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Comprehensive Audit Risk Alert iii

Notice to Readers
This Audit Risk Alert is intended to provide auditors of financial statements
with an overview of recent economic, industry, technical, regulatory, and pro-
fessional developments that may affect the audits and other engagements they
perform.

This publication is an other auditing publication as defined in AU section
150, Generally Accepted Auditing Standards (AICPA, Professional Standards,
vol. 1). Other auditing publications have no authoritative status; however, they
may help the auditor understand and apply the Statements on Auditing Stan-
dards.

If an auditor applies the auditing guidance included in an other auditing publi-
cation, he or she should be satisfied that, in his or her judgment, it is both rele-
vant to the circumstances of the audit and appropriate. The auditing guidance
in this document has been reviewed by the AICPA Audit and Attest Standards
staff and published by the AICPA and is presumed to be appropriate. This doc-
ument has not been approved, disapproved, or otherwise acted on by a senior
technical committee of the AICPA.

Christopher Cole, CPA, CFE, CFF
Technical Manager

Accounting and Auditing Publications

Amy M. Eubanks, CPA
Director

Accounting and Auditing Publications

ARA-GEN
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Comprehensive Audit Risk Alert 1

How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your audits.

This alert can also be used by an entity's internal management to address areas
of audit concern. This alert provides information to assist you in achieving a
more robust understanding of the business, economic, and regulatory environ-
ments in which your clients operate. This alert is an important tool in helping
you identify the significant risks that may result in the material misstate-
ment of financial statements. Moreover, this alert delivers information about
emerging practice issues and current accounting, auditing, and regulatory de-
velopments.

.02 You should refer to the full text of accounting and auditing pronounce-
ments as well as the full text of any rules or publications that are discussed in
this alert.

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

.03 An auditor must obtain a sufficient understanding of the entity and
its environment, including its internal control, to assess the risks of material
misstatement of the financial statements whether due to error or fraud, and to
design the nature, timing, and extent of further audit procedures. An auditor's
understanding of the entity and its environment consists of an understanding
of the following aspects:

� Industry, regulatory, and other external factors
� Nature of the entity
� Objectives and strategies and the related business risks that may

result in a material misstatement of the financial statements
� Measurement and review of the entity's financial performance
� Internal control, which includes the selection and application of

accounting policies

.04 The client financial statements that you audit will be subject to specific
risks of material misstatement arising from the nature of the business, the
degree of regulation, or other external forces (for example, political, economic,
social, technical, and competitive forces).

.05 The auditor should obtain an understanding of the entity's objectives
and strategies and the related business risks that may result in material mis-
statement of the financial statements. Business risks result from significant
conditions, events, circumstances, actions, or inactions that could adversely af-
fect the entity's ability to achieve its objectives and execute its strategies, or
through the setting of inappropriate objectives and strategies. Just as the exter-
nal environment changes, the conduct of the entity's business is also dynamic,
and the entity's strategies and objectives change over time. An understanding
of business risks increases the likelihood of identifying risks of material mis-
statement. However, the auditor does not have a responsibility to identify or
assess all business risks. Most business risks will eventually have financial
consequences and, therefore, an effect on the financial statements. However,
not all business risks give rise to risks of material misstatement.

ARA-GEN .05
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2 General Audit Risk Alert

.06 After obtaining a sufficient understanding of the entity and its envi-
ronment, including its internal control, an auditor should identify and assess
the risks of material misstatement at the financial statement level and at the
relevant assertion level related to classes of transactions, account balances, and
disclosures based on that understanding.

.07 Understanding and properly addressing, as necessary, the matters pre-
sented in this alert will help you gain a better understanding of your client's
environment, better assess risks of material misstatement of the financial state-
ments, and strengthen the integrity of your audits.

Economic and Industry Developments

The State of the Economy
.08 When planning and performing audit engagements, an auditor should

understand the economic conditions facing the industry in which the client op-
erates. Economic activities relating to factors such as interest rates, consumer
confidence, overall economic expansion or contraction, inflation, and labor mar-
ket conditions are likely to have an effect on the entity's financial statements
being audited.

.09 The U.S. real gross domestic product (GDP), the broadest measure of
economic activity, measures output of goods and services by labor and property
within the United States and increases as the economy grows. According to
the Bureau of Economic Analysis, real GDP increased at an annual rate of 2.2
percent in 2007. According to 2008 second quarter preliminary estimates, real
GDP increased at an annual rate of 3.3 percent, which is up significantly from
the 0.9 percent rate in the first quarter of 2008.

.10 The unemployment rate remained relatively unchanged during 2007,
holding between 4.4 percent and 5.0 percent, with an annual average rate of 4.6
percent. However, during 2008, the unemployment rate has risen. As of July
2008, the unemployment rate was 5.7 percent, representing approximately 8.8
million people.

.11 The target for the federal funds rate remained stable at 5.25 percent
from June 2006 to September 2007 when the Federal Reserve began decreasing
rates. Since the first rate decrease in September 2007, the Federal Reserve has
decreased rates a total of 3.25 percentage points to 2.00 percent as of the end
of July 2008. The Federal Reserve noted in its July press release that overall
economic activity continues to expand. However, labor markets have softened
further and financial markets remain under considerable stress. Tight credit
conditions, the ongoing housing contraction, and the rise in energy prices are
likely to weigh on economic growth over the next few quarters. Inflation has
been high, spurred by the earlier increases in the prices of energy and some
other commodities, and some indicators of inflation expectations have been
elevated. The Federal Open Market Committee expects inflation to moderate
later this year and next year, but the inflation outlook remains highly uncertain.

