)

Appointment of Auditor Near or After the
Year-End Date

.04 Although early appointment is preferable, an independent auditor may
accept an engagement near or after the close of the fiscal year. In such instances,
before accepting the engagement, he should ascertain whether circumstances
are likely to permit an adequate audit and expression of an unqualified opinion
and, if they will not, he should discuss with the client the possible necessity for
a qualified opinion or disclaimer of opinion. Sometimes the audit limitations
present in such circumstances can be remedied. For example, the taking of the
physical inventory can be postponed or another physical inventory can be taken
which the auditor can observe. (See section 331.09-.13.)

* [Title amended, effective for engagements for periods ending on or after June 15, 1998, by
Statement on Auditing Standards No. 83.]

§ This section has been superseded by Statement on Auditing Standards No. 108, Planning and
Supervision. This section will be superseded closer to the effective date of Statement on Auditing
Standards No. 108, which is effective for audits of financial statements for periods beginning on or
after December 15, 2006. Earlier application is permitted. Statement on Auditing Standards No. 108 is
included in the "AU Risk Assessment Standards: SAS No. 104-SAS No. 111" section, following the "AU
Section 900—Special Reports of the Committee on Auditing Procedure" section, of this publication.

¥ Note: Title originally amended and former paragraphs .05-.09 under the heading "Timing of
Audit Work" superseded, August 1983, by Statement on Auditing Standards No. 45. (See section 313.)
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236 The Standards of Field Work

Establishing an Understanding With the Client

.05 The auditor should establish an understanding with the client regard-
ing the services to be performed for each engagement.! Such an understanding
reduces the risk that either the auditor or the client may misinterpret the needs
or expectations of the other party. For example, it reduces the risk that the client
may inappropriately rely on the auditor to protect the entity against certain
risks or to perform certain functions that are the client's responsibility. The
understanding should include the objectives of the engagement, management's
responsibilities, the auditor's responsibilities, and limitations of the engage-
ment.? The auditor should document the understanding in the working papers,
preferably through a written communication with the client. If the auditor be-
lieves an understanding with the client has not been established, he or she
should decline to accept or perform the engagement. [Paragraph added, effec-
tive for engagements for periods ending on or after June 15, 1998, by Statement
on Auditing Standards No. 83.]

.06 An understanding with the client regarding an audit of the financial
statements generally includes the following matters.

® The objective of the audit is the expression of an opinion on the finan-
cial statements.

Management is responsible for the entity's financial statements.

Management is responsible for establishing and maintaining effective
internal control over financial reporting.

® Management is responsible for identifying and ensuring that the entity
complies with the laws and regulations applicable to its activities.

® Management is responsible for making all financial records and related
information available to the auditor.

® At the conclusion of the engagement, management will provide the au-
ditor with a letter that confirms certain representations made during
the audit.

® The auditor is responsible for conducting the audit in accordance with
generally accepted auditing standards. Those standards require that
the auditor obtain reasonable rather than absolute assurance about
whether the financial statements are free of material misstatement,
whether caused by error or fraud. Accordingly, a material misstate-
ment may remain undetected. Also, an audit is not designed to detect

1 See Statement on Quality Control Standards No. 2, System of Quality Control for a CPA Firm's
Accounting and Auditing Practice, paragraph 16 [QC section 20.16]. [Footnote added, effective for
engagements for periods ending on or after June 15, 1998, by Statement on Auditing Standards
No. 83.}

2 The objectives of certain engagements may differ. The understanding should reflect the effects
of those objectives on the responsibilities of management and the auditor, and on the limitations of
the engagement. The following are examples:

o Reviews of interim financial information (see section 722, Interim Financial Information,
paragraph .07)

o Audits of recipients of governmental financial assistance (see section 801, Compliance Au-
diting Considerations in Audits of Governmental Entities and Recipients of Governmental
Financial Assistance,paragraph .10)

« Application of agreed-upon procedures to specified elements, accounts or items of a financial
statement (see AT section 201, Agreed-Upon Procedures Engagements)
[Footnote added, effective for engagements for periods ending on or after June 15, 1998, by Statement
on Auditing Standards No. 83. Footnote revised, January 2001, to reflect conforming changes necessary
due to the issuance of Statement on Standards for Attestation Engagements No. 10. Footnote revised,
November 2002, to reflect conforming changes necessary due to the issuance of Statement on Auditing
Standards No. 100.]
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error or fraud that is immaterial to the financial statements. If, for
any reason, the auditor is unable to complete the audit or is unable to
form or has not formed an opinion, he or she may decline to express
an opinion or decline to issue a report as a result of the engagement.

®  An audit includes obtaining an understanding of internal control suffi-
cient to plan the audit and to determine the nature, timing, and extent
of audit procedures to be performed. An audit is not designed to pro-
vide assurance on internal control or to identify reportable conditions.
However, the auditor is responsible for ensuring that the audit com-
mittee or others with equivalent authority or responsibility are aware
of any reportable conditions which come to his or her attention.

® Management is responsible for adjusting the financial statements to
correct material misstatements and for affirming to the auditor in
the representation letter that the effects of any uncorrected misstate-
ments® aggregated by the auditor during the current engagement and
pertaining to the latest period presented are immaterial, both indi-
vidually and in the aggregate, to the financial statements taken as a
whole.
These matters may be communicated in the form of an engagement letter. [Para-
graph added, effective for engagements for periods ending on or after June 15,
1998, by Statement on Auditing Standards No. 83. As effective for audits of
financial statements for periods beginning on or after December 15, 1999, by
Statement on Auditing Standards No. 89.]
.07 An understanding with the client also may include other matters, such
as the following:
®  Arrangements regarding the conduct of the engagement (for example,
timing, client assistance regarding the preparation of schedules, and
the availability of documents)
® Arrangements concerning involvement of specialists or internal audi-
tors, if applicable

Arrangements involving a predecessor auditor
® Arrangements regarding fees and billing

Any limitation of or other arrangements regarding the liability of the
auditor or the client, such as indemnification to the auditor for liability
arising from knowing misrepresentations to the auditor by manage-
ment (Regulators, including the Securities and Exchange Commission,
may restrict or prohibit such liability limitation arrangements.)

®  Conditions under which access to the auditor's working papers may be
granted to others

® Additional services to be provided relating to regulatory requirements

® Arrangements regarding other services to be provided in connection
with the engagement

[Paragraph added, effective for engagements for periods ending on or after June
15, 1998, by Statement on Auditing Standards No. 83.]

[The next page is 241.]

3 Section 312, Audit Risk and Materiality in Conducting an Audit, paragraph .04, states that
a misstatement can result from errors or fraud. [Footnote added, effective for audits of financial
statements for periods beginning on or after December 15, 1999, by Statement on Auditing Standards
No. 89.]
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AU Section 311
Planning and Supervision S

Source: SAS No. 22; SAS No. 47; SAS No. 48; SAS No. 77.
See section 9311 for inferpretations of this section.

Effective for periods ending ofter September 30, 1978,
unless otherwise indicated.

.01 The first standard of field work requires that "the work is to be ad-
equately planned and assistants, if any, are to be properly supervised." This
section provides guidance to the independent auditor conducting an audit in
accordance with generally accepted auditing standards on the considerations
and procedures applicable to planning and supervision, including preparing
an audit program, obtaining knowledge of the entity's business, and dealing
with differences of opinion among firm personnel. Planning and supervision
continue throughout the audit, and the related procedures frequently overlap.

02 The auditor with final responsibility for the audit may delegate por-
tions of the planning and supervision of the audit to other firm personnel. For
purposes of this section, (a) firm personnel other than the auditor with final re-
sponsibility for the audit are referred to as assistants and (b) the term auditor
refers to either the auditor with final responsibility for the audit or assistants.

Planning

.03 Audit planning involves developing an overall strategy for the expected
conduct and scope of the audit. The nature, extent, and timing of planning
vary with the size and complexity of the entity, experience with the entity, and
knowledge of the entity's business. In planning the audit, the auditor should
consider, among other matters:

a. Matters relating to the entity's business and the industry in which it
operates (see paragraph .07).
b. The entity's accounting policies and procedures.

The methods used by the entity to process significant accounting infor-
mation (see paragraph .09), including the use of service organizations,
such as outside service centers.

Planned assessed level of control risk. (See section 319.)

Preliminary judgment about materiality levels for audit purposes.
Financial statement items likely to require adjustment.

Conditions that may require extension or modification of audit tests,
such as the risk of material error or fraud or the existence of related
party transactions.

o~ 0 &

§ This section has been superseded by Statement on Auditing Standards No. 108, Planning and
Supervision. This section will be superseded closer to the effective date of Statement on Auditing
Standards No. 108, which is effective for audits of financial statements for periods beginning on or
after December 15, 2006. Earlier application is permitted. Statement on Auditing Standards No. 108 is
included in the "AU Risk Assessment Standards: SAS No. 104—SAS No. 111" section, following the "AU
Section 900—Special Reports of the Committee on Auditing Procedure" section, of this publication.
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h. The nature of reports expected to be rendered (for example, a report on
consolidated or consolidating financial statements, reports on financial
statements filed with the SEC, or special reports such as those on
compliance with contractual provisions).

[As amended, December, 1983, by Statement on Auditing Standards No. 47.
(See section 312.14.) As amended, effective for periods beginning after August
31, 1984, by Statement on Auditing Standards No. 48.]

.04 Procedures that an auditor may consider in planning the audit usually
involve review of his records relating to the entity and discussion with other firm
personnel and personnel of the entity. Examples of those procedures include:

a. Reviewing correspondence files, prior year's working papers, perma-
nent files, financial statements, and auditor's reports.

b. Discussing matters that may affect the audit with firm personnel re-
sponsible for non-audit services to the entity.

¢. Inquiring about current business developments affecting the entity.
d. Reading the current year's interim financial statements.

e. Discussing the type, scope, and timing of the audit with management
of the entity, the board of directors, or its audit committee.

f Considering the effects of applicable accounting and auditing pro-
nouncements, particularly new ones.

g. Coordinating the assistance of entity personnel in data preparation.

h. Determining the extent of involvement, if any, of consultants, special-
ists, and internal auditors.

i. Establishing the timing of the audit work.
Jj. Establishing and coordinating staffing requirements.

The auditor may wish to prepare a memorandum setting forth the preliminary
audit plan, particularly for large and complex entities.

.05 In planning the audit, the auditor should consider the nature, extent,
and timing of work to be performed and should prepare a written audit program
(or set of written audit programs) for every audit. The audit program should
set forth in reasonable detail the audit procedures that the auditor believes are
necessary to accomplish the objectives of the audit. The form of the audit pro-
gram and the extent of its detail will vary with the circumstances. In developing
the program, the auditor should be guided by the results of the planning con-
siderations and procedures. As the audit progresses, changed conditions may
make it necessary to modify planned audit procedures. [As amended, effective
for engagements beginning after December 15, 1995, by Statement on Auditing
Standards No. 77.]

.06 The auditor should obtain a level of knowledge of the entity's business
that will enable him to plan and perform his audit in accordance with generally
accepted auditing standards. That level of knowledge should enable him to
obtain an understanding of the events, transactions, and practices that, in his
judgment, may have a significant effect on the financial statements. The level
of knowledge customarily possessed by management relating to managing the
entity's business is substantially greater than that which is obtained by the
auditor in performing his audit. Knowledge of the entity's business helps the
auditor in:

a. Identifying areas that may need special consideration.

b. Assessing conditions under which accounting data are produced, pro-
cessed, reviewed, and accumulated within the organization.
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¢. Evaluating the reasonableness of estimates, such as valuation of in-
ventories, depreciation, allowances for doubtful accounts, and percent-
age of completion of long-term contracts.

d. Evaluating the reasonableness of management representations.

e. Making judgments about the appropriateness of the accounting prin-
ciples applied and the adequacy of disclosures.™!

.07 The auditor should obtain a knowledge of matters that relate to the
nature of the entity's business, its organization, and its operating characteris-
tics. Such matters include, for example, the type of business, types of products
and services, capital structure, related parties, locations, and production, dis-
tribution, and compensation methods. The auditor should also consider matters
affecting the industry in which the entity operates, such as economic conditions,
government regulations, and changes in technology, as they relate to his audit.
Other matters, such as accounting practices common to the industry, compet-
itive conditions, and, if available, financial trends and ratios should also be
considered by the auditor.

.08 Knowledge of an entity's business is ordinarily obtained through ex-
perience with the entity or its industry and inquiry of personnel of the entity.
Working papers from prior years may contain useful information about the na-
ture of the business, organizational structure, operating characteristics, and
transactions that may require special consideration. Other sources an auditor
may consult include AICPA accounting and audit guides, industry publications,
financial statements of other entities in the industry, textbooks, periodicals, and
individuals knowledgeable about the industry.

.09 The auditor should consider the methods the entity uses to process
accounting information in planning the audit because such methods influence
the design of the internal control. The extent to which computer processing is
used in significant accounting applications,? as well as the complexity of that
processing, may also influence the nature, timing, and extent of audit proce-
dures. Accordingly, in evaluating the effect of an entity's computer process-
ing on an audit of financial statements, the auditor should consider matters
such as—

a. Theextent to which the computer is used in each significant accounting
application.

b. The complexity of the entity's computer operations, including the use
of an outside service center.?

¢. The organizational structure of the computer processing activities.

d. The availability of data. Documents that are used to enter information
into the computer for processing, certain computer files, and other ev-
idential matter that may be required by the auditor may exist only for
a short period or only in computer-readable form. In some computer
systems, input documents may not exist at all because information is
directly entered into the system. An entity's data retention policies

' [Footnote deleted to reflect the conforming changes necessary due to the issuance of Statement
on Auditing Standards Nos. 53 through 62.]

2 Significant accounting applications are those that relate to accounting information that can
materially affect the financial statements the auditor is auditing. [Footnote added by issuance of
Statement on Auditing Standards No. 48.]

3 See section 324, Service Organizations, for guidance concerning the use of a service center for
computer processing of significant accounting applications. [Footnote revised, June 1992, by issuance
of Statement on Auditing Standards No. 70. Title amended, effective December 1999, by Statement
on Auditing Standards No. 88.]
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may require the auditor to request retention of some information for
his review or to perform audit procedures at a time when the infor-
mation is available. In addition, certain information generated by the
computer for management's internal purposes may be useful in per-
forming substantive tests (particularly analytical procedures).*

e. The use of computer-assisted audit techniques to increase the effi-
ciency of performing audit procedures.® Using computer-assisted au-
dit techniques may also provide the auditor with an opportunity to
apply certain procedures to an entire population of accounts or trans-
actions. In addition, in some accounting systems, it may be difficult
or impossible for the auditor to analyze certain data or test specific
control procedures without computer assistance.

[Paragraph added, effective for periods beginning after August 31, 1984, by
Statement on Auditing Standards No. 48.]

.10 The auditor should consider whether specialized skills are needed to
consider the effect of computer processing on the audit, to understand the con-
trols, or to design and perform audit procedures. If specialized skills are needed,
the auditor should seek the assistance of a professional possessing such skills,
who may be either on the auditor's staff or an outside professional. If the use
of such a professional is planned, the auditor should have sufficient computer-
related knowledge to communicate the objectives of the other professional's
work; to evaluate whether the specified procedures will meet the auditor's ob-
jectives; and to evaluate the results of the procedures applied as they relate
to the nature, timing, and extent of other planned audit procedures. The audi-
tor's responsibilities with respect to using such a professional are equivalent to
those for other assistants.® [Paragraph added, effective for periods beginning
after August 31, 1984, by Statement on Auditing Standards No. 48.]

Supervision

.11 Supervision involves directing the efforts of assistants who are in-
volved in accomplishing the objectives of the audit and determining whether
those objectives were accomplished. Elements of supervision include instruct-
ing assistants, keeping informed of significant problems encountered, reviewing
the work performed, and dealing with differences of opinion among firm per-
sonnel. The extent of supervision appropriate in a given instance depends on
many factors, including the complexity of the subject matter and the qualifica-

tions of persons performing the work. [Paragraph renumbered by the issuance
of Statement on Auditing Standards No. 48, July 1984.]

.12 Assistants should be informed of their responsibilities and the objec-
tives of the procedures that they are to perform. They should be informed of
matters that may affect the nature, extent, and timing of procedures they are
to perform, such as the nature of the entity's business as it relates to their
assignments and possible accounting and auditing problems. The auditor with

4 Section 329, Analytical Procedures, provides guidance pertaining to such procedures. [Footnote
added, effective for periods beginning after August 31, 1984, by Statement on Auditing Standards
No. 48.]

BBl [Footnote deleted.]

6 Since the use of a specialist who is effectively functioning as a member of the audit team is not
covered by section 336, Using the Work of a Specialist, a computer audit specialist requires the same
supervision and review as any assistant. [Footnote added, effective for periods beginning after August
31, 1984, by Statement on Auditing Standards No. 48.]
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final responsibility for the audit should direct assistants to bring to his atten-
tion significant accounting and auditing questions raised during the audit so
that he may assess their significance. [Paragraph renumbered by the issuance
of Statement on Auditing Standards No. 48, July 1984.]

.13 The work performed by each assistant should be reviewed to determine
whether it was adequately performed and to evaluate whether the results are
consistent with the conclusions to be presented in the auditor's report. [Para-
graph renumbered by the issuance of Statement on Auditing Standards No. 48,
July 1984.]

.14 The auditor with final responsibility for the audit and assistants
should be aware of the procedures to be followed when differences of opinion
concerning accounting and auditing issues exist among firm personnel involved
in the audit. Such procedures should enable an assistant to document his dis-
agreement with the conclusions reached if, after appropriate consultation, he
believes it necessary to disassociate himself from the resolution of the matter.
In this situation, the basis for the final resolution should also be documented.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 48, July 1984.]

Effective Date

.15 Statements on Auditing Standards generally are effective at the time
of their issuance. However, since this section provides for practices that may dif-
fer in certain respects from practices heretofore considered acceptable, this sec-
tion will be effective for audits made in accordance with generally accepted au-
diting standards for periods ending after September 30, 1978. [Formerly para-
graph .13, number changed by issuance of Statement on Auditing Standards
No. 48, effective for periods beginning after August 31, 1984.]

[The next page is 251.]
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AU Section 9311

Planning and Supervision: Auditing
Interpretations of Section 311

1. Communications Between the Auditor and Firm Personnel Responsible
for Non-Audit Services

.01 Question—Section 311, Planning and Supervision, paragraph .04b,
lists the following procedure that an auditor may consider in planning an audit:
"Discussing matters that may affect the audit with firm personnel responsible
for non-audit services to the entity."

.02 What specific things should the auditor consider in performing this
procedure?

.03 Interpretation—The auditor should consider the nature of non-audit
services that have been performed. He should assess whether the services in-
volve matters that might be expected to affect the entity's financial statements
or the performance of the audit, for example, tax planning or recommendations
on a cost accounting system. If the auditor decides that the performance of the
non-audit services or the information likely to have been gained from it may
have implications for his audit, he should discuss the matter with personnel
who rendered the services and consider how the expected conduct and scope
of his audit may be affected. In some cases, the auditor may find it useful to

- review the pertinent portions of the work papers prepared for the non-audit
engagement as an aid in determining the nature of the services rendered or the
possible audit implications.

[Issue Date: February, 1980.]

[2.] Planning Considerations for an Audit of a Federally
Assisted Program
[.04-.34] [Withdrawn March, 1989.]

3. Responsibility of Assistants for the Resolution of Accounting and
Auditing Issues

.35 Question—Section 311, Planning and Supervision, paragraph .14,
states, "The auditor with final responsibility for the audit and assistants should
be aware of the procedures to be followed when differences of opinion concerning
accounting and auditing issues exist among firm personnel involved in the au-
dit." What are the responsibilities of assistants when there are disagreements
or concerns with respect to accounting and auditing issues of significance to the
financial statements or auditor's report?

.36 Response—Rule 201 of the Code of Professional Conduct [ET section
201.01] states that a member shall "Exercise due professional care in the per-
formance of professional services." The discussion of the third general stan-
dard [section 230, Due Professional Care in the Performance of Work, para-
graph .02] states that "due professional care imposes a responsibility upon
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each professional within an independent auditor's organization to observe the
standards of field work and reporting." The first general standard requires as-
sistants to meet the responsibility attached to the work assigned to them.

.37 Accordingly, each assistant has a professional responsibility to bring to
the attention of appropriate individuals in the firm, disagreements or concerns
the assistant might have with respect to accounting and auditing issues that
he believes are of significance to the financial statements or auditor's report,
however those disagreements or concerns may have arisen. In addition, each
assistant should have a right to document his disagreement if he believes it is
necessary to disassociate himself from the resolution of the matter.

[Issue Date: February, 1986; Revised: January, 2004.]

[4.] Audit Considerations for the Year 2000 Issue
[.38-.471 [Withdrawn July, 2000 by the Audit Issues Task Force.]

[The next page is 255.]

AU §9311.37



Audit Risk and Materiality in Conducting an Audit 255

AU Section 312

Audit Risk and Materiality in Conducting
an Audit " 8

Source: SAS No. 47; SAS No. 82; SAS No. 96; SAS No. 98.

See section 9312 for interpretations of this section.

Effective for audits of financial statements for periods beginning after June 30,
1984, unless otherwise indicated.

.01 This section provides guidance on the auditor's consideration of au-
dit risk and materiality when planning and performing an audit of financial
statements in accordance with generally accepted auditing standards. Audit
risk and materiality affect the application of generally accepted auditing stan-
dards, especially the standards of field work and reporting, and are reflected in
the auditor's standard report. Audit risk and materiality, among other matters,
need to be considered together in determining the nature, timing, and extent
of auditing procedures and in evaluating the results of those procedures.

.02 The existence of audit risk is recognized in the description of the re-
sponsibilities and functions of the independent auditor that states, "Because of
the nature of audit evidence and the characteristics of fraud, the auditor is able
to obtain reasonable, but not absolute, assurance that material misstatements
are detected."! Audit risk? is the risk that the auditor may unknowingly fail to
appropriately modify his or her opinion on financial statements that are ma-
terially misstated.® [As amended, effective for audits of financial statements

* This section has been revised to reflect the conforming changes necessary due to the issuance
of Statement on Auditing Standards Nos. 53 through 62.

§ This section has been superseded by Statement on Auditing Standards No. 107, Audit Risk
and Materiality in Conducting an Audit. This section will be superseded closer to the effective date
of Statement on Auditing Standards No. 107, which is effective for audits of financial statements
for periods beginning on or after December 15, 2006. Earlier application is permitted. Statement on
Auditing Standards No. 107 is included in the "AU Risk Assessment Standards: SAS No. 104—SAS No.
111" section, following the "AU Section 900—Special Reports of the Committee on Auditing Procedure"
section, of this publication.

1 See section 110, Responsibilities and Functions of the Independent Auditor, and section 230,
Due Professional Care in the Performance of Work, for a further discussion of reasonable assurance.
[As amended, effective for audits of financial statements for periods ending on or after December 15,
1997, by Statement on Auditing Standards No. 82.]

