University of Mississippi
eGrove

American Institute of Certified Public

Statements of Position Accountants (AICPA) Historical Collection

1995

Comment letters on on the exposure draft, "Amendments to
Statements on Auditing Standards and Statements on Standards
for Attestation Engagements to Incorporate the Internal Control -
Integrated Framework Report."

American Institute of Certified Public Accountants. Auditing Standards Board

Follow this and additional works at: https://egrove.olemiss.edu/aicpa_sop

b Part of the Accounting Commons, and the Taxation Commons

Recommended Citation

American Institute of Certified Public Accountants. Auditing Standards Board, "Comment letters on on the
exposure draft, "Amendments to Statements on Auditing Standards and Statements on Standards for
Attestation Engagements to Incorporate the Internal Control - Integrated Framework Report." (1995).
Statements of Position. 722.

https://egrove.olemiss.edu/aicpa_sop/722

This Book is brought to you for free and open access by the American Institute of Certified Public Accountants
(AICPA) Historical Collection at eGrove. It has been accepted for inclusion in Statements of Position by an
authorized administrator of eGrove. For more information, please contact egrove@olemiss.edu.


https://egrove.olemiss.edu/
https://egrove.olemiss.edu/aicpa_sop
https://egrove.olemiss.edu/aicpa_pubs
https://egrove.olemiss.edu/aicpa_pubs
https://egrove.olemiss.edu/aicpa_sop?utm_source=egrove.olemiss.edu%2Faicpa_sop%2F722&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/625?utm_source=egrove.olemiss.edu%2Faicpa_sop%2F722&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/643?utm_source=egrove.olemiss.edu%2Faicpa_sop%2F722&utm_medium=PDF&utm_campaign=PDFCoverPages
https://egrove.olemiss.edu/aicpa_sop/722?utm_source=egrove.olemiss.edu%2Faicpa_sop%2F722&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:egrove@olemiss.edu

EXHIBIT V

LISTING OF AND
COPIES OF THE
' COMMENT LETTERS
RECEIVED ON THE
AMENDMENT TO
REFLECT THE
COSO REPORT

ASB MEETING
AUGUST 1-3

COMMENT LETTERS 1 - 27



EXHIBIT V

July 13, 1995 File Ref. Nos. 1120
4289

To the Auditing Standards Board:
Here are the comment letters received to date on the exposure draft, "Amendments

to Statements on Auditing Standards and Statements on Standards for Attestation
Engagements to Incorporate the Internal Control -- Integrated Framework Report.”

I

Name/Affiliation Location Page
1. Jack Birkholz, CPA Cupertino, CA 4
2. Edward O’Reilly Bedford, NH 5

New Hampshire Society of
Certified Public Accountants

3. Abe Akresh Washington, DC 8
American University

4, Daniel G. Kyle, CPA, CFE Baton Rouge, LA 9
Office of Legislative Auditor

5. P. Daniel Hurley, Jr. Boston, MA 10

Massachusetts Society of
Certified Public Accountants, Inc.

6. David B. Marion, Partner Redlands, CA 11
Smith Marion & Co.
7. Henry W. Farnum, Chairman Philadelphia, PA 12

Pennsylvania Institute of Certified
Public Accountants

8. Thomas H. McTavish, CPA Lansing, MI 14
Auditor General
Office of the Auditor General

9. Claude L. Vickers Atlanta, GA 17
State Auditor
State of Georgia




Name/Affiliation Location Page |

10. Auditing Standards and New York, NY 18
Procedures Committee .
New York Society of Certified
Public Accountants

11. Charles L. Lester, CPA | Tallahassee, FL
Auditor General
State of Florida

20

l
l
|
12. Management Accounting Montvale, NJ f 24
Practices Committee
Institute of Management
Accountants
!
|

13. Accounting Principles and Miami, FL 25
Auditing Standards Committee
Florida Institute of Certified Public

Accountants

14. Financial Management Standards | Alexandria, VA 26
Committee
Association of Government

Accountants

15. William G. Bishop lli, CIA Altamonte 29
President Springs, FL

Institute of Internal Auditors

16. Curtis C. Verschoor Chicago, IL 31

DePaul University

17. Lucinda V. Upton Lexington, KY 35

Governmental Training Solutions

18. Accounting and Auditing Shreveport, LA 36
Standards Committee

Louisiana Society of CPA’s

’ 19. Coopers & Lybrand L.L.P. New York, NY !m

1
20. Deloitte & Touche LLP Wilton, CT f 40

21. Margaret Kelly, CPA Jefferson City, 1 43
State Auditor of Missouri Missouri ‘
22. Ernst & Young, LLP Cleveland, OH 63

23. KPMG Peat Marwick LLP New York, NY 67




|| Name/Affiliation Location
24. Price Waterhouse LLP New York, NY

Anthony J. Verdecchia

President
National State Auditors
Association

Robert O. Dale, Chair
PCPS Technical Issues Committee

If you have any questions, please call me at 212/596-6028.

Sincerely,

J. Eric Nicely

Practice Fellow
Auditing Standards Division

Attachments

Disk: Travel
File: SAS55com.ist
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RECEIVED MAR 2 2 ‘1995

Mr. Paul L. Drahnak, Chairman March 28, 1995
Accounting & Auditing Committee

NH Society of CPAs

3 Executive Park Drive

Bedford NH £3118

Dear Mr. Drahnak, -

Please £ind enclosed to following items regarding the proposed
statement on Auditing Standards & Statement on Standards for
Attestation Engagements, and Amendments to Statements on Auditing
Standards & Statements on Standards for Attestation Engagements to
incorporate the Internal Control -- Integrated Framework.

Having read this exposure draft, it is my understanding that
Statement on Auditing Standards (SAS) #55, consideration of the
internal control structure in financial statement audits will be
.replaced by the committee of sponsoring organizations' pubiication on
internal control framework.

Changes from three elements to five components, along with the
language of control procedures to control activities of internal
control structure may refine the approach to reporting objectives.

DELETE ELEMENTS: ADD COMPONENTS:

The accounting system Risk Assessment
Communication & Information

Monitoring

Components are applicable to every entity, however,
considerations are made in the context of the entities:

Size

Organization & ownership characteristics
Nature of business

Complexity

Methods of processing data

Legal & regulatory requirements

® % % X X %

Although refined and accepted, there remains a test of judgement
in the components applicabiiity to the entity. .



Page 2

The exposure draft goes on to briefly describe each component as
follows:

Control Environment - Foundation, sets tone.

Risk Assessment - Identif}, analyze and manage risks that effect
entity objectives.

Control Activities - Physical controls, management directives
are carried out.

Information &
Communication - Accounting system, clear understandlng of
individuals roles.

Monitoring - Quality of internal control performance over time.

Understanding the internal control structure and the control
environment, especially an understanding of management and board of
directors attitude, awareness and actions concerning the control
environment is a burden on professional judgement and experience. .
This is very much different than a gquestionnaire regarding i
segregation of duties.

APPENDIX A.

Involves a greater detail of explanatlon concerning the five
components.

i.e. Risk Management - The usual cost\benefit relationship.
Managements decision to accept risk because of cost should always be
a reasonable concern. Monitoring - Performance over time.
Experience with entity 1s an important factor with any internal
control structure.

PROPOSED CHANGE TO SSAE #2

Reporting on an entities internal control structure over
financial reporting. _ .-

Change components for elements (language).
Most items consistent with SAS #55 except for footnote changes.



Page 3

PROPOSED CHANGE TO SAS §78 AND #68

Reports on the processing of transactions by service
organization and communication of internal control structure and

related matters noted in an audit.

Again, as with SSAE #2, language changes are meant to be
consistent with the new internal control -- integrated framework
report, published by the committee of sponsoring organizations.

COMMENT

The second standard of fieldwork states that 'A sufficient
understanding of the internal control structure is to be obtained to
plan the audit and to determine the nature, timing and extent of
tests to be performed'.

-

Experience and judgement in the assessment of the internal
control structure of the entity is the strength and risk that
auditors assume as they evaluate whether or not the controls can be
reasonably relied upon.

This exposure draft explains very well the responsibilities,
policies and procedures necessary to meet the reporting objectives. -
My general comment is that a continuing acceptance and use of
'Internal Control -- Integrated Framework Report' will be a usefull
guidance to auditors.

Deadline for invitation to comment,
June 38, 1995 No Comment

Date of document for public inspection
August 1, 1985 - No Comment

Effective date of audits of financial
Statements for accounting periods
beginning January 1, 1997 : - No Comment

-

I would like to thank-you for this opportunity to comment as a
member of the Accounting and Auditing Committee. Should you have any
guestions regarding anything in this correspondence, please call me
at 627-2255. - h -

Very Truly Yours

Edwadd Of s

Edward O'Reilly CPA
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% April 17, 1995 Pl @

The SAS No. 55 Amendment Comment Letter

Eric Nicely

Comments of Abe Akresh, American University

Specific Comments

SAS No. 55

General - Consider using the term internal control instead of internal control
structure. Internal control would facilitate teaching.

SAS No. 60

F/N 3 on Pg. 26 - Does not sound right.” The footnote tries to define internal control
structure when it really defines internal control.

Overall

Supports the issuance of the amendments.

Disk: SAS No. S5 B
File: Akreshcom.55



LEGISLATIVE AUDITOR : @

STATE OF LOUISIANA
~ = A Relele)
BATC". = CUGE, LOUISIANA 70804-9387 1600 NORTH THIRD STREET
P.O BOX 94397
DANIEL G. KYLE, PH.D.. CPA. CFE TEL (504) 339-3800
LEGISLATIVE AUDITOR FAX (504) 339-3870

April 19, 1995

Mr. J. Eric Nicely, Practice Fellow
Auditing Standards Division, File 4289
AICPA, 1211 Avenue of the Americas
New York, New York 10036-8775

Dear Mr. Nicely:

I have reviewed the division's exposure draft Amendments to Statements on Auditing
Standards and Statements on Standards for Attestation Engagements to -Incorporate the
Internal Control -- Integrated Framework Report,- dated February 23, 1995. I support the
provisions of the exposure draft with the following suggestions.

We continually encounter working papers of auditors in which the auditor has failed to
document his understanding of internal control structure or relate that understanding to the
nature, timing, or extent of the audit tests applied as a part of the audit. We consider that
documentation a very primary part of the audit. I urge the division to make it very clear
within paragraphs (new) 24-28 that the auditor must document within the working papers the
understanding and the relanonshlp of the understandmg to the tests applied as a part of a
financial statement audit.

I appreciate the opportunity to comment on the exposure draft.
Sincerely,

YRy %34

Daniel G. Kyle, CPA, CFE
Legislative Auditor

DGK:GCA:db

Xc: Mr. Kinney Poynter, CPA

Coso
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‘m 105 ChauncyStreef Boston, MA 02111 (617) 556-4000 FAX (617) 556-4126  Toll Free 1-800-392-6145

May 5, 1995

J. Eric Nicely, Practice Fellow
AICPA :

Auditing Standards Division, File 4289
1211 Avenue of the Americas

New York, NY 10036-8775

Re:  Amendments to Statements on Auditing Standards and Statements on Standards
for Attestation Engagements to Incorporate the Internal Control - Integrated
Framework Report

Dear Mr. Nicely:

The Accounting Principles and Auditing Procedures Committee is the senior technical
committee of the Massachusetts Society of Certified Public Accountants. The committee
consists of over thirty members who are affiliated with public accounting firms of
various sizes from sole proprietor to international "big six" firms, as well as members
in both industry and academia.

The Committee has reviewed and discussed the exposure draft of the proposed Statement
on Auditing Standards and Statement on Standards for Attestation Engagements noted
above and is in substantial agreement with the general guidelines expressed in it, and has
no further comments. This does not necessarily represent the positions taken by the
organizations that employ the individual members of the Committee.

The Committee appreciates the opportunity to participate in your due process procedures
and have our views considered.

Very truly yours,

P. Paniel Hurley Jr., Chajfman
Atcounting Principles and Auditing
Procedures Committee of the MSCPA

[0
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SMITH MARION & Co.

CERTIFIED PUBLIC ACCOUNTANTS

21 E. Redlands Blvd., Suite 298
Redlands, California 92373
Telephone (909) 793-0633

Facsimile (909) 792-3410

May 8, 1995

AICPA B}
J. Eric Nicely, Practice Fellow i
Auditing Standards Division, File 4289

1211 Avenue of the Americas

New York, NY 10036-8775

RE: EXPOSURE DRAFT - AMENDMENTS TO SAS AND SSAE to Incorporate the
Internal Control-Integrated Framework Report

If control environment sets the tone of the organization, then a redundant use of the term control
activities dilutes the importance of what constitutes the foundation of all other components.

I would like to suggest the term policies and procédures, which is a more universally understood t'erm, be
used in place of control activities. In the exposure draft, policies and procedures are used to define control

activities.

At a minimum, however, the term control should be used only once and it seems appropriate to attach it
to the organization’s environment.

I am happy to see internal control being redefined to keep pace with the current environment.

Sincerely,

Wi f# Messot

David B. Marion, Partner
Smith Marion & Co.
Certified Public Accountants

DBM:scf

i



PIICEA

1608 Walnut Streer

Third Floor

Philadelphia, PA 19103-5457
(215) 735-2635

(800) 776-2721

(PA Only)

FAX (215) 735-3694

Administered in
Pennsylvania, Delaware and
U.S. Virgin Islands by the
Pennsylvania Institute of
Certified Public Accountants

PENNSYLVANIA INSTITUTE OF AICPA Peer Review Program
CERTIFIED PUBLIC ACCOUNTANTS American Institute of Certified Public Accountants

Peer Review Division
April 30, 1995

J. Eric Nicely, Practice Fellow
Auditing Standards Division
American Institute of CPAs -
File Reference No. 4289

1211 Avenue of the Americas
New York, NY 10036-8775

Dear Mr. Nicely:

The Pennsylvania Institute of CPAs (“PICPA”) appreciates the opportunity to
comment on the Exposure Draft (“ED”) of Proposed Statement on Auditing
Standards and Statement on Standards for Attestation Engagement -
Amendments to Statements on Auditing Standards and Statements on
Standards for Attestation Engagements to Incorporate the Internal Control -
Integrated Framework Report. This letter was prepared by the PICPA’s
Accounting and Auditing Procedures Committee (“the Committee”) and
represents, except where indicated, the consensus of the Committee, which is
not necessarily the view of any individual member.

We commend the Board and the AICPA for its efforts to integrate the Internal
Control - Integrated Framework Report into the auditing and attestation
standards; however, we believe that additional implementation guidance should
be made available prior to the date on which the amendments to the auditing
and attestation standards become effective.

Implementation Guidance

The Committee strongly encourages the AICPA to modify the Audit Guide,
“Consideration of the Internal Control Structure in a Financial Statement
Audit”, to provide practical guidance regarding how amended SAS No. 55
and the Internal Control - Integrated Framework might be applied by auditors
in various situations, particularly to audits of financial statements of small and
midsized entities. Further, the Committee believes the amendments to this
Audit Guide should be issued in final form sufficiently in advance of the
effective date of the amendments to SAS No. 55 to afford auditors ample time
to consider the guidance when implementing the amendments to-SAS No. 55.

12



J. Eric Nicely
April 30, 1995
Page 2

We appreciate your consideration of our comments. We are available to discuss any of these
comments with the Committee or the technical staff of the AICPA at your convenience.

Very truly yours,
W. o
Henry W. Farnum, Chairman

Accounting and Auditing
Procedures Committee

[3



OFFICE OF THE AUDITOR GENERAL
201 N. WASHINZTON SQUARE
! =-.5ING, Mic- zaN 48913

Fax (517 1179 Auoitor Generat

May 23, 1995

Mr. dJ. Eric Nicely

Practice Fellow, Auditing Standards D1v151on
American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, New York 10036-8775

Dear Mr. Nicely:

We have reviewed the Exposure Draft of the proposed Statement on Auditing
Standards and Statement on Standards for Attestation Engagements (File 4289),

entitled Amendments to Statemernits on Auditing Standards and Statements on

Standards for Attestation Engagements to Incorporate the Internal Control--
Integrated Framework Report, and agree in principle with the proposed guidance. We

do, however, have the following three comments for consideration by the Auditing
Standards Board (Board).

Effective Date

In reviewing the Exposure Draft, we noted that the four proposed changes contained
different effective dates. The proposed change to Statement on Auditing Standards
(SAS) No. 55 would be effective for audits for periods beginning on or after January 1,
1997, with earlier application permissible; the proposed change to Statement on
Standards for Attestation Engagements (SSAE) No. 2 would be effective for an
examination when management's assertion is as of December 15, 1996, with earlier
application encouraged; and, the proposed changes to SAS Nos. 60 and 70 would be
effective for audits for periods beginning after January 1, 1997, with no mention of
earlier application. If the Board intends to issue an omnibus SAS and a separate
SSAE, one common effective date would greatly simplify the implementation process
for the reader. Also, because the Exposure Draft summary states that the Board
itself "...believes the COSO report rapidly is becoming a widely accepted framework
for sound internal control among U.S. organizations and its acceptance and use will
continue to grow...," we see no reason to delay the effective date of the proposed
changes to audits for periods beginning on or after January 1, 1997. Therefore, we
strongly suggest that the Board provide an earlier common effectlve date (such as for
audits for periods begmmng on or after January 1, 1996 and for examinations when
management's assertion is as of December 31, 1996) for all amendments in the final
Statements and encourage even earlier application.

(517, 3323157 THoMas H. McTavisH, C P 4

4



Mr. J. Eric Nicely
Page 2
May 23, 1995

Management's Deﬁnition of Internal Control Structure
The proposed change to SSAE No. 2 would revise Paragraph 12 to read:

The components that constitute an entity's internal control structure are a
function of the definition of an internal control structure selected by
management. For example, management may select the definition of an
internal control structure based on the internal control framework set forth
in Internal Control--Integrated Framework, published by the Committee of
Sponsoring Organizations of the Treadway Commission. Internal Control--
Integrated Framework and SAS No. 55 describe an entity's internal control
structure as consisting of five components—control environment, risk
assessment, control activities, information and communication, and
monitoring. If management selects another definition of an internal control
structure, this list of components may not be relevant. -

Because the Board has stated that it believes that the COSO report is rapidly
becoming a widely accepted internal control framework and that its acceptance and
use will continue to grow, we believe that SSAE No. 2 should, at least subtly,
encourage the practitioner to recommend that management select the definition of

an internal control structure based on the COSO report. At a minimum, we suggest

that the Board revise and expand the last two sentence of Paragraph 12 into three
sentences, such as "This report is becoming a widely accepted framework for sound
internal control among U.S. organizations and its acceptance and use will continue
to grow. Internal Control--Integrated Framework and SAS No. 55 describe an entity's
internal control structure as consisting of five components—control environment, risk
assessment, control activities, information and communication, and monitoring.
However, if management chooses to select another definition of an internal control
structure, this list of components may not be relevant.”