Consumer Price Index Trends
.12 The U.S. Department of Labor Bureau of Labor Statistics annually

publishes its Consumer Price Index for all Urban Consumers (CPI-U). The
CPI-U is a measure of the average change over time in the prices paid by urban

ARA-GEN .06
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Comprehensive Audit Risk Alert 3
consumers for a market basket of consumer goods and services. The CPI-U is
the most widely used measure of inflation and is sometimes viewed as an indica-
tor of the effectiveness of government economic policy. It provides information
about price changes in the nation's economy to government, business, labor,
and private citizens and is used as a guide when making economic decisions.
The following table shows the U.S. city annual average CPI-U for the past five
years. The baseline years are 1982–1984=100.

Year
Annual Average

CPI-U
Change from

Prior Year

2003 184.3 1.9%

2004 190.3 3.3%

2005 196.8 3.4%

2006 201.8 2.5%

2007 210.0 4.1%

Interest Rates for Below-Market Rate Loans
.13 The IRS issues the blended annual applicable federal rate each year

to provide guidance in relation to Internal Revenue Code Section 7872(e)(2),
Treatment of loans with below-market interest rates—Foregone interest (U.S.
Code, Title 26). The term forgone interest means, with respect to any period
during which the loan is outstanding, the excess of

a. the amount of interest, which would have been payable on the loan
for the period, if interest accrued on the loan at the applicable fed-
eral rate and was payable annually on the day referred to in Sub-
section (a)(2), over

b. any interest payable on the loan properly allocable to such period.

.14 This rate is a useful guide to auditors evaluating interest rates and
determining imputed interest for below-market-rate loans. The following table
provides the blended annual rate for each of the previous five years as deter-
mined by the IRS.

Year
Blended Annual

Rate

2004 1.98%

2005 3.11%

2006 4.71%

2007 4.92%

2008 2.80%

Housing Market
.15 The housing market has continued to deteriorate and contribute to a

slowing economy. There are significant concerns that falling home prices may
cause consumers to cut back on spending. The number of foreclosure filings

ARA-GEN .15
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continues to rise at an unprecedented rate. According to RealtyTrac, a com-
pany which specializes in foreclosed properties, 739,714 foreclosure filings were
made in the second quarter of 2008. That number represents an increase of 121
percent from the second quarter of 2007. To compound the problem, according to
the Mortgage Bankers Association, reluctance on the part of homebuyers has
resulted in historically high unsold home inventories. These conditions have
caused home prices to level off and decline in many areas of the United States,
which, in turn, contributes to an increase in foreclosures.

The Liquidity Crisis
.16 Recently, the increase in foreclosures and the sinking value of investor

portfolios have led to a number of bailouts and even some failures of large U.S.
mortgage banking and financial institutions. In an effort to solve the liquidity
crisis, on July 30, 2008, the president signed the Housing and Economic Recov-
ery Act of 2008. The major provisions of this legislation include the following:

� An increase in the loan limits for government sponsored enter-
prises and Federal Housing Administration (FHA) backed mort-
gages to shore up investor confidence

� An allowance for additional credit to Fannie Mae, Freddie Mac,
and the Federal Home Loan Banks to ease liquidity concerns

� The reduction and refinancing of troubled mortgages through the
FHA to make them affordable to homeowners

� Promotion of a nationwide licensing and registration system for
residential loan originators

� Authorization of $100 million for foreclosure mitigation activities
and the creation of tax credits and incentives for certain home-
owners

.17 The purpose of this legislation is to reduce the number of foreclosures,
encourage new buyers to enter the housing market to absorb excess housing
inventory, and guarantee the stability of mortgage lenders to boost investor
confidence.

Valuation Issues
.18 Assets backed by subprime mortgage loans (and other assets affected

by the market disruptions) are held by all types of entities—including, but not
limited to, commercial and investment banks, insurance companies, investment
companies such as mutual funds and hedge funds, pension and employee benefit
plans, and university endowment funds. These assets can be found in invest-
ment portfolios across the spectrum, affecting many different types of audits.
These assets may be held either directly or indirectly (for example, through an
investment company such as a money market fund, a mutual fund, or a hedge
fund).

.19 Again this year, investors in a variety of assets have experienced severe
price volatility as a result of the increased credit risk and the reduced liquidity
in the marketplace. That volatility raises questions about how to measure the
fair value of subprime mortgage related assets, as well as other assets affected
by the illiquidity in today's market. Fair value is an essential component of
many accounting principles that underlie an organization's financial reporting,
not only when fair value is the primary basis of accounting—such as for trading

ARA-GEN .16
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Comprehensive Audit Risk Alert 5
accounts and held-for-sale portfolios—but also for purposes of measuring and
reporting asset impairment and for making disclosures about fair value.

Audit and Attestation Issues and Developments

Audit Risks Arising From Current Economic Conditions
.20 Rising food and oil prices, a weak housing market, and a weak U.S.

dollar have ripple effects throughout the U.S. economy. Whether the audit client
transports goods, applies for a line of credit, or simply buys office supplies,
costs are increasing, which may result in higher inventory costs. The client may
struggle with how to compensate for rising costs and how much its business will
be affected by passing those costs onto the customer. Your client's profit margins
are likely to be affected as well. You may find that your clients have renegotiated
supplier contracts to seek better payment terms. The client's customers may
be scaling back purchases in an effort to control costs or may not be able to
pay promptly, which may cause inventory levels to rise and accounts receivable
collection rates to decrease. Recent economic conditions may cause additional
risk factors that had not existed or did not have a material effect on audit clients
in prior years. When obtaining an understanding of the external factors that
affect the entity and the risks associated with those factors, the auditor may
consider whether conditions exist that indicate risks of material misstatement.
Some examples that relate to economic conditions are as follows:

� Operations that are exposed to volatile markets, which may in-
clude oil, agriculture, or currency markets

� Changes in the entity's supply chain, including surcharges on
transportation

� Constraints on the availability of capital and credit
� Operations in regions with economic volatility, including employ-

ment and housing issues
� Going concern and liquidity issues

.21 Although many of these risks are not new to business, consideration
of the many ways a client is affected by external forces is part of obtaining an
understanding of the entity and its environment and will allow the auditor to
plan and perform the audit to address those risks.