2 In addition to audit risk, the auditor is also exposed to loss or injury to his or her professional
practice from litigation, adverse publicity, or other events arising in connection with financial state-
ments audited and reported on. This exposure is present even though the auditor has performed the
audit in accordance with generally accepted auditing standards and has reported appropriately on
those financial statements. Even if an auditor assesses this exposure as low, the auditor should not
perform less extensive procedures than would otherwise be appropriate under generally accepted
auditing standards.

3 This definition of audit risk does not include the risk that the auditor might erroneously con-
clude that the financial statements are materially misstated. In such a situation, the auditor would
ordinarily reconsider or extend auditing procedures and request that the client perform specific tasks
to re-evaluate the appropriateness of the financial statements. These steps would ordinarily lead the
auditor to the correct conclusion. This definition also excludes the risk of an inappropriate reporting
decision unrelated to the detection and evaluation of misstatements in the financial statements, such

AU §312.02



256 The Standards of Field Work

for periods ending on or after December 15, 1997, by Statement on Auditing
Standards No. 82.]

.03 The concept of materiality recognizes that some matters, either in-
dividually or in the aggregate, are important for fair presentation of finan-
cial statements in conformity with generally accepted accounting principles,*
while other matters are not important. The representation in the auditor's stan-
dard report regarding fair presentation, in all material respects, in conformity
with generally accepted accounting principles indicates the auditor's belief that
the financial statements taken as a whole are not materially misstated. [As
amended, effective for audits of financial statements for periods ending on or
after December 15, 1997, by Statement on Auditing Standards No. 82. Revised,
October 2000, to reflect conforming changes necessary due to the issuance of
Statement on Auditing Standards No. 93.]

.04 Financial statements are materially misstated when they contain mis-
statements whose effect, individually or in the aggregate, is important enough
to cause them not to be presented fairly, in all material respects, in confor-
mity with generally accepted accounting principles. Misstatements can result
from errors or fraud.? [As amended, effective for audits of financial statements
for periods ending on or after December 15, 1997, by Statement on Auditing
Standards No. 82.]

.05 In planning the audit, the auditor is concerned with matters that
could be material to the financial statements. The auditor has no responsibility
to plan and perform the audit to obtain reasonable assurance that misstate-
ments, whether caused by errors or fraud, that are not material to the finan-
cial statements are detected. [Paragraph added, effective for audits of financial
statements for periods ending on or after December 15, 1997, by Statement on
Auditing Standards No. 82.]

.06 The term errors refers to unintentional misstatements or omissions of
amounts or disclosures in financial statements. Errors may involve—

- ®  Mistakes in gathering or processing data from which financial state-
ments are prepared. ‘

® Unreasonable accounting estimates arising from oversight or misin-
terpretation of facts.

® Mistakes in the application of accounting principles relating to
amount, classification, manner of presentation, or disclosure.®

as an inappropriate decision regarding the form of the auditor's report because of a limitation on the
scope of the audit. [As amended, effective for audits of financial statements for periods ending on or
after December 15, 1997, by Statement on Auditing Standards No. 82.]

4 The concepts of audit risk and materiality also are applicable to financial statements presented
in conformity with a comprehensive basis of accounting other than generally accepted accounting
principles; references in this section to financial statements presented in conformity with generally
accepted accounting principles also include those presentations.

5 The auditor's consideration of illegal acts and responsibility for detecting misstatements re-
sulting from illegal acts is defined in section 317, Illegal Acts by Clients. For those illegal acts that
are defined in that section as having a direct and material effect on the determination of financial
statement amounts, the auditor's responsibility to detect misstatements resulting from such ille-
gal acts is the same as that for errors or fraud. [Footnote added, effective for audits of financial
statements for periods ending on or after December 15, 1997, by Statement on Auditing Standards
No. 82.]

6 Errors do not include the effect of accounting processes employed for convenience, such as
maintaining accounting records on the cash basis or the tax basis and periodically adjusting those
records to prepare financial statements in conformity with generally accepted accounting principles.
[Footnote added, effective for audits of financial statements for periods ending on or after December
15, 1997, by Statement on Auditing Standards No. 82.]
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[Paragraph added, effective for audits of financial statements for periods ending
on or after December 15, 1997, by Statement on Auditing Standards No. 82.]

.07 Although fraud is a broad legal concept, the auditor's interest
specifically relates to fraudulent acts that cause a misstatement of financial
statements. Two types of misstatements are relevant to the auditor's consider-
ation in a financial statement audit—misstatements arising from fraudulent
financial reporting and misstatements arising from misappropriation of as-
sets. These two types of misstatements are further described in section 316,
Consideration of Fraud in a Financial Statement Audit. The primary factor
that distinguishes fraud from error is whether the underlying action that re-
sults in the misstatement in financial statements is intentional or uninten-
tional. [Paragraph added, effective for audits of financial statements for peri-
ods ending on or after December-15, 1997, by Statement on Auditing Standards
No. 82.]

.08 When considering the auditor's responsibility to obtain reasonable as-
surance that the financial statements are free from material misstatement,
there is no important distinction between errors and fraud. There is a distinc-
tion, however, in the auditor's response to detected misstatements. Generally,
anisolated, immaterial error in processing accounting data or applying account-
ing principles is not significant to the audit. In contrast, when fraud is detected,
the auditor should consider the implications for the integrity of management
or employees and the possible effect on other aspects of the audit. [Paragraph
added, effective for audits of financial statements for periods ending on or after
December 15, 1997, by Statement on Auditing Standards No. 82.]

.09 When concluding as to whether the effect of misstatements, individu-
ally or in the aggregate, is material, an auditor ordinarily should consider their
nature and amount in relation to the nature and amount of items in the finan-
cial statements under audit. For example, an amount that is material to the
financial statements of one entity may not be material to the financial state-
ments of another entity of a different size or nature. Also, what is material to
the financial statements of a particular entity might change from one period
to another. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 82, February 1997.]

.10 The auditor’s consideration of materiality is a matter of professional
judgment and is influenced by his or her perception of the needs of a reason-
able person who will rely on the financial statements. The perceived needs of a
reasonable person are recognized in the discussion of materiality in Financial
Accounting Standards Board Statement of Financial Accounting Concepts No.
2, Qualitative Characteristics of Accounting Information, which defines mate-
riality as "the magnitude of an omission or misstatement of accounting infor-
mation that, in the light of surrounding circumstances, makes it probable that
the judgment of a reasonable person relying on the information would have
been changed or influenced by the omission or misstatement." That discus-
sion recognizes that materiality judgments are made in light of surrounding
circumstances and necessarily involve both quantitative and qualitative con-
siderations. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 82, February 1997.]

.11 As aresult of the interaction of quantitative and qualitative consider-
ations in materiality judgments, misstatements of relatively small amounts
that come to the auditor's attention could have a material effect on the fi-
nancial statements. For example, an illegal payment of an otherwise im-
material amount could be material if there is a reasonable possibility
that it could lead to a material contingent liability or a material loss of
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revenue.” [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 82, February 1997.]

Planning the Audit

.12 The auditor should consider audit risk and materiality both in (a) plan-
ning the audit and designing auditing procedures and (b) evaluating whether
the financial statements taken as a whole are presented fairly, in all material
respects, in conformity with generally accepted accounting principles. The au-
ditor should consider audit risk and materiality in the first circumstance to
obtain sufficient competent evidential matter on which to properly evaluate
the financial statements in the second circumstance. [Paragraph renumbered
by the issuance of Statement on Auditing Standards No. 82, February 1997]

Considerations at the Financial Statements Levell8!

.13 The auditor should plan the audit so that audit risk will be limited
to a low level that is, in his or her professional judgment, appropriate for ex-
pressing an opinion on the financial statements. Audit risk may be assessed in
quantitative or nonquantitative terms. [Paragraph renumbered by the issuance
of Statement on Auditing Standards No. 82, February 1997.]

.14 Section 311, Planning and Supervision, requires the auditor, in plan-
ning the audit, to take into consideration, among other matters, his or her
preliminary judgment about materiality levels for audit purposes.? That judg-
ment may or may not be quantified. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 82, February 1997.]

.15 According to section 311, the nature, timing, and extent of planning
and thus of the considerations of audit risk and materiality vary with the size
and complexity of the entity, the auditor's experience with the entity, and his
or her knowledge of the entity's business. Certain entity-related factors also
affect the nature, timing, and extent of auditing procedures with respect to
specific account balances and classes of transactions and related assertions.
(See paragraphs .24 through .33.) [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 82, February 1997.]

.16 An assessment of the risk of material misstatement (whether caused
by error or fraud) should be made during planning.!® The auditor's understand-
ing of internal control may heighten or mitigate the auditor's concern about the

7 See section 317. [Footnote renumbered and amended, effective for audits of financial statements
for periods ending on or after December 15, 1997, by Statement on Auditing Standards No. 82.]

81 [Footnote renumbered and deleted by the issuance of Statement on Auditing Standards No. 82,
February 1997.]

9 This section amends section 311, Planning and Supervision, paragraph .03e, by substituting the
words "Preliminary judgment about materiality levels" in place of the words "Preliminary estimates
of materiality levels." [Footnote renumbered by the issuance of Statement on Auditing Standards
No. 82, February 1997.]

10 Prior to or in conjunction with the information gathering procedures described in section
316.19-.34, members of the audit team should discuss the potential for material misstatement due to
fraud. The discussion should include (1) an exchange of ideas or brainstorming among the audit team
members and (2) an emphasis on the importance of maintaining the proper state of mind throughout
the audit regarding the potential for material misstatement due to fraud. As part of planning, the
auditor also should perform the following procedures to obtain information that is used (as described
in section 316.35 through .42) to identify the risks of material misstatement due to fraud:

a. Make inquiries of management and others within the entity to obtain their views about the

risks of fraud and how they are addressed.

b. Consider any unusual or unexpected relationships that have been identified in performing

analytical procedures in planning the audit.

¢. Consider whether one or more fraud risk factors exist.
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risk of material misstatement.!! As part of that understanding, the auditor is
required by section 316.43-.45 to evaluate whether the entity's programs and
controls that address the identified risks of material misstatement due to fraud
have been suitably designed and placed in operation and to assess these risks
taking into account this evaluation. !? The auditor should consider the effect of
these assessments on the overall audit strategy and the expected conduct and
scope of the audit. [Paragraph added, effective for audits of financial statements
for periods ending on or after December 15, 1997, by Statement on Auditing
Standards No. 82. Revised, January 2004, to reflect conforming changes neces-
sary due to the issuance of Statement on Auditing Standards No. 99.]

.17 Whenever the auditor has concluded that there is significant risk of
_ material misstatement of the financial statements, the auditor should consider
this conclusion in determining the nature, timing, or extent of procedures; as-
signing staff; or requiring appropriate levels of supervision. The knowledge,
skill, and ability of personnel assigned significant engagement responsibili-
ties should be commensurate with the auditor's assessment of the level of risk
for the engagement. Ordinarily, higher risk requires more experienced per-
sonnel or more extensive supervision by the auditor with final responsibility
for the engagement during both the planning and the conduct of the engage-
ment. Higher risk may cause the auditor to expand the extent of procedures
applied, apply procedures closer to or as of year end, particularly in critical
audit areas, or modify the nature of procedures to obtain more persuasive evi-
dence. [Paragraph added, effective for audits of financial statements for periods
ending on or after December 15, 1997, by Statement on Auditing Standards
No. 82.] .

.18 In an audit of an entity with operations in multiple locations or com-
ponents, the auditor should consider the extent to which auditing procedures
should be performed at selected locations or components. The factors an auditor
should consider regarding the selection of a particular location or component
include (a) the nature and amount of assets and transactions executed at the
location or component, (b) the degree of centralization of records or informa-
tion processing, (c) the effectiveness of the control environment, particularly
with respect to management's direct control over the exercise of authority del-
egated to others and its ability to effectively supervise activities at the location
or component, (d) the frequency, timing, and scope of monitoring activities by
the entity or others at the location or component, and (e) judgments about ma-
teriality of the location or component. {Paragraph added, effective for audits
of financial statements for periods ending on or after December 15, 1997, by
Statement on Auditing Standards No. 82.]

.19 In planning the audit, the auditor should use his or her judgment as
to the appropriately low level of audit risk and his or her preliminary judgment
about materiality levels in a manner that can be expected to provide, within

d. Consider other information that may be helpful in the identification of risks material misstate-
ment due to fraud.
The auditor's assessment of the risks of material misstatement due to fraud should be ongoing through-
out the audit (section 316.68). [Footnote added, January 2004, to reflect conforming changes necessary
due to the issuance of Statement on Auditing Standards No. 99.]

11 See section 319, Consideration of Internal Control in a Financial Statement Audit. {Footnote
added, effective for audits of financial statements for periods ending on or after December 15, 1997, by
Statement on Auditing Standards No. 82. Footnote renumbered, January 2004, to reflect conforming
changes necessary due to the issuance of Statement on Auditing Standards No. 99.]

1121 [Footnote renumbered and deleted, January 2004, to reflect conforming changes necessary
due to the issuance of Statement on Auditing Standards No. 99.]
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the inherent limitations of the auditing process, sufficient evidential matter to
obtain reasonable assurance about whether the financial statements are free
of material misstatement. Materiality levels include an overall level for each
statement; however, because the statements are interrelated, and for reasons
of efficiency, the auditor ordinarily considers materiality for planning purposes
in terms of the smallest aggregate level of misstatements that could be consid-
ered material to any one of the financial statements. For example, if the auditor
believes that misstatements aggregating approximately $100,000 would have
a material effect on income but that such misstatements would have to aggre-
gate approximately $200,000 to materially affect financial position, it would not
be appropriate for him or her to design auditing procedures that would be ex-
pected to detect misstatements only if they aggregate approximately $200,000.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 82, February 1997.]

.20 The auditor plans the audit to obtain reasonable assurance of detect-
ing misstatements that he or she believes could be large enough, individually
or in the aggregate, to be quantitatively material to the financial statements.
Although the auditor should be alert for misstatements that could be qualita-
tively material, it ordinarily is not practical to design procedures to detect them.
Section 326, Evidential Matter, states that "an auditor typically works within
economic limits; his or her opinion, to be economically useful, must be formed
within a reasonable length of time and at reasonable cost." [Paragraph renum-
bered by the issuance of Statement on Auditing Standards No. 82, February
1997.]

.21 In some situations, the auditor considers materiality for planning pur-
poses before the financial statements to be audited are prepared. In other situ-
ations, planning takes place after the financial statements under audit have
been prepared, but the auditor may be aware that they require significant
modification. In both types of situations, the auditor's preliminary judgment
about materiality might be based on the entity's annualized interim finan-
cial statements or financial statements of one or more prior annual periods,
as long as recognition is given to the effects of major changes in the entity's
circumstances (for example, a significant merger) and relevant changes in
the economy as a whole or the industry in which the entity operates. [Para-
graph renumbered by the issuance of Statement on Auditing Standards No. 82,
February 1997.]

.22 Assuming, theoretically, that the auditor's judgment about materi-
ality at the planning stage was based on the same information available at
the evaluation stage, materiality for planning and evaluation purposes would
be the same. However, it ordinarily is not feasible for the auditor, when plan-
ning an audit, to anticipate all of the circumstances that may ultimately in-
fluence judgments about materiality in evaluating the audit findings at the
completion of the audit. Thus, the auditor's preliminary judgment about ma-
teriality ordinarily will differ from the judgment about materiality used in
evaluating the audit findings. If significantly lower materiality levels become
appropriate in evaluating audit findings, the auditor should re-evaluate the
sufficiency of the auditing procedures he or she has performed. {Paragraph
renumbered by the issuance of Statement on Auditing Standards No. 82,
February 1997.]

.28 In planning auditing procedures, the auditor should also consider
the nature, cause (if known), and amount of misstatements that he or she
is aware of from the audit of the prior period's financial statements. [Para-
graph renumbered by the issuance of Statement on Auditing Standards No. 82,
February 1997.]
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Considerations at the Individual Account-Balance or
Class-of-Transactions Level

.24 The auditor recognizes that there is an inverse relationship between
audit risk and materiality considerations. For example, the risk that a partic-
ular account balance or class of transactions and related assertions could be
misstated by an extremely large amount might be very low, but the risk that it
could be misstated by an extremely small amount might be very high. Holding
other planning considerations equal, either a decrease in the level of audit risk
that the auditor judges to be appropriate in an account balance or a class of
transactions or a decrease in the amount of misstatements in the balance or
class that the auditor believes could be material would require the auditor to do
one or more of the following: (a) select a more effective auditing procedure, (b)
perform auditing procedures closer to year end, or (c) increase the extent of a
particular auditing procedure. {Paragraph renumbered and amended, effective
for audits of financial statements for periods ending on or after December 15,
1997, by Statement on Auditing Standards No. 82.]

.25 In determining the nature, timing, and extent of auditing procedures
to be applied to a specific account balance or class of transactions, the auditor
should design procedures to obtain reasonable assurance of detecting misstate-
ments that he or she believes, based on the preliminary judgment about materi-
ality, could be material, when aggregated with misstatements in other balances
or classes, to the financial statements taken as a whole. Auditors use various
methods to design procedures to detect such misstatements. In some cases, au-
ditors explicitly estimate, for planning purposes, the maximum amount of mis-
statements in the balance or class that, when combined with misstatements in
other balances or classes, could exist without causing the financial statements
to be materially misstated. In other cases, auditors relate their preliminary
judgment about materiality to a specific account balance or class of transactions
without explicitly estimating such misstatements. [Paragraph renumbered by
the issuance of Statement on Auditing Standards No. 82, February 1997.]

.26 The auditor needs to consider audit risk at the individual account-
balance or class-of-transactions level because such consideration directly as-
sists in determining the scope of auditing procedures for the balance or class
and related assertions. The auditor should seek to restrict audit risk at the
individual balance or class level in such a way that will enable him or her, at
the completion of the audit, to express an opinion on the financial statements
taken as a whole at an appropriately low level of audit risk. Auditors use var-
ious approaches to accomplish that objective. [Paragraph renumbered by the
issuance of Statement on Auditing Standards No. 82, February 1997.]

.27 At the account-balance or class-of-transactions level, audit risk con-
sists of (¢) the risk (consisting of inherent risk and control risk) that the balance
or class and related assertions contain misstatements (whether caused by error
or fraud) that could be material to the financial statements when aggregated
with misstatements in other balances or classes and (b) the risk (detection risk)
that the auditor will not detect such misstatements. The discussion that follows
describes audit risk in terms of three component risks.'® The way the auditor

13 The formula in the appendix [paragraph .48] to section 350, Audit Sampling, describes audit
risk in terms of four component risks. Detection risk is presented in terms of two components: the risk
that analytical procedures and other relevant substantive tests would fail to detect misstatements
equal to tolerable misstatement, and the allowable risk of incorrect acceptance for the substantive
test of details. [Footnote renumbered by the issuance of Statement on Auditing Standards No. 82,
February 1997. Footnote renumbered, January 2004, to reflect conforming changes necessary due to
the issuance of Statement on Auditing Standards No. 99.)
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considers these component risks and combines them involves professional judg-
ment and depends on the audit approach.

a. Inherent risk is the susceptibility of an assertion to a material mis-
statement, assuming that there are no related controls. The risk of
such misstatement is greater for some assertions and related balances
or classes than for others. For example, complex calculations are more
likely to be misstated than simple calculations. Cash is more suscepti-
ble to theft than an inventory of coal. Accounts consisting of amounts
derived from accounting estimates pose greater risks than do accounts
consisting of relatively routine, factual data. External factors also in-
fluence inherent risk. For example, technological developments might
make a particular product obsolete, thereby causing inventory to be
more susceptible to overstatement. In addition to those factors that
are peculiar to a specific assertion for an account balance or a class
of transactions, factors that relate to several or all of the balances or
classes may influence the inherent risk related to an assertion for a
specific balance or class. These latter factors include, for example, a
lack of sufficient working capital to continue operations or a declining
industry characterized by a large number of business failures.

b. Control risk is the risk that a material misstatement that could occur
in an assertion will not be prevented or detected on a timely basis by
the entity's internal control. That risk is a function of the effectiveness
of the design and operation of internal control in achieving the entity's
objectives relevant to preparation of the entity's financial statements.
Some control risk will always exist because of the inherent limitations
of internal control.

¢. Detection risk is the risk that the auditor will not detect a material
misstatement that exists in an assertion. Detection risk is a function
of the effectiveness of an auditing procedure and of its application by
the auditor. It arises partly from uncertainties that exist when the au-
ditor does not examine 100 percent of an account balance or a class
of transactions and partly because of other uncertainties that exist
even if he or she were to examine 100 percent of the balance or class.
Such other uncertainties arise because an auditor might select an in-
appropriate auditing procedure, misapply an appropriate procedure,
or misinterpret the audit results. These other uncertainties can be re-
duced to a negligible level through adequate planning and supervision
and conduct of a firm's audit practice in accordance with appropriate
quality control standards.

[Paragraph renumbered and amended, effective for audits of financial state-
ments for periods ending on or after December 15, 1997, by Statement on Au-
diting Standards No. 82.]

.28 Inherent risk and control risk differ from detection risk in that they
exist independently of the audit of financial statements, whereas detection risk
relates to the auditor's procedures and can be changed at his or her discretion.
Detection risk should bear an inverse relationship to inherent and control risk.
The less the inherent and control risk the auditor believes exists, the greater
the detection risk that can be accepted. Conversely, the greater the inherent
and control risk the auditor believes exists, the less the detection risk that can
be accepted. These components of audit risk may be assessed in quantitative
terms such as percentages or in nonquantitative terms that range, for example,
from a minimum to a maximum. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 82, February 1997.]
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.29 When the auditor assesses inherent risk for an assertion related to an
account balance or a class of transactions, he or she evaluates numerous factors
that involve professional judgment. In doing so, the auditor considers not only
factors peculiar to the related assertion, but also, other factors pervasive to
the financial statements taken as a whole that may also influence inherent
risk related to the assertion. If an auditor concludes that the effort required to
assess inherent risk for an assertion would exceed the potential reduction in
the extent of auditing procedures derived from such an assessment, the auditor
should assess inherent risk as being at the maximum when designing auditing
procedures. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 82, February 1997.]

.30 The auditor also uses professional judgment in assessing control risk
for an assertion related to the account balance or class of transactions. The audi-
tor's assessment of control risk is based on the sufficiency of evidential matter
obtained to support the effectiveness of internal control in preventing or de-
tecting misstatements in financial statement assertions. If the auditor believes
controls are unlikely to pertain to an assertion or are unlikely to be effective, or
believes that evaluating their effectiveness would be inefficient, he or she would
assess control risk for that assertion at the maximum. [Paragraph renumbered
by the issuance of Statement on Auditing Standards No. 82, February 1997.]

