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Auditing Standards

The Sarbanes-Oxley Act of 2002, as amended, directs the Board to establish, by rule, auditing and related
professional practice standards for registered public accounting firms to follow in the preparation of audit
reports for public companies and other issuers, and broker-dealers.

The following is a list of PCAOB auditing standards for audits of financial statements for fiscal years ending
on or after December 15, 2024. Downloadable PDF booklets of the auditing standards that are effective
for audits of that and other periods are also available:

m PCAOB auditing standards for audits of financial statements for fiscal years ending on Dec. 15,
2020 through Dec. 14, 2024

m PCAOB auditing standards for audits of financial statements for fiscal years ending Dec. 15, 2017
through Dec. 14, 2020

m PCAOB auditing standards, as reorganized beginning Dec. 31, 2016, for audits of financial
statements for fiscal years ending before Dec. 15, 2017

For periods not listed above, applicable auditing standards are available in the archive.

Find analogous auditing standards of the ASB and the IAASB using the Find an Analogous Standard
reference tool.

General Auditing Standards

1000 General Principles and Responsibilities

= AS 1001: Responsibilities and Functions of the Independent Auditor
= AS 1005: Independence
= AS 1010: Training and Proficiency of the Independent Auditor

= AS 1015: Due Professional Care in the Performance of Work

1100 General Concepts

= AS 1101: Audit Risk
= AS 1105: Audit Evidence

= AS 1110: Relationship of Auditing Standards to Quality Control Standards
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1200 General Activities

= AS 1201: Supervision of the Audit Engagement

= AS 1206: Dividing Responsibility for the Audit with Another Accounting Firm
= AS 1210: Using the Work of an Auditor-Engaged Specialist

= AS 1215: Audit Documentation

= AS 1220: Engagement Quality Review

1300 Auditor Communications

= AS 1301: Communications with Audit Committees

= AS 1305: Communications About Control Deficiencies in an Audit of Financial Statements

Audit Procedures

2100 Audit Planning and Risk Assessment

= AS 2101: Audit Planning
= AS 2105: Consideration of Materiality in Planning and Performing an Audit

= AS 2110: Identifying and Assessing Risks of Material Misstatement

2200 Auditing Internal Control Over Financial Reporting

= AS 2201: An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of
Financial Statements

2300 Audit Procedures in Response to Risks—Nature, Timing, and
Extent

= AS 2301: The Auditor's Responses to the Risks of Material Misstatement
= AS 2305: Substantive Analytical Procedures

= AS 2310: The Confirmation Process
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= AS 2315: Audit Sampling

2400 Audit Procedures for Specific Aspects of the Audit

= AS 2401: Consideration of Fraud in a Financial Statement Audit
= AS 2405: lllegal Acts by Clients
= AS 2410: Related Parties

= AS 2415: Consideration of an Entity's Ability to Continue as a Going Concern

2500 Audit Procedures for Certain Accounts or Disclosures

= AS 2501: Auditing Accounting Estimates, Including Fair Value Measurements
= AS 2505: Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments

s AS 2510: Auditing Inventories

2600 Special Topics

= AS 2601: Consideration of an Entity's Use of a Service Organization
= AS 2605: Consideration of the Internal Audit Function

= AS 2610: Initial Audits—Communications Between Predecessor and Successor Auditors

2700 Auditor's Responsibilities Regarding Supplemental and Other
Information

= AS 2701: Auditing Supplemental Information Accompanying Audited Financial Statements
= AS 2705: Required Supplementary Information

= AS 2710: Other Information in Documents Containing Audited Financial Statements

2800 Concluding Audit Procedures

= AS 2801: Subsequent Events
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= AS 2805: Management Representations
= AS 2810: Evaluating Audit Results

= AS 2815: The Meaning of "Present Fairly in Conformity with Generally Accepted Accounting
Principles"

=  AS 2820: Evaluating Consistency of Financial Statements

2900 Post-Audit Matters

= AS 2901: Consideration of Omitted Procedures After the Report Date

= AS 2905: Subsequent Discovery of Facts Existing at the Date of the Auditor's Report

Auditor Reporting

3100 Reporting on Audits of Financial Statements

= AS 3101: The Auditor's Report on an Audit of Financial Statements When the Auditor Expresses
an Unqualified Opinion

= AS 3105: Departures from Unqualified Opinions and Other Reporting Circumstances

= AS 3110: Dating of the Independent Auditor's Report

3300 Other Reporting Topics

= AS 3305: Special Reports
= AS 3310: Special Reports on Regulated Companies
= AS 3315: Reporting on Condensed Financial Statements and Selected Financial Data

= AS 3320: Association with Financial Statements

Matters Relating to Filings Under Federal Securities Laws

= AS 4101: Responsibilities Regarding Filings Under Federal Securities Statutes

= AS 4105: Reviews of Interim Financial Information
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Other Matters Associated with Audits

= AS 6101: Letters for Underwriters and Certain Other Requesting Parties
= AS 6105: Reports on the Application of Accounting Principles

= AS 6110: Compliance Auditing Considerations in Audits of Recipients of Governmental Financial
Assistance

= AS 6115: Reporting on Whether a Previously Reported Material Weakness Continues to Exist
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AS 1001: Responsibilities and Functions of the
Independent Auditor

Amendments: Amending releases and related SEC approval orders

Summary Table of Contents

.02 Distinction Between Responsibilities of Auditor and Management
.04 Professional Qualifications

.10 Responsibility to the Profession

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

Distinction Between Responsibilities of Auditor and
Management

.02 The auditor has a responsibility to plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement, whether caused by error or
fraud.! Because of the nature of audit evidence and the characteristics of fraud, the auditor is able to
obtain reasonable, but not absolute, assurance that material misstatements are detected.? The auditor has
no responsibility to plan and perform the audit to obtain reasonable assurance that misstatements,
whether caused by errors or fraud, that are not material to the financial statements are detected.

.03 The financial statements are management's responsibility. The auditor's responsibility is to express
an opinion on the financial statements. Management is responsible for adopting sound accounting policies
and for establishing and maintaining internal control that will, among other things, initiate, record,
process, and report transactions (as well as events and conditions) consistent with management's
assertions embodied in the financial statements. The entity's transactions and the related assets, liabilities,
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and equity are within the direct knowledge and control of management. The auditor's knowledge of these
matters and internal control is limited to that acquired through the audit. Thus, the fair presentation of
financial statements in conformity with generally accepted accounting principles? is an implicit and integral
part of management's responsibility. The independent auditor may make suggestions about the form or
content of the financial statements or draft them, in whole or in part, based on information from
management during the performance of the audit. However, the auditor's responsibility for the financial
statements he or she has audited is confined to the expression of his or her opinion on them.

Professional Qualifications

.04 The professional qualifications required of the independent auditor are those of a person with the
education and experience to practice as such. They do not include those of a person trained for or
gualified to engage in another profession or occupation. For example, the independent auditor, in
observing the taking of a physical inventory, does not purport to act as an appraiser, a valuer, or an expert
in materials. Similarly, although the independent auditor is informed in a general manner about matters of
commercial law, he does not purport to act in the capacity of a lawyer and may appropriately rely upon
the advice of attorneys in all matters of law.

.05 In the observance of the standards of the PCAOB, the independent auditor must exercise his
judgment in determining which auditing procedures are necessary in the circumstances to afford a
reasonable basis for his opinion. His judgment is required to be the informed judgment of a qualified
professional person.

Detection of Fraud

[.06-.09] [Paragraphs deleted.]

Responsibility to the Profession

[.10] [Paragraph deleted.]

.11 The auditor should be aware of and consider auditing interpretations applicable to his or her audit.
If the auditor does not apply the auditing guidance included in an applicable auditing interpretation, the
auditor should be prepared to explain how he or she complied with the provisions of the auditing standard
addressed by such auditing guidance.

Note: The term "auditing interpretations," as used in this paragraph, refers to the publications
entitled "Auditing Interpretation" issued by the American Institute of Certified Public Accountants'
Auditing Standards Board as in existence on April 16, 2003, and in effect.
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Footnotes (AS 1001 - Responsibilities and Functions of the Independent Auditor):

L Seens 2105, Consideration of Materiality in Planning and Performing an Audit. The auditor's
consideration of illegal acts and responsibility for detecting misstatements resulting from illegal acts is
defined in AS 2405, /llegal Acts by Clients. For those illegal acts that are defined in that section as having
a direct and material effect on the determination of financial statement amounts, the auditor's
responsibility to detect misstatements resulting from such illegal acts is the same as that for error or
fraud.

2 See paragraphs .10 through .13 of AS 1015, Due Professional Care in the Performance of Work.

The responsibilities and functions of the independent auditor are also applicable to financial
statements presented in conformity with a comprehensive basis of accounting other than generally
accepted accounting principles; references in this section to financial statements presented in
conformity with generally accepted accounting principles also include those presentations.

Copyright © 2002, American Institute of Certified Public Accountants, Inc.
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AS 1005: Independence

Amendments: Amending releases and related SEC approval orders

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

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

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

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

.05 The Securities and Exchange Commission (SEC) has also adopted requirements for independence
of auditors who report on financial statements filed with it.

.06 The independent auditor should administer his practice within the spirit of these precepts and
rules if he is to achieve a proper degree of independence in the conduct of his work.

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

10
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Copyright © 2002, American Institute of Certified Public Accountants, Inc.
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AS 1010: Training and Proficiency of the Independent
Auditor

Amendments: Amending releases and related SEC approval orders

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

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

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

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

.05 In the course of his day-to-day practice, the independent auditor encounters a wide range of
judgment on the part of management, varying from true objective judgment to the occasional extreme of
deliberate misstatement. He is retained to audit and report upon the financial statements of a business
because, through his training and experience, he has become skilled in accounting and auditing and has
acquired the ability to consider objectively and to exercise independent judgment with respect to the
information recorded in books of account or otherwise disclosed by his audit.

Copyright © 2002, American Institute of Certified Public Accountants, Inc.
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AS 1015: Due Professional Care in the Performance
of Work

Amendments: Amending releases and related SEC approval orders
Guidance on AS 1015: Staff Audit Practice Alerts No.9 and No. 10

Summary Table of Contents

.07 Professional Skepticism

.10 Reasonable Assurance

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

Note: For audits that involve other auditors, the other auditors are responsible for performing their work
with due professional care.!

.02 The statement in the preceding paragraph requires the independent auditor to plan and perform
his or her work with due professional care. Due professional care imposes a responsibility upon each
professional within an independent auditor's organization to observe the standards of field work and

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

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

.04  The matter of due professional care concerns what the independent auditor does and how well he

or she does it. The quotation from Cooley on Torts provides a source from which an auditor's responsibility
for conducting an audit with due professional care can be derived. The remainder of the section discusses

the auditor's responsibility in the context of an audit.

14



For FYE on or after Dec. 15, 2024

.05  An auditor should possess "the degree of skill commonly possessed" by other auditors and should
exercise it with "reasonable care and diligence" (that is, with due professional care).

.06  Engagement team3 members should be assigned to tasks and supervised commensurate with their
level of knowledge, skill, and ability so that they can evaluate the audit evidence they are examining. The
engagement partner should know, at a minimum, the relevant professional accounting and auditing
standards and should be knowledgeable about the client. The engagement partner is responsible for the
assignment of tasks to, and supervision of, the members of the engagement team.?

Professional Skepticism

.07 Due professional care requires the auditor to exercise professional skepticism. Professional
skepticism is an attitude that includes a questioning mind and a critical assessment of audit evidence. The
auditor uses the knowledge, skill, and ability called for by the profession of public accounting to diligently
perform, in good faith and with integrity, the gathering and objective evaluation of evidence.

.08  Gathering and objectively evaluating audit evidence requires the auditor to consider the
competency and sufficiency of the evidence. Since evidence is gathered and evaluated throughout the
audit, professional skepticism should be exercised throughout the audit process.

.09  The auditor neither assumes that management is dishonest nor assumes unquestioned honesty. In
exercising professional skepticism, the auditor should not be satisfied with less than persuasive evidence
because of a belief that management is honest.

Reasonable Assurance

.10 The exercise of due professional care allows the auditor to obtain reasonable assurance about
whether the financial statements are free of material misstatement, whether caused by error or fraud, or
whether any material weaknesses exist as of the date of management's assessment. Absolute assurance is
not attainable because of the nature of audit evidence and the characteristics of fraud. Although not
absolute assurance, reasonable assurance is a high level of assurance. Therefore, an audit conducted in
accordance with the standards of the Public Company Accounting Oversight Board (United States) may not
detect a material weakness in internal control over financial reporting or a material misstatement to the
financial statements.

.11 The independent auditor's objective is to obtain sufficient appropriate evidential matter to provide
him or her with a reasonable basis for forming an opinion. The nature of most evidence derives, in part,
from the concept of selective testing of the data being audited, which involves judgment regarding both
the areas to be tested and the nature, timing, and extent of the tests to be performed. In addition,
judgment is required in interpreting the results of audit testing and evaluating audit evidence. Even with
good faith and integrity, mistakes and errors in judgment can be made. Furthermore, many accounting
presentations contain accounting estimates, the measurement of which is inherently uncertain and
depends on the outcome of future events. The auditor exercises professional judgment in evaluating the

15
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reasonableness of accounting estimates in significant accounts and disclosures based on information that
could reasonably be expected to be available through the date of the auditor's report. As a result of these
factors, in the great majority of cases, the auditor has to rely on evidence that is persuasive rather than
convincing.

A2 Because of the characteristics of fraud, a properly planned and performed audit may not detect a
material misstatement. Characteristics of fraud include (a) concealment through collusion among
management, employees, or third parties; (b) withheld, misrepresented, or falsified documentation; and
(c) the ability of management to override or instruct others to override what otherwise appears to be
effective controls. For example, auditing procedures may be ineffective for detecting an intentional
misstatement that is concealed through collusion among personnel within the entity and third parties or
among management or employees of the entity. Collusion may cause the auditor who has properly
performed the audit to conclude that evidence provided is persuasive when it is, in fact, false. In addition,
an audit conducted in accordance with the standards of the PCAOB rarely involves authentication of
documentation, nor are auditors trained as or expected to be experts in such authentication. (See
paragraph .09 of AS 1105, Audit Evidence.) Furthermore, an auditor may not discover the existence of a
modification of documentation through a side agreement that management or a third party has not
disclosed. Finally, management has the ability to directly or indirectly manipulate accounting records and
present fraudulent financial information by overriding controls in unpredictable ways.

.13 Since the auditor's opinion on the financial statements or internal control over financial reporting is
based on the concept of obtaining reasonable assurance, the auditor is not an insurer and his or her report
does not constitute a guarantee. Therefore, the subsequent discovery that either a material misstatement,
whether from error or fraud, exists in the financial statements or a material weakness in internal control
over financial reporting exists does not, in and of itself, evidence (a) failure to obtain reasonable
assurance, (b) inadequate planning, performance, or judgment, (c) the absence of due professional care,
or (d) a failure to comply with the standards of the Public Company Accounting Oversight Board (United
States).

Footnotes (AS 1015 - Due Professional Care in the Performance of Work):

L The lead auditor’s responsibilities for planning the audit and supervising the other auditors’ work are

set forth in AS 2101, Audit Planning, and AS 1201, Supervision of the Audit Engagement. The terms “lead
auditor” and “other auditor,” as used in this standard, have the same meaning as defined in Appendix A
of AS 2101.

2 D. Haggard, Cooley on Torts, 472 (4th ed., 1932).

3 The term “engagement team,” as used in this standard, has the same meaning as defined in Appendix
A of AS 2101.

4 See AS 1201.

> See AS 2501, Auditing Accounting Estimates, Including Fair Value Measurements, which discusses the

16
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auditor's responsibility to obtain sufficient appropriate evidence to determine whether accounting
estimates in significant accounts and disclosures are properly accounted for and disclosed in the
financial statements.

Copyright © 2002, American Institute of Certified Public Accountants, Inc.
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AS 1101: Audit Risk

Adopting Release: PCAOB Release No. 2010-004
Effective Date of Standard: For audits of fiscal years beginning on or after Dec. 15, 2010
Amendments: Amending releases and related SEC approval orders

Summary Table of Contents

.01 Introduction
.02 Objective

.03 Audit Risk

Introduction

.01 This standard discusses the auditor's consideration of audit risk in an audit of financial statements
as part of an integrated audit! or an audit of financial statements only.

Objective

.02 The objective of the auditor is to conduct the audit of financial statements in a manner that

reduces audit risk to an appropriately low level.

Audit Risk

.03 To form an appropriate basis for expressing an opinion on the financial statements, the auditor
must plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement? due to error or fraud. Reasonable assurance3 is obtained by reducing
audit risk to an appropriately low level through applying due professional care, including obtaining
sufficient appropriate audit evidence.

.04 In an audit of financial statements, audit risk is the risk that the auditor expresses an inappropriate
audit opinion when the financial statements are materially misstated, i.e., the financial statements are not
presented fairly in conformity with the applicable financial reporting framework. Audit risk is a function of
the risk of material misstatement and detection risk.

Note: The auditor should look to the requirements of the Securities and Exchange Commission for

18
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the company under audit with respect to the accounting principles applicable to that company.

Risk of Material Misstatement

.05 The risk of material misstatement refers to the risk that the financial statements are materially
misstated. AS 2110, Identifying and Assessing Risks of Material Misstatement, indicates that the auditor
should assess the risks of material misstatement at two levels: (1) at the financial statement level and (2)
at the assertion® level.®

.06 Risks of material misstatement at the financial statement level relate pervasively to the financial
statements as a whole and potentially affect many assertions. Risks of material misstatement at the
financial statement level may be especially relevant to the auditor's consideration of the risk of material
misstatement due to fraud. For example, an ineffective control environment, a lack of sufficient capital to
continue operations, and declining conditions affecting the company's industry might create pressures or
opportunities for management to manipulate the financial statements, leading to higher risk of material
misstatement.