Common Audit and Review Engagement Deficiencies
.22 The AICPA Peer Review Program is dedicated to continually enhanc-

ing the quality of accounting, auditing, and attestation services performed by
AICPA members in public practice. To protect the public interest, the programs
are driven by adherence to the highest professional standards and understand-
ing the changing business and regulatory environments.

.23 Each year, the AICPA Peer Review team compiles a list of deficien-
cies that are most commonly found during the examinations of engagements
performed by firms that participate in the program. The purpose of this list
is to raise awareness with the goal of improving the quality of audit, review,
and compilation engagements. The deficiencies are categorized by materiality,
engagement performance area, and type of engagement. Also included is a sec-
tion on issues related to the implementation of new standards. The list is avai-
lable at www.aicpa.org/download/members/Div/practmon/Revised_Deficiency_
Guidance_for_2008_FINAL.doc.

ARA-GEN .23
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.24 Additional information about the AICPA Peer Review Program or
Peer Review Standards can be found at www.aicpa.org/members/div/practmon/
index.htm.

Summary of Recent Auditing and Attestation Pronouncements
and Related Guidance

.25 Presented in the following table is a list of recently issued auditing
and attestation pronouncements and related guidance. For information on au-
diting and attestation standards issued subsequent to the writing of this alert,
please refer to the AICPA Accounting and Auditing Web site at www.aicpa.
org/Professional+Resources/Accounting+and+Auditing. You may also look for
announcements of newly issued standards in the CPA Letter, Journal of Ac-
countancy, and in the quarterly electronic newsletter In Our Opinion, issued by
the AICPA Auditing Standards team, available at www.aicpa.org/Professional+
Resources/Accounting+and+Auditing/Audit+and+Attest+Standards/Opinion.
As a reminder, AICPA auditing and attestation standards are applicable only
to audits and attestation engagements of nonissuers.

.26 The Public Company Accounting Oversight Board (PCAOB) estab-
lishes auditing and attestation standards for audits of issuers. Refer to the
PCAOB Web site at www.pcaob.org for information about its activities. You may
also review AICPA Audit Risk Alert SEC and PCAOB Developments—2008
(product no. 022499kk), which summarizes recent developments at both the
Securities and Exchange Commission (SEC) and PCAOB. This alert can be ob-
tained by calling the AICPA at (888) 777-7077 or by visiting www.cpa2biz.com.

Recent Auditing and Attestation Pronouncements
and Related Guidance

Statement on Auditing
Standards (SAS) No. 114,
The Auditor's
Communication With Those
Charged With Governance
(AICPA, Professional
Standards, vol. 1, AU
sec. 380)
Issue Date: December 2006
(Applicable to audits
conducted in accordance with
generally accepted auditing
standards [GAAS])

Replacing SAS No. 61, Communication With
Audit Committees, this standard requires
the auditor to conduct two-way
communication with those charged with
governance about certain significant
matters related to the audit and also
establishes standards and provides
guidance on which matters should be
communicated, to whom they should be
communicated, and the form and timing of
the communication. It is effective for audits
of financial statements for periods
beginning on or after December 15, 2006.

SAS No. 113, Omnibus
Statement on Auditing
Standards—2006 (AICPA,
Professional Standards,
vol. 1)
Issue Date: November 2006
(Applicable to audits
conducted in accordance with
GAAS)

This standard does the following:

• Revises the terminology used in the 10
standards of AU section 150, Generally
Accepted Auditing Standards, to reflect
terminology in AU section 120, Defining
Professional Requirements in Statements
on Auditing Standards (AICPA,
Professional Standards, vol. 1).

ARA-GEN .24
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Recent Auditing and Attestation Pronouncements
and Related Guidance

• Adds a footnote to the headings before
paragraphs .35 and .46 in AU section 316,
Consideration of Fraud in a Financial
Statement Audit (AICPA, Professional
Standards, vol. 1), to provide a clear link
between the auditor's consideration of
fraud and the auditor's assessment of risk
and the auditor's procedures in response
to those assessed risks.

• Replaces throughout the SASs the term
completion of fieldwork with the term
date of the auditor's report.

• Changes the convention for dating the
representation letter by requiring that it
be dated as of the date of the auditor's
report.

SAS No. 112,
Communicating Internal
Control Related Matters
Identified in an Audit
(AICPA, Professional
Standards, vol. 1, AU sec.
325)
Issue date: May 2006
(Applicable to audits
conducted in accordance with
GAAS)

This standard supersedes SAS No. 60,
Communication of Internal Control Related
Matters Noted in an Audit. It establishes
requirements and provides extensive
guidance about communicating matters
related to an entity's internal control over
financial reporting identified while
performing an audit of financial statements.
SAS No. 112 also requires that certain
communications be in writing. It is effective
for periods ending on or after December 15,
2006.

SAS Nos. 104–111, the risk
assessment standards
Issue Date: March 2006
(Applicable to audits
conducted in accordance with
GAAS)

See the "AICPA Risk Assessment
Standards" section in this alert.