.31 The auditor might make separate or combined assessments of inher-
ent risk and control risk. If the auditor considers inherent risk or control risk,
separately or in combination, to be less than the maximum, he or she should
have an appropriate basis for these assessments. This basis may be obtained,
for example, through the use of questionnaires, checklists, instructions, or sim-
ilar generalized materials and, in the case of control risk, the understanding
of internal control and the performance of suitable tests of controls. However,
professional judgment is required in interpreting, adapting, or expanding such
generalized material as appropriate in the circumstances. [Paragraph renum-
bered by the issuance of Statement on Auditing Standards No. 82, February
1997.]

.32 The detection risk that the auditor can accept in the design of auditing
procedures is based on the level to which he or she seeks to restrict audit risk
related to the account balance or class of transactions and on the assessment
of inherent and control risks. As the auditor's assessment of inherent risk and
control risk decreases, the detection risk that can be accepted increases. It is
not appropriate, however, for an auditor to rely completely on assessments of
inherent risk and control risk to the exclusion of performing substantive tests of
account balances and classes of transactions where misstatements could exist
that might be material when aggregated with misstatements in other balances
or classes. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 82, February 1997.]

.33 An audit of financial statements is a cuamulative process; as the auditor
performs planned auditing procedures, the evidence obtained may cause him
or her to modify the nature, timing, and extent of other planned procedures.
As a result of performing auditing procedures or from other sources during
the audit, information may come to the auditor's attention that differs signifi-
cantly from the information on which the audit plan was based. For example,
the extent of misstatements detected may alter the judgment about the levels
of inherent and control risks, and other information obtained about the finan-
cial statements may alter the preliminary judgment about materiality. In such
cases, the auditor may need to re-evaluate the auditing procedures he or she
plans to apply, based on the revised consideration of audit risk and materiality
for all or certain of the account balances or classes of transactions and related
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assertions. [Paragraph renumbered and amended, effective for audits of finan-
cial statements for periods ending on or after December 15, 1997, by Statement
on Auditing Standards No. 82.]

Evaluating Audit Findings

.34 In evaluating whether the financial statements are presented fairly,
in all material respects, in conformity with generally accepted accounting prin-
ciples, the auditor should consider the effects, both individually and in the
aggregate, of misstatements that are not corrected by the entity. In evaluating
the effects of misstatements, the auditor should include both qualitative and
quantitative considerations (see paragraphs .08-.11). The consideration and
aggregation of misstatements should include the auditor's best estimate of the
total misstatements in the account balances or classes of transactions that he
or she has examined (hereafter referred to as likely misstatements!4), not just
the amount of misstatements specifically identified (hereafter referred to as
known misstatements).!® Likely misstatements should be aggregated in a way
that enables the auditor to consider whether, in relation to individual amounts,
subtotals, or totals in the financial statements, they materially misstate the fi-
nancial statements taken as a whole. Qualitative considerations also influence
the auditor in reaching a conclusion as to whether misstatements are material.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 82, February 1997. As amended, effective September 2002, by Statement
on Auditing Standards No. 98.]

.35 When the auditor tests an account balance or a class of transactions
and related assertions by an analytical procedure, he or she ordinarily would
not specifically identify misstatements but would only obtain an indication of
whether misstatement might exist in the balance or class and possibly its ap-
proximate magnitude. If the analytical procedure indicates that a misstatement
might exist, but not its approximate amount, the auditor ordinarily would have
to employ other procedures to enable him or her to estimate the likely misstate-
ment in the balance or class. When an auditor uses audit sampling to test an
assertion for an account balance or a class of transactions, he or she projects
the amount of known misstatements identified in the sample to the items in
the balance or class from which the sample was selected. That projected mis-
statement, along with the results of other substantive tests, contributes to the
auditor's assessment of likely misstatement in the balance or class.['-1"! [Para-
graph renumbered by the issuance of Statement on Auditing Standards No. 82,
February 1997. As amended, effective September 2002, by Statement on Au-
diting Standards No. 98.]

14 The term likely misstatements includes any known misstatements. See section 316.75-.77 for
a further discussion of the auditor's consideration of differences between the accounting records and
the underlying facts and circumstances. Those paragraphs provide specific guidance on the auditor's
consideration of an audit adjustment that is, or may be, the result of fraud. [Footnote added, effective
September 2002, by Statement on Auditing Standards No. 98. Footnote renumbered and revised,
January 2004, to reflect conforming changes necessary due to the issuance of Statement on Auditing
Standards No. 99.]

15 If the auditor were to examine all of the items in a balance or a class, the likely misstatement
applicable to recorded transactions in the balance or class would be the amount of known misstate-
ments specifically identified. [Footnote added, effective September 2002, by Statement on Auditing
Standards No. 98. Footnote renumbered, January 2004, to reflect conforming changes necessary due
to the issuance of Statement on Auditing Standards No. 99.]

116-17] [Footnote renumbered and deleted by the issuance of Statement on Auditing Standards
No. 98, September 2002. Footnote subsequently renumbered, January 2004, to reflect conforming
changes necessary due to the issuance of Statement on Auditing Standards No. 99.]
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.36 The risk of material misstatement of the financial statements is gen-
erally greater when account balances and classes of transactions include ac-
counting estimates rather than essentially factual data because of the inherent
subjectivity in estimating future events. Estimates, such as those for inventory
obsolescence, uncollectible receivables, and warranty obligations, are subject
not only to the unpredictability of future events but also to misstatements that
may arise from using inadequate or inappropriate data or misapplying appro-
priate data. Since no one accounting estimate can be considered accurate with
certainty, the auditor recognizes that a difference between an estimated amount
best supported by the audit evidence and the estimated amount included in
the financial statements may be reasonable, and such difference would not be
considered to be a likely misstatement. However, if the auditor believes the es-
timated amount included in the financial statements is unreasonable, he or she
should treat the difference between that estimate and the closest reasonable es-
timate as a likely misstatement. The auditor should also consider whether the
difference between estimates best supported by the audit evidence and the esti-
mates included in the financial statements, which are individually reasonable,
indicate a possible bias on the part of the entity's management. For example,
if each accounting estimate included in the financial statements was individu-
ally reasonable, but the effect of the difference between each estimate and the
estimate best supported by the audit evidence was to increase income, the audi-
tor should reconsider the estimates taken as a whole. [Paragraph renumbered
by the issuance of Statement on Auditing Standards No. 82, February 1997.
As amended, effective September 2002, by Statement on Auditing Standards
No. 98.] '

.37 In prior periods, likely misstatements may not have been corrected by
the entity because they did not cause the financial statements for those periods
to be materially misstated. Those misstatements might also affect the current
period's financial statements.!8 If the auditor believes that there is an unaccept-
ably high risk that the current period's financial statements may be materially
misstated when those prior-period likely misstatements that affect the current
period's financial statements are considered along with likely misstatements
arising in the current period, the auditor should include in aggregate likely
misstatement the effect on the current period's financial statements of those
prior-period likely misstatements. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 82, February 1997.]

.38 If the auditor concludes, based on the accumulation of sufficient evi-
dential matter, that the effects of likely misstatements, individually or in the
aggregate, cause the financial statements to be materially misstated, the au-
ditor should request management to eliminate the misstatement. If the ma-
terial misstatement is not eliminated, the auditor should issue a qualified or
an adverse opinion on the financial statements. Material misstatements may
be eliminated by, for example, application of appropriate accounting principles,
other adjustments in amounts, or the addition of appropriate disclosure of inad-
equately disclosed matters. Even though the effects of likely misstatements on
the financial statements may be immaterial, the auditor should recognize that
an accumulation of immaterial misstatements in the balance sheet could con-
tribute to material misstatements of future financial statements. [Paragraph

18 The measurement of the effect, if any, on the current period's financial statements of mis-
statements uncorrected in prior periods involves accounting considerations and is therefore not ad-
dressed in this section. [Footnote renumbered by the issuance of Statement on Auditing Standards
No. 82, February 1997. Footnote subsequently renumbered by the issuance of Statement on Audit-
ing Standards No. 98, September 2002. Footnote subsequently renumbered, January 2004, to reflect
conforming changes necessary due to the issuance of Statement on Auditing Standards No. 99.]
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renumbered by the issuance of Statement on Auditing Standards No. 82, Febru-
ary 1997. As amended, effective September 2002, by Statement on Auditing
Standards No. 98.]

.39 If the auditor concludes that the effects of likely misstatements, indi-
vidually or in the aggregate, do not cause the financial statements to be mate-
rially misstated, he or she should recognize that they could still be materially
misstated because of further misstatement remaining undetected. As the ag-
gregate likely misstatements increase, the risk that the financial statements
may be materially misstated also increases. The auditor generally reduces this
risk of material misstatement in planning the audit by restricting the extent of
detection risk he or she is willing to accept for an assertion related to an account
balance or a class of transactions. The auditor can reduce this risk of material
misstatement by modifying the nature, timing, and extent of planned auditing
procedures in performing the audit. (See paragraph .33.) Nevertheless, if the
auditor believes that such risk is unacceptably high, he or she should perform
additional auditing procedures or satisfy himself or herself that the entity has
adjusted the financial statements to reduce the risk of material misstatement
to an acceptable level. [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 82, February 1997. As amended, effective September
2002, by Statement on Auditing Standards No. 98.]

40 The auditor should document the nature and effect of aggregated
misstatements. The auditor also should document his or her conclusion as to
whether the aggregated misstatements cause the financial statements to be
materially misstated. [Paragraph added, effective for audits of financial state-
ments for periods beginning on or after May 15, 2002, by Statement on Auditing
Standards No. 96.]

.41 In aggregating likely misstatements that the entity has not corrected,
pursuant to paragraphs .34 and .35, the auditor may designate an amount be-
low which misstatements need not be accumulated. This amount should be set
so that any such misstatements, either individually or when aggregated with
other such misstatements, would not be material to the financial statements,
after the possibility of further undetected misstatements is considered. [Para-
graph added, effective for audits of financial statements for periods ending on
or after December 15, 1997, by Statement on Auditing Standards No. 82. Para-
graph renumbered by the issuance of Statement on Auditing Standards No.
96, January 2002. As amended, effective September 2002, by Statement on
Auditing Standards No. 98.]

Effective Date

.42 This section is effective for audits of financial statements for peri-
ods beginning after June 30, 1984. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 82, February 1997. Paragraph subse-
quently renumbered by the issuance of Statement on Auditing Standards No.
96, January 2002.]

[The next page is 264-21.]
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AU Section 9312

Audit Risk and Materiality in Conducting an
Audit: Auditing Interpretations of Section 312

1. The Meaning of the Term Misstatement

.01 Question—Section 312, Audit Risk and Materiality in Conducting an
Audit, paragraph .04, states that financial statements would be considered
materially misstated if "they contain misstatements whose effect, individually
or in the aggregate, is important enough to cause them not to be presented
fairly, in all material respects, in conformity with generally accepted accounting
principles." Section 312.04 also states that misstatements can result from errors
or fraud. The term misstatement is used throughout generally accepted auditing
standards; however, this term is not defined. What is the meaning of the term
misstatement?

.02 Interpretation—In the absence of materiality considerations, a mis-
statement causes the financial statements not to be in conformity with gener-
ally accepted accounting principles.! A misstatement may consist of any of the
following:

a. Adifference between the amount, classification, or presentation of a re-
ported financial statement element, account, or item and the amount,
classification, or presentation that would have been reported under
generally accepted accounting principles

b. The omission of a financial statement element, account, or item

A financial statement disclosure that is not presented in accordance
with generally accepted accounting principles

d. The omission of information required to be disclosed in accordance
with generally accepted accounting principles.

.03 Misstatements may be of two types: known and likely. Section 312.35
refers to known misstatements as "the amount of misstatements specifically
identified." For example, the failure to accrue an unpaid invoice for goods re-
ceived or services rendered prior to the end of the period presented would be
a known misstatement. Section 312.35 refers to likely misstatements as "the
auditor's best estimate of the total misstatements in the account balances or
classes of transactions...." Likely misstatements may be identified when an
auditor performs analytical or sampling procedures. For example, if an auditor
applies sampling procedures to a certain class of transactions that identify a
known misstatement in the items sampled, the auditor will then determine
the likely misstatement by projecting the known difference identified in the
sample to the total population tested. With regard to analytical procedures,
section 312.35 states, in part—

When the auditor tests an account balance or class of transactions and related
assertions by an analytical procedure, he or she ordinarily would not specifically
identify misstatements but would only obtain an indication of whether

1 Reference to generally accepted accounting principles includes, where applicable, a comprehen-
sive basis of accounting other than generally accepted accounting principles as defined in section 623,
Special Reports, paragraph .04.
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misstatements might exist in the balance or class and possibly its approximate
magnitude. If the analytical procedure indicates that a misstatement might
exist, but not its approximate amount, the auditor ordinarily would have to
employ other procedures to enable him or her to estimate the likely misstate-
ment in the balance or class.

.04 Likely misstatements also are associated with accounting estimates.
Section 312.36 states, in part—

The risk of material misstatement of the financial statements is generally
greater when account balances and classes of transactions include accounting
estimates rather than essentially factual data because of the inherent subjec-
tivity in estimating future events. Estimates, such as those for inventory ob-
solescence, uncollectible receivables, and warranty obligations, are subject not
only to the unpredictability of future events but also to misstatements that may
arise from using inadequate or inappropriate data or misapplying appropriate
data. Since no one accounting estimate can be considered accurate with cer-
tainty, the auditor recognizes that a difference between an estimated amount
best supported by the audit evidence and the estimated amount included in
the financial statements may be reasonable, and such difference would not be
considered to be a likely misstatement. However, if the auditor believes the es-
timated amount included in the financial statements is unreasonable, he or she
should treat the difference between that estimate and the closest reasonable
estimate as a likely misstatement and aggregate it with other likely misstate-
ments.

[Issue Date: December, 2000.]

2. Evaluating Differences in Estimates
.05 Question—Section 312.36 states, in part—

Since no one accounting estimate can be considered accurate with certainty,
the auditor recognizes that a difference between an estimated amount best
supported by the audit evidence and the estimated amount included in the fi-
nancial statements may be reasonable, and such difference would not be consid-
ered to be a likely misstatement. However, if the auditor believes the estimated
amount included in the financial statements is unreasonable, he or she should
treat the difference between that estimate and the closest reasonable estimate
as a likely misstatement and aggregate it with other likely misstatements.

With respect to an estimate, what should the auditor consider in determining
the amount of the likely misstatements to be aggregated?

.06 Interpretation—In determining the amount of the likely misstate-
ments to be aggregated, the auditor considers the "closest reasonable estimate"
which may be a range of acceptable amounts or a point estimate, if that is a
better estimate than any other amount.

.07 In some cases the auditor may use a method that produces a range
of acceptable amounts to determine the reasonableness of amounts recorded.
For example, the auditor's analysis of specific problem accounts receivable and
recent trends in bad-debt write-offs as a percent of sales may cause the au-
ditor to conclude that the allowance for doubtful accounts should be between
$130,000 and $160,000. If management's recorded estimate falls within that
range, the auditor ordinarily would conclude that the recorded amount is rea-
sonable and no difference would be aggregated. If management's recorded es-
timate falls outside the auditor's range of acceptable amounts, the difference
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between the recorded amount and the amount at the closest end of the auditor's
range would be aggregated as a misstatement. For example, if management has
recorded $110,000 as the allowance, the amount by which the recorded estimate
falls outside the range ($20,000) is aggregated as a misstatement.

.08 In other cases the auditor may determine that a point estimate is a
better estimate than any other amount. In those situations, the auditor would
use that amount to determine the reasonableness of the recorded amount. The
auditor would compare the point estimate to the amount recorded by the client
and include any difference in the aggregation of misstatements.?

.09 Section 312.36 indicates that the auditor should be alert to the possi-
bility that management's recorded estimates are clustered at either end of the
auditor's range of acceptable amounts, indicating a possible bias on the part of
management. Section 312.36 states, in part—

The auditor should also consider whether the difference between estimates
best supported by the audit evidence and the estimates included in the finan-
cial statements, which are individually reasonable, indicate a possible bias on
the part of the entity's management. For example, if each accounting estimate
included in the financial statements was individually reasonable, but the effect
of the difference between each estimate and the estimate best supported by
the audit evidence was to increase income, the auditor should reconsider the
estimates taken as a whole.

In these circumstances, the auditor should reconsider whether other recorded
estimates reflect a similar bias and should perform additional audit procedures
that address those estimates. In addition, the auditor should be alert to the
possibility that management's recorded estimates were clustered at one end
of the range of acceptable amounts in the preceding year and clustered at the
other end of the range of acceptable amounts in the current year, thus indicating
the possibility that management is using swings in accounting estimates to
offset higher or lower than expected earnings. If the auditor believes that such
circumstances exist, the auditor should consider whether these matters should
be communicated to the entity's audit committee, as described in section 380,
Commaunication With Audit Committees, paragraphs .08 and .11.

[Issue Date: December, 2000.]

3. Quantitative Measures of Materiality in Evaluating Audit Findings

.10 Question—Section 312, Audit Risk and Materiality in Conducting an
Audit, provides guidance to the auditor on evaluating the effect of misstate-
ments on the financial statements under audit. Section 312.10 states, in part—

The auditor's consideration of materiality is a matter of professional judgment
and is influenced by his or her perception of the needs of a reasonable person
who will rely on the financial statements.

Section 312.34 further describes the auditor's evaluation of the quantitative
aspects of materiality. It states, in part—

In evaluating whether the financial statements are presented fairly, in all ma-
terial respects, in conformity with generally accepted accounting principles,
the auditor should aggregate misstatements that the entity has not corrected
in a way that enables him or her to consider whether, in relation to individ-
ual amounts, subtotals, or totals in the financial statements, they materially
misstate the financial statements taken as a whole.

2 See Interpretation No. 14, "Reasonable Estimation of the Amount of a Loss" of FASB Statement
No. 5, Accounting for Contingencies.
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What factors should the auditor consider in assessing the quantitative impact
of identified misstatements?

11 Interpretation—The quantitative evaluation of identified misstate-
ments is a matter of professional judgment and should reflect a measure of
materiality that is based on the element or elements of the financial state-
ments that, in the auditor's judgment, are expected to affect the judgment
of a reasonable person who will rely on the financial statements, consider-
ing the nature of the reporting entity. For example, it is generally recognized
that after-tax income from continuing operations is, in most circumstances, the
measure of greatest significance to the financial statement users of entities
whose debt or equity securities are publicly traded. Depending on the entity's
particular circumstances, other elements of the financial statements that may
be useful in making a quantitative assessment of the materiality of identi-
fied misstatements include current assets, net working capital, total assets,
total revenues, gross profit, total equity, and cash flows from operations. In
all instances, the element or elements selected should reflect, in the auditor's
judgment, the measures most likely to be considered important by the financial
statement users.

.12 Question—An entity's after-tax income or loss from continuing oper-
ations may be nominal or may fluctuate widely from year to year due to the
inclusion in the results of operations of significant, unusual, or infrequently
occurring income or expense items. What other quantitative measures could be
considered if after-tax income or loss from continuing operations is nominal or
fluctuates widely from period to period?

.13 Interpretation—In certain circumstances, a quantitative measure of
materiality based on after-tax income from continuing operations may not be
appropriate. The auditor may identify another element or elements that are
appropriate in the circumstances or may compute an amount of current-year
after-tax income from continuing operations adjusted to exclude unusual or
infrequently occurring items of income or expense.’

.14 The selection of an alternate element or elements for use in assessing
a quantitative measure of materiality is a matter of the auditor's professional
judgment. In choosing an alternate element or elements, the auditor should
evaluate the perceived needs of the financial statement users, the particular
circumstances that caused the abnormal results for the current year, the likeli-
hood of their recurrence, and any other matters that, in the auditor's judgment,
may be relevant to a quantitative assessment of materiality.

[Issue Date: December, 2000.]

4. Considering the Qualitative Characteristics of Misstatements

15 Question—Section 312, Audit Risk and Materiality in Conducting an
Audit, paragraph .34, states, in part—

Qualitative considerations also influence the auditor in reaching a conclusion
as to whether misstatements are material.

What qualitative factors should the auditor consider in assessing whether mis-
statements are material?

3 Paragraph 26 of APB Opinion No. 30, Reporting the Results of Operations—Reporting the Effects
of Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently Occurring Events
and Transactions, discusses unusual or infrequently occurring items.
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.16 Interpretation—Section 312.10 states that the auditor's consideration
of materiality is a matter of professional judgment and is influenced by his or
her perception of the needs of a reasonable person. Section 312.11 states—

As a result of the interaction of quantitative and qualitative considerations in
materiality judgments, misstatements of relatively small amounts that come to
the auditor's attention could have a material effect on the financial statements.
For example, an illegal payment of an otherwise immaterial amount could be
material if there is a reasonable possibility that it could lead to a material
contingent liability or a material loss of revenue.

Section 508, Reports on Audited Financial Statements, paragraph .36, states
that the significance of an item to a particular entity (for example, inventories
to a:manufacturing company), the pervasiveness of the misstatement (such as
whether it affects the amounts and presentation of numerous financial state-
ment items), and the effect of the misstatement on the financial statements
taken as a whole are all factors to be considered in making a judgment re-
garding materiality. Section 312.10 also makes reference to the discussion of
materiality in Financial Accounting Standards Board Statement of Financial
Accounting Concepts No. 2, Qualitative Characteristics of Accounting Informa-
tion. FASB Concepts Statement No. 2, paragraphs 123 through 132, includes a
discussion about matters that might affect a materiality judgment.

.17 The auditor considers relevant qualitative factors in his or her quali-
tative considerations. Qualitative factors the auditor may consider relevant to
his or her consideration include the following:

a. The potential effect of the misstatement on trends, especially trends
in profitability.

b. A misstatement that changes a loss into income or vice versa.

c. The effect of the misstatement on segment information, for example,
the significance of the matter to a particular segment important to the
future profitability of the entity, the pervasiveness of the matter on
the segment information, and the impact of the matter on trends in
segment information, all in relation to the financial statements taken
as a whole. (See Interpretation No. 4 of section 326, Evidential Matter,
"Applying Auditing Procedures to Segment Disclosures in Financial
Statements" [section 9326.39]).

d. The potential effect of the misstatement on the entity's compliance
with loan covenants, other contractual agreements, and regulatory
provisions.

e. The existence of statutory or regulatory reporting requirements that
affect materiality thresholds.

f A misstatement that has the effect of increasing management's com-
pensation, for example, by satisfying the requirements for the award
of bonuses or other forms of incentive compensation.

g The sensitivity of the circumstances surrounding the misstatement,
for example, the implications of misstatements involving fraud and
possible illegal acts, violations of contractual provisions, and conflicts
of interest.

h. Thesignificance of the financial statement element affected by the mis-
statement, for example, a misstatement affecting recurring earnings
as contrasted to one involving a non-recurring charge or credit, such
as an extraordinary item.
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i. The effects of misclassifications, for example, misclassification
between operating and non-operating income or recurring and
non-recurring income items or a misclassification between fundrais-
ing costs and program activity costs in a not-for-profit organization.

J. The significance of the misstatement or disclosures relative to known
user needs, for example—

® The significance of earnings and earnings per share to public-
company investors and the significance of equity amounts to
private-company creditors.