.07 Risk of material misstatement at the assertion level consists of the following components:

a. Inherent risk, which refers to the susceptibility of an assertion to a misstatement, due to error or
fraud, that could be material, individually or in combination with other misstatements, before
consideration of any related controls.

b.  Control risk, which is the risk that a misstatement due to error or fraud that could occur in an
assertion and that could be material, individually or in combination with other misstatements, will
not be prevented or detected on a timely basis by the company's internal control. Control risk is a
function of the effectiveness of the design and operation of internal control.

.08 Inherent risk and control risk are related to the company, its environment, and its internal control,
and the auditor assesses those risks based on evidence he or she obtains. The auditor assesses inherent
risk using information obtained from performing risk assessment procedures and considering the
characteristics of the accounts and disclosures in the financial statements.® The auditor assesses control
risk using evidence obtained from tests of controls (if the auditor plans to rely on those controls to assess
control risk at less than maximum) and from other sources.”

Detection Risk

.09 In an audit of financial statements, detection risk is the risk that the procedures performed by the
auditor will not detect a misstatement that exists and that could be material, individually or in combination
with other misstatements. Detection risk is affected by (1) the effectiveness of the substantive procedures
and (2) their application by the auditor, i.e., whether the procedures were performed with due
professional care.

.10 The auditor uses the assessed risk of material misstatement to determine the appropriate level of

19
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detection risk for a financial statement assertion. The higher the risk of material misstatement, the lower
the level of detection risk needs to be in order to reduce audit risk to an appropriately low level.

A1 The auditor reduces the level of detection risk through the nature, timing, and extent of the
substantive procedures performed. As the appropriate level of detection risk decreases, the evidence from
substantive procedures that the auditor should obtain increases.?

Footnotes (AS 1101 - Audit Risk):

L \When the auditor is performing an integrated audit of financial statements and internal control over
financial reporting, the requirements in AS 2201, An Audit of Internal Control Over Financial Reporting
That Is Integrated with An Audit of Financial Statements, also apply. However, the risks of material
misstatement of the financial statements are the same for both the audit of financial statements and
the audit of internal control over financial reporting.

2 Misstatement is defined in Appendix A of AS 2810, Evaluating Audit Results.

3 See AS 1001, Responsibilities and Functions of the Independent Auditor, and paragraph .10 of AS 1015,
Due Professional Care in the Performance of Work, for a further discussion of reasonable assurance.

4 See AS 1105, Audit Evidence, for a description of financial statement assertions.

> AS 2110.59.

® AS2110.59a.

g Paragraphs .32-.34 of AS 2301, The Auditor's Responses to the Risks of Material Misstatement.

8 AS 2301.37.

20
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AS 1105: Audit Evidence

PCAOB Release No. 2023-008, SEC Release No. 34-99060. View the standard as amended.

Adopting Release: PCAOB Release No. 2010-004
Amendments: Amending releases and related SEC approval orders
Guidance on AS 1105: Staff Audit Practice Alerts No. 8 and No. 12

Summary Table of Contents

.01 Introduction

.03 Objective

.04 Sufficient Appropriate Audit Evidence

.11 Financial Statement Assertions

.13 Audit Procedures for Obtaining Audit Evidence

.22 Selecting Items for Testing to Obtain Audit Evidence

.29 Inconsistency in, or Doubts about the Reliability of, Audit Evidence
Appendix A - Using the Work of a Company's Specialist as Audit Evidence

Appendix B - Audit Evidence Regarding Valuation of Investments Based on Investee Financial Results

Introduction

.01  This standard explains what constitutes audit evidence and establishes requirements regarding
designing and performing audit procedures to obtain sufficient appropriate audit evidence.

.02 Audit evidence is all the information, whether obtained from audit procedures or other sources,
that is used by the auditor in arriving at the conclusions on which the auditor's opinion is based. Audit
evidence consists of both information that supports and corroborates management's assertions regarding
the financial statements or internal control over financial reporting and information that contradicts such
assertions.

Objective
.03 The objective of the auditor is to plan and perform the audit to obtain appropriate audit evidence
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that is sufficient to support the opinion expressed in the auditor's report.!

Sufficient Appropriate Audit Evidence

.04 The auditor must plan and perform audit procedures to obtain sufficient appropriate audit
evidence to provide a reasonable basis for his or her opinion.

.05  Sufficiency is the measure of the quantity of audit evidence. The quantity of audit evidence needed
is affected by the following:

m  Risk of material misstatement (in the audit of financial statements) or the risk associated with the
control (in the audit of internal control over financial reporting). As the risk increases, the amount
of evidence that the auditor should obtain also increases. For example, ordinarily more evidence
is needed to respond to significant risks.2

m  Quality of the audit evidence obtained. As the quality of the evidence increases, the need for
additional corroborating evidence decreases. Obtaining more of the same type of audit evidence,
however, cannot compensate for the poor quality of that evidence.

.06 Appropriateness is the measure of the quality of audit evidence, i.e., its relevance and reliability. To
be appropriate, audit evidence must be both relevant and reliable in providing support for the conclusions
on which the auditor's opinion is based.

Relevance and Reliability

.07  Relevance. The relevance of audit evidence refers to its relationship to the assertion or to the
objective of the control being tested. The relevance of audit evidence depends on:

a. The design of the audit procedure used to test the assertion or control, in particular whether it is
designed to (1) test the assertion or control directly and (2) test for understatement or
overstatement; and

b. The timing of the audit procedure used to test the assertion or control.

.08  Reliability. The reliability of evidence depends on the nature and source of the evidence and the
circumstances under which it is obtained. For example, in general:

m Evidence obtained from a knowledgeable source that is independent of the company is more
reliable than evidence obtained only from internal company sources.

Note: See Appendix A of this standard for requirements related to the evaluation of
evidence from a company's specialist.

m The reliability of information generated internally by the company is increased when the
company's controls over that information are effective.
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m Evidence obtained directly by the auditor is more reliable than evidence obtained indirectly.

m Evidence provided by original documents is more reliable than evidence provided by photocopies
or facsimiles, or documents that have been filmed, digitized, or otherwise converted into
electronic form, the reliability of which depends on the controls over the conversion and
maintenance of those documents.

Note: If a third party provides evidence to an auditor subject to restrictions, limitations, or
disclaimers, the auditor should evaluate the effect of the restrictions, limitations, or disclaimers on
the reliability of that evidence.

.09  The auditor is not expected to be an expert in document authentication. However, if conditions
indicate that a document may not be authentic or that the terms in a document have been modified but
that the modifications have not been disclosed to the auditor, the auditor should modify the planned audit
procedures or perform additional audit procedures to respond to those conditions and should evaluate
the effect, if any, on the other aspects of the audit.

Using Information Produced by the Company

.10 When using information produced by the company as audit evidence, the auditor should evaluate
whether the information is sufficient and appropriate for purposes of the audit by performing procedures
to:3

m Test the accuracy and completeness of the information, or test the controls over the accuracy and
completeness of that information; and

m Evaluate whether the information is sufficiently precise and detailed for purposes of the audit.

Financial Statement Assertions

A1 In representing that the financial statements are presented fairly in conformity with the applicable
financial reporting framework, management implicitly or explicitly makes assertions regarding the
recognition, measurement, presentation, and disclosure of the various elements of financial statements
and related disclosures. Those assertions can be classified into the following categories:

m Existence or occurrence—Assets or liabilities of the company exist at a given date, and recorded
transactions have occurred during a given period.

m  Completeness—All transactions and accounts that should be presented in the financial
statements are so included.

m Valuation or allocation—Asset, liability, equity, revenue, and expense components have been
included in the financial statements at appropriate amounts.
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Rights and obligations—The company holds or controls rights to the assets, and liabilities are
obligations of the company at a given date.

m  Presentation and disclosure—The components of the financial statements are properly classified,
described, and disclosed.

.12 The auditor may base his or her work on financial statement assertions that differ from those in this
standard if the assertions are sufficient for the auditor to identify the types of potential misstatements and
to respond appropriately to the risks of material misstatement in each significant account and disclosure
that has a reasonable possibility? of containing misstatements that would cause the financial statements
to be materially misstated, individually or in combination with other misstatements.?

Audit Procedures for Obtaining Audit Evidence

.13 Audit procedures can be classified into the following categories:

a. Risk assessment procedures,® and
b.  Further audit procedures,” which consist of:
(1) Tests of controls, and

(2) Substantive procedures, including tests of details and substantive analytical procedures.

.14 Paragraphs .15-.21 of this standard describe specific audit procedures. The purpose of an audit
procedure determines whether it is a risk assessment procedure, test of controls, or substantive

procedure.

Inspection

.15 Inspection involves examining records or documents, whether internal or external, in paper form,
electronic form, or other media, or physically examining an asset. Inspection of records and documents
provides audit evidence of varying degrees of reliability, depending on their nature and source and, in the
case of internal records and documents, on the effectiveness of the controls over their production. An
example of inspection used as a test of controls is inspection of records for evidence of authorization.

Observation

.16 Observation consists of looking at a process or procedure being performed by others, e.g., the
auditor's observation of inventory counting by the company's personnel or the performance of control
activities. Observation can provide audit evidence about the performance of a process or procedure, but
the evidence is limited to the point in time at which the observation takes place and also is limited by the
fact that the act of being observed may affect how the process or procedure is performed.8
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Inquiry

.17  Inquiry consists of seeking information from knowledgeable persons in financial or nonfinancial
roles within the company or outside the company. Inquiry may be performed throughout the audit in
addition to other audit procedures. Inquiries may range from formal written inquiries to informal oral
inquiries. Evaluating responses to inquiries is an integral part of the inquiry process.?

Note: Inquiry of company personnel, by itself, does not provide sufficient audit evidence to reduce
audit risk to an appropriately low level for a relevant assertion or to support a conclusion about the
effectiveness of a control.

Confirmation

.18 A confirmation response represents a particular form of audit evidence obtained by the auditor
from a third party in accordance with PCAOB standards.0

Recalculation

.19 Recalculation consists of checking the mathematical accuracy of documents or records.
Recalculation may be performed manually or electronically.

Reperformance

.20 Reperformance involves the independent execution of procedures or controls that were originally
performed by company personnel.

Analytical Procedures

.21 Analytical procedures consist of evaluations of financial information made by a study of plausible
relationships among both financial and nonfinancial data. Analytical procedures also encompass the
investigation of significant differences from expected amounts.?

Selecting Items for Testing to Obtain Audit Evidence

.22 Designing substantive tests of details and tests of controls includes determining the means of
selecting items for testing from among the items included in an account or the occurrences of a control.
The auditor should determine the means of selecting items for testing to obtain evidence that, in
combination with other relevant evidence, is sufficient to meet the objective of the audit procedure. The
alternative means of selecting items for testing are:
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m Selecting all items;
m Selecting specific items; and
m  Audit sampling.
.23 The particular means or combination of means of selecting items for testing that is appropriate

depends on the nature of the audit procedure, the characteristics of the control or the items in the
account being tested, and the evidence necessary to meet the objective of the audit procedure.

Selecting All Items

.24 Selecting all items (100 percent examination) refers to testing the entire population of items in an
account or the entire population of occurrences of a control (or an entire stratum within one of those
populations). The following are examples of situations in which 100 percent examination might be applied:

m The population constitutes a small number of large value items;

m The audit procedure is designed to respond to a significant risk, and other means of selecting
items for testing do not provide sufficient appropriate audit evidence; and

m The audit procedure can be automated effectively and applied to the entire population.

Selecting Specific Items

.25  Selecting specific items refers to testing all of the items in a population that have a specified
characteristic, such as:

m Keyitems. The auditor may decide to select specific items within a population because they are
important to accomplishing the objective of the audit procedure or exhibit some other
characteristic, e.g., items that are suspicious, unusual, or particularly risk-prone or items that have
a history of error.

m Allitems over a certain amount. The auditor may decide to examine items whose recorded values
exceed a certain amount to verify a large proportion of the total amount of the items included in
an account.

.26 The auditor also might select specific items to obtain an understanding about matters such as the
nature of the company or the nature of transactions.

.27  The application of audit procedures to items that are selected as described in paragraphs .25-.26 of
this standard does not constitute audit sampling, and the results of those audit procedures cannot be
projected to the entire population.1?

26



For FYE on or after Dec. 15, 2024
Audit Sampling

.28  Audit sampling is the application of an audit procedure to less than 100 percent of the items within
an account balance or class of transactions for the purpose of evaluating some characteristic of the

balance or class.13

Inconsistency in, or Doubts about the Reliability of, Audit
Evidence

.29 If audit evidence obtained from one source is inconsistent with that obtained from another, or if the
auditor has doubts about the reliability of information to be used as audit evidence, the auditor should
perform the audit procedures necessary to resolve the matter and should determine the effect, if any, on
other aspects of the audit.

Appendix A - Using the Work of a Company's Specialist as
Audit Evidence

A1 This appendix describes the auditor's responsibilities with respect to using the work of a specialist,
employed or engaged by the company ("company's specialist"), as audit evidence to support a conclusion
regarding a relevant assertion of a significant account or disclosure. The requirements in this appendix
supplement the requirements of this standard.

Note: For purposes of this standard, a specialist is a person (or firm) possessing special skill or
knowledge in a particular field other than accounting or auditing. This appendix does not
apply when the auditor uses the work of a person with specialized skill or knowledge in
income taxes? or information technology as audit evidence.?

Note: This appendix does not apply to information provided by a company's attorney
concerning litigation, claims, or assessments that is used by the auditor pursuant to AS 2505,
Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments. This appendix
applies when an auditor uses the work of a company's attorney as audit evidence in other
matters relating to legal expertise, such as when a legal interpretation of a contractual
provision or a legal opinion regarding isolation of transferred financial assets is necessary to
determine appropriate accounting or disclosure under the applicable financial reporting
framework.

A2 The requirements in AS 2110, /dentifying and Assessing Risks of Material Misstatement, for
obtaining an understanding of the company's information system relevant to financial reporting include
obtaining an understanding of the work and report(s), or equivalent communication, of the company's
specialist(s) and related company processes and controls.3
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Assessing the Knowledge, Skill, and Ability of the Company's Specialist and the Specialist's Relationship
to the Company

A3 The auditor should obtain an understanding of the professional qualifications of the company's
specialist in the particular field, and the entity that employs the specialist (if other than the company), and
assess the level of knowledge, skill, and ability of the specialist in the particular field. Factors that are
relevant to the assessment of the specialist's knowledge, skill, and ability include the following:

a. The professional certification, license, or professional accreditation of the specialist in the
particular field;

b. The specialist's experience in the type of work performed, including applicable areas of specialty
within the specialist's field; and

c. The reputation and standing of the specialist in the particular field.

A4 The auditor should assess the relationship to the company of the specialist and the entity that
employs the specialist (if other than the company)—specifically, whether circumstances exist that give the
company the ability to significantly affect the specialist's judgments about the work performed,
conclusions, or findings (e.g., through employment, financial, ownership, or other business relationships,
contractual rights, family relationships, or otherwise).

Note: Examples of potential sources of information that could be relevant to the auditor's
assessment include, but are not limited to:

m Information obtained by the auditor from procedures performed pursuant to AS 2410,
Related Parties;

m Engagement contracts between the company and the specialist, or the specialist's
employer;

m Responses to questionnaires provided to the specialist regarding relationships between
the specialist, or the specialist's employer, and the company;

m Information provided by the employer of a specialist regarding relationships with the
company; and

m Disclosures about relationships with the company in the specialist's report, or
equivalent communication, pursuant to requirements promulgated by the specialist's
profession or by legislation or regulation governing the specialist.

A5 The necessary evidence to assess the level of knowledge, skill, and ability of the company's
specialist and the specialist's relationship to the company in paragraphs .A3—.A4 depends on (1) the
significance of the specialist's work to the auditor's conclusion regarding the relevant assertion and (2) the
risk of material misstatement of the relevant assertion. As the significance of the specialist's work and risk
of material misstatement increases, the persuasiveness of the evidence the auditor should obtain for
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those assessments also increases.
Evaluating the Work of the Company's Specialist
A6 Evaluating the work of a company's specialist involves evaluating:

a. The data, significant assumptions, and methods used by the specialist; and

b. The relevance and reliability of the specialist's work and its relationship to the relevant assertion.

Note: Paragraphs .16—.17 of AS 2101, Audit Planning, describe the auditor's
responsibilities for determining whether specialized knowledge or skill is needed. This
includes determining whether an auditor's specialist is needed to evaluate the work of a

company's specialist.

A7  The necessary evidence from the auditor's evaluation of the specialist's work to support a
conclusion regarding a relevant assertion depends on:

a. The significance of the specialist's work to the auditor's conclusion regarding the relevant

assertion;
b. The risk of material misstatement of the relevant assertion;
c. Thelevel of knowledge, skill, and ability of the specialist; and

d. The ability of the company to significantly affect the specialist's judgments about the work
performed, conclusions, or findings.

Note: When evaluating the specialist's work, the auditor should obtain more persuasive
evidence as the significance of the specialist's work, the risk of material misstatement, or
the ability of the company to affect the specialist's judgments increases, or as the level of
knowledge, skill, and ability possessed by the specialist in the particular field decreases.

A8  The auditor should:

a. Testthe accuracy and completeness of company-produced data used by the specialist,* and
evaluate the relevance and reliability® of data from sources external to the company that are used

by the specialist;
b.  Evaluate whether the significant assumptions® used by the specialist are reasonable as follows:

(1) For significant assumptions developed by the specialist, the auditor should take into account
the consistency of those assumptions with relevant information.

Note: Examples of information that, if relevant, should be taken into account
include: (1) assumptions generally accepted within the specialist's field; (2)
supporting information provided by the specialist; (3) industry, regulatory, and
other external factors, including economic conditions; (4) the company's
objectives, strategies, and related business risks; (5) existing market
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information; (6) historical or recent experience, along with changes in
conditions and events affecting the company; and (7) significant assumptions
used in other estimates tested in the company's financial statements.

