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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 nonissuers (nonissuers 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 Attestation Interpretations. Superseded portions have
been deleted and all applicable amendments have been included.

SASs are issued by the ASB, the senior technical body of the AICPA des-
ignated to issue pronouncements on auditing matters applicable to the prepa-
ration and issuance of audit reports for entities that are nonissuers. 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 nonissuer to comply with standards promulgated by the ASB.
An auditor is required to comply with an unconditional requirement in all cases
in which the circumstances exist to which the unconditional requirement ap-
plies. An auditor is also required to comply with a presumptively mandatory
requirement in all cases in which the circumstances exist to which the pre-
sumptively 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 departure and how the al-
ternative 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 Pub-
lications 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 au-
diting guidance. 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 Profes-
sional Conduct requires an AICPA member who performs an attest engagement
(a practitioner) to comply with such pronouncements. A practitioner is required
to comply with an unconditional requirement in all cases in which the circum-
stances 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, a practitioner may de-
part 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 ob-
jectives 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 of the ASB; however,
if a practitioner does not apply an attestation interpretation, the practitioner
should be prepared to explain how he or she complied with the SSAE provisions
addressed by such attestation guidance. The specific terms used to define profes-
sional requirements in the SSAEs are not intended to apply to interpretations
since interpretations are not attestation 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.

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

Harold L. Monk, Jr., Chair
Charles E. Landes, Vice President—
Professional Standards and Services



WHAT’S NEW IN THIS EDITION

Section Change

PC Part I Revision of "Applicability of AICPA Professional
Standards and Public Company Accounting Oversight
Board Standards”

AU 1504, Deleted due to the effective date of SAS Nos. 104-114

2304, 310,

311A, 9311A,

3124, 9312A,

313, 316A,

319, 9319,

3264, 9326A,

341A, 9341A,

350A, 93504,

380A, 9380A

AU 9325 Addition of Auditing Interpretation No. 1,

"Communicating Deficiencies in Internal Control Over
Compliance in an Office of Management and Budget
(OMB) Circular A-133 Audit," of AU Section 325

AU 9330 Addition of Auditing Interpretation No. 1, "Use of
Electronic Confirmations" of AU Section 330

AU 9332 Revision of Auditing Interpretation No. 1, "Auditing
Investements in Securities Where a Readily
Determinable Fair Value Does Not Exist," of AU
section 332 . . .

AT 9101 Update of Attestation Interpretation No. 6, "Reporting on
Attestation Engagements Performed in Accordance With
Government Auditing Standards,”" of AT section 101 to
reflect conforming changes necessary due to the issuance
of the 2007 revised Government Auditing Standards

In addition, conforming and editorial changes have been made throughout the
codification to reflect the issuance of SAS Nos. 103-114.

[The next page is vii.]
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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 114 and Statements on Standards for Attestation Engagements
Nos. 1 through 14, 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 Stan-
dards for Attestation Engagements

AT § 50—SSAE Hierarchy

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

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 material within each major division.

Contents



2 How to Use This Volume

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

Part I is a full-length narrative that provides guidance about Standards
applicable to nonissuers and Standards applicable to issuers. Information
about the PCAOB'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. 1-114 and Statements on Standards
for Attestation Engagements Nos. 1-14.

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

Part III 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.

Appendix F provides a list of other auditing publications published by
the AICPA that have been reviewed by the AICPA Audit and Attest Stan-
dards staff and are, therefore, presumed to be appropriate under GAAS as
defined in section 150, Generally Accepted Auditing Standards.

Contents



How to Use This Volume 3

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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Applicability of AICPA and PCAOB Standards

Part |

Applicability of AICPA Professional Standards
and Public Company Accounting Oversight
Board Standasz, o |

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 at-
testation, quality control, ethics, and independence standards to be used by
registered public accounting firms in the preparation and issuance of audit re-
ports 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 (AICPA
Code) 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 (SQCS) as
issued by the ASB.

Who Is an Issver?

The term issuer means an issuer (as defined in section 3 of the Securities Ex-
change Act of 1934 (15 U.S.C. 78¢)), the securities of which are registered under
section 12 of that Act (15 U.S.C. 781), 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 standar;ds in the audit of a nonissuer would be consid-
ered a violation of Rule 201, General Standards [ET section 201.01], or Rule

23
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Applicability of AICPA and PCAOB Standards

202, Compliance With Standards [ET section 202.01], or both, of the AICPA
Code.

As a caution to readers, pursuant to Statement on Auditing Standards (SAS)
No. 95, Generally Accepted Auditing Standards [AU section 150], interpreta-
tive 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 interpretative publications applicable to his or her
audit. If the auditor does not apply the auditing guidance included in an ap-
plicable 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 Code
require a member who performs auditing and other professional 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 Code for
compliance with PCAOB's auditing and related professional practice standards
when performing such audits.
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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.

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 (ISB) rules as they existed on April 16, 2003. These interim
standards will remain in effect while the PCAOB conducts a review of stan-
dards applicable to registered public accounting firms. Based on this review,
the PCAOB may modify, repeal, replace or adopt, in part or in whole, the in-
terim standards. As stated below, the PCAOB's interim independence standards
are not to be interpreted to supersede the SEC's independence requirements.
The PCAOB has also made certain conforming amendments to the interim
standards to reflect the adoption of PCAOB standards.

If a provision of a PCAOB standard addresses a subject matter that also is ad-
dressed in the interim standards, the affected position of the interim standard
should be considered superseded or effectively amended.

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— Inferim 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— Inferim Attestation 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
(i1) 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.

The PCAOB amended and the SEC approved, on February 6, 2006, a conforming
amendment to Interim Attestation Standard, AT section 101, Attest Engage-
ments, due to the adoption of Auditing Standard No. 4, Reporting on Whether
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a Previously Reported Material Weakness Continues to Exist (AICPA, PCAOB
Standards and Related Rules, Rules of the Board, "Standards").

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 preserve
existing standards as they applied on April 16, 2003 consistent with Section
103(a)83) 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 report 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— Inferim 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.

1 The Center for Audit Quality (CAQ) restructured and expanded the AICPA's Center for Public
Company Audit Firms, which was the successor to the SEC Practice Section. The CAQ, which began
operating in January 2007, is an autonomous body, affiliated with the AICPA.
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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 ISB, to the extent not superseded or amended by the PCAOB,
as the PCAOB's Interim Independence Standards. In addition, the PCAOB re-
quires compliance with the SEC's independence rules. The PCAOB's Interim
Independence Standards are not to be interpreted to supersede the SEC's inde-
pendence 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.

Major Existing Differences Between AICPA Standards
and PCAOB Standards

At the time of this writing, the following major differences existed between
AICPA standards and final PCAOB standards approved by the SEC:

¢ Risk Assessment Standards. In March 2006, the ASB issued eight
Statements on Auditing Standards (SASs), Nos. 104-111, collectively
referred to as the risk assessment standards. These standards are ap-
plicable to nonissuers and become effective for audits of financial state-
ments for periods beginning on or after December 15, 2006. These stan-
dards provide extensive guidance concerning the auditor's assessment
of the risks of material misstatement in a financial statement audit,
and the design and performance of audit procedures whose nature,
timing, and extent are responsive to the assessed risks. Additionally,
the SASs establish standards and provide guidance on planning and
supervision, the nature of audit evidence, and evaluating whether the
audit evidence obtained affords a reasonable basis for an opinion re-
garding the financial statements under audit. SAS Nos. 104—-111 make
significant changes to numerous AU sections in the auditing literature.
These standards and their changes do not apply to audits conducted
in accordance with PCAOB standards.

® 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 ef-
fectiveness of internal control, PCAOB Auditing Standard No. 5, An
Audit of Internal Control Over Financial Reporting That is Integrated
With an Audit of Financial Statements (AICPA, PCAOB Standards and
Related Rules, Rules of the Board, "Standards"), establishes require-
ments 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.
There were also several conforming amendments to PCAOB Auditing
Standards resulting from the adoption of PCAOB Auditing Standard
No. 5.
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¢ Independence Matters. Rule 3600T requires compliance with Stan-
dards Nos. 1, 2, and 3, and Interpretations 99-1, 00-1, and 00-2 of
the ISB. Also, to the extent that a provision of the SEC's indepen-
dence rules or policies are more restrictive—or less restrictive—than
the PCAOB's interim independence standards, a registered public ac-
counting firm shall comply with the more restrictive requirement.

¢ Independence Matters. The PCAOB has adopted ethics and inde-
pendence rules concerning independence, tax services, and contingent
fees. See PCAOB Rules 3501, 3502, 3520, 3521, 3522, 3523, 3524, and
3525.

¢ 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).

Please note that in the time since publication, these differences may have been
eliminated and others might have arisen.

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 Reporton 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

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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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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Cross-References to SASs

Part |

List of Statements on Auditing Procedure
Nos. 1-54, Statements on Auditing
Standards, and Statements on Standards
for Attestation Engagements Issued to 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,
Installment 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 | Nov. 1943 Confirmation of Receivables (Positive and Negative
Methods)

20 | Dec. 1943 Termination of Fixed Price Supply Contracts

21 | July 1944 | Wartime Government Regulations

22 | May 1945 References to the Independent Accountant in
Securities Registrations
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Statements on Auditing Procedure—continued

Date

No. Issued Title

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 | Apr. 1956 Reporting on Use of "Other Procedures”

27 | dJuly 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 | Apr. 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 | Now. 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 | Nov. 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’

No.

Date
Issued

Title

Section

Novw. 1972

Codification of Auditing Standards
and Procedures

See Part
I

Oct. 1974

Reports on Audited Financial Statements
[Superseded by SAS 58]

Dec. 1974

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

Dec. 1974

Quality Control Considerations for a
Firm of Independent Auditors
[Superseded by SAS 25}

dJuly 1975

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

July 1975

Related Party Transactions [Superseded
by SAS 45]

Oct. 1975

Communications Between Predecessor
and Successor Auditors [Superseded by
SAS 84]

Dec. 1975

Other Information in Documents
Containing Audited Financial
Statements

550

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

dJan. 1977

The Independent Auditor's Responsibility
for the Detection of Errors or
Irregularities [Superseded by SAS 53]

17

Jan. 1977

Illegal Acts by Clients [Superseded by
SAS 54]

* Pronouncements in effect are indicated in boldface type.

! Portions of Statement on Auditing Standards No. 1 have been superseded by subsequent pro-

nouncements.
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Statements on Auditing Standards—continued

Date

No. Issued Title Section
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 [Superseded by

SAS 108]

23 Oct. 1978 | Analytical Review Procedures [Superseded
by SAS 56]

24 | Mar. 1979 | Review of Interim Financial Information
[Superseded by SAS 361

25 | Nowv. 1979 | The Relationship of Generally 161

Accepted Auditing Standards to
Quality Control Standards

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 551
Accompanying the Basic Financial
Statements in Auditor-Submitted
Documents

30 | July 1980 | Reporting on Internal Accounting Control
[Superseded by SSAE 21

31 | Aug. 1980 | Evidential Matter [Superseded by

SAS 106]

32 | Oct.1980 | Adequacy of Disclosure of Financial 431
Statements

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]

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.
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Statements on Auditing Standards—continued

39

Date

No. Issued Title Section

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 Informatlon
[Superseded by SAS 71]

37 | April 1981 | Filings Under Federal Securities 711
Statutes

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 552
Statements and Selected Fmanclal
Data

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]

45 | Aug. 1983 | Omnibus Statement on Auditing
Standards—1983*

46 | Sept. 1983 | Consideration of Omitted Procedures 390
After the Report Date

47 Dec. 1983 | Audit Risk and Materiality in Conducting
an Audit [Superseded by SAS 107]

48 | July 1984 | The Effects of Computer Processing on the
Audit of Financial Statements [Effectively
superseded by SAS 55, SAS 56, SAS 106,
SAS 108, SAS 109, and SAS 110]

49 | Sept. 1984 | Letters for Underwriters [Superseded by
SAS 72]

50 | July 1986 | Reports on the Application of 625
Accounting Principles

51 | July 1986 | Reporting on Financial Statements 534
Prepared for Use in Other Countries

3 Statement on Auditing Standards No. 43 has been integrated within sections 150 (superseded
by Statement on Auditing Standards No. 95), 320 (superseded by Statement on Auditing Standards
No. 55, as superseded by Statement on Auditing Standards Nos. 109 and 110), 331.14, 350.47, 420(.18],

901.01, 901.24, and 901.28.

4 Statement on Auditing Standards No. 45 has created new sections 313, Substantive Tests Prior
to the Balance-Sheet Date (superseded by Statement on Auditing Standards No. 110); 334, Related
Parties; and 557, Supplementary Oil and Gas Reserve Information (withdrawn by the issuance of
Statement on Auditing Standards No. 52).



40

Cross-References to SASs

Statements on Auditing Standards—continued

Date
No. Issued Title Section
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 [Superseded by
SASs 109 and 110]
56 | April 1988 | Analytical Procedures 329
57 | April 1988 | Auditing Accounting Estimates 342
58 | April 1988 | Reports on Audited Financial 508
Statements
59 | April 1988 | The Auditor’s Consideration of an 341
Entity’s Ability to Continue as a Going
Concern
60 | April 1988 | Communication of Internal Control
Related Matters Noted in an Audit
[Superseded by SAS 112]
61 | April 1988 | Communication With Audit Committees
[Superseded by SAS 114]
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—19908
65 | April 1991 | The Auditor’s Consideration of the 322
Internal Audit Function in an Audit of
Financial Statements
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 | Nowv. 1991 | The Confirmation Process 330

) 5 Statement on Auditing Standards No. 52 has been integrated within sections 411 (superseded
by Statement on Auditing Standards No. 69) and 551.15, and has created a new section 558, Required
Supplementary Information.

6 Statement on Auditing Standards No. 64 has been integrated within sections 341.12, 341.13,
508.74, and 543.16.
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Statements on Auditing Standards—continued

No.

Date
Issued

Title

Section

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

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
Underwriters and Certain Other
Requesting Parties®

1

Now. 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. 55 [Effectively superseded
by SAS 109 and SAS 110]

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

Standards No. 93.

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

Standards No. 88.

9 Statement on Auditing Standards No. 76 has been integrated within section 634.01, 634.09,
634.10, 634.64, and AT section 300 (superseded by Statement on Standards for Attestation Engage-

ments No. 10).

10 Statement on Auditing Standards No. 77 has been integrated within sections 311 (superseded

by Statement on Auditing Standards No. 108), 341.13, 544.02, 544.04, and 623.05.
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Statements on Auditing Standards—continued

Date

No. Issued Title Section

79 | Dec.1995 | Amendment to Statement on Auditing
Standards No. 58, Reporits on Audited
Financial Statements!

80 Dec. 1996 | Amendment to Statement on Auditing
Standards No. 31, Evidential Matter
[Effectively superseded by SAS 106]

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 [Effectively superseded by SAS 108]

84 | Oct. 1997 | Communications Between 315
Predecessor and Successor Auditors

85 | Nov. 1997 | Management Representations 333

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 532
Report

88 | Dec. 1999 | Service Organizations and Reporting
on Consistency!?