® The magnifying effects of a misstatement on the calculation of
purchase price in a transfer of interests (buy/sell agreement).

®  The effect of misstatements of earnings when contrasted with ex-
pectations.

Obtaining the views and expectations of the entity's audit committee
and management may be helpful in gaining or corroborating an un-
derstanding of user needs, such as those illustrated above.

k. The definitive character of the misstatement, for example, the preci-
sion of an error that is objectively determinable as contrasted with
a misstatement that unavoidably involves a degree of subjectivity
through estimation, allocation, or uncertainty.

l.  The motivation of management with respect to the misstatement, for
example, (i) an indication of a possible pattern of bias by management
when developing and accumulating accounting estimates or (ii) a mis-
statement precipitated by management's continued unwillingness to
correct weaknesses in the financial reporting process.

m. The existence of offsetting effects of individually significant but differ-
ent misstatements.

n. The likelihood that a misstatement that is currently immaterial may
have a material effect in future periods because of a cumulative effect,
for example, that builds over several periods.

o. - The cost of making the correction—it may not be cost-beneficial for the
client to develop a system to calculate a basis to record the effect of an
immaterial misstatement. On the other hand, if management appears
to have developed a system to calculate an amount that represents an
immaterial misstatement, it may reflect a motivation of management
as noted in paragraph .17(]) above.

p. The risk that possible additional undetected misstatements would af-
fect the auditor's evaluation.

[Issue Date: December, 2000.]

[The next page is 265.]
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AU Section 313

Substantive Tests Prior to the
Balance Sheet Date S

(Supersedes SAS No. 1, section 310.05-.09)°
Source: SAS No. 45.

Effective for periods ended after Sepiember 30, 1983,
unless otherwise indicated.

.01 This section provides guidance for audits of ﬁnanc1al statements
concerning—

a. Factors to be considered before applying principal substantive tests to
the details of particular asset or liability accounts as of a date (interim
date) that is prior to the balance-sheet date.

b.  Auditing procedures to provide a reasonable basis for extending from
an interim date to the balance-sheet date (remaining period) the audit
conclusions from such principal substantive tests.

¢. Coordinating the timing of auditing procedures.

Guidance concerning the timing of tests of controls is provided in section 319.99.
[Revised, May 2001, to reflect conforming changes necessary due to the issuance
of Statement on Auditing Standards No. 94.]

.02 Audit testing at interim dates may permit early consideration of signif-
icant matters affecting the year-end financial statements (for example, related
party transactions, changed conditions, recent accounting pronouncements,
and financial statement items likely to require adjustment). In addition, much
of the audit planning, including obtaining an understanding of internal control,
assessing control risk and the application of substantive tests to transactions

- can be conducted prior to the balance-sheet date.!

.03 Applying principal substantive tests to the details of an asset or li-
ability account as of an interim date rather than as of the balance-sheet date
potentially increases the risk that misstatements that may exist at the balance-
sheet date will not be detected by the auditor. The potential for such increased

§ This section has been superseded by Statement on Auditing Standards No. 110, Performing
Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained. This
section will be superseded closer to the effective date of Statement on Auditing Standards No. 110,
which is effective for audits of financial statements for periods beginning on or after December 15,
2006. Earlier application is permitted. Statement on Auditing Standards No. 110 is included in the
"AU Risk Assessment Standards: SAS No. 104-SAS No. 111" section, following the "AU Section 900—
Special Reports of the Committee on Auditing Procedure" section, of this publication.

* Editor's note deleted to reflect the conforming changes necessary due to the issuance of State-
ment on Auditing Standards Nos. 53 through 62.

! Substantive tests such as the following can be applied to transactwns through any selected
date(s) prior to the balance-sheet date and completed as part of the year-end procedures: (1) tests of
details of the additions to and reductions of accounts such as property, investments, and debt and
equity capital; (2) tests of details of transactions affecting income and expense accounts; (3) tests of
accounts that are not to be audited by testing the details of items composing the balance (for example,
warranty reserves, clearing accounts, certain deferred charges); and (4) analytical procedures applied
to income and expense accounts.
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audit risk tends to become greater as the remaining period is lengthened. This
potential incremental audit risk can be controlled, however, if the substantive
tests to cover the remaining period can be designed in a way that will provide a
reasonable basis for extending to the balance-sheet date the audit conclusions
from the tests of details at the interim date.

Factors to Be Considered Before Applying Principal
Substantive Tests to the Details of Balance-Sheet

Accounts at Interim Dates

.04 Before applying principal substantive tests to the details of asset or
liability accounts at an interim date, the auditor should assess the difficulty in
controlling the incremental audit risk. Paragraphs .05 through .07 discuss con-
siderations that affect that assessment. In addition, the auditor should consider
the cost of the substantive tests that are necessary to cover the remaining period
in a way that will provide the appropriate audit assurance at the balance-sheet
date. Applying principal substantive tests to the details of asset and liability
accounts at an interim date may not be cost-effective if substantive tests to
cover the remaining period cannot be restricted due to the assessed level of
control risk.

.05 Assessing control risk at below the maximum is not required in order
to have a reasonable basis for extending audit conclusions from an interim date
to the balance-sheet date; however, if the auditor assesses control risk at the
maximum during the remaining period, he should consider whether the effec-
tiveness of certain of the substantive tests to cover that period will be impaired.
For example, effective controls may be lacking over the internal documents that
provide indications of transactions that have been executed. Substantive tests
that are based on such documents and relate to the completeness assertion for
the remaining period may be ineffective because the documents may be incom-
plete. Likewise, substantive tests covering the remaining period that relate to
the existence assertion at the balance-sheet date may be ineffective if effective
controls over the custody and physical movement of assets are not present.
In both of the above examples, if the auditor concludes that the effectiveness
of such substantive tests would be impaired, additional assurance should be
sought or the accounts should be examined as of the balance-sheet date.

.06 The auditor should consider whether there are rapidly changing busi-
ness conditions or circumstances that might predispese management to mis-
state financial statements in the remaining period.? If such conditions or cir-
cumstances are present, the auditor might conclude that the substantive tests
to cover the remaining period would not be effective in controlling the incremen-
tal audit risk associated with them. In those situations, the asset and liability
accounts affected should ordinarily be examined as of the balance-sheet date.

.07 The auditor should consider whether the year-end balances of the par-
ticular asset or liability accounts that might be selected for interim examination
are reasonably predictable with respect to amount, relative significance, and
composition. He should also consider whether the entity's proposed procedures
for analyzing and adjusting such accounts at interim dates and for establishing
proper accounting cutoffs are appropriate. In addition, the auditor should con-
sider whether the accounting system will provide information concerning the

2 See section 316, Consideration of Fraud in a Financial Statement Audit, paragraph .85 (Ap-
pendix). [Footnote revised, January 2004, to reflect conforming changes necessary due to the issuance
of Statement on Auditing Standards No. 99.]
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balances at the balance-sheet date and the transactions in the remaining period
that is sufficient to permit investigation of (a) significant unusual transactions
or entries (including those at or near year-end); (b) other causes of significant
fluctuations, or expected fluctuations that did not occur; and (¢) changes in the
composition of the account balances. If the auditor concludes that evidential
matter related to the above would not be sufficient for purposes of controlling
audit risk, the account should be examined as of the balance-sheet date.

Extending Audit Conclusions to the
Balance-Sheet Date

.08 Substantive tests should be designed to cover the remaining period in
such a way that the assurance from those tests and the substantive tests ap-
plied to the details of the balance as of an interim date, and any audit assurance
provided from the assessed level of control risk, achieve the audit objectives at
the balance-sheet date. Such tests ordinarily should include (@) comparison of
information concerning the balance at the balance-sheet date with the compa-
rable information at the interim date to identify amounts that appear unusual
and investigation of any such amounts and (4) other analytical procedures or
substantive tests of details, or a combination of both, to provide a reasonable
basis for extending to the balance-sheet date the audit conclusions relative to
the assertions tested directly or indirectly at the interim date.?

.09 If misstatements are detected in account balances at interim dates,
the auditor may be required to modify the planned nature, timing, or extent
of the substantive tests covering the remaining period that relate to such ac-
counts or to reperform certain auditing procedures at the balance-sheet date.
The assessment of possible misstatement as of the balance-sheet date should
be based on the auditor's judgment of the state of the particular account(s) as of
that date, after considering (@) the possible implications of the nature and cause
of the misstatements detected at the interim date, () the possible relationship
to other phases of the audit, (c) the corrections subsequently recorded by the
entity, and (d) the results of auditing procedures covering the remaining period
(including those that are responsive to the particular possibilities for misstate-
ment). For example, the auditor might conclude that the estimate of unrecorded
credit memos at an interim date is representative of such misstatements at the
balance-sheet date, based on substantive tests covering the remaining period.
On the other hand, the assessment of the possible effects at the balance-sheet
date of other types of cutoff misstatements at an interim date might be based
on the results of reperforming substantive tests of the cutoff.

Coordinating the Timing of Auditing Procedures

.10 The timing of auditing procedures also involves consideration of
whether related auditing procedures are properly coordinated. This includes,
for example—

a. Coordinating the auditing procedures applied to related party trans-
actions and balances.*

8 Factors to be considered in determining the relative mix of tests of details and analytical pro-
cedures include (1) the nature of the transactions and balances in relation to the assertions involved,
(2) the availability of historical data or other criteria for use in analytical procedures, and (3) the
availability of records required for effective tests of details and the nature of the tests to which they
are susceptible.

4 See section 334, Related Parties.
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b. Coordinating the testing of interrelated accounts and accounting cut-
offs.

¢. Maintaining temporary audit control over assets that are readily ne-
gotiable and simultaneously testing such assets and cash on hand and
in banks, bank loans, and other related items.

Decisions about coordinating related auditing procedures should be made in
the light of the assessed level of control risk and of the particular auditing
procedures that could be applied, either for the remaining period or at year-
end, or both.

[The next page is 271.]
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AU Section 315

Communications Between Predecessor and
Successor Auditors

(Supersedes SAS No. 7)
Source: SAS No. 84; SAS No. 93.

Effective with respect fo acceptance of an engagement after March 31, 1998,
unless otherwise indicated.

Introduction

.01 This section provides guidance on communications between predeces-
sor and successor auditors when a change of auditors is in process or has taken
place. It also provides communications guidance when possible misstatements
are discovered in financial statements reported on by a predecessor auditor.
This section applies whenever an independent auditor is considering accepting
an engagement to audit or reaudit (see paragraph .14 of this section) financial
statements in accordance with generally accepted auditing standards, and after
such auditor has been appointed to perform such an engagement.

.02 For the purposes of this section, the term predecessor auditor refers
to an auditor who (@) has reported on the most recent audited financial state-
ments! or was engaged to perform but did not complete an audit of the financial
statements? and (b) has resigned, declined to stand for reappointment, or been
notified that his or her services have been, or may be, terminated. The term suc-
cessor auditor refers to an auditor who is considering accepting an engagement
to audit financial statements but has not communicated with the predeces-
sor auditor as provided in paragraphs .07 through .10 and to an auditor who
has accepted such an engagement. [As amended, effective for audits of finan-
cial statements for periods ending on or after June 30, 2001, by Statement on
Auditing Standards No. 93.]

Change of Auditors

.03 An auditor should not accept an engagement until the communications
described in paragraphs .07 through .10 have been evaluated.?> However, an
auditor may make a proposal for an audit engagement before communicating
with the predecessor auditor. The auditor may wish to advise the prospective

! The provisions of this section are not required if the most recent audited financial statements
are more than two years prior to the beginning of the earliest period to be audited by the successor
auditor.

2 There may be two predecessor auditors: the auditor who reported on the most recent audited
financial statements and the auditor who was engaged to perform but did not complete an audit of
any subsequent financial statements. {As amended, effective for audits of financial statements for
periods ending on or after June 30, 2001, by Statement on Auditing Standards No. 93.]

3 When the most recent financial statements have been compiled or reviewed in accordance with
the Statements on Standards for Accounting and Review Services, the accountant who reported on
those financial statements is not a predecessor auditor. Although not required by this section, in these
circumstances the successor auditor may find the matters described in paragraphs .08 and .09 useful
in determining whether to accept the engagement.
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client (for example, in a proposal) that acceptance cannot be final until the
communications have been evaluated.

.04 Other communications between the successor and predecessor audi-
tors, described in paragraph .11, are advisable to assist in the planning of the
engagement. However, the timing of these other communications is more flexi-
ble. The successor auditor may initiate these other communications either prior
to acceptance of the engagement or subsequent thereto.

.05 When more than one auditor is considering accepting an engagement,
the predecessor auditor should not be expected to be available to respond to in-
quiries until a successor auditor has been selected by the prospective client and
has accepted the engagement subject to the evaluation of the communications
with the predecessor auditor as provided in paragraphs .07 through .10.

.06 The initiative for communicating rests with the successor auditor.
The communication may be either written or oral. Both the predecessor and
successor auditors should hold in confidence information obtained from each
other. This obligation applies whether or not the successor auditor accepts the
engagement.

Communications Before Successor Auditor Accepts Engagement

.07 Inquiry of the predecessor auditor is a necessary procedure because
the predecessor auditor may be able to provide information that will assist
the successor auditor in determining whether to accept the engagement. The
successor auditor should bear in mind that, among other things, the predecessor
auditor and the client may have disagreed about accounting principles, auditing
procedures, or similarly significant matters.

.08 The successor auditor should request permission from the prospective
client to make an inquiry of the predecessor auditor prior to final acceptance of
the engagement. Except as permitted by the Rules of the Code of Professional
Conduct, an auditor is precluded from disclosing confidential information ob-
tained in the course of an engagement unless the client specifically consents.
Thus, the successor auditor should ask the prospective client to authorize the
predecessor auditor to respond fully to the successor auditor's inquiries. If a
prospective client refuses to permit the predecessor auditor to respond or lim-
its the response, the successor auditor should inquire as to the reasons and
consider the implications of that refusal in deciding whether to accept the en-
gagement,

.09 The successor auditor should make specific and reasonable inquiries of
the predecessor auditor regarding matters that will assist the successor auditor
in determining whether to accept the engagement. Matters subject to inquiry
should include—

® Information that might bear on the integrity of management.

® Disagreements with management as to accounting principles, auditing
procedures, or other similarly significant matters.

® Communications to audit committees or others with equivalent au-
thority and responsibility* regarding fraud, illegal acts by clients, and
internal-control-related matters.’

4 For entities that do not have audit committees, the phrase "others with equivalent authority
and responsibility" may include the board of directors, the board of trustees, or the owner in owner-
managed entities.

5 See section 316, Consideration of Fraud in a Financial Statement Audit; section 317, Illegal Acts
by Clients; andsection 325, Communication of Internal Control Related Matters Noted in an Audit.
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® The predecessor auditor's understanding as to the reasons for the
change of auditors.

The successor auditor may wish to consider other reasonable inquiries.

.10 The predecessor auditor should respond promptly and fully, on the
basis of known facts, to the successor auditor's reasonable inquiries. However,
should the predecessor auditor decide, due to unusual circumstances such as im-
pending, threatened, or potential litigation; disciplinary proceedings; or other
unusual circumstances, not to respond fully to the inquiries, the predecessor
auditor should clearly state that the response is limited. If the successor auditor
receives a limited response, its implications should be considered in deciding
whether to accept the engagement.

Other Communications

.11 The successor auditor should request that the client authorize the pre-
decessor auditor to allow a review of the predecessor auditor's working papers.
The predecessor auditor may wish to request a consent and acknowledgment
letter from the client to document this authorization in an effort to reduce mis-
understandings about the scope of the communications being authorized.b It is
customary in such circumstances for the predecessor auditor to make himself or
herself available to the successor auditor and make available for review certain
of the working papers. The predecessor auditor should determine which work-
ing papers are to be made available for review and which may be copied. The
predecessor auditor should ordinarily permit the successor auditor to review
working papers, including documentation of planning, internal control, audit
results, and other matters of continuing accounting and auditing significance,
such as the working paper analysis of balance sheet accounts, and those relating
to contingencies. Also, the predecessor auditor should reach an understanding
with the successor auditor as to the use of the working papers.” The extent, if
any, to which a predecessor auditor permits access to the working papers is a
matter of judgment.

Successor Auditor’s Use of Communications

.12 The successor auditor must obtain sufficient competent evidential
matter to afford a reasonable basis for expressing an opinion on the finan-
cial statements he or she has been engaged to audit, including evaluating the
consistency of the application of accounting principles. The audit evidence used
in analyzing the impact of the opening balances on the current-year financial
statements and consistency of accounting principles is a matter of professional
judgment. Such audit evidence may include the most recent audited financial
statements, the predecessor auditor's report thereon,® the results of inquiry
of the predecessor auditor, the results of the successor auditor's review of the
predecessor auditor's working papers relating to the most recently completed
audit, and audit procedures performed on the current period's transactions that

6 Appendix A [paragraph .24] contains an illustrative client consent and acknowledgment letter.

7 Before permitting access to the working papers, the predecessor auditor may wish to obtain a
written communication from the successor auditor regarding the use of the working papers. Appendix
B [paragraph .25] contains an illustrative successor auditor acknowledgment letter.

8 The successor auditor may wish to make inquiries about the professional reputation and stand-
ing of the predecessor auditor. See section 543, Part of Audit Performed by Other Independent Auditors,
paragraph 10a.
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may provide evidence about the opening balances or consistency. For example,
evidence gathered during the current year's audit may provide information
about the realizability and existence of receivables and inventory recorded at
the beginning of the year. The successor auditor may also apply appropriate
auditing procedures to account balances at the beginning of the period under
audit and to transactions in prior periods. [As amended, effective for audits of
financial statements for periods ending on or after June 30, 2001, by Statement
on Auditing Standards No. 93.]

.13 The successor auditor's review of the predecessor auditor's working
papers may affect the nature, timing, and extent of the successor auditor's
procedures with respect to the opening balances and consistency of accounting
principles. However, the nature, timing, and extent of audit work performed
and the conclusions reached in both these areas are solely the responsibility of
the successor auditor. In reporting on the audit, the successor auditor should
not make reference to the report or work of the predecessor auditor as the basis,
in part, for the successor auditor's own opinion.

Audits of Financial Statements That Have Been
Previously Audited

.14 If an auditor is asked to audit and report on financial statements
that have been previously audited and reported on (henceforth referred to as
a reaudit), the auditor considering acceptance of the reaudit engagement is
also a successor auditor, and the auditor who previously reported is also a
predecessor auditor. In addition to the communications described in paragraphs
.07 through .10, the successor auditor should state that the purpose of the
inquiries is to obtain information about whether to accept an engagement to
perform a reaudit.

.15 Ifthe successor auditor accepts the reaudit engagement, he or she may
consider the information obtained from inquiries of the predecessor auditor
and review of the predecessor auditor's report and working papers in planning
the reaudit. However, the information obtained from those inquiries and any
review of the predecessor auditor's report and working papers is not sufficient
to afford a basis for expressing an opinion. The nature, timing, and extent of
the audit work performed and the conclusions reached in the reaudit are solely
the responsibility of the successor auditor performing the reaudit.

.16 The successor auditor should plan and perform the reaudit in accor-
dance with generally accepted auditing standards. The successor auditor should
not assume responsibility for the predecessor auditor's work or issue a report
that reflects divided responsibility as described in section 543, Part of Audit
Performed by Other Independent Auditors. Furthermore, the predecessor audi-
tor is not a specialist as defined in section 336, Using the Work of a Specialist,
or an internal auditor as defined in section 322, The Auditor's Consideration of
the Internal Audit Function in an Audit of Financial Statements.

.17 If the successor auditor has audited the current period, the results of
that audit may be considered in planning and performing the reaudit of the
preceding period or periods and may provide evidential matter that is useful in
performing the reaudit.

.18 If, in a reaudit engagement, the successor auditor is unable to obtain
sufficient competent evidential matter to express an opinion on the financial
statements, the successor auditor should qualify or disclaim an opinion because
of the inability to perform procedures the successor auditor considers necessary
in the circumstances.
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.19 The successor auditor should request working papers for the period or
periods under reaudit and the period prior to the reaudit period. However, the
extent, if any, to which the predecessor auditor permits access to the working
papers is a matter of judgment. (See paragraph .11 of this section.)

.20 In areaudit, the successor auditor generally will be unable to observe
inventory or make physical counts at the reaudit date or dates in the manner
discussed in paragraphs .09 through .11 of section 331, Inventories. In such
cases, the successor auditor may consider the knowledge obtained from his or
her review of the predecessor auditor's working papers and inquiries of the pre-
decessor auditor to determine the nature, timing, and extent of procedures to
be applied in the circumstances. The successor auditor performing the reaudit
should, if material, observe or perform some physical counts of inventory at a
date subsequent to the period of the reaudit, in connection with a current audit
or otherwise, and apply appropriate tests of intervening transactions. Appro-
priate procedures may include tests of prior transactions, reviews of records
of prior counts, and the application of analytical procedures, such as gross
profit tests.

Discovery of Possible Misstatements in Financial
Statements Reported on by a Predecessor Auditor

.21 If during the audit or reaudit, the successor auditor becomes aware of
information that leads him or her to believe that financial statements reported
on by the predecessor auditor may require revision, the successor auditor should
request that the client inform the predecessor auditor of the situation and ar-
range for the three parties to discuss this information and attempt to resolve the
matter. The successor auditor should communicate to the predecessor auditor
any information that the predecessor auditor may need to consider in accor-
dance with section 561, Subsequent Discovery of Facts Existing at the Date of
the Auditor's Report, which sets out the procedures that an auditor should fol-
low when the auditor subsequently discovers facts that may have affected the
audited financial statements previously reported on.’

.22 Ifthe client refuses to inform the predecessor auditor or if the successor
auditor is not satisfied with the resolution of the matter, the successor auditor
should evaluate (a) possible implications on the current engagement and (b)
whether to resign from the engagement. Furthermore, the successor auditor
may wish to consult with his or her legal counsel in determining an appropriate
course of further action.

Effective Date

.23 This section will be effective with respect to acceptance of an engage-
ment after March 31, 1998. Earlier application is permitted.

9 See section 508, Reports on Audited Financial Statements, paragraphs .70 through .74, for
reporting guidance.
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Appendix A

llustrative Client Consent and Acknowledgment Letter

1. Paragraph .11 of this section states, "The successor auditor should re-
quest that the client authorize the predecessor auditor to allow a review of
the predecessor auditor's working papers. The predecessor auditor may wish
to request a consent and acknowledgment letter from the client to document
this authorization in an effort to reduce misunderstandings about the scope
of the communications being authorized." The following letter is presented for
illustrative purposes only and is not required by professional standards.

[Date]

ABC Enterprises
[Address]

You have given your consent to allow {name of successor CPA firm], as successor
independent auditors for ABC Enterprises (ABC), access to our working papers
for our audit of the December 31, 19X1, financial statements of ABC. You also
have given your consent to us to respond fully to [name of successor CPA firm]
inquiries. You understand and agree that the review of our working papers is
undertaken solely for the purpose of obtaining an understanding about ABC
and certain information about our audit to assist [name of successor CPA firm]
in planning the audit of the December 31, 19X2, financial statements of ABC.