(2) For significant assumptions provided by company management and used by the specialist,
the auditor should look to the requirements set forth in paragraphs .16—.18 of AS
2501, Auditing Accounting Estimates, Including Fair Value Measurements.

(3) Ifasignificant assumption is based on the company's intent and ability to carry out a
particular course of action, the auditor should look to the requirements set forth in AS
2501.17; and

c. Evaluate whether the methods used by the specialist are appropriate under the circumstances,
taking into account the requirements of the applicable financial reporting framework.

Note: Evaluating whether the methods are appropriate includes evaluating whether
the data (paragraph .A8a) and significant assumptions (paragraph .A8b) are
appropriately applied under the applicable financial reporting framework.

A9 The auditor should evaluate the relevance and reliability of the specialist's work and whether the
specialist's findings support or contradict the relevant assertion. Factors that affect the relevance and
reliability of the specialist's work include:

a. The results of the auditor's procedures over data, significant assumptions, and methods
performed pursuant to paragraph .A8;

b. The nature of any restrictions, disclaimers, or limitations in the specialist's report or equivalent
communication; and

c. The consistency of the specialist's work with other evidence obtained by the auditor and the
auditor's understanding of the company and its environment.

A10  If the specialist's findings or conclusions appear to contradict the relevant assertion or the
specialist's work does not provide sufficient appropriate evidence, the auditor should perform additional
procedures, as necessary, to address the matter.

Note: Examples of situations in which additional procedures ordinarily are necessary
include: (1) the specialist's findings and conclusions are inconsistent with (i) other
information, if any, in the specialist's report, or equivalent communication, (ii) other
evidence obtained by the auditor, or (iii) the auditor's understanding of the company and
its environment; (2) the specialist's report, or equivalent communication, contains
restrictions, disclaimers, or limitations regarding the auditor's use of the report or
communication; (3) exceptions were identified in performing the procedures described in
paragraph .A8 above related to data, significant assumptions, or methods; (4) the auditor
has doubt about the specialist's knowledge, skill, and ability, or about the company's
effect on the specialist's judgments; or (5) the specialist has a conflict of interest relevant
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to the specialist's work.

Appendix B—Audit Evidence Regarding Valuation of
Investments Based on Investee Financial Results

.B1 For valuations based on an investee’s financial results, the auditor should obtain sufficient
appropriate evidence in support of the investee’s financial results. The auditor should read available
financial statements of the investee and the accompanying audit report, if any. Financial statements of the
investee that have been audited by an auditor (“investee’s auditor”) whose report is satisfactory, for this
purpose,! to the investor’s auditor may constitute sufficient appropriate evidence.

.B2 If in the auditor’s judgment additional evidence is needed, the auditor should perform procedures
to gather such evidence. For example, the auditor may conclude that additional evidence is needed
because of its concerns about the professional reputation or independence of the investee’s auditor,
significant differences in fiscal year-ends, significant differences in accounting principles, changes in
ownership, changes in conditions affecting the use of the equity method, or the materiality of the
investment to the investor’s financial position or results of operations. Examples of procedures the auditor
may perform are reviewing information in the investor’s files that relates to the investee such as investee
minutes and budgets and cash flows information about the investee and making inquiries of investor
management about the investee’s financial results.

.B3 If the investee's financial statements are not audited, or if the investee auditor's report is not
satisfactory to the investor's auditor for this purpose, the investor's auditor should apply, or should
request that the investor arrange with the investee to have another auditor apply, appropriate auditing
procedures to such financial statements, considering the materiality of the investment in relation to the
financial statements of the investor.

.B4 If the carrying amount of the security reflects factors that are not recognized in the investee's
financial statements or fair values of assets that are materially different from the investee's carrying
amounts, the auditor should obtain sufficient appropriate evidence in support of these amounts.

Note: The auditor should look to the requirements of AS 2501, Auditing Accounting Estimates,
Including Fair Value Measurements, and the applicable financial reporting framework with respect
to auditing fair value measurements and evaluating asset impairment.

.B5 There may be a time lag in reporting between the date of the financial statements of the investor
and that of the investee. A time lag in reporting should be consistent from period to period. If a time lag
between the date of the entity's financial statements and those of the investee has a material effect on
the entity's financial statements, the auditor should determine whether the entity's management has
properly considered the lack of comparability. The effect may be material, for example, because the time
lag is not consistent with the prior period in comparative statements or because a significant transaction
occurred during the time lag. If a change in time lag occurs that has a material effect on the investor's
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financial statements, an explanatory paragraph, including an appropriate title, should be added to the
auditor's report because of the change in reporting period.2

.B6 The auditor should evaluate management's conclusion about the need to recognize an
impairment loss for a decline in the security's fair value below its carrying amount that is other than
temporary. In addition, with respect to subsequent events and transactions of the investee occurring after
the date of the investee's financial statements but before the date of the investor auditor's report, the
auditor should read available interim financial statements of the investee and make appropriate inquiries
of the investor to identify subsequent events and transactions that are material to the investor's financial
statements. Such events or transactions of the type contemplated in paragraphs .05—.06 of AS 2801,
Subsequent Events, should be disclosed in the notes to the investor's financial statements and (where
applicable) labeled as unaudited information. For the purpose of recording the investor's share of the
investee's results of operations, recognition should be given to events or transactions of the type
contemplated in AS 2801.03.

.B7 Evidence relating to material transactions between the entity and the investee should be obtained
to evaluate (a) the propriety of the elimination of unrealized profits and losses on transactions between
the entity and the investee that is required when the equity method of accounting is used to account for
an investment under the applicable financial reporting framework and (b) the adequacy of disclosures
about material related party transactions.

Footnotes (AS 1105 - Audit Evidence):

Ln determining whether the report of the investee’s auditor is satisfactory for this purpose, the
auditor may consider performing procedures such as making inquiries as to the professional reputation,
standing, and independence of the investee’s auditor (under the applicable standards), visiting the
investee’s auditor and discussing the audit procedures followed and the results thereof, and reviewing
the audit program and/or working papers of the investee’s auditor.

2 Paragraph .A5 of AS 2110, Identifying and Assessing Risks of Material Misstatement.

3 When using the work of a company's specialist, see Appendix A of this standard. When using
information produced by a service organization or a service auditor's report as audit evidence, see AS
2601, Consideration of an Entity's Use of a Service Organization, and for integrated audits, see AS

2201, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial
Statements.

“ There is a reasonable possibility of an event, as used in this standard, when the likelihood of the
event is either "reasonably possible" or "probable," as those terms are used in the FASB Accounting
Standards Codification, Contingencies Topic, paragraph 450-20-25-1.

> Foran integrated audit, also see AS 2201.28.
® as2110.

S 2301, The Auditor's Responses to the Risks of Material Misstatement.
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8 AS 2510, Auditing Inventories, establishes requirements regarding observation of the counting of
inventory.

7 AS 2805, Management Representations, establishes requirements regarding written management
representations, including confirmation of management responses to oral inquiries.

10" A 2310, The Confirmation Process.

11 A 2305, Substantive Analytical Procedures, establishes requirements on performing analytical
procedures as substantive procedures.

12 misstatements are identified in the selected items, see AS 2810.12-.13 and AS 2810.17-.19.

S 2315, Audit Sampling, establishes requirements regarding audit sampling.

Footnotes (Appendix A of AS 1105 - Audit Evidence):

L A note to AS 2505.08 describes the auditor’s responsibility regarding the use of written advice or
opinion of a company’s tax advisor or a company’s tax legal counsel as audit evidence.

2 This is consistent with the treatment of persons with specialized skill or knowledge in income taxes
and information technology who are employed or engaged by auditors. See Appendix C of AS

1201, Supervision of the Audit Engagement, and AS 1210, Using the Work of an Auditor-Engaged
Specialist.

3 See AS 2110.28A.
4 See paragraph .10 of this standard.
° See paragraphs .07 and .08 of this standard.

6 See AS 2501.15 for procedures to perform when identifying significant assumptions. For purposes of
identifying significant assumptions, the company's assumptions include assumptions developed by a
company's specialist.

Footnotes (Appendix B of AS 1105 - Audit Evidence):

Ln determining whether the report of the investee’s auditor is satisfactory for this purpose, the
auditor may consider performing procedures such as making inquiries as to the professional reputation,
standing, and independence of the investee’s auditor (under the applicable standards), visiting the
investee’s auditor and discussing the audit procedures followed and the results thereof, and reviewing
the audit program and/or working papers of the investee’s auditor.

2 See AS 2820, Evaluating Consistency of Financial Statements.
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AS 1110: Relationship of Auditing Standards to
Quality Control Standards

Amendments: Amending releases and related SEC approval orders

.01 The independent auditor is responsible for compliance with the standards of the PCAOB in an audit
engagement.

.02 A firm of independent auditors has a responsibility to adopt a system of quality control in
conducting an audit practice. 2 Thus, a firm should establish quality control policies and procedures to
provide it wit h reasonable assurance that its personnel comply with the standards of the PCAOB in its
audit engagements. The nature and extent of a firm's quality control policies and procedures depend on
factors such as its size, the degree of operating autonomy allowed its personnel and its practice offices,
the nature of its practice, its organization, and appropriate cost-benefit considerations.

.03 Auditing standards relate to the conduct of individual audit engagements; quality control standards
relate to the conduct of a firm's audit practice as a whole. Thus, auditing standards and quality control
standards are related, and the quality control policies and procedures that a firm adopts may affect both
the conduct of individual audit engagements and the conduct of a firm's audit practice as a whole.
However, deficiencies in or instances of noncompliance with a firm's quality control policies and
procedures do not, in and of themselves, indicate that a particular audit engagement was not performed
in accordance with the auditing standards.

Footnotes (AS 1110 - Relationship of Auditing Standards to Quality Control
Standards):

[1] [Footnote deleted.]

2 The elements of quality control are identified in Statement on Quality Control Standards (SQCS) No.
2, System of Quality Control for a CPA Firm's Accounting and Auditing Practice [QC section 20]. A system
of quality control is broadly defined as a process to provide the firm with reasonable assurance that its
personnel comply with applicable professional standards and the firm's standards of quality.

Copyright © 2002, American Institute of Certified Public Accountants, Inc.
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AS 1201: Supervision of the Audit Engagement

Adopting Release: PCAOB Release No. 2010-004
Amendments: Amending releases and related SEC approval orders
Guidance on AS 1201: Staff Audit Practice Alerts No. 6, No. 8, and No. 10

Summary Table of Contents

.01 Introduction

.02 Objective

.03 Responsibility of the Engagement Partner for Supervision
.05 Supervision of Engagement Team Members

Appendix A - Definition

Appendix B - [Reserved]

Appendix C — Supervision of the Work of Auditor-Employed Specialists

Introduction

.01  This standard establishes requirements regarding supervision of the audit engagement, including
supervising the work of engagement team® members.

Objective

.02 The objective of the auditor is to supervise the audit engagement, including supervising the work of
engagement team members so that the work is performed as directed and supports the conclusions
reached.

Responsibility of the Engagement Partner for Supervision

.03 The engagement partner'? is responsible for the engagement and its performance. Accordingly,
the engagement partner is responsible for proper supervision of the work of engagement team members
(including engagement team members outside the engagement partner’s firm). The engagement partner
also is responsible for compliance with PCAOB standards, including standards regarding: using the work of
specialists,? internal auditors,? and others who are involved in testing controls; and dividing responsibility
with another accounting firm.>” Paragraphs .05—.06 of this standard describe the nature and extent of
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supervisory activities necessary for proper supervision of engagement team members.® Paragraphs
.07-.15 of this standard further describe procedures to be performed by the lead auditor with respect to
the supervision of the work of other auditors in conjunction with the required supervisory activities set
forth in this standard.”

.04 The engagement partner may seek assistance from appropriate engagement team members (which
may include engagement team members outside the engagement partner’s firm) in fulfilling his or her
responsibilities pursuant to this standard. Engagement team members who assist the engagement partner
with supervision of the work of other engagement team members also should comply with the
requirements in this standard with respect to the supervisory responsibilities assigned to them.

Supervision of Engagement Team Members

.05 The engagement partner and, as applicable, other engagement team members performing
supervisory activities, should:

a. Inform engagement team members of their responsibilities,” including:
(1) The objectives of the procedures that they are to perform;
(2) The nature, timing, and extent of procedures they are to perform; and

(3) Matters that could affect the procedures to be performed or the evaluation of the results of
those procedures, including relevant aspects of the company, its environment, and its
internal control over financial reporting,® and possible accounting and auditing issues;

b. Direct engagement team members to bring significant accounting and auditing issues arising
during the audit to the attention of the engagement partner or other engagement team members
performing supervisory activities so they can evaluate those issues and determine that
appropriate actions are taken in accordance with PCAOB standards;?

Note: In applying due professional care in accordance with AS 1015, each engagement
team member has a responsibility to bring to the attention of appropriate persons,
disagreements or concerns the engagement team member might have with respect to
accounting and auditing issues that he or she believes are of significance to the financial
statements or the auditor's report regardless of how those disagreements or concerns
may have arisen.

c. Review the work of engagement team members to evaluate whether:
(1) The work was performed and documented;
(2) The objectives of the procedures were achieved; and

(3) The results of the work support the conclusions reached.1©

.06  To determine the extent of supervision necessary for engagement team members to perform their
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work as directed and form appropriate conclusions, the engagement partner and other engagement team
members performing supervisory activities should take into account:

a. The nature of the company, including its size and complexity;!
b. The nature of the assigned work for each engagement team member, including:
(1) The procedures to be performed, and

(2) The controls or accounts and disclosures to be tested;

c. The risks of material misstatement;and
d. The knowledge, skill, and ability of each engagement team member.12

Note: In accordance with the requirements of AS 2301.05, the extent of
supervision of engagement team members should be commensurate with the
risks of material misstatement.13

Procedures to Be Performed by the Lead Auditor with
Respect to the Supervision of Work Performed by Other
Auditors?

.07 For engagements that involve other auditors, paragraphs .08—.15 further describe procedures to be
performed by the lead auditor with respect to the supervision of the work of other auditors, in conjunction
with the required supervisory activities set forth in this standard. The requirements in paragraphs .08—.15
supplement the requirements in paragraph .05 of this standard. In performing the procedures described in
paragraphs .08-.15, the lead auditor should determine the extent of supervision of the other auditors’
work in accordance with paragraph .06 of this standard.

.08  The lead auditor should inform the other auditor in writing of the following matters:

a. The scope of work to be performed by the other auditor; and
b.  With respect to the work requested to be performed:

(1) The identified risks of material misstatement to the consolidated financial statements that are
associated with the location or business unit;1?

(2) Tolerable misstatement;6 and
(3) The amount (if determined) below which misstatements are clearly trivial and do not need to

be accumulated.t?

Note: The lead auditor should, as necessary, hold discussions with and obtain information
from the other auditor to facilitate the performance of procedures described in paragraph
.08.
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.09  The lead auditor should obtain and review the other auditor’s written description of the audit
procedures to be performed pursuant to the scope of work described in paragraph .08a. The lead auditor
should inform the other auditor of the necessary level of detail of the description (e.g., planned audit
procedures for certain accounts and disclosures), which detail should be determined based on the
necessary extent of supervision of the other auditor’s work by the lead auditor.

Note: As the necessary extent of supervision increases, the lead auditor (rather than the
other auditor) may need to determine the nature, timing, and extent of procedures to be
performed by the other auditor.

.10  The lead auditor should determine whether any changes to the other auditor’s planned audit
procedures (see paragraph .09) are necessary, and if so, should discuss the changes with, and
communicate them in writing to, the other auditor.

.11 The lead auditor should obtain and review a written affirmation as to whether the other auditor has
performed the work in accordance with the instructions described in paragraphs .08-.10, including the use
of applicable PCAOB standards, and if the other auditor has not, a description of the nature of, and
explanation of the reasons for, the instances where the work was not performed in accordance with the
instructions, including (if applicable) a description of the alternative work performed.

.12 The lead auditor should direct the other auditor to provide specified documentation concerning
work requested to be performed, based on the necessary extent of its supervision of the other auditor’s
work. This documentation should include, at a minimum, the documentation described in AS 1215.19. The
lead auditor should review the documentation provided by the other auditor.

.13 The lead auditor should determine, based on a review of the documentation provided by the other
auditor (pursuant to paragraphs .09, .11, and .12), discussions with the other auditor, and other
information obtained by the lead auditor during the audit:

a. Whether the other auditor performed the work in accordance with the lead auditor’s instructions
received pursuant to paragraphs .08 and .10, including the use of applicable PCAOB standards;
and

b. Whether additional audit evidence should be obtained by the lead auditor or other auditor, for
example, to address a previously unidentified risk of material misstatement or when sufficient
appropriate audit evidence has not been obtained with respect to one or more locations or
business units in response to the associated risks.18

Multi-tiered Audits

14 In multi-tiered audits,? the lead auditor may seek assistance from a first other auditor in
performing the procedures in paragraphs .08—.13 with respect to one or more second other auditors, if
appropriate pursuant to the factors in paragraph .06. The lead auditor, in supervising the first other
auditor, should evaluate the first other auditor’s supervision of the second other auditor’s work. If the first
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other auditor assists the lead auditor by performing procedures in paragraph .08, the lead auditor should
obtain, review, and retain documentation that identifies the scope of work to be performed by the second
other auditor.

Note: In multi-tiered audits, for purposes of complying with AS 1215.19 with respect to
the work performed by a second other auditor, the lead auditor may request that the first
other auditor both (i) obtain, review, and retain the audit documentation described in AS
1215.19 related to the second other auditor’s work and (ii) incorporate the information in
that documentation in the first other auditor’s documentation that it provides to the lead
auditor pursuant to AS 1215.19.