Statement on Standards for
Attestation Engagements
(SSAE) No. 14, SSAE
Hierarchy (AICPA,
Professional Standards,
vol. 1, AT sec. 50)
Issue Date: November 2006

This standard identifies the body of
attestation literature, clarifies the authority
of attestation publications issued by the
AICPA and others, specifies the extent of
familiarity a practitioner needs to have with
various kinds of attestation publications
when conducting an attestation
engagement, and amends the 11 attestation
standards to reflect the terminology used in
AT section 20, Defining Professional
Requirements in Statements on Standards
for Attestation Engagements (AICPA,

(continued)
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Recent Auditing and Attestation Pronouncements
and Related Guidance

Professional Standards, vol. 1). It is
effective when the subject matter or
assertion is as of or for a period ending on
or after December 15, 2006.

Auditing Interpretation No. 14,
"Reporting on Audits
Conducted in Accordance With
Auditing Standards Generally
Accepted in the United States
of America and in Accordance
With International Standards
on Auditing," of AU section 508,
Reports on Audited Financial
Statements (AICPA,
Professional Standards, vol. 1,
AU sec. 9508 par. .56–.59)
Issue Date: March 2002
Revised Date: May 2008
(Interpretive publication)

This auditing interpretation interprets
AU section 508 and addresses the
application of AU section 508 in reporting
on financial statements prepared in
conformity with International Financial
Reporting Standards (IFRS).

Auditing Interpretation No. 19,
"Financial Statements
Prepared in Conformity With
International Financial
Reporting Standards as Issued
by the International Accounting
Standards Board," of AU
section 508 (AICPA,
Professional Standards, vol. 1,
AU sec. 9508 par. .93–.97)
Issue Date: May 2008
(Interpretive publication)

This auditing interpretation interprets
AU section 508 and addresses the
application of AU section 508 in reporting
on financial statements prepared in
conformity with IFRS.

Auditing Interpretation No. 2,
"Financial Statements
Prepared in Conformity With
International Financial
Reporting Standards as Issued
by the International Accounting
Standards Board," of AU section
534, Reporting on Financial
Statements Prepared for Use in
Other Countries (AICPA,
Professional Standards, vol. 1,
AU sec. 9534 par. .05–.08)
Issue Date: May 2008
(Interpretive publication)

This auditing interpretation interprets
AU section 534 and addresses the
application of AU section 534 in reporting
on financial statements prepared in
conformity with IFRS.
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Auditing Interpretation No.
3, "Financial Statements
Audited in Accordance With
International Standards on
Auditing," of AU section 534
(AICPA, Professional
Standards, vol. 1, AU sec.
9534 par. .09–.11)
Issue Date: May 2008
(Interpretive publication)

This auditing interpretation interprets AU
section 534 and addresses the application of
AU section 534 in audits of financial
statements prepared for use outside the
United States.

Statement of Position (SOP)
07-2, Attestation
Engagements That Address
Specified Compliance Control
Objectives and Related
Controls at Entities That
Provide Services to
Investment Companies,
Investment Advisers, or
Other Service Providers
(AICPA, Technical Practice
Aids, AUD sec. 14,430)
Issue Date: October 2007
(Interpretive publication)

This statement addresses the application of
SSAEs primarily to examination
engagements in which a practitioner reports
on the suitability of the design and
operating effectiveness of a service
provider's controls in achieving specified
compliance control objectives. Examples of
the service providers addressed by this SOP
are investment advisers, custodians,
transfer agents, administrators, and
principal underwriters that provide
services to investment companies,
investment advisers, or other service
providers.

AICPA Technical Practice
Aid (TPA) Technical
Questions and Answers (TIS)
sections 8200.05–.16.
(AICPA, Technical Practice
Aids)
Issue Date: April and May
2008
(Nonauthoritative)

These questions and answers in TIS section
8200, Internal Control, were developed in
response to common questions received
from members regarding the
implementation of SAS Nos. 104–111.

TIS section 9120.08, "Part of
an Audit Performed in
Accordance With
International Standards on
Auditing" (AICPA, Technical
Practice Aids)
Issue Date: April 2008
(Nonauthoritative)

This question and answer discusses the
implications to the principal auditor's
report when part of an audit is conducted
by other independent auditors in
accordance with International Standards on
Auditing or another country's auditing
standards.

(continued)
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Recent Auditing and Attestation Pronouncements
and Related Guidance

TIS section 9100.06, "The Effect
of Obtaining the Management
Representation Letter on
Dating the Auditor's Report"
(AICPA, Technical Practice
Aids) Issue Date: May 2007
(Nonauthoritative)

This question and answer discusses
whether the auditor is required to have
the signed management representation
letter in hand as of the date of the
auditor's report. The question and
answer indicates that although the
auditor need not be in physical receipt of
the representation letter on the date of
the auditor's report, management will
need to have reviewed the final
representation letter and, at a minimum,
have orally confirmed that management
will sign the representation letter,
without exception, on or before the date
of the representations.

TIS section 8350.01, "Current
Year Audit Documentation
Contained in the Permanent
File" (AICPA, Technical
Practice Aids)
Issue Date: May 2007
(Nonauthoritative)

This question and answer discusses
whether the provisions of AU section 339,
Audit Documentation (AICPA,
Professional Standards, vol. 1), related to
documentation completion and retention,
apply to current year audit
documentation maintained in the
permanent file. The question and answer
indicates that AU section 339 does apply
to current year audit documentation
maintained in a permanent file, or, for
that matter, maintained in any type of
file, if the documentation serves as
support for the current year's audit
report.

AICPA Professional Issues Task
Force (PITF) Practice Alert (PA)
03-1, Audit Confirmations
(AICPA, Technical Practice
Aids, PA sec. 16,240)
Revised: June 2007
(Nonauthoritative)

This practice alert is a response to
practitioners' current concerns about
audit confirmations and includes
discussion of improving confirmation
response rates, negative versus positive
confirmation requests, nonresponses to
positive confirmations, responses to
positive confirmation requests indicating
exception, and use of electronic
confirmations among other topics.