Please confirm your agreement with the foregoing by signing and dating a copy
of this letter and returning it to us.

Attached is the form of the letter we will furnish [name of successor CPA firm]
regarding the use of the working papers.

Very truly yours,
(Predecessor Auditor]

By:

Accepted:
ABC Enterprises
By: Date:
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Appendix B

lllustrative Successor Auditor Acknowledgment Letter

1. Paragraph .11, footnote 7, of this section states, "Before permitting access
to the working papers, the predecessor auditor may wish to obtain a written
communication from the successor auditor regarding the use of the working
papers.” The following letter is presented for illustrative purposes only and is
not required by professional standards.

[Datel

[Successor Auditor]
[Address]

We have previously audited, in accordance with auditing standards generally
accepted in the United States of America, the December 31, 20X1, financial
statements of ABC Enterprises (ABC). We rendered a report on those finan-
cial statements and have not performed any audit procedures subsequent to
the audit report date. In connection with your audit of ABC's 20X2 financial
statements, you have requested access to our working papers prepared in con-
nection with that audit. ABC has authorized our firm to allow you to review
those working papers.

Our audit, and the working papers prepared in connection therewith, of ABC's
financial statements were not planned or conducted in contemplation of your
review. Therefore, items of possible interest to you may not have been specifi-
cally addressed. Our use of professional judgment and the assessment of audit
risk and materiality for the purpose of our audit mean that matters may have
existed that would have been assessed differently by you. We make no rep-
resentation as to the sufficiency or appropriateness of the information in our
working papers for your purposes.

We understand that the purpose of your review is to obtain information about
ABC and our 19X1 audit results to assist you in planning your 19X2 audit of
ABC. For that purpose only, we will provide you access to our working papers
that relate to that objective.

Upon request, we will provide copies of those working papers that provide fac-
tual information about ABC. You agree to subject any such copies or information
otherwise derived from our working papers to your normal policy for retention
of working papers and protection of confidential client information. Further-
more, in the event of a third-party request for access to your working papers
prepared in connection with your audits of ABC, you agree to obtain our per-
mission before voluntarily allowing any such access to our working papers or
information otherwise derived from our working papers, and to obtain on our
behalf any releases that you obtain from such third party. You agree to advise us
promptly and provide us a copy of any subpoena, summons, or other court order
for access to your working papers that include copies of our working papers or
information otherwise derived therefrom.

Please confirm your agreement with the foregoing by signing and dating a copy
of this letter and returning it to us.
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Very truly yours,
[Predecessor Auditor)

By:

Accepted:
[Successor Auditor]

By: Date:

Even with the client's consent, access to the predecessor auditor's working pa-
pers may still be limited. Experience has shown that the predecessor auditor
may be willing to grant broader access if given additional assurance concerning
the use of the working papers. Accordingly, the successor auditor might consider
agreeing to the following limitations on the review of the predecessor auditor's
working papers in order to obtain broader access:

®  The successor auditor will not comment, orally or in writing, to any-
one as a result of the review as to whether the predecessor auditor's
engagement was performed in accordance with generally accepted au-
diting standards.

® The successor auditor will not provide expert testimony or litigation
support services or otherwise accept an engagement to comment on
issues relating to the quality of the predecessor auditor's audit.

® The successor auditor will not use the audit procedures or results
thereof documented in the predecessor auditor's working papers as
evidential matter in rendering an opinion on the 19X2 financial state-
ments of ABC Enterprises, except as contemplated in Statement on
Auditing Standards No. 84.

The following paragraph illustrates the above:

Because your review of our working papers is undertaken solely for the purpose
described above and may not entail a review of all our working papers, you agree
that (1) the information obtained from the review will not be used by you for
any other purpose, (2) you will not comment, orally or in writing, to anyone as a
result of that review as to whether our audit was performed in accordance with
generally accepted auditing standards, (3) you will not provide expert testimony
or litigation support services or otherwise accept an engagement to comment
on issues relating to the quality of our audit, and (4) you will not use the audit
procedures or results thereof documented in our working papers as evidential
matter in rendering your opinion on the 19X2 financial statements of ABC,
except as contemplated in Statement on Auditing Standards No. 84.

[Revised, October 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 93.]

[The next page is 277.]
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AU Section 316

Consideration of Fraud in a Financial
Statement Audit

(Supersedes SAS No. 82)
Source: SAS No. 99.

Effective for audits of financial statements for periods beginning on or after
December 15, 2002.

Introduction and Overview

.01 Section 110, Responsibilities and Functions of the Independent Audi-
tor, paragraph .02, states, "The auditor has a responsibility to plan and perform
the audit to obtain reasonable assurance about whether the financial state-
ments are free of material misstatement, whether caused by error or fraud.
[footnote omitted]"! This section establishes standards and provides guidance
to auditors in fulfilling that responsibility, as it relates to fraud, in an audit of
financial statements conducted in accordance with generally accepted auditing
standards (GAAS).?

.02 The following is an overview of the organization and content of this
section:

®  Description and characteristics of fraud. This section describes fraud
and its characteristics. (See paragraphs .05 through .12.)

®  The importance of exercising professional skepticism. This section dis-
cusses the need for auditors to exercise professional skepticism when
considering the possibility that a material misstatement due to fraud
could be present. (See paragraph .13.)

®  Discussion among engagement personnel regarding the risks of mate-
rial misstatement due to fraud. This section requires, as part of plan-
ning the audit, that there be a discussion among the audit team mem-
bers to consider how and where the entity's financial statements might
be susceptible to material misstatement due to fraud and to reinforce
the importance of adopting an appropriate mindset of professional
skepticism. (See paragraphs .14 through .18.)

! The auditor's consideration of illegal acts and responsibility for detecting misstatements result-
ing from illegal acts is defined in section 317, Illegal Acts by Clients. For those illegal acts that are
defined in that section as having a direct and material effect on the determination of financial state-
ment amounts, the auditor's responsibility to detect misstatements resulting from such illegal acts is
the same as that for errors (see section 312, Audit Risk and Materiality in Conducting an Audit, or
fraud).

2 Auditors are sometimes requested to perform other services related to fraud detection and pre-
vention, for example, special investigations to determine the extent of a suspected or detected fraud.
These other services usually include procedures that extend beyond or are different from the proce-
dures ordinarily performed in an audit of financial statements in accordance with generally accepted
auditing standards (GAAS). AT section 101, Attest Engagements, and CS section 100, Consulting Ser-
vices: Definitions and Standards, provide guidance to accountants relating to the performance of such
services.
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®  Obtaining the information needed to identify risks of material mis-
statement due to fraud. This section requires the auditor to gather
information necessary to identify risks of material misstatement due
to fraud, by

a. Inquiring of management and others within the entity about the
risks of fraud. (See paragraphs .20 through .27.)

b. Considering the results of the analytical procedures performed in
planning the audit. (See paragraphs .28 through .30.)

c. Considering fraud risk factors. (See paragraphs .31 through .33,
and the Appendix, "Examples of Fraud Risk Factors" [paragraph
.85].)

d. Considering certain other information. (See paragraph .34.)

®  Identifying risks that may result in a material misstatement due to
fraud. This section requires the auditor to use the information gath-
ered to identify risks that may result in a material misstatement due
to fraud. (See paragraphs .35 through .42.)

®  Assessing the identified risks after taking into account an evaluation of
the entity's programs and controls. This section requires the auditor to
evaluate the entity's programs and controls that address the identified
risks of material misstatement due to fraud, and to assess the risks
taking into account this evaluation. (See paragraphs .43 through .45.)

®  Responding to the results of the assessment. This section emphasizes
that the auditor's response to the risks of material misstatement due
to fraud involves the application of professional skepticism when gath-
ering and evaluating audit evidence. (See paragraph .46 through .49.)
The section requires the auditor to respond to the results of the risk
assessment in three ways:

a. A response that has an overall effect on how the audit is con-
ducted, that is, a response involving more general considerations
apart from the specific procedures otherwise planned. (See para-
graph .50.)

b. A response to identified risks that involves the nature, timing,
and extent of the auditing procedures to be performed. (See para-
graphs .51 through .56.)

c. A response involving the performance of certain procedures to
further address the risk of material misstatement due to fraud
involving management override of controls. (See paragraphs .57
through .67.)

®  Evaluating audit evidence. This section requires the auditor to assess
the risks of material misstatement due to fraud throughout the audit
and to evaluate at the completion of the audit whether the accumu-
lated results of auditing procedures and other observations affect the
assessment. (See paragraphs .68 through .74.) It also requires the au-
ditor to consider whether identified misstatements may be indicative
of fraud and, if so, directs the auditor to evaluate their implications.
(See paragraphs .75 through .78.)

®  Communicating about fraud to management, the audit committee, and
others. This section provides guidance regarding the auditor's com-
munications about fraud to management, the audit committee, and
others. (See paragraphs .79 through .82.)

®  Documenting the auditor’s consideration of fraud. This section de-
scribes related documentation requirements. (See paragraph .83.)
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.03 The requirements and guidance set forth in this section are intended
to be integrated into an overall audit process, in a logical manner that is consis-
tent with the requirements and guidance provided in other sections, including
section 311, Planning and Supervision; section 312, Audit Risk and Materiality
in Conducting an Audit; and section 319, Consideration of Internal Control in a
Financial Statement Audit. Even though some requirements and guidance set
forth in this section are presented in a manner that suggests a sequential audit
process, auditing in fact involves a continuous process of gathering, updating,
and analyzing information throughout the audit. Accordingly the sequence of
the requirements and guidance in this section may be implemented differently
among audit engagements.

.04 Although this section focuses on the auditor's consideration of fraud
in an audit of financial statements, it is management's responsibility to de-
sign and implement programs and controls to prevent, deter, and detect fraud.?
That responsibility is described in section 110.03, which states, "Management
is responsible for adopting sound accounting policies and for establishing and
maintaining internal control that will, among other things, initiate, record, pro-
cess, and report transactions (as well as events and conditions) consistent with
management's assertions embodied in the financial statements." Management,
along with those who have responsibility for oversight of the financial report-
ing process (such as the audit committee, board of trustees, board of directors,
or the owner in owner-managed entities), should set the proper tone; create
and maintain a culture of honesty and high ethical standards; and establish
appropriate controls to prevent, deter, and detect fraud. When management
and those responsible for the oversight of the financial reporting process ful-
fill those responsibilities, the opportunities to commit fraud can be reduced
significantly.

Description and Characteristics of Fraud

.05 Fraud is a broad legal concept and auditors do not make legal deter-
minations of whether fraud has occurred. Rather, the auditor's interest specif-
ically relates to acts that result in a material misstatement of the financial
statements. The primary factor that distinguishes fraud from error is whether
the underlying action that results in the misstatement of the financial state-
ments is intentional or unintentional. For purposes of the section, fraud is an
intentional act that results in a material misstatement in financial statements
that are the subject of an audit.*

.06 Two types of misstatements are relevant to the auditor's considera-
tion of fraud—misstatements arising from fraudulent financial reporting and
misstatements arising from misappropriation of assets.

®  Misstatements arising from fraudulent financial reporting are intenti-
onal misstatements or omissions of amounts or disclosures in financial

3 In its October 1987 report, the National Commission on Fraudulent Financial Reporting, also
known as the Treadway Commission, noted, "The responsibility for reliable financial reporting resides
first and foremost at the corporate level. Top management, starting with the chief executive officer,
sets the tone and establishes the financial reporting environment. Therefore, reducing the risk of
fraudulent financial reporting must start with the reporting company.”

4 Intent is often difficult to determine, particularly in matters involving accounting estimates
and the application of accounting principles. For example, unreasonable accounting estimates may
be unintentional or may be the result of an intentional attempt to misstate the financial statements.
Although an audit is not designed to determine intent, the auditor has a responsibility to plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement, whether the misstatement is intentional or not.
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statements designed to deceive financial statement users where the ef-
fect causes the financial statements not to be presented, in all material
respects, in conformity with generally accepted accounting principles
(GAAP).? Fraudulent financial reporting may be accomplished by the
following:

— Manipulation, falsification, or alteration of accounting records or
supporting documents from which financial statements are pre-
pared

— Misrepresentation in or intentional omission from the financial
statements of events, transactions, or other significant informa-
tion

— Intentional misapplication of accounting principles relating to
amounts, classification, manner of presentation, or disclosure

Fraudulent financial reporting need not be the result of a grand plan
or conspiracy. It may be that management representatives rationalize
the appropriateness of a material misstatement, for example, as an ag-
gressive rather than indefensible interpretation of complex accounting
rules, or as a temporary misstatement of financial statements, includ-
ing interim statements, expected to be corrected later when operational
results improve.

®  Misstatements arising from misappropriation of assets (sometimes re-
ferred to as theft or defalcation) involve the theft of an entity's assets
where the effect of the theft causes the financial statements not to be
presented, in all material respects, in conformity with GAAP. Misap-
propriation of assets can be accomplished in various ways, including
embezzling receipts, stealing assets, or causing an entity to pay for
goods or services that have not been received. Misappropriation of as-
sets may be accompanied by false or misleading records or documents,
possibly created by circumventing controls. The scope of this section
includes only those misappropriations of assets for which the effect of
the misappropriation causes the financial statements not to be fairly
presented, in all material respects, in conformity with GAAP.

.07 Three conditions generally are present when fraud occurs. First, man-
agement or other employees have an incentive or are under pressure, which
provides a reason to commit fraud. Second, circumstances exist—for example,
the absence of controls, ineffective controls, or the ability of management to
override controls—that provide an opportunity for a fraud to be perpetrated.
Third, those involved are able to rationalize committing a fraudulent act. Some
individuals possess an attitude, character, or set of ethical values that allow
them to knowingly and intentionally commit a dishonest act. However, even
otherwise honest individuals can commit fraud in an environment that im-
poses sufficient pressure on them. The greater the incentive or pressure, the
more likely an individual will be able to rationalize the acceptability of com-
mitting fraud.

.08 Management has a unique ability to perpetrate fraud because it
frequently is in a position to directly or indirectly manipulate accounting
records and present fraudulent financial information. Fraudulent financial re-
porting often involves management override of controls that otherwise may

5 Reference to generally accepted accounting principles (GAAP) includes, where applicable, a
comprehensive basis of accounting other than GAAP as defined in section 623, Special Reports,
paragraph .04. -
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appear to be operating effectively.®* Management can either direct employees to
perpetrate fraud or solicit their help in carrying it out. In addition, management
personnel at a component of the entity may be in a position to manipulate the
accounting records of the component in a manner that causes a material mis-
statement in the consolidated financial statements of the entity. Management
override of controls can occur in unpredictable ways.

.09 Typically; management and employees engaged in fraud will take steps
to conceal the fraud from the auditors and others within and outside the orga-
nization. Fraud may be concealed by withholding evidence or misrepresenting
information in response to inquiries or by falsifying documentation. For exam-
ple, management that engages in fraudulent financial reporting might alter
shipping documents. Employees or members of management who misappro-
priate cash might try to conceal their thefts by forging signatures or falsifying
electronic approvals on disbursement authorizations. An audit conducted in ac-
cordance with GAAS rarely involves the authentication of such documentation,
nor are auditors trained as or expected to be experts in such authentication.
In addition, an auditor may not discover the existence of a modification of doc-
umentation through a side agreement that management or a third party has
not disclosed.

.10 Fraud also may be concealed through collusion among management,
employees, or third parties. Collusion may cause the auditor who has properly
performed the audit to conclude that evidence provided is persuasive when it is,
in fact, false. For example, through collusion, false evidence that controls have
been operating effectively may be presented to the auditor, or consistent mis-
leading explanations may be given to the auditor by more than one individual
within the entity to explain an unexpected result of an analytical procedure.
As another example, the auditor may receive a false confirmation from a third
party that is in collusion with management.

.11 Although fraud usually is concealed and management's intent is diffi-
cult to determine, the presence of certain conditions may suggest to the auditor
the possibility that fraud may exist. For example, an important contract may
be missing, a subsidiary ledger may not be satisfactorily reconciled to its con-
trol account, or the results of an analytical procedure performed during the
audit may not be consistent with expectations. However, these conditions may
be the result of circumstances other than fraud. Documents may legitimately
have been lost or misfiled; the subsidiary ledger may be out of balance with its
control account because of an unintentional accounting error; and unexpected
analytical relationships may be the result of unanticipated changes in underly-
ing economic factors. Even reports of alleged fraud may not always be reliable
because an employee or outsider may be mistaken or may be motivated for
unknown reasons to make a false allegation.

.12 As indicated in paragraph .01, the auditor has a responsibility to
plan and perform the audit to obtain reasonable assurance about whether
the financial statements are free of material misstatement, whether caused
by fraud or error.” However, absolute assurance is not attainable and thus even

8 Frauds have been committed by management override of existing controls using such techniques
as (a) recording fictitious journal entries, particularly those recorded close to the end of an accounting
period to manipulate operating results, (b) intentionally biasing assumptions and judgments used
to estimate account balances, and (c) altering records and terms related to significant and unusual
transactions.

7 For a further discussion of the concept of reasonable assurance, see section 230, Due Professional
Care in the Performance of Work, paragraphs .10 through .13.
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a properly planned and performed audit may not detect a material misstate-
ment resulting from fraud. A material misstatement may not be detected be-
cause of the nature of audit evidence or because the characteristics of fraud as
discussed above may cause the auditor to rely unknowingly on audit evidence
that appears to be valid, but is, in fact, false and fraudulent. Furthermore, au-
dit procedures that are effective for detecting an error may be ineffective for
detecting fraud.

The Importance of Exercising Professional Skepticism

.13 Due professional care requires the auditor to exercise professional
skepticism. See section 230, Due Professional Care in the Performance of Work,
paragraphs .07 through .09. Because of the characteristics of fraud, the audi-
tor's exercise of professional skepticism is important when considering the risk
of material misstatement due to fraud. Professional skepticism is an attitude
that includes a questioning mind and a critical assessment of audit evidence.
The auditor should conduct the engagement with a mindset that recognizes the
possibility that a material misstatement due to fraud could be present, regard-
less of any past experience with the entity and regardless of the auditor's belief
about management's honesty and integrity. Furthermore, professional skepti-
cism requires an ongoing questioning of whether the information and evidence
obtained suggests that a material misstatement due to fraud has occurred. In
exercising professional skepticism in gathering and evaluating evidence, the
auditor should not be satisfied with less-than-persuasive evidence because of a
belief that management is honest.

Discussion Among Engagement Personnel Regarding
the Risks of Material Misstatement Due to Fraud

.14 Prior to or in conjunction with the information-gathering procedures
described in paragraphs .19 through .34 of this section, members of the audit
team should discuss the potential for material misstatement due to fraud. The
discussion should include:

®  An exchange of ideas or "brainstorming" among the audit team mem-
bers, including the auditor with final responsibility for the audit, about
how and where they believe the entity's financial statements might be
susceptible to material misstatement due to fraud, how management
could perpetrate and conceal fraudulent financial reporting, and how
assets of the entity could be misappropriated. (See paragraph .15.)

® An emphasis on the importance of maintaining the proper state of
mind throughout the audit regarding the potential for material mis-
statement due to fraud. (See paragraph .16.)

.15 The discussion among the audit team members about the susceptibil-
ity of the entity's financial statements to material misstatement due to fraud
should include a consideration of the known external and internal factors af-
fecting the entity that might (@) create incentives/pressures for management
and others to commit fraud, (b) provide the opportunity for fraud to be per-
petrated, and (c) indicate a culture or environment that enables management
to rationalize committing fraud. The discussion should occur with an attitude
that includes a questioning mind as described in paragraph .16 and, for this
purpose, setting aside any prior beliefs the audit team members may have that
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management is honest and has integrity. In this regard, the discussion should
include a consideration of the risk of management override of controls.® Finally,
the discussion should include how the auditor might respond to the sus-
ceptibility of the entity's financial statements to material misstatement due
to fraud.

.16 The discussion among the audit team members should emphasize the
need to maintain a questioning mind and to exercise professional skepticism
in gathering and evaluating evidence throughout the audit, as described in
paragraph .13. This should lead the audit team members to continually be
alert for information or other conditions (such as those presented in paragraph
.68) that indicate a material misstatement due to fraud may have occurred. It
should also lead audit team members to thoroughly probe the issues, acquire
additional evidence as necessary, and consult with other team members and, if
appropriate, experts in the firm, rather than rationalize or dismiss information
or other conditions that indicate a material misstatement due to fraud may
have occurred.

.17 Although professional judgment should be used in determining which
audit team members should be included in the discussion, the discussion ordi-
narily should involve the key members of the audit team. A number of factors
will influence the extent of the discussion and how it should occur. For example,
if the audit involves more than one location, there could be multiple discussions
with team members in differing locations. Another factor to consider in plan-
ning the discussions is whether to include specialists assigned to the audit team.
For example, if the auditor has determined that a professional possessing in-
formation technology skills is needed on the audit team (see section 319.32), it
may be useful to include that individual in the discussion.

.18 Communication among the audit team members about the risks
of material misstatement due to fraud also should continue throughout the
audit—for example, in evaluating the risks of material misstatement due to
fraud at or near the completion of the field work. (See paragraph .74 and
footnote 28.)

Obtaining the Information Needed to Identify the Risks

of Material Misstatement Due to Fraud

.19 Section 311.06-.08 provides guidance about how the auditor obtains
knowledge about the entity's business and the industry in which it operates.
In performing that work, information may come to the auditor's attention that
should be considered in identifying risks of material misstatement due to fraud.
As part of this work, the auditor should perform the following procedures to
obtain information that is used (as described in paragraphs .35 through .42) to
identify the risks of material misstatement due to fraud:

a. Make inquiries of management and others within the entity to obtain
their views about the risks of fraud and how they are addressed. (See
paragraphs .20 through .27.)

b. Consider any unusual or unexpected relationships that have been
identified in performing analytical procedures in planning the audit.
(See paragraphs .28 through .30.)

8 See footnote 6.
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c. Consider whether one or more fraud risk factors exist. (See paragraphs
- .31 through .33, and the Appendix [paragraph .85].)

d. Consider other information that may be helpful in the identification of
risks of material misstatement due to fraud. (See paragraph .34.)

Making Inquiries of Management and Others Within the Entity
About the Risks of Fraud

.20 The auditor should inquire of management about:®

®  Whether management has knowledge of any fraud or suspected fraud
affecting the entity

® Whether management is aware of allegations of fraud or suspected
fraud affecting the entity, for example, received in communications
from employees, former employees, analysts, regulators, short sellers,
or others

® Management's understanding about the risks of fraud in the entity,
including any specific fraud risks the entity has identified or account
balances or classes of transactions for which a risk of fraud may be
likely to exist

®  Programs and controls!® the entity has established to mitigate specific
fraud risks the entity has identified, or that otherwise help to prevent,
deter, and detect fraud, and how management monitors those pro-
grams and controls. For examples of programs and controls an entity
may implement to prevent, deter, and detect fraud, see the exhibit ti-
tled "Management Antifraud Programs and Controls" [paragraph .86]
at the end of this section.