Grammar and Terminologx

In our review of the Exposure Draft, we noticed at least three grammatical errors or
inconsistencies in terminology. First, the proposed change to Paragraph 2 of SAS No.
55 specifically deletes the word 'the' before the term 'control environment'; however,
the proposed change to Paragraph 2 of SAS No. 60 does not. Second, the first
sentence in the proposed change to Paragraph 4, Appendix A of SAS No. 55 begins
"While every entity should embrace the control environment factors discussed in
paragraphs 3 through 9,..." Control environment factors are only discussed in
Paragraph 3 of Appendix A; risk assessment and control activities are discussed in

[ 5



Mr. J. Eric Nicely
Page 3
May 23, 1995

Paragraphs 4 through 9. Third, unlike footnote references in other AICPA original
pronouncements and the Codification of Statements on Auditing Standards, certain
footnotes in the Exposure Draft are not numbered. Therefore, before the proposed
Statements are issued in final form, we suggest that the AICPA Auditing Standards
Division technical staff review the grammar and terminology used for correctness and
consistency. -

We appreciate the opportunity to comment on the Exposure Draft. Should you have
any questions, or desire further details on our comments, please contact me or Jon A.
Wise, C.P.A., Director of Professional Practice.

Sincerely,

Tl MM /M_Q

Thomas H. McTavish, C.P.A.
Auditor General

[ &



EXPOSURE DRAFT FILE 4289

PROPOSED STATEMENT ON AUDITING STANDARDS AND
STATEMENT ON STANDARDS FOR ATTESTATION ENGAGEMENTS

AMENDMENTS TO STATEMENTS ON AUDITING STANDARDS
AND STATEMENTS ON STANDARDS FOR
ATTESTATION ENGAGEMENTS TO INCORPORATE THE
INTERNAL CONTROL -- INTEGRATED FRAMEWORK REPORT

February 23, 1995
Comment Date: June 30, 1995

Name and Affiliation: Claude L. Vickers, State Auditor, State of Georgia
Department of Audits and Accounts

We acknowledge that the COSO report is becoming a widely accepted framework for
sound internal control. It is our understanding that the GAQ, in a letter dated May 4, 1994
from the U.S. Comptroller General, has endorsed the COSO report after certain
addendums were made. Accordingly, since we are a govemmental audit organization and
the GAO has endorsed the COSO report, we believe SAS No. 55 should be amended to
incorporate the concepts and terminology of the COSO report.

It will be necessary to train staff in amended sections concerning the Components of an
Internal Control Structure and Consideration of the Internal Control Structure in Planning
an Audit; however paragraphs 23 through 65 of SAS 55 do not change, much of which
addresses assessing risk. Thus, for the most part, we do not anticipate audit related
implementation problems.

While it appears that the COSO report is becoming widely adopted, management of the
majority of our audit engagements has not planned to adopt the COSO report
recommendations. This presents a problem for our audit organization because the COSO
report clarifies management'’s responsibility of providing for an adequate internal control
structure. Accordingly, in evaluating the control environment, we will have to consider
management'’s attitudes toward providing for an adequate internal control structure, and
report accordingly. .

O

7



rRANCIS 1. NUSSPICKEL, CPA PRESIDENT-ELECT
FRANK G,

OF .
> o CERTIFIED PUBLIC ACCOUNTANTS

RICHARD MELNIKOFF, CPA  VICE-PRESDENT 530 FIFTH AVENUE
MARYANN M. WINTERS, CPA ~ VICE-PRESIDENT NEW YORK, NY 10036-5101
JOSEPH L. CHARLES, CPA SECRETARY @ 12) 71 9-8300

ALAN E. WEINER, cPA TREASURER

ROBERT L. GRAY, CPA EXECUTIVE DIRECTOR FAX (212) 719-3364

June 1, 1995

Mr. J. Eric Nicely, Practice Fellow
Auditing Standards Division

File 4289

AICPA

1211 Avenue of the Americas
New York, NY 10036-8775

Re: Proposed Statement on Auditing Standards and
Statement on Standards for Attesfation Engagements
-Amendments to Statements on Auditing Standards and
Statements on Standards for Attestation Engagements
to Incorporate the Internal Control-Integrated Framework Report
Dear Mr. Nicely:
We are enclosing the comments of the New York State Society of Certified
Public Accountants in response to the above proposed statement. The comments
were prepared by the Society's Auditing Standards and Procedures Committee.

If you have any questions regarding the comments, please call us and we will
arrange for someone from on the committees to contact you.

Thank you for your consideration.

Very truly yours, , .
Q,A 9 Oty — Wz m. P
ohn J. O'Leary, CPA Walter M. Primoff, CPA
Chairman, Auditing Standards & Director, Professional Programs
- Procedures Committee
Enclosures

cc: Accounting & Auditing Committee Chairmen

Istb

(¥



Mr. J. Eric Nicely
Page Two
June 1, 1995

Response of Audlting Standards and Procedures Committee

On

Amendments to Statements on Auditing Standards and Statements on
Standards for Attestation Engagements to Incorporate the Internal Control-
Integrated Framework Report

*The terminology in the document relates to manual record keeping and does
not reflect the current state of computer generated records.

*The wording in sentences 3,4, and 5 of paragraph 21 should be deleted and
replaced by the wording in paragraph 4 of Appendix A.

*Paragraph 29 should be expanded to provnde guidance on the nature and
scope of the auditor's procedures.

*The material under the third bullet of paragraph 9 of Appendix A should be
modified to indicate that physical controls would identify inventory losses on a more
timely basis than periodic physical inspection.

*Paragraph 10 of Appendix A states that certain types of control activities are
not relevant because of highly effective controls applied by management. While the
Committee agrees with this comment, it believes over reliance on controls applied by
management is inappropriate and, in some circumstances, controls exercised solely by
management may be a cause of concemn for the auditor.

*Paragraph 15 of Appendix A states that small or midsized organizations may
not need extensive accounting procedures, sophisticated accounting records, or formal
control procedures such as a formal credit policy, information security policy, or
" competitive bidding processes. The Committee believes such wording may be
misunderstood and result in efroneous conclusions. The Committee believes
paragraph 15 should be revised to indicate that many small or midsized organizations
have such controls in place and their internal control structure is clearly stronger as a
result.

-Although not affected by the intended changes, the Committee believes
footnote 2 on page 26 is confusing and should be rewritten.

[}



STATE OF FLORIDA

OFFICE OF THE AUDITOR GENERAL

CHARLES L. LESTER. CPA. - June 20, 1995 TELEPHONE:
AUDITOR GENERAL 904/488-5534
S/C 278-5534

Mr. J. Eric Nicely, Practice Fellow -
Auditing Standards Division, File 4289
AICPA

1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Nicely:

I am responding to the Exposure Draft of the Proposed Statement on Auditing Standards and
Statement on Standards For Attestation Engagements, Amendments to Statements oh Auditing
Standards and Statements on Standards For Attestation Engagements To Incorporate the Internal
Control - Integrated Framework Report, dated February 23, 1995 (ED).

Overall, I support the ED in its intent to incorporate the COSO Report. The inclusion of
"entity's risk assessment" as a separate component of the entity's internal control structure is an
important change and reinforces the issue that the time has come to require entities' management to
document, evaluate, and report on their significant internal control structure objectives and components.
However, as it stands now, this requirement would be auditor driven. Therefore, this requirement
should be promulgated through normal channels that provide for due process on-behalf of the affected
entities. Other parties, perhaps FASB and GASB, should address the importance of management's
primary role in the internal control structure.

The ED, in paragraph 6, defines an entity's internal control to include the categories: (a)
reliability of financial reporting, (b) compliance with applicable laws and regulations, and (c)
effectiveness and efficiency of operations. However, the ED, in paragraphs 9 through 11, 13, 15, 17,
29, 31, and 32, appears to limit the auditors' responsibilities in a financial statement audit to only the
category of reliability of financial reporting. If applicable, I suggest that the ED include additional
explanations for the conditions that should require the auditor to include the other categories, especially

111 WEST MADISON STREET e POST OFFICE BOX 1735 e TALLAHASSEE, FLORIDA 32302

20



Mr. Nicely
June 20, 1995
Page 2

the compliance, category, as part of a financial statement audit (i.e., audits performed under SAS No.

74, Compliance Auditing Considerations In Audits Of Governmental Entities And Recipients of
Governmental Financial Assistance). Perhaps.compliance with applicable laws and regulations should

be identified as an additional management assertion.

I have included other comments relating to certain matters as shown on Attachment A. I
appreciate the opportunity to respond to the ED.

Sincerely,

Charles L. Lester

CLL/sd

Attachment



ATTACHMENT - A
STATE OF FLORIDA
OFFICE OF THE AUDITOR GENERAL
COMMENTS ON THE ED FOR AMENDMENTS TO SAS

TO INCORPORATE THE INTERNAL CONTROL - INTEGRATED FRAMEWORK REPORT

FEBRUARY 23, 1995

SAS No. 55, Paragraph 15, should include additional information to further explain the
differences between the entity's risk assessment and the auditor's risk assessment.

The documentation of management's risk assessment may be nonexistent or very limited.
Some of the risk assessment factors are similar to GASB's Service Efforts and
Accomplishments guidance (i.e., what are the objectives and how should they be measured or
evaluated, etc.). Other factors in management's risk assessments involve the operating style and
thoughts of mid and top management which is seldom documented. What is the degree of
importance that the auditing community should emphasize regarding: documentation of
management's risk assessments? For example, would it be acceptable if management can
adequately describe the undocumented system and there have been no identified significant
failures? -

SAS No. 55, Paragraph 12 and Appendix A, Paragraph 3, include two new control environment
factors consisting of (1) Integrity and ethical values, and (2) Commitment to competence.
Normally, auditors may not accept clients, or would resign from an engagement if there were
concerns about the client's integrity. However, in some cases, the auditor may be engaged by
someone other than the audited entity to perform an audit for which management's integrity may

not be acceptable and the auditor will be required to document these factors in the audit working

papers. I am concerned that such documentation will require the inclusion the auditor's personal
opinions and judgements relevant to the individual personal character of relevant auditee staff.
Although the auditor's working papers are usually confidential, there are situations whereas
these working papers may be obtained and reviewed by other than the audit staff. Accordingly,
the ED should provide specific guidance relating to how such sensitive and confidential
information should be documented and assessed in the working papers, or perhaps it should not
be included at all.

SAS No. 55, Paragraph 2, the last sentence should be revised as, "In all audits, the auditor
should obtain a sufficient understanding of each of the internal control structure components
to plan the audit by performing procedures to understand their design and the extent placed in
operation relating to the internal control structure objectives and relevant to audit planning."
The terminology, as presented in the ED, appears to limit the auditor's understanding to only
the component of control activities.

SAS No. 55, Paragraph 7, the last sentence includes the term "specific aspect." The term is
vague and another term (such as component factor, see paragraph 12), should be used to assist
in providing a clearer understanding. Also, should each components' individualized parts be
identified as “factors," in the ED the same as that used for the control environment component
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ATTACHMENT - A
STATE OF FLORIDA
OFFICE OF THE AUDITOR GENERAL
COMMENTS ON THE ED FOR AMENDMENTS TO SAS
TO INCORPORATE THE INTERNAL CONTROL - INTEGRATED FRAMEWORK REPORT
FEBRUARY 23, 1995

in paragraph 12? For example, the categories described under control procedures in paragraph
11 of the existing SAS were useful during the course of an audit.

SAS No. 55, Paragraphs 14 and 17, should these paragraphs be made consistent in terminology
as to identifying the parts or elements of financial reporting (identify, assemble, analyze,
classify, record, process, summarize, and report)?.

SAS No. 55, Paragraph 17, to clarify the last sentence, delete the term "entity's activities" and
add the term "entity's operations."

Throughout the ED, terms (such as internal control structure policies and procedures, policies
and procedures, control procedures, internal controls, or controls ) are inconsistently used when
it appears that the term control activities should be used. The ED should be reviewed and
changed, as appropriate, to ensure that appropriate terminology is consistentlyused.
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June 21,1995

Mr. J. Eric Nicely

Practice Fellow

Auditing Standards Division

American Institute of Certified Public Accountants
New York, NY 10036-8775 _

SUBJECT: R nse to AICPA ure Draft, "Amendments to Statements

on Auditing Standards and Statements on Standards for Attestation
Engagements to Incorporate the Internal Control-Integrated

Framework Report" e #: 4289

Dear Mr. Nicely: ‘

The Management Accounting Practices (MAP) Committee of the Institute of
Management Accountants (IMA) appreciates the opportunity to comment on the
above Exposure Draft.

As we understand the Exposure Draft, it would revise the definition and description
of internal control by incorporating in audit and attestation standards the definition
and description contained in "Internal Control-Integrated Framework" published by
COSO. Accordingly, it updates the audit and attestation standards to provide
guidance to auditors in their evaluation of internal controls in audit and attestation
engagements.

We believe that the COSO internal control framework is becoming more widely
recognized and will be used by companies in evaluating their internal controls.
However, it is also our understanding that this auditing and attestation standard,
when finalized, would not require companies to adopt the COSO internal control
model. It merely establishes standards for auditors’ evaluation of internal control.

Based on the understanding of the Exposure Draft as we explained above, we
believe that incorporation of the COSO’s definition and description of internal
control into audit and attestation literature would be an important enhancement.

Frank C. Minter, Chairman
Management Accounting Practices Committee

10 Paragon Drive - Montvale, New Jersey 07645-1760 - (800) 638-4427, Ext. 215
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June 26, 1995

Mr. J. Eric Nicely

Practice Fellow, Auditing Standards Division—File 4289
American Institute of Certified Public Accountants (AICPA)
1211 Avenue of the Americas

New York, NY 10036-8775 » :
Dear Mr. Nicely:

On behalf of the Financial Management Standards Committee, we appreciate the opportunity to
comment on the Proposed Statement on Auditing Standards (SAS) and Statement on Standards
Jor Attestation Engagements—Amendments to Statements on Auditing Standards and Statements
on Standards for Attestation Engagements to Incorporate the Internal Control—Integrated
Framework Report exposure draft. We submit the following comments and recommendations for
consideration by the Auditing Standards Board (Board).

Effective Dates

In reviewing the exposure draft, we noted that the four proposed changes contained different
effective dates. The proposed change to Statement on Auditing Standards (SAS) No. 55 would
be effective for audits periods beginning on or after January 1, 1997, with earlier application
permissible; that for Statement on Standards for Attestation Engagements (SSAE) No. 2 would
be effective for an examination when management’s assertion is as of December 15, 1996, with
earlier application encouraged; and that for SAS Nos. 60 and 70 would be effective for audits for
periods beginning after January 1, 1997, with no mention of earlier application. If the Board
intends to issue an omnibus SAS and a separate SSAE, a common effective date would greatly
simplify the implementation process for the auditor or practitioner.

2200 Mount Vernon Avenue ® Alexandria, Virginia 22301  (703) 684-6931 * (800) AGA-7211 » FAX (703) 548-9367
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Mr. J. Eric Nicely
Page 2
June 26, 1995

Components of an Internal Control Structure

Paragraph 20 states, “Monitoring is a process that assesses the quality of the internal control
structure’s performance over time. It involves assessment by appropriate personnel of the design
and operation of controls on a suitably timely basis . . .” The phrase on a “suitably timely basis”
needs to be defined more quantitatively. This same comment applies to paragraph 16 under
Monitoring.

Management’s Definition of Internal Control Structure
The proposed change to SSAE No. 2 would revise paragraph 12 to read:

The components that constitute an entity’s internal control structure are a function
of the definition of an internal control structure selected by management. For
example, management may select the definition of an internal control structure
based on the internal control framework set forth in Internal Control—Integrated
Framework, published by the Committee of Sponsoring Organizations of the
Treadway Commission. Internal Control—Integrated Framework and SAS No.
S5 describe an entity’s internal control structure as consisting of five
components—control environment, risk assessment, control activities, information
and communication, and monitoring. If management selects another definition of
an internal control structure, this list of components may not be relevant.

Because the Board has stated that it believes the COSO report is rapidly becoming a widely
accepted internal control framework and its acceptance and use will continue to grow, we believe
SSAE No. 2 should, at least subtly, encourage the practitioner to recommend that management
select the definition of an internal control structure based on the COSO report. At a minimum,
we suggest the Board revise and expand the last two sentences of paragraph 12 into three
sentences stating,

This report is becoming a widely accepted framework for sound internal control
among US organizations and its acceptance and use will continue to grow.
Internal Control—Integrated Framework and SAS No. 55 describe an entity’s
internal control structure as consisting of five components—con;rol environment,
risk assessment, control activities, information and communication, and
monitoring. However, if management selects another definition of an internal
control structure, this list of components may not be relevant.
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Mr. J. Eric Nicely
Page 3
June 26, 1995

Grammar and Terminology

In our review of the exposure draft, we noticed several grammatical errors or inconsistencies in
terminology.

e The proposed change to paragraph 2 of SAS No. 55 deletes “the” before “control
environment”; however, the proposed change to paragraph 2 of SAS No. 60 does not.

o The first sentence in the proposed change to paragraph 4, appendix A, of SAS No. 55 begins,
“While every entity should embrace the control environment factors discussed in paragraphs 3
through 9, . . .” Control environment factors are only discussed in paragraph 3 of appendix A,
risk assessment and control activities are discussed in paragraphs 4 through 9.

e Unlike footnote references in other AICPA original pronouncements and the Codification of
Statements on Auditing Standards, certain footnotes in the exposure draft are not numbered.
To ensure that the final statements are correct and consistent with other pronouncements and
standards, the AICPA Auditing Standards Division’s technical staff should review the
grammar and terminology of the statements. ’

e The third sentence in the proposed change to paragraph 2 of SAS No. 60 states, “Specifically,
these are matters coming to the auditor’s attention that, in his judgment, should be
communicated to the audit committee . . .” To keep with the precedence set in the revisions
to SAS No. 55, “his” should be changed to “his or her.”