AICPA PITF PA 07-1, Dating of
the Auditor's Report and
Related Practical Guidance
(AICPA, Technical Practice
Aids, PA sec. 16,290)
Issue Date: January 2007
(Nonauthoritative)

This practice alert provides guidance
regarding application of certain
provisions of AU section 339, primarily
related to dating the auditor's report.
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Public Company Accounting
Oversight Board (PCAOB)
Auditing Standard No. 5, An
Audit of Internal Control
Over Financial Reporting
That Is Integrated with An
Audit of Financial
Statements (AICPA, PCAOB
Standards and Related
Rules, Rules of the Board,
"Standards")
Issue Date: July 2007
(Applicable to audits
conducted in accordance with
PCAOB standards)

This standard replaces the PCAOB's
previous internal control standard,
Auditing Standard No. 2, An Audit of
Internal Control Over Financial Reporting
Performed in Conjunction With an Audit of
Financial Statements. This principles-based
auditing standard is designed to increase
the likelihood that material weaknesses in
internal control will be found before they
result in material misstatement of a
company's financial statements, and, at the
same time, eliminate procedures that are
unnecessary.

Auditing Standard No. 5 is required to be
used by registered audit firms for all audits
of internal control over financial reporting
no later than for fiscal years ending on or
after November 15, 2007. Earlier adoption
is permitted and encouraged.

PCAOB Rule 3525, Audit
Committee Preapproval of
Non-audit Services Related
to Internal Control Over
Financial Reporting (AICPA,
PCAOB Standards and
Related Rules, Rules of the
Board, "Rules")
Issue Date: July 2007
(Applicable to audits
conducted in accordance with
PCAOB standards)

This rule requires a registered public
accounting firm that seeks preapproval of
an issuer audit client's audit committee to
perform internal control-related nonaudit
services that are not otherwise prohibited
by the act or the rules of the Securities and
Exchange Commission (SEC) or the PCAOB
to describe, in writing, to the audit
committee the scope of the proposed
service, discuss with the audit committee
the potential effects of the proposed service
on the firm's independence, and document
the substance of the firm's discussion with
the audit committee. These requirements
parallel the auditor's responsibility in
seeking audit committee preapproval to
perform tax services for an audit client
under PCAOB Rule 3524, Audit
Committee Pre-approval of Certain Tax
Services (AICPA, PCAOB Standards and
Related Rules, Rules of the Board, "Rules").
This rule is effective for audits of fiscal
years ending on or after November 15,
2007.

(continued)
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Recent Auditing and Attestation Pronouncements
and Related Guidance

PCAOB Conforming
Amendments to the Interim
Auditing Standards (AICPA,
PCAOB Standards and Related
Rules, Rules of the Board,
"Standards")
Issue Date: July 2007
(Applicable to audits conducted
in accordance with PCAOB
standards)

In conjunction with the PCAOB's
adoption of Auditing Standard No. 5, the
PCAOB also adopted a number of
conforming amendments to its interim
standards. The conforming amendments
can be found in appendix 3 of PCAOB
Release No. 2007-005A at
www.pcaob.org/Rules/Docket_
021/2007-06-12_Release_No_2007-
005A.pdf.
These amendments are effective for
audits of fiscal years ending on or after
November 15, 2007, the same effective
date of Auditing Standard No. 5.

PCAOB Release No. 2007-001,
Observations on Auditors'
Implementation of PCAOB
Standards Relating to Auditors'
Responsibilities With Respect to
Fraud (AICPA, PCAOB
Standards and Related Rules,
"Selected SEC-Approved
PCAOB Releases")
Issue Date: January 2007
(Applicable to audits conducted
in accordance with PCAOB
standards)

This release focuses on aspects of the
PCAOB's interim auditing standards that
address the auditor's responsibility with
respect to fraud, specifically AU section
316, Consideration of Fraud in a
Financial Statement Audit (AICPA,
PCAOB Standards and Related Rules,
PCAOB Standards, As Amended). This
report does not change or propose to
change any existing standard nor is the
PCAOB providing any new interpretation
of existing standards.

PCAOB Staff Questions and
Answers, Ethics and
Independence Rules Concerning
Independence, Tax Services, and
Contingent Fees (AICPA,
PCAOB Standards and Related
Rules, PCAOB Staff Guidance,
sec. 100 par. .05)
Issue Date: April 2007
(Applicable to audits conducted
in accordance with PCAOB
standards)

Topics covered include the following:

• The application of PCAOB Rule 3522(a),
Tax transactions (AICPA, PCAOB
Standards and Related Rules, Rules of
the Board, "Rules"), when conditions
of confidentiality are imposed by tax
advisors who are not employed by or
affiliated with the registered public
accounting firm

• Whether a public accounting firm
can advise an audit client on the tax
consequences of structuring a
particular transaction

• Whether a registered public accounting
firm's independence is affected by
the IRS's subsequent listing of a
transaction that the firm marketed,
planned, or opined in favor of, as
described in PCAOB Rule 3522(b)
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• Clarification that the auditor must
evaluate whether a person is in a financial
reporting oversight role at affiliates and
not just the audit client itself

• Clarification of the term other change
in employment event as it relates to
PCAOB Rule 3522(c)

PCAOB Staff Audit Practice
Alert No. 2, Matters Related
to Auditing Fair Value
Measurements of Financial
Instruments and the Use of
Specialists (AICPA, PCAOB
Standards and Related
Rules, PCAOB Staff
Guidance, sec. 400 par. .02)
Issue Date: December 2007
(Applicable to audits
conducted in accordance with
PCAOB standards)

This practice alert highlights certain
requirements in the auditing standards
related to fair value measurements and
disclosures in the financial statements and
certain aspects of generally accepted
accounting principles that are particularly
relevant to the current economic
environment.