.15 If the first other auditor is assisting the lead auditor in supervising the second other auditor, the
lead auditor should take into account the first other auditor’s review of the second other auditor’s work in
determining the extent of its own review, if any, of the second other auditor’s work.2°

Appendix A - Definitions

Al For purposes of this standard:

a. Theterm “engagement partner” means the member of the engagement team with primary
responsibility for the audit.

n u

b. Theterms “engagement team,” “lead auditor,” “other auditor,” and “referred-to auditor” have

the same meaning as defined in Appendix A of AS 2101, Audit Planning.

Appendix B - [Reserved]

Appendix C — Supervision of the Work of Auditor-Employed
Specialists

.C1 For engagements in which a specialist employed by the auditor's firm ("auditor-employed
specialist") assists the auditor in obtaining or evaluating audit evidence with respect to a relevant assertion
of a significant account or disclosure, this appendix describes supervisory activities to be performed in
conjunction with supervising the work of an auditor-employed specialist in an audit. The requirements in
this appendix supplement the requirements in paragraphs .05—.06 of this standard.

Note: For purposes of this standard, a specialist is a person possessing special skill or knowledge in
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a particular field other than accounting or auditing. Because income taxes and information
technology are specialized areas of accounting and auditing, this appendix does not apply to
situations in which a person with specialized skill or knowledge in income taxes or information
technology participates in the audit. Paragraphs .03—.06 of this standard apply in those situations.

.C2  The necessary extent of supervision of an auditor-employed specialist depends on: (1) the
significance of the specialist's work to the auditor's conclusion regarding the relevant assertion; (2) the risk
of material misstatement of the relevant assertion; and (3) the knowledge, skill, and ability of the
specialist.

Informing the Auditor-Employed Specialist of Work to be Performed

.C3  The engagement partner and, as applicable, other engagement team members performing
supervisory activities should inform the specialist of the work to be performed, which includes establishing
and documenting an understanding with the specialist regarding the following:

a. The responsibilities of the specialist, including the objectives of the work to be performed;

b. The nature of the work that the specialist is to perform or assist in performing (for example,
testing the company's process used to develop an accounting estimate, including when a
company's specialist is involved in developing the estimate, or developing an independent
expectation of an estimate);

c. The degree of responsibility of the specialist for:

(1) Testing data produced by the company, or evaluating the relevance and reliability of
data from sources external to the company;

(2) Evaluating the significant assumptions used by the company or the company's
specialist, or developing his or her own assumptions; and

(3) Evaluating the methods used by the company or the company's specialist, or using his
or her own methods; and

d. The responsibility of the specialist to provide a report, or equivalent documentation, to the
engagement partner and, as applicable, other engagement team members performing
supervisory activities that describes the work performed, the results of the work, and the findings
or conclusions reached by the specialist.

.C4  Pursuant to paragraph .05a(3) of this standard, the engagement partner and, as applicable, other
engagement team members performing supervisory activities should inform the specialist about matters
that could affect the specialist's work. This includes, as applicable, information about the company and its
environment, the company's processes for developing the related accounting estimate, the company's use
of specialists in developing the estimate, relevant requirements of the applicable financial reporting
framework, possible accounting and auditing issues, and the need to apply professional skepticism.!
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.C5 The engagement partner and, as applicable, other engagement team members performing
supervisory activities should implement measures to determine that there is a proper coordination of the
work of the specialist with the work of other relevant engagement team members to achieve a proper
evaluation of the evidence obtained in reaching a conclusion about the relevant assertion. This includes:

a. Ifanauditor's specialist is used to develop (or assist in developing) an independent expectation of
an accounting estimate, measures to comply with paragraphs .21-.26 of AS 2501, Auditing
Accounting Estimates, Including Fair Value Measurements;,

b. If an auditor's specialist is used to test (or assist in testing) the company's process to develop an
accounting estimate, measures to comply with AS 2501.09—-.18; or

c. If an auditor's specialist is used to evaluate the work of a company's specialist, measures to
comply with Appendix A to AS 1105, Audit Evidence, and, for accounting estimates, AS 2501.19.

Evaluating the Work of the Auditor-Employed Specialist

.C6  The engagement partner and, as applicable, other engagement team members performing
supervisory activities should review the report, or equivalent documentation, provided by the specialist
pursuant to paragraph .C3d above and evaluate whether the specialist's work provides sufficient

appropriate evidence, specifically whether:

a. The specialist's work and report, or equivalent documentation, are in accordance with the
auditor's understanding with the specialist; and

b. The specialist's findings and conclusions are consistent with results of the work performed by the
specialist, other evidence obtained by the auditor, and the auditor's understanding of the
company and its environment.

.C7  If the specialist's findings or conclusions appear to contradict the relevant assertion or the
specialist's work does not provide sufficient appropriate evidence, the engagement partner and, as
applicable, other engagement team members performing supervisory activities should perform additional
procedures, or request the specialist to perform additional procedures, as necessary to address the issue.

Note: Examples of situations in which additional procedures ordinarily are necessary
include: (1) the specialist's work was not performed in accordance with the auditor's
instructions; (2) the specialist's report, or equivalent documentation, contains restrictions,
disclaimers, or limitations that affect the auditor's use of the report or work; (3) the
specialist's findings and conclusions are inconsistent with (i) the results of the work
performed by the specialist, (ii) other evidence obtained by the auditor, or (iii) the
auditor's understanding of the company and its environment; (4) the specialist lacks a
reasonable basis for data or significant assumptions the specialist used; or (5) the
methods used by the specialist were not appropriate.
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Footnotes (AS 1201 - Supervision of the Audit Engagement):

L The term “engagement team,” as used in this standard, has the same meaning as defined in Appendix
A of AS 2101, Audit Planning.

A The term “engagement partner” is defined in Appendix A, Definitions, and is set in boldface type the
first time it appears.

2 Appendix C describes further procedures to be performed with respect to the supervision of the
work of auditor-employed specialists in conjunction with the required supervisory activities set forth
below. AS 1210, Using the Work of an Auditor-Engaged Specialist, and Appendix A of AS 1105, Audit
Evidence, establish requirements for an auditor using the work of an auditor-engaged specialist and a
company’s specialist, respectively, in performing an audit of financial statements.

[3] [Footnote deleted.]
4 as 2605, Consideration of the Internal Audit Function.

. Paragraphs .16—.19 of AS 2201, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.

A See AS 1206, Dividing Responsibility for the Audit with Another Accounting Firm.
6 See also paragraph .06 of AS 1015, Due Professional Care in the Performance of Work.

A The terms “lead auditor” and “other auditor,” as used in this standard, have the same meaning as
defined in Appendix A of AS 2101.

/" AS 1015.06 and paragraph .05 of AS 2301, The Auditor's Responses to the Risks of Material
Misstatement, establish requirements regarding the appropriate assignment of engagement team
members.

8 as 2110, Identifying and Assessing Risks of Material Misstatement, describes the auditor's
responsibilities for obtaining an understanding of the company, its environment, and its internal control
over financial reporting.

= See, e.g., AS 2101.15, AS 2110.74, and paragraphs .20—.23 and .35—.36 of AS 2810, Evaluating Audit
Results.

10" A5 2810 describes the auditor's responsibilities for evaluating the results of the audit, and AS
1215, Audit Documentation, establishes requirements regarding audit documentation.

1 as2110.10.
12 see also AS 2301.05a and AS 1015.06.

13° AS 2301.05b indicates that the extent of supervision of engagement team members is part of the
auditor's overall responses to the risks of material misstatement.

14" AS 1206 sets forth the lead auditor’s responsibilities when dividing responsibility for the audit of the
company’s financial statements and, if applicable, internal control over financial reporting with a
referred-to auditor.

43



For FYE on or after Dec. 15, 2024

15 see requirements in AS 2110.49-.53 with respect to discussions among key engagement team
members (including those in differing locations) regarding risks of material misstatement including the
potential for material misstatement due to fraud. See also requirements in AS 2110.59 regarding the
auditor’s responsibility to identify and assess the risks of material misstatement at the financial
statement level and assertion level.

16 see paragraphs .08—.10 of AS 2105, Consideration of Materiality in Planning and Performing an
Audit.

17 See AS 2810.10-.11.
18
See AS 2810.35—.36.

19 Multi-tiered audits are those in which the engagement team is organized in a multi-tiered structure,
e.g., whereby an other auditor assists the lead auditor in supervising a second other auditor or multiple
second other auditors.

20 see paragraph .14, regarding the lead auditor’s evaluation of the first other auditor’s supervision,
including review.

Footnotes (Appendix C of AS 1201 - Supervision of the Audit Engagement):

1 see AS 1015.07-.09.
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AS 1206: Dividing Responsibility for the Audit with
Another Accounting Firm

Summary Table of Contents

.01 Introduction

.02 Objectives

.03 Performing Procedures with Respect to the Audit of the Referred-to Auditor
.08 Making Reference in the Lead Auditor’s Report

Appendix A — Definitions

Appendix B — Examples of Reporting by the Lead Auditor Indicating the Division of Responsibility When
Making Reference to the Audit and Report of the Referred-to Auditor

Introduction

.01  This standard establishes requirements for the lead auditor?! regarding dividing responsibility for
the audit of the company’s financial statements? and, if applicable, internal control over financial
reporting® with a referred-to auditor.#

Note: AS 2101 establishes requirements regarding serving as the lead auditor.>

Note: This standard applies when the lead auditor divides responsibility for the audit with
one or more referred-to auditors. When there is more than one referred-to auditor, the
lead auditor must apply the requirements of paragraphs .03—.09 of this standard in
relation to each of the referred-to auditors individually.

Note: When another accounting firm participates in the audit and the lead auditor does
not divide responsibility for the audit with the other firm, AS 1201, Supervision of the
Audit Engagement, establishes requirements regarding the supervision of the work of the
engagement team members.%

Objectives

.02 The objectives of the lead auditor are to: (1) communicate with the referred-to auditor and
determine that audit procedures are properly performed with respect to the consolidation or combination
of accounts in the company’s financial statements and, where applicable, management’s assessment of
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the effectiveness of the company’s internal control over financial reporting and (2) make the necessary
disclosures in the lead auditor’s report.

Performing Procedures with Respect to the Audit of the
Referred-to Auditor

.03 The lead auditor should determine that audit procedures are performed, in coordination with the
referred-to auditor, to test and evaluate the consolidation or combination of the financial statements of
the business units’ audited by the referred-to auditor into the company’s financial statements.® Matters
affecting such consolidation or combination include, for example, intercompany transactions.

.04 The lead auditor should communicate to the referred-to auditor, in writing, the lead auditor’s plan
to divide responsibility for the audit with the referred-to auditor pursuant to this standard and other
applicable PCAOB standards.

.05  The lead auditor should obtain a written representation from the referred-to auditor that the
referred-to auditor is:

a. Independent under the requirements of the PCAOB and the Securities and Exchange Commission
(“SEC”); and

b. Duly licensed to practice under the laws of the jurisdiction that apply to the work of the referred-
to auditor.

.06 The lead auditor may divide responsibility for the audit with another accounting firm only if:

a. The referred-to auditor has represented that it has performed the audit and issued the auditor’s
report in accordance with the standards of the PCAOB,?

b. The lead auditor determines, based on inquiries made of the referred-to auditor and other
information obtained by the lead auditor during the audit, that the referred-to auditor is familiar
with the relevant requirements of the applicable financial reporting framework, standards of the
PCAOB, and financial reporting requirements of the SEC;

c. The referred-to auditor is registered with the PCAOB if (1) it played a substantial role in the
preparation or furnishing of the lead auditor’s report or (2) the referred-to auditor’s report is with
respect to a business unit that is itself an issuer, broker, or dealer;1% and

d. Insituations when the financial statements of the company’s business unit audited by the
referred-to auditor are prepared using a financial reporting framework that differs from the
financial reporting framework used to prepare the company’s financial statements, (1) either the
lead auditor or the referred-to auditor has audited the conversion adjustments and (2) the lead
auditor indicates in its report which auditor (the lead auditor or the referred-to auditor) has taken
responsibility for auditing the conversion adjustments.
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In situations in which the lead auditor is unable to divide responsibility with another accounting

firm (e.g., due to concerns about the qualifications of the referred-to auditor or concerns about whether
the referred-to auditor’s audit was in accordance with PCAOB standards), the lead auditor should:

d.

C.

Plan and perform procedures with respect to the relevant business unit that are necessary for the
lead auditor to express an opinion on the company’s financial statements and, if applicable,

internal control over financial reporting;

Appropriately qualify or disclaim an opinion on the company’s financial statements and, if
applicable, internal control over financial reporting; or

Note: The lead auditor should state the reasons for departing from an
unqualified opinion, and, when expressing a qualified opinion, disclose the
magnitude of the portion of the company’s financial statements to which the
lead auditor’s qualification extends.?

Withdraw from the engagement.

Making Reference in the Lead Auditor’s Report

.08

When the lead auditor divides responsibility for the audit with the referred-to auditor, the lead

auditor’s report must make reference to the audit and auditor’s report of the referred-to auditor. The lead
auditor’s report (or reports, if the lead auditor chooses to issue separate reports on the company’s
financial statements and on internal control over financial reporting) should:

Indicate clearly, in the Opinion on the Financial Statements and, if applicable, Internal Control
over Financial Reporting and Basis for Opinion sections, the division of responsibility between that
portion of the company’s financial statements, and if applicable, internal control over financial
reporting, covered by the lead auditor’s own audit and that covered by the audit of the referred-

to auditor;

Identify the referred-to auditor by name and refer to the auditor’s report of the referred-to
auditor when describing the scope of the audit and when expressing an opinion;*? and

Disclose the magnitude of the portion of the company’s financial statements, and if applicable,
internal control over financial reporting, audited by the referred-to auditor. This may be done by
stating the dollar amounts or percentages of total assets, total revenues, or other appropriate
criteria necessary to identify the portion of the company’s financial statements audited by the

referred-to auditor.

Note: Appendix B includes examples of reporting by the lead auditor.

Note: The lead auditor’s decision regarding making reference to the audit and report of
the referred-to auditor in the lead auditor’s report on the audit of internal control over
financial reporting might differ from the corresponding decision as it relates to the audit
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of the financial statements.13

.09  If the report of the referred-to auditor includes an opinion other than an unqualified opinion or
includes explanatory language,'* the lead auditor should make reference in the lead auditor’s report to the
departure from the unqualified opinion and its disposition, or to the explanatory language, or to both,
unless the matter is clearly trivial to the company’s financial statements.

Appendix A — Definitions

Al For purposes of this standard, the terms “engagement team,” “lead auditor,” and “referred-to
auditor” have the same meaning as defined in Appendix A of AS 2101, Audit Planning.

Appendix B — Examples of Reporting by the Lead Auditor
Indicating the Division of Responsibility When Making
Reference to the Audit and Report of the Referred-to
Auditor

.B1  The following are examples of reporting by the lead auditor indicating the division of responsibility
when making reference to the audit and report of the referred-to auditor:

Example 1: The Lead Auditor Chooses? to Issue a Combined Report on the Financial Statements and
Internal Control Over Financial Reporting, Both of Which Refer to the Reports of the Referred-to
Auditor

Report of Independent Registered Public Accounting Firm
To the shareholders and the board of directors of X Company
Opinions on the Financial Statements and Internal Control Over Financial Reporting

We have audited the accompanying consolidated balance sheets of X Company and
subsidiaries (the “Company”) as of December 31, 20X2 and 20X1, and the related
consolidated statements of [titles of the financial statements, e.q., income, comprehensive
income, stockholders’ equity, and cash flows], for each of the three years in the period
ended December 31, 20X2, and the related notes [and schedules] (collectively referred to
as the “consolidated financial statements”). We also have audited the Company’s internal
control over financial reporting as of December 31, 20X2, based on [Identify control
criteria, for example, “criteria established in Internal Control—Integrated Framework:
20XX issued by the Committee of Sponsoring Organizations of the Treadway Commission
(COS0).”].

In our opinion, based on our audits and the report of Firm ABC, the consolidated financial
statements referred to above present fairly, in all material respects, the financial position
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of the Company as of December 31, 20X2 and 20X1, and the results of its operations and
its cash flows for each of the three years in the period ended December 31, 20X2, in
conformity with accounting principles generally accepted in the United States of America.
Also in our opinion, based on our audits and the report of Firm ABC, the Company
maintained, in all material respects, effective internal control over financial reporting as of
December 31, 20X2, based on [Identify control criteria, for example, “criteria established
in Internal Control—Integrated Framework: 20XX issued by COSO.”].

We did not audit the financial statements and internal control over financial reporting of B
Company, a wholly-owned subsidiary, whose financial statements reflect total assets
constituting XX percent and YY percent of consolidated assets as of December 31, 20X2
and 20X1, respectively, and total revenues constituting AA percent, BB percent, and CC
percent of consolidated revenues for the years ended December 31, 20X2, 20X1, and
20X0, respectively. Those financial statements and internal control over financial
reporting were audited by Firm ABC, whose report has been furnished to us, and our
opinions, insofar as they relate to the amounts included for B Company and its internal
control over financial reporting, are based solely on the report of Firm ABC.2

Basis for Opinion

The Company’s management is responsible for these consolidated financial statements,
for maintaining effective internal control over financial reporting, and for its assessment
of the effectiveness of internal control over financial reporting, included in the
accompanying [title of management’s report]. Our responsibility is to express an opinion
on the Company’s consolidated financial statements and an opinion on the Company’s
internal control over financial reporting based on our audits. We are a public accounting
firm registered with the Public Company Accounting Oversight Board (United States)
(“PCAOB”) and are required to be independent with respect to the Company in
accordance with the U.S. federal securities laws and the applicable rules and regulations
of the Securities and Exchange Commission and the PCAOB.

We conducted our audits in accordance with the standards of the PCAOB. Those
standards require that we plan and perform the audits to obtain reasonable assurance
about whether the financial statements are free of material misstatement, whether due
to error or fraud, and whether effective internal control over financial reporting was
maintained in all material respects.