We do not think the glossary of terms (appendix B) and the flowchart (appendix C) should have
been removed from the proposed exposure draft. They provided a framework for quick reference
and easier comprehension of the auditor’s and/or practitioner’s responsibility for obtaining an
understanding of the internal control structure. We strongly recommend that these appendices be
revised as applicable and retained in the final statement or included in the revised audit guide,
Consideration of the Internal Control Structure in a Financial Statement Audit, and referenced
there.

We appreciate the opportunity to comment on the exposure draft. If you have any questions,
please contact me or Dianne Mitchell of my staff.

AAH/dkm/fwe
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I /\ William G. Bishop IIT, CIA
A The Institute of Internal Auditors President
249 Maitland Avenue
Altamonte Springs, Florida 32701-4201
(407) 830-7600 Ext. 288
FAX (407) 831-5171
June 28, 1995
J. Eric Nicely
Practice Fellow
Auditing Standards Division - File 4289 and File 2121
AICPA - )
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Nicely:

The Institute of Internal Auditors (IIA) submits the following comments regarding the AICPA
Auditing Standards Board’s (ASB) Exposure Drafts (EDs) on the “Amendments to Statements on
Auditing Standards (SAS) and Statements on Standards for Attestation Engagements (SSAE) 1o
Incorporate the Internal Control-Integrated Framework Report” and “Omnibus Statement on
Auditing Standards and Statement on Standards for Attestation Engagements-1995".

The ITA recognizes that the AICPA ASB members did not include the broader definition of the
internal control structure described in the Committee of Sponsoring Organizations (COSO) Internal
Control—Integrated Framework Report because the primary focus of the EDs was on reliability of
financial statement auditing procedures and reporting. However, The ITA believes that the definition of
internal control should include references to the safeguarding of assets which is contained in the COSO
Report Addendum to “Reporting to External Parties”. In that regard, The IIA makes the following
recommendations to further improve the guidance on performing audits consistent with the framework
contained in the COSO Report:

SAS No. 55, Consideration of the Internal Control Structure in a Financial Statement Audit.
Add to Paragraph 6, Page 10: “... and (d) safeguarding of assets.”
Add to Appendix A: Monitoring, a footnote at the end of Paragraph 18, Page 21,
which states: “SAS No. 65, The Auditor’s Consideration of the Internal Audit Function in an
Audit of Financial Statements”, provides guidance about factors that affect the auditor’s

consideration of the work of internal auditors in an audit.”

SSAE No. 2, Reporting on an Entity's Internal Control Structure Over Financial Reporting.

Add Back to Footnote 3 to Paragraph 1, Page 22: “..(for examplé, controls over
safeguarding of assets or...regulations) should...financial reporting.”
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Mr. J. Eric Nicely
June 28, 1995
Page Two

SAS No. 70, Reports on the Processing of Transactions by Service Organizations.

Add to Paragraph 26, Page 24, and Paragraph 42, Page 25 at the end of the control
environment sentence: “Control envu'onment may include...and responsibility, including safeguarding
of assets.” -

SAS No. 60, Communication of Internal Control Structure Related Matters Noted in an
Audit.

Add to Paragraph 4, Page 26: “However, the auditor may ...of the internal control
structure, including the safeguarding of assets.”

Thank you for this opportunity to respond.
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June 28, 19985 Curtis C. Verschoort
Ledger and Quiil Alumni
Rescarch Professor
School of Accountancy
1 Bast Juckson Boulevord
Chicago, Illinvis 60604-2267
$12/362-6903

Mrr. Eric J. Nicely, Practice Fellow Tnlrnet svancho@upon depasl.edu

Auditing Standards Division

AICPA ' N . By fax 212 596-6213

1211 Avenue of Americas ’ )

New York, NY 10036-8775
Dear Eric:
| have the following comments in addition to the minor corrections | gave you in person.

In general, the ED is deficient on a macro levelfor several reasons:

1. SAS No. 55 should be reviewed in its entirety and revised substantively. In the
more than 7 years since SAS No. 55 was and issued, there are strong indications
within both the CPA profession and academia, that SAS 55 has not achieved its goal of
requiring practitioners to utilize a substantially increased level of understanding of a
broader spectrum of internal controls. The subject matter of this pronouncement is
critically important to the successful completion of each and every audit engagement.
The original issuance of SAS No. 55 was clouded by the greatest expression of dissent
in ASB history. Therefore, its content should not be reissued unchanged without being
challenged and thus be reaffirmed, without full consideration of possible improvements -
that would make it more effective. To fail to communicate lessons to all auditors that
have been learned over 7 years of use is unwise and not in the public interest.

It is interesting to note that as early as 1992, Kinney and Felix presented research
conclusions that implementation of SAS No. 55 had had mixed success at best. They
also state that the variance in auditing practice has been increased by the issuance of
SAS No. 85, a very worrisome phenomenon. There appears to be considerable
support for the view that the contents of SAS No. 55 need a full analysis and complete
evaluation - a good overhaul. Commencement of that chore should not be postponed
any further.

2. The Electronics Project should be integrated Into this revision. A current

project on the ASB agenda involves the impact of recent developments in electronic

data processing on internal control. This issue should be dealt with promptly and

included in this revision of SAS No.55. The ASB should avoid "compartmentalized z
thinking" that avoids any consideration of issues that are relevant to the topic at hand

but "not within the stated mission of the task for%e} gwnﬁéalvwg é\SB would be able
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to better achieve its mission by adopting a concept of broadening rather than narrowing
its definition of task force mandates.

3. The objective of the revision has not been achlieved. The proposed minor
language changes contained in the ED do not “incorporate the COSO report to provide
timely and useful information” as stated in the SUMMARY of the ED. The thrust of the
COSO report is to broadly define the internal control structure of an organization as a
permeating process having a broad rather than a narrowly focused application.

Footnote 3 of the proposed change to SAS No. 80 correctly states that the internal
control structure "refers to the policies and procedures (actually the COSO term is
‘activities') established to provide assurance that specific entity objectives will be
achieved.” Yet the SAS No. 55 ED narrowly concerns itself with only the reliability of
financial reporting controls. It ignores mention of any controls relating to the
effectiveness and efficiency of operations including the safeguarding of assets and
compliance with applicable laws and regulations which are emphasized in the COSO
report and should be incorporated into auditing Jiterature in the new SAS No. 55.

4. The narrow focus adopted is Inconsistent with auditing pronouncements of
international bodies. Intemational counterparts of the AICPA have encouraged use of
a broader concept of internal control. The CICA's "Guidance on Criteria of Control"
sets out a broad understanding of control systems that “are not limited to procedures
aimed at ensuring the reliability of financial information and the safeguarding of the
organization's assets: they include all aspects and processes within the organization
that enable it to have reasonable assurance of achieving any given objective, whether
it relates to financial reporting, compliance with the law, or the efficiency and
effectiveness of operations." The ICAEW ancourages but does not require directors to
"extend the scope of their statement on internal control to cover their responsibility for
the wider aspects of internal control rather than just internal financial control." As you
know, Cadbury requires a public director statement on the effectiveness of internal
control, not just internal financial control.

The following comments deal with more specific points:

1. Para 6 of Proposed New SAS No. 858: Although this is the definition of internal
control in COSO, the ED curiously avoids describing it as such. This should be one of
the most important aspects of COSO that should be included in the ED.

2. Para 9 of Proposed New SAS No. 55: Misleadingly implies that the COSO internal
control objectives relating to compliance with laws and regulations and also economical
and efficient operations, including the safeguarding of assets, are not relevant to an
audit of financial statements. This cannot be true. Auditors need to understand their
client's existing controls over the safeguarding of assets in order to plan the-audit of
such assets. They need to understand their client's existing controls over the risks of
failure to comply with laws and regulations in order to plan their examination of
contingent liabilities.
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3. Para 18 If Appendix A to Proposed New SAS No. 55 should be revised to
"communicate information about strengths and weaknesses". Internal auditing is an
appraisal function within the organization that examines and evaluates activities, giving
reasonable assurance to senior management and the board as to whether the risk of
failure to achieve the objectives set by the organization is being held within tolerable
limits. The description of internal auditing contained in SAS No. §5 should conform to
the language contained in the professional standards issued by the Institute of Intemnal
Auditors. (5., Ezhibit T :

4. Para 12 of Proposed New SSAE No. 2 in the second sentence incorrectly states
that management may "select the definition of an intemal control structure." The
context dictates that the phrase be "selects a description of the components of an
internal control structure." The same comment applies to the last sentence.

5. Para 2 of Proposed New SAS No. 80 defines reportable conditions in the internal
control structure very narrowly (aithough not using the terminology of COSO) in spite of
the fact that footnote 3 to this document defines internal controls broadly. It is
inconceivable that an auditor should have no responsibility to advise audit committees
that they have become aware of internal control deficiencies relating to the COSO
objectives of compliance with applicable laws and regulations and of uneconomical or
inefficient operations, including inadequate safeguarding of assets. The fact that
conflicting statements describing additional auditor responsibilities are contained
elsewhere in another SAS (although not referred to here) is not an acceptable solution.
All major auditor considerations relating to the internal control structure should be set
forth in one place.

As previously mentioned in person, | suggest:
- using "components", a COSO term, instead of "policies and procedures"
in paras 9 and 10
- adding "effective” before internal control structure in para 19, first
sentence;
- substituting "when information is received from" instead of "by relations
with" in para 20, last sentence;

In summary, | view the Exposure Draft as unacceptably flawed in its present form, and
recommend it be substantially revised.

Thank you for considering these comments.
Yours very truly,

" Curtis C. Verschoor
Ledger & Quill Alumni Research Professor
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Introduction

Introduction

Internal auditing is an independent appraisal function es-
tablished within an organization to examine and evaluate its
activities as a service to the organization. The objective of
internal auditing is to assist members of the organization in
the effective discharge of their responsibilities. To this end,
internal auditing furnishes them with analyses, appraisals,
recommendations, counsel, and information concerning the
activities reviewed. The audit objective includes promoting
effective control at reasonable cost.

The members of the organization assisted by internal
auditinginclude those in management and theboard. Internal
auditors owe a responsibility to both, providing them with
information about the adequacy and effectiveness of the

organization’s system of internal control and the quality of -

performance. Theinformation furnished to each may differin
format and detail, depending upon the requirements and
requests of management and the board. |

The internal auditing department is an integral part of the
organization and functions under the policies established by
seniormanagement and the board. The statement of purpose,
authority, and responsibility (charter) for the internal auditing
department, approved by senior management and accepted by
the board, should be consistent with these Standards for the
Professional Practice of Internal Auditing.

The charter should make clear the purposes of the internal
auditing department, specify the unrestricted scope of its
work, and declare that auditors are to have no authority or
responsibility for the activities they audit.

Throughout the world internal auditing is performed in
diverse environments and within organizations which vary in
purpose, size, andstructure. Inaddition, the lawsand customs
within various countries differ from one another. These
differences may affect the practice of internal auditing in each

—_]
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American Institute of Certified Public Accountants
J. Eric Nicely, Practice Fellow
Auditing Standards Division, File 4289
1211.Avenug of the Americas

_ -'.‘.;,New York New Yor=k 10036»8775

We appremate this opportunity to comment on the exposure draft of Propdsed Statement on
Auditing Standards and Statement on Standards for Attestation Engagements: Amendments
to Statements on Auditing Standards and Statements on. Standards for Attestation
Engagements to Incorporate the Internal Control—Integrated Framework Report.

We support this amendment to incorporate the COSO report into the professional standards.
It is our hope that the COSO report will be adapted to provide a framework for organizations
(particularly government organizations and other organizations that receive government
funds) to use when reporting to external parties on their internal controls-over financial
‘reporting, safeguarding of assets, and compliance with laws and regulations. We believe
that such reporting is appropriate and necessary The same criteria‘that.ofganizational °
management uses to establish internal controls and to provide assertions on 1hem can then
be used-by the audltor to evaluate and report on those controls. :

While the COSO report is being incorporated into the authoritative Ilterature we would like to
offer the suggestion that the description of internal control as a “structure” be dropped. The
term “structure” implies a permanent, solid thing. COSO more appropriately defines intemnal
control as a “process.” Process signifies action, and action is necessary to establish
effective control. Internal controi is, in reality, a fiuid, changing series of activities in
response to constantly changing events and circumstances. An entity has an organizational
structure that remains the same regardless of who is occupying certain positions. An entity
has an internal control process that becomes more or less effective depending on who is
occupying certain positions

Other than this suggestion,:we support the proposed changes to SASs and SSAEs Please
call me at (606) 226-9682 if you have any questions.

Sincerely,

Lucinda V. Upton

2431 Highway 1016 ~ PO.Box 547  Berea, Kentucky 40403 Phone/Fax (606) 986-7987
431 South Broadway Suite 321 Lexington, Kentucky 40508 Phone/Fax (606) 226-9682
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1251 Ave of the Americas  |telephone (212)536-2000
New York, NY 10020-1157

Coopers & Lybrand L.L.P.

COO ers facsimile (212) 536-3500
&I_y I and ' (212) 536-3035

a professional services firm

June 28, 1995

Mr. J. Eric Nicely

Practice Fellow, Auditing Standards Division

File 4289

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Nicely:

We are pleased to submit this letter in support of the issuance of the proposed Statement on
Auditing Standards and Statement on Standards for Attestation Engagements, Amendments to
Statements on Auditing Standards and Statements on Standards for Attestation Engagements to
Incorporate the /nternal Control -- Integrated Framework Report.

Within the context of overall support for the amendments, we have the following suggestions for
improvement in the Statements:

Proposed Change to SAS No. 55

The intention of SAS No. 55 is to describe those aspects of the internal control structure that may
be applicable to a financial statement audit. It is not the intention of SAS No. 55 to describe
those attributes of the internal control structure that make it effective. The control risk
assessment process contained in SAS No. 55 leads the auditor to identify those aspects of the
internal control structure that enable the auditor to reduce the assessed level of control risk. In
most instances, the proposed amendment strikes the right tone in describing, in a neutral fashion,
aspects of the internal control structure. However, there are certain examples in which an
evaluative tone has been taken, and we suggest that these be changed.

For example, the fourth sentence of paragraph 21 contains a specific point that relates to the
effectiveness of the control environment in small and midsized entities. We suggest the sentence
be revised to read, "Similarly, smaller entities might not have independent or outside members on
their boards of directors." Also, we suggest that the second sentence of paragraph 21 be revised
to read, "For example, smaller entities with active management involvement may not have
extensive accounting procedures, ..."; this same change should be made in paragraph 15 of
Appendix A. Along the same lines, we suggest modifying the second sentence of paragraph 3 of
Appendix A to read, "Factors that affect the assessment of ...", and deleting the last sentence of
paragraph 4 of Appendix A.

In addition, the reference in paragraph 4 of Appendix A to SAS No. 55 to "paragraphs 3 through
9" should be changed to "paragraph 3."
Coopers & Lybrand L.L.P., a registered limited liability partnership, is a member firm of Coopers & Lybrand (International).
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Proposed Change to SSAE No. 2

The example of a definition of a internal control structure in the second sentence of paragraph 12
has been changed from the one described in SAS No. 55 to the internal control framework set
forth in the COSO report, which is an appropriate change. However, the third sentence has a
reference to SAS No. 55 which is unnecessary and possibly confusing. Footnote # to the second
sentence provides the necessary connection to SAS No. 55. We suggest deleting the reference to
SAS No. 55 in the third sentence of paragraph 12.

* k k k * ¥

Please contact James S. Gerson at (212) 536-2243 if you have any questions.

Very truly yours,

Cm@M*i]M L.L.P.

Coopers & Lybrand L.L.P., a registered limited liability partnership, is a member firm of Coopers & Lybrand (International).
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Deloitte &

Touche LLP

/\ Ten Westport Road Telephone: (203) 761-3000
- P.O. Box 820 ITT Telex: 66262
Wilton, Connecticut 06897-0820  Facsimile: (203) 834-2200

July 3, 1995

J. Eric Nicely

Practice Fellow

Auditing Standards Division

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Nicely:
Re: File No. 4289

We are pleased to comment on the Proposed Statement on Auditing Standards and Statement
on Standards for Attestation Engagements, Amendments to Statements on Auditing Standards
and Statements on Standards for Attestation Engagements to Incorporate the “Internal
Control - Integrated Framework” Report (the “proposed amendments™). We support the
issuance of the proposed amendments; however, we do offer the following recommendations
and other comments for consideration.

PROPOSED CHANGES TO SAS NO. 55

Paragraph 12

As most of the bullets to paragraph 12 list factors with characteristics, we recommend that the
third bullet be revised to read, “Board of directors or audit committee participation.”

Paragraph 20

We believe that the last sentence of paragraph 20 is not completely accurate: “Monitoring
activities also occur by relations with external parties such as customer complaints about
charges and regulators commenting about the entity’s internal control structure.” A customer
may make a complaint about charges and get their account corrected without any follow-up by
the company; accordingly, no monitoring activity has occurred. As discussed in Internal
Control - Integrated Framework (the “COSO report”), customer complaints and
communications from regulators provide sources of information that may indicate problems or
highlight areas in need of improvement; and therefor, can result in the performance of
monitoring activities.

Deloitte Touche
Tohmatsu
International
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J. Eric Nicely
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Paragraph 33 (AU 319.23)

As this paragraph is not included in the exposure draft, it is unclear whether the first sentence
of the paragraph will be revised consistent with paragraph 25 in the exposure draft (i.e.,
“knowledge of the design of the relevant internal control structure policies; and procedures;
and-records pertaining to . . . .”)..

Paragraphs 68-69 (AU 319.58-.59)

The last two sentences of AU 319.58 and the first sentence of AU 319.59, which talk about
evaluating the effectiveness of the control environment, appear to require further revision to
incorporate the concepts of the internal control structure components as defined in the COSO
report and as incorporated in the proposed amendments. The COSO report describes the
control environment as providing “an atmosphere in which people conduct their activities and
carry our their control responsibilities” and that “an evaluator should consider each control
environment factor in determining whether a positive control environment exists” (emphasis
added). The “tone at the top” may be to achieve the company’s targeted results “no matter
what it takes™ and to assign few control responsibilities; if everyone follows the tone and
performs the minimal assigned control functions, the control environment may be evaluated as
effective but with negative results. Accordingly, the auditor should be directed towards
modifying tests based on the absence of a positive control environment.