® For an entity with multiple locations, (a) the nature and extent of mon-
itoring of operating locations or business segments, and (b) whether
there are particular operating locations or business segments for which
a risk of fraud may be more likely to exist

®  Whether and how management communicates to employees its views
on business practices and ethical behavior

.21 The inquiries of management also should include whether manage-
ment has reported to the audit committee or others with equivalent authority
and responsibility!! (hereafter referred to as the audit committee) on how the
entity's internal control'? serves\to prevent, deter, or detect material misstate-
ments due to fraud.

.22 The auditor also should inquire directly of the audit committee (or at
least its chair) regarding the audit committee's views about the risks of fraud

9 In addition to these inquiries, section 333, Management Representations, requires the auditor
to obtain selected written representations from management regarding fraud.

10 Section 319, Consideration of Internal Control in a Financial Statement Audit, paragraphs .06
and .07, defines internal control and its five interrelated components (the control environment, risk
assessment, control activities, information and communication, and monitoring). Entity programs and
controls intended to address the risks of fraud may be part of any of the five components discussed in
section 319.

11 Examples of "others with equivalent authority and responsibility" may include the board of
directors, the board of trustees, or the owner in an owner-managed entity, as appropriate.

12 See footnote 10.

AU §316.20



Consideration of Fraud in a Financial Statement Audit 285

and whether the audit committee has knowledge of any fraud or suspected
fraud affecting the entity. An entity's audit committee sometimes assumes an
active role in oversight of the entity's assessment of the risks of fraud and the
programs and controls the entity has established to mitigate these risks. The
auditor should obtain an understanding of how the audit committee exercises
oversight activities in that area.

.23 For entities that have an internal audit function, the auditor also
should inquire of appropriate internal audit personnel about their views about
the risks of fraud, whether they have performed any procedures to identify or
detect fraud during the year, whether management has satisfactorily responded
to any findings resulting from these procedures, and whether the internal au-
ditors have knowledge of any fraud or suspected fraud.

.24 In addition to the inquiries outlined in paragraphs .20 through .23,
the auditor should inquire of others within the entity about the existence or
suspicion of fraud. The auditor should use professional judgment to determine
those others within the entity to whom inquiries should be directed and the
extent of such inquiries. In making this determination, the auditor should con-
sider whether others within the entity may be able to provide information that
will be helpful to the auditor in identifying risks of material misstatement due
to fraud—for example, others who may have additional knowledge about or be
able to corroborate risks of fraud identified in the discussions with management
(see paragraph .20) or the audit committee (see paragraph .22).

.25 Examples of others within the entity to whom the auditor may wish
to direct these inquiries include:

¢  Employees with varying levels of authority within the entity, including,
for example, entity personnel with whom the auditor comes into con-
tact during the course of the audit in obtaining (a¢) an understanding
of the entity's systems and internal control, (b) in observing inventory
or performing cutoff procedures, or (c) in obtaining explanations for
fluctuations noted as a result of analytical procedures

®  Operating personnel not directly involved in the financial reporting
process

®  Employees involved in initiating, recording, or processing complex or
unusual transactions—for example, a sales transaction with multiple
elements, or a significant related party transaction

® In-house legal counsel

.26 The auditor's inquiries of management and others within the entity
are important because fraud often is uncovered through information received
in response to inquiries. One reason for this is that such inquiries may pro-
vide individuals with an opportunity to convey information to the auditor that
otherwise might not be communicated. Making inquiries of others within the
entity, in addition to management, may be useful in providing the auditor with
a perspective that is different from that of individuals involved in the financial
reporting process. The responses to these other inquiries might serve to cor-
roborate responses received from management, or alternatively, might provide
information regarding the possibility of management override of controls—for
example, a response from an employee indicating an unusual change in the way
transactions have been processed. In addition, the auditor may obtain informa-
tion from these inquiries regarding how effectively management has communi-
cated standards of ethical behavior to individuals throughout the organization.
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.27 The auditor should be aware when evaluating management's re-
sponses to the inquiries discussed in paragraph .20 that management is of-
ten in the best position to perpetrate fraud. The auditor should use profes-
sional judgment in deciding when it is necessary to corroborate responses to
inquiries with other information. However, when responses are inconsistent
among inquiries, the auditor should obtain additional audit evidence to resolve
the inconsistencies.

Considering the Results of the Analytical Procedures Performed
in Planning the Audit

.28 Section 329, Analytical Procedures, paragraphs .04 and .06, requires
that analytical procedures be performed in planning the audit with an objective
of identifying the existence of unusual transactions or events, and amounts, ra-
tios, and trends that might indicate matters that have financial statement and
audit planning implications. In performing analytical procedures in planning
the audit, the auditor develops expectations about plausible relationships that
are reasonably expected to exist, based on the auditor's understanding of the en-
tity and its environment. When comparison of those expectations with recorded
amounts or ratios developed from recorded amounts yields unusual or unex-
pected relationships, the auditor should consider those results in identifying
the risks of material misstatement due to fraud.

.29 In planning the audit, the auditor also should perform analytical pro-
cedures relating to revenue with the objective of identifying unusual or unex-
pected relationships involving revenue accounts that may indicate a material
misstatement due to fraudulent financial reporting. An example of such an an-
alytical procedure that addresses this objective is a comparison of sales volume,
as determined from recorded revenue amounts, with production capacity. An
excess of sales volume over production capacity may be indicative of recording
fictitious sales. As another example, a trend analysis of revenues by month and
sales returns by month during and shortly after the reporting period may in-
dicate the existence of undisclosed side agreements with customers to return
goods that would preclude revenue recognition.!®

.30 Analytical procedures performed during planning may be helpful in
identifying the risks of material misstatement due to fraud. However, because
such analytical procedures generally use data aggregated at a high level, the
results of those analytical procedures provide only a broad initial indication
about whether a material misstatement of the financial statements may exist.
Accordingly, the results of analytical procedures performed during planning
should be considered along with other information gathered by the auditor in
identifying the risks of material misstatement due to fraud.

Considering Fraud Risk Factors

.31 Because fraud is usually concealed, material misstatements due to
fraud are difficult to detect. Nevertheless, the auditor may identify events or
conditions that indicate incentives/pressures to perpetrate fraud, opportunities
to carry out the fraud, or attitudes/rationalizations to justify a fraudulent ac-
tion. Such events or conditions are referred to as "fraud risk factors." Fraud risk
factors do not necessarily indicate the existence of fraud; however, they often
are present in circumstances where fraud exists.

13 See paragraph .70 for a discussion of the need to update these analytical procedures during
the overall review stage of the audit.
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.32 When obtaining information about the entity and its environment, the
auditor should consider whether the information indicates that one or more
fraud risk factors are present. The auditor should use professional judgment
in determining whether a risk factor is present and should be considered in
identifying and assessing the risks of material misstatement due to fraud.

.33 Examples of fraud risk factors related to fraudulent financial report-
ing and misappropriation of assets are presented in the Appendix [paragraph
.85]. These illustrative risk factors are classified based on the three conditions
generally present when fraud exists: incentive/pressure to perpetrate fraud, an
opportunity to carry out the fraud, and attitude/rationalization to justify the
fraudulent action. Although the risk factors cover a broad range of situations,
they are only examples and, accordingly, the auditor may wish to consider ad-
ditional or different risk factors. Not all of these examples are relevant in all
circumstances, and some may be of greater or lesser significance in entities
of different size or with different ownership characteristics or circumstances.
Also, the order of the examples of risk factors provided is not intended to reflect
their relative importance or frequency of occurrence.

Considering Other Information That May Be Helpful in
Identifying Risks of Material Misstatement Due to Fraud

.34 The auditor should consider other information that may be helpful
in identifying risks of material misstatement due to fraud. Specifically, the
discussion among the engagement team members (see paragraphs .14 through
.18) may provide information helpful in identifying such risks. In addition, the
auditor should consider whether information from the results of (a) procedures
relating to the acceptance and continuance of clients and engagements'* and
(b) reviews of interim financial statements may be relevant in the identification
of such risks. Finally, as part of the consideration of audit risk at the individual
account balance or class of transaction level (see section 312.24 through .33), the
auditor should consider whether identified inherent risks would provide useful
information in identifying the risks of material misstatement due to fraud (see
paragraph .39).

Identifying Risks That May Result in a Material
Misstatement Due to Fraud

Using the Information Gathered to Identify Risk of Material
Misstatements Due to Fraud

.35 Inidentifying risks of material misstatement due to fraud, it is helpful
for the auditor to consider the information that has been gathered (see para-
graphs .19 through .34) in the context of the three conditions present when a
material misstatement due to fraud occurs—that is, incentives/pressures, op-
portunities, and attitudes/rationalizations (see paragraph .07). However, the
auditor should not assume that all three conditions must be observed or ev-
ident before concluding that there are identified risks. Although the risk of
material misstatement due to fraud may be greatest when all three fraud con-
ditions are observed or evident, the auditor cannot assume that the inability -

14 See Statement on Quality Control Standards (SQCS) No. 2, System of Quality Control for a
CPA Firm's Accounting and Auditing Practice [QC section 20.14~.16], as amended.
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to observe one or two of these conditions means there is no risk of material mis-
statement due to fraud. In fact, observing that individuals have the requisite
attitude to commit fraud, or identifying factors that indicate a likelihood that
management or other employees will rationalize committing a fraud, is difficult
at best.

.36 In addition, the extent to which each of the three conditions referred
to above are present when fraud occurs may vary. In some instances the signifi-
cance of incentives/pressures may result in a risk of material misstatement due
to fraud, apart from the significance of the other two conditions. For example,
an incentive/pressure to achieve an earnings level to preclude a loan default,
or to "trigger" incentive compensation plan awards, may alone result in a risk
of material misstatement due to fraud. In other instances, an easy opportu-
nity to commit the fraud because of a lack of controls may be the dominant
condition precipitating the risk of fraud, or an individual's attitude or ability
to rationalize unethical actions may be sufficient to motivate that individual
to engage in fraud, even in the absence of significant incentives/pressures or
opportunities.

.37 The auditor's identification of fraud risks also may be influenced by
characteristics such as the size, complexity, and ownership attributes of the
entity. For example, in the case of a larger entity, the auditor ordinarily con-
siders factors that generally constrain improper conduct by management, such
as the effectiveness of the audit committee and the internal audit function,
and the existence and enforcement of a formal code of conduct. In the case of a
smaller entity, some or all of these considerations may be inapplicable or less
important, and management may have developed a culture that emphasizes
the importance of integrity and ethical behavior through oral communication
and management by example. Also, the risks of material misstatement due to
fraud may vary among operating locations or business segments of an entity,
requiring an identification of the risks related to specific geographic areas or
business segments, as well as for the entity as a whole.?®

.38 The auditor should evaluate whether identified risks of material mis-
statement due to fraud can be related to specific financial-statement account
balances or classes of transactions and related assertions, or whether they re-
late more pervasively to the financial statements as a whole. Relating the risks
of material misstatement due to fraud to the individual accounts, classes of
transactions, and assertions will assist the auditor in subsequently designing
appropriate auditing procedures.

.39 Certain accounts, classes of transactions, and assertions that have
high inherent risk because they involve a high degree of management judg-
ment and subjectivity also may present risks of material misstatement due to
fraud because they are susceptible to manipulation by management. For ex-
ample, liabilities resulting from a restructuring may be deemed to have high
inherent risk because of the high degree of subjectivity and management judg-
ment involved in their estimation. Similarly, revenues for software developers
may be deemed to have high inherent risk because of the complex accounting
principles applicable to the recognition and measurement of software revenue
transactions. Assets resulting from investing activities may be deemed to have
high inherent risk because of the subjectivity and management judgment in-
volved in estimating fair values of those investments.

15 Section 312.18 provides guidance on the auditor's consideration of the extent to which auditing
procedures should be performed at selected locations or components.
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40 In summary, the identification of a risk of material misstatement due
to fraud involves the application of professional judgment and includes the
consideration of the attributes of the risk, including:

® The type of risk that may exist, that is, whether it involves fraudulent
financial reporting or misappropriation of assets

® The significance of the risk, that is, whether it is of a magnitude that
could lead to result in a possible material misstatement of the financial
statements

®  The likelihood of the risk, that is, the likelihood that it will result in a
material misstatement in the financial statements!®

® The pervasiveness of the risk, that is, whether the potential risk is
pervasive to the financial statements as a whole or specifically related
to a particular assertion, account, or class of transactions.

A Presumption That Improper Revenue Recognition Is a
Fraud Risk

.41 Material misstatements due to fraudulent financial reporting often
result from an overstatement of revenues (for example, through premature
revenue recognition or recording fictitious revenues) or an understatement of
revenues (for example, through improperly shifting revenues to a later period).
Therefore, the auditor should ordinarily presume that there is a risk of material
misstatement due to fraud relating to revenue recognition. (See paragraph .54
for examples of auditing procedures related to the risk of improper revenue
recognition. )’

A Consideration of the Risk of Management Override of Controls

42 Even if specific risks of material misstatement due to fraud are not
identified by the auditor, there is a possibility that management override of
controls could occur, and accordingly, the auditor should address that risk (see
paragraph .57) apart from any conclusions regarding the existence of more
specifically identifiable risks.

Assessing the Identified Risks After Taking Into Account
an Evaluation of the Entity’s Programs and Controls
That Address the Risks

.43 Section 319 requires the auditor to obtain an understanding of each of
the five components of internal control sufficient to plan the audit. It also notes
that such knowledge should be used to identify types of potential misstate-
ments, consider factors that affect the risk of material misstatement, design
tests of controls when applicable, and design substantive tests. Additionally,
section 319 notes that controls, whether manual or automated, can be circum-
vented by collusion of two or more people or inappropriate management over-
ride of internal control.

16 The occurrence of material misstatements of financial statements due to fraud is relatively
infrequent in relation to the total population of published financial statements. However, the auditor
should not use this as a basis to conclude that one or more risks of a material misstatement due to
fraud are not present in a particular entity.

Y7 For a discussion of indicators of improper revenue recognition and common techniques for
overstating revenue and illustrative audit procedures, see the AICPA Audit Guide Auditing Revenue
in Certain Industries.
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44 As part of the understanding of internal control sufficient to plan
the audit, the auditor should evaluate whether entity programs and controls
that address identified risks of material misstatement due to fraud have been
suitably designed and placed in operation.!® These programs and controls may
involve (a) specific controls designed to mitigate specific risks of fraud—for ex-
ample, controls to address specific assets susceptible to misappropriation, and
(b) broader programs designed to prevent, deter, and detect fraud—for exam-
ple, programs to promote a culture of honesty and ethical behavior. The auditor
should consider whether such programs and controls mitigate the identified
risks of material misstatement due to fraud or whether specific control defi-
ciencies may exacerbate the risks (see paragraph .80). The exhibit at the end
of this section [paragraph .88] discusses examples of programs and controls an
entity might implement to create a culture of honesty and ethical behavior, and
that help to prevent, deter, and detect fraud.

45 After the auditor has evaluated whether the entity's programs and
controls that address identified risks of material misstatement due to fraud
have been suitably designed and placed in operation, the auditor should assess
these risks taking into account that evaluation. This assessment should be
considered when developing the auditor's response to the identified risks of
material misstatement due to fraud (see paragraphs .46 through .67).1°

Responding to the Results of the Assessment

.46. The auditor's response to the assessment of the risks of material mis-
statement due to fraud involves the application of professional skepticism in
gathering and evaluating audit evidence. As noted in paragraph .13, profes-
sional skepticism is an attitude that includes a critical assessment of the com-
petency and sufficiency of audit evidence. Examples of the application of pro-
fessional skepticism in response to the risks of material misstatement due to
fraud are (a) designing additional or different auditing procedures to obtain
more reliable evidence in support of specified financial statement account bal-
ances, classes of transactions, and related assertions, and (b) obtaining addi-
tional corroboration of management's explanations or representations concern-
ing material matters, such as through third-party confirmation, the use of a
specialist, analytical procedures, examination of documentation from indepen-
dent sources, or inquiries of others within or outside the entity.

.47 The auditor's response to the assessment of the risks of material mis-
statement of the financial statements due to fraud is influenced by the nature
and significance of the risks identified as being present (paragraphs .35 through
.42) and the entity's programs and controls that address these identified risks
(paragraphs .43 through .45).

.48 The auditor responds to risks of material misstatement due to fraud
in the following three ways:

a. A response that has an overall effect on how the audit is conducted—
that is, a response involving more general considerations apart from
the specific procedures otherwise planned (see paragraph .50).

18 See footnote 10.

19 Notwithstanding that the auditor assesses identified risks of material misstatement due to
fraud, the assessment need not encompass an overall judgment about whether risk for the entity is
classified as high, medium, or low because such a judgment is too broad to be useful in developing the
auditor's response described in paragraphs .46 through .67.
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b. A response to identified risks involving the nature, timing, and ex-
tent of the auditing procedures to be performed (see paragraphs .51
through .56).

c. A response involving the performance of certain procedures to fur-
ther address the risk of material misstatement due to fraud involv-
ing management override of controls, given the unpredictable ways in
which such override could occur (see paragraphs .57 through .67).

49 The auditor may conclude that it would not be practicable to design au-
diting procedures that sufficiently address the risks of material misstatement
due to fraud. In that case, withdrawal from the engagement with communi-
cation to the appropriate parties may be an appropriate course of action (see
paragraph .78).

Overall Responses to the Risk of Material Misstatement

.50 Judgments about the risk of material misstatement due to fraud have
an overall effect on how the audit is conducted in the following ways:

®  Assignment of personnel and supervision. The knowledge, skill, and
ability of personnel assigned significant engagement responsibilities
should be commensurate with the auditor's assessment of the risks
of material misstatement due to fraud for the engagement (see sec-
tion 210, Training and Proficiency of the Independent Auditor, para-
graph .03). For example, the auditor may respond to an identified
risk of material misstatement due to fraud by assigning additional
persons with specialized skill and knowledge, such as forensic and
information technology (IT) specialists, or by assigning more experi-
enced personnel to the engagement. In addition, the extent of super-
vision should reflect the risks of material misstatement due to fraud
(see section 311.11).

®  Accounting principles. The auditor should consider management's se-
lection and application of significant accounting principles, particu-
larly those related to subjective measurements and complex transac-
tions. In this respect, the auditor may have a greater concern about
whether the accounting principles selected and policies adopted are be-
ing applied in an inappropriate manner to create a material misstate-
ment of the financial statements. In developing judgments about the
quality of such principles (see section 380, Communication With Audit
Committees, paragraph .11), the auditor should consider whether their
collective application indicates a bias that may create such a material
misstatement of the financial statements.

®  Predictability of auditing procedures. The auditor should incorporate
an element of unpredictability in the selection from year to year of au-
diting procedures to be performed—for example, performing substan-
tive tests of selected account balances and assertions not otherwise
tested due to their materiality or risk, adjusting the timing of test-
ing from that otherwise expected, using differing sampling methods,
and performing procedures at different locations or at locations on an
unannounced basis.

Responses Involving the Nature, Timing, and Extent of
Procedures to Be Performed to Address the Identified Risks

.51 The auditing procedures performed in response to identified risks of
material misstatement due to fraud will vary depending upon the types of risks
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identified and the account balances, classes of transactions, and related asser-
tions that may be affected. These procedures may involve both substantive tests
and tests of the operating effectiveness of the entity's programs and controls.
However, because management may have the ability to override controls that
otherwise appear to be operating effectively (see paragraph .08), it is unlikely
that audit risk can be reduced to an appropriately low level by performing only
tests of controls.

.52 The auditor's responses to address specifically identified risks of ma-
terial misstatement due to fraud may include changing the nature, timing, and
extent of auditing procedures in the following ways:

® The nature of auditing procedures performed may need to be changed
to obtain evidence that is more reliable or to obtain additional cor-
roborative information. For example, more evidential matter may be
needed from independent sources outside the entity, such as public-
record information about the existence and nature of key customers,
vendors, or counterparties in a major transaction. Also, physical ob-
servation or inspection of certain assets may become more important
(see section 326, Evidential Matter, paragraphs .15 through .21). Fur-
thermore, the auditor may choose to employ computer-assisted audit
techniques to gather more extensive evidence about data contained in
significant accounts or electronic transaction files. Finally, inquiry of
additional members of management or others may be helpful in identi-
fying issues and corroborating other evidential matter (see paragraphs
.24 through .26 and paragraph .53).

® The timing of substantive tests may need to be modified. The auditor
might conclude that substantive testing should be performed at or
near the end of the reporting period to best address an identified risk of
material misstatement due to fraud (see section 313, Substantive Tests
Prior to the Balance-Sheet Date). That is, the auditor might conclude
that, given the risks of intentional misstatement or manipulation, tests
to extend audit conclusions from an interim date to the period-end
reporting date would not be effective.

In contrast, because an intentional misstatement—for example, a
misstatement involving inappropriate revenue recognition—may have
been initiated in an interim period, the auditor might elect to apply
substantive tests to transactions occurring earlier in or throughout the
reporting period.

® The extent of the procedures applied should reflect the assessment of
the risks of material misstatement due to fraud. For example, increas-
ing sample sizes or performing analytical procedures at a more detailed
level may be appropriate (see section 350, Audit Sampling, paragraph
.23, and section 329). Also, computer-assisted audit techniques may
enable more extensive testing of electronic transactions and account
files. Such techniques can be used to select sample transactions from
key electronic files, to sort transactions with specific characteristics,
or to test an entire population instead of a sample.

.53 The following are examples of modification of the nature, timing, and
extent of tests in response to identified risks of material misstatements due to
fraud.

®  Performing procedures at locations on a surprise or unannounced ba-
sis, for example, observing inventory on unexpected dates or at unex-
pected locations or counting cash on a surprise basis.
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® Requesting that inventories be counted at the end of the reporting
period or on a date closer to period end to minimize the risk of manip-
ulation of balances in the period between the date of completion of the
count and the end of the reporting period.

® Making oral inquiries of major customers and suppliers in addition to
sending written confirmations, or sending confirmation requests to a
specific party within an organization.

® Performing substantive analytical procedures using disaggregated
data, for example, comparing gross profit or operating margins by lo-
cation, line of business, or month to auditor-developed expectations.?

® Interviewing personnel involved in activities in areas where a risk of
material misstatement due to fraud has been identified to obtain their
insights about the risk and how controls address the risk (also see
paragraph .24).

® Ifother independent auditors are auditing the financial statements of
one or more subsidiaries, divisions, or branches, discussing with them
the extent of work that needs to be performed to address the risk of
material misstatement due to fraud resulting from transactions and
activities among these components.