Our audits of the consolidated financial statements included performing procedures to
assess the risks of material misstatement of the financial statements, whether due to
error or fraud, and performing procedures that respond to those risks. Such procedures
included examining, on a test basis, evidence regarding the amounts and disclosures in
the financial statements. Our audits also included evaluating the accounting principles
used and significant estimates made by management, as well as evaluating the overall
presentation of the financial statements. Our audit of internal control over financial
reporting included obtaining an understanding of internal control over financial reporting,

49



For FYE on or after Dec. 15, 2024

assessing the risk that a material weakness exists, and testing and evaluating the design
and operating effectiveness of internal control based on the assessed risk. Our audits also
included performing such other procedures as we considered necessary in the
circumstances. We believe that our audits and the report of Firm ABC provide a
reasonable basis for our opinions.

Definition and Limitations of Internal Control Over Financial Reporting

A company’s internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation of
financial statements for external purposes in accordance with generally accepted
accounting principles. A company’s internal control over financial reporting includes those
policies and procedures that (1) pertain to the maintenance of records that, in reasonable
detail, accurately and fairly reflect the transactions and dispositions of the assets of the
company; (2) provide reasonable assurance that transactions are recorded as necessary
to permit preparation of financial statements in accordance with generally accepted
accounting principles and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and
(3) provide reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use, or disposition of the company’s assets that could have a
material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not
prevent or detect misstatements. Also, projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become inadequate because of
changes in conditions or that the degree of compliance with the policies or procedures
may deteriorate.

Critical Audit Matters [if applicable]

[Include critical audit matters]

[Signature]

We have served as the Company’s auditor since [year].
[City and State or Country]

[Date]

Example 2: The Lead Auditor Chooses to Issue Separate Reports on the Financial Statements and
Internal Control Over Financial Reporting, and Makes Reference to the Referred-to Auditor Only in the
Report on the Financial Statements?

Report of Independent Registered Public Accounting Firm

To the shareholders and the board of directors of X Company
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Opinion on the Financial Statements

We have audited the accompanying consolidated balance sheets of X Company and
subsidiaries (the “Company”) as of December 31, 20X2 and 20X1, and the related
consolidated statements of [titles of the financial statements, e.g., income, comprehensive
income, stockholders’ equity, and cash flows], for each of the three years in the period
ended December 31, 20X2, and the related notes [and schedules] (collectively referred to
as the “consolidated financial statements”). In our opinion, based on our audits and the
report of Firm ABC, the consolidated financial statements referred to above present fairly,
in all material respects, the financial position of the Company as of December 31, 20X2
and 20X1, and the results of its operations and its cash flows for each of the three years in
the period ended December 31, 20X2, in conformity with accounting principles generally
accepted in the United States of America.

We also have audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States) (“PCAOB”), the Company’s internal control
over financial reporting as of December 31, 20X2, based on [/dentify control criteria, for
example, “criteria established in Internal Control—Integrated Framework: 20XX issued by
the Committee of Sponsoring Organizations of the Treadway Commission (COSO).”] and
our report dated [date of report, which should be the same as the date of the report on
the financial statements] expressed [include nature of opinion].

We did not audit the financial statements of B Company, a wholly-owned subsidiary,
whose financial statements reflect total assets constituting XX percent and YY percent of
consolidated assets as of December 31, 20X2 and 20X1, respectively, and total revenues
constituting AA percent, BB percent, and CC percent of consolidated revenues for the
years ended December 31, 20X2, 20X1, and 20X0, respectively. Those financial statements
were audited by Firm ABC, whose report has been furnished to us, and our opinion,
insofar as it relates to the amounts included for B Company, is based solely on the report
of Firm ABC.#

Basis for Opinion

These consolidated financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these financial statements
based on our audits. We are a public accounting firm registered with the PCAOB and are
required to be independent with respect to the Company in accordance with the U.S.
federal securities laws and the applicable rules and regulations of the Securities and
Exchange Commission and the PCAOB.

We conducted our audits in accordance with the standards of the PCAOB. Those
standards require that we plan and perform the audits to obtain reasonable assurance
about whether the financial statements are free of material misstatement, whether due
to error or fraud. Our audits included performing procedures to assess the risks of
material misstatement of the financial statements, whether due to error or fraud, and

51



For FYE on or after Dec. 15, 2024

performing procedures that respond to those risks. Such procedures included examining,
on a test basis, evidence regarding the amounts and disclosures in the financial
statements. Our audits also included evaluating the accounting principles used and
significant estimates made by management, as well as evaluating the overall presentation
of the financial statements. We believe that our audits and the report of Firm ABC provide
a reasonable basis for our opinion.

Critical Audit Matters [if applicable]

[Include critical audit matters]

[Signature]

We have served as the Company’s auditor since [year].
[City and State or Country)]

[Date]

Examples of an Alternative Paragraph (Which Precedes the Basis for Opinion Section) When the Financial

Statements Audited by the Referred-to Auditor Were Prepared Using a Financial Reporting Framework
that Differs from the Framework Used to Prepare the Financial Statements Audited by the Lead Auditor

Example 3: Conversion Adjustments Audited by the Lead Auditor

We did not audit the financial statements of B Company, a wholly-owned subsidiary. The
financial statements of B Company prepared under [financial reporting framework used by
B Company] were audited by Firm ABC, whose report has been furnished to us, and our
opinion, insofar as it relates to the amounts included for B Company under [financial
reporting framework used by B Company], is based solely on the report of Firm ABC. The
financial statements of B Company under accounting principles generally accepted in the
United States of America reflect total assets constituting XX percent and YY percent of
consolidated assets as of December 31, 20X2 and 20X1, respectively, and total revenues
constituting AA percent, BB percent, and CC percent of consolidated revenues for the
years ended December 31, 20X2, 20X1, and 20X0, respectively. We have audited the
adjustments to the financial statements of B Company to conform those financial
statements to accounting principles generally accepted in the United States of America.

Example 4: Conversion Adjustments Audited by the Referred-to Auditor

We did not audit the financial statements of B Company, a wholly-owned subsidiary. The
financial statements of B Company prepared under [financial reporting framework used by
B Company] and the adjustments to conform those financial statements to accounting
principles generally accepted in the United States of America were audited by Firm ABC,
whose report has been furnished to us, and our opinion, insofar as it relates to the
amounts included for B Company under accounting principles generally accepted in the
United States of America, is based solely on the report of Firm ABC. The financial
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statements of B Company under accounting principles generally accepted in the United
States of America reflect total assets constituting XX percent and YY percent of
consolidated assets as of December 31, 20X2 and 20X1, respectively, and total revenues
constituting AA percent, BB percent, and CC percent of consolidated revenues for the
years ended December 31, 20X2, 20X1, and 20X0, respectively.

Footnotes (AS 1206 — Dividing Responsibility for the Audit with Another
Accounting Firm):
1

The term “lead auditor,” as used in this standard, has the same meaning as defined in Appendix A of
AS 2101, Audit Planning.

2 The term “company’s financial statements,” as used in this standard, describes the financial
statements of a company that include—through consolidation or combination—the financial
statements of the company’s business units.

For integrated audits, see also paragraphs .C8—.C11 of AS 2201, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of Financial Statements, which provide direction
with respect to opinions based, in part, on the report of a referred-to auditor in an audit of internal
control over financial reporting.

4 The term “referred-to auditor,” as used in this standard, has the same meaning as defined in
Appendix A of AS 2101.

> See paragraphs .06A—.06C of AS 2101.

5 The term “engagement team,” as used in this standard, has the same meaning as defined in
Appendix A of AS 2101.

/" The term “business units” includes subsidiaries, divisions, branches, components, or investments.

8 See paragraphs .30 and .31 of AS 2810, Evaluating Audit Results. See also AS 2101.18 and paragraphs
.09 and .16(c) of AS 2410, Related Parties, for additional responsibilities with respect to interactions
with the referred-to auditor.

SRS 3101, The Auditor’s Report on an Audit of Financial Statements When the Auditor Expresses an
Unqualified Opinion, and AS 3105, Departures from Unqualified Opinions and Other Reporting
Circumstances, apply to auditors’ reports issued for audits of historical financial statements that are
intended to present financial position, results of operations, and cash flows in conformity with the
applicable financial reporting framework. AS 2201 applies to auditors’ reports issued for audits of
management’s assessment of the effectiveness of internal control over financial reporting that are
integrated with an audit of the financial statements. In situations where the referred-to auditor is not
registered with the PCAOB, the requirements that the auditor’s report state that the auditor is
registered with the PCAOB (see AS 3101.06 and .09g, and AS 2201.85A and .85Dd) do not apply to a
referred-to auditor’s report. Disclosure in the auditor’s report that a firm is not registered with the
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PCAOB (or omission that the firm is registered) does not relieve that firm of its obligation to register
when required.

10" see PCAOB Rule 2100, Registration Requirements for Public Accounting Firms, and paragraph (p)(ii)
of PCAOB Rule 1001, Definitions of Terms Employed in Rules, which defines the phrase “play a
substantial role in the preparation or furnishing of an audit report.”

1 seens 3105, which discusses the circumstances that may require the auditor to depart from the
auditor’s unqualified report. For integrated audits, see also Appendix C, Special Reporting Situations, of
AS 2201.

12 Rule 2-05 of Regulation S-X, 17 C.F.R. § 210.2-05, includes requirements regarding filing the
referred-to auditor’s report with the SEC.

13 see, e.g., AS 2201.C10.

40 See, e.g., AS 3105, which discusses the circumstances that may require the auditor to depart from
an unqualified opinion on the financial statements; AS 3101, which discusses explanatory language in
the auditor’s report; and AS 2201, which discusses report modifications, including expressing an adverse
opinion on internal control over financial reporting. See also footnote 9 above, which addresses certain
situations where the referred-to auditor is not registered with the PCAOB.

Footnotes (Appendix B - Examples of Reporting by the Lead Auditor Indicating the
Division of Responsibility When Making Reference to the Audit and Report of the
Referred-to Auditor):

L Under paragraph .86 of AS 2201, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements, the auditor may choose to issue a combined report or
separate reports on the company’s financial statements and on internal control over financial reporting.

2 The end of this appendix presents alternatives to this paragraph for situations in which the financial
statements audited by the referred-to auditor were prepared using a financial reporting framework that
differs from the framework used to prepare the financial statements audited by the lead auditor. (See
paragraph .06d of this standard.)

3 Such a scenario may exist, e.g., when the audit does not extend to controls at a company’s equity
method investee. (See AS 2201.B15. See also AS 2201.88, which describes a paragraph that should be
added to the lead auditor’s report on the internal control over financial reporting.)

* The end of this appendix presents alternatives to this paragraph for situations in which the financial
statements audited by the referred-to auditor were prepared using a financial reporting framework that
differs from the framework used to prepare the financial statements audited by the lead auditor. (See
paragraph .06d of this standard.)
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AS 1210: Using the Work of an Auditor-Engaged
Specialist

Amendments: Amending releases and related SEC approval orders
Guidance on AS 1210: Staff Audit Practice Alert No. 2 and Staff Questions and Answers on Auditing the
Fair Value of Share Options Granted to Employees

Summary Table of Contents

.01 Introduction

.02 Objective

.03 Assessing the Knowledge, Skill, Ability, and Objectivity of the Auditor-Engaged Specialist
.06 Informing the Auditor-Engaged Specialist of the Work to be Performed

.09 Evaluating the Work of the Auditor-Engaged Specialist

Introduction

.01  This standard establishes requirements regarding the use of a specialist engaged by the auditor's
firm ("auditor-engaged specialist") to assist the auditor in obtaining or evaluating audit evidence with
respect to a relevant assertion of a significant account or disclosure.

Note: For purposes of this standard, a specialist is a person (or firm) possessing special
skill or knowledge in a particular field other than accounting or auditing. Because income
taxes and information technology are specialized areas of accounting and auditing, this
standard does not apply to situations in which a person with specialized skill or knowledge
in income taxes or information technology participates in the audit. AS 1201, Supervision
of the Audit Engagement, applies in those situations.

Objective

.02 The objective of the auditor is to determine whether the work of the auditor-engaged specialist is
suitable for the auditor's purposes and supports the auditor's conclusion regarding the relevant assertion.

Assessing the Knowledge, Skill, Ability, and Objectivity of
the Auditor-Engaged Specialist
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.03 The engagement partner and, as applicable, other engagement teamA members performing
supervisory activities! should assess the specialist’s knowledge, skill, and ability in the particular field for
the type of work under consideration. This includes obtaining an understanding of the following with
respect to the specialist and the entity that employs the specialist:

a. The professional certification, license, or professional accreditation of the specialist in the

particular field;

b. The specialist's experience in the type of work under consideration, including applicable areas of
specialty within the specialist's field; and

c. The reputation and standing of the specialist in the particular field.

Note: The auditor's assessment of the specialist's knowledge, skill, and ability affects the
auditor's determination of: (1) whether the specialist possesses a sufficient level of
knowledge, skill, and ability to perform the type of work under consideration (paragraph
.04); and (2) the necessary extent of the review and evaluation of the specialist's work

(paragraph .10).

.04  The engagement partner and, as applicable, other engagement team members performing
supervisory activities should not use the work of a specialist who does not have a sufficient level of

knowledge, skill, and ability.

.05 The engagement partner and, as applicable, other engagement team members performing
supervisory activities should assess whether the specialist has the necessary degree of objectivity to
exercise impartial judgment on all issues encompassed by the specialist's work related to the audit. This
includes evaluating whether the specialist or the entity that employs the specialist has a relationship to the
company (e.g., through employment, financial, ownership, or other business relationships, contractual
rights, family relationships, or otherwise), or other conflicts of interest relevant to the work to be

performed.

Note: The auditor's assessment of the specialist's objectivity affects the nature and
extent of the auditor's procedures to evaluate the data, significant assumptions, and
methods that the specialist is responsible for testing, evaluating, or developing.?

Note: The evidence necessary to assess the specialist's objectivity depends on the
significance of the specialist's work and the related risk of material misstatement.
Examples of potential sources of information that could be relevant to the auditor's

assessment include, but are not limited to:

m Information obtained by the auditor from procedures performed pursuant to AS 2410,

Related Parties;

m Engagement contracts between the company and the specialist, or the specialist's

employer;

m Responses to questionnaires provided to the specialist regarding relationships between
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the specialist, or the specialist's employer, and the company;

Written representations or other information provided by the specialist concerning
relationships with the company; and

Disclosures about relationships with the company in the specialist's report, or
equivalent documentation, pursuant to requirements promulgated by the specialist's
profession or by legislation or regulation governing the specialist.

Informing the Auditor-Engaged Specialist of the Work to be
Performed

.06  The engagement partner and, as applicable, other engagement team members performing
supervisory activities should inform the specialist of the work to be performed, which includes establishing
and documenting an understanding with the specialist regarding the following:

a. The responsibilities of the specialist, including the objectives of the work to be performed;

b. The nature of the work that the specialist is to perform or assist in performing (for example,
testing the company's process used to develop an accounting estimate, including when a

company's specialist is involved in developing the estimate, or developing an independent
expectation of an estimate);

c. The degree of responsibility of the specialist for:

(1)

(2)

(3)

Testing data produced by the company, or evaluating the relevance and reliability of
data from sources external to the company;

Evaluating the significant assumptions used by the company or the company's
specialist, or developing his or her own assumptions; and

Evaluating the methods used by the company or the company's specialist, or using his
or her own methods; and

d. The responsibility of the specialist to provide a report, or equivalent documentation, to the
engagement partner and, as applicable, other engagement team members performing
supervisory activities that describes the work performed, the results of the work, and the findings
or conclusions reached by the specialist.

.07  The engagement partner and, as applicable, other engagement team members performing
supervisory activities should inform the specialist about matters that could affect the specialist's work. This
includes, as applicable, information about the company and its environment, the company's processes for
developing the related accounting estimate, the company's use of specialists in developing the estimate,
relevant requirements of the applicable financial reporting framework, and possible accounting and

auditing issues.
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.08  The engagement partner and, as applicable, other engagement team members performing
supervisory activities should implement measures to determine that there is a proper coordination of the
work of the specialist with the work of relevant engagement team members to achieve a proper
evaluation of the evidence obtained in reaching a conclusion about the relevant assertion. This includes:

a. Ifanauditor's specialist is used to develop (or assist in developing) an independent expectation of
an accounting estimate, measures to comply with paragraphs .21-.26 of AS 2501, Auditing
Accounting Estimates, Including Fair Value Measurements;,

b. If an auditor's specialist is used to test (or assist in testing) the company's process to develop an
accounting estimate, measures to comply with AS 2501.09—-.18; or

c. If an auditor's specialist is used to evaluate the work of a company's specialist, measures to
comply with Appendix A to AS 1105, Audit Evidence, and, for accounting estimates, AS 2501.19.

Evaluating the Work of the Auditor-Engaged Specialist

.09  The engagement partner and, as applicable, other engagement team members performing
supervisory activities should review the report, or equivalent documentation, provided by the specialist
pursuant to paragraph .06d above and evaluate whether the specialist's work provides sufficient
appropriate evidence, specifically whether:

a. The specialist's work and report, or equivalent documentation, are in accordance with the
auditor's understanding with the specialist; and

b. The specialist's findings and conclusions are consistent with results of the work performed by the
specialist, other evidence obtained by the auditor, and the auditor's understanding of the
company and its environment.

.10 The necessary extent of the review depends on: (1) the significance of the specialist's work to the
auditor's conclusion regarding the relevant assertion, (2) the risk of material misstatement of the relevant
assertion, and (3) the knowledge, skill, and ability of the specialist.