PROPOSED CHANGE TO SSAE NO. 2

Paragraph 12

We recommend that the last sentence read as follows: “If management selects another
definition of an internal control structure, these five components may not be relevant.”

Paragraph 22

We believe that this paragraph should be revised to incorporate only the relevant internal
control structure policies and procedures; for example, in reporting on an entity’s internal
control structure over financial reporting , the practitioner would not necessarily consider
certain operational controls to be relevant. Accordingly, we recommend that paragraph 22 be
revised to read as follows:

To evaluate the design of an entity’s internal control structure, the practitioner should
obtain an understanding of the relevant internal control structure policies and procedures
within each component of the internal control structure.

H1



July 3, 1995
J. Eric Nicely
Page 3

PROPOSED CHANGE TO SAS NO. 70

Paragraph 7

We recommend that the second sentence of paragraph 7 be revised, to be consistent with the
proposed changes to AU 319, as follows:

This understanding would include knowledge about the design of relevant internal control
structure policies; and procedures, and-records and whether they have been placed in
operation by the entity.

* % ¥ % % % ¥ ¥ %

Please contact John A. Fogarty [(203) 761-3227] if you have any questions or if there is any
other way in which we might be helpful.

Sincerely,

Do M BesTovcta LLP
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STATE AUDITOR OF MISSOURI

JEFFERSON CITY, MISSOURI 65102

MARGARET KELLY, GPA

STATE AUDITOR July 3, 1995 (3i14) 751-4824

Mr. J. Eric Nicely

Practice Fellow

American Institute of Certified

Public Accountants

Auditing Standards Division, File 4289
1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Nicely:

Enclosed are our comments on the proposed Statement titled Amendments to
Statements on Auditing Standards and Statements on Standards for Attesiation
Engagements to Incorporate the Internal Control--Integrated Framework Report.

If you have any questions regarding our comments, please contact Myrana
Gibler, Audit Manager, of my office at (314)751-4213.

Sincerely,
Margaret Kelly, CPA

State Auditor

Enclosures
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COMMENTS - AMENDMENTS TO STATEMENTS ON
AUDITING STANDARDS AND STATEMENTS ON STANDARDS FOR
ATTESTATION ENGAGEMENTS TO INCORPORATE THE
INTERNAL CONTROL-INTEGRATED FRAMEWORK REPORT

The Office of Missouri State Auditor appreciates the opportunity to comment on
the proposed Statement.

Proposed Changes to SAS No. 55, Consideration of the Internal Control Structure in
a Financial Statement Audit

General Comments

On page 9 the explanation for the changes states, “The Auditing Standards Board
(ASB) believes the COSO report is rapidly becoming a widely accepted framework for
sound internal control among U.S. organizations and its acceptance and use will continue
to grow. Therefore, the ASB believes it is appropriate to revise SAS No. 55 to
incorporate the COSO report to provide timely and useful guidance to auditors.”
However, as a state audit organization, we do not support the proposed changes to SAS
No. 55.

Among the entities that we audit (state and certain local governments), the
COSO report is not widely known or accepted as a sound framework for internal control;
we doubt whether most of these entities have even heard of the report. Many
government officials that we deal with, particularly those of small, local governments,
have little or no understanding of internal control concepts. Therefore, the number of
parts in the internal control structure and the names assigned to them are meaningless
to such officials.

For us as auditors, the proposed changes to SAS No. 55 seem to be a potentially
costly matter of form over substance. The basic definition of internal control and the
process for considering the internal control structure in a financial statement audit will
not change. However, replacing the SAS No. 55 elements of the control structure with
the COSO report components will require us to make time-consuming and costly changes
to our office audit manuals and training packages. Considering the pervasiveness of
internal control discussions throughout AICPA literature and other published guidance,
these types of changes would appear to be costly for the profession as a whole.

We also do not expect the SAS No. 55 changes to result in our auditors having
an improved understanding of the internal control structure or its consideration in an
audit. Instead, the terminology changes within the control structure will likely be
confusing, at least in the short-term, especially since there seems to be some overlap
among the control environment factors or control structure components discussed in

4
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appendix A. For example, under paragraph 3 on the control environment (pages 17 and
18):

1. Integrity and ethical values are discussed as a separate factor; however, the
bullets for assignment of authority and responsibility and human resources
policies and practices include related references (“policies relating to appropriate
business practices” in the former bullet and “evidence of integrity and ethical
behavior” in the latter bullet).

2. Commitment to competence is discussed as a separate factor; however, the
bullets for assignment of authority and responsibility and human resources
policies and practices mention related concepts (e.g., “knowledge and experience
of key personnel” in the former bullet and “commitment to competent and
trustworthy people” in the latter bullet).

3. The bullet for assignment of authority and responsibility states that this factor
“includes policies and communications directed at ensuring that all personnel
understand the entity’s objectives, know how their individual actions interrelate
and contribute to those objectives, and recognize how and for what they will be
held accountable.” This information seems similar to paragraph 13’s discussion
of communication under the information and communication component (page 21).

Specific Comments

page 12, paragraph 16, second sentence - Because the construction “to address risks to
achieve the entity’s objectives” may be unclear, we suggest the sentence be revised to
state, “They help ensure that risks are addressed through appropriate actions and,
consequently, the entity’s objectives are achieved.”

page 13, paragraph 21, last sentence - Because the object of the pronoun “which” may
be unclear, we suggest the sentence be revised to state, “Conversely, when small or
midsized entities are involved in complex transactions or are subject to legal and
regulatory requirements also found in larger entities, a more formal means of ensuring
that internal control objectives are achieved may be required.”

page 16 - The note after paragraph 32 indicates that paragraphs 23 through 65 of SAS
No. 55, which will become paragraphs 33 through 75 in the revised Statement, are
unchanged except for conforming changes. However, during our review of the proposed
changes to SSAE No. 2, Reporting on an Entity’s Internal Control Structure Over
Financial Reporting, we noted that the reference to testing the design effectiveness of
control structure policies and procedures was deleted from paragraph 16 (page 23).
Since current AU Section 319.34 discusses tests of design effectiveness, we suggest the
AICPA consider whether that paragraph needs to be changed to reflect the change to

SSAE No. 2.
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page 17 - The note at the top of the page indicates that current appendices A through
D of SAS No. 55 will be deleted. Since the revised Statement will continue to be a
rather long, complex document, we suggest that appendix D, the flowchart of the
auditor’s consideration of the internal control structure, be updated and retained.

page 17, paragraph 3 - Management’s Philosophy and Operating Style

1. We suggest the word “conscientiousness” in the fifth line be elaborated on
(similar to the phrases preceding and following it). For example, if the word is
intended to refer to management’s emphasis on care and precision in financial
reporting, that idea should be clearly stated.

2. The phrase “accounting functions” in the last line could be deleted since
paragraphs 11 and 12 (page 20) indicate those functions are part of information
processing.

page 18, paragraph 4, last sentence - Because the object of the pronoun “This” may be
unclear, we suggest the sentence be revised to state, “In addition, although smaller
entities might have no independent or outside members on their boards of directors,
their control environments may not be adversely affected.”

page 19, paragraph 6 - New or Revamped Information Systems - We suggest the word
“ineffective” be deleted in the second line, since significant or rapid changes in
information systems could change the risk in an effective internal control structure also.

page 19, paragraph 8 - Because the construction “to address risks to achieve the entity’s
objectives” may be unclear, we suggest the sentence be revised to state, “Control
activities are the policies and procedures that help ensure that risks are addressed
through appropriate actions and, consequently, the entity’s objectives are achieved.”

page 19, paragraph 9 - Information Processing - We suggest the last sentence be
restructured. Although we believe “completeness and accuracy” was intended to modify
only “transaction processing,” the phrase could be interpreted to modify “authorization”
and “validity” also. One possible revision is “These controls help ensure that
transactions are valid, properly authorized, and completely and accurately processed.”

Other Comments

We suggest the AICPA review the proposed Statement to determine whether
it can be made less repetitive--for example:

1. The components of the internal control structure are defined three times--in
paragraph 7 (page 10), in paragraphs 12 through 20 (pages 11 through 13), and
in appendix A (pages 17 through 21). As a minimum, we believe the definitions
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in paragraph 7 could be eliminated without significant impact on the reader
(similar to current AU Section 319.08, which identifies but does not define the
three elements of the internal control structure since the definitions appear later
in the section).

The second sentence of paragraph 15 could be deleted since paragraph 13 states
the purpose of the entity’s risk assessment (page 12).

Paragraph 21 (page 13) could be lixhited to the first sentence and a reference to
appendix A; we see no need to repeat examples between paragraph 21 and the
appendix.

In paragraph 3 of appendix A (page 17), the first two sentences regarding
integrity and ethical values state similar ideas; we believe either sentence would
be sufficient alone.

In addition, we have noted a number of suggested editorial revisions on the

enclosed draft to improve the consistency, conciseness, or accuracy of the document.
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SUMMARY

2. An entity's internal control structure, for—ptrposes—of-this—Statement; consists of three
etements five components: the control environment, risk assessment, the-eecounting-system:
control activities preeedures; information and communication, and monitoring. |n all audits, the
auditor should obtain a sufficient understanding of each of the three-elements five components to
plan the audit by performing procedures to understand the design of policies and procedures
relevant to audit planning and whether they have been placed in operation.

ELEMENTS COMPONENTS OF AN INTERNAL CONTROL STRUCTURE

6. Internal control ' is a process — effected by an entity’s board of directors, management, and
other personnel — designed to provide reasonable assurance regarding the achievement of objec-
tives in the following categories: (a) reliability of financial reporting, (b) compliance with applicable
laws and regulations, and (c) effectiveness and efficiency of operations.

8- 7. Fer-purpeses-ef-ansaudit-ef-financial-statements; An entity's internal control structure
consists of the three following elements five components:

® Fhe Control environment — The control environment sets the tone of an organization,
influencing the control consciousness of its people. It is the foundation for all other
components of the internal control structure, providing discipline and structure.

® Risk assessment — Risk assessment is the entity's identification and analysis of relevant
risks to achievement of its objectives, formmg a basis for determining how the risks
should be managed.

o—Fhe-accounting-system

e Control procedures activities — Control activities are the policies and procedures that help
ensure management directives are carried out.

® /nformation and communication — Information and communication are the identification,
capture, and exchange of information in a form and time frame that enable people to carry
out their responsibilities.

® Monitoring — Monitoring is a process that assesses the quality of the internal control
structure’s performance over time.

Dividing the internal control structure into these three—elements five components facilitates
discussion of its nature and how the auditor considers it in an audit. The auditor's primary
consideration, however, is whether an specific aspect of the internal control structure potiey-or
procedure affects financial statement assertions rather than its classification into any particular

eategory component. < Shortenad ] /

8. The five components of the internal control structure @re applicablejto every entity, but the)<
way the components are applied should be considered in the context of —

' In the remainder of this Statement, internal control is referred to as internal control structure.

10
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® The entity's size

® The entity’s organization and ownership characteristics

® The nature of the entity's business

® The diversity qnd complexity of the entity’s operations
® The entity’s methods of processing data

® Applicable legal and regulatory requirements
[Replace paragraph 6 with the following.]

9. Although an entity's internal control structure addresses objectives in each of the categories
referred to in paragraph 6, not all of these objectives and related internal control structure policies
and procedures are relevant to an audit of the entity's financial statements. Generally, the internal
control structure policies and procedures that are relevant to an audit pertain to the entity’s
objective of preparing financial statements for external purposes that are fairly presented in
conformity with generally accepted accounting principles or a comprehensive basis of accounting
other than generally accepted accounting principles.* Other objectives and policies and
procedures, however, may be relevant if they pertain to data the auditor uses to apply auditing
procedures. For example, internal control structure policies and procedures pertaining to
nonfinancial data that the auditor uses in analytical procedures, such as pr. i stlcs may
be relevant in an audit. 7205 woprd c.: not wreel < /J a+rca é
' MOL(J\.? o é /e cfxves 0F X

kb\a.( C 0~r\'6“o/)

7= 70. An entity generally| has interrmatcontrol structure policies and procedures that are not
(elevant to an audit and therefore need not
concerning the effectiveness]® and efficiency of certain management decision-making
processes, such as the appropriate price to charge for its products, or whether to make expendi-
tures for certain research and development or advertising activities, although important to the
entity, do not ordinarily relate to a financial statement audit.

11. Paragraphs 12 through 20 provide an overview of the five internal control structure
components as they relate to a financial statement audit. A more detailed discussion of these
components is provided in appendix A.

[Replace paragraphs 9 through 13 with the following.]
Control Environment
12. The control environment sets the tone of an organization, influencing the control
consciousness of its people. It is the foundation for all other components of the internal control/

structure, providing discipline and structure. Control.environment factors include:

e Integrity and ethical values

® Commitment to competence

' The term comprehensive basis of accounting other than generally accepted accounting principles is defined in

SAS No. 62, Special Reports (A/CPA, Professional Standards, vol. 7, AU sec. 623.04). Hereafter, reference to
generally accepted accounting principles in this Statement includes, where applicable, an other comprehensive
basis of accounting.

11

be considered. For example, policies and procedures .
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® Board of directors or audit committee

® Management's philosophy and operating style
® Organizational structure

® Assignment of authority and responsibility

® Human resource policies and practices

Risk Assessment

13. Risk assessment for financial reporting purposes is an entity's identification, analysis, and
management of risks relevant to the preparation of financial statements that are fairly presented
in conformity with generally accepted accounting principles.

14. An entity’'s risk assessment process should consider external and internal events and
circumstances that may occur and adversely affect its ability to record, process, summarize, and
report financial data consistent with the assertions of management in the financial statements.*
Risks can arise or change due to circumstances such as the following:

Changes in operating environment
New personnel

New or revamped information systems
Rapid growth

New technology

New lines, products, or activities

Corporate restructurings

Foreign operations

15. An entity's risk assessment differs from the auditor's assessment of audit risk in a financial
statement audit. The purpose of an entity's risk assessment is to identify, analyze, and manage
risks that affect entity objectives. In a financial statement audit, the auditor assesses inherent and
control risk to evaluate the likelihood that material misstatements exist in the financial statements.

Control Activities

16. Control activities are the policies and procedures that help ensure that management directives
are carried out. They help ensure that necessary actions are taken to address risks to achieve the
entity's objectives. Control activities have various objectives and are applied at various
organizational and functional levels. Generally, control activities that may be relevant to an audit
may be categorized as@nternal controls ﬁhat pertain to —
/\

® Performance reviews ¥
& / cecCeds an OL
C on s l‘Gu eS¢ ';.

0[;}- C onScey 7‘

® nformation processing

' These assertions are discussed in SAS No. 31, Evidential Matter (A/CPA, Professional Standards, vol. 17,
AU sec. 326).

12
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® Physical controls

® Segregation of duties
Information and Communication

17. The information system relevant to financial reporting objectives, which includes the
accounting system, consists of the methods and records established to identify, assemble, analyze,
classify, record, and report entity transactions (as well as events and conditions) and to maintain
accountability for the related assets and liabilities. The quality of system-generated information
affects management's ability to make appropnate decisions in managing and controlling the
entity’s activities.

18. Communication involves providing a clear understanding of individual roles and responsibilities
pertaining to the internal control structure over financial reporting.

: 9 e blsKeny an
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19. Establishing and maintaining an internal control structure an important management
responsibility. To provide reasonable assurance that-an entity's objectives will be achieved, the
internal control structure should be monitored by management to consider whether it is operating

as intended and that it is modified as appropriate for chanfes-m.cawo . “ “ gpe Nt
sSess

A r~ SOwctures
20. Monitoring is a process that assesses(the Guality Tetﬁ' ‘Iﬁtem?ﬂ controf struci‘ure?f's___’
5&

Monitoring

performance over time. It involves asses by appropriate persMe design and

Operation of EontrolSyon a suitably timely basis and taking necessary,actions. Monitoring can be
done through ongoing activities or separate evaluations. In many |entities, internal auditors o

personnel performing similar functions contribute to the monitosing of an entity’'s activities.
Monitoring activities also occur by relations with external partie§ such as customer complaints
about charges and regulators commenting about the entity's iternal control structure,

Can,.rco&" th.en{\;u;« a wordl

Application to Small and Midsized Entities as “Cornrecta or

S
“Lost ¢ ~e

21. Small and midsized entities may use less formal meanrmilﬁ%ﬁt internal control
objectives are achieved. For example, smaller entities with effective management involvement
may not need extensive accounting procedures, sophisticated accounting records, or formal control
procedures, such as a formal credit policy, information security policy, or competitive bidding
processes. Smaller entities might not have a written code of conduct but, instead, develop a
culture that emphasizes the importance of integrity and ethical behavior through oral communica-
tion and by management example. Similarly, smaller entities might not need an independent or
outside member on their boards of directors to have an effective control environment. Conversely,
small or midsized entities may be involved in complex transactions or may be subject to legal and
regulatory requirements also found in larger entities, which might require more formal means to
ensure that internal control objectives are achieved.

LIMITATIONS OF AN ENTITY'S INTERNAL CONTROL STRUCTURE

4= 22. An internal control structure should be designed and operated to provide reasonable
assurance that an entity’s objectives are achieved. The concept of reasonable assurance recog-
nizes that the cost of an entity's internal control structure should not exceed the benefits that are
expected to be derived. Although the cost-benefit relationship is a primary criterion that should
be considered in designing an internal control structure, the precise measurement of costs and

13
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benefits usually is not possible. Accordingly, management makes both quantitative and qualitative
estimates and judgments in evaluating the cost-benefit relationship.

4+5- 23. The potential effectiveness of an entity's internal control structure is subject to inherent
limitations. Mistakes in the application of internal control structure policies and procedures may
arise from such causes as misunderstanding of instructions, mistakes in judgment, and personal
carelessness, distraction, or fatigue. Furthermore, the potictes-and-preeedures control activities
that require segregation of duties can be circumvented by collusion among persons both within and
outside the entity and by management override of certain policies and procedures.