The Auditor’s Communication With Those
Charged With Governance

.27 In December 2006, the Auditing Standards Board (ASB) issued State-
ment on Auditing Standards (SAS) No. 114, The Auditor's Communication With
Those Charged With Governance (AICPA, Professional Standards, vol. 1, AU
sec. 380), which supersedes SAS No. 61, Communication With Audit Commit-
tees. This SAS establishes standards and provides guidance to auditors on mat-
ters required to be communicated with those charged with governance in re-
lation to an audit of financial statements and became effective for audits of
financial statements for periods beginning on or after December 15, 2006.

Identifying Those Charged With Governance
.28 The SAS uses the term those charged with governance to refer to those

with responsibility for overseeing the strategic direction of the entity and obli-
gations related to the accountability of the entity, including overseeing the en-
tity's financial reporting process. The SAS uses the term management to refer
to those who are responsible for achieving the objectives of the enterprise and
who have the authority to establish policies and make decisions by which those
objectives are to be pursued.

.29 The auditor should determine the appropriate person(s) within the en-
tity's governance structure with whom to communicate. The appropriate per-
son(s) may vary depending on the matter to be communicated. Governance
structures vary by entity, reflecting influences such as size and ownership char-
acteristics.
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.30 Because there is such diversity, it is not possible for SAS No. 114
to specify for all audits the person(s) with whom the auditor is to communi-
cate particular matters. Furthermore, in some cases the appropriate person(s)
with whom to communicate may not be clearly identifiable from the engage-
ment circumstances (for example, entities where the governance structure is
not formally defined, such as some family-owned entities, some not-for-profit
organizations, and some government entities). The auditor's understanding of
the entity's governance structure and processes obtained in accordance with
AU section 314, Understanding the Entity and Its Environment and Assessing
the Risks of Material Misstatement (AICPA, Professional Standards, vol. 1),
is relevant in deciding with whom to communicate matters. When the appro-
priate person(s) with whom to communicate are not clearly identifiable, the
auditor and the engaging party should agree on the relevant person(s) within
the entity's governance structure with whom the auditor will communicate.

Communicating Internal Control Related Matters
Identified in an Audit

.31 The ASB issued SAS No. 112, Communicating Internal Control Re-
lated Matters Identified in an Audit (AICPA, Professional Standards, vol. 1,
AU sec. 325), which became effective for audits of financial statements for peri-
ods ending on or after December 15, 2006. SAS No. 112 establishes standards
and provides guidance on communicating matters related to an entity's inter-
nal control over financial reporting (internal control) identified in an audit of
financial statements. This SAS is applicable whenever an auditor expresses
an opinion on financial statements (including a disclaimer of opinion). Among
other things, SAS No. 112

� requires the auditor to communicate control deficiencies that are
significant deficiencies or material weaknesses in internal control.
The terms are defined in the SAS. When SAS No. 112 was is-
sued, the terms significant deficiencies and material weaknesses
were consistent with PCAOB Auditing Standard No. 2, An Audit
of Internal Control Over Financial Reporting Performed in Con-
junction With an Audit of Financial Statements. However, with
the adoption of PCAOB Auditing Standard No. 5, An Audit of In-
ternal Control Over Financial Reporting That Is Integrated with
An Audit of Financial Statements (AICPA, PCAOB Standards and
Related Rules, Rules of the Board, "Standards"), the PCAOB re-
defined these terms, which now differ from SAS No. 112.

� provides guidance on evaluating the severity of control deficiencies
identified in an audit of financial statements and requires that the
auditor conclude whether prudent officials, having knowledge of
the same facts and circumstances, would agree with the auditor's
classification of the deficiency.

� identifies areas in which control deficiencies ordinarily are to be
evaluated as at least significant deficiencies, and identifies indi-
cators that control deficiencies should be regarded as at least a
significant deficiency and a strong indicator of a material weak-
ness.

� requires the auditor to communicate significant deficiencies and
material weaknesses identified in the audit, in writing, to man-
agement and those charged with governance. This includes the

ARA-GEN .30



P1: JyD

ACPA054-ARA-GEN ACPA054.cls October 2, 2008 9:56

Comprehensive Audit Risk Alert 15
significant deficiencies and material weaknesses that were com-
municated in previous audits if they have not yet been remediated.

� indicates that the communication must be in writing and is best
made by the report release date (the date on which the auditor
grants permission for the client to use the auditor's report in con-
nection with the financial statements), but should be made no later
than 60 days following the report release date.

� contains illustrative written communications to management and
those charged with governance.

.32 The requirements of SAS No. 112 introduce possible opportunities for
auditors. Auditors can help clients evaluate the cost-benefit implications of im-
proving their internal control, including a discussion of the benefits of training
programs for client personnel to become more knowledgeable about internal
control. Auditors can also teach clients how to develop a risk assessment ap-
proach to designing a system of internal control. Readers should note the In-
ternal Control Task Force of the ASB is revising SAS No. 112 in response to the
adoption of PCAOB Auditing Standard No. 5 and International Standards on
Auditing (ISAs).

.33 The AICPA published Audit Risk Alert Understanding SAS No. 112
and Evaluating Control Deficiencies (product no. 022536kk) to help readers un-
derstand the requirements of this SAS. This Audit Risk Alert provides specific
case studies to help determine whether identified control weaknesses would
constitute a significant deficiency or material weakness; it can be obtained by
calling the AICPA at (888) 777-7077 or visiting www.cpa2biz.com.

AICPA Risk Assessment Standards
.34 The 8 SASs referred to as the risk assessment standards (SAS Nos.