89 | Dec. 1999 | Audit Adjustments'*

90 | Dec. 1999 | Audit Committee Communications
[Effectively superseded by SASs 100
and 114]

91 | Apr. 2000 | Federal GAAP Hierarchy'®

92 | Sept. 2000 | Auditing Derivative Instruments, 332
Hedging Activities, and Investments
in Securities

93 | Oct.2000 | Omnibus Statement on Auditing
Standards—2000'6

11 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.

12 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.

13 Statement on Auditing Standards No. 88 has been integrated within sections 324 (title), 324.03,

324.06-.10, and 420.07-[.11].
14 Statement on Auditing Standards No. 89 has been integrated within sections 310 (superseded

by Statement on Auditing Standards No. 108), 333.06, 333.16, and 380 (superseded by Statement on

Auditing Standards No. 114).

15 Statement on Auditing Standards No. 91 has been integrated within section 411.14, 411.15,

and 411.18.

16 Statement on Auditing Standards No. 93 has been integrated within sections 315.02, 315.12,

411 (title), 411.01, 508.08, and 622.
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Statements on Auditing Standards—continued

Date
No. Issued Title Section
94 May 2001 | The Effect of Information Technology on
the Auditor's Consideration of Internal

Control in a Financial Statement Audit
[Effectively superseded by SAS 109 and

SAS 110]

95 | Dec. 2001 | Generally Accepted Auditing 150
Standards

96 | Jan. 2002 | Audit Documentation [Superseded by SAS
103]

97 | June 2002 | Amendment to Statement on Auditing
Standards No. 50, Reports on the
Application of Accounting Principles'’
98 | Sept. 2002 | Omnibus Statement on Auditing

Standards—2002!8
99 Oct. 2002 | Consideration of Fraud in a Financial 316
Statement Audit
100 | Nov. 2002 | Interim Financial Information 722
101 | Jan. 2003 | Auditing Fair Value Measurements 328

and Disclosures
102 | Dec. 2005 | Defining Professional Requirements in 120
Statements on Auditing Standards
103 | Dec. 2005 | Audit Documentation 339
104 | Mar. 2006 | Amendment to Statement on Auditing
Standards No. 1, Codification of
Auditing Standards and Procedures
(“Due Professional Care in the
Performance of Work”)!?

105 | Mar. 2006 | Amendment to Statement on Auditing
Standards No. 95, Generally Accepted

Auditing Standards®
106 | Mar. 2006 | Audit Evidence 326
107 | Mar. 2006 | Audit Risk and Materiality in 312
Conducting an Audit
108 | Mar. 2006 | Planning and Supervision 311
109 | Mar. 2006 | Understanding the Entity and Its 314

Environment and Assessing the Risks
of Material Misstatement

17 Statement on Auditing Standards No. 97 has been integrated within section 625.01-.07 and
625.09-.11.

18 Statement on Auditing Standards No. 98 has been integrated within sections 150.05, 161
(headnote), 161.02, 161.03, 312 (superseded by Statement on Auditing Standards No. 107), 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.

19 Statement on Auditing Standards No. 104 has been integrated within section 230.10.

20 Statement on Auditing Standards No. 105 has been integrated within section 150.02.
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Statements on Auditing Standards—continued

Date
No. Issued Title Section
110 | Mar. 2006 | Performing Audit Procedures in 318

Response to Assessed Risks and
Evaluating the Audit Evidence
Obtained

111 | Mar. 2006 | Amendment to Statement on Auditing
Standards No. 39, Audit Sampling®
112 | May 2006 | Communicating Internal Control 325
Related Matters Identified in an Audit
113 | Nov. 2006 | Omnibus Statement on Auditing
Standards—2006%2

114 | Dec. 2006 | The Auditor’s Communication With 380
Those Charged With Governance

21 Statement on Auditing Standards No. 111 has been integrated within section 350.08, 350[.09],
350.18, 350.20, 350.23, 350.25, 350.32, 350.42, 350.44, and 350.48.

2 Statement on Auditing Standards No. 113 has been integrated within sections 150.02, 150.04,
316.35, 316.46, 328.41, 333.09, 341.02, 342.10, 342.13, and 560.12.
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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]
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®

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

24 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].
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Statements on Standards for Attestation Engagements—continued

Date
No. Issued Title .| Section
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
14 | Nowv. 2006 | SSAE Hierarchy 50

% 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 | SAS 1°

Auditor

120 Defining Professional Requirements in SAS 102
Statements on Auditing Standards -

150 Generally Accepted Auditing Standards SAS 95

161 The Relationship of Generally Accepted Auditing SAS 25
Standards to Quality Control Standards

200 The General Standards

201 Nature of the General Standards SAS 1*

210 Training and Proficiency of the Independent SAS 1*
Auditor

220 Independence SAS 1*

230 Due Professional Care in the Performance of Work | SAS 1*
300 The Standards of Field Work
311 Planning and Supervision SAS 108
312 Audit Risk and Materiality in Conducting an Audit | SAS 107

314 Understanding the Entity and Its Environment SAS 109
and Assessing the Risks of Material Misstatement

315 Communications Between Predecessor and SAS 84
Successor Auditors’

316 Consideration of Fraud in a Financial Statement SAS 99
Audit

317 Illegal Acts by Clients SAS 54

318 Performing Audit Procedures in Response to SAS 110

Assessed Risks and Evaluating the Audit
Evidence Obtained

322 The Auditor's Consideration of the Internal Audit | SAS 65
Function in an Audit of Financial Statements

324 Service Organizations SAS 70!

325 Communicating Internal Control Related Matters | SAS 112
Identified in an Audit

326 Audit Evidence SAS 106

328 Auditing Fair Value Measurements and SAS 101
Disclosures

329 Analytical Procedures SAS 56

330 The Confirmation Process SAS 67

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

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

Section Contents Source
331 Inventories SAS 17
332 Auditing Derivative Instruments, Hedging SAS 92

Activities, and Investments in Securities
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 SAS 12
Litigation, Claims, and Assessments
339 Audit Documentation SAS 103

341 The Auditor's Consideration of an Entity's Ability | SAS 59
to Continue as a Going Concern
342 Auditing Accounting Estimates SAS 57
350 Audit Sampling SAS 39

380 The Auditor's Communication With Those Charged | SAS 114
With Governance

390 Consideration of Omitted Procedures After the SAS 46
Report Date

400 The First, Second, and Third Standards of
Reporting

410 Adherence to Generally Accepted Accounting SAS 1*
Principles

411 The Meaning of Present Fairly in Conformity With | SAS 692
Generally Accepted Accounting Principles
420 Consistency of Application of Generally Accepted SAS 1*

Accounting Principles

431 Adequacy of Disclosure in Financial Statements SAS 32
435 Segment Information SAS 21°
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 SAS 51
Use in Other Countries

543 Part of Audit Performed by Other Independent SAS 1+
Auditors

544 Lack of Conformity With Generally Accepted SAS 1*
Accounting Principles

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

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

3 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.
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Section Contents Source
550 Other Information in Documents Contalmng SAS 8
Audited Financial Statements
551 Reporting on Information Accompanying the Basic | SAS 29
Financial Statements in Auditor-Submitted
Documents
552 Reporting on Condensed Financial Statements and | SAS 42
Selected Financial Data

558 Required Supplementary Information SAS 52

560 Subsequent Events SAS 1

561 Subsequent Discovery of Facts Existing at the Date | SAS 1*
of the Auditor's Report

600 Other Types of Reports
622 Engagements to Apply Agreed-Upon Procedures SAS 754
to Specified Elements, Accounts, or Items of a
Financial Statement

623 Special Reports SAS 62

625 Reports on the Application of Accounting Principles | SAS 50

634 Letters for Underwriters and Certain Other SAS 72
Requesting Parties

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 | SAS 74
Governmental Entities and Recipients of
Governmental Financial Assistance

900 Special Reports of the Committee on Auditing
Procedure

901 Public Warehouses—Controls and Auditing SAS 1*
Procedures for Goods Held

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

4 The ASB has withdrawn Statement on Auditing Standards No. 75 and its auditing mterpreta-
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 professlonal 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.

49



50 Cross-References to SASs

Statements on Standards for Attestation Engagements

AT
Section Contents Source

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

50 SSAE Hierarchy SSAE 14

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
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Part il

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

Standards and Procedures’

Section Title!

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 [Superseded by SAS
108]
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 811

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

510 Expression of Opinion in the Auditor's Report [Superseded by
SAS 2]

511 Unqualified Opinion [Superseded by SAS 2]

512 Qualified Opinion {Superseded by SAS 2]

* 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.
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Section Title

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 Current section titles are listed. Section titles reflect amendments and conforming changes
resulting from subsequent pronouncements.
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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 auditor
is required to comply with an unconditional requirement in all cases
in which the circumstances exist to which the unconditional require-
ment applies. An auditor is also required to comply with a presump-
tively mandatory requirement in all cases in which the circumstances
exist to which the presumptively mandatory requirement applies; how-
ever; in rare circumstances, an auditor may depart from a presumptively
mandatory requirement provided the auditor documents his or her justi-
fication for the departure and how the alternative procedures performed
in the circumstances were sufficient to achieve the objectives of the pre-
sumptively 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.

TABLE OF CONTENTS
Section Paragraph
110 Responsibilities and Functions of the Independent Auditor .01-10
Distinction Between Responsibilities of Auditor
and Management ... .02-.03
Professional Qualifications ...............c.oociiiiii, .04-.05

Contents
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Section Paragraph
110 Responsibilities and Functions of the Independent
Avuditor—continued
Detection of Fraud ... [.06-.09]
Responsibility fo the Profession .............................. .10
120 Defining Professional Requirements in Statements
on Auditing Standards .01-.08
Introduction ............ooiiiiiiii .01
Professional Requirements ................................... .02-.04
Explanatory Material ........................... .05-.07
Application ... .08
150 Generally Accepted Auditing Standards .01-.09
Auditing Standards ... .02-.04
Interpretive Publications ...................... ... .05-.06
Other Auditing Publications ................................. .07-.08
Effective Date ...............cooviiiiiiiii .09
161 The Relationship of Generally Accepted Auditing Standards
to Quality Control Standards .01-.03
[The next page is 61.]
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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 ob-
tain reasonable assurance about whether the financial statements are free of
material misstatement, whether caused by error or fraud.! Because of the na-
ture of audit evidence and the characteristics of fraud, the auditor is able to
obtain reasonable, but not absolute, assurance that material misstatements
are detected.2 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. [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.]

.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 establish-
ing and maintaining internal control that will, among other things, initiate,

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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authorize, record, process, and report transactions (as well as events and con-
ditions) consistent with management's assertions embodied in the financial
statements. The entity's transactions and the related assets, liabilities, and
equity are within the direct knowledge and control of management. The audi-
tor's knowledge of these matters and internal control is limited to that acquired
through the audit. Thus, the fair presentation of financial statements in confor-
mity with generally accepted accounting principles® is an implicit and integral
part of management's responsibility. The independent auditor may make sug-
gestions about the form or content of the financial statements or draft them,
in whole or in part, based on information from management during the per-
formance 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 Statement on Auditing Standards No. 78. Paragraph
renumbered by the issuance of Statement on Auditing Standards No. 82, Febru-
ary 1997. Revised, April 2002, to reflect conforming changes necessary due to
the issuance of Statement on Auditing Standards No. 94. Revised, March 2006,
to reflect conforming changes necessary due to the issuance of Statement on
Auditing Standards No. 106.]

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 to the Profession

.10 The independent auditor also has a responsibility to his profession, the
responsibility to comply with the standards accepted by his fellow practitioners.
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 en-
forcement. [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
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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.]

! 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.
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AU Section 150
Generally Accepted Auditing Standards

(Supersedes SAS No. 1, section 150)
Source: SAS No. 95; SAS No. 98; SAS No. 102; SAS No. 105; SAS No. 113.

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). Au-
diting standards provide a measure of audit quality and the objectives to be
achieved in an audit. Auditing procedures differ from auditing standards. Au-
diting 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 auditor must have adequate technical training and proficiency to
perform the audit.

2. The auditor must maintain independence in mental attitude in all
matters relating to the audit.

3. The auditor must exercise due professional care in the performance of
the audit and the preparation of the report.

Standards of Field Work

1. The auditor must adequately plan the work and must properly super-
vise any assistants.

2. The auditor must obtain a sufficient understanding of the entity and
its environment, including its internal control, to assess the risk of ma-
terial misstatement of the financial statements whether due to error
or fraud, and to design the nature, timing, and extent of further audit
procedures.

3. The auditor must obtain sufficient appropriate! audit evidence by per-
forming audit procedures to afford a reasonable basis for an opinion
regarding the financial statements under audit.

! See paragraph .06 of section 326, Audit Evidence, for the definition of the term appropriate.
[Footnote added, effective for audits of financial statements for periods beginning on or after December
15, 2006, by Statement on Auditing Standards No. 105.]
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Standards of Reporting?

1. The auditor must state in the auditor's report whether the financial
statements are presented in accordance with generally accepted ac-
counting principles (GAAP).3

2. The auditor must identify in the auditor's report those circumstances
in which such principles have not been consistently observed in the
current period in relation to the preceding period.

3. When the auditor determines that informative disclosures are not rea-
sonably adequate, the auditor must so state in the auditor's report.

4. The auditor must either express an opinion regarding the financial
statements, taken as a whole, or state that an opinion cannot be ex-
pressed, in the auditor's report. When the auditor cannot express an
overall opinion, the auditor should state the reasons therefor in the au-
ditor's report. In all cases where an auditor's name is associated with
financial statements, the auditor should clearly indicate the charac-
ter of the auditor's work, if any, and the degree of responsibility the
auditor is taking, in the auditor's report.

[As amended, effective for audits of financial statements for periods beginning
on or after December 15, 2006, by Statement on Auditing Standards No. 105.
As amended, effective for audits of financial statements for periods beginning
on or after December 15, 2006, by Statement on Auditing Standards No. 113.]

.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.4 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 nature of the 10 standards and the SASs requires the auditor to ex-
ercise professional judgment in applying 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 mandatory requirement, the auditor must doc-
ument in the working papers his or her justification for the departure and
how the alternative procedures performed in the circumstances were suffi-
cient to achieve the objectives of the presumptively mandatory requirement.
[As amended, effective December 2005, by Statement on Auditing Standards

2 The reporting standards apply only when the auditor issues a report. [Footnote added, effective
for audits of financial statements for periods beginning on or after December 15, 2006, by Statement
on Auditing Standards No. 113.]

3 When an auditor reports on financial statements prepared in accordance with a comprehensive
basis of accounting other than generally accepted accounting principles, the first standard of reporting
is satisfied by stating in the auditor's report that the basis of presentation is a comprehensive basis
of accounting other than generally accepted accounting principles and by expressing an opinion (or
disclaiming an opinion) on whether the financial statements are presented in conformity with the
comprehensive basis of accounting used. [Footnote added, effective for audits of financial statements
for periods beginning on or after December 15, 2006, by Statement on Auditing Standards No. 113.]