CONSIDERATION OF THE INTERN_AL CONTROL STRUCTURE IN PLANNING AN AUDIT

46- 24. The auditor should obtain a sufficient understanding of each of the three-elements five
components of the entity's internal control structure to plan the audit of the entity's financial
statements. The understanding should include knowledge about the design of relevant internal
control structure policies and procedures end-records and whether they have been placed in
operation by the entity. In planning the audit, such knowledge should be used to —

. . . : oS fes P
e |dentify types of potential misstatements. ‘%{fs /@(A»u& ayép«]

e Consider factors that affect the risk of material misstatement{ on s c-s2a.
o Design substantive tests. € was app (cedke

+7- 25. Whether an internal control structure policy or procedure has been placed in operation is
different from its operating effectiveness. In obtaining knowledge about whdthar policies or
procedures erreecords have been placed in operation, the auditor determines that the entity is using
them. Operating effectiveness, on the other hand, is concerned with how the pollcy or procedure
errecord was applied, the consistency with which it was applied, and by whom? For example, a
budgetary reporting system may provide adequate reports, but the reports may not be analyze
and acted on. This Statement does not require the auditor to obtain knowledge about operatin
effectiveness as part of the understanding of the internal control structure.

48- 26. The auditor's understanding of the internal control structure may sometimes raise doubts
about the auditability of an entity's financial statements. Concerns about the integrity of the
entity's management may be so serious as to cause the auditor to conclude that the risk of
management misrepresentations in the financial statements is such that an audit cannot be
conducted. Concerns about the nature and extent of an entity's records may cause the auditor
to conclude that it is unlikely that sufficient competent evidential matter will be available to
support an opinion on the financial statements.

I i nternal [ Structur:

49: 27. In making a judgment about the understanding of the internal control structure necessary
to plan the audit, the auditor considers the knowledge obtained from other sources about the types
of misstatements that could occur, the risk that such misstatements may occur, and the factors
that influence the design of substantive tests. Other sources of such knowledge include previous
audits and the understanding of the industry in which the entity operates. The auditor also
considers his or her assessment of inherent risk, his judgments about materiality, and the
complexity and sophistication of the entity's operations and systems, including whether the
method of controlling date information processing is based on manual procedures independent of
the computer or is highly dependent on computerized controls. As an entity's operations and

14
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systems become more complex and sophisticated, it may be necessary to devote more attention
to internal control structure components etements to obtain the understanding of them that is

necessary to desugn effectlve substantlve tests. Feﬁe*ample—when—eudfﬁﬁg—pee{-dtMeem-ef—a

Understanding of Control Environment

206- 28. The auditor should obtain sufficient knowledge of the control environment to understand
management's and the board of directors’ attitude, awareness, and actions concerning the control
environment. The auditor should concentrate on the substance of management's policies,
procedures, and related actions rather than their form because management may establish
appropnate pohcues and procedures but not act on them. For example, a—budgetefy-fepemng

Sfmﬂaﬁy- management may establlsh a formal code of conduct but act in a manner that condgne_L
violations of that code. Cons Lo Mf:z hos word For

. . ConsesCa C&“aj"‘;l’ér
Understanding of Risk Assessment coentr A es | 7 o /3 %

29. The auditor should obtain sufficient knowledge of the entity's risk assessment process to
understand how management
their significance, assesses the likelihood of their occurrence, and decides about actions to address
those risks.

Understanding of Control Activities Procedures

22- 30. Bees g :
eﬂvmment—end—eeeeunﬁﬂg-system- As the audltor obtams an understandmg of the other four
components (control environment end—eccounting—system, risk assessment, information and
communication, and monitoring), he or she is also likely to obtain knowledge about some control
activities procedures. For example, in obtaining an understanding of the documents, records, and
processing steps in the aceounting financial reporting information system that pertain to cash, the
auditor is likely to become aware of whether bank accounts are reconciled. The auditor should
consider the knowledge about the presence or absence of control activities preeedures obtained
from the understanding of the contrel-environment-and-acecounting—system other four internal
control structure components in determining whether it is necessary to devote additional attention
to obtaining an understanding of the control activities precedures to plan the audit. Ordinarily,
audit planning does not require an understanding of the control activities procedures related to
each account balance, transaction class, and disclosure component in the financial statements or

to every assertion relevant to them these-components.

Understanding of Aeceounting-System Information and Communication

2%+ 317. The auditor should obtain sufficient knowledge of the eseceunting—system information
system relevant to financial reporting to understand —

® The classes of transactions in the entity's operations that are significant to the financial
statements.

® How those transactions are initiated.
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[Note: Appendixes A, B, C, and D of SAS No. 55
will be deleted by this amendment and replaced with the following appendix.]
APPENDIX A: INTERNAL CONTROL STRUCTURE COMPONENTS
1.  This appendix discusses the five internal control structure components set forth in paragraph
7 and briefly described in paragraphs 12 through 20 as they relate to a financial statement audit.
CONTROL ENVIRONMENT
2. The control environment sets the tone of an organization, influencing the control

consciousness of its people. It is the foundation for all other components of the internal control
structure, providing discipline and structure. This word s

3. The control environment encompasses the following factors:

® Integrity and Ethical Values — The effectiveness of internal control structure policies and
procedures cannot rise above the integrity and ethical values of the people who
administer, and monitor them. Integrity and ethical values are essential elements of the
control environment, affecting the design, administration, and monitoring of other internal
control structure components. Integrity and ethical behavior are the product of the
entity’s ethical and behavioral standards, how they are communicated, and how they are
reinforced in practice. They include management's actions to remove or reduce incentives
and temptations that might prompt personnel to engage in dishonest, illegal, or unethical
acts. They also include the communication of entity values and behavioral standards to
personnel through policy statements and codes of conduct and by example.

® Commitment to Competence — Competence is the knowledge and skills necessary to
accomplish tasks that define the individual's job. Commitment to competence includes
management's consideration of the competence levels for particular jobs and how those
levels translate into requisite skills and knowledge.

® Board of Directors or Audit Committee — An entity's control consciousness is influenced
significantly by the entity's board of directors and audit committee. Factors that affect
the effectiveness of the board or audit committee include its independence from
management, experience and stature of its members, extent of its involvement and
scrutiny of activities, the appropriateness of its actions, the degree to which difficult
questions are raised and pursued with management, and its interaction with internal and
external auditors.

® Management's Philosophy and Operating Style — Management's philosophy and operating
style encompass a broad range of characteristics. Such characteristics may include the
following: management's approach to taking and monitoring business risks; manage-
ment’'s attitudes and actions toward financial reporting (conservative or aggressive
selection from available alternative accounting principles, conscientiousness, and
conservatism with which accounting estimates are developed); and management's
attitudes toward information processing, accounting functions,and personnel.

e® Organizational Structure — An entity's organizational structuge provides the framework
within which its activities for achieving entitywide objectiVes are planned, executed,
controlled, and monitored. Establishing a relevant organizgtional structure includes consid-
ering key areas of authority and responsibility and appropriate lines of reporting. An enti
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develops an organizational structure suited to its needs. The appropriateness of an
entity's organizational structure depends, in part, \on its size and the nature of its
activities.

\-

® Assignment of Authority and Responsibility — This €ontrol environmenD/factor includes
how authority and responsibility for operating activities are assigned and how reporting
relationships and authorization hierarchies are established. It also includes policies relating
to appropriate business practices, knowledge and experience of key personnel, and
resources provided for carrying out duties. In addition, it includes policies and
communications directed at ensuring that all personnel understand the entlty s objectlves,
know how their individual actions interrelate and contribute t

recognize how and for what they will be held account. T ac—y‘(— CUm mo- re las
cfem « Serces -

® Human Resource Policies and Practices — Human resource policies an tices relate t¢:><

hiring, orientation, training, evaluating, counseling, promoting, compensatingsand remedial
actions. For example, standards for hiring the most qualified individuals — with emphasi;
on educational background, prior work experience, past accomplishments, and evidence
of integrity and ethical behavior — demonstrate an entity's commitment to competent and
trustworthy people. Training policies that communicate prospective roles and
responsibilities and include practices such as training schools and seminars illustrate
expected levels of performance and behavior. Promotions driven by periodic performance
appraisals demonstrate the entity’s commitment to the advancement of qualified personnel
to higher levels of responsibility.

Application to Small and Midsized Entities

4. While every entity should embrace the control environment factors discussed in paragrap
rough 9, small and midsized entities may implement the control environment factors differently

than larger entities. For example, smaller entities might not have a written code of conduct but,
instead, develop a culture that emphasizes the importance of integrity and ethical behavior through

" oral communication and by management example. In addition, smaller entities might not have

N | independent or outside members on their boards of directors. This, however, may not affect the

entity's control environment adversely.

/GLOM
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RISK ASSESSMENT

5. Risk assessment for financial reporting purposes is an entity’s identification, analysis, and
management of risks relevant to the preparation of financial statements that are fairly presented
in conformity with generally accepted accounting principles.

6. An entity's risk assessment process should consider external and internal events and
circumstances that may occur and adversely affect its ability to record, process, summarize, and
report financial data consistent with the assertions of management in the financial statements.
Once risks are identified, management considers their significance, the likelihood of their
occurrence, and how they should be managed. Management may initiate plans, programs, or
actions to address specific risks or it may decide to accept a risk because of cost or other
considerations. Risks can arise or change due to circumstances such as the following:

® Changes in Operating Environment — Changes in the regulatory or operating environment
can result in changes in competitive pressures and significantly different risks.

® New Personnel — New personnel may have a different focus on or understanding of the
internal control structure.

18
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® New or Revamped Information Systems — Significant and rapid changes in information
systems can change the risk of an ineffective internal control structure.

® Rapid Growth — Significant and rapid expansion of operations can strain the internal
control structure and increase the risk of a breakdown in controls.

® New Technology — Incorporating new technologies into production processes or
©information systems may change the risk associated with the internal control structure.

® New Lines, Products, or Activities — Entering into business areas or transactions with
which an entity has little experience may render the internal control structure ineffective
and in need of modification.

® Corporate Restructurings — Restructurings may be accompanied by staff reductions and
changes in supervision and segregation of duties that may change the risk associated with
the internal control structure.

® Foreign Operations — The expansion or acquisition of foreign operations carries new and
‘often unique risks that may alter the effectiveness of the internal control structure.

Application to Small and Midsized Entities

7. The basic concepts of the_risk assessment process should be present in every entity,
regardless of size, but the risk assessment process is likely to be less formal and less structured
in small and midsized entities than in larger ones. All entities should have established financial
reporting objectives, but they may be recognized implicitly rather than explicitly in smaller entities.
Management can learn about risks related to these objectives through direct personal involvement
with employees and outside parties.

CONTROL ACTIVITIES

8. Control activities are the policies and procedures that help ensure that necessary actions are
taken to address risks to achieve the entity's objectives. Control activities have various objectives
and are applied at various organizational and functional levels.

9. Generally, control activitie 2 relevant to an audit may be categorized as (nternal
at pertain tg i
p [l
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® Performance Révie

versus budgets, forecasts, and prior perio
financial — to one another, together wil

consumer loan manager's review
approvals and collections.

reports by branch, region,and loan_type for loas
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® /nformation Processing — A variety of controls are performed to check accuracy, com-
pleteness, and authorization of transactions. The two broad groupings of information
systems control activities are general controls and application controls. General controls
commonly include controls over data center operations, system software acquisition and
maintenance, access security, and application system development and maintenance.
These controls apply to mainframe, minicomputer, and end-user environments. Applica-
tion controls apply to the processing of individual applications. These controls help to
ensure the completeness and accuracy of transaction processing, authorization, and
validity.
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Physical Controls — These activities encompass the physical security of-assets, including
adequate safeguards over access to assets and records( m&;
authorization for access to computer programs and data files; and periodic counting and
comparison with amounts shown on control records. The extent to which physical
controls intended to prevent theft of assets are relevant to the reliability of financial
statement preparation, and therefore the audit, depends on the circumstances. Normally,
these controls would not be relevant because any inventory losses would be detected
pursuant to periodic physical inspection and recorded in the financial statements.
However, if for financial reporting purposes management relies solely on perpetual
inventory records, the physical security controls would be relevant to the audit because
those controls would need to be effective to ensure reliable financial reporting.

Segregation of Duties — Assigning different people the responsibilities of authorizing
transactions, recording transactions, and maintaining custody of assets is intended to
reduce the opportunities to allow any person to be in a position to both perpetrate and
conceal errors or irregularities in the normal course of his or her duties.

Application to Small and Midsized Entities

710. The concepts underlying control activities in small or midsized organizations are likely to be
similar to those in larger entities, but the formality with which they operate varies. Further, smaller
entities may find that certain types of control activities are not relevant because of highly effective
controls applied by management. For example, management's retention of authority for approving
credit sales, significant purchases, and draw-downs on lines of credit can provide strong control
over those activities, lessening or removing the need for more detailed control activities. An
appropriate segregation of duties often appears to present difficulties in smaller organizations.
Even companies that have only a few employees, however, may be able to assign their
responsibilities to achieve appropriate segregation or, if that is not possible, to use management
oversight of the incompatible activities to achieve control objectives.

INFORMATION AND COMMUNICATION

11. The information system relevant to financial reporting objectives, which includes the
accounting system, consists of the methods and records established to identify, assemble, analyze,
classify, record, and report entity transactions (as well as events and conditions) and to maintain
accountability for the related assets and liabilities. The quality of system-generated information
affects management’s ability to make appropriate decisions in managing and controlling the

entity's activities. CShorlaied )

N

12. An effective information system appropriatg‘ conside establishing methods and

records that will —

R/

Describe on a timely basis the transactions in sufficient detail to permit proper
classification of transactions for financial reporting.

Identify and record all valid transactions.

Measure the value of transactions in a manner that permits recording their proper
monetary value in the financial statements.

Determine the time period in which transactions occurred to permit recording of
transactions in the proper accounting period.

Present properly the transactions and related disclosures in the financial statements.

20
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13. Communication involves providing a clear understanding of individual roles and responsibilities

pertaining to the internal control structure over financial reporting. It includes the extent to which
personnel understand how their activities in the financial reporting information system relate to the
work of others and the means of reporting exceptions to an appropriate higher level within the
entity. Open communication channels are essential to ensure that exceptions are reported and
acted on.

14. Communication takes such forms as policy manuals, accounting and financial reporting
manuals, and memoranda. Communication also can be made orally and through the actions of

management.
&/ s “L’J wonrd. ChﬁnM, o
be “activates 7

Application to Small and Midsized Entities

15. Information systems in small or pridsized organizations are likely to be less formal than in
larger organizations, but their role isfust as significant. Smaller entities with effective manage-
ment involvement may not need/extensive accounting procedures, sophisticated accounting
records, or formal control ﬁm such as a formal credit policy, information security policy,
or competitive bidding processes. Effective communication may be less formal and easier to
achieve in a small or midsized company than in a larger-enterprise due to the smaller organization’s
size and (its)fewer levels as well as(its/greater visibility and availabilit}.'
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716. Momtanng is a process that assesses/ the quality of the 'nternal ~control structure'’s
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done through ongoing activities or separate evaluations.
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17. Ongoing monitoring procedures are built into the normal recurring activitres
, Include regular management and supervisory activities. Managers of sales, purchasing, and
\6 production at divisional and corporate levels are in touch with operations and may question reports

Q that differ significantly from their knowledge of operations.

18. In many entities, internal auditors or personnel performing similar functions contribute to the
monitoring of an entity's activities. They regularly provide information about the functioning of

he internal control structure, focusing considerable attention on evaluating the design and
operation of internal control, They communicate information about weaknesses and recommen-

ations for improving the in al control structure. NecL
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19. Some monitoring activities are established an?‘&!rg sed ﬁl% side an entityythat ><
affect an entity's operations and practices. Customers implicitly cgrroborate billing data by paying
their invoices or complaining about their charges. In addition, reqgulators may communicate /L
with the entity concerning matters that affect the functioning of the internal contrql structure, for
example, communications concerning examinations b regulatory agencies.

é\ Ao Ce SSu MD
Application to Small and Midsized Entities € ~n 2( -

20. Ongoing monitoring activities of small and midsized entities are more likely to be informal and
are typically a by-product of the overall management of the entity’'s operations. Management'. s/<

close involvement in operations often w:ll ; Ignlf' icant variances from expectations and

inaccuracies in financial data. olcscl ou..
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PROPOSED CHANGE TO SSAE NO. 2,
REPORTING ON AN ENTITY'S INTERNAL CONTROL
STRUCTURE OVER FINANCIAL REPORTING

{Amends Statement on Standards for Attestation Engagements
No. 2, AICPA, Professional Standards, vol. 1, AT sec.
400.01, .12 through .16, .20, .26, and .27)

[Explanation)

This amendment conforms the description of elements of an entity's internal control structure to
the components of an internal control structure contained in amended SAS No. 55, Consideration
of the Internal Control Structure in a Financial Statement Audit (AICPA, Professional Standards,
vol. 1, AU sec. 319), and in Internal Control — Integrated Framework, published by the Committee
of Sponsoring Organizations of the Treadway Commission (the COSO report). New language is
shown in boldface italics. References hereinafter to SAS No. 55 refer to the proposed amendment
to SAS No. 55, pages 9 to 21 of this exposure draft. In addition, conforming changes will be
made to substitute the word components for elements. The amendment is effective for an
examination of management's assertion when the a ion i of December 15, 1996, or
thereafter. Early application is encouraged. The oo do "P_g_,-mc'sscféfb =y
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[Text of Proposed Change

[Footnote 3 to paragraph 1 would be amended as follows.]

3A practitioner engaged to provide assurances on management's assertion about the
effectiveness of an entity's internal control structure other than over financial reporting (for
example, eontre er-safeguarding-of-assets-othe an-theose-deseribed-inperagraph ;
ether operating controls or controls over compliance with laws and regulations) should refer to the
guidance in SSAE No. 1 (AICPA, Professional Standards, vol. 1, AT sec. 100, "Attestation
Standards”). In addition, the guidance in this Statement may be helpful in attestation engagements
to report on management's assertion about internal controls over other than financial reporting.

[Paragraph 12 would be amended as follows.]
ELEMENTS COMPONENTS OF AN ENTITY'S INTERNAL CONTROL STRUCTURE

12. The components etements that constitute an entity's internal control structure are a function
of the definition of an internal control structure selected by management. For example,
management may select the definition of an internal control structure eontained-n-SASNe—55;
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PROPOSED CHANGE TO SAS NO. 70,
REPORTS ON THE PROCESSING OF TRANSACTIONS
BY SERVICE ORGANIZATIONS

(Amends Statement on Auditing Standards
No. 70, AICPA, Professional Standards, vol. 1,
AU sec. 324.07, .26, and .42)

[Explanation]

This amendment is proposed to reflect the changes proposed in the amendment to SAS No. 55.
See pages 9 to 21 of this exposure draft. New language is shown in boldface italics. The

amendment is effective for audits of financial statements for periods beginning after January 1,
1997.