Additional Examples of Responses to Identified Risks of Misstatements
Arising From Fraudulent Financial Reporting

.54 The following are additional examples of responses to identified risks
of material misstatements relating to fraudulent financial réporting:

®  Revenue recognition. Because revenue recognition is dependent on the
particular facts and circumstances, as well as accounting principles
and practices that can vary by industry, the auditor ordinarily will
develop auditing procedures based on the auditor's understanding of
the entity and its environment, including the composition of revenues,
specific attributes of the revenue transactions, and unique industry
considerations. If there is an identified risk of material misstatement
due to fraud that involves improper revenue recognition, the auditor
also may want to consider:

— Performing substantive analytical procedures relating to revenue
using disaggregated data, for example, comparing revenue re-
ported by month and by product line or business segment dur-
ing the current reporting period with comparable prior periods.
Computer-assisted audit techniques may be useful in identifying
unusual or unexpected revenue relationships or transactions.

— Confirming with customers certain relevant contract terms and
the absence of side agreements, because the appropriate account-
ing often is influenced by such terms or agreements.?! For exam-
ple, acceptance criteria, delivery and payment terms, the absence
of future or continuing vendor obligations, the right to return the
product, guaranteed resale amounts, and cancellation or refund
provisions often are relevant in such circumstances.

20 Section 329, Analytical Procedures, provides guidance on performing analytical procedures as
substantive tests. )

21 Section 330, The Confirmation Process, provides guidance about the confirmation process in
audits performed in accordance with GAAS.
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— Inquiring of the entity's sales. and marketing personnel or in-house
legal counsel regarding sales or shipments near the end of the
period and their knowledge of any unusual terms or conditions
associated with these transactions.

— Being physically present at one or more locations at period end
to observe goods being shipped or being readied for shipment (or
returns awaiting processing) and performing other appropriate
sales and inventory cutoff procedures.

— For those situations for which revenue transactions are electron-
ically initiated, processed, and recorded, testing controls to de-
termine whether they provide assurance that recorded revenue
transactions occurred and are properly recorded.

®  Tnventory quantities. If there is an identified risk of material misstate-
ment due to fraud that affects inventory quantities, examining the
entity's inventory records may help identify locations or items that re-
quire specific attention during or after the physical inventory count.
Such a review may lead to a decision to observe inventory counts at
certain locations on an unannounced basis (see paragraph .53) or to
conduct inventory counts at all locations on the same date. In addition,
it may be appropriate for inventory counts to be conducted at or near
the end of the reporting period to minimize the risk of inappropriate
manipulation during the period between the count and the end of the
reporting period.

It also may be appropriate for the auditor to perform additional pro-
cedures during the observation of the count, for example, more rigor-
ously examining the contents of boxed items, the manner in which the
goods are stacked (for example, hollow squares) or labeled, and the
quality (that is, purity, grade, or concentration) of liquid substances
such as perfumes or specialty chemicals. Using the work of a special-
ist may be helpful in this regard.?? Furthermore, additional testing
of count sheets, tags, or other records, or the retention of copies of
these records, may be warranted to minimize the risk of subsequent
alteration or inappropriate compilation. '

Following the physical inventory count, the auditor may want to em-
ploy additional procedures directed at the quantities included in the
priced out inventories to further test the reasonableness of the quan-
tities counted—for example, comparison of quantities for the current
period with prior periods by class or category of inventory, location
or other criteria, or comparison of quantities counted with perpetual
records. The auditor also may consider using computer-assisted audit
techniques to further test the compilation of the physical inventory
counts—for example, sorting by tag number to test tag controls or by
item serial number to test the possibility of item omission or duplica-
tion.

®  Management estimates. The auditor may identify a risk of material
misstatement due to fraud involving the development of management
estimates. This risk may affect a number of accounts and assertions,
including asset valuation, estimates relating to specific transactions
(such as acquisitions, restructurings, or disposals of a segment of the

22 Section 336, Using the Work of a Specialist, provides guidance to an auditor who uses the work
of a specialist in performing an audit in accordance with GAAS.
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business), and other significant accrued liabilities (such as pension
and other postretirement benefit obligations, or environmental reme-
diation liabilities). The risk may also relate to significant changes in
assumptions relating to recurring estimates. As indicated in section
342, Auditing Accounting Estimates, estimates are based on subjec-
tive as well as objective factors and there is a potential for bias in
the subjective factors, even when management's estimation process
involves competent personnel using relevant and reliable data.

In addressing an identified risk of material misstatement due to fraud
involving accounting estimates, the auditor may want to supplement
the audit evidence otherwise obtained (see section 342.09 through .14).
In certain circumstances (for example, evaluating the reasonableness
of management's estimate of the fair value of a derivative), it may be
appropriate to engage a specialist or develop an independent estimate

“for comparison to management's estimate. Information gathered about
the entity and its environment may help the auditor evaluate the rea-
sonableness of such management estimates and underlying judgments
and assumptions. '

A retrospective review of similar management judgments and assump-
tions applied in prior periods (see paragraphs .63 through .65) may also
provide insight about the reasonableness of judgments and assump-
tions supporting management estimates.

Examples of Responses to Identified Risks of Misstatements Arising From
Misappropriations of Assets

.55 The auditor may have identified a risk of material misstatement due to
fraud relating to misappropriation of assets. For example, the auditor may con-
clude that the risk of asset misappropriation at a particular operating location
is significant because a large amount of easily accessible cash is maintained
at that location, or there are inventory items such as laptop computers at that
location that can easily be moved and sold.

.56 The auditor's response to a risk of material misstatement due to fraud
relating to misappropriation of assets usually will be directed toward certain
account balances. Although some of the audit responses noted in paragraphs
.52 through .54 may apply in such circumstances, such as the procedures di-
rected at inventory quantities, the scope of the work should be linked to the
specific information about the misappropriation risk that has been identified.
For example, if a particular asset is highly susceptible to misappropriation and
a potential misstatement would be material to the financial statements, obtain-
ing an understanding of the controls related to the prevention and detection of
such misappropriation and testing the operating effectiveness of such controls
may be warranted. In certain circumstances, physical inspection of such assets
(for example, counting cash or securities) at or near the end of the reporting
period may be appropriate. In addition, the use of substantive analytical pro-
cedures, such as the development by the auditor of an expected dollar amount
at a high level of precision, to be compared with a recorded amount, may be
effective in certain circumstances.

Responses to Further Address the Risk of Management Override
of Controls

.57 As noted in paragraph .08, management is in a unique position to
perpetrate fraud because of its ability to directly or indirectly manipulate
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accounting records and prepare fraudulent financial statements by overrid-
ing established controls that otherwise appear to be operating effectively. By
its nature, management override of controls can occur in unpredictable ways.
Accordingly, in addition to overall responses (paragraph .50) and responses
that address specifically identified risks of material misstatement due to fraud
(see paragraphs .51 through .56), the procedures described in paragraphs .58
through .67 should be performed to further address the risk of management
override of controls.

.58 Examining journal entries and other adjustments for evidence
of possible material misstatement due to fraud. Material misstatements
of financial statements due to fraud often involve the manipulation of the finan-
cial reporting process by (a) recording inappropriate or unauthorized journal
entries throughout the year or at period end, or (b) making adjustments to
amounts reported in the financial statements that are not reflected in formal
journal entries, such as through consolidating adjustments, report combina-
tions, and reclassifications. Accordingly, the auditor should design procedures
to test the appropriateness of journal entries recorded in the general ledger and
other adjustments (for example, entries posted directly to financial statement
drafts) made in the preparation of the financial statements. More specifically,
the auditor should:

a. Obtain an understanding of the entity's financial reporting process?
and the controls over journal entries and other adjustments. (See para-
graphs .59 and .60.)

b. Identify and select journal entries and other adjustments for testmg
(See paragraph .61.)

c. Determine the timing of the testing. (See paragraph .62.)

d. Inquire of individuals involved in the financial reporting process about
inappropriate or unusual activity relating to the processing of journal
entries and other adjustments.

.59 The auditor's understanding of the entity's financial reportmg process
may help in identifying the type, number, and monetary value of journal en-
tries and other adjustments that typically are made in preparing the financial
statements. For example, the auditor's understanding may include the sources
of significant debits and credits to an account, who can initiate entries to the
general ledger or transaction processing systems, what approvals are required
for such entries, and how journal entries are recorded (for example, entries may
be initiated and recorded online with no physical evidence, or may be created
in paper form and entered in batch mode).

. .60 An entity may have implemented specific controls over journal entries
and other adjustments. For example, an entity may use journal entries that are
preformatted with account numbers and specific user approval criteria, and
may have automated controls to generate an exception report for any entries
that were unsuccessfully proposed for recording or entries that were recorded
and processed outside of established parameters. The auditor should obtain
an understanding of the design of such controls over journal entries and other
adjustments and determine whether they are suitably designed and have been
placed in operation.

23 Section 319 requires the auditor to obtain an understanding of the automated and manual
procedures an entity uses to prepare financial statements and related disclosures, and how misstate-
ments may occur. This understanding includes {(a) the procedures used to enter transaction totals
into the general ledger; (b) the procedures used to initiate, record, and process journal entries in the
general ledger; and (c) other procedures used to record recurring and nonrecurring adjustments to
the financial statements.
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.61 The auditor should use professional judgment in determining the na-
ture, timing, and extent of the testing of journal entries and other adjustments.
For purposes of identifying and selecting specific entries and other adjustments
for testing, and determining the appropriate method of examining the under-
lying support for the items selected, the auditor should consider:

® The auditor's assessment of the risk of material misstatement due to
fraud. The presence of fraud risk factors or other conditions may help
the auditor to identify specific classes of journal entries for testing and
indicate the extent of testing necessary.

®  The effectiveness of controls that have been implemented over journal
entries and other adjustments. Effective controls over the preparation
and posting of journal entries and adjustments may affect the extent
of substantive testing necessary, provided that the auditor has tested
the operating effectiveness of those controls. However, even though
controls might be implemented and operating effectively, the auditor's
procedures for testing journal entries and other adjustments should
include the identification and testing of specific items.

®  The entity's financial reporting process and the nature of the evidence
that can be examined. The auditor's procedures for testing journal en-
tries and other adjustments will vary based on the nature of the finan-
cial reporting process. For many entities, routine processing of trans-
actions involves a combination of manual and automated steps and
procedures. Similarly, the processing of journal entries and other ad-
justments might involve both manual and automated procedures and
controls. Regardless of the method, the auditor's procedures should in-
clude selecting from the general ledger journal entries to be tested and
examining support for those items. In addition, the auditor should be
aware that journal entries and other adjustments might exist in either
electronic or paper form. When information technology (IT) is used in
the financial reporting process, journal entries and other adjustments
might exist only in electronic form. Electronic evidence often requires
extraction of the desired data by an auditor with IT knowledge and
skills or the use of an IT specialist. In an IT environment, it may
be necessary for the auditor to employ computer-assisted audit tech-
niques (for example, report writers, software or data extraction tools,
or other systems-based techniques) to identify the journal entries and
other adjustments to be tested.

®  The characteristics of fraudulent entries or adjustments. Inappropri-
ate journal entries and other adjustments often have certain unique
identifying characteristics. Such characteristics may include entries
(a) made to unrelated, unusual, or seldom-used accounts, (b) made by
individuals who typically do not make journal entries, (c) recorded at
the end of the period or as post-closing entries that have little or no
explanation or description, (d) made either before or during the prepa-
ration of the financial statements that do not have account numbers,
or (e) containing round numbers or a consistent ending number.

®  The nature and complexity of the accounts. Inappropriate journal en-
tries or adjustments may be applied to accounts that (a) contain trans-
actions that are complex or unusual in nature, (b) contain significant
estimates and period-end adjustments, (¢) have been prone to errors
in the past, (d) have not been reconciled on a timely basis or con-
tain unreconciled differences, (¢) contain intercompany transactions,
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or (f) are otherwise associated with an identified risk of material mis-
statement due to fraud. The auditor should recognize, however, that
inappropriate journal entries and adjustments also might be made to
other accounts. In audits of entities that have several locations or com-
ponents, the auditor should consider the need to select journal entries
from locations based on the factors set forth in section 312.18.

® Journal entries or other adjustments processed outside the normal
course of business. Standard journal entries used on a recurring basis
to record transactions such as monthly sales, purchases, and cash dis-
- bursements, or to record recurring periodic accounting estimates gen-
erally are subject to the entity's internal controls. Nonstandard entries
(for example, entries used to record nonrecurring transactions, such
as a business combination, or entries used to record a nonrecurring
estimate, such as an asset impairment) might not be subject to the
same level of internal control. In addition, other adjustments such as
consolidating adjustments, report combinations, and reclassifications
generally are not reflected in formal journal entries and might not be
subject to the entity's internal controls. Accordingly, the auditor should
consider placing additional emphasis on identifying and testing items
processed outside of the normal course of business.

.62 Because fraudulent journal entries often are made at the end of a
reporting period, the auditor's testing ordinarily should focus on the journal
entries and other adjustments made at that time. However, because material
misstatements in financial statements due to fraud can occur throughout the
period and may involve extensive efforts to conceal how it is accomplished, the
auditor should consider whether there also is a need to test journal entries
throughout the period under audit. ‘

.63 Reviewing accounting estimates for biases that could result
in material misstatement due to fraud. In preparing financial statements,
management is responsible for making a number of judgments or assump-
tions that affect significant accounting estimates?* and for monitoring the rea-
sonableness of such estimates on an ongoing basis. Fraudulent financial re-
porting often is accomplished through intentional misstatement of account-
ing estimates. As discussed in section 312.36, the auditor should consider
whether differences between estimates best supported by the audit evidence
and the estimates included in the financial statements, even if they are indi-
vidually reasonable, indicate a possible bias on the part of the entity's man-
agement, in which case the auditor should reconsider the estimates taken
as a whole.

.64 The auditor also should perform a retrospective review of significant
accounting estimates reflected in the financial statements of the prior year to
determine whether management judgments and assumptions relating to the
estimates indicate a possible bias on the part of management. The significant
accounting estimates selected for testing should include those that are based
on highly sensitive assumptions or are otherwise significantly affected by judg-
ments made by management. With the benefit of hindsight, a retrospective
review should provide the auditor with additional information about whether
there may be a possible bias on the part of management in making the current-
year estimates. This review, however, is not intended to call into question the
auditor's professional judgments made in the prior year that were based on
information available at the time.

24 See section 342, Auditing Accounting Estimates, paragraphs .02 and .16, for a definition of
accounting estimates and a listing of examples.
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.65 If the auditor identifies a possible bias on the part of management
in making accounting estimates, the auditor should evaluate whether circum-
stances producing such a bias represent a risk of a material misstatement due
to fraud. For example, information coming to the auditor's attention may indi-
cate a risk that adjustments to the current-year estimates might be recorded
at the instruction of management to arbitrarily achieve a specified earnings
target.

.66 Evaluating the business rationale for significant unusual
transactions. During the course of the audit, the auditor may become aware of
significant transactions that are outside the normal course of business for the
entity, or that otherwise appear to be unusual given the auditor's understand-
ing of the entity and its environment. The auditor should gain an understand-
ing of the business rationale for such transactions and whether that rationale
(or the lack thereof) suggests that the transactions may have been entered
into to engage in fraudulent financial reporting or conceal misappropriation
of assets.

.67 In understanding the business rationale for the transactions, the au-
ditor should consider:

®  Whether the form of such transactions is overly complex (for example,
involves multiple entities within a consolidated group or unrelated
third parties).

®  Whether management has discussed the nature of and accounting for
such transactions with the audit committee or board of directors.

®  Whether management is placing more emphasis on the need for a par-
ticular accounting treatment than on the underlying economics of the
transaction.

®  Whether transactions that involve unconsolidated related parties, in-
cluding special purpose entities, have been properly reviewed and ap-
proved by the audit committee or board of directors.

®  Whether the transactions involve previously unidentified related par-
ties? or parties that do not have the substance or the financial strength
to support the transaction without assistance from the entity under
audit.

Evaluating Audit Evidence

68 Assessing risks of material misstatement due to fraud through-
out the audit. The auditor's assessment of the risks of material misstatement
due to fraud should be ongoing throughout the audit. Conditions may be identi-
fied during fieldwork that change or support a judgment regarding the assess-
ment of the risks, such as the following:

® Discrepancies in the accounting records, including:

— Transactions that are not recorded in a complete or timely man-
ner or are improperly recorded as to amount, accounting period,
classification, or entity policy

— Unsupported or unauthorized balances or transactions
— Last-minute adjustments that significantly affect financial results

25 Section 334, Related Parties, provides guidance with respect to the identification of related-
party relatlonshlps and transactions, including transactxons that may be outside the ordinary course
of business (see, in particular, section 334.06).
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Evidence of employees' access to systems and records inconsistent
with that necessary to perform their authorized duties

Tips or complaints to the auditor about alleged fraud

® Conflicting or missing evidential matter, including:

Missing documents

Documents that appear to have been altered?

Unavailability of other than photocopied or electronically trans-
mitted documents when documents in original form are expected
to exist

Significant unexplained items on reconciliations

Inconsistent, vague, or implausible responses from management
or employees arising from inquiries or analytical procedures (See
paragraph .72.)

Unusual discrepancies between the entity's records and confirma-
tion replies

Missing inventory or physical assets of significant magnitude
Unavailable or missing electronic evidence, inconsistent with the
entity's record retention practices or policies

Inability to produce evidence of key systems development and pro-
gram change testing and implementation activities for current-
year system changes and deployments

®  Problematic or unusual relationships between the auditor and man-
agement, including:

Denial of access to records, facilities, certain employees, customers,
vendors, or others from whom audit evidence might be sought?’
Undue time pressures imposed by management to resolve complex
or contentious issues

Complaints by management about the conduct of the audit or man-
agement intimidation of audit team members, particularly in con-
nection with the auditor's critical assessment of audit evidence or
in the resolution of potential disagreements with management
Unusual delays by the entity in providing requested information
Unwillingness to facilitate auditor access to key electronic files for
testing through the use of computer-assisted audit techniques
Denial of access to key IT operations staff and facilities, including
security, operations, and systems development personnel

An unwillingness to add or revise disclosures in the financial state-
ments to make them more complete and transparent

.89 Evaluating whether analytical procedures performed as sub-
stantive tests or in the overall review stage of the audit indicate a
previously unrecognized risk of material misstatement due to fraud.
As discussed in paragraphs .28 through .30, the auditor should consider
whether analytical procedures performed in planning the audit result in iden-
tifying any unusual or unexpected relationships that should be considered

26 As discussed in paragraph .09, auditors are not trained as or expected to be experts in the
authentication of documents; however, if the auditor believes that documents may not be authentic,
he or she should investigate further and consider using the work of a specialist to determine the

authenticity.

27 Denial of access to information may constitute a limitation on the scope of the audit that may
require the auditor to consider qualifying or disclaiming an opinion on the financial statements. (See
section 508, Reports on Audited Financial Statements, paragraph .24.)
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in assessing the risks of material misstatement due to fraud. The auditor also
should evaluate whether analytical procedures that were performed as substan-
tive tests or in the overall review stage of the audit (see section 329) indicate a
previously unrecognized risk of material misstatement due to fraud.

.70 If not already performed during the overall review stage of the au-
dit, the auditor should perform analytical procedures relating to revenue, as
discussed in paragraph .29, through the end of the reporting period.

.71 Determining which particular trends and relationships may indicate
a risk of material misstatement due to fraud requires professional judgment.
Unusual relationships involving year-end revenue and income often are par-
ticularly relevant. These might include, for example, (@) uncharacteristically
large amounts of income being reported in the last week or two of the reporting
period from unusual transactions, as well as (b) income that is inconsistent
with trends in cash flow from operations.

.72 Some unusual or unexpected analytical relationships may have been
identified and may indicate a risk of material misstatement due to fraud be-
cause management or employees generally are unable to manipulate certain
information to create seemingly normal or expected relationships. Some exam-
ples are as follows:

® The relationship of net income to cash flows from operations may ap-
pear unusual because management recorded fictitious revenues and
receivables but was unable to manipulate cash.

® Changes in inventory, accounts payable, sales, or cost of sales from the
prior period to the current period may be inconsistent, indicating a
possible employee theft of inventory, because the employee was unable
to manipulate all of the related accounts.

® A comparison of the entity's profitability to industry trends, which
management cannot manipulate, may indicate trends or differences for
further consideration when identifying risks of material misstatement
due to fraud.

¢  Acomparison of bad debt write-offs to comparable industry data, which
employees cannot manipulate, may provide unexplained relationships
that could indicate a possible theft of cash receipts.

®  An unexpected or unexplained relationship between sales volume
as determined from the accounting records and production statistics
maintained by operations personnel—which may be more difficult for
management to manipulate—may indicate a possible misstatement of
sales.

.73 The auditor also should consider whether responses to inquiries
throughout the audit about analytical relationships have been vague or im-
plausible, or have produced evidence that is inconsistent with other evidential
matter accumulated during the audit.

.74 Evaluating the risks of material misstatement due to fraud at
or near the completion of fieldwork. At or near the completion of field-
work, the auditor should evaluate whether the accumulated results of auditing
procedures and other observations (for example, conditions and analytical re-
lationships noted in paragraphs .69 through .73) affect the assessment of the
risks of material misstatement due to fraud made earlier in the audit. This
evaluation primarily is a qualitative matter based on the auditor's judgment.
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Such an evaluation may provide further insight about the risks of material
misstatement due to fraud and whether there is a need to perform additional
or different audit procedures. As part of this evaluation, the auditor with final
responsibility for the audit should ascertain that there has been appropriate
communication with the other audit team members throughout the audit re-
garding information or conditions indicative of risks of material misstatement
due to fraud.?®

.75 Responding to misstatements that may be the result of fraud.
When audit test results identify misstatements in the financial statements,
the auditor should consider whether such misstatements may be indicative of
fraud.? That determination affects the auditor's evaluation of materiality and
the related responses necessary as a result of that evaluation.3

.76 1If the auditor believes that misstatements are or may be the result of
fraud, but the effect of the misstatements is not material to the financial state-
ments, the auditor nevertheless should evaluate the implications, especially
those dealing with the organizational position of the person(s) involved. For ex-
ample, fraud involving misappropriations of cash from a small petty cash fund
normally would be of little significance to the auditor in assessing the risk of
material misstatement due to fraud because both the manner of operating the
fund and its size would tend to establish a limit on the amount of potential loss,
and the custodianship of such funds normally is entrusted to a nonmanagement
employee.?! Conversely, if the matter involves higher-level management, even
though the amount itself is not material to the financial statements, it may
be indicative of a more pervasive problem, for example, implications about the
integrity of management.?? In such circumstances, the auditor should reeval-
uate the assessment of the risk of material misstatement due to fraud and its
resulting impact on (a) the nature, timing, and extent of the tests of balances
or transactions and (b) the assessment of the effectiveness of controls if control
risk was assessed below the maximum.

.77 If the auditor believes that the misstatement is or may be the result of
fraud, and either has determined that the effect could be material to the finan-
cial statements or has been unable to evaluate whether the effect is material,
the auditor should:

a. Attempt to obtain additional evidential matter to determine whether
material fraud has occurred or is likely to have occurred, and, if so, its
effect on the financial statements and the auditor's report thereon.*

28 Ta accomplish this communication, the auditor with final responsibility for the audit may want
to arrange another discussion among audit team members about the risks of material misstatement
due to fraud (see paragraphs .14 through .18).