4 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. [Footnote renumbered
by the issuance of Statement on Auditing Standards No. 105, March 2006. Footnote subsequently
renumbered by the issuance of Statement on Auditing Standards No. 113, November 2006.]

5 See section 312, Audit Risk and Materiality in Conducting an Audit. [Footnote renumbered
by the issuance of Statement on Auditing Standards No. 105, March 2006. Footnote subsequently
renumbered by the issuance of Statement on Auditing Standards No. 113, November 2006.]
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No. 102. As amended, effective for audits of financial statements for periods
beginning on or after December 15, 2006, by Statement on Auditing Standards
No. 113.]

Interpretive Publications

.05 Interpretive publications consist of auditing Interpretations of the
SASs, appendixes to the SASs,5 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.]

.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

6 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. Footnote renumbered by the
issuance of Statement on Auditing Standards No. 105, March 2006. Footnote subsequently renum-
bered by the issuance of Statement on Auditing Standards No. 113, November 2006.]

7 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. Footnote subsequently renumbered
by the issuance of Statement on Auditing Standards No. 105, March 2006. Footnote subsequently
renumbered by the issuance of Statement on Auditing Standards No. 113, November 2006.]

8 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. Footnote
subsequently renumbered by the issuance of Statement on Auditing Standards No. 105, March 2006.
Footnote subsequently renumbered by the issuance of Statement on Auditing Standards No. 113,
November 2006.]
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publications 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.]

9 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. Footnote subsequently renumbered
by the issuance of Statement on Auditing Standards No. 105, March 2006. Footnote subsequently
renumbered by the issuance of Statement on Auditing Standards No. 113, November 2006.]
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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.]

{11 [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 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 auditor must have adequate technical training and proficiency to perform
the audit.

[Revised, November 2006, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 113.]

.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 experi-
ence complement one another; each auditor exercising authority upon an en-
gagement should weigh these attributes in determining the extent of his su-
pervision 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:

The auditor must maintain independence in mental attitude in all matters
relating to the audit.

[Revised, November 2006, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 113.]

.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 excellent
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 Profes-
sional Conduct, precepts to guard against the presumption of loss of indepen-
dence. "Presumption” is stressed because the possession of intrinsic indepen-
dence is a matter of personal quality rather than of rules that formulate certain
objective tests. Insofar as these precepts have been incorporated in the profes-
sion's code, they have the force of professional law for the independent auditor.

.05 The Securities and Exchange Commission (SEC) has also adopted re-
quirements 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 1ndepen-
dence in the conduct of his work.

.07 To emphasize independence from management, many corporations fol-
low 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 Professional Care in the Performance
of Work'

Source: SAS No. 1, section 230; SAS No. 41; SAS No. 82; SAS No. 99;
SAS No. 104,

Issue date, unless otherwise indicated: November, 1972.

.01 The third general standard is:

The auditor must exercise due professional care in the 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.
Revised, November 2006, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 113.]

.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, describes 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 dishonesty, 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.]

1 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 skep-
ticism. Professional skepticism is an attitude that includes a questioning 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 objective evalua-
tion 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 audi-
tor 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 While exercising due professional care, the auditor must plan and per-
form the audit to obtain sufficient appropriate audit evidence so that audit risk
will be limited to a low level that is, in his or her professional judgment, ap-
propriate for expressing an opinion on the financial statements. The high, but
not absolute, level of assurance that is intended to be obtained by the auditor
is expressed in the auditor's report as obtaining reasonable assurance about
whether the financial statements are free of material misstatement (whether
caused by error or fraud). Absolute assurance is not attainable because of the
nature of audit evidence and the characteristics of fraud. Therefore, an audit
conducted in accordance with generally accepted auditing standards may not
detect a material misstatement. [Paragraph added, effective for audits of finan-
cial statements for periods ending on or after December 15, 1997, by Statement
on Auditing Standards No. 82. As amended, effective for audits of financial
statements for periods beginning on or after December 15, 2006, by Statement
on Auditing Standards No. 104.]

.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.5 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 persua-
sive when it is, in fact, false. In addition, an audit conducted in accordance
with generally accepted auditing standards rarely involves authentication of
documentation, nor are auditors trained as or expected to be experts in such
authentication. Furthermore, an auditor may not discover the existence of a
modification of documentation through a side agreement that management or

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.]
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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 De-
cember 15, 1997, by Statement on Auditing Standards No. 82. As amended,
effective for audits 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 (@) 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 311
Planning and Supervision

(Supersedes SAS No. 22)
Source: SAS No. 108; SAS No. 114,
See section 9311 for interpretations of this section.

Effective for audits of financial statements for periods beginning on or after
December 15, 2006. Earlier application is permitted.

.01 The first standard of field work states, "The auditor must adequately
plan the work and must properly supervise any assistants.” This section estab-
lishes standards and provides guidance to the independent auditor conducting
an audit in accordance with generally accepted auditing standards on the con-
siderations and activities applicable to planning and supervision. Planning and
supervision continue throughout the audit.

.02 Audit planning involves developing an overall audit strategy for the
expected conduct, organization, and staffing of the audit. The nature, timing,
and extent of planning vary with the size and complexity of the entity, and with
the auditor's experience with the entity and understanding of the entity and
its environment, including its internal control.

.03 Obtaining an understanding of the entity and its environment, in-
cluding its internal control, is an essential part of planning and performing
an audit in accordance with generally accepted auditing standards.! The audi-
tor must plan the audit so that it is responsive to the assessment of the risk
of material misstatement based on the auditor's understanding of the entity
and its environment, including its internal control. Planning is not a discrete
phase of the audit, but rather an iterative process that begins with engagement
acceptance and continues throughout the audit as the auditor performs audit
procedures and accumulates sufficient appropriate audit evidence to support
the audit opinion. As a result of performing planned audit procedures,? the au-
ditor may obtain disconfirming evidence that might cause the auditor to revise
the overall audit strategy.

1 Section 314, Understanding the Entity and Its Environment and Assessing the Risks of Material
Misstatement, establishes standards and provides guidance on obtaining an understanding of the
entity and its environment, including its internal control, sufficient to assess the risks of material
misstatement, whether due to error or fraud, at the financial statement and relevant assertion levels.
Section 318, Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit
Evidence Obtained, establishes standards and provides guidance on the auditor's overall responses
and the nature, timing, and extent of further audit procedures that are responsive to the assessed
risks.

2 Paragraph .03 of section 314 provides guidance with respect to the procedures the auditor per-
forms in obtaining an understanding of the entity and its environment to establish a frame of reference
within which the auditor plans the audit and exercises professional judgment about assessing the risk
of material misstatement of the financial statements.
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.04 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
Appointment of the Independent Auditor

.05 Early appointment of the independent auditor has many advantages
to both the auditor and the client. Early appointment enables the auditor to
plan the audit prior to the balance-sheet date.

.06 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, the auditor should ascertain whether circum-
stances are likely to permit an adequate audit and expression of an unqualified
opinion and, if they will not, the auditor should discuss with the client the pos-
sible necessity for a qualified opinion or disclaimer of opinion. Sometimes the
audit limitations present in such circumstances can be remedied. For exam-
ple, the taking of the physical inventory can be postponed or another physical
inventory, which the auditor can observe, can be taken.

.07 Section 315, Communications Between Predecessor and Successor Au-
ditors, provides guidance concerning a change of auditors. Among other mat-
ters, it describes communications that a successor auditor should evaluate be-
fore accepting an engagement.

Establishing an Understanding With the Client

.08 The auditor should establish an understanding with the client* re-
garding the services to be performed for each engagement® and should doc-
ument the understanding through a written communication with the client.
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

3 Paragraphs.14 through .20 of section 314 provide guidance about the discussion among the audit
team. The objective of this discussion is for members of the audit team to gain a better understanding
of the potential for material misstatements of the financial statements resulting from fraud or error
in the specific areas assigned to them, and to understand how the results of the audit procedures that
they perform may affect other aspects of the audit, including the decisions about the nature, timing,
and extent of further audit procedures.

4 Generally, the auditor establishes an understanding of the services to be performed with the
entity's management. In some cases, the auditor may establish such an understanding with those
charged with governance. The term those charged with governance means the person(s) with respon-
sibility for overseeing the strategic direction of the entity and obligations related to the accountability
of the entity. This includes overseeing the financial reporting and disclosure process. In some cases,
those charged with governance are responsible for approving the financial statements (in other cases,
management has this responsibility). For entities with a board of directors, this term encompasses
the term board of directors or audit committees expressed elsewhere in generally accepted auditing
standards.

5 See paragraph .16 of QC section 20.16, System of Quality Control for a CPA Firm's Accounting
and Auditing Practice.
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the engagement, management's responsibilities, the auditor's responsibilities,
and limitations of the engagement.®

.09 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 and
the selection and application of the accounting policies.

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

® Management is responsible for designing and implementing programs
and controls to prevent and detect fraud.

® 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
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 the entity and its en-
vironment, including its internal control, sufficient to assess the risks
of material misstatement of the financial statements and to design
the nature, timing, and extent of further audit procedures. An audit
is not designed to provide assurance on internal control or to identify
significant deficiencies. However, the auditor is responsible for ensur-
ing that those charged with governance are aware of any significant
deficiencies that 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
management representation letter that the effects of any uncorrected

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

o Application of agreed-upon procedures to specified elements, accounts, or items of a financial
statement (see AT section 201, Agreed-Upon Procedures Engagements).

« Engagements to examine the effectiveness of an entity's internal control over financial report-
ing (see AT section 501, Reporting on an Entity's Internal Control Over Financial Reporting).
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misstatements’ aggregated by the auditor during the current engage-
ment and pertaining to the latest period presented are immaterial,
both individually and in the aggregate, to the financial statements
taken as a whole.

These matters should be communicated in the form of an engagement letter.

.10 An understanding with the client also may include other matters, such
as the following:

® The overall audit strategy (see paragraphs .13 through .18)
Involvement of specialists or internal auditors, if applicable
Involvement of a predecessor auditor

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 liabil-
ity arising from knowing misrepresentations to the auditor by man-
agement (regulators may restrict or prohibit such liability limitation
arrangements)

® Conditions under which access to audit documentation may be granted
to others

Additional services to be provided relating to regulatory requirements

Other services to be provided in connection with the engagement, for
example, nonattest services, such as accounting assistance and prepa-
ration of tax returns subject to the limitations of Ethics Interpretation
No. 101-3, "Performance of Nonattest Services," [ET section 101.05],
under Rule 101, Independence.

Preliminary Engagement Activities

.11 In addition to the procedures related to the appointment of the auditor
and establishing an understanding of the terms of the engagement as discussed
above, the auditor should perform the following activities at the beginning of
the current audit engagement:

®  Perform procedures regarding the continuance of the client relation-
ship and the specific audit engagement.

® Evaluate the auditor's compliance with ethical requirements, includ-
ing independence.

The auditor's consideration of client continuance and ethical requirements, in-
cluding independence, occurs throughout the performance of the audit engage-
ment as changes in conditions and circumstances occur. However, the auditor's
initial procedures on both client continuance and evaluation of the auditor's
ethical requirements (including independence) should be performed prior to
performing other significant activities for the current audit engagement. For
continuing audit engagements, such initial procedures often occur shortly after
(or in connection with) the completion of the previous audit. See QC section 20,
System of Quality Control for a CPA Firm's Accounting and Auditing Practice.

.12 The purpose of performing these preliminary engagement activities
is to consider any events or circumstances that may either adversely affect
the auditor's ability to plan and perform the audit engagement to reduce audit

7 Paragraph .07 of section 312, Audit Risk and Materiality in Conducting an Audit, states that a
misstatement can result from errors or fraud.
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risk to an acceptably low level or may pose an unacceptable level of risk to the
auditor. Performing these preliminary engagement activities helps ensure that
the auditor plans an audit engagement for which:

® The auditor maintains the necessary independence and ability to per-
form the engagement.

® There are no issues with management integrity that may affect the
auditor's willingness to continue the engagement.

® There is no misunderstanding with the client as to the terms of the
engagement.

The Overall Audit Strategy®
.13 The auditor should establish the overall audit strategy for the audit.
.14 In establishing the overall audit strategy, the auditor should:

a. Determine the characteristics of the engagement that define its scope,
such as the basis of reporting, industry-specific reporting require-
ments, and the locations of the entity;

b. Ascertain the reporting objectives of the engagement to plan the tim-
ing of the audit and the nature of the communications required, such
as deadlines for interim and final reporting, and key dates for ex-
pected communications with management and those charged with gov-
ernance; and

c¢. Consider the important factors that will determine the focus of the
audit team's efforts, such as determination of appropriate materiality
levels, preliminary identification of areas where there may be higher
risks of material misstatement, preliminary identification of material
locations and account balances, evaluation of whether the auditor may
plan to obtain evidence regarding the operating effectiveness of in-
ternal control, and identification of recent significant entity-specific,
industry, financial reporting, or other relevant developments.

In developing the audit strategy, the auditor also should consider the results
of preliminary engagement activities (see paragraphs .11 and .12) and, where
practicable, experience gained on other engagements performed for the entity.
The Appendix [paragraph .34] to this section lists examples of matters the audi-
tor may consider in establishing the overall audit strategy for an engagement.

.15 The process of developing the audit strategy helps the auditor deter-
mine the resources necessary to perform the engagement, such as:

® The resources to assign for specific audit areas, such as the use of
appropriately experienced team members for high-risk areas or the
involvement of experts on complex matters;

® The amount of resources to assign to specific audit areas, such as the
number of team members assigned to observe the inventory count at
material locations, the extent of review of other auditors’ work, or the
audit budget in hours to allocate to high-risk areas;

®  When these resources are to be assigned, such as whether at an interim
audit period or at key cutoff dates;

8 See paragraphs .04 through .06 of section 318 for further guidance on the auditor's overall
responses in performing an audit.
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® How such resources are to be managed, directed, and supervised, such
as when team briefing and debriefing meetings are expected to be held,
how the auditor with final responsibility and manager reviews are
expected to take place (for example, on-site or off-site), and whether to
complete engagement quality control reviews.

.16 The auditor should update and document any significant revisions to
the overall audit strategy to respond to changes in circumstances.

.17 Once the audit strategy has been established, the auditor is able to
start the development of a more detailed audit plan to address the various mat-
ters identified in the audit strategy, taking into account the need to achieve the
audit objectives through the efficient use of the auditor's resources. Although
the auditor may establish the audit strategy before developing the detailed au-
dit plan, the two planning activities are not necessarily discrete or sequential
processes but are closely interrelated since changes in one may result in con-
sequential changes to the other. Paragraphs .19 through .21 provide further
guidance on developing the audit plan.

.18 In audits of small entities, the entire audit may be conducted by a very
small audit team. Many audits of small entities involve the auditor with final
responsibility (who may be a sole practitioner) working with one audit team
member (or without any audit team members). With a smaller team, coordina-
tion and communication between team members are easier. Establishing the
overall audit strategy for the audit of a small entity need not be a complex or
time-consuming exercise; it varies according to the size of the entity and the
complexity of the audit. For example, a brief memorandum prepared at the
completion of the previous audit, based on a review of the audit documentation
and highlighting issues identified in the audit just completed, updated, and
changed in the current period based on discussions with the owner-manager,
can serve as the basis for planning the current audit engagement.