N .{Y_ 5\‘6‘0\ CAfU\“L
chtern a( Comtvo [Text of Proposed Change)

7. SAS No. 55, Consideration of the Internal Control Structure in a Financial Statement Audit

control structure to plan the audit. This understanding should include knowledge about the design
of relevantépolicies rocedures whether they have been placed in operation by
the entity. In plamfing the audit,; suc nowledge should b used -
aad— ‘Aanga o se moz o Yo gnen o
T& o
® Identify types of potential misstatementsy < °"“4"/"°”‘d “che
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® Consider factors that affect the risk of material misstatement.

® Design substantive tests.

26. After obtaining a description of the relevant policies and procedures, the service auditor
should determine whether the description provides sufficient information for user auditors to obtain
an understanding of those aspects of the service organization's policies and procedures that may
be relevant to a user organization's internal control structure. The description should contain a
discussion of the features of the service organization's policies and procedures that would have
an effect on a user organization's internal control structure. Such features are relevant when they
directly affect the service provided to the user organization. They may include features, activities,

or policies or procedures generally considered to be part of the control en vironn‘ﬁl‘g_ﬁd/A
assessment, control activities, information and communication, and monitoring.’c £Eontrol )‘JX
environment may include hiring practices and key areas of authority and responsibility. Risk
assessment may include the identification of risks associated with processing specific transactions.
Control activities may include policies and procedures over the modification of computer programs
and are ordinarily Hesigned to meet specific control objectives. The specific control objectives of) :
the service organization should be set forth in the service organization’s description of policies and
procedures. Information and communication may include ways in which user transactions are
mltlated and processed Monltormg may lnclude the mvolvement of internal audltars *hey—may
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should determine whethepthe description provides sufficient information for user auditors to obtain
an understanding of th€)aspects of the service organization's policies and procedures that may be
relevant to a user organization's internal control structure. The description should contain a
discussion of the features of the service organization's policies and procedures that would ha
an effect on a user organization's internal control structure. Such features are relevant when they
directly affect the service provided to the user organization. They may include features, activities, :
or policies or procedures generally considered to be part of the control environmg&_r’is,k/- -
assessment, control activities, information and communication, and monitoring. C Zontrol T
environment may include hiring practices and key areas of authority and responsibility. Risk ¥ i
assessment may include the identification of risks associated with processing specific transactions. 5 5 f
Control activities may include policies and procedures over the modification of computer programs h° ‘Z«‘(' :
and are ordinarily designed to meet specific control objectives. The specific control objectives o Fov“)“
the service organization should be set forth in the service organization’s description of policies an

procedures. Information and communication may include ways in which user transactions are
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PROPOSED CHANGE TO SAS NO. 60,
COMMUNICATION OF INTERNAL CONTROL
STRUCTURE RELATED MATTERS NOTED IN AN AUDIT

{Amends Statement on Auditing Standards
No. 60, AICPA, Professional Standards, vol. 1,
AU sec. 325.02 and .04)

[Explanation]

This amendment is proposed to reflect the changes proposed in the amendment to SAS No. 55.
See pages 9 to 21 of this exposure draft. New language is shown in boldface italics. The
amendment is effective for audits of financial statements for periods beginning after January 1,
1997.

or Aer

[Text of Proposed Change)

2. During the course of an audit, the auditor may become aware of matters relating to the
internal control structure that may be of interest to the audit committee. The matters that this
Statement requires for reporting to the audit committee are referred to as rg@portable conditions.
Specifically, these are matters coming to the auditor's attention that, in hisjudgment, should be
communicated to the audit committee because they represent significant deficiencies in the desig
or operation of the internal control structure, which could adversely affect the organization's ability
to record, process, summarize, and report financial data consistent with the assertions of
management in the financial statements.?2 Such deficiencies may involve aspects of the internal
control structure components etements of (a) the control environment, (b) risk assessment the
aceounting-system, or (c) control activities procedures, (d) information and communication, and
(e) monitoring. (See the Appendix for examples of reportable conditions.)

4. The auditor’'s objective in an audit of financial statements is to form an opinjon on the
entity's financial statements taken as a whole. The auditor is not obligated to search for
reportable conditions. However, the auditor may become aware of possible reportable .conditions
through consideration of the components elerments of the internal control structure,? application
of audit procedures to balances and transactions, or otherwise during the course of the audit. The
auditor's awareness of reportable conditions varies with each audit and is infiuenced by the nature
and extent of audit procedures and numerous other factors, such as an entity's size, its
complexity, and the nature and diversity of its business activities.

Vhece porofoua ha \
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2 The auditor should also consider matters coming to his@\ that relate to interim financial reporting outside
the entity in the communication contemplated by this Statement.

3 The internal control structure refers to the policies and procedures established to provide reasonable assuranc;
that specific entity objectives will be achieved. (See Statement on Auditing Standards (SAS) No. 55,
Consideration of the Internal Control Structure in a Financial Statement Audit, for additional key definitions.)
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i”ERNST& YOUNG LLP ® 2000 National City Center & Phone: 216 861 5000

1900 East 9th Street

Cleveland, Ohio 44114-3494
July 5, 1995 @

Mr. J. Eric Nicely, Practice Fellow

Auditing Standards Division, File 4289

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, New York 10036-8775

Amendments to Statements on Auditing Standards
and Statements on Standards for Attestation Engagements
to Incorporate the Internal Control—Integrated Framework Report

Dear Mr. Nicely:

Ernst & Young supports the efforts of the Auditing Standards Board to amend various sections of
the Statements on Auditing Standards and Statement on Standards for Attestation Engagements
No. 2, Reporting on an Entity’s Internal Control Structure Over Financial Reporting, as
contained in the exposure draft Proposed Statement on Auditing Standards and Statement on
Standards for Attestation Engagements, Amendments to Statements on Auditing Standards and
Statements on Standards for Attestation Engagements to Incorporate the “Internal Control—
Integrated Framework” Report. We believe that generally the exposure draft cffectively
incorporates into the AICPA Professional Standards the definition and description of “internal
control structure” that are contained in the report Internal Control—Integrated Framework,
published by The Committee of Sponsoring Organizations of the Treadway Commission
(COSO). However, we have the following comments that should be reflected in the final
document.

» Paragraph 20 and Appendix A paragraphs 16-19. The COSO report recognizes and states that
parties external to an entity, such as regulators, the independent auditors, customers, and
others transacting business with the entity, are not part of the entity’s internal control structure
but do assist management in fulfilling its responsibility to monitor internal control. We
endorse the COSO report’s remarks relating to the assistance external parties provide, and
believe that the exposure draft’s discussions of the internal control component of Monitoring
should be expanded to incorporate the concept that external auditors through their
performance of audit and extended audit services, such as when an entity engages them to
assist with the performance of internal audit activities or to extend their audit services when
the entity does not maintain an internal audit function, assist management in its monitoring
activities, as long as the external auditors do not assume management’s operational or
decision-making responsibilities. Accordingly, we recommend that paragraph 20 be revised to
read as follows:

“Monitoring is a process that assesses the quality of the internal control structure’s
performance over time. It involves assessment by appropriate personnel of the design and
operation of controls on a suitably timely basis, and taking necessary actions. The process
is accomplished through ongoing activities, separate evaluations, or a combination of the

G3
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two. In many entities, internal auditors, or personnel performing similar functions, perform
internal control evaluations as part of their regular duties or upon special requests of the
board of directors, senior management, or subsidiary or divisional executives. Similarly,
management may use the work of external auditors in considering the effectiveness of the
internal control structure. For example, independent auditors assist management in
fulfilling its responsibility to monitor internal control through their performance of audit
and extended audit services, such as when an entity engages them to assist with the
performance of internal audit activities or to extend their audit services when the entity
does not maintain an internal audit function, as long as the independent auditors do not
assume management’s operational or decision-making responsibilities. In addition to
external auditors, other external parties frequently provide important information on the
functioning of an entity’s internal control structure. These include customers, vendors, and
others doing business with the entity, and regulators. Reports from external sources (e.g.,
customer complaints and satisfaction surveys, regulatory reports) should be considered for
their internal control implications, and when appropriate, corrective actions should be
taken.”

We believe this recommendation is consistent with the analyses of the AICPA Ethics
Committee and the Public Oversight Board staff regarding the performance by external
auditors of extended audit services.

Conforming changes should be made to paragraphs 16 to 19 of Appendix A as follows:

Appendix A
Paragraph 16.  Change the last sentence to read:

“The process is accomplished through ongoing activities, separate
evaluations, or a combination of the two.”

Paragraph 18.  Change the first sentence to read:

“In many entities, internal auditors or personnel performing similar
functions perform internal control evaluations as part of their regular
duties or upon special requests of the board of directors, senior
management, or subsidiary or divisional executives.”

Add to the end of paragraph 18:

“Similarly, management may use the work of external auditors in
considering the effectiveness of the internal control structure. For
example, independent auditors assist management in fulfilling its
responsibility to monitor internal control through their performance of
audit and extended audit services, such as when an entity engages them
to assist with the performance of internal audit activities or to extend
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their audit services when the entity does not maintain an internal audit
function, as long as the independent auditors do not assume
management’s operational or decision-making responsibilities.”

Paragraph 19.  Replace the first two sentences with the following:

“In addition to external auditors, other external parties frequently
provide important information on the functioning of an entity’s internal
control structure. These include customers, vendors, and others doing
business with the entity, and regulators. Customers implicitly
corroborate billing data by paying their invoices or complaining about
their charges and provide other relevant information in response to
customer satisfaction surveys.”

Add to the end of paragraph 19:

“Reports from external sources should be considered for their internal
control implications, and when appropriate, corrective actions should be
taken.”

The appendix to this letter includes certain additional comments.

We would be pleased to discuss our comments and recommendations with members of the

Auditing Standards Board or its staff.

Sincerely,

éwm:t ¥ LLP
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Appendix
Page 1

Specific comments on the proposed statement are indicated below.

Reference

Paragraphs 13
and 15 and
Appendix A -
paragraph 5

Appendix A -
paragraph 4

Reference
Explanation

. . .
MWWWW veina Financial S \udi

We believe paragraph 15, which specifically addresses the difference between
an entity’s risk assessment for financial reporting purposes and the auditor’s
assessment of risk in a financial statement audit, is unnecessary, may lead to
confusion when contemplating the other four components of an entity’s
internal control structure, and should be deleted. Concerns regarding the
possible misinterpretation of the Risk Assessment component of the internal
control structure may be addressed by the following revision to paragraph 13,
including the addition of a footnote that would cross reference it to AU
Section 312, Audit Risk and Materiality in Conducting an Audit. A
conforming change to Appendix A - paragraph 5 (without the addition of the
footnote) should be made.

13. An entity’s risk assessment-for financial reporting purposes is its a#
entity~s-identification, analysis, and management of risks relevant to the
preparation of financial statements that are fairly presented in conformity
with generally accepted accounting principles*.

X AU Section 312, Audit Risk and Materiality in Conducting an Audis, provides guidance regarding the

auditor’s assessment of risk in a financial statement audit.

The language in the first sentence of this paragraph is misleading. Because all

the Control Environment factors discussed in the exposure draft are not

necessarily relevant to all entities (e.g., Board of Directors or Audit

Committee), it is not appropriate to say that, “every entity should embrace the

control environment factors discussed in paragraphs 3 through 9,” (emphasis

added). We belicve that the sentence should be amended as follows:

discussed-in-paragraphs-3-through-2;, Small and midsized entities may

implement the control environment factors differently than larger entities.

Since SAS No. 70, Reports on the Processing of Transactions by Service
Organizations, deals with service auditors’ reports as contrasted with financial
statement audits, and therefore originally was effective for service auditors’
reports dated after a specified date, we believe that the amendment similarly
should be effective for “service auditors’ reports dated after January 1, 1997,”
rather than for “audits of financial statements for periods beginning after
January 1, 1997.”
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599 Lexington Avenue Telaphone 212 909 5400 Telefax 212 909 5699
New York, NY 10022

July 7, 1995

Mr. J. Eric Nicely

Practice Fellow

Auditing Standards Division, File 4289

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, New York 10036-8775

Dear Mr. Nicely:

We are pleased to respond to the AICPA Auditing Standards Board’s request for comment on the
exposure draft: “Proposed Statement on Auditing Standards and Statement on Standards for
Attestation Engagements, Amendments to Statement on Auditing and to Statement on Standards
for Attestation Engagements to Incorporate the Internal Control Integrated Framework Report”
(the Proposed Statement). We support the issuance of the Proposed Statement, however, we
have certain comments and suggestions that we believe are needed to improve the Proposed
Statement (paragraph numbers refer to the renumbered paragraph numbers as if amended).

Broad Concern Relating to SASs and SSAEs

While we support the issuance of the Proposed Statement, and we understand that “conforming”
changes will be made throughout the SASs and SSAE:s to reflect consistent terminology, we are
left with a broad concern about how all thc SASs and SSAEs hold together. The SASs and
SSAEs appear to be an ever-growing patchwork quilt of standards resulting in inconsistencies in
concepts and terminology, not to mention apparent grammatical lapses, that may cause confusion
and misunderstanding among practitioners. The concepts and terminology in the paragraphs of
SAS No. 55 that were not proposed for amendment, in our opinion, prcscnt some prime
examples of these inconsistencies. Further, the “incorporation” of the COSO concepts into the
standards raises questions as to whether SAS No. 47 needs to be reexamined or clarified. The
Board’s project on Fraud (SAS No. 53) also may be difficult to resolve without further
exacerbating the problem we perceive, particularly in how the auditor’s responsibility for fraud
will relate to the audit risk model and to the auditor’s consideration of internal control as
articulated in the Proposed Statement. ‘

We encourage the Board to commence a broad review of the SASs and SSAEs as part of its
future agenda.

COSO Report -

The [Explanation)] paragraph of the Proposed Statcment indicates that the Board believes it is
appropriate to revise SAS No. 55 to “incorporate” the COSO report. The COSO report
technically is pot “being incorporated” into SAS No. 55. Rather, the Proposed Statement
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incorporatcs the definition, and descriptions of the components, of internal control from the
COSO report. The [Explanation] should be revised to reflect this important distinction.

Comments on Proposed Change t No. 55

SUMMARY -~ The heading, “SUMMARY,” preceding paragraph 2 should be deleted.
Paragraphs 2 through 4 constitute important imperatives rather than summarizing what the SAS
contains. If anything, paragraph 1 is the summary.

Paragraph 2 - The last sentence of this paragraph is unnecessarily complex, and even circular, in
that it says, “...obtain a sufficient understanding of each of the five componcnts ... by
performing procedures to understand the design of policics and procedures relevant to ...."” The
term, “policies and procedures,” as used in thi§ sentence, appears to comprise the five
~ components. However, that term also is used to describe one of the components, “Control

Activities.” We suggest (he following changes to the second sentence to avoid confusion (see
related comments on paragraph 24 and on SAS No. 70, paragraph 7):

In all audits, the auditor should obtain an suffieient understanding of each of the five
components, to-plap-the-audit-b :’“:“.-- procadures<te-understand-the-de '. pf-policie

APA ate

sufficient to plan the audit. This understanding should include knowledge about the
design of the a:(i)ects of internal control relevant to audit planning and whether they
have been placed in operation by the entity.

Paragraphs 3 and 4 — The last two sentences of paragraph 3, and the entire paragraph 4, both of
which discuss reducing the assessed level of control risk, appear duplicative. We recommend the
following changes to the last two sentences of paragraph 3 and eliminating paragraph 4:

Alternatively, t.he auditor may ebts in-evi

isk desire to seek a reduction of the assessed level of control risk below the maximum
level for certain assertions. In such cases, the auditor considers whether evidential
matter sufficient to support a reduction is likely to be available and whether
performing tests of controls to obtain such evidential matter would be efficient. Such
evidential matter may be obtained from tests of controls planned and performed concurrently
with obtaining the understanding or from procedures performed to obtain the understanding
that were not specifically planned as tests of controls.

Paragraph 6 — The Proposed Statement sets up the definition and components of internal control
as absolutes in the proposed change to SAS No. 55. However, paragraph 12 and the footnote to
paragraph 22 of thc proposcd change to SSAE No. 2 states that the components are a function of
the definition of internal control selected by management, which may or may not be the same as
the COSO definition. The proposed change to SAS No. 55 does not acknowledge that
alternative definitions of internal control may be used by an entity. We suggest that the Board
clarify this apparent conflict.
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Paragraph 6, Footnote 1 — We bclieve that the use of the terminology “Internal Control
Structure” in place of the defined term, “Intcrnal Control”, throughout the Statement is
contradictory to the definition of internal contro! as a process. The word “structure” is static and
the word “process” is dynamic. Continued usage of “structure” will only result in confusion, and
1s in conflict with the notion of embracing the COSO framework that gives rise to the very
proposal at hand. This comment also is applicable to the proposed Appendix A to SAS No. 55
and to the proposed changes to SSAE No. 2 and SAS Nos. 60 and 70, as well as to the second
standard of fieldwork.

Paragraph 9 — The term “internal control structure policies and procedures” is introduced in this
paragraph without a clear definition of what it means. This is particularly confusing given the
definition of “control activities” in paragraph 7 as “... the policies and procedures that help
ensure management directives are carricd out.” Tt is unclear whether internal control structure
policies and procedures mean control activities only or whether the term is intended to be morc
expansive. We recommend that the term “internal control structure policies and procedures” be
replaced throughout the document with the term, introduced in paragraph 7, “aspect(s) of intemnal
control.” This terminology is already uscd in SAS No. 60 and, to a limited degree, in SSAE No.
2. Also, SAS No. 70 uses the similar terminology, “aspects of the service organization’s policies
and procedures.” We believe “aspects of internal control” is more meaningful and less
confusing. This comment also is applicable to the proposed Appendix A to SAS No. 55, and to
the proposed changes to SSAE No. 2, and SAS No. 70.

Paragraph 9 — SAS No. 54, lllegal Acts By Clients, provides that the auditor is responsible for
designing the audit to provide reasonable assurance of detecting noncompliance with laws and
regulations that has a direct and material effect on the financial statements. Accordingly, we
recommend that a discussion be added to this paragraph, or as a new paragraph 10, of how the
policies and procedures that pertain to the objective of compliance with applicable laws and
regulations are relevant to an audit.