29 See footnote 4.

30 Section 312.34 states in part, "Qualitative considerations also influence the auditor in reaching
a conclusion as to whether misstatements are material." Section 312.11 states, "As a result of the
interaction of quantitative and qualitative considerations in materiality judgments, misstatements
of relatively small amounts that come to the auditor’s attention could have a material effect on the
financial statements."

31 However, see paragraphs .79 through .82 of this section for a discussion of the auditor's com-
munication responsibilities.

32 Section 312.08 states that there is a distinction between the auditor's response to detected
misstatements due to error and those due to fraud. When fraud is detected, the auditor should consider
the implications for the integrity of management or employees and the possible effect on other aspects
of the audit.

33 See section 508 for guidance on auditors' reports issued in connection with audits of financial
statements.
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b. Consider the implications for other aspects of the audit (see paragraph
.76).

c. Discuss the matter and the approach for further investigation with an
appropriate level of management that is at least one level above those
involved, and with senior management and the audit committee.3*

d. If appropriate, suggest that the client consult with legal counsel.

.78 The auditor's consideration of the risks of material misstatement and
the results of audit tests may indicate such a significant risk of material mis-
statement due to fraud that the auditor should consider withdrawing from the
engagement and communicating the reasons for withdrawal to the audit com-
mittee or others with equivalent authority and responsibility.?® Whether the
auditor concludes that withdrawal from the engagement is appropriate may
depend on (@) the implications about the integrity of management and (b) the
diligence and cooperation of management or the board of directors in investi-
gating the circumstances and taking appropriate action. Because of the variety
of circumstances that may arise, it is not possible to definitively describe when
withdrawal is appropriate.®® The auditor may wish to consult with legal counsel
when considering withdrawal from an engagement.

Communicating About Possible Fraud to Management,
the Audit Committee, and Others®’

.79 Whenever the auditor has determined that there is evidence that
fraud may exist, that matter should be brought to the attention of an appro-
priate level of management. This is appropriate even if the matter might be
considered inconsequential, such as a minor defalcation by an employee at a
low level in the entity's organization. Fraud involving senior management and
fraud (whether caused by senior management or other employees) that causes
a material misstatement of the financial statements should be reported directly
to the audit committee. In addition, the auditor should reach an understand-
ing with the audit committee regarding the nature and extent of communica-
tions with the committee about misappropriations perpetrated by lower-level
employees.

.80 If the auditor, as a result of the assessment of the risks of material
misstatement, has identified risks of material misstatement due to fraud that
have continuing control implications (whether or not transactions or adjust-
ments that could be the result of fraud have been detected), the auditor should

34 If the auditor believes senior management may be involved, discussion of the matter directly
with the audit committee may be appropriate.

35 See footnote 11.

36 Ifthe auditor, subsequent to the date of the report on the audited financial statements, becomes
aware that facts existed at that date that might have affected the report had the auditor been aware of
such facts, the auditor should refer to section 561, Subsequent Discovery of Facts Existing at the Date
of the Auditor's Report, for guidance. Furthermore, section 315, Communications Between Predecessor
and Successor Auditors, paragraphs .21 and .22, provide guidance regarding communication with a
predecessor auditor.

37 The requirements to communicate noted in paragraphs .79 through .82 extend to any inten-
tional misstatement of financial statements (see paragraph .03). However, the communication may
use terms other than fraud—for example, irregularity, intentional misstatement, misappropriation,
or defalcations—if there is possible confusion with a legal definition of fraud or other reason to prefer
alternative terms.
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consider whether these risks represent reportable conditions relating to the
entity's internal control that should be communicated to senior management
and the audit committee.?® (See section 325, Communication of Internal Con-
trol Related Matters Noted in an Audit, paragraph .04). The auditor also should
consider whether the absence of or deficiencies in programs and controls to
mitigate specific risks of fraud or to otherwise help prevent, deter, and detect
fraud (see paragraph .44) represent reportable conditions that should be com-
municated to senior management and the audit committee.

.81 The auditor also may wish to communicate other risks of fraud identi-
fied as a result of the assessment of the risks of material misstatements due to
fraud. Such a communication may be a part of an overall communication to the
audit committee of business and financial statement risks affecting the entity
and/or in conjunction with the auditor communication about the quality of the
entity's accounting principles (see section 380.11).

.82 The disclosure of possible fraud to parties other than the client's senior
management and its audit committee ordinarily is not part of the auditor's re-
sponsibility and ordinarily would be precluded by the auditor's ethical or legal
obligations of confidentiality unless the matter is reflected in the auditor's re-
port. The auditor should recognize, however, that in the following circumstances
a duty to disclose to parties outside the entity may exist:

a. To comply with certain legal and regulatory requirements®

b. To a successor auditor when the successor makes inquiries in accor-
dance with section 315, Communications Between Predecessor and
Successor Auditors

c. Inresponse to a subpoena

To a funding agency or other specified agency in accordance with re-
quirements for the audits of entities that receive governmental finan-
cial assistance*!

Because potential conflicts between the auditor's ethical and legal obligations
for confidentiality of client matters may be complex, the auditor may wish to
consult with legal counsel before discussing matters covered by paragraphs .79
through .81 with parties outside the client.

Documenting the Auditor’s Consideration of Fraud
.83 The auditor should document the following:

® The discussion among engagement personnel in planning the audit re-
garding the susceptibility of the entity's financial statements to mate-
rial misstatement due to fraud, including how and when the discussion
occurred, the audit team members who participated, and the subject
matter discussed (See paragraphs .14 through .17.)

38 Alternatively, the auditor may decide to communicate solely with the audit committee.

3% These requirements include reports in connection with the termination of the engagement,
such as when the entity reports an auditor change on Form 8-K and the fraud or related risk factors
constitute a reportable event or is the source of a disagreement, as these terms are defined in Item
304 of Regulation S-K. These requirements also include reports that may be required, under certain
circumstances, pursuant to Section 10A(b)1 of the Securities Exchange Act of 1934 relating to an
illegal act that has a material effect on the financial statements.

40 Section 315 requires the specific permission of the client.

41 For example, Government Auditing Standards (the Yellow Book) require auditors to report
fraud or illegal acts directly to parties outside the audited entity in certain circumstances.
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® The procedures performed to obtain information necessary to identify
and assess the risks of material misstatement due to fraud (See para-
graphs .19 through .34.)

®  Specific risks of material misstatement due to fraud thaf, were identi-
fied (see paragraphs .35 through .45), and a description of the auditor's
response to those risks (See paragraphs .46 through .56.)

® Ifthe auditor has not identified in a particular circumstance, improper
revenue recognition as a risk of material misstatement due to fraud,
the reasons supporting the auditor's conclusion (See paragraph .41.)

® The results of the procedures performed to further address the risk of
management override of controls (See paragraphs .58 through .67.)

®  Other conditions and analytical relationships that caused the auditor
to believe that additional auditing procedures or other responses were
required and any further responses the auditor concluded were appro-
priate, to address such risks or other conditions (See paragraphs .68
through .73.)

® The nature of the communications about fraud made to management,
the audit committee, and others (See paragraphs .79 through .82.)

Effective Date

84 This section is effective for audits of financial statements for periods
beginning on or after December 15, 2002. Early application of the provisions of
this section is permissible.

AU §316.84



300-6 The Standards of Field Work

85
Appendix

Examples of Fraud Risk Factors

A.1 This appendix contains examples of risk factors discussed in para-
graphs .31 through .33 of the section. Separately presented are examples re-
" lating to the two types of fraud relevant to the auditor's consideration—that
is, fraudulent financial reporting and misappropriation of assets. For each of
these types of fraud, the risk factors are further classified based on the three
conditions generally present when material misstatements due to fraud occur:
(a) incentives/pressures, (b) opportunities, and (c) attitudes/rationalizations.
Although the risk factors cover a broad range of situations, they are only exam-
ples and, accordingly, the auditor may wish to consider additional or different
risk factors. Not all of these examples are relevant in all circumstances, and
some may be of greater or lesser significance in entities of different size or
with different ownership characteristics or circumstances. Also, the order of
the examples of risk factors provided is not intended to reflect their relative
importance or frequency of occurrence.

Risk Factors Relating to Misstatements Arising From Fraudulent
Financial Reporting

A.2 The following are examples of risk factors relating to misstatements
arising from fraudulent financial reporting.

Incentives/Pressures

a. Financial stability or profitability is threatened by economic, industry,
or entity operating conditions, such as (or as indicated by):

— High degree of competition or market saturation, accompanied
by declining margins

— High vulnerability to rapid changes, such as changes in technol-
ogy, product obsolescence, or interest rates

— Significant declines in customer demand and increasing business
failures in either the industry or overall economy

—  Operating losses making the threat of bankruptcy, foreclosure, or
hostile takeover imminent

— Recurring negative cash flows from operations or an inability to
generate cash flows from operations while reporting earnings and
earnings growth

— Rapid growth or unusual profitability, especially compared to that
of other companies in the same industry

— New accounting, statutory, or regulatory requirements
b. Excessive pressure exists for management to meet the requirements
or expectations of third parties due to the following:

—  Profitability or trend level expectations of investment analysts,
institutional investors, significant creditors, or other external
parties (particularly expectations that are unduly aggressive or
unrealistic), including expectations created by management in,
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for example, overly optimistic press releases or annual report
messages

— Need to obtain additional debt or equity financing to stay
competitive—including financing of major research and develop-
ment or capital expenditures

— Marginal ability to meet exchange listing requirements or debt
repayment or other debt covenant requirements

—  Perceived or real adverse effects of reporting poor financial re-
sults on significant pending transactions, such as business com-
binations or contract awards

c¢. Information available indicates that management or the board of direc-
tors' personal financial situation is threatened by the entity's financial
performance arising from the following:

— Significant financial interests in the entity

—  Significant portions of their compensation (for example, bonuses,
stock options, and earn-out arrangements) being contingent upon
achieving aggressive targets for stock price, operating results,
financial position, or cash flow!

— Personal guarantees of debts of the entity

d. There is excessive pressure on management or operating personnel to
meet financial targets set up by the board of directors or management,
including sales or profitability incentive goals.

Opportunities

a. The nature of the industry or the entity's operations provides opportu-
nities to engage in fraudulent financial reporting that can arise from
the following:

— Significant related-party transactions not in the ordinary course
of business or with related entities not audited or audited by an-
other firm

— Astrong financial presence or ability to dominate a certain indus-
try sector that allows the entity to dictate terms or conditions to
suppliers or customers that may result in inappropriate or non-
arm's-length transactions

—  Assets, liabilities, revenues, or expenses based on s1gmﬁcant es-
timates that involve subjective judgments or uncertainties that
are difficult to corroborate

— Significant, unusual, or highly complex transactions, especially
those close to period end that pose difficult "substance over form"
questions

— Significant operations located or conducted across international
borders in jurisdictions where differing business environments
and cultures exist

— Significant bank accounts or subsidiary or branch operations in
tax-haven jurisdictions for which there appears to be no clear
business justification

! Management incentive plans may be contingent upon achieving targets relating only to certain
accounts or selected activities of the entity, even though the related accounts or activities may not be
material to the entity as a whole.
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There is ineffective monitoring of management as a result of the fol-

lowing:

— Domination of management by a single person or small group (in
a nonowner-managed business) without compensating controls

— Ineffective board of directors or audit committee oversight over
the financial reporting process and internal control

There is a complex or unstable organizational structure, as evidenced

by the following:

— Difficulty in determining the organization or individuals that
have controlling interest in the entity

—  Overly complex organizational structure involving unusual legal
entities or managerial lines of authority

— High turnover of senior management, counsel, or board members

Internal control components are deficient as a result of the following:

— Inadequate monitoring of controls, including automated controls
and controls over interim ﬁnanc1al reporting (where external re-
porting is required)

— High turnover rates or employment of ineffective accounting, in-
ternal audit, or information technology staff ‘

— Ineffective accounting and information systems, including situa-
tions involving reportable conditions

Attitudes/Rationalizations

Risk factors reflective of attitudes/rationalizations by board members, man-
agement, or employees, that allow them to engage in and/or justify fraudulent
financial reporting, may not be susceptible to observation by the auditor. Nev-
ertheless, the auditor who becomes aware of the existence of such information
should consider it in identifying the risks of material misstatement arising from
fraudulent financial reporting. For example, auditors may become aware of the
following information that may indicate a risk factor:

Ineffective communication, implementation, support, or enforcement
of the entity's values or ethical standards by management or the com-
munication of inappropriate values or ethical standards

Nonfinancial management's excessive participation in or preoccupa-
tion with the selection of accounting principles or the determination
of significant estimates

Known history of violations of securities laws or other laws and regu-
lations, or claims against the entity, its senior management, or board
members alleging fraud or violations of laws and regulations

Excessive interest by management in maintaining or increasing the
entity's stock price or earnings trend

A practice by management of committing to analysts, creditors, and
other third parties to achieve aggressive or unrealistic forecasts

Management failing to correct known reportable conditions on a timely
basis

An interest by management in employing inap;propriate means to min-
imize reported earnings for tax-motivated reasons

Recurring attempts by management to justify marginal or inappropri-
ate accounting on the basis of materiality
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®  The relationship between management and the current or predecessor
auditor is strained, as exhibited by the following:

— Frequent disputes with the current or predecesser auditor on ac-
counting, auditing, or reporting matters

— Unreasonable demands on the auditor, such as unreasonable time
constraints regarding the completion of the audit or the issuance
of the auditor's report

— Formal or informal restrictions on the auditor that inappropriately
limit access to people or information or the ability to communicate
effectively with the board of directors or audit committee

— Domineering management behavior in dealing with the auditor,
especially involving attempts to influence the scope of the auditor's
work or the selection or continuance of personnel assigned to or
consulted on the audit engagement

Risk Factors Relating to Misstatements Arising From
Misappropriation of Assets

A.3 Risk factors that relate to misstatements arising from misappropri-
ation of assets are also classified according to the three conditions gener-
ally present when fraud exists: incentives/pressures, opportunities, and atti-
tudes/rationalizations. Some of the risk factors related to misstatements arising
from fraudulent financial reporting also may be present when misstatements
arising from misappropriation of assets occur. For example, ineffective monitor-
ing of management and weaknesses in internal control may be present when
misstatements due to either fraudulent financial reporting or misappropriation
of assets exist. The following are examples of risk factors related to misstate-
ments arising from misappropriation of assets.

Incentives/Pressures

a. Personal financial obligations may create pressure on management or
employees with access to cash or other assets susceptible to theft to
misappropriate those assets.

b. Adverse relationships between the entity and employees with access
to cash or other assets susceptible to theft may motivate those employ-
ees to misappropriate those assets. For example, adverse relationships
may be created by the following:

— Known or anticipated future employee layoffs

— Recent or anticipated changes to employee compensation or ben-
efit plans

— Promotions, compensation, or other rewards inconsistent with ex-
pectations

Opportunities

a. Certain characteristics or circumstances may increase the susceptibil-
ity of assets to misappropriation. For example, opportunities to mis-
appropriate assets increase when there are the following:

— Large amounts of cash on hand or processed

— Inventory items that are small in size, of high value, or in high
demand
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— Easily convertible assets, such as bearer bonds, diamonds, or com-
puter chips .

—  Fixed assets that are small in size, marketable, or lacking observ-
able identification of ownership

b. Inadequate internal control over assets may increase the susceptibility
of misappropriation of those assets. For example, misappropriation of
assets may occur because there is the following:

— Inadequate segregation of duties or independent checks

— Inadequate management oversight of employees responsible for
assets, for example, inadequate supervision or monitoring of re-
mote locations

— Inadequate job applicant screening of employees with access to
assets

— Inadequate recordkeeping with respect to assets

— Inadequate system of authorization and approval of transactions
(for example, in purchasing)

— Inadequate physical safeguards over cash, investments, inven-
tory, or fixed assets

— Lack of complete and timely reconciliations of assets

— Lack of timely and appropriate documentation of transactions,
for example, credits for merchandise returns

— Lack of mandatory vacations for employees performing key con-
trol functions

— Inadequate management understanding of information technol-
ogy, which enables information technology employees to perpe-
trate a misappropriation

— Inadequate access controls over automated records, including
controls over and review of computer systems event logs.

Attitudes/Rationalizations

Risk factors reflective of employee attitudes/rationalizations that allow them to
justify misappropriations of assets, are generally not susceptible to observation
by the auditor. Nevertheless, the auditor who becomes aware of the existence
of such information should consider it in identifying the risks of material mis-
statement arising from misappropriation of assets. For example, auditors may
become aware of the following attitudes or behavior of employees who have
access to assets susceptible to misappropriation:

® Disregard for the need for monitoring or reducing risks related to mis-
appropriations of assets

® Disregard for internal control over misappropriation of assets by over-
riding existing controls or by failing to correct known internal control
deficiencies

® Behavior indicating displeasure or dissatisfaction with the company
or its treatment of the employee

® Changes in behavior or lifestyle that may indicate assets have been
misappropriated
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Exhibit

Management Antifraud Programs and Controls

Guidance fo Help Prevent, Deter, and Detect Fraud
(This exhibit is reprinted for the reader's convenience but is not an integral
part of the section.)
This document is being issued jointly by the following organizations:
American Institute of Certified Public Accountants
Association of Certified Fraud Examiners
Financial Executives International
Information Systems Audit and Control Association
The Institute of Internal Auditors
Institute of Management Accountants
Society for Human Resource Management
In addition, we would also like to acknowledge the American Accounting
Association, the Defense Industry Initiative, and the National Association of

Corporate Directors for their review of the document and helpful comments and
materials.

We gratefully acknowledge the valuable contribution provided by the Anti-
Fraud Detection Subgroup:

Daniel D. Montgomery, Chair David L. Landsittel
Toby J.F. Bishop Carol A. Langelier
Dennis H. Chookaszian Joseph T. Wells
Susan A. Finn Janice Wilkins

Dana Hermanson

Finally, we thank the staff of the American Institute of Certified Public
Accountants for their support on this project:

Charles E. Landes Kim M. Gibson
Director Senior Technical Manager
Audit and Attest Standards Audit and Attest Standards
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Preface

Some organizations have significantly lower levels of misappropriation of
assets and are less susceptible to fraudulent financial reporting than other or-
ganizations because these organizations take proactive steps to prevent or deter
fraud. It is only those organizations that seriously consider fraud risks and take
proactive steps to create the right kind of climate to reduce its occurrence that
have success in preventing fraud. This document identifies the key participants
in this antifraud effort, including the board of directors, management, internal
and independent auditors, and certified fraud examiners.

Management may develop and implement some of these programs and con-
trols in response to specific identified risks of material misstatement of financial
statements due to fraud. In other cases, these programs and controls may be a
part of the entity's enterprise-wide risk management activities.

Management is responsible for designing and implementing systems and
procedures for the prevention and detection of fraud and, along with the board
of directors, for ensuring a culture and environment that promotes honesty
and ethical behavior. However, because of the characteristics of fraud, a ma-
terial misstatement of financial statements due to fraud may occur notwith-
standing the presence of programs and controls such as those described in this
document.
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Introduction

Fraud can range from minor employee theft and unproductive behavior to
misappropriation of assets and fraudulent financial reporting. Material finan-
cial statement fraud can have a significant adverse effect on an entity's market
value, reputation, and ability to achieve its strategic objectives. A number of
highly publicized cases have heightened the awareness of the effects of fraudu-
lent financial reporting and have led many organizations to be more proactive
in taking steps to prevent or deter its occurrence. Misappropriation of assets,
though often not material to the financial statements, can nonetheless result
in substantial losses to an entity if a dishonest employee has the incentive and
opportunity to commit fraud.

The risk of fraud can be reduced through a combination of prevention, de-
terrence, and detection measures. However, fraud can be difficult to detect
because it often involves concealment through falsification of documents or
collusion among management, employees, or third parties. Therefore, it is im-
portant to place a strong emphasis on fraud prevention, which may reduce
opportunities for fraud to take place, and fraud deterrence, which could per-
suade individuals that they should not commit fraud because of the likelihood
of detection and punishment. Moreover, prevention and deterrence measures
are much less costly than the time and expense required for fraud detection and
investigation.

An entity's management has both the responsibility and the means to imple-
ment measures to reduce the incidence of fraud. The measures an organization
takes to prevent and deter fraud also can help create a positive workplace envi-
ronment that can enhance the entity's ability to recruit and retain high-quality
employees.

Research suggests that the most effective way to implement measures to
reduce wrongdoing is to base them on a set of core values that are embraced by
the entity. These values provide an overarching message about the key prin-
ciples guiding all employees' actions. This provides a platform upon which a
more detailed code of conduct can be constructed, giving more specific guidance
about permitted and prohibited behavior, based on applicable laws and the or-
ganization's values. Management needs to clearly articulate that all employees
will be held accountable to act within the organization's code of conduct.

This document identifies measures entities can implement to prevent, deter,
and detect fraud. It discusses these measures in the context of three fundamen-
tal elements. Broadly stated, these fundamental elements are (1) create and
maintain a culture of honesty and high ethics; (2) evaluate the risks of fraud
and implement the processes, procedures, and controls needed to mitigate the
risks and reduce the opportunities for fraud; and (3) develop an appropriate
oversight process. Although the entire management team shares the respon-
sibility for implementing and monitoring these activities, with oversight from
the board of directors, the entity's chief executive officer (CEO) should initiate
and support such measures. Without the CEO's active support, these measures
are less likely to be effective.

The information presented in this document generally is applicable to en-
tities of all sizes. However, the degree to which certain programs and controls
are applied in smaller, less-complex entities and the formality of their applica-
tion are likely to differ from larger organizations. For example, management of
a smaller entity (or the owner of an owner-managed entity), along with those
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charged with governance of the financial reporting process, are responsible for
creating a culture of honesty and high ethics. Management also is responsible
for implementing a system of internal controls commensurate with the nature
and size of the organization, but smaller entities may find that certain types
of control activities are not relevant because of the involvement of and controls
applied by management. However, all entities must make it clear that unethical
or dishonest behavior will not be tolerated.

Creating a Culture of Honesty and High Ethics

It is the organization's responsibility to create a culture of honesty and
high ethics and to clearly communicate acceptable behavior and expectations
of each employee. Such a culture is rooted in a strong set of core values (or value
system) that provides the foundation for employees as to how the organization
conducts its business. It also allows an entity to develop an ethical framework
that covers (1) fraudulent financial reporting, (2) misappropriation of assets,
and (3) corruption as well as other issues.!

Creating a culture of honesty and high ethics should include the
following:.

Setting the Tone at the Top

Directors and officers of corporations set the "tone at the top" for ethical
behavior within any organization. Research in moral development strongly
suggests that honesty can best be reinforced when a proper example-is set—
sometimes referred to as the tone at the top. The management of an entity
cannot act one way and expect others in the entity to behave differently.

In many cases, particularly in larger organizations, it is necessary for man-
agement to both behave ethically and openly communicate its expectations for
ethical behavior because most employees are not in a position to observe man-
agement's actions. Management must show employees through its words<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>