The Audit Plan

.19 The auditor must develop an audit plan in which the auditor docu-
ments the audit procedures to be used that, when performed, are expected to
reduce audit risk to an acceptably low level.

.20 The audit plan is more detailed than the audit strategy and includes
the nature, timing, and extent of audit procedures to be performed by audit team
members in order to obtain sufficient appropriate audit evidence to reduce audit
risk to an acceptably low level. Documentation of the audit plan also serves as a
record of the proper planning and performance of the audit procedures that can
be reviewed and approved prior to the performance of further audit procedures.

.21 The audit plan should include:

® A description of the nature, timing, and extent of planned risk assess-
ment procedures sufficient to assess the risks of material misstate-
ment, as determined under section 314, Understanding the Entity and
Its Environment and Assessing the Risks of Material Misstatement.

®  Adescription of the nature, timing, and extent of planned further audit
procedures at the relevant assertion level for each material class of
transactions, account balance, and disclosure, as determined under
section 318, Performing Audit Procedures in Response to Assessed Risks
and Evaluating the Audit Evidence Obtained. The plan for further
audit procedures reflects the auditor's decision whether to test the
operating effectiveness of controls, and the nature, timing, and extent
of planned substantive procedures.
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®  Adescription of other audit procedures to be carried out for the engage-
ment in order to comply with generally accepted auditing standards
(for example, seeking direct communication with the entity's lawyers).

Planning for these audit procedures takes place over the course of the audit
as the audit plan for the engagement develops. For example, planning of the
auditor's risk assessment procedures may occur early in the audit process. How-
ever, planning of the nature, timing, and extent of specific further audit proce-
dures depends on the outcome of those risk assessment procedures. The auditor
should document changes to the original audit plan. In addition, the auditor
may begin the execution of further audit procedures for some classes of trans-
actions, account balances, and disclosures before completing the more detailed
audit plan of all remaining further audit procedures.

Determining the Extent of Involvement of Professionals
Possessing Specialized Skills

.22 The auditor should consider whether specialized skills are needed in
performing the audit. 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 determine whether that professional will effec-
tively function as a member of the audit team. For example, a tax practitioner
or a professional with valuation skills employed by the audit firm may be used
to perform audit procedures as part of the audit team's work on the audit.
If such a professional is part of the audit team, the auditor's responsibilities
for supervising that professional are equivalent to those for other assistants
(see paragraph .28). In such circumstances, the auditor should have sufficient
knowledge to communicate the objectives of the other professional's work; to
evaluate whether the specified audit procedures will meet the auditor's objec-
tives; and to evaluate the results of the audit procedures applied as they relate
to the nature, timing, and extent of further planned audit procedures.

.23 The use of professionals possessing information technology (IT) skills
to determine the effect of IT on the audit, to understand the IT controls, or to
design and perform tests of IT controls or substantive procedures is a significant
aspect of many audit engagements. In determining whether such a professional
is needed on the audit team, the auditor should consider such factors as the
following:

® The complexity of the entity's systems and IT controls and the manner
in which they are used in conducting the entity's business

® The significance of changes made to existing systems, or the imple-
mentation of new systems

The extent to which data is shared among systems
The extent of the entity's participation in electronic commerce

The entity's use of emerging technologies

The significance of audit evidence that is available only in electronic
form

.24 Audit procedures that the auditor may assign to a professional pos-
sessing IT skills include inquiring of an entity's IT personnel how data and
transactions are initiated, authorized, recorded, processed, and reported and
how IT controls are designed; inspecting systems documentation; observing the
operation of IT controls; and planning and performing tests of IT controls.
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Communication With Those Charged With Governance

.25 Section 380, The Auditor's Communication With Those Charged With
Governance, requires the auditor to communicate with those charged with gov-
ernance an overview of the planned scope and timing of the audit. [As amended,
effective for audits of financial statements for periods beginning on or after De-
cember 15, 2006, by Statement on Auditing Standards No. 114.]

Additional Considerations in Initial Audit Engagements

.26 The auditor should perform the following activities before starting an
initial audit:

a. Perform procedures regarding the acceptance of the client relation-
ship and the specific audit engagement (see QC section 20, System of
Quality Control for a CPA Firm's Accounting and Auditing Practice).

b. Communicate with the previous auditor, where there has been a
change of auditors (see section 315)

.27 The purpose and objective of planning the audit are the same whether
the audit is an initial or recurring engagement. However, for an initial audit,
the auditor may need to expand the planning activities because the auditor does
not ordinarily have the previous experience with the entity that is considered
when planning recurring engagements. For initial audits, additional matters
the auditor should consider in developing the overall audit strategy and audit
plan include the following:

®  Arrangements to be made with the previous auditor, for example, to
review the previous auditor's audit documentation.

®  Any major issues (including the application of accounting principles
or of auditing and reporting standards) discussed with management
in connection with the initial selection as auditors, the communication
of these matters to those charged with governance, and how these
matters affect the overall audit strategy and audit plan.

® The planned audit procedures to obtain sufficient appropriate audit
evidence regarding opening balances.

® The assignment of firm personnel with appropriate levels of capabili-
ties and competence to respond to anticipated significant risks.

®  Other procedures required by the firm's system of quality control for
initial audit engagements (for example, the firm's system of quality
control may require the involvement of another partner or senior in-
dividual to review the overall audit strategy prior to commencing sig-
nificant audit procedures or to review reports prior to their issuance).

Supervision

.28 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 issues encountered, reviewing
the work performed, and dealing with differences of opinion among firm person-
nel. The extent of supervision appropriate in a given instance depends on many
factors, including the complexity of the subject matter and the qualifications of
persons performing the work, including knowledge of the client's business and
industry.
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.29 The auditor with final responsibility for the audit should communicate
with members of the audit team regarding the susceptibility of the entity's fi-
nancial statements to material misstatement due to error or fraud, with special
emphasis on fraud. Such discussion helps all audit team members understand
the entity and its environment, including its internal control, and how risks
that the entity faces may affect the audit. The discussion should emphasize the
need to maintain a questioning mind and to exercise professional skepticism in
gathering and evaluating evidence throughout the audit.’

.30 In addition, assistants should be informed of their responsibilities
and the objectives of the audit procedures they are to perform. They should
be informed of matters that may affect the nature, timing, and extent of audit
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 issues. The
auditor with final responsibility for the audit should direct assistants to bring
to his or her attention accounting and auditing issues raised during the audit
that the assistant believes are of significance to the financial statements or
auditor's report so the auditor with final responsibility may assess their signifi-
cance. Assistants also should be directed to bring to the attention of appropriate
individuals in the firm difficulties encountered in performing the audit, such
as missing documents or resistance from client personnel in providing access
to information or in responding to inquiries.

.31 The work performed by each assistant, including the audit documen-
tation, should be reviewed to determine whether it was adequately performed
and documented and to evaluate the results, relative to the conclusions to be
presented in the auditor's report. The person with final responsibility for the
audit may delegate parts of the review responsibility to other assistants, in
accordance with the firm's quality control system. See section 339, Audit Doc-
umentation, for guidance on documenting the review of audit documentation.

.32 Each assistant has a professional responsibility to bring to the at-
tention of appropriate individuals in the firm disagreements or concerns with
respect to accounting and auditing issues that the assistant believes are of
significance to the financial statements or auditor's report, however those dis-
agreements or concerns may have arisen. 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 or her disagreement with the conclusions reached if,
after appropriate consultation, he or she believes it necessary to disassociate
himself or herself from the resolution of the matter. In this situation, the basis
for the final resolution should also be documented.

Effective Date

.88 This section is effective for audits of financial statements for periods
beginning on or after December 15, 2006. Earlier application is permitted.

9 For further guidance on the discussion among the audit team, see paragraphs .14 through .18
of section 316, Consideration of Fraud in a Financial Statement Audit, and paragraphs .14 through
.20 of section 314.

AU §311.33



250
34

The Standards of Field Work

Appendix

Examples of Matters the Auditor May Consider in
Establishing the Overall Audit Strategy

Al. This appendix provides examples of matters the auditor may consider in
establishing the overall audit strategy. Many of these matters will also influence
the auditor's detailed audit plan. The examples provided cover a broad range
of matters applicable to many engagements. Not all matters listed here are
relevant to every audit engagement and the list is not necessarily complete.
In addition, the auditor may consider these matters in an order different from
that shown below.

Scope of the Audit Engagement

A2. The auditor may consider the following matters when establishing the scope
of the audit engagement:

The basis of reporting on which the financial information to be audited
has been prepared, including any need for reconciliations to another
basis of reporting.

Industry-specific reporting requirements, such as reports mandated
by industry regulators.

The expected audit coverage, including the number and locations to be
included.

The nature of the control relationships between a parent and its sub-
sidiaries that determine how the group is to be consolidated.

The extent to which locations are audited by other auditors.

The nature of the subsidiaries or divisions to be audited, including the
need for specialized knowledge.

The reporting currency to be used, including any need for currency
translation for the financial information audited. :

The need for statutory or regulatory audit reQuiremenfs, for example,
the Office of Management and Budget (OMB) Circular A-133, Audits
of States, Local Governments, and Non-Profit Organization.

The availability of the work of internal auditors and the extent of the
auditor's potential reliance on such work.

The entity's use of service organizations and how the auditor may ob-
tain evidence concerning the design or operation of controls performed
by them.

The expected use of audit evidence obtained in prior audits, for exam-
ple, audit evidence related to risk assessment procedures and tests of
controls.

The effect of information technology on the audit procedures, including
the availability of data and the expected use of computer-assisted audit
techniques.
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®  The coordination of the expected coverage and timing of the audit work
with any reviews of interim financial information and the effect on the
audit of the information obtained during such reviews.

®  The discussion of matters that may affect the audit with firm personnel
responsible for performing other services to the entity.

e The availability of client personnel and data.

Reporting Objectives, Timing of the Audit,
and Communications Required

A3. The auditor méy consider the following matters when ascertaining the
reporting objectives of the engagement, the timing of the audit, and the nature
of communications required:

® The entity's timetable for reporting, including interim periods.

® The organization of meetings with management and those charged
with governance to discuss the nature, extent, and timing of the audit
work.

® The discussion with management and those charged with governance
regarding the expected type and timing of reports to be issued and
other communications, both written and oral, including the auditor's
report, management letters, and communications to those charged
with governance.

® The discussion with management regarding the expected communica-
tions on the status of audit work throughout the engagement and the
expected deliverables resulting from the audit procedures.

e Communication with auditors of other locations regarding the ex-
pected types and timing of reports to be issued and other communica-
tions in connection with the audit of other locations.

®  The expected nature and timing of communications among audit team
members, including the nature and timing of team meetings and tim-
ing of the review of work performed.

®  Whether there are any other expected communications with third par-
ties, including any statutory or contractual reporting responsibilities
arising from the audit.

Scope of the Audit

A4. The auditor may consider the following matters when setting the scope of
the audit:

®  With respect to materiality:

— Setting materiality for planning purposes.

— Setting and communicating materiality for auditors of other loca-
tions.

— Reconsidering materiality as audit procedures are performed dur-
ing the course of the audit.

— Identifying the material locations and account balances.
® Audit areas where there is a higher risk of material misstatement.

The effect of the assessed risk of material misstatement at the overall
financial statement level on scope, supervision, and review.
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® The selection of the audit team (including, where necessary, the en-
gagement quality control reviewer) and the assignment of audit work
to the team members, including the assignment of appropriately ex-
perienced team members to areas where there may be higher risks of
material misstatement.

® Engagement budgeting, including considering the appropriate amount
of time to set aside for areas where there may be higher risks of mate-
rial misstatement.

® The manner in which the auditor emphasizes to audit team members
the need to maintain a questioning mind and to exercise professional
skepticism in gathering and evaluating audit evidence.

®  Results of previous audits that involved evaluating the operating ef-
fectiveness of internal control, including the nature of identified weak-
nesses and action taken to address them.

® Management's commitment to the design and operation of internal
control.

®  Volume of transactions, which may be a factor in determining whether
it is more effective for the auditor to rely on internal control.

® Importance attached to internal control throughout the entity to the
successful operation of the business.

® Significant business developments affecting the entity, including
changes in information technology and business processes; changes
in key management; and acquisitions, mergers, and divestments.

®  Significant industry developments, such as changes in industry regu-
lations and new reporting requirements.

® Significant accounting changes, such as changes in generally accepted
accounting principles.

®  Other significant relevant developments, such as changes in the legal
environment affecting the entity.

[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, Appendix A, para-
graph A2. [section 311.34], 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?

.08 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; Revised: March, 2006.]

[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-.87] [Deleted March, 2006.]

[4.] Audit Considerations for the Year 2000 Issue
[.38-.47] [Withdrawn July, 2000 by the Audit Issues Task Force.]

[The next page is 255.]
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AU Section 312

Audit Risk and Materiality in Conducting
an Audit

(Supersedes SAS No. 47.)
Source: SAS No. 107.
See section 9312 for interpretations of this section.

Effective for audits of financial statements for periods beginning on or affer
December 15, 2006. Earlier application is permitted.

.01 This section provides guidance on the auditor's consideration of audit
risk and materiality when performing an audit of financial statements in accor-
dance with generally accepted auditing standards. Audit risk and materiality
affect the application of generally accepted auditing standards, especially the
standards of fieldwork and reporting, and are reflected in the auditor's standard
report. Audit risk and materiality, among other matters, need to be considered
together in designing the nature, timing, and extent of audit 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 misstate-
ments 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
materially misstated.?

.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. In performing the audit, the auditor is

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.

2 In addition to audit risk, the auditor is also exposed to loss of 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 does not per-
form less extensive audit procedures than otherwise is appropriate under generally accepted auditing
standards.

3 This definition of audit risk does not include the risk that the auditor might erroneously conclude
that the financial statements are materially misstated. In such a situation, the auditor ordinarily
reconsiders or extends audit procedures and requests that management perform specific tasks to
reevaluate the appropriateness of the financial statements. These steps 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 a misstatement in the financial statements, such as an
inappropriate decision regarding the form of the auditor's report because of a limitation on the scope
of the audit.

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 prin-
ciples as defined in section 623, Special Reports. References in this section to financial statements pre-
sented in conformity with generally accepted accounting principles also include those presentations.
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concerned with matters that, either individually or in the aggregate, could be
material to the financial statements. The auditor's responsibility is to plan and
perform the audit to obtain reasonable assurance that material misstatements,
whether caused by errors or fraud, are detected.

Materiality in the Context of an Audit

.04 The auditor’s consideration of materiality is a matter of professional
judgment and is influenced by the auditor's perception of the needs of users of
financial statements. The perceived needs of users are recognized in the discus-
sion of materiality in Financial Accounting Standards Board (FASB) Statement
of Financial Accounting Concepts No. 2, Qualitative Characteristics of Account-
ing Information, which defines materiality as "the magnitude of an omission
or misstatement of accounting information 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 omis-
sion or misstatement.” That discussion recognizes that materiality judgments
are made in light of surrounding circumstances and necessarily involve both
quantitative and qualitative considerations.?