Paragraph 13 ~ This sentence ignores the possibility that financial statements may be prepared on
a comprehensive basis of accounting other than generally accepted accounting principles. We
recommend changing this paragraph to read (sce related comment to paragraph 5 of the proposed
Appendix A):

“An entity’s risk assessment activities relevant to planning the audit of financial statements
are the identification, analysis, and management of risks affecting management’s assertions
in the financial statements.”

Paragraph 14 — A SAS is not the place to say what an entity’s risk assessment process “should”
do. We suggest that the first clause of the first senience, “An entity’s risk assessment process
should consider ... cvents and circumstances that,” be replaced with: *“*Risks that are relevant Lo
external financial reporting objectives are those internal and external events and circumstances
that ...."” See related comment to paragraph 6 of the proposed Appendix A.

Paragraph 15 — SAS No. 47, Audit Risk and Materiality in Conducting an Audit, describes
inherent and control risks as two different risks. Accordingly, we suggest the following changes
to the last sentence be more consistent with SAS No. 47:
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Ina ﬁnancial statement audit! the auditor asscsses inherent and control sisk risks to evaluate
the likelihood that material misstatements exist could occur in the financial statements.

Paragraph 16 — We believe that significant differences of opinion exist as to the extent of the
auditor’s consideration of controls aver the safeguarding of assets. Accordingly, we suggest that the
Board provide more guidance in the body of the Proposed Standard on safeguarding. We suggest
the following clarifying language:

“Physical controls encompass controls over the safeguarding of assets. Such controls may be
relevant to audit planning in situations in which assets are susceptible to theft and not subject to
physical inspection, as may be the case, for example, with inventories counted at other than the
reporting date.”

Paragraph 17 — We recommend rewording the paragr’aph similar to the following:

“The information system relevant to financial reporting objectives consists of the methods and
records established to identify, assemble, analyze, classify, record and report the entity's
transactions and accounting estimates, (as well as events and circurnstances) in conformity with
generally accepted accounting principles (or an other comprehensive basis of accounting).”

This rewording removes the inference that the accounting system, in its entirety, is relevant to the
audit (most entities’ accounting systems arc designed for internal, as well as external reporting). It
removes the assertion that “... the methods and records established...to maintain accountability for
the related assets and liabilities...” are “...relevant to financial reporting objectives....” It
recognizes accounting estimates, which are not “transactions.” And it eliminates the last sentencc
which appears to be gratuitous. See related comments on paragraphs 11 and 12 of the proposed
Appendix A.

Paragraphs 19 and 20 - The discussion of monitoring is very general whereas the other
components of internal control are discussed in terms of how they are relevant to planning an
audit. We suggest that the discussion of monitoring be revised to focus on how it is relevant to
audit planning.

Paragraph 20 ~ With respect to the last sentence, monitoring activities do not just “...occur by
relations with outside parties..."; management must do something with the information obtained
from those “relations with outside parties.” We suggest revising this sentence to read:

“Monitoring activities may include using information from interactions with external parties,
such as customer complaints and regulators’ comments, to evaluate the effectiveness of
design and operation of internal control.”

Paragraph 21 — We believe that this paragraph should be more emphatic that the concepts of the
COSO report apply to all organizations, no matter what their size. Accordingly, we recommend
that the first sentence be replaced with the following:
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“The concepts underlying the componcnts of internal control are applicable to entities of
every size. However, the design of the aspects of the five components may vary among
entities based on various factors, including the size and complexity of the entity.”

Additionally, the statement in the fourth sentence of this paragraph that ... smaller entities
might not need an independent or outside member on their boards ...” is much broader than the
discussion in the COSO report which makes a single exception to the general need for
independent board members in the case of an owner managed-entity that uses no outside capital.
Accordingly, we suggest that the above phrase be changed as follows:

. smaller entities might not nced a# a majority of independent or outside member
members on their boards ...

Paragraph 22 - In order to avoid any confusion as-to whether the auditor is responsible for the
internal control of an entity, we suggest the following change to the first sentence of this
paragraph:

AR Management is responsible for designing and operating an entity’s internal control
s i to provide it reasonable assurance that an entity’s
objectives are achieved.

Paragraphs 22 and 23 — The topic of these paragraphs is the same as paragraphs 17 and 18 of
SSAE No. 2 yet the discussion is significantly different. We see no reason why the discussions
should be different and suggest that changes be made either to SAS No. 55 or SSAE No. 2, or
both, to conform the two standards.

Paragraph 24 - Consistent with our comment on Paragraph 2 above, we suggest that the first and
second sentencces of this paragraph be revised to read:

“The auditor should obtain an understanding of each of the five components of internal
control sufficient to plan the audit of the entity’s financial statements. This understanding
should include knowledge about the design of the aspects of internal control relevant to audit
planning and whether they have been placed in operation by the entity.”

Paragraph 30 - In discussing the auditor’s understanding of the other four components of internal
control, paragraphs 28, 29, 31 and 32 each begin with an imperative that “the auditor should
obtain sufficient knowledge of [the cornponent] to understand ....” We believe that, to be
consistent, paragraph 30 also should begin with a statement such as the following:

“The auditor should obtain sufficient knowledge of an entity’s control activities to
understand how management’s directives to address risks to achieving the entity's financial
reporting objectives are carried out.”

Paragraph 31 - As clarification, we suggest that a sentence be added to the end of the paragraph
to paraliel the concept in the last sentence of paragraph 30, such as: ,

71



m Peat Marwick LLe

Mr. I. Eric Nicely
July 7, 1995
Page 6

“Ordinarily, audit planning does not require the auditor to obtain an understanding of the
information system relevant to cach account balance, transaction class, and disclosure
requirement component in the financial statements.”

ents on Pro 1A eﬁdix to SAS No. 55

Paragraphs 4, 7, 10, 15, and 20 — We suggest that these paragraphs be eliminated and replaced
with a single introductory paragraph to Appendix A similar to the following:

“This appendix contains examples of aspects and characteristics of components of internal
control. The structure of these aspects and characteristics and the formality of the means
used to implement them generally vary among entities depending upon, among other things,
the size and complexity of a particular entity.”

Paragraph 4 ~ If the suggestions in our preceding comment is not implemented, we suggest the
following changes to the last sentence of this paragraph:

This, however, may not affect the ensity>s control environment adversely if the entity is
owner-managed and does not use outside capital or financing.

Paragraph 5 — Consistent with our comment on paragraph 13 of the proposcd change to SAS No.
55, we recommend changing this paragraph to read:

“An entity’s risk assessment activities relevant to planning the audit of financial statements
are the identification, analysxs and management of nsks affecting management’s assertions
in the financial statements.” A

Paragraph 6 — Consistent with our comment on paragraph 14 of the proposed change to SAS No.

55, we suggest that the first clause of the first sentence, “An entity’s risk assessment process

should consider ... events and circumstances that,” be replaced with: “Risks that are relevant to

f}:‘ctcmal financial reporting objectives are those internal and external events and circumstances
at....”

The last bullet in paragraph 6 on “Foreign Operations™ provides no significant guidance on what
the new and unique risks of foreign operations are. We suggest adding practical examples (o the
bullet such as foreign currency exchange rate risk and risk of expropriation of assets.

Paragraph 9 — The third bullet appears overly biased toward the idea that safeguard controls do
not matter in an audit of financial statements. For example, it statcs that inventory losses would
be detected pursuant to periodic physical inspection and recorded in the financial statements.
That process, however, would not apply to interim financial reporting when physical counts are
not made. In that situation, the lack of safeguard controls- may be considered a reportable
condition. "We suggest that the phrase “as is frequently the case for interim reporting,” be
inserted into the last sentence of the bullet after the phrase “perpetual inventory records,”.
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Paragraph 11 - Consistent with our comment on paragraph 17 of the proposed change to SAS No.
55, we recommend rewording the paragraph similar to the following:

“The information system relevant to financial reporting objectives consists of the methods and
records established to identify, assemble, analyze, classify, record and report the entity's
transactions and accounting estimates, (as well as events and circumstances) in conformity with
generally accepted accounting principles (or an other comprehensive basis of accounting).”

Paragraph 12 — Consistent with our comment on paragraph 11, we suggest that the lead-in to the
bullets be revised to read as follows:

“Aspects of the information system that are relevant to audit planning are those methods and
records established to -

Paragraph 13 - Consistent with our comment on {)'aragraph 11, we suggest changing the word
“involves” in the first sentence to “includes.”

Paragraph 15 - This gvaragraph uses “a formal credit policy” and “competitive bidding” as formal
control procedures. We believe that these represent controls relevant to operating objectives and
that examples relevant to financial reporting objectives should be used instead.

Comments on Proposed Change to SSAE No. 2

In addition to the comments above which we identified as also being applicable to the proposed
change to SSAE No. 2, we offer the following comments:

We recommend that the guidance provided in the “Addendum to ‘Reporting to External Parties’”
volume of the COSO report (published in May 1994) be incorporated into SSAE No. 2. In the
Addendum, COSO discussed the issue of, and provided a vehicle for, expanding the scope of a
management report on internal contro} to address additional controls pertaining to the
safeguarding of assets. As it is likely that practitioners will be asked to perform attestation
engagements on management reports on internal control which include assertions on safeguard
controls, we believe that incorporation of the Addendum would further the Board's goal of
providing timely and useful guidance to the practitioner.

Paragraphs 24 and 73 — These paragraphs use the term “control objectives™ even though that
term is not defined in SAS No. 55 or SSAE No. 2. We recommend, as a conforming change,
deleting the word “control” as the definition of internal control refers only to achieving
objectives of the entity. This comment also applies to the proposed change to SAS No. 70 which
uses “‘control objectives” throughout.

Paragraph 32 — The third bullet appears to be describing monitoring activities. Accordingly, as a
conforming change, we suggest the bullet be revised to read:

“The nature and extent of relevant monitoring activities”
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ommen Proposed Change to SAS 0

In addition to the comments above which we identified as also being applicable to the proposed
change to SAS No. 70, we offer the following comments:

Paragraph 7 — Consistent with our comments on paragraphs 2 and 24 of the proposed change to
SAS No. 55, we suggest that this paragraph be revised to read:

SAS No. 55, Consideration of the Internal Control Structure in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1, AU sec. 319), states that the auditor should obtain
an understanding of each of the fivec components of internal control sufficient to plan the
audit of the entity’s financial statcments. This understanding should include knowledge
about the design of the aspects of internal control relevant to audit planning and whcther they
have been placed in operation by the entity. .

This change would eliminate the reference to understanding the “records”™ pertaining to cach
component, which is not contemplated by either paragraphs 2 or 24 of the proposed change to
SAS No. 55. The first sentence of current paragraph 23 of SAS No. 55 (renumbered paragraph
33) also contains the reference to “records” which we believe should be corrected by conforming
the first sentence of that paragraph to the wording we suggested for paragraphs 2 and 24 above.

Paragraph 16 — The references to SAS No. 55 should be updated based upon the ultimate
renumbering of the SAS No. 55 paragraphs.

Paragraphs 26 and 42 — We believe these paragraphs use many tcrms interchangeably which
could cause confusion. If the changes recommended in our comment on paragraph 9 of the
proposed change to SAS No. 55 are implemented, much of this would be resolved. If not, we
recommend the following changes:

After obtaining a description of the relevant aspects of internal control pelicies—and

, the service auditor should determine whether the description provides sufficient
information for the user auditors to obtain an understanding of those aspects of the service
organization’s internal control pelicies—and-procedures that may be relevant to a user
organization’s internal control structure. Fhe-description-should-contain-a-disenssion-af-the

the-user-organization’s-internal-control-structure: Such aspects features are relevant when
they directly affect the service provided to the user organization. They may include aspects
of each of the five components of the service organization’s internal control: fea%ufe*;]—
REtHiess policies—or—procedures—Cener onsidered o—oe—pP A& CONtro

environment, risk assessment, control activities, information and communication, and
monitoring. Aspects of control environment may include hiring practices and key areas of
authority and responsibility. Aspects of risk assessment may include the identification of
risks associated with processing specific transactions. Aspects of control activities may
include policies and procedures over the modification of computer programs and are
ordinarily designed to meet specific control objectives. Fhe Such specific control objectives
: ization should be sct forth in the service organization’s description of
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policies and procedures. Aspects of information and communication may include ways in
which user transactions are initiated and processed. Aspects of monitoring may include the
involvement of internal anditors.

Comments on Proposed Change to SAS No. 60

We have no comments on this proposed change other than the comments above that we
identified as also being applicable to the proposed change to SAS No. 60.

* x % * *

We appreciate the opportunity to provide our comments and suggestions on the Proposed
Statement. :

Very truly yours,

KPMG Peat Marwick LLP

TOTAL P.10 75
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July 5, 1995

J. Eric Nicely

Practice Fellow

Auditing Standards Division

File 4289

American Institute of Certified
Public Accountants

1211 Avenue of the Americas

New York, New York 10036-8775

Proposed Amendments to Incorporate
Internal Control - Integrated Framework

Dear Mr. Nicely:

We support the ASB’s proposal to incorporate the concepts of the "Internal
Control - Integrated Framework" report into the AICPA’s professional standards.
We believe that ASB’s formal recognition of these concepts as a common
framework for consideration of internal control will be important in advancing
understanding of internal control among a wide audience and hence in providing
a fertile ground on which improvement in internal control techniques can grow.
We do however have the following two comments:

Add "new accounting pronouncements" to the list of changes in circumstances
that can change an entity’s risks for financial reporting purposes.

Paragraph 29 sets forth the auditor’s responsibility for obtaining an understanding
of the entity’s financial statement risk assessment process in the following terms:

"obtain sufficient knowledge to understand how management considers
risks relevant to financial reporting objectives, estimates their
significance, assesses the likelihood of their occurrences and decides
about actions to address those risks."

For many financial statement components and assertions (see SAS 31)
management is not going to undertake to specifically estimate their significance
or assess the likelihood of their occurrence. Consequently, the auditor will be
unable to fulfill this stated responsibility. Further, it is unlikely that the auditor
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will consider management’s failure to act in this way as an internal control
weakness warranting reporting to client management. Consequently, we suggest
that the words "estimates their significance and assesses the likelihood of
occurrence” be deleted from that sentence. These phrases could be included in
a second sentence, such as "This knowledge might include understanding of how
management estimates the significance of the risks and assesses the likelihood of
occurrence."

Sincerely,

. H ] / P
e Lot L7
el ) b vifece b v
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Mr. ]. Eric NiCE].Y 69 West Washington Street
Pracﬁce Fenow Chxcago IL 60602-3032
2
Auditing Standards Division 312 580 0065
American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, New York 10036-8775

Re: File 4289, Exposure Draft of Proposed Statement entitled, “Amendments to Statements on
Auditing Standards and Statements on Standards for Attestation Engagements to
Incorporate the Internal Control-Integrated Framework Report”

Dear Eric:

This letter is in response to the request for comments on the exposure draft of the proposed
statement entitled, “ Amendments to Statements on Auditing Standards and Statements on
Standards for Attestation Engagements to Incorporate the Intemal Control-integrated
Framework Report.”

Principal Comment

The efforts of the Committee of Sponsoring Organizations of the Treadway Commission
(COSO) culminating in their “Internal Control-Integrated Framework Report” (COSO Report)
represents a significant contribution to the body of knowledge for designing, implementing,
evaluating and improving internal control systems. The five components of internal control, as
defined and described in the Framework portion of the COSO Report, enhance the current
definition set forth in SAS 55 and should improve the ability of the auditor to gain the
understanding necessary to assess control risk as required by generally accepted auditing
standards.

We recognize that the use by entities, both in the private and public sector, of the Framework
and other guidance in the COSO Report as control criteria will be evolutionary over a
considerable period of time. However, notwithstanding the approach entities currently use to
design, implement and evaluate their control systems over financial reporting, we believe that
the independent auditor should use the Framework definition to discharge his or her audit

responsibilities.

Accordingly, we support the proposed amendments to the auditing and attestation standards.
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Other Comments

We have the following specific sugéeslions and comments for the Board’s consideration in
finalizing the amendments.

It is critical that the final auditing standard not “incorporate by reference” the Framework or
any other elements of the COSO Report. That is, the discussion of intemal control in the SAS
should stand on its own. By incorporating, either explicitly or implicitly, the Framework or
other aspects of the COSO Report into the standard, the profession runs the risk that future
amendments of the COSO Report could inadvertently be incorporated into professional
auditing standards without appropriate due process.

Paragraphs 12 - 20 of the proposed SAS briefly describe each of the five internal control
components, with a more detailed discussion provided in Appendix A. Because of the
discussion in the body of the statement, auditors may either ignore or not read carefully
enough the extended guidance in the Appendix. Accordingly, we suggest that the brief
discussion of the components in paragraphs 12 - 20 be deleted and replaced with a reference to
Appendix A (and Appendix A edited to eliminate any discussion not considered essential).
Alternatively, the discussion in paragraphs 12 - 20 could be expanded to include that which is
now in the Appendix and is considered essential, and delete Appendix A. A more expanded
discussion could later be incorporated into the revisions to the Audit Guide, “Consideration of
the Internal Control Structure in a Financial Statement Audit,” and Industry Audit and
Accounting Guides as appropriate.

Paragraph 9 in Appendix A describes “physical controls” and makes reference to controls over
inventory losses. We presume that the controls over inventory is meant to be only an example.
If Appendix A is retained, the discussion about inventory losses should be labelled as such.
Also, the Board should review this guidance carefully to be sure that the discussion about
safeguarding of assets is limited to controls over financial reporting, and not inadvertently
extended to encompass safeguarding controls that go beyond financial reporting.

Paragraphs 19 and 20 in the body of the proposed SAS, and paragraphs 16 - 19 in Appendix A
describe the “monitoring” component of the internal control structure over financial reporting,.
We have the following suggestions with respect to this discussion:

o Paragraph 18 should be clear that it relates to the “separate evaluations” mentioned in
paragraph 16. Accordingly, the first sentence in paragraph should read, “In many entities,
internal auditors or personnel performing similar functions contribute to the monitoring of
an entity’s activities through separate evaluations.”
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o Paragraph 19 somewhat overstates the “monitoring activities” performed by parties outside
an entity. We suggest that the first sentence in paragraph 19 be revised to read as follows,
“Communications from external parties corroborate internally generated information or
indicate problems.”