.11 If the specialist or the entity that employs the specialist has a relationship with the company that
affects the specialist's objectivity, the auditor should perform additional procedures to evaluate the data,
significant assumptions, and methods that the specialist is responsible for testing, evaluating, or
developing, pursuant to the engagement team's understanding with the specialist (paragraph .06), or
should engage another specialist. The necessary nature and extent of the additional procedures depend
on the degree of objectivity of the specialist. As the degree of objectivity increases, the evidence needed
from additional procedures decreases. If the specialist has a low degree of objectivity, the auditor should
apply the procedures for evaluating the work of a company's specialist.3

A2 If the specialist's findings or conclusions appear to contradict the relevant assertion or the
specialist's work does not provide sufficient appropriate evidence, the engagement partner and, as
applicable, other engagement team members performing supervisory activities should perform additional
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procedures, or request the specialist to perform additional procedures, as necessary to address the issue.

Note: Examples of situations in which additional procedures ordinarily are necessary
include: (1) the specialist's work was not performed in accordance with the auditor's
instructions; (2) the specialist's report, or equivalent documentation, contains restrictions,
disclaimers, or limitations that affect the auditor's use of the report or work; (3) the
specialist's findings and conclusions are inconsistent with (i) the results of the work
performed by the specialist, (ii) other evidence obtained by the auditor, or (iii) the
auditor's understanding of the company and its environment; (4) the specialist lacks a
reasonable basis for data or significant assumptions the specialist used; or (5) the
methods used by the specialist were not appropriate.

Footnotes (AS 1210 - Using the Work of an Auditor-Engaged Specialist):

A The term “engagement team,” as used in this standard, has the same meaning as defined in

Appendix A of AS 2101, Audit Planning.
L See AS 1201.04.

2 Paragraph .06 of this standard requires the auditor to establish and document an understanding with
the specialist, including with respect to the data, significant assumptions, and methods the specialist is
responsible for testing, evaluating, or developing. Paragraph .11 of this standard addresses how the
specialist's objectivity affects the nature and extent of the auditor's procedures.

3 see AS 1105.A6-.A10.
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AS 1215: Audit Documentation

Adopting Release: PCAOB Release No. 2004-006

Effective Date of Standard: For audits of financial statements, which may include an audit of internal
control over financial reporting, with respect to fiscal years ending on or after Nov. 15, 2004. For other
engagements conducted pursuant to the standards of the PCAOB, including reviews of interim financial
information, this standard takes effect beginning with the first quarter ending after the first financial
statement audit covered by this standard.

Amendments: Amending releases and related SEC approval orders

Guidance on AS 1215: Staff Guidance for Auditors of SEC-Registered Brokers and Dealers and Staff Audit
Practice Alert No. 14

Summary Table of Contents

.01 Introduction

.02 Objectives of Audit Documentation

.04 Audit Documentation Requirement

.10 Documentation of Specific Matters

.14 Retention of and Subsequent Changes to Audit Documentation

Appendix A - Background and Basis for Conclusions

Introduction

.01 This standard establishes general requirements for documentation the auditor should prepare and
retain in connection with engagements conducted pursuant to the standards of the Public Company
Accounting Oversight Board ("PCAOB"). Such engagements include an audit of financial statements, an
audit of internal control over financial reporting, and a review of interim financial information. This
standard does not replace specific documentation requirements of other standards of the PCAOB.

Objectives of Audit Documentation

.02 Audit documentation is the written record of the basis for the auditor's conclusions that provides
the support for the auditor's representations, whether those representations are contained in the
auditor's report or otherwise. Audit documentation also facilitates the planning, performance, and
supervision of the engagement, and is the basis for the review of the quality of the work because it
provides the reviewer with written documentation of the evidence supporting the auditor's significant
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conclusions. Among other things, audit documentation includes records of the planning and performance
of the work, the procedures performed, evidence obtained, and conclusions reached by the auditor. Audit
documentation also may be referred to as work papers or working papers.

Note: An auditor's representations to a company's board of directors or audit committee,
stockholders, investors, or other interested parties are usually included in the auditor's report
accompanying the financial statements of the company. The auditor also might make oral
representations to the company or others, either on a voluntary basis or if necessary to comply with
professional standards, including in connection with an engagement for which an auditor's report is
not issued. For example, although an auditor might not issue a report in connection with an
engagement to review interim financial information, he or she ordinarily would make oral
representations about the results of the review.

.03 Audit documentation is reviewed by members of the engagement team!? performing the work and
might be reviewed by others. Reviewers might include, for example:

a. Auditors who are new to an engagement and review the prior year's documentation to
understand the work performed as an aid in planning and performing the current engagement.

b.  Supervisory personnel who review documentation prepared by other members of the
engagement team.

c. Engagement supervisors and engagement quality reviewers who review documentation to
understand how the engagement team reached significant conclusions and whether there is
adequate evidential support for those conclusions.

d.  Asuccessor auditor who reviews a predecessor auditor's audit documentation.

e. Internal and external inspection teams that review documentation to assess audit quality and
compliance with auditing and related professional practice standards; applicable laws, rules, and
regulations; and the auditor's own quality control policies.

f.  Others, including advisors engaged by the audit committee or representatives of a party to an
acquisition.

Audit Documentation Requirement

.04 The auditor must prepare audit documentation in connection with each engagement conducted
pursuant to the standards of the PCAOB. Audit documentation should be prepared in sufficient detail to
provide a clear understanding of its purpose, source, and the conclusions reached. Also, the
documentation should be appropriately organized to provide a clear link to the significant findings or
issues.! Examples of audit documentation include memoranda, confirmations, correspondence, schedules,
audit programs, and letters of representation. Audit documentation may be in the form of paper,
electronic files, or other media.

.05 Because audit documentation is the written record that provides the support for the
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representations in the auditor's report, it should:
a. Demonstrate that the engagement complied with the standards of the PCAOB,

b.  Support the basis for the auditor's conclusions concerning every relevant financial statement

assertion, and

c. Demonstrate that the underlying accounting records agreed or reconciled with the financial

statements.

.06 The auditor must document the procedures performed, evidence obtained, and conclusions
reached with respect to relevant financial statement assertions.? Audit documentation must clearly
demonstrate that the work was in fact performed. This documentation requirement applies to the work of
all those who participate in the engagement as well as to the work of specialists the auditor uses as
evidential matter in evaluating relevant financial statement assertions. Audit documentation must contain
sufficient information to enable an experienced auditor, having no previous connection with the

engagement:

a. Tounderstand the nature, timing, extent, and results of the procedures performed, evidence

obtained, and conclusions reached, and

b. To determine who performed the work and the date such work was completed as well as the
person who reviewed the work and the date of such review.

Note: An experienced auditor has a reasonable understanding of audit activities and has
studied the company's industry as well as the accounting and auditing issues relevant to

the industry.

.07 In determining the nature and extent of the documentation for a financial statement assertion, the

auditor should consider the following factors:

m Nature of the auditing procedure;
m Risk of material misstatement associated with the assertion;

m Extent of judgment required in performing the work and evaluating the results, for example,
accounting estimates require greater judgment and commensurately more extensive

documentation;
m Significance of the evidence obtained to the assertion being tested; and
m  Responsibility to document a conclusion not readily determinable from the documentation of the

procedures performed or evidence obtained.

Application of these factors determines whether the nature and extent of audit documentation is

adequate.

.08 In addition to the documentation necessary to support the auditor's final conclusions, audit
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documentation must include information the auditor has identified relating to significant findings or issues
that is inconsistent with or contradicts the auditor's final conclusions. The relevant records to be retained
include, but are not limited to, procedures performed in response to the information, and records
documenting consultations on, or resolutions of, differences in professional judgment among members of
the engagement team or between the engagement team and others consulted.

.09 If, after the documentation completion date (defined in paragraph .15), the auditor becomes
aware, as a result of a lack of documentation or otherwise, that audit procedures may not have been
performed, evidence may not have been obtained, or appropriate conclusions may not have been
reached, the auditor must determine, and if so demonstrate, that sufficient procedures were performed,
sufficient evidence was obtained, and appropriate conclusions were reached with respect to the relevant
financial statement assertions. To accomplish this, the auditor must have persuasive other evidence. Oral
explanation alone does not constitute persuasive other evidence, but it may be used to clarify other
written evidence.

m If the auditor determines and demonstrates that sufficient procedures were performed, sufficient
evidence was obtained, and appropriate conclusions were reached, but that documentation
thereof is not adequate, then the auditor should consider what additional documentation is
needed. In preparing additional documentation, the auditor should refer to paragraph .16.

m If the auditor cannot determine or demonstrate that sufficient procedures were performed,
sufficient evidence was obtained, or appropriate conclusions were reached, the auditor should
comply with the provisions of AS 2901, Consideration of Omitted Procedures After the Report
Date.

.09A  Documentation of risk assessment procedures and responses to risks of misstatement should
include (1) a summary of the identified risks of misstatement and the auditor's assessment of risks of
material misstatement at the financial statement and assertion levels and (2) the auditor's responses to
the risks of material misstatement, including linkage of the responses to those risks.

Documentation of Specific Matters

.10 Documentation of auditing procedures that involve the inspection of documents or confirmation,
including tests of details, tests of operating effectiveness of controls, and walkthroughs, should include
identification of the items inspected. Documentation of auditing procedures related to the inspection of
significant contracts or agreements should include abstracts or copies of the documents.

Note: The identification of the items inspected may be satisfied by indicating the source from
which the items were selected and the specific selection criteria, for example:

m If an audit sample is selected from a population of documents, the documentation should include
identifying characteristics (for example, the specific check numbers of the items included in the
sample).

m If all items over a specific dollar amount are selected from a population of documents, the
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documentation need describe only the scope and the identification of the population (for
example, all checks over $10,000 from the October disbursements journal).

If a systematic sample is selected from a population of documents, the documentation need only
provide an identification of the source of the documents and an indication of the starting point
and the sampling interval (for example, a systematic sample of sales invoices was selected from
the sales journal for the period from October 1 to December 31, starting with invoice number 452
and selecting every 40t invoice).

Certain matters, such as auditor independence, staff training and proficiency and client acceptance

and retention, may be documented in a central repository for the public accounting firm ("firm") or in the
particular office participating in the engagement. If such matters are documented in a central repository,

the audit documentation of the engagement should include a reference to the central

repository. Documentation of matters specific to a particular engagement should be included in the audit

documentation of the pertinent engagement.

12

The auditor must document significant findings or issues, actions taken to address them (including

additional evidence obtained), and the basis for the conclusions reached in connection with each

engagement. Significant findings or issues are substantive matters that are important to the procedures
performed, evidence obtained, or conclusions reached, and include, but are not limited to, the following:

d.

Significant matters involving the selection, application, and consistency of accounting principles,
including related disclosures.??

Results of auditing procedures that indicate a need for significant modification of planned
auditing procedures, the existence of material misstatements (including omissions in the financial
statements), the existence of significant deficiencies, or material weaknesses in internal control
over financial reporting.

Accumulated misstatements and evaluation of uncorrected misstatements, including the
quantitative and qualitative factors the auditor considered to be relevant to the evaluation.28

Disagreements among members of the engagement team or with others consulted on the
engagement about final conclusions reached on significant accounting or auditing matters,
including the basis for the final resolution of those disagreements. If an engagement team
member disagrees with the final conclusions reached, he or she should document that
disagreement.

Circumstances that cause significant difficulty in applying auditing procedures.

Significant changes in the auditor's risk assessments, including risks that were not identified
previously, and the modifications to audit procedures or additional audit procedures performed

in response to those changes.2¢

f-1. Risks of material misstatement that are determined to be significant risks and the results of
the auditing procedures performed in response to those risks.
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g. Any matters that could result in modification of the auditor's report.

Note: In an engagement conducted pursuant to Attestation Standard No. 1, Examination
Engagements Regarding Compliance Reports of Brokers and Dealers, or Attestation
Standard No. 2, Review Engagements Regarding Exemption Reports of Brokers and
Dealers, significant findings or issues include, when applicable: (a) the assessment of, and
the responses to, risks requiring special consideration by the auditor; (b) significant
matters involving systems, processes, and controls to ensure the appropriateness of the
subject matter and management's related assertions; and (c) the evaluation of identified
instances of nonconformity with the evaluation criteria (e.g., errors, instances of non-
compliance, or control deficiencies).

13 The auditor must identify all significant findings or issues in an engagement completion
document. This document may include either all information necessary to understand the significant
findings, issues or cross-references, as appropriate, to other available supporting audit
documentation. This document, along with any documents cross-referenced, should collectively be as
specific as necessary in the circumstances for a reviewer to gain a thorough understanding of the
significant findings or issues.

Note: The engagement completion document prepared in connection with the annual
audit should include documentation of significant findings or issues identified during the
review of interim financial information.

Note: When conducting an attestation engagement pursuant to Attestation Standard No.
1, Examination Engagements Regarding Compliance Reports of Brokers and Dealers, or
Attestation Standard No. 2, Review Engagements Regarding Exemption Reports of Brokers
and Dealers, the auditor may include the documentation of significant findings or issues
related to the attestation engagement in the engagement completion document
prepared in connection with the audit of the financial statements.

Retention of and Subsequent Changes to Audit
Documentation

.14 The auditor must retain audit documentation for seven years from the date the auditor grants
permission to use the auditor's report in connection with the issuance of the company's financial
statements ( report release date), unless a longer period of time is required by law. If a report is not issued
in connection with an engagement, then the audit documentation must be retained for seven years from
the date that fieldwork was substantially completed. If the auditor was unable to complete the
engagement, then the audit documentation must be retained for seven years from the date the

engagement ceased.

.15 Prior to the report release date, the auditor must have completed all necessary auditing
procedures and obtained sufficient evidence to support the representations in the auditor's report. A
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complete and final set of audit documentation should be assembled for retention as of a date not more
than 45 days after the report release date (documentation completion date). If a report is not issued in
connection with an engagement, then the documentation completion date should not be more than 45
days from the date that fieldwork was substantially completed. If the auditor was unable to complete the
engagement, then the documentation completion date should not be more than 45 days from the date
the engagement ceased.

.16 Circumstances may require additions to audit documentation after the report release date. Audit
documentation must not be deleted or discarded after the documentation completion date, however,
information may be added. Any documentation added must indicate the date the information was added,
the name of the person who prepared the additional documentation, and the reason for adding it.

17 Other standards require the auditor to perform procedures subsequent to the report release date
in certain circumstances. For example, in accordance with AS 4101, Responsibilities Regarding Filings
Under Federal Securities Statutes, auditors are required to perform certain procedures up to the effective
date of a registration statement.3 The auditor must identify and document any additions to audit
documentation as a result of these procedures consistent with the previous paragraph.

.18 The office of the firm issuing the auditor’s report is responsible for ensuring that all audit
documentation sufficient to meet the requirements of paragraphs .04—.13 of this standard is prepared and
retained. Audit documentation supporting the work performed by other offices of the firm and other
auditors®® must be retained by or be accessible to the office issuing the auditor’s report.* An other auditor
must comply with the requirements of paragraphs .04—.17 of this standard, including with respect to the
audit documentation that the other auditor provides or makes accessible to the office issuing the auditor’s
report.

.19 In addition, the office issuing the auditor’s report must obtain, and review and retain, prior to the
report release date, the following documentation related to the work performed by other offices of the

firm and other auditors:#A

a. Anengagement completion document consistent with paragraphs .12 and .13.
Note: This engagement completion document should include all cross-referenced,
supporting audit documentation.

b.  Alist of significant risks, the auditor’s responses, and the results of the auditor’s related
procedures.

c. Sufficient information relating to any significant findings or issues that are inconsistent with or
contradict the final conclusions, as described in paragraph .08.

d.  Any findings affecting the consolidating or combining of accounts in the consolidated financial
statements.

e. Sufficient information to enable the office issuing the auditor’s report to agree or to reconcile the
financial statement amounts audited by other offices of the firm and other auditors to the
information underlying the consolidated financial statements.
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A schedule of accumulated misstatements, including a description of the nature and cause of
each accumulated misstatement, and an evaluation of uncorrected misstatements, including the
quantitative and qualitative factors the auditor considered to be relevant to the evaluation.

All significant deficiencies and material weaknesses in internal control over financial reporting,
including a clear distinction between those two categories.

Letters of representations from management.

All matters to be communicated to the audit committee.

.20 The auditor also might be required to maintain documentation in addition to that required by this
standard.’
[.21] [Paragraph deleted.]

Footnotes (AS 1215 - Audit Documentation):

A" The term “engagement team,” as used in this standard for audit engagements, has the same
meaning as defined in Appendix A of AS 2101, Audit Planning. As used in this standard for review and
attestation engagements, the term has a meaning analogous to the term’s definition in AS 2101 for
audit engagements.

L see paragraph .12 of this standard for a description of significant findings or issues.

2 Relevant financial statement assertions are described in paragraphs .28-.33 of AS 2201, An Audit of
Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements. In an
engagement conducted pursuant to Attestation Standard No. 1, Examination Engagements Regarding
Compliance Reports of Brokers and Dealers, or Attestation Standard No. 2, Review Engagements
Regarding Exemption Reports of Brokers and Dealers, the relevant assertions are the assertions

expressed by management or the responsible party regarding the subject matter of the attestation

engagement. The documentation requirements in this standard regarding assertions apply to the

aspects of the subject matter to which the assertions relate.

2A see paragraphs .12-.13 of AS 2110, /dentifying and Assessing Risks of Material Misstatement, and
paragraphs .66-.67 of AS 2401, Consideration of Fraud in a Financial Statement Audlit.

2B see paragraphs .10-.23 of AS 2810, Evaluating Audit Results.

2C See AS 2110.74and AS 2810.36.

Section 11 of the Securities Act of 1933 makes specific mention of the auditor's responsibility as an

expert when the auditor's report is included in a registration statement under the 1933 Act.

3A" The term “other auditor,” as used in this standard, has the same meaning as defined in Appendix A
of AS 2101.

4 Section 106(b) of the Sarbanes-Oxley Act of 2002 imposes certain requirements concerning
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production of the work papers of a foreign public accounting firm and other related documents.
Compliance with this standard does not substitute for compliance with Section 106(b) or any other
applicable law.

A" For multi-tiered audits, see note to paragraph .14 of AS 1201, Supervision of the Audit Engagement.