Users

{05 In an audit of financial statements, the auditor's judgment as to mat-
ters that are material to users of financial statements is based on consideration
of the needs of users as a group; the auditor does not consider the possible effect
of misstatements on specific individual users, whose needs may vary widely.®

.06 The evaluation of whether a misstatement could influence economic
decisions of users, and therefore be material, involves consideration of the char-
acteristics of those users. Users are assumed to:

a. Have an appropriate knowledge of business and economic activities
and accounting and a willingness to study the information in the fi-
nancial statements with an appropriate diligence;

b.  Understand that financial statements are prepared and audited to
levels of materiality;

c¢. Recognize the uncertainties inherent in the measurement of amounts
based on the use of estimates, judgment, and the consideration of fu-
ture events; and

d. Make appropriate economic decisions on the basis of the information
in the financial statements.

The determination of materiality, therefore, takes into account how users with
such characteristics could reasonably be expected to be influenced in making
economic decisions.

Nature and Causes of Misstatements

.07 The representation in the auditor's standard report regarding fair pre-
sentation, in all material respects, in conformity with generally accepted ac-
counting principles indicates the auditor's belief that the financial statements,

5 See paragraphs .59 and .60 for further guidance regarding qualitative considerations in evalu-
ating audit findings.

6 When determining materiality in audits of financial statements or other historical financial
information prepared for a special purpose, the auditor considers the needs of specific users in the
context of the objective of the engagement.
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taken as a whole, are not materially misstated. Misstatements can result from
errors or fraud’ and may consist of any of the following:

a. An inaccuracy in gathering or processing data from which financial
statements are prepared

b. 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

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

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

e. Theomission of information required to be disclosed in conformity with
generally accepted accounting principles

f An incorrect accounting estimate arising, for example, from an over-
sight or misinterpretation of facts; and

g Management's judgments concerning an accounting estimate or the
selection or application of accounting policies that the auditor may
consider unreasonable or inappropriate.

.08 Misstatements may be of two types: known and likely, defined as
follows:

a. Known misstatements. These are specific misstatements identified dur-
ing the audit arising from the incorrect selection or misapplication of
accounting principles or misstatements of facts identified, including,
for example, those arising from mistakes in gathering or processing
data and the overlooking or misinterpretation of facts.

b. Likely misstatements. These are misstatements that:

i. Arise from differences between management's and the auditor's
judgments concerning accounting estimates that the auditor con-
siders unreasonable or inappropriate (for example, because an
estimate included in the financial statements by management is
outside of the range of reasonable outcomes the auditor has de-
termined).

ii. The auditor considers likely to exist based on an extrapolation
from audit evidence obtained (for example, the amount obtained
by projecting known misstatements identified in an audit sample®
to the entire population from which the sample was drawn).

.09 The term errors refers to unintentional misstatements of amounts or
disclosures in financial statements. The term fraud refers to an intentional act
by one or more individuals among management, those charged with governance,
employees, or third parties, involving the use of deception to obtain an unjust
or illegal advantage. Two types of misstatements resulting from fraud are rel-
evant to the auditor's consideration in a financial statement audit: misstate-
ments arising from fraudulent financial reporting and misstatements arising

7 The auditor's consideration of illegal acts and responsibility for detecting misstatements re-
sulting from illegal acts are 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 illegal
acts is the same as that for errors or fraud.

8 Audit sample includes statistical and nonstatistical sample. See section 350, Audit Sampling.
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from misappropriation of assets. These two types of misstatements are fur-
ther described in section 316, Consideration of Fraud in a Financial Statement
Audit.

.10 Although the auditor has no responsibility to plan and perform the
audit to detect immaterial misstatements, there is a distinction in the auditor's
response to detected misstatements dependmg on whether those misstatements
are caused by error or fraud. When the auditor encounters evidence of potential
fraud, regardless of its materiality, the auditor should consider the implications
for the integrity of management or employees and the possible effect on other
aspects of the audit.

Considerations at the Financial Statement Level

.11 The auditor must consider audit risk and must determine a materiality
level for the financial statements taken as a whole for the purpose of:

a. Determining the extent and nature of risk assessment procedures

b. Identifying and assessing the risks of material misstatement

¢. Determining the nature, timing, and extent of further audit procedures
d

Evaluating whether the financial statements taken as a whole are
presented fairly, in all material respects, in conformity with generally
accepted accounting principles

.12 Audit risk is a function of the risk that the financial statements pre-
pared by management are materially misstated and the risk that the audi-
tor will not detect such material misstatement. The auditor should consider
audit risk in relation to the relevant assertions related to individual account
balances, classes of transactions, and disclosures and at the overall financial
statement level. The auditor should perform risk assessment procedures to as-
sess the risks of material misstatement both at the financial statement and the
relevant assertion levels.® The auditor may reduce audit risk by determining
overall responses and designing the nature, timing, and extent of further audit
procedures based on those assessments.!?

.13 The auditor should perform the audit to reduce audit risk to a low level
that is, in the auditor's professional judgment, appropriate for expressing an
opinion on the financial statements. As discussed in paragraph .20, audit risk
may be assessed in quantitative or nonquantitative terms.

.14 The considerations of audit risk and materiality are affected by the size
and complexity of the entity and the auditor's experience with and knowledge
of the entity and its environment, including its internal control. As discussed
in paragraphs .17 through .26, certain entity-related factors also affect the na-
ture, timing, and extent of further audit procedures with respect to relevant
assertions related to specific account balances, classes of transactions, and dis-
closures.

.15 In considering audit risk at the overall financial statement level, the
auditor should consider risks of material misstatement that relate pervasively
to the financial statements taken as a whole and potentially affect many rele-
vant assertions. Risks of this nature often relate to the entity's control environ-
ment and are not necessarily identifiable with specific relevant assertions at

9 See paragraph .102 of section 314, Understanding the Entity and Its Environment and Assessing
the Risks of Material Misstatement. See also paragraphs .14 through .19 of section 326, Audit Evidence,
for discussion and guidance on the use of assertions in obtaining audit evidence.

10 See section 318, Performing Audit Procedures in Response to Assessed Risks and Evaluating
the Audit Evidence Obtained.
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the class of transactions, account balance, or disclosure level. Such risks may
be especially relevant to the auditor's consideration of the risks of material
misstatement arising from fraud, for example, through management override
of internal control. In developing responses to the risks of material misstate-
ment at the overall financial statement level, the auditor should consider such
matters as the knowledge, skill, and ability of personnel assigned significant
engagement responsibilities; whether certain aspects of the engagement need
the involvement of a specialist; and the appropriate level of supervision of as-
sistants.

.16 In an audit of an entity with operations in multiple locations or with
multiple components, the auditor should consider the extent to which audit pro-
cedures should be performed at selected locations or components. The factors an
auditor should consider regarding the selection of a particular location or com-
ponent include (a) the nature and amount of assets and transactions executed
at the location or component; (b) the degree of centralization of records or infor-
mation processing; (c) the effectiveness of the control environment, particularly
with respect to management's direct control over the exercise of authority dele-
gated 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; (e) judgments about materiality
of the location or component; and (f) risks associated with the location, such as
political or economic instability.

Considerations at the Individual Account Balance, Class
of Transactions, or Disclosure Level

.17 There is an inverse relationship between audit risk and materiality
considerations. For example, the risk that relevant assertions related to a par-
ticular account balance, class of transactions, or disclosure 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
considerations equal, either a decrease in the level of audit risk that the au-
ditor judges to be appropriate in an account balance, class of transactions, or
disclosure or a decrease in the amount of misstatements in the balance, class, or
disclosure that the auditor believes could be material would require the auditor
to do one or more of the following: (a) perform more effective audit procedures,
(b) perform audit procedures closer to year end, or (¢) increase the extent of
particular audit procedures.

.18 In determining the nature, timing, and extent of audit procedures to
be applied to a specific account balance, class of transactions, or disclosure, the
auditor should design audit procedures to obtain reasonable assurance of de-
tecting misstatements that the auditor believes, based on the judgment about
materiality, could be material, when aggregated with misstatements in other
balances, classes, or disclosures, to the financial statements taken as a whole.
Auditors use various methods to design audit procedures to detect such mis-
statements.

.19 The auditor should consider audit risk at the individual account bal-
ance, class of transactions, or disclosure level because such consideration di-
rectly assists in determining the nature, timing, and extent of further audit
procedures for the relevant assertions related to balances, classes, or disclo-
sures. For example, the auditor should consider the risk of understatement as
well as overstatement at the relevant assertion level such as when a liability
may be understated (completeness) or when inventory may be overstated as
a result of obsolescence (valuation). The auditor should seek to reduce audit
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risk at the individual balance, class, or disclosure level in such a way that will
enable the auditor, 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 various approaches to accomplish that objective.

.20 At the account balance, class of transactions, relevant assertion, or
disclosure level, audit risk (AR) consists of (a) the risk (consisting of inherent
risk and control risk) that the relevant assertions related to balances, classes,
or disclosures contain misstatements (whether caused by error or fraud) that
could be material to the financial statements when aggregated with misstate-
ments in other relevant assertions related to balances, classes, or disclosures
and (b) the risk (detection risk) that the auditor will not detect such misstate-
ments. These components of audit risk may be assessed in quantitative terms,
such as percentages, or in nonquantitative terms such as high, medium, or low
risk. The way the auditor should consider these component risks and combines
them involves professional judgment and depends on the auditor's approach or
methodology.

.21 The risk that the relevant assertions related to account balances,
classes of transactions, or disclosures are misstated consists of the following
two components:

® [Inherent risk (IR) is the susceptibility of a relevant assertion to a mis-
statement that could be material, either individually or when aggre-
gated with other misstatements, assuming that there are no related
controls. The risk of such misstatement is greater for some assertions
and related account balances, classes of transactions, and disclosures
than for others. For example, complex calculations are more likely to be
misstated than simple calculations. Cash is more susceptible to theft
than an inventory of coal. Accounts consisting of amounts derived from
accounting estimates that are subject to significant measurement un-
certainty pose greater risks than do accounts consisting of relatively
routine, factual data. External circumstances giving rise to business
risks!! also influence inherent risk. For example, technological devel-
opments might make a particular product obsolete, thereby causing in-
ventory to be more susceptible to overstatement. In addition to those
circumstances that are peculiar to a specific relevant assertion, fac-
tors in the entity and its environment that relate to several or all of
the classes of transaction, account balances, or disclosures may influ-
ence the inherent risk related to a specific relevant assertion. 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.

®  Control risk (CR) is the risk that a misstatement that could occur in
a relevant assertion and that could be material, either individually or
when aggregated with other misstatements, 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.

.22 Inherent risk and control risk are the entity's risks, that is, they ex-
ist independently of the audit of financial statements. This section and other

11 See section 314, paragraphs .29 through .33.
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sections describe the risk of material misstatement (RMM) as the auditor's com-
bined assessment of inherent risk and control risk; however, the auditor may
make separate assessments of inherent risk and control risk. Furthermore, au-
ditors may implement the concepts surrounding the assessment of inherent and
control risks and responding to the risk of material misstatement in different
ways as long as they achieve the same result.

.23 The auditor should assess the risk of material misstatement at the
relevant assertion level as a basis for further audit procedures. Although that
assessment is a judgment rather than a precise measurement of risk, the au-
ditor should have an appropriate basis for that assessment. This basis may be
obtained through the risk assessment procedures performed to obtain an under-
standing of the entity and its environment, including its internal control, and
through the performance of suitable tests of controls to obtain audit evidence
about the operating effectiveness of controls, where appropriate.

.24 Detection risk (DR) is the risk that the auditor will not detect a mis-
statement that exists in a relevant assertion that could be material, either
individually or when aggregated with other misstatements. Detection risk is
a function of the effectiveness of an audit procedure and of its application by
the auditor. Detection risk cannot be reduced to zero because the auditor does
not examine 100 percent of an account balance or a class of transactions and
because of other factors. Such other factors include the possibility that an au-
ditor might select an inappropriate audit procedure, misapply an appropriate
audit procedure, or misinterpret the audit results. These other factors might be
addressed through adequate planning, proper assignment of personnel to the
engagement team, the application of professional skepticism, supervision and
review of the audit work performed, and supervision and conduct of a firm's
audit practice in accordance with appropriate quality control standards. De-
tection risk can be disaggregated into additional components of tests of details
risk (TD) and substantive analytical procedures risk (AP).

.25 Detection risk relates to the substantive audit procedures and is man-
aged by the auditor's response to risk of material misstatement. For a given
level of audit risk, detection risk should bear an inverse relationship to the risk
of material misstatement at the relevant assertion level. The greater the risk of
material misstatement, the less the detection risk that can be accepted by the
auditor. Conversely, the lower the risk of material misstatement, the greater
the detection risk that can be accepted by the auditor. However, the auditor
should perform substantive procedures for all relevant assertions related to
material classes of transactions, account balances, and disclosures.

.26 The model, AR = RMM x DR,2 expresses the general relationship of
audit risk and the risks associated with the auditor's assessments of risk of
material misstatement (inherent and control risks); of the risk that substan-
tive tests of details and substantive analytical procedures would fail to detect
a material misstatement that could occur in a relevant assertion, given that
such misstatements occur and are not detected by the entity's controls; and of
the allowable risk that material error will not be detected by the test of details,
given that a material misstatement might occur in a relevant assertion and not
be detected by internal control or substantive analytical procedures and other
relevant substantive procedures. The model is not intended to be a mathemat-
ical formula including all factors that may influence the assessment of audit

12 Risk of material misstatement (RMM) is the product of inherent risk (IR) and control risk (CR);
and detection risk (DR) is the product of test of details risk (TD) and substantive analytical procedures
risk (AP).
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risk; however, some auditors find such a model to be useful when planning ap-
propriate risk levels for audit procedures to reduce the auditor's desired audit
risk to an appropriate low level.!3

Determining Materiality for the Financial Statements
Taken as a Whole When Planning the Audit

.27 The auditor should determine a materiality level for the financial state-
ments taken as a whole when establishing the overall audit strategy for the
audit (see section 311, Planning and Supervision). Determining a materiality
level for the financial statements taken as a whole helps guide the auditor's
judgments in identifying and assessing the risks of material misstatements
and in planning the nature, timing, and extent of further audit procedures.
This materiality level does not, however, establish a threshold below which
identified misstatements are always considered to be immaterial when eval-
uating those misstatements and their effect on the financial statements and
the auditor's report thereon. As discussed in paragraph .60, the circumstances
related to some identified misstatements may cause the auditor to evaluate
them as material even if they are below the materiality level determined when
establishing the overall audit strategy.

.28 The determination of what is material to the users is a matter of profes-
sional judgment. The auditor often may apply a percentage to a chosen bench-
mark as a step in determining materiality for the financial statements taken as
a whole. When identifying an appropriate benchmark, the auditor may consider
factors such as:

® The elements of the financial statements (for example, assets, liabil-
ities, equity, income, and expenses) and the financial statement mea-
sures defined in generally accepted accounting principles (for example,
financial position, financial performance, and cash flows), or other spe-
cific requirements.