Relatedly, concerns have been raised as to whether performance of certain aspects of

monitoring by the external auditor as a separate service, might impair independence because

that component is part of the internal control structure. We understand that the Public

Oversight Board has discussed these matters in its June 14, 1995, letter to the AICPA Director

of Professional Ethics. Accordingly, the discussion of monitoring in the proposed SAS and in

the related Appendix should be reviewed by the AICPA’s Professional Ethics Executive

Committee before it is finalized to ensure that it will not conflict with or present an obstacle to

an appropriate resolution of the independence issue that is in the public interest. ($ee Affmjv.cl\

In the proposed change to SSAE No. 2, “Reporting on an Entity’s Internal Control Structure
Over Financial Reporting,” we suggest that the footnote reference to paragraph 12 which reads,
“This definition is consistent. . .however, SAS 55 is not intended to provide criteria for
evaluating internal control effectiveness,” be deleted since it doesn’t appear to serve any useful

purpose.

We would be pleased to discuss our comments and suggestions at your convenience.
Very truly yours,
ARTHUR ANDERSEN LLP
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Director of Professional Ethics
American Institute of Certified Public Accountants
Harborside Financial Center
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Jersey City, NJ 07311-3881 _

Dear Mr. Finkston:

The Public Oversight Board and its staff have discussed various issues associated with the
performance of internal audit services for audit and attestation clients and have also considered
the Ethics Committee's revised draft position paper on the subject. This letter sets forth the
staff’s views about certain independence implications associated with the performance of these
services. The Board in a separate letter dated June 14, 1995 addresses other related issues it
believes require consideration.

Several commentators have expressed concern that engagements by independent auditors to
perform internal audit activities for audit clients or to extend the independent auditor's audit
services when the client does not maintain an internal audit function (sometimes collectively
referred to as providing extended audit services) could impair the auditor's independence in the
context of an audit of the client's financial statements. Some believe that those same
circumstances could also lead to an impairment of independence in the context of an attestation
engagement to report on an entity's internal control structure over financial reporting. The
impairment of independence occurs, those commentators believe, as a result of either the
assumption by the independent auditor of management responsibilities, or the nature and extent
of the auditor’s participation in the monitoring component of internal control.

The staff has considered these views and has concluded that, unless the auditor performs
management functions or makes management decisions, providing extended audit services need
not result in an impairment of independence. The staff does not believe that the extent of the
auditor's participation in the monitoring component of internal control is a relevant
consideration, as long as the auditor does not assume management's operational or decision
making responsibilities. Even if the principal (however measured) method by which
management knows that control objectives are being achieved is through separate evaluations
performed by the independent auditor, independence need not be impaired, for the following
treasons.

1. Activities conducted by the independent auditor when auditing an organization’s
financial statements may, in certain circumstances, be the primary method by which
management knows that control objectives are being achieved. On the other hand, in
other circumstances, the activities conducted by the independent aunditor in performing
extended audit services may not be the primary means by which management monitors
internal controls. The independent auditor’s activities when providing either or both
types of service do assist management in fulfilling its monitoring responsibility and

Tbe Public Oversight Board is an independent, private sector body that monitors and
reports on the self-regidatory programs and activities of the SEC Practice Section of the
69 et Division for CPA Firms of the American Instinte of Certified Public Accountants,
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may or may not be the primary method by which management monitors internal
controls. However, the extent to which the independent auditor’s activities assist
management in fulfilling its monitoring responsibility is not relevant to the
determination of independence. COSO recognizes and states that.parties external to the
organization, such as regulators, the independent auditor, customers and others
transacting business with the enterprise, are not part of the entity's internal control
system but do assist management in fulfilling its responsibility to monitor internal
control. Thus, monitoring activities conducted by the independent aunditor to replace the
internal audit function are not internal to the organization, and are not part of the
monitoring component of the internal control structure.

The auditor presently has a responsibility under SAS No. 60 to communicate internal
control structure related matters noted in an audit and may, under SSAE No. 2, evaluate
the effectiveness of internal control for the purpose of reporting on an entity’s internal
control structure over financial reporting. The responsibilities under those standards
apply regardless of whether the entity monitors its internal control systems in any way
other than through control activities that are an integral part of the accounting system.
That is, in the process of meeting his or her SAS No. 60 responsibilities or in the course
of performing a SSAE No. 2 engagement, and long before "outsourcing” became
popular, the independent auditor may have served as an entity’s principal method of
monitoring and evaluating the effectiveness of its internal control system. The auditor's
independence has never been considered to be impaired because of responsibilities met
or undertaken under SAS No. 60 and SSAE No. 2 regardless of whether there was a
separate internal audit function or whether management had other means to evaluate
internal controls. The auditor's independence should not be impaired solely because
those responsibilities were undertaken while serving an internal audit function.

In the final analysis, the only relevant tests that the independent auditor must meet when
reporting on an entity’s internal control structure over financial reporting are set forth in SSAE
No. 2. That standard requires that management accept responsibility for the effectiveness of the
internal control structure using criteria established by a recognized body and that sufficient
evidential matter exists or could be developed to support that evaluation. Paragraph .11 of
SSAE No. 2 states that “management may engage the practitioner to gather information to
enable management to evaluate the effectiveness of the entity’s internal control structure” and
thus acknowledges that the independent auditor may, in certain circumstances, develop the
support for management’s evaluation.

Various commentators have also expressed the following views:

The performance of internal audit services impairs the objectivity of the auditor when
he or she considers the client's control structure in the performance of an audit and also
when he or she evaluates intemal control for the purpose of attesting to management's
assertions about it; that is, a "second set of eyes" is no longer present.

gL
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e Some or all of these problems could be avoided if a wall were maintained between
engagement teams providing internal audit services and those providing audits of the
financial statements or attestations to internal control effectiveness.

e The performance of internal audit activities for financial statement audit clients is likely
to lead significant numbers of people to believe that the auditor’s independence was
impaired, regardless of circumstances or attempts to assure independence.

The loss of a "second opinion" or "second set of eyes” when the independent auditor also
performs internal control monitoring activities as part of an internal audit function may be an
unfortunate result in those situations where there indeed would have been an objective second
look or second opinion. In many instances, however, there is no internal audit function, and the
only objective in-depth monitoring and evaluation provided to management is by the
independent auditor as a result of procedures performed as part of the audit of the financial
statements. Even where there is a separate internal audit function, however, the work of the
internal and independent auditors is coordinated to avoid the duplication that a "second set of
eyes" would bring to separate evaluations of the same internal control area. (Responsibilities
under SAS No. 65 to evaluate and test the effect of internal auditors’ work seem insufficient to
warrant describing it as a second opinion on the effectiveness of internal control.) It would
seem that, as a practical matter, even when there is a separate internal audit function, one would
not expect to see separate, comprehensive evaluations by the two audit functions of the same
area of the control structure.

Creating and maintaining a wall between the independent audit function and the internal
audit/internal control function is neither possible nor desirable. Experience with other "walls"
suggests that in practice it is simply not possible to maintain the separation in every case year
after year. Even if such a wall could be built and maintained, however, its existence would
prevent any benefits accruing to the public that would result from the increased knowledge of
the client that an audit team might obtain from performing "extended audit services.”

Lastly, the view that the public might perceive a loss of independence when the auditor
performs internal audit activities is similar to the belief held by a significant minority that
management consulting services performed for audit clients threaten the auditor’s independence.

There are even some who believe that merely receiving audit fees from the client threatens
independence. Short of a complete restructuring of the auditor-client relationship, including fee
arrangements, there will always be those who see threats to independence. The profession's
response to such perceptions should be the same with respect to internal audit services as it is
with respect to any non-audit service -~ a constant vigil to ensure that potential threats to
independence, integrity, and objectivity as a result of the desire to obtain and retain clients do
not become reality.

independence issue solely as one of not crossing the line from serving as a monitor, evaluator,
and advisor to serving as decision-maker and implementer, that is, serving as management.

Preparing an internal audit charter, for example, does not create an independence problem;
approving it does. Nor do assessing risks and setting audit scope and project priorities impair

[n summary, when internal audit services are performed for an audit client, we see the

&
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independence as long as management acknowledges and agrees with the conclusions. We
analogize to financial statement audits; presenting management with proposed adjusting entries
and a set of audited financial statements does not impair independence as long as management is
willing and able to accept responsibility for the adjustments and the statements.

This suggests the Ethics Division would do well to remind AICPA members of the need to
avoid serving in a management capacity, with respect to not only internal audit services but with
respect to any non-audit service. It also suggests that accounting firms should create explicit
guidance for their staffs on responsibilities with respect to internal audit functions that may be
assumed by the firm and those that should remain the responsibility of management. Boards of
directors and audit committees should understand the role and responsibilitics of both
management and the independent auditors with respect to the internal audit function, as a basis
for establishing guidelines for carrying out those responsibilities and for monitoring how well
they have been met. In this regard, detailed engagement letters setting forth the responsibilities
of management and the independent auditor should serve to facilitate directors’ and audit
committees’ understanding and also help preserve auditor independence by minimizing the
possibility that either directors or management may expect the independent auditor to assume
management responsibilities.

The Public Oversight Board, along with many others, has long belicved that management should
explicitly accept responsibility for internal control and should report on the effectiveness of
internal control. In varying degrees, the independent auditor — acting solely as independent
auditor or as both independent and internal auditor - can provide management with evidence to
enable it to make assertions about internal control effectiveness. Performing internal audit
services related to monitoring and evaluating internal control enables the independent auditor to
provide assurance to management (as well as to the public) about the effectiveness of the
organization's internal control system — a service that is clearly in the public interest.

While we have reviewed this letter with the Board, it should be clearly understood that the views
expressed herein are solely those of the staff.

We would be pleased to meet with you and members of the Professional Ethics Executive
Committee to discuss these matters further.

Sincerely,
livan
Executive Director

JDS/mb

cc: Thgmas P. Kelley
Daniel M. Guy

&
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July 10, 1995

J. Eric Nicely, Practice Fellow .
Auditing Standards Division, File 4289
AICPA

1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Nicely:

On behalf of the National State Auditors Association (NSAA), we appreciate the
opportunity to respond to the Exposure Draft (ED), Amendments to Statements on
Auditing Standards and Statements on Standards for Attestation Engagements to
Incorporate the Internal Control - Integrated Framework Report. The following
comments are based on the individual responses we received and are not intended
to represent the views of all individual members. Individual state auditors are
encouraged to comment separately.

We agree that the Internal Control - Integrated Framework Report (the COSO
report) is widely accepted in the private sector and that its use in both the private
and public sectors will continue to grow. Accordingly, we believe Statement on
Auditing Standards (SAS) No. 55 should be amended to incorporate the concepts
and terminology of the COSO report. The COSO report clarifies management’s
role in defining and maintaining an iternal control structure which we believe is an
improvement over SAS No. 55. The proposed revision will provide a common
framework that will facilitate effective communication about internal controls
between auditors and auditees. We also commend the proposed revision’s
discussion regarding small and midsized entities and its acknowledgment of
informal systems.

We also like the additional information provided in Appendix A. However, we
suggest retaining, after appropriate modification, the current SAS No. 55
Appendices B and C. In particular, we find the flowchart in Appendix C a useful
tool in visualizing our audit requirements. In fact, many state auditors found this
flowchart very useful in implementing SAS No. 55 and continue to use the
flowchart as a tool for training new auditors. Experienced auditors also value the
flowchart as a quick reference on this important audit process.

Relmond P. Van Daniker, Executive Director for NASACT
2401 Regency Road, Suite 302, Lexington, Kentucky 40503, Telephone (606) 276-1147,
Fax (606) 278-C507 and 444 N. Capitol Street, NW, Washington, DC 20001
Telephone (202) 624-5451, Fax (202) 624-5473
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In addition to our general comments above, we also offer the following comments on specific
“sections of the document:

l As part of their responsibilities for reviewing audits of local governments, many state
auditors continually encounter working papers of auditors in which the auditor has
failed to document his understandmo of mternal control structure or relate that

understanding to the nature, trmmg, or extcnt of the audit tests applied as a part of the

audit. We consider that documentation a very primary part of the audit. We urge the
~ Auditing Standards Board (the “Board”) to make it very clear within paragraphs (new)
© 24-32 that the auditor must document within the working papers the understanding
and the relationship of the understandme to the tests applied as a part of a financial
statement audit.

2. The language in paragraph 30 (in thc main body of the ED) states that as an auditor
obtains an understanding of the other four: components, he or she is also likely to
obtain knowledge about the control activities.

However, from some of the exarnples provided in Appendix A, an auditor may not
clearly understand why these are separate components. For example, it may be
difficult for an auditor to distinguish control activities pertaining to performance
reviews (paragraph 9) from those assocrated with monitoring (paragraph 16-19).
Sxmxlarly, it may be confusing to’ cons:der control activities pertaining to information
processing (paragraph 9) separately from the information system (paragraphs 11 and
12).

We recommend the Auditing Standards Board consider providing additional guidance
and examples that further dlstmguns‘n the five components.

3. The proposed change to SSAE No. 2 would revise paragraph 12 to read:

“The components that constitute an entity’s internal control structure are a.
function of the definition of an mgemal control structure selected by management.

For example, management may select the definition of an internal control structure.

based on the internal control framework set forth in Internal Control—Integrated
Framework, published by the Conmuttee of Sponsoring Organizations of the
Treadway Commission. Internal Contyol--Integrated Framewark and SAS No. 55

describe an entity’s internal control s!ructure as consisting of five components--
control environment, risk aesessment, qontrol activities, information and
communication, and monitoring. If ma,nagement selects another definition of an
internal control structure, this llsf of cornponents may not be relevant.”



J. Eric Nicely
July 10, 1995
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Because the Board has stated that it believes that the COSO report is rapidly becoming

a widely accepted internal control framework and that its acceptance and use will

continue to grow, we betieve SSAE No.2 should, at least subtly, encourage the

practitioner to recommend that management select the definition of an internal control
- structure based on the COSO report

_ At a minimum, we suggest that the Board revise and expand the last two sentences of

paragraph 12 into three sentences, such as “This report is becoming widely accepted -

framework for sound internal contrdl among U.S. organizations and its acceptance and .

- use will continue to grow. Infernal Contr ol-Integrated Framework and SAS No. 55
describe an entity’s internal control structure as consisting of five components--control

_environment, risk assessment, control activities, information and communication, and

~monitoring. However, if management chooses to select another definition of an
internal control structure, this list of components may not be relevant.”

4. In reviewing the ED, we noted that the four proposed changes contained different
effective dates. The proposed change to SAS No. 55 would be effective for audits for
periods beginning on or after January 1, 1997, with earlier application permissible; the

- proposed change to Statement cn Standards for Attestation Engagements (SSAE) No.
2 would be effective for an examination when management’s assertion is as of
December 15, 1996, with earlier application encouraged; and, the proposed changes to
SAS Nos. 60 and 70 would be effectivé for dudits for periods beginning after January
1, 1997, with no mention of earlier application. If the Board intends to issue an
omnibus SAS and a separate SSAE, one common effective date would greatly simplify

* the implementation process for the user.

We appreciate the Auditing Standards Board’s efforts on this project and the opportunity to
provide our comments. Should you have any questions or need additional information regarding
our response please contact Kinney Poynter of NASACT at (606) 276-1147 or me at (410) 225-
1400.

Sincerely,

g st

Anthony J. Verdecchia
President
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Division for CPA Firms

American 1211 Avenue of the Americas
Institute of New York, NY 10036-8775
Certified (212) 586-6200

Public Fax (212) 596-6213
Accountants

July 12, 1995

J. Eric Nicely, Practice Fellow
Auditing Standards Division, File 4289
American Institute of CPAs

1211 Avenue of the Americas

New York, NY 10036-8775

Re: Exposure Draft on Proposed SAS and SSAE Amendments to SAS

and SSAE to Incorporate the Intermnal Control-Integrated
Framework Report

Dear Mr. Nicely:

One of the objectives that Council of the American Institute of
CPAs established for the Private Companies Practice Executive
Committee is to act as an advocate for all local and regional firms
and represent those firms' interests on professional issues,
primarily through the Technical Issues Committee (TIC). This
communication is in accordance with that objective.

TIC has reviewed the proposed guidance contained in the above
referenced exposure draft and is pleased to provide the following
comments and suggestions.

\ A 2/
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Risk Assessment

CPAs are familiar with the term "risk assessment" as it is used in
SAS No. 47, Audit Risk and Materiality in Conducting an Audit. The
Committee of Sponsoring Organizations of the Treadway Commission
(COSO) report introduces a different use for the term by adding it
to the components of an internal control structure. TIC believes
this may confuse local practitioners since we have found few who
are familiar with the COSO report and its recommendations.

To remedy this, we suggest the proposed “Appendix A: Internal
Control Structure Components” to SAS 55, Consideration of the
Internal Control Structure 1in a Financial Statement Audit,
elaborate on the content of the proposed paragraph 29 to that
standard; providing examples of how an auditor of small entities
might obtain the necessary knowledge of an entity's risk assessment
process and what would be considered "sufficient knowledge." -

Composition of Boards of Directors

TIC was pleased to see that paragraph four of the proposal's
Appendix to SAS 55 recognizes there are practical limitations to
the wvalue of requiring outside directors of all entities,
regardless of size. TIC had previously commented on this issue in
its February 22, 1993 letter on the COSO report. We have attached
a copy of that letter. To expect small entities, including those
owner-managed, to have a critical mass of outside directors is
unrealistic. Most small entities see no benefit in such a feature
and, therefore, even if the feature was mandated by professional
literature as a necessary part of an effective control environment,
most would not comply with it. If the feature is ever required,
auditors would likely have to cite the lack of outside directors as
a weakness in internal control reports issued on such entities even
though that auditor and entity did not perceive the lack as a
weakness. Paragraph 21 of the proposed amendment to SAS 55 allows
small entities and their auditors to use their professional
judgment in determining whether outside directors are needed to
ensure that the entity’s control environment is effective. TIC
encourages the Auditing Standards Board, when developing future
guidance, to continue providing this flexibility.

* * * * * *



We appreciate the opportunity to present these comments on behalf
of the Private Companies Practice Section. We would be pleased to
discuss our comments with you at your convenience.

Sincerely, -

fododt 2Dl

Robert O. Dale, Chair
PCPS Technical Issues Committee

ROD:geh
Enclosure
File 2221

cc: C. McElroy, Chair, AICPA Control Risk Audit Guide Revision
Task Force
PCP Executive and PCPS Technical Issues Committees
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