For example, the SEC requires auditors to retain, in addition to documentation required by this
standard, memoranda, correspondence, communications (for example, electronic mail), other
documents, and records (in the form of paper, electronic, or other media) that are created, sent, or
received in connection with an engagement conducted in accordance with auditing and related
professional practice standards and that contain conclusions, opinions, analyses, or data related to the
engagement. (Retention of Audit and Review Records, 17 CFR §210.2-06, effective for audits or reviews
completed on or after October 31, 2003.)
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AS 1220: Engagement Quality Review

Adopting Release: PCAOB Release No. 2009-004

Effective Date of Standard: For engagement quality reviews of audits and interim reviews for fiscal years
beginning on or after Dec. 15, 2009

Amendments: Amending releases and related SEC approval orders

Guidance on AS 1220: Staff Audit Practice Alerts No. 5 and No. 10 and Staff Question and Answer on
Auditing Standard No. 7, Engagement Quality Review

Summary Table of Contents

.01 Applicability of Standard

.02 Objective

.03 Qualifications of an Engagement Quality Reviewer

.09 Engagement Quality Review for an Audit

.14 Engagement Quality Review for a Review of Interim Financial Information

.18A Engagement Quality Review for an Attestation Engagement Performed Pursuant to Attestation
Standard No. 1, Examination Engagements Regarding Compliance Reports of Brokers and Dealers, or
Attestation Standard No. 2, Review Engagements Regarding Exemption Reports of Brokers and Dealers

.19 Documentation of an Engagement Quality Review

Applicability of Standard

.01 An engagement quality review and concurring approval of issuance are required for the following
engagements conducted pursuant to the standards of the Public Company Accounting Oversight Board
("PCAOB"): (a) an audit engagement; (b) a review of interim financial information; and (c) an attestation
engagement performed pursuant to Attestation Standard No. 1, Examination Engagements Regarding
Compliance Reports of Brokers and Dealers, or Attestation Standard No. 2, Review Engagements Regarding
Exemption Reports of Brokers and Dealers.

Objective

.02 The objective of the engagement quality reviewer is to perform an evaluation of the significant
judgments made by the engagement team?® and the related conclusions reached in forming the overall

70



For FYE on or after Dec. 15, 2024

conclusion on the engagement and in preparing the engagement report, if a report is to be issued, in order
to determine whether to provide concurring approval of issuance.!

Qualifications of an Engagement Quality Reviewer

.03 The engagement quality reviewer must be an associated person of a registered public accounting

firm. An engagement quality reviewer from the firm that issues the engagement report (or communicates
an engagement conclusion, if no report is issued) must be a partner or another individual in an equivalent
position. The engagement quality reviewer may also be an individual from outside the firm.2

.04 As described below, an engagement quality reviewer must have competence, independence,
integrity, and objectivity.

Note: The firm's quality control policies and procedures should include provisions to provide the
firm with reasonable assurance that the engagement quality reviewer has sufficient competence,
independence, integrity, and objectivity to perform the engagement quality review in accordance
with the standards of the PCAOB.

Competence

.05 The engagement quality reviewer must possess the level of knowledge and competence related to
accounting, auditing, and financial reporting required to serve as the engagement partner on the
engagement under review.3

Independence, Integrity, and Objectivity

.06 The engagement quality reviewer must be independent of the company, perform the engagement
quality review with integrity, and maintain objectivity in performing the review.

Note: The reviewer may use assistants in performing the engagement quality review. Personnel
assisting the engagement quality reviewer also must be independent, perform the assigned
procedures with integrity, and maintain objectivity in performing the review.

.07 To maintain objectivity, the engagement quality reviewer and others who assist the reviewer
should not make decisions on behalf of the engagement team or assume any of the responsibilities of the
engagement team. The engagement partner remains responsible for the engagement and its
performance, notwithstanding the involvement of the engagement quality reviewer and others who assist
the reviewer.

.08 The person who served as the engagement partner during either of the two audits preceding the
audit subject to the engagement quality review may not be the engagement quality reviewer. Registered
firms that qualify for the exemption under Rule 2-01(c)(6)(ii) of Regulation S-X, 17 C.F.R. § 210.2-01(c)(6)
(i), are exempt from the requirement in this paragraph.
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Engagement Quality Review for an Audit

Engagement Quality Review Process

.09 In an audit engagement, the engagement quality reviewer should evaluate the significant
judgments made by the engagement team and the related conclusions reached in forming the overall
conclusion on the engagement and in preparing the engagement report. To evaluate such judgments and
conclusions, the engagement quality reviewer should, to the extent necessary to satisfy the requirements
of paragraphs .10 and .11: (1) hold discussions with the engagement partner and other members of the
engagement team, and (2) review documentation.

.10 In an audit, the engagement quality reviewer should:

a. Evaluate the significant judgments that relate to engagement planning, including -

= The consideration of the firm’s recent engagement experience with the company and risks
identified in connection with the firm’s client acceptance and retention process,

m  The consideration of the company’s business, recent significant activities, and related
financial reporting issues and risks,

= The judgments made about materiality and the effect of those judgments on the
engagement strategy, and

= |nan audit involving other auditors or referred-to auditors, the engagement partner’s
determination that the participation of his or her firm is sufficient for the firm to carry out
the responsibilities of a lead auditor and to report as such on the company’s financial
statements and, if applicable, internal control over financial reporting.3*

b. Evaluate the engagement team's assessment of, and audit responses to -
= Significant risks identified by the engagement team, including fraud risks, and
= Other significant risks identified by the engagement quality reviewer through performance

of the procedures required by this standard.

Note: A significant risk is a risk of material misstatement that requires special audit
consideration.

c. Evaluate the significant judgments made about (1) the materiality and disposition of corrected
and uncorrected identified misstatements and (2) the severity and disposition of identified
control deficiencies.

d. Review the engagement team's evaluation of the firm's independence in relation to the
engagement.
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Review the engagement completion document? and confirm with the engagement partner that
there are no significant unresolved matters.

Review the financial statements, management's report on internal control, and the related
engagement report.

Read other information in documents containing the financial statements to be filed with the
Securities and Exchange Commission ("SEC")® and evaluate whether the engagement team has
taken appropriate action with respect to any material inconsistencies with the financial
statements or material misstatements of fact of which the engagement quality reviewer is aware.

Based on the procedures required by this standard, evaluate whether appropriate consultations
have taken place on difficult or contentious matters. Review the documentation, including
conclusions, of such consultations.

Based on the procedures required by this standard, evaluate whether appropriate matters have
been communicated, or identified for communication, to the audit committee, management, and
other parties, such as regulatory bodies.

Based on the procedures required by this standard, evaluate the engagement team's
determination, communication, and documentation of critical audit matters in accordance with
AS 3101, The Auditor's Report on an Audit of Financial Statements When the Auditor Expresses an
Unqualified Opinion.

Evaluation of Engagement Documentation

A1

In an audit, the engagement quality reviewer should evaluate whether the engagement

documentation that he or she reviewed when performing the procedures required by paragraph .10 -

d.

b.

Indicates that the engagement team responded appropriately to significant risks, and

Supports the conclusions reached by the engagement team with respect to the matters reviewed.

Concurring Approval of Issuance

A2

In an audit, the engagement quality reviewer may provide concurring approval of issuance only if,

after performing with due professional care® the review required by this standard, he or she is not aware

of a significant engagement deficiency.

Note: A significant engagement deficiency in an audit exists when (1) the engagement team failed
to obtain sufficient appropriate evidence in accordance with the standards of the PCAOB, (2) the

engagement team reached an inappropriate overall conclusion on the subject matter of the

engagement, (3) the engagement report is not appropriate in the circumstances, or (4) the firm is

not independent of its client.

73



For FYE on or after Dec. 15, 2024

13 In an audit, the firm may grant permission to the client to use the engagement report only after
the engagement quality reviewer provides concurring approval of issuance.”

Engagement Quality Review for a Review of Interim
Financial Information

Engagement Quality Review Process

14 In an engagement to review interim financial information, the engagement quality reviewer should
evaluate the significant judgments made by the engagement team and the related conclusions reached in
forming the overall conclusion on the engagement and in preparing the engagement report, if a report is
to be issued. To evaluate such judgments and conclusions, the engagement quality reviewer should, to the
extent necessary to satisfy the requirements of paragraphs .15 and .16: (1) hold discussions with the
engagement partner and other members of the engagement team, and (2) review documentation.

.15 Inareview of interim financial information, the engagement quality reviewer should:

a. Evaluate the significant judgments that relate to engagement planning, including the
consideration of -

= The firm's recent engagement experience with the company and risks identified in
connection with the firm's client acceptance and retention process,

»  The company's business, recent significant activities, and related financial reporting issues
and risks, and

m  The nature of identified risks of material misstatement due to fraud.

b.  Evaluate the significant judgments made about (1) the materiality and disposition of corrected
and uncorrected identified misstatements and (2) any material modifications that should be made
to the disclosures about changes in internal control over financial reporting.

c. Perform the procedures described in paragraphs .10d and .10e.

d. Review the interim financial information for all periods presented and for the immediately
preceding interim period, management's disclosure for the period under review, if any, about
changes in internal control over financial reporting, and the related engagement report, if a
report is to be issued.

e. Read other information in documents containing interim financial information to be filed with the
SEC® and evaluate whether the engagement team has taken appropriate action with respect to
material inconsistencies with the interim financial information or material misstatements of fact
of which the engagement quality reviewer is aware.

f.  Perform the procedures in paragraphs .10h and .10i.
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Evaluation of Engagement Documentation

.16 In a review of interim financial information, the engagement quality reviewer should evaluate
whether the engagement documentation that he or she reviewed when performing the procedures
required by paragraph .15 supports the conclusions reached by the engagement team with respect to the
matters reviewed.

Concurring Approval of Issuance

17 In a review of interim financial information, the engagement quality reviewer may provide
concurring approval of issuance only if, after performing with due professional care the review required by
this standard, he or she is not aware of a significant engagement deficiency.

Note: A significant engagement deficiency in a review of interim financial information exists when
(1) the engagement team failed to perform interim review procedures necessary in the
circumstances of the engagement, (2) the engagement team reached an inappropriate overall
conclusion on the subject matter of the engagement, (3) the engagement report is not appropriate
in the circumstances, or (4) the firm is not independent of its client.

.18 In a review of interim financial information, the firm may grant permission to the client to use the
engagement report (or communicate an engagement conclusion to its client, if no report is issued) only
after the engagement quality reviewer provides concurring approval of issuance.

Engagement Quality Review for an Attestation Engagement
Performed Pursuant to Attestation Standard No. 1,
Examination Engagements Regarding Compliance Reports
of Brokers and Dealers, or Attestation Standard No. 2,
Review Engagements Regarding Exemption Reports of
Brokers and Dealers

J18A In an attestation engagement performed pursuant to Attestation Standard No. 1, Examination
Engagements Regarding Compliance Reports of Brokers and Dealers, or Attestation Standard No. 2, Review
Engagements Regarding Exemption Reports of Brokers and Dealers, the engagement quality reviewer
should evaluate the significant judgments made by the engagement team and the related conclusions
reached in forming the overall conclusion on the attestation engagement and in preparing the
engagement report. To evaluate such judgments and conclusions, the engagement quality reviewer
should, taking into account the procedures performed in the engagement quality review of the financial
statement audit, (1) hold discussions with the engagement partner and other members of the engagement
team, (2) read the engagement report and the document containing management's assertions, and (3)
review the engagement completion document and other relevant documentation.
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.188B In an attestation engagement performed pursuant to Attestation Standard No. 1, Examination
Engagements Regarding Compliance Reports of Brokers and Dealers, or Attestation Standard No. 2, Review
Engagements Regarding Exemption Reports of Brokers and Dealers, the engagement quality reviewer may
provide concurring approval of issuance only if, after performing with due professional care the review
required by this standard, he or she is not aware of a significant engagement deficiency.

Note: A significant engagement deficiency in an attestation engagement performed pursuant to
Attestation Standard No. 1, Examination Engagements Regarding Compliance Reports of Brokers
and Dealers, or Attestation Standard No. 2, Review Engagements Regarding Exemption Reports of
Brokers and Dealers, exists when (1) the engagement team failed to perform attestation
procedures necessary in the circumstances of the engagement, (2) the engagement team reached
an inappropriate overall conclusion on the subject matter of the engagement, (3) the engagement
report is not appropriate in the circumstances, or (4) the firm is not independent of its client.

.18C In an attestation engagement performed pursuant to Attestation Standard No. 1, Examination
Engagements Regarding Compliance Reports of Brokers and Dealers, or Attestation Standard No. 2, Review
Engagements Regarding Exemption Reports of Brokers and Dealers, the firm may grant permission to the
client to use the engagement report only after the engagement quality reviewer provides concurring
approval of issuance.

Documentation of an Engagement Quality Review

.19 Documentation of an engagement quality review should contain sufficient information to enable
an experienced auditor, having no previous connection with the engagement, to understand the
procedures performed by the engagement quality reviewer, and others who assisted the reviewer, to
comply with the provisions of this standard, including information that identifies:

a. The engagement quality reviewer, and others who assisted the reviewer,

b. The documents reviewed by the engagement quality reviewer, and others who assisted the

reviewer,

c. The date the engagement quality reviewer provided concurring approval of issuance or, if no
concurring approval of issuance was provided, the reasons for not providing the approval.

.20 Documentation of an engagement quality review should be included in the engagement
documentation.

21 The requirements related to retention of and subsequent changes to audit documentation in AS
1215 apply with respect to the documentation of the engagement quality review.

Footnotes (AS 1220 - Engagement Quality Review):

76



For FYE on or after Dec. 15, 2024

A" The term “engagement team,” as used in this standard for audit engagements, has the same
meaning as defined in Appendix A of AS 2101, Audit Planning. As used in this standard for review and
attestation engagements, the term has a meaning analogous to the term’s definition in AS 2101 for
audit engagements.

L In the context of an audit, "engagement report" refers to the audit report (or reports if, in an

integrated audit, the auditor issues separate reports on the financial statements and internal control
over financial reporting). In the context of an engagement to review interim financial information, the
term refers to the report on interim financial information. An engagement report might not be issued in
connection with a review of interim financial information. See paragraph .03 of AS 4105, Reviews of
Interim Financial Information.

2 An outside reviewer who is not already associated with a registered public accounting firm would
become associated with the firm issuing the report if he or she (rather than, or in addition to, his or her
firm or other employer): (1) receives compensation from the firm issuing the report for performing the
review or (2) performs the review as agent for the firm issuing the report. See PCAOB Rule 1001(p)(i) for
the definition of an associated person of a registered public accounting firm.

3 The term "engagement partner" has the same meaning as the "practitioner-in-charge of an
engagement" in PCAOB interim quality control standard QC sec. 40, The Personnel Management
Element of a Firm's System of Quality Control-Competencies Required by a Practitioner-in-Charge of an
Attest Engagement. QC sec. 40 describes the competencies required of a practitioner-in-charge of an
attest engagement.

3A" The terms “lead auditor,” “other auditor,” and “referred-to auditor,” as used in this standard, have
the same meaning as defined in Appendix A of AS 2101. AS 2101.06A—.06C describe requirements for
the engagement partner’s determination that the participation of his or her firm is sufficient for it to
serve as the lead auditor.

& Paragraph .13 of AS 1215, Audit Documentation, requires the auditor to identify all significant
findings or issues in an engagement completion document.

° See paragraphs .04-.06 of AS 2710, Other Information in Documents Containing Audited Financial
Statements; AS 4101, Responsibilities Regarding Filings Under Federal Securities Statutes.

5 seens 1015, Due Professional Care in the Performance of Work.

g Concurring approval of issuance by the engagement quality reviewer also is required when
reissuance of an engagement report requires the auditor to update his or her procedures for
subsequent events. In that case, the engagement quality reviewer should update the engagement
quality review by addressing those matters related to the subsequent events procedures.

8 See AS 4105.18f; AS 4101.
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Introduction

.01  This standard requires the auditor to communicate with the company's audit

committee?! regarding certain matters related to the conduct of an audit? and to obtain certain
information from the audit committee relevant to the audit. This standard also requires the auditor to
establish an understanding of the terms of the audit engagement with the audit committee and to record
that understanding in an engagement letter.

.02 Other Public Company Accounting Oversight Board ("PCAOB") rules and standards identify
additional matters to be communicated to a company's audit committee (see Appendix B). Various laws or
regulations also require the auditor to communicate certain matters to the audit committee.® The
communication requirements of this standard do not modify or replace communications to the audit
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committee required by such other PCAOB rules and standards, and other laws or regulations. Nothing in
this standard precludes the auditor from communicating other matters to the audit committee.

Objectives

.03 The objectives of the auditor are to:

a. Communicate to the audit committee the responsibilities of the auditor in relation to the audit
and establish an understanding of the terms of the audit engagement with the audit committee;

b. Obtain information from the audit committee relevant to the audit;

c. Communicate to the audit committee an overview of the overall audit strategy and timing of the

audit; and

d. Provide the audit committee with timely observations arising from the audit that are significant to
the financial reporting process.

Note: "Communicate to," as used in this standard, is meant to encourage effective two-
way communication between the auditor and the audit committee throughout the audit
to assist in understanding matters relevant to the audit.

Appointment and Retention

Significant Issues Discussed with Management in Connection with the
Auditor's Appointment or Retention

.04 The auditor should discuss with the audit committee any significant issues that the auditor
discussed with management in connection with the appointment or retention of the auditor, including
significant discussions regarding the application of accounting principles and auditing standards.

Establish an Understanding of the Terms of the Audit

.05  The auditor should establish an understanding of the terms of the audit engagement with the audit
committee. This understanding includes communicating to the audit committee the following:

a. The objective of the audit;
b. The responsibilities of the auditor; and

c. The responsibilities of management.
.06 The auditor should record the understanding of the terms of the audit engagement in an
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engagement letter and provide the engagement letter to the audit committee annually. The auditor
should have the engagement letter executed by the appropriate party or parties on behalf of the
company.? If the appropriate party or parties are other than the audit committee, or its chair on behalf of
the audit committee, the auditor should determine that the audit committee has acknowledged and
agreed to the terms of the engagement.