®  Whether there are financial statement items on which, for the partic-
ular entity, users' attention tends to be focused (for example, for the
purpose of evaluating financial performance).

The nature of the entity and the industry in which it operates.

® The size of the entity, nature of its ownership, and the way it is fi-
nanced.

Examples of benchmarks that might be appropriate, depending on the nature
and circumstances of the entity, include total revenues, gross profit, and other
categories of reported income, such as profit before tax from continuing opera-
tions. Profit before tax from continuing operations may be a suitable benchmark
for profit-oriented entities but may not be an appropriate benchmark for the de-
termination of materiality when, for example, the entity's earnings are volatile,
when the entity is a not-for-profit entity, or when it is an owner-managed busi-
ness where the owner takes much of the pretax income out of the business
in the form of remuneration. For asset-based entities (for example, an invest-
ment fund) an appropriate benchmark might be net assets. Other entities (for
example, banks and insurance companies) might use other benchmarks.

.29 When determining materiality, the auditor should consider prior peri-
ods' financial results and financial positions, the period-to-date financial results

13 Table 2 in the Appendix [paragraph .48] of section 350, Audit Sampling, illustrates how this
application of the model might work when applying sampling.
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and financial position, and budgets or forecasts for the current period, taking
account of significant changes in the entity's circumstances (for example, a sig-
nificant business acquisition) and relevant changes of conditions in the economy
as a whole or the industry in which the entity operates. For example, when the
auditor usually determines materiality for a particular entity based on a per-
centage of profit, circumstances that give rise to an exceptional decrease or
increase in profit may lead the auditor to conclude that materiality is more ap-
propriately determined using a normalized profit figure based on past results.

.30 Once materiality is established, the auditor should consider materi-
ality when planning and evaluating the same way regardless of the inherent
business characteristics of the entity being audited. Materiality is determined
based on the auditor's understanding of the user needs and expectations. User
expectations may differ based on the degree of inherent uncertainty associated
with the measurement of particular items in the financial statements, among
other considerations. For example, the fact that the financial statements in-
clude very large provisions with a high degree of estimation uncertainty (for
example, provisions for insurance claims in the case of an insurance company,
oil rig decommissioning costs in the case of an oil company, or, more generally,
legal claims against an entity) may influence the user's assessment of material-
ity. However, for audit purposes, this factor does not cause the auditor to follow
different procedures for planning or evaluating misstatements than those out-
lined for other entities.

Materidlity for Parficular ltems of Lesser Amounts Than
the Materiality Level Determined for the Financial

Statements Taken as a Whole

.31 When establishing the overall strategy for the audit, the auditor should
consider whether, in the specific circumstances of the entity, misstatements of
particular items of lesser amounts than the materiality level determined for
the financial statements taken as a whole, if any, could, in the auditor's judg-
ment, reasonably be expected to influence economic decisions of users taken on
the basis of the financial statements. Any such amounts determined represent
lower materiality levels to be considered in relation to the particular items in
the financial statements.

.32 In making this judgment, the auditor should consider factors such as
the following:

®  Whether accounting standards, laws, or regulations affect users' ex-
pectations regarding the measurement or disclosure of certain items
(for example, related party transactions and the remuneration of man-
agement and those charged with governance)

® The key disclosures in relation to the industry and the environment
in which the entity operates (for example, research and development
costs for a pharmaceutical company)

®  Whether attention is focused on the financial performance of a particu-
lar subsidiary or division that is separately disclosed in the consolidat-
ing financial statements (for example, for a newly acquired business)

.38 In considering whether, in the specific circumstances of the entity, mis-
statements of particular items of lesser amounts than the materiality level for
the financial statements taken as a whole, if any, could reasonably be consid-
ered material by the users of the financial statements, the auditor may consider
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whether the views and expectations of those charged with governance and man-
agement! might be helpful.

Tolerable Misstatement'3

.34 Tolerable misstatement is the maximum error in a population (for ex-
ample, the class of transactions or account balance) that the auditor is willing
to accept. This term may be referred to as tolerable error in other standards.

.35 When assessing the risks of material misstatements and designing and
performing further audit procedures to respond to the assessed risks, the audi-
tor should allow for the possibility that some misstatements of lesser amounts
than the materiality levels determined in accordance with paragraphs .11 and
.31 could, in the aggregate, result in a material misstatement of the financial
statements. To do so, the auditor should determine one or more levels of toler-
able misstatement. Such levels of tolerable misstatement are normally lower
than the materiality levels.

.36 The auditor must perform the audit to obtain reasonable assurance of
detecting misstatements that the auditor believes could be large enough, in-
dividually or in the aggregate, to be quantitatively material to the financial
statements. Although the auditor should be alert for misstatements that could
be qualitatively material (see paragraphs .59 and .60), it ordinarily is not prac-
tical to design audit procedures to detect them.

Considerations as the Audit Progresses

.37 In some situations, the auditor may consider materiality for planning
purposes before the financial statements to be audited are prepared. In those
situations, the auditor’s judgment about materiality might be based on the
entity's annualized interim financial 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.

.38 Because it is not feasible for the auditor to anticipate all the circum-
stances that may ultimately influence judgments about materiality in evalu-
ating the audit findings at the completion of the audit, the auditor's judgment
about materiality for planning purposes may differ from the judgment about
materiality used in evaluating the audit findings. For example, while perform-
ing the audit, the auditor may become aware of additional quantitative or qual-
itative factors that were not initially considered but that could be important
to users of the financial statements and that should be considered in making
Jjudgments about materiality when evaluating audit findings.

.39 Ifthe auditor concludes that a lower materiality level than that initially
determined is appropriate, the auditor should reconsider the related levels of
tolerable misstatement and appropriateness of the nature, timing, and extent
of further audit procedures.

.40 The auditor should consider whether the overall audit strategy and
audit plan need to be revised if the nature of identified misstatements and the
circumstances of their occurrence are indicative that other misstatements may

14 Paragraph .25 of section 311, Planning and Supervision, provides further discussion and guid-
ance regarding communications with those charged with governance and management.

15 See section 350 for further discussion and guidance on tolerable misstatement.
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exist that, when aggregated with identified misstatements, could be material.
The auditor should not assume that a misstatement is an isolated occurrence.'®

.41 Ifthe aggregate of the misstatements (known and likely) that the audi-
tor has identified approaches the materiality level, the auditor should consider
whether there is a greater than acceptably low level of risk that undetected
misstatements, when taken with the aggregate identified misstatements, could
exceed the materiality level and, if so, the auditor should reconsider the nature
and extent of further audit procedures.

Communication of Misstatements to Management

.42 The auditor must accumulate all known and likely misstatements iden-
tified during the audit, other than those that the auditor believes are trivial,}?
and communicate them to the appropriate level of management. This commu-
nication should occur on a timely basis.

.43 Timely communication of potential misstatements to the appropriate
level of management is important for management to evaluate whether the
items are misstatements, or to inform the auditor if they disagree, and to take
action as necessary. The determination of which level of management is the
appropriate one is based on such factors as the nature, size, and frequency
of the misstatement and which level of management can take the necessary
action.

.44 When communicating details of misstatements, the auditor should dis-
tinguish between known misstatements and likely misstatements, as defined
in paragraph .08.

.45 The auditor should request management to record the adjustment
needed to correct all known misstatements, including the effect of prior period
misstatement (see paragraph .53), other than those that the auditor believes
are trivial.

.46 Where the auditor evaluates the amount of likely misstatement from
a sample in a class of transactions, account balance, or disclosure as material,
either individually or in aggregate with other misstatements, the auditor should
request management to examine the class of transactions, account balance, or
disclosure in order to identify and correct misstatements therein. For example,
if an auditor identifies a misstatement while testing the cost prices of raw
materials inventory, the auditor should extrapolate this misstatement to the
raw materials account balance. If material, the auditor should then request
management to examine the entire raw materials account balance to identify
and correct any additional misstatements.

.47 Where the auditor has identified a likely misstatement involving dif-
ferences in estimates such as a difference in a fair value estimate, the auditor
should request management to review the assumptions and methods used in
developing management's estimate.

.48 After management has (a) examined a class of transactions, account
balance, or disclosure and corrected misstatements that are found and (b) chal-
lenged the assumptions and methods used in developing an estimate for which
the auditor has identified a likely misstatement, the auditor should reevaluate

16 See section 318, paragraph .73, for further guidance with respect to isolated misstatements.

17 Matters that are "trivial" are amounts designated by the auditor below which misstatements
need not be accumulated. This amount is 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.

AU §312.48



264-2 The Standards of Field Work

the amount of likely misstatement. This includes performing additional further
audit procedures, if necessary.

49 If management decides not to correct some or all of the known and
likely misstatements communicated to it by the auditor, or identified when
management examined a class of transactions, account balance, or disclosure,
the auditor should obtain an understanding of management's reasons for not
making the corrections and should take that into account when considering the
qualitative aspects of the entity's accounting practices (see paragraph .60) and
the implications for the auditor's report (see paragraph .67).

Evaluaﬁng Audit Findings'®

.50 In evaluating whether the financial statements are presented fairly, in
all material respects, in conformity with generally accepted accounting princi-
ples, the auditor must consider the effects, both individually and in the aggre-
gate, of misstatements (known and likely) that are not corrected by the entity.
In making this evaluation, in relation to particular classes of transactions, ac-
count balances, and disclosures, the auditor should consider the size and nature
of the misstatements and the particular circumstances of their occurrence, and
determine the effect of such misstatements on the financial statements taken
as a whole.

.51 The consideration and aggregation of misstatements should include
likely misstatements (the auditor's best estimate of the total misstatements in
the account balances or classes of transactions that he or she has examined),®
not just known misstatements (the amount of misstatements specifically iden-
tified).20 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 financial statements taken
as a whole.

.52 Before considering the aggregate effect of identified uncorrected mis-
statements, the auditor should consider each misstatement separately to eval-
uate:

a. Its effect in relation to the relevant individual classes of transactions,
account balances, or disclosures, including whether materiality levels
for particular items of lesser amounts than the materiality level for
the financial statements taken as a whole, determined in accordance
with paragraph .31, have been exceeded.

b. Whether, in considering the effect of the individual misstatement on
the financial statements taken as a whole, it is appropriate to offset
misstatements. For example, it may be appropriate to offset misstate-
ments of items within the same account balance in the financial state-
ments.

c. The effect of misstatements related to prior periods. In prior periods,
misstatements may not have been corrected by the entity because they

18 This consideration includes any misstatements that remain uncorrected from different entity
locations or from audits of portions of the entity that are performed by other auditors.

19 See paragraphs .68 through .77 of section 316, Consideration of Fraud in a Financial Statement
Audit, 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.

20 Ifthe auditor were to examine all of the items in a balance or a class, the likely misstatement ap-
plicable to recorded transactions in the balance or class would be the amount of known misstatements
specifically identified.
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did not cause the financial statements for those periods to be materially
misstated. Those misstatements might also affect the current period's
financial statements.?!

.58 In aggregating misstatements, the auditor should include the effect on
the current period's financial statements of those prior period misstatements.
When evaluating the aggregate uncorrected misstatements, the auditor should
consider the effects of these uncorrected misstatements in determining whether
the financial statements are free of material misstatement.

.54 When the auditor tests relevant assertions related to an account bal-
ance or a class of transactions by a substantive analytical procedure,?? the
auditor might not specifically identify misstatements but would obtain only
an indication of whether misstatement might exist in the balance or class and
possibly its approximate magnitude. If the substantive analytical procedure in-
dicates that a misstatement might exist, but not its approximate amount, the
auditor should request management to investigate and, if necessary, should
expand his or her audit procedures to enable him or her to determine whether
a misstatement exists in the account balance or class of transactions.

.55 When an auditor uses audit sampling to test a relevant assertion for an
account balance or a class of transactions, he or she should project 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 misstatement, along
with the results of other substantive procedures, contributes to the auditor's
assessment of likely misstatement in the balance or class. '

.56 The risk of material misstatement of the financial statements is gen-
erally greater when account balances and classes of transactions are subject
to estimation rather than precise measurement because of the inherent sub-
jectivity 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. Because no one accounting estimate can be considered accurate
with certainty, the auditor may determine that a difference between an esti-
mated amount best supported by the audit evidence and the estimated amount
included in the financial statements may not be significant, and such difference
would not be considered to be a likely misstatement. However, if the auditor
believes the estimated amount included in the financial statements is unrea-
sonable, he or she should treat the difference between that estimate and the
closest reasonable estimate as a likely misstatement.

.57 The "closest reasonable estimate”" may be a range of acceptable
amounts or a precisely determined point estimate, if that is a better estimate
than any other amount. 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 ac-
counts receivable and recent trends in bad-debt write-offs as a percent of sales
may cause the auditor to conclude that the allowance for doubtful accounts
should be between $130,000 and $160,000. If management's recorded esti-
mate?? falls within that range of acceptable amounts, the auditor may conclude

21 The measurement of the effect, if any, on the current period's financial statements of misstate-
ments uncorrected in prior periods involves accounting considerations and is therefore not addressed.

22 Section 329, Analytical Procedures, provides guidance on the use of analytical procedures.

23 Section 328, Auditing Fair Value Measurements and Disclosures, and section 342, Auditing
Accounting Estimates, provide guidance with respect to the auditor's procedures to obtain an under-
standing of management's estimation process.
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that the recorded amount is reasonable and no difference would be aggregated.
If management's recorded estimate falls outside the auditor's range of accept-
able amounts, the difference between the recorded amount and the amount at
the clgfest end of the auditor's range would be aggregated as a likely misstate-
ment.

.58 The auditor should also consider whether the difference between es-
timates best supported by the audit evidence and the estimates 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 account-
ing 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 audi-
tor should reconsider whether other recorded estimates reflect a similar bias
and should perform additional audit procedures that address those estimates.
In addition, the possibility might exist 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, he or she should consider
whether these matters should be communicated to those charged with gover-
nance, as described in paragraphs .08 and .11 of section 380A, Communication
With Audit Committees.

59 As discussed in paragraph .04, there are quantitative and qualitative
materiality considerations. As a result of the interaction of quantitative and
qualitative considerations in materiality judgments, misstatements of rela-
tively small amounts that come to the auditor's attention could have a ma-
terial effect on the financial statements. For example, an illegal payment of an
otherwise immaterial amount could be material if there is a reasonable possi-
bility that it could lead to a material contingent liability or a material loss of
revenue.2®

.60 Qualitative considerations also influence the auditor in reaching a con-
clusion about whether misstatements are material. Qualitative factors that the
auditor may consider relevant to his or her consideration of whether misstate-
ments are material 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.
The potential effect of the misstatement on the entity's compliance

with loan covenants, other contractual agreements, and regulatory
provisions.

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

24 See Interpretation No. 14, "Reasonable Estimation of the Amount of a Loss," of FASB State-
ments of Financial Accounting Standards No. 5, Accounting for Contingencies.

%5 Section 316, paragraph .64, also provides guidance to the auditor in performing 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.

26 See section 317.
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The misstatement masks a change in earnings or other trends, espe-
cially in the context of general economic and industry conditions.