104–111) became effective for audits of financial statements for periods be-
ginning on or after December 15, 2006 (earlier application was permitted).
Although the SASs include many of the underlying concepts and detailed per-
formance requirements contained in the standards they amend or supersede,
they do create significant new requirements for the auditor. The risk assess-
ment standards provide extensive guidance on how to apply the audit risk
model when planning and performing financial statement audits, focusing on
identifying and assessing the risks of material misstatements, further design-
ing and performing tailored audit procedures in response to the assessed risks
at relevant assertion levels, and improving the linkage between risks, controls,
audit procedures, and conclusions.

Key Provisions of the Risk Assessment Standards
.35 The risk assessment standards require the auditor to understand and

respond to the risks of material misstatement, whether due to error or fraud.
That understanding should identify risks that may lead to a material misstate-
ment in the client's financial statements and any mitigating controls in place.
The risk assessment standards place an even greater emphasis on the under-
standing and testing of internal control. Auditors may no longer simply default
to a maximum control risk. Although this does not mean auditors are required
to test and rely on controls as part of their audit strategy, they should assess
how all five components of internal control over financial reporting relate to the
client that they are auditing (see the Committee on Sponsoring Organizations of
the Treadway Commission's [COSO] Internal Control—Integrated Framework
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at www.coso.org/IC-IntegratedFramework-summary.htm). These standards
may significantly affect the formality of your risk assessment and documenta-
tion and may vary greatly from what auditors have previously done. Implemen-
tation of the SASs should have already been completed and has likely resulted
in significant changes to firm audit methodologies and personnel training.

Risk Assessment Standards Technical Practice Aids
.36 To assist auditors in implementing the risk assessment standards

in their audits, the AICPA has issued a series of nonauthoritative Technical
Practice Aid (TPA) Technical Questions and Answers (TIS) sections relating
to internal control. TIS sections 8200.05–.16 (AICPA, Technical Practice Aids)
have been developed in response to common questions received from auditors.
Topics include the following:

� Consideration of controls that are less formal or not documented
by the client

� Whether the auditor may suggest improvements to a client's in-
ternal control system

� Assessing inherent risk in relation to the consideration of control
risk

� The frequency of walkthroughs that are used as the basis for the
auditor's understanding of internal control

� Considerations in obtaining an understanding of, evaluating, and
documenting controls that the auditor believes are nonexistent or
ineffective

� Assessing control risk at the maximum level
� Considerations for developing a substantive audit strategy

Risk Assessment Audit Guide and Audit Risk Alert
.37 The AICPA published Audit Guide Assessing and Responding to Audit

Risk in a Financial Statement Audit (product no. 012456kk) and Audit Risk
Alert Understanding the New Auditing Standards Related to Risk Assessment
(product no. 022526kk). These resources help auditors further understand the
risk assessment standards. The resources include practical guidance, examples,
and an in-depth case study. These publications can be ordered by calling the
AICPA at (888) 777-7077 or visiting www.cpa2biz.com.

PCAOB Auditing Standard No. 5
.38 The SEC approved PCAOB Auditing Standard No. 5 on July 25, 2007.

This standard replaces PCAOB Auditing Standard No. 2. Auditing Standard
No. 5 is principles based and presents a risk-based, top-down approach de-
signed to increase the likelihood that material weaknesses will be found before
resulting in a material misstatement of a company's financial statements, while
eliminating unnecessary procedures. The standard was also designed to make
audits more scalable for smaller or less complex companies. The PCAOB worked
closely with the SEC to coordinate Auditing Standard No. 5 with the guidance to
public company management that was approved by the SEC in May 2007. The
PCAOB chairman, stated, "The new standard is more risk-based and scalable,
which will better meet the needs of investors, public companies, and auditors
alike."
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.39 This standard is required for all audits of internal control for fiscal

years ending on or after November 15, 2007. For more information, readers
may refer to Audit Risk Alert SEC and PCAOB Developments—2008 (product
no. 022499kk).

Accounting Issues and Developments
Convergence With International Financial Reporting Standards

.40 Since the signing of the Norwalk Agreement by Financial Account-
ing Standards Board (FASB) and International Accounting Standards Board
(IASB) the bodies have had a common goal—one set of accounting standards
for international use. In this agreement, each body acknowledged its commit-
ment to the development of high quality, compatible accounting standards that
could be used for both domestic and cross-border financial reporting. In 2005
meetings, FASB and the IASB reaffirmed their commitment to the convergence
of U.S. generally accepted accounting principles (GAAP) and International Fi-
nancial Reporting Standards (IFRS). A common set of high quality, globally
accepted standards remains the long-term strategic priority of both FASB and
the IASB.

.41 FASB and the IASB have untaken several joint projects, which are
being conducted simultaneously in a coordinated manner to further the goal
of convergence of U.S .GAAP and IFRS. These ongoing joint projects address
the conceptual framework, business combinations, financial statement presen-
tation, and revenue recognition. For more information on the status of this
project go to www.fasb.org and www.iasb.org.

SEC Eases Acceptance of IFRS Financial Statements
.42 On December 21, 2007, the SEC took a major step towards easing

the acceptance of IFRS financial statements by adopting rules to accept from
foreign private issuers financial statements prepared in accordance with IFRS
as issued by the IASB without reconciliation to U.S. GAAP. This rule marks
an important step in the process toward the development of a single set of
high quality, globally accepted accounting standards. This rule became effective
March 4, 2008. Readers can access this rule at www.sec.gov/rules/final/2007/33-
8879.pdf.

.43 More than 100 countries now either require or allow the use of IFRS
for the preparation of financial statements by listed companies, and additional
countries are moving to do the same. This recent movement to IFRS outside
the United States has resulted in an increase of filings with the SEC of foreign
private issuers that represent in the footnotes to their financial statements
that their financial statements comply with IFRS as published by the IASB—
from a relative few in 2005 to approximately 110 in 2006. The SEC expects
this number will continue to increase in the future, particularly pursuant to
Canada's announced move to IFRS, as there currently are approximately 500
foreign private issuers from Canada.

.44 This movement to IFRS also has begun to affect U.S. issuers, in partic-
ular those with a significant global footprint. For instance, certain U.S. issuers
may compete for capital globally in industry sectors in which a critical mass of
non-U.S. companies report under IFRS. Also, U.S. issuers with subsidiaries lo-
cated in jurisdictions that have moved to IFRS may prepare those subsidiaries'
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financial statements in IFRS for purposes of local regulatory or statutory filings.
Readers should remain alert to developments regarding convergence.

IFRS ”Roadmap”
.45 The SEC has outlined several initiatives concerning the possible use

of IFRS in the United States in the spotlight section of its Web site. This section
provides the following information on the following topics and groups:

� SEC roundtable on IFRS held on August 4, 2008
� SEC roundtable on practical issues surrounding the use of IFRS

in the United States in recent years, and the potential expanded
use of IFRS in future years

� SEC roundtable on IFRS in the U.S. markets held on December
13, 2007

� Proposed rulemaking and request for public comments
� SEC staff roundtable on IFRS roadmap
� SEC press releases
� Staff review of financial statements prepared in accordance with

IFRS
� Speeches and public statements

.46 This information can be accessed at www.sec.gov/spotlight/
ifrsroadmap.htm.

AICPA Launches IFRS.com Web Site
.47 The AICPA is calling for an orderly transition and reasonable time

frame of three to five years for the U.S. accounting profession to adopt IFRS.
During a June 16, 2008 FASB forum, held to facilitate an open dialogue about
whether and how to move the U.S. financial reporting system to IFRS and to
define the next steps in that process, it was noted that awareness of IFRS is
growing, but most believe it will take three to five years for the United States
to prepare for IFRS implementation.

.48 The AICPA launched a new Web site www.ifrs.com, in May 2008, to
provide current information about developments in international convergence.
The growing acceptance of IFRS as a basis for U.S. financial reporting repre-
sents a fundamental change for the U.S. accounting profession. Acceptance of
a single set of high-quality accounting standards for worldwide use by public
companies has been gaining momentum around the globe for the past few years.

.49 Developed by the AICPA, in partnership with its marketing and tech-
nology subsidiary, CPA2Biz, IFRS.com provides a comprehensive set of re-
sources for accounting professionals, auditors, financial managers, audit com-
mittees, and other users of financial statements.

.50 The Web site features tools and resources to help CPAs get acquainted
with IFRS, the surrounding issues, and available support. Resources include a
history of convergence, a high-level overview of the differences between IFRS
and U.S. GAAP, frequently asked questions, articles, textbooks, CPE courses
and live conference training, helpful links, and assistance for audit committee
members.
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FASB Accounting Standards Codification™
.51 On January 15, 2008, FASB launched the one-year verification period

of the FASB Accounting Standards Codification™ (codification). The codifica-
tion is a major restructuring of accounting and reporting standards designed
to simplify user access to all authoritative U.S. GAAP by providing all authori-
tative literature in a topically organized structure. The codification includes all
accounting standards issued by a standard setter within levels A–D of the cur-
rent U.S. GAAP hierarchy, including FASB, AICPA, Emerging Issues Task Force
(EITF), and related literature. The codification also includes relevant authori-
tative content issued by the SEC, as well as selected SEC staff interpretations
and administrative guidance.

.52 The purpose of the codification is not to change GAAP, but rather
to reorganize thousands of GAAP pronouncements into approximately 90 top-
ics. Therefore, the one-year verification period is not to debate the underlying
requirements of GAAP, but rather to verify that the codification appropriately
captures those requirements and accurately reflects existing U.S. GAAP for non-
governmental entities. The verification period is also a period for constituents
to acquaint themselves with the new structure and submit feedback regarding
any issues before the codification content becomes authoritative. At the end
of the one-year verification period, FASB is expected to formally approve the
codification as the single source of authoritative U.S. accounting and report-
ing standards, other than guidance issued by the SEC. At that time, FASB
will supersede all then-existing non-SEC accounting and reporting standards.
All other nongrandfathered, non-SEC accounting literature not included in the
codification will become nonauthoritative. FASB expects to approve the codifi-
cation in April 2009.

.53 The codification uses a topical structure in which topics, subtopics,
and sections are numerically referenced. This effectively organizes the con-
tent without regard to the original standard-setter or standard from which the
content was derived. The topics of the codification reside in eight main areas:
presentation, assets, liabilities, equity, revenue, expenses, broad transactions,
and industry guidance. The overall presentation area addresses presentation
of financial information, but does not address items such as recognition, mea-
surement, or derecognition. For example, topics in this area include income
statement, balance sheet, and earnings per share. The broad transactions area
includes topics related to multiple financial statement accounts that are trans-
action oriented, such as derivatives and business combinations. The industry
area includes guidance unique to an industry or type of activity such as airlines,
software, and real estate.

.54 Constituents are encouraged to use FASB's online Codification Re-
search System free of charge and provide feedback to FASB on the codifica-
tion. The Codification Research System includes general information on how to
use the online research system and special features such as cross reference re-
ports that show where current standards reside in the codification. Readers are
encouraged to register and access the codification at http://asc.fasb.org/home.
Special attention should be paid to where FASB reconciled conflicts in existing
GAAP and to identify any unintentional changes to GAAP.

.55 The AICPA has published the Financial Reporting Alert FASB Codi-
fication Developments—2008 (product no. 029209kk). This Financial Report-
ing Alert is intended to provide a better understanding of the codification,
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