Note: Appendix C describes matters that the auditor should include in the engagement
letter about the terms of the audit engagement.

.07 If the auditor cannot establish an understanding of the terms of the audit engagement with the
audit committee, the auditor should decline to accept, continue, or perform the engagement.

Obtaining Information and Communicating the Audit
Strategy

Obtaining Information Relevant to the Audit

.08  The auditor should inquire of the audit committee about whether it is aware of matters relevant to

the audit,® including, but not limited to, violations or possible violations of laws or regulations.®

Overall Audit Strategy, Timing of the Audit, and Significant Risks

.09  The auditor should communicate to the audit committee an overview of the overall audit strategy,
including the timing of the audit,” and discuss with the audit committee the significant risks identified
during the auditor's risk assessment procedures.®

Note: This overview is intended to provide information about the audit, but not specific
details that would compromise the effectiveness of the audit procedures.

.10 As part of communicating the overall audit strategy, the auditor should communicate the following
matters to the audit committee, if applicable:

a. The nature and extent of specialized skill or knowledge needed to perform the planned audit
procedures or evaluate the audit results related to significant risks;?

b. The extent to which the auditor plans to use the work of the company's internal auditors in an
audit of financial statements;0

c. The extent to which the auditor plans to use the work of internal auditors, company personnel (in
addition to internal auditors), and third parties working under the direction of management or
the audit committee when performing an audit of internal control over financial reporting;!!

d. The names, locations, and planned responsibilities!? of other independent public accounting firms
or other persons, who are not employed by the auditor, that perform audit procedures in the
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current period audit; and

Note: The term "other independent public accounting firms" in the context of this
communication includes firms that perform audit procedures in the current period audit
regardless of whether they otherwise have any relationship with the auditor.

e. Inan audit that involves other auditors or referred-to auditors, the basis for the engagement
partner’s determination that the participation of his or her firm is sufficient to serve as the lead
auditor, if significant parts of the audit are to be performed by other auditors or referred-to

auditors.13

.11 The auditor should communicate to the audit committee significant changes to the planned audit
strategy or the significant risks initially identified and the reasons for such changes.'#

Results of the Audit

Accounting Policies and Practices, Estimates, and Significant Unusual

Transactions

.12 The auditor should communicate to the audit committee the following matters:

a. Significant accounting policies and practices.1>

(1) Management's initial selection of, or changes in, significant accounting policies or the
application of such policies in the current period; and

(2) The effect on financial statements or disclosures of significant accounting policies in (i)
controversial areas or (ii) areas for which there is a lack of authoritative guidance or

consensus, or diversity in practice.

b.  Critical accounting policies and practices. All critical accounting policies and practices to be used,

including:16
(1) The reasons certain policies and practices are considered critical; and

(2) How current and anticipated future events might affect the determination of whether

certain policies and practices are considered critical.

Note: Critical accounting policies and practices, as defined in Appendix A, are a company's
accounting policies and practices that are both most important to the portrayal of the
company's financial condition and results, and require management's most difficult,
subjective, or complex judgments, often as a result of the need to make estimates about
the effects of matters that are inherently uncertain. Critical accounting policies and
practices are tailored to specific events in the current year, and the accounting policies and
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practices that are considered critical might change from year to year.

c. Critical accounting estimates.

(1) A description of the process management used to develop critical accounting estimates; "’

(2) Management's significant assumptions used in critical accounting estimates that have a high
degree of subjectivity;18 and

(3) Any significant changes management made to the processes used to develop critical
accounting estimates or significant assumptions, a description of management's reasons for

the changes, and the effects of the changes on the financial statements. 19

d. Significant unusual transactions.

(1) Significant transactions that are outside the normal course of business for the company or

20

that otherwise appear to be unusual due to their timing, size, or nature;“~ and

(2) The policies and practices management used to account for significant unusual transactions.

Note: As part of its communications to the audit committee, management might
communicate some or all of the matters in paragraph .12. If management communicates
any of these matters, the auditor does not need to communicate them at the same level
of detail as management, as long as the auditor (1) participated in management's
discussion with the audit committee, (2) affirmatively confirmed to the audit committee
that management has adequately communicated these matters, and (3) with respect to
critical accounting policies and practices, identified for the audit committee those
accounting policies and practices that the auditor considers critical. The auditor should
communicate any omitted or inadequately described matters to the audit committee.

Auditor's Evaluation of the Quality of the Company's Financial
Reporting

.13 The auditor should communicate to the audit committee the following matters:

a. Qualitative aspects of significant accounting policies and practices.

(1) The results of the auditor's evaluation of, and conclusions about, the qualitative aspects of
the company's significant accounting policies and practices, including situations in which the
auditor identified bias in management's judgments about the amounts and disclosures in
the financial statements;21 and

(2) The results of the auditor's evaluation of the differences between (i) estimates best
supported by the audit evidence and (ii) estimates included in the financial statements,
which are individually reasonable, that indicate a possible bias on the part of the company's
management.22
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Assessment of critical accounting policies and practices. The auditor's assessment of
management's disclosures related to the critical accounting policies and practices, along with any
significant modifications to the disclosure of those policies and practices proposed by the auditor

that management did not make.

c.  Conclusions regarding critical accounting estimates. The basis for the auditor's conclusions
regarding the reasonableness of the critical accounting estimates.?3

d. Significant unusual transactions. The auditor's understanding of the business purpose (or the lack
thereof) of significant unusual transactions.?

e. Financial statement presentation. The results of the auditor's evaluation of whether the
presentation of the financial statements and the related disclosures are in conformity with the
applicable financial reporting framework, including the auditor's consideration of the form,
arrangement, and content of the financial statements (including the accompanying notes),
encompassing matters such as the terminology used, the amount of detail given, the classification

of items, and the bases of amounts set forth.2®

f.  New accounting pronouncements. Situations in which, as a result of the auditor's procedures, the
auditor identified a concern regarding management's anticipated application of accounting
pronouncements that have been issued but are not yet effective and might have a significant
effect on future financial reporting.

g. Alternative accounting treatments. All alternative treatments permissible under the applicable
financial reporting framework for policies and practices related to material items that have been
discussed with management, including the ramifications of the use of such alternative disclosures
and treatments and the treatment preferred by the auditor.2®

Other Information in Documents Containing Audited Financial
Statements

.14 When other information is presented in documents containing audited financial statements, the

auditor should communicate to the audit committee the auditor's responsibility under PCAOB rules and

standards for such information, any related procedures performed, and the results of such procedures.?’

Difficult or Contentious Matters for which the Auditor Consulted

.15 The auditor should communicate to the audit committee matters that are difficult or contentious
for which the auditor consulted outside the engagement team?’A and that the auditor reasonably
determined are relevant to the audit committee's oversight of the financial reporting process.

Management Consultation with Other Accountants
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.16 When the auditor is aware that management consulted with other accountants about significant
auditing or accounting matters and the auditor has identified a concern regarding such matters, the
auditor should communicate to the audit committee his or her views about such matters that were the
subject of such consultation.

Going Concern

.17 The auditor should communicate to the audit committee, when applicable, the following matters

relating to the auditor's evaluation of the company's ability to continue as a going concern:28

a. If the auditor believes there is substantial doubt about the company's ability to continue as a
going concern for a reasonable period of time, the conditions and events that the auditor
identified that, when considered in the aggregate, indicate that there is substantial doubt;??

b. If the auditor concludes, after consideration of management's plans, that substantial doubt about
the company's ability to continue as a going concern is alleviated, the basis for the auditor's
conclusion, including elements the auditor identified within management's plans that are
significant to overcoming the adverse effects of the conditions and events;3°

c. Ifthe auditor concludes, after consideration of management's plans, that substantial doubt about
the company's ability to continue as a going concern for a reasonable period of time remains:3!

(1) The effects, if any, on the financial statements and the adequacy of the related
disclosure;32 and

(2) The effects on the auditor's report.33

Uncorrected and Corrected Misstatements

.18  The auditor should provide the audit committee with the schedule of uncorrected misstatements
related to accounts and disclosures34 that the auditor presented to management.3® The auditor should
discuss with the audit committee, or determine that management has adequately discussed with the audit
committee, the basis for the determination that the uncorrected misstatements were immaterial,
including the qualitative factors3® considered. The auditor also should communicate that uncorrected
misstatements or matters underlying those uncorrected misstatements could potentially cause future-
period financial statements to be materially misstated, even if the auditor has concluded that the
uncorrected misstatements are immaterial to the financial statements under audit.

.19 The auditor should communicate to the audit committee those corrected misstatements, other
than those that are clearly trivial,37 related to accounts and disclosures that might not have been detected
except through the auditing procedures performed, and discuss with the audit committee the implications
that such corrected misstatements might have on the company's financial reporting process.
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Material Written Communications

.20 The auditor should communicate to the audit committee other material written communications
between the auditor and management.38

The Auditor's Report

.21 The auditor should provide to and discuss with the audit committee a draft of the auditor's report.

Disagreements with Management

.22 The auditor should communicate to the audit committee any disagreements with management
about matters, whether or not satisfactorily resolved, that individually or in the aggregate could be
significant to the company's financial statements or the auditor's report. Disagreements with management
do not include differences of opinion based on incomplete facts or preliminary information that are later
resolved by the auditor obtaining additional relevant facts or information prior to the issuance of the
auditor's report.

Difficulties Encountered in Performing the Audit

.23 The auditor should communicate to the audit committee any significant difficulties encountered
during the audit. Significant difficulties encountered during the audit include, but are not limited to:

a. Significant delays by management, the unavailability of company personnel, or an unwillingness
by management to provide information needed for the auditor to perform his or her audit
procedures;

b. Anunreasonably brief time within which to complete the audit;

c. Unexpected extensive effort required by the auditor to obtain sufficient appropriate audit
evidence;

d. Unreasonable management restrictions encountered by the auditor on the conduct of the audit;
and

e. Management's unwillingness to make or extend its assessment of the company's ability to
continue as a going concern when requested by the auditor.

Note: Difficulties encountered by the auditor during the audit could represent a scope
limitation,3? which may result in the auditor modifying the auditor's opinion or
withdrawing from the engagement.
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Other Matters

.24 The auditor should communicate to the audit committee other matters arising from the audit that

are significant to the oversight of the company's financial reporting process. This communication includes,
among other matters, complaints or concerns regarding accounting or auditing matters that have come to
the auditor's attention during the audit and the results of the auditor's procedures regarding such

matters.40

Form and Documentation of Communications

.25  The auditor should communicate to the audit committee the matters in this standard, either orally
or in writing, unless otherwise specified in this standard. The auditor must document the communications
in the work papers, whether such communications took place orally or in writing.#2

Note: If, as part of its communications to the audit committee, management
communicated some or all of the matters identified in paragraphs .12 or .18 and, as a
result, the auditor did not communicate these matters at the same level of detail as
management, the auditor must include a copy of or a summary of management's
communications provided to the audit committee in the audit documentation.

Timing

.26 All audit committee communications required by this standard should be made in a timely manner
and prior to the issuance of the auditor's report.® The appropriate timing of a particular communication
to the audit committee depends on factors such as the significance of the matters to be communicated
and corrective or follow-up action needed, unless other timing requirements are specified by PCAOB rules
or standards or the securities laws.

Note: An auditor may communicate to only the audit committee chair if done in order to
communicate matters in a timely manner during the audit. The auditor, however, should
communicate such matters to the audit committee prior to the issuance of the auditor's

report.

Appendix A - Definitions

Al For purposes of this standard, the terms listed below are defined as follows:

A2 Audit committee - A committee (or equivalent body) established by and among the board of
directors of a company for the purpose of overseeing the accounting and financial reporting processes of
the company and audits of the financial statements of the company; if no such committee exists with
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respect to the company, the entire board of directors of the company.

For audits of nonissuers, if no such committee or board of directors (or equivalent body) exists with
respect to the company, the person(s) who oversee the accounting and financial reporting processes of
the company and audits of the financial statements of the company.

A3 Critical accounting estimate - An accounting estimate where (a) the nature of the estimate is
material due to the levels of subjectivity and judgment necessary to account for highly uncertain matters
or the susceptibility of such matters to change and (b) the impact of the estimate on financial condition or
operating performance is material.

A4 Critical accounting policies and practices - A company's accounting policies and practices that are
both most important to the portrayal of the company's financial condition and results, and require
management's most difficult, subjective, or complex judgments, often as a result of the need to make
estimates about the effects of matters that are inherently uncertain.

Appendix B - Communications with Audit Committees
Required by Other PCAOB Rules and Standards

This appendix identifies other PCAOB rules and standards related to the audit that require communication
of specific matters between the auditor and the audit committee.

m  AS 6115, Reporting on Whether a Previously Reported Material Weakness Continues to Exist,
paragraphs .60, .62, and .64

m  AS 2201, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of
Financial Statements, paragraphs .78-.81, .91, .C7, and .C14

m  AS 2110, Identifying and Assessing Risks of Material Misstatement, paragraphs .05f and .54-.57

m  AS 2410, Related Parties, paragraphs .07 and .19

m Attestation Standard No. 1, Examination Engagements Regarding Compliance Reports of Brokers
and Dealers, paragraphs 34 and 35

m Attestation Standard No. 2, Review Engagement Regarding Exemption Reports of Brokers and
Dealers, paragraph 15

m PCAOB Rule 3524, Audit Committee Pre-approval of Certain Tax Services

m PCAOB Rule 3525, Audit Committee Pre-approval of Non-audit Services Related to Internal Control
Over Financial Reporting

m  PCAOB Rule 3526, Communication with Audit Committees Concerning Independence

m AS 2401, Consideration of Fraud in a Financial Statement Audit, paragraphs .79-.81
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m  AS 2405, lllegal Acts by Clients, paragraphs .08, .17, and .20

m AS 1305, Communications About Control Deficiencies in an Audit of Financial Statements,
paragraphs .04-.07 and .09

m AS 2805, Management Representations, paragraph .05

m AS 2710, Other Information in Documents Containing Audited Financial Statements, paragraphs
.04 and .06

m  AS 4101, Responsibilities Regarding Filings Under Federal Securities Statutes, paragraph .13

m  AS 4105, Reviews of Interim Financial Information, paragraphs .08-.09, .30-.31, and .33-.36

Appendix C - Matters Included in the Audit Engagement
Letter

.C1  The auditor should include the following matters in the engagement letter.! The auditor's
description of these matters will vary depending on whether the auditor is engaged in a financial
statement audit or in an audit of internal control over financial reporting that is integrated with an audit of
financial statements ("integrated audit").

a. The objective of the audit is:

1. Integrated audit: The expression of an opinion on both the effectiveness of internal control
over financial reporting and the financial statements.

2. Audit of financial statements: The expression of an opinion on the financial statements.

b.  Auditor's responsibilities:

1. The auditor is responsible for conducting the audit in accordance with the standards of the
Public Company Accounting Oversight Board. Those standards require that the auditor:

a. Integrated audit: Plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement, whether caused
by error or fraud, and whether effective internal control over financial reporting was
maintained in all material respects. Accordingly, there is some risk that a material
misstatement of the financial statements or a material weakness in internal control
over financial reporting would remain undetected. Although not absolute assurance,
reasonable assurance is a high level of assurance. Also, an integrated audit is not
designed to detect error or fraud that is immaterial to the financial statements or
deficiencies in internal control over financial reporting that, individually or in
combination, are less severe than a material weakness. If, for any reason, the auditor
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is unable to complete the audit or is unable to form or has not formed an opinion, he
or she may decline to express an opinion or decline to issue a report as a result of the
engagement.

b. Audit of financial statements: Plan and perform the audit to obtain reasonable

assurance about whether the financial statements are free of material misstatement,
whether caused by error or fraud. Accordingly, there is some risk that a material
misstatement would remain undetected. Although not absolute assurance, reasonable
assurance is a high level of assurance. Also, a financial statement audit is not designed
to detect error or fraud that is immaterial to the financial statements. If, for any
reason, the auditor is unable to complete the audit or is unable to form or has not
formed an opinion, he or she may decline to express an opinion or decline to issue a
report as a result of the engagement.

2. Anaudit includes:

a. Integrated audit: In fulfillment of the responsibilities noted above, the auditor
communicates:

1. Tothe audit committee and management: all material weaknesses in internal
control over financial reporting identified during the audit, in writing.

2. Tothe audit committee: all significant deficiencies identified during the audit, in
writing, and informs the audit committee when the auditor has informed
management of all internal control deficiencies.

3. Tomanagement: all internal control deficiencies identified during the audit and
not previously communicated in writing by the auditor or by others, including
internal auditors or others within the company.

4. To the board of directors: any conclusion that the audit committee's oversight of
the company's external financial reporting and internal control over financial
reporting is ineffective, in writing.

b. Audit of financial statements: Obtaining an understanding of internal control sufficient

to plan the audit and to determine the nature, timing, and extent of audit procedures
to be performed. 2 An audit of financial statements is not designed to provide
assurance on internal control or to identify internal control deficiencies. However, the
auditor is responsible for communicating:

1. Tothe audit committee and management: all significant deficiencies and
material weaknesses identified during the audit, in writing.

2. Tothe board of directors: if the auditor becomes aware that the oversight of the
company's external financial reporting and internal control over financial
reporting by the audit committee is ineffective, that conclusion, in writing.
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c.  Management's responsibilities:
1. Management is responsible for the company's financial statements, including disclosures.

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

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

4. Management is responsible for making all financial records and relevant information
available to the auditor.

5. At the conclusion of the engagement, management will provide the auditor with a letter
that confirms certain representations made during the audit.

6. Management is responsible for adjusting the financial statements to correct material
misstatements relating