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.

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.

The significance of the financial statement element affected by the mis-
statement, for example, a misstatement affecting recurring earnings
as contrasted to one involving a nonrecurring charge or credit, such as
an extraordinary item. .

The effects of misclassifications, for example, misclassification between
operating and nonoperating income or recurring and nonrecurring in-
come items or a misclassification between fundraising costs and pro-
gram activity costs in a not-for-profit organization.

The significance of the misstatement relative to reasonable user needs,
for example:

® Earnings to investors and the equity amounts to 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 those charged with gover-
nance and management may be helpful in gaining or corroborating an
understanding of user needs, such as those illustrated above.

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.

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, (ii) a mis-
statement precipitated by management's continued unwillingness to
correct weaknesses in the financial reporting process, or (iii) inten-
tional decision not to follow generally accepted accounting principles.

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

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.

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 item / above.

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

AU §312.60



264-6 The Standards of Field Work

These circumstances are only examples; not all are likely to be present in all
audits, nor is the list necessarily complete. The existence of any circumstances
such as these does not necessarily lead to a conclusion that the misstatement
is material.

.61 If the auditor believes that a misstatement is, or may be, the result
of fraud, the auditor should consider the implications of the misstatement in
relation to other aspects of the audit as described in section 316, even if the
effect of the misstatement is not material to the financial statements.

Evaluating Whether the Financial Statements Taken
as a Whole Are Free of Material Misstatement

.62 The auditor must evaluate whether the financial statements taken as
a whole are free of material misstatement. In making this evaluation, the au-
ditor should consider both the evaluation of the uncorrected (known and likely)
misstatements required in paragraphs .50 through .53 and the qualitative con-
siderations in paragraphs .60.

.63 When concluding as to whether the effect of misstatements, individu-
ally or in the aggregate, is material, an auditor should consider the nature and
amount of the misstatements in relation to the nature and amount of items in
the financial statements under audit. For example, an amount that is material
to the financial statements of one entity may not be material to the financial
statements 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.

.64 If the auditor believes that the financial statements taken as a whole
are materially misstated, the auditor should request management to make the
necessary corrections. If management refuses to make the corrections, the audi-
tor must determine the implications for the auditor's report (see paragraph .67).

.65 If the auditor concludes that the effects of uncorrected misstatements,
individually or in the aggregate, do not cause the financial statements to be
materially misstated, they could still be materially misstated because of fur-
ther misstatements remaining undetected. As the aggregate misstatements
approach materiality, the risk that the financial statements may be materially
misstated also increases; consequently, the auditor should also consider the
effect of undetected misstatements in concluding whether the financial state-
ments are fairly stated.

.66 The auditor can reduce audit risk by modifying the nature, timing,
and extent of planned audit procedures in performing the audit. If the auditor
believes that such risk is unacceptably high, the auditor should perform addi-
tional audit procedures or satisfy himself or herself that the entity has adjusted
the financial statements to reduce audit risk to an appropriate low level.?”

Evaluating the Overall Effect of Audit Findings on the
Auditor’s Report

.67 If the auditor concludes that, or is unable to conclude whether, the fi-
nancial statements are materially misstated, the auditor must determine the

27 See section 318, paragraphs .70 through .76, with respect to the auditor's evaluation of the
sufficiency and appropriateness of audit evidence obtained.
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implications for the auditor's report on the financial statements. See para-
graphs .20 through .63 of section 508, Reports on Audited Financial Statements,
regarding discussion about departures from unqualified opinions.

Communications With Those Charged With Governance

.68 Standards and guidance regarding communications about materiality
and misstatements to those charged with governance are set out in Section
380A, Communication With Audit Committees. In addition, section 325, Com-
municating Internal Control Related Matters Identified in an Audit, requires
the auditor to communicate, in writing, to management and those charged with
governance, significant deficiencies and material weaknesses identified in an
audit. [Revised, May 2006, due to conforming changes necessary due to the
issuance of Statement on Standards No. 112.]

Documentation
.69 The auditor should document:

a. The levels of materiality, as discussed in paragraph .27, and tolerable
misstatement, including any changes thereto, used in the audit and
the basis on which those levels were determined. '

b. A summary of uncorrected misstatements, other than those that are
trivial, related to known and likely misstatements.
¢. The auditor's conclusion as to whether uncorrected misstatements,

individually or in aggregate, do or do not cause the financial statements
to be materially misstated, and the basis for that conclusion.

d. All known and likely misstatements identified by the auditor during
the audit, other than those that are trivial, that have been corrected
by management.

.70 Uncorrected misstatements should be documented in a manner that

allows the auditor to:

a. Separately consider the effects of known and likely misstatements,
including uncorrected misstatements identified in prior periods;

b. Consider the aggregate effect of misstatements on the financial state-
ments; and

¢. Consider the qualitative factors that are relevant to the auditor’s con-
sideration whether misstatements are material (see paragraph .60).

Effective Date

.71 This section is effective for audits of financial statements for periods
beginning on or after December 15, 2006. Earlier application is permitted.

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

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

[1.] The Meaning of the Term Misstatement
[.01-.04]" [Deleted March, 2006.]

[2.] Evaluating Differences in Estimates
[.05-.09]2! [Deleted March, 2006.]

[3.] Quantitative Measures of Materiality in Evaluating Audit Findings
[.10-.14]3! [Deleted March, 2006.]

[4.] Considering the Qualitative Characteristics of Misstatements
[.15-.17] [Deleted March, 2006.]

[The next page is 269.]

1] [Footnote deleted to reflect conforming changes necessary due to the issuance of Statements
on Auditing Standards No. 107.]

2] [Footnote deleted to reflect conforming changes necessary due to the issuance of Statements
on Auditing Standards No. 107.]

3] [Footnote deleted to reflect conforming changes necessary due to the issuance of Statements
on Auditing Standards No. 107.]
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AU Section 314

Understanding the Entity and Its
Environment and Assessing the Risks
of Material Misstatement

(Supersedes SAS No. 55)
Source: SAS No. 109.

Effective for audits of financial statements for periods beginning on or after
December 15, 2006. Earlier application is permitted.

Introduction

.01 This section establishes standards and provides gﬁidance about im-
plementing the second standard of field work, as follows:

The auditor must obtain a sufficient understanding of the entity and its envi-
ronment, including its internal control, to assess the risk of material misstate-
ment of the financial statements whether due to error or fraud, and to design
the nature, timing, and extent of further audit procedures.

The importance of the auditor's risk assessment as a basis for further audit
procedures is discussed in the explanation of audit risk in section 312, Audit
Risk and Materiality in Conducting an Audit. See section 326, Audit Evidence,
for guidance on how the auditor uses relevant assertions® in sufficient detail
to form a basis for the assessment of risks of material misstatement and to
design and perform further audit procedures. The auditor should make risk
assessments at the financial statement and relevant assertion levels based
on an appropriate understanding of the entity and its environment, including
its internal control. Section 318, Performing Audit Procedures in Response to
Assessed Risks and Evaluating the Audit Evidence Obtained, discusses the au-
ditor's responsibility to determine overall responses and to design and perform
further audit procedures whose nature, timing, and extent are responsive to
the risk assessments. This section should be applied in conjunction with the
standards and guidance provided in other sections. In particular, the auditor's
responsibility to consider fraud in an audit of financial statements is discussed
in section 316, Consideration of Fraud in a Financial Statement Audit.

.02 The following is an overview of this standard:

®  Risk assessment procedures and sources of information about the en-
tity and its environment, including its internal control. This section
explains the audit procedures that the auditor should perform to ob-
tain the understanding of the entity and its environment, including its
internal control (risk assessment procedures). The audit team should
discuss the susceptibility of the entity's financial statements to mate-
rial misstatement.

1 Relevant assertions are assertions that have a meaningful bearing on whether the account is
fairly stated. For example, valuation may not be relevant to the cash account unless currency trans-
lation is involved; however, existence and completeness are always relevant. Similarly, valuation may
not be relevant to the gross amount of the accounts receivable balance, but is relevant to the related
allowance accounts. Additionally, the auditor might, in some circumstances, focus on the presentation
and disclosure assertions separately in connection with the period-end financial reporting process.
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Understanding the entity and its environment, including its internal
control. This section provides guidance to the auditor in understanding
specified aspects of the entity and its environment, and components
of its internal control, in order to identify and assess risks of material
misstatement, and in designing and performing further audit proce-
dures.

Assessing the risks of material misstatement. This section provides
guidance to the auditor in assessing the risks of material misstate-
ment at the financial statement and relevant assertion levels. The
auditor should:

— Identify risks by considering the entity and its environment, in-
cluding relevant controls, and by considering the classes of trans-
actions, account balances, and disclosures in the financial state-
ments.

— Relate the identified risks to what could go wrong at the relevant
assertion level.

— Consider the significance and the likelihood of material misstate-
ment for each identified risk.

This section also provides guidance to the auditor in determining
whether any of the assessed risks are significant risks that require
special audit consideration or risks for which substantive procedures
alone do not provide sufficient appropriate audit evidence. The auditor
should evaluate the design of the entity's controls, including relevant
control activities, over such risks and determine whether they are ad-
equate and have been implemented.

Documentation. This section provides related documentation guid-
ance.

{03 Obtaining an understanding of the entity and its environment is an
essential aspect of performing an audit in accordance with generally accepted
auditing standards. In particular, that understanding establishes a frame of
reference within which the auditor plans the audit and exercises professional
judgment about assessing risks of material misstatement of the financial state-
ments and responding to those risks throughout the audit, for example when:

Establishing materiality for planning purposes and evaluating
whether that judgment remains appropriate as the audit progresses.

Considering the appropriateness of the selection and application of ac-
counting policies and the adequacy of financial statement disclosures.

Identifying areas where special audit consideration may be necessary,
for example, related-party transactions, the appropriateness of man-
agement's use of the going-concern assumption, complex or unusual
transactions, or considering the business purpose of transactions.

Developing expectations for use when performing analytical proce-
dures.

Designing and performing further audit procedures to reduce audit
risk to an appropriately low level.

Evaluating the sufficiency and appropriateness of audit evidence ob-
tained, such as evidence related to the reasonableness of manage-
ment's assumptions and of management's oral and written represen-
tations.

.04 The auditor should use professional judgment to determine the extent
of the understanding required of the entity and its environment, including its

AU §314.03



Understanding the Entity and Its Environment 270-1

internal control. The auditor's primary consideration is whether the under-
standing that has been obtained is sufficient to assess risks of material mis-
statement of the financial statements and to design and perform further audit
procedures. The depth of the overall understanding that the auditor obtains in
performing the audit is less than that possessed by management in managing
the entity.

Risk Assessment Procedures and Sources of Information
About the Entity and lts Environment, Including Its

Internal Control

.05 Obtaining an understanding of the entity and its environment, includ-
ing its internal control, is a continuous, dynamic process of gathering, updating,
and analyzing information throughout the audit. Throughout this process, the
auditor should also follow the guidance in section 316. As described in section
326, audit procedures to obtain the understanding are referred to as risk as-
sessment procedures because some of the information obtained by performing
such procedures may be used by the auditor as audit evidence to support as-
sessments of the risks of material misstatement. In addition, in performing
risk assessment procedures, the auditor may obtain audit evidence about the
relevant assertions related to classes of transactions, account balances, or dis-
closures and about the operating effectiveness of controls, even though such
audit procedures were not specifically planned as substantive procedures or as
tests of controls. The auditor also may choose to perform substantive procedures
or tests of controls concurrently with risk assessment procedures because it is
efficient to do so.

Risk Assessment Procedures

.06 The auditor should perform the following risk assessment procedures
to obtain an understanding of the entity and its environment, including its
internal control:

a. Inquiries of management and others within the entity
b. Analytical procedures
¢. Observation and inspection

. The auditor is not required to perform all the risk assessment procedures de-
scribed above for each aspect of the understanding described in paragraph .21.
However, all the risk assessment procedures should be performed by the auditor
in the course of obtaining the required understanding.

.07 In addition, the auditor might perform other procedures where the
information obtained may be helpful in identifying risks of material misstate-
ment. For example, in cooperation with the entity, the auditor may consider
making inquiries of others outside the entity such as the entity's external legal
counsel or of valuation experts that the entity has used. Reviewing information
obtained from external sources such as reports by analysts, banks, or rating
agencies; trade and economic journals; or regulatory or financial publications
may also be useful in obtaining information about the entity.

.08 Although much of the information the auditor obtains by inquiries can
be obtained from management and those responsible for financial reporting,
inquiries of others within the entity, such as production and internal audit per-
sonnel, and other employees with different levels of authority, may be useful in
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providing the auditor with a different perspective in identifying risks of mate-
rial misstatement. In determining others within the entity to whom inquiries
may be directed, or the extent of those inquiries, the auditor should consider
what information may be obtained that might help the auditor in identifying
risks of material misstatement. For example:

® Inquiries directed toward those charged with governance? may help
the auditor understand the environment in which the financial state-
ments are prepared.

® Inquiries directed toward internal audit personnel may relate to their
activities concerning the design and effectiveness of the entity's inter-
nal control and whether management has satisfactorily responded to
any findings from these activities.

® Inquiries of employees involved in initiating, authorizing, processing,
or recording complex or unusual transactions may help the auditor
in evaluating the appropriateness of the selection and application of
certain accounting policies.

® Inquiries directed toward in-house legal counsel may relate to such
matters as litigation, compliance with laws and regulations, knowl-
edge of fraud or suspected fraud affecting the entity, warranties, post-
sales obligations, arrangements (such as joint ventures) with business
partners, and the meaning of contract terms.

® Inquiries directed toward marketing, sales, or production personnel
may relate to changes in the entity's marketing strategies, sales trends,
production strategies, or contractual arrangements with its customers.

.09 Paragraphs .04 and .06 of section 329, Analytical Procedures, specify
that the auditor should apply analytical procedures in planning the audit to
assist in understanding the entity and its environment and to identify areas
that may represent specific risks relevant to the audit. For example, analyti-
cal procedures may be helpful in identifying the existence of unusual transac-
tions or events, and amounts, ratios, and trends that might indicate matters
that have financial statement and audit implications. In performing analytical
procedures as risk assessment procedures, the auditor should develop expecta-
tions about plausible relationships that are reasonably expected to exist. When
comparison of those expectations with recorded amounts or ratios developed
from recorded amounts yields unusual or unexpected relationships, the audi-
tor should consider those results in identifying risks of material misstatement.
However, when such analytical procedures use data aggregated at a high level
(which is often the situation), the results of those analytical procedures provide
only a broad initial indication about whether a material misstatement may
exist. Accordingly, the auditor should consider the results of such analytical
procedures along with other information gathered in identifying the risks of
material misstatement.

.10 Observation and inspection may support inquiries of management and
others, and also provide information about the entity and its environment. Such
audit procedures ordinarily include:

®  Observation of entity activities and operations

® Inspection of documents (such as business plans and strategies),
records, and internal control manuals

® Reading reports prepared by management (such as quarterly manage-
ment reports and interim financial statements), those charged with

2 See footnote 4 of section 311, Planning and Supervision, for the definition of and discussion
about those charged with governance.
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governance (such as minutes of board of directors’ meetings), and in-
ternal audit

® Visits to the entity's premises and plant facilities

® Tracing transactions through the information system relevant to fi-
nancial reporting, which may be performed as part of a walk-through

.11 When the auditor intends to use information about the entity and its
environment obtained in prior periods, the auditor should determine whether
changes have occurred that may affect the relevance of such information in the
current audit. For continuing engagements, the auditor's previous experience
with the entity contributes to the understanding of the entity. For example,
audit procedures performed in previous audits ordinarily provide audit evi-
dence about the entity's organizational structure, business, and controls, as
well as information about past misstatements and whether or not they were
corrected on a timely basis, which assists the auditor in assessing risks of ma-
terial misstatement in the current audit. However, such information may have
been rendered irrelevant by changes in the entity or its environment. The au-
ditor should make inquiries and perform other appropriate audit procedures,
such as walk-throughs of systems, to determine whether changes have occurred
that may affect the relevance of such information.

.12 Section 316 specifies that the auditor should specifically assess the risk
of material misstatement? of the financial statements due to fraud and states
that the auditor should consider that assessment in designing audit procedures
to be performed. In making this assessment, the auditor should also consider
fraud risk factors that relate to either material misstatements arising from
fraudulent financial reporting or misstatements arising from misappropriation
of assets. Fraud risk factors that relate to fraudulent financial reporting are (a)
management's characteristics and influence over the control environment, (b)
industry conditions, and (c) operating characteristics and financial stability.
Fraud risk factors that relate to misappropriation of assets are (a) suscepti-
bility of assets to misappropriations and (b) absence of controls. The auditor's
response to the assessment of the risk of material misstatement due to fraud is
influenced by the nature and significance of the risk factors identified as being
present. In some circumstances, the auditor may conclude that the conditions
indicate a need to modify audit procedures. In these circumstances, the auditor
should consider whether the assessment of the risk of material misstatement
due to fraud calls for an overall response, one that is specific to a particular
account balance, class of transactions, or disclosures at the relevant assertion
level, or both. However, since such risk factors do not necessarily indicate the
existence of fraud, the results of the assessment of the risk of material mis-
statement due to fraud provide only a broad initial indication about whether a
material misstatement due to fraud may exist. Accordingly, the auditor should
consider the results of the assessment of the risk of material misstatement due
to fraud performed during planning along with other information gathered in
identifying the risks of material misstatements.

.18 When relevant to the audit, the auditor also should consider other in-
formation such as that obtained from the auditor's client acceptance or contin-
uance process or, where practicable, experience gained on other engagements
performed for the entity, for example, engagements to review interim financial
information.

3 Risk of material misstatement is described as the auditor's combined assessment of inherent
risk and control risk. See paragraph .22 of section 312, Audit Risk and Materiality in Conducting an
Audit, for the definition of and further discussion about risk of material misstatement.
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Discussion Among the Audit Team

.14 The members of the audit team, including the auditor with final re-
sponsibility for the audit, should discuss the susceptibility of the entity's fi-
nancial statements to material misstatements. This discussion could be held
concurrently with the discussion among the audit team that is specified by
section 316 to discuss the susceptibility of the entity's financial statements
to fraud. When the entire engagement is performed by a single auditor, the
auditor should consider and document the susceptibility of the entity's finan-
cial statements to material misstatements. In these circumstances, the auditor
should consider other factors that may be necessary in the engagement, such
as personnel possessing specialized skills.

.15 Professional judgment should be used to determine which members of
the audit team should be included in the discussion, how and when it should
occur, and the extent of the discussion. Key members of the audit team, includ-
ing the auditor with final responsibility, should be involved in the discussion;
however, it is not necessary for all team members to have a comprehensive
knowledge of all aspects of the audit. The extent of the discussion is influenced
by the roles, experience, and information needs of the audit team members. An
additional consideration is whether to include specialists assigned to the audit
team. For example, the auditor may determine that a professional possessing
information technology (IT) or other specialized skills is needed on the audit
team and therefore include that individual in the discussion.

.16 The auditor with final responsibility should consider which matters are
to be communicated to members of the engagement not involved in the discus-
sion. In a multilocation audit, for example, there may be multiple discussions
that involve the key members of the audit team in each significant location.

.17 The objective of this discussion® is for members of the audit team to
gain a better understanding of the potential for material misstatements of the
financial statements resulting from fraud or error in the specific areas assigned
to them, and to understand how the results of the audit procedures that they
perform may affect other aspects of the audit, including the decisions about the
nature, timing, and extent of further audit procedures.

.18 The discussion provides an opportunity for more experienced team
members, including the auditor with final responsibility for the audit, to share
their insights based on their knowledge of the entity and for the team members
to exchange information about the business risks® to which the entity is sub-
Jject and about how and where the financial statements might be susceptible to
material misstatement. As specified in section 316, particular emphasis should
be given to the susceptibility of the entity's financial statements to material
misstatement due to fraud. In addition, the audit team should discuss critical
issues, such as areas of significant audit risk; areas susceptible to manage-
ment override of controls; unusual accounting procedures used by the client;
important control systems; materiality at the financial statement level and at
the account level; and how materiality will be used to determine the extent of

4 Information technology (IT) encompasses automated means of originating, processing, storing,
and communicating information, and includes recording devices, communication systems, computer
systems (including hardware and software components and data), and other electronic devices. An
entity's use of IT may be extensive; however, the auditor is primarily interested in the entity's use of
IT to initiate, authorize, record, process, and report transactions or other financial data.

5 There may be one or more discussions, depending on the circumstances of the engagement.

6 See paragraphs .29 through .33.
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testing. The discussion should also address application of generally accepted
accounting principles to the entity's facts and circumstances and in light of the
entity's accounting policies.

.19 The auditor should plan and perform the audit with an attitude of pro-
fessional skepticism. The discussion among the audit team members should
emphasize the need to exercise professional skepticism throughout the engage-
ment, to be alert for information or other conditions that indicate that a material
misstatement due to fraud or error may have occurred, and to be rigorous in
following up on such indications.

.20 Depending on the circumstances of the audit, there may be multiple
discussions in order to facilitate the ongoing exchange of information between
audit team members regarding the susceptibility of the entity's financial state-
ments to material misstatements. The purpose is for audit team members to
communicate and share information obtained throughout the audit that may
affect the assessment of the risks of material misstatement due to fraud or error
or the audit procedures performed to address the risks.

Understanding the Entity and Its Environment, Including
lts Internal Control

.21 The auditor's understanding of the entity and its environment consists
of an understanding of the following aspects:

a. Industry, regulatory, and other external factors
b. Nature of the entity

c. Objectives and strategies and the related business risks that may re-
sult in a material misstatement of the financial statements

d. Measurement and review of the entity's financial performance

e. Internal control, which includes the selection and application of ac-
counting policies

.22 Appendix A [paragraph .125] contains examples of matters that the au-
ditor may consider in obtaining an understanding of the entity and its environ-
ment relating to categories (a) through (d) above. Appendix B [paragraph .126]
contains a detailed explanation of the internal control components.

.23 The nature, timing, and extent of the risk assessment procedures per-
formed depend on the circumstances of the engagement, such as the size and
complexity of the entity and the auditor's experience with it. In addition, iden-
tifying significant changes in any of the above aspects of the entity from prior
periods is particularly important in gaining a sufficient understanding of the
entity to identify and assess risks of material misstatement.

Industry, Regulatory, and Other External Factors

.24 The auditor should obtain an understanding of relevant industry, reg-
ulatory, and other external factors. These factors include industry conditions,
such as the competitive environment, supplier and customer relationships, and
technological developments; the regulatory environment encompassing, among
other matters, relevant accounting pronouncements, the legal and political en-
vironment, and environmental requirements affecting the industry and the
entity; and other external factors, such as general economic conditions.’

7 See section 317, Illegal Acts by Clients, for additional requirements related to the legal and
regulatory framework applicable to the entity and the industry.
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.25 The industry in which the entity operates may be subject to specific
risks of material misstatement arising from the nature of the business, the
degree of regulation, or other external forces (such as political, economic, so-
cial, technical, and competitive). For example, long-term contracts may involve
significant estimates of revenues and costs that give rise to risks of material
misstatement of the financial statements. Similarly, regulations may specify
certain financial reporting requirements for the industry in which the entity
operates. In such cases, the auditor should consider whether the audit team
includes members with sufficient relevant knowledge and experience. If man-
agement fails to comply with such regulations, its financial statements may be
materially misstated.

Nature of the Entity

.26 The auditor should obtain an understanding of the nature of the entity.
The nature of an entity refers to the entity's operations, its ownership, gover-
nance, the types of investments that it is making and plans to make, the way
that the entity is structured, and how it is financed. An understanding of the na-
ture of an entity enables the auditor to understand the classes of transactions,
account balances, and disclosures to be expected in the financial statements.

.27 The entity may have a complex structure with subsidiaries or other
components in multiple locations. In addition to the difficulties of consolida-
tion in such cases, other issues with complex structures that may give rise to
risks of material misstatement include the allocation of goodwill to subsidiaries,
and its impairment; whether investments are joint ventures, subsidiaries, or in-
vestments accounted for using the equity method; and whether special-purpose
entities are accounted for appropriately.

.28 An understanding of the ownership, management, and other key per-
sonnel and their relations between owners and other people or entities is also
important in determining whether related-party transactions have been iden-
tified and accounted for appropriately. Section 334, Related Parties, provides
additional guidance on the auditor's considerations relevant to related parties.

Obijectives and Strategies and Related Business Risks

.29 The auditor should obtain an understanding of the entity's objectives
and strategies, and the related business risks that may result in material mis-
statement of the financial statements. The entity conducts its business in the
context of industry, regulatory, and other internal and external factors. To re-
spond to these factors, the entity's management or those charged with gover-
nance define objectives, which are the overall plans for the entity. Strategies are
the operational approaches by which management intends to achieve its objec-
tives. Business risks result from significant conditions, events, circumstances,
actions, or inactions that could adversely affect the entity's ability to achieve
its objectives and execute its strategies, or through the setting of inappropri-
ate objectives and strategies. Just as the external environment changes, the
conduct of the entity's business is also dynamic and the entity's strategies and
objectives change over time.

.30 Business risk is broader than the risk of material misstatement of the
financial statements, although it includes the latter. For example, a new entrant
to the marketplace with the competitive advantage of brand recognition and
economies of scale may represent a business risk to a manufacturer's ability to
garner as much shelf space at retailers and compete on price. The potential risk
of material misstatement of the financial statements related to such business
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risk might be obsolescence or overproduction of inventory that could only be
sold at discounted amounts. Business risk particularly may arise from change
or complexity, although a failure to recognize the need for change may also give
rise to risk. Change may arise, for example, from the development of new prod-
ucts that may fail; from an inadequate market, even if successfully developed;
or from flaws that may result in liabilities and reputation risk. As an example
of complexity, the conduct and management of long-term engineering projects
(such as ship construction or the building of a suspension bridge) give rise to
risks in the areas of percentage of completion, pricing, costing, design, and per-
formance control. An understanding of business risks increases the likelihood
of identifying risks of material misstatement. However, the auditor does not
have a responsibility to identify or assess all business risks.

.31 Most business risks will eventually have financial consequences and,
therefore, an effect on the financial statements. However, not all business risks
give rise to risks of material misstatement. A business risk may have an im-
mediate consequence for the risk of misstatement for classes of transactions,
account balances, or disclosures at the relevant assertion level or for the fi-
nancial statements taken as a whole. For example, the business risk arising
from a contracting customer base due to industry consolidation may increase
the risk of misstatement associated with the valuation of accounts receivable.
Similarly, a business risk may have an immediate consequence for the risk of
misstatement of the financial statements taken as a whole. For example, the
business risk of significant transactions with related parties may increase the
risk of misstatement of a range of significant account balances and relevant as-
sertions. Furthermore, a business objective and related risks may also have a
longer-term consequence that the auditor may need to consider when assessing
the appropriateness of the going concern assumption. For example, the busi-
ness risk of a decline in the industry in which the entity operates may affect
the entity's ability to continue as a going concern. The auditor's consideration
of whether a business risk may result in material misstatement is, therefore,
made in light of the entity's circumstances. Examples of conditions and events
that may indicate risks of material misstatement are given in Appendix C [para-
graph .1271.

.32 Usually management identifies business risks and develops ap-
proaches to address them. Such a risk assessment process is part of internal
control and is discussed in paragraphs .76 to .80.

.33 Smaller entities often do not set their objectives and strategies, or man-
age the related business risks, through formal plans or processes. In many cases
there may be no documentation of such matters. In such entities, the auditor's
understanding may be obtained through inquiries of management and obser-
vation of how the entity responds to such matters.

Measurement and Review of the Entity’s Financial Performance

.34 The auditor should obtain an understanding of the measurement and
review of the entity's financial performance. Performance measures and their
review indicate to the auditor aspects of the entity's performance that man-
agement and others consider to be important. Performance measures, whether
external or internal, create pressures on the entity that, in turn, may motivate
management to take action to improve the business performance or to misstate
the financial statements. Obtaining an understanding of the entity's perfor-
mance measures assists the auditor in considering whether such pressures
result in management actions that may have increased the risks of material
misstatement.
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.35 Management's measurement and review of the entity's financial per-
formance is to be distinguished from the monitoring of controls (discussed as a
component of internal control in paragraphs .97 through .101), although their
purposes may overlap. Monitoring of controls, however, is specifically concerned
with the effective operation of internal control through consideration of in-
formation about the controls. The measurement and review of performance
is directed at whether business performance is meeting the objectives set by
management (or third parties), but it may be that performance indicators also
provide information that enables management to identify deficiencies in inter-
nal control.

.36 Internally generated information used by management for this pur-
pose may include key performance indicators (financial and nonfinancial); bud-
gets; variance analysis; subsidiary information and divisional, departmental,
or other level performance reports; and comparisons of an entity's performance
with that of competitors. External parties may also measure and review the
entity's financial performance. For example, external information, such as ana-
lysts' reports and credit rating agency reports, may provide information useful
to the auditor's understanding of the entity and its environment. Such reports
may be obtained from the entity being audited or from Web sites.

.37 Internal measures may highlight unexpected results or trends requir-
ing management's inquiry of others in order to determine their cause and take
corrective action (including, in some cases, the detection and correction of mis-
statements on a timely basis). Performance measures may also indicate to the
auditor a risk of misstatement of related financial statement information. For
example, performance measures may indicate that the entity has unusually
rapid growth or profitability when compared to that of other entities in the same
industry. Such information, particularly if combined with other factors such as
performance-based bonus or incentive remuneration, may indicate the poten-
tial risk of management bias in the preparation of the financial statements.

.38 Much of the information used in performance measurement may be
produced by the entity's information system. If management assumes that data
used for reviewing the entity's performance is accurate without having a basis
for that assumption, errors may exist in the information, potentially leading
management to incorrect conclusions about performance. When the auditor
intends to make use of the performance measures for the purpose of the audit
(for example, for analytical procedures), the auditor should consider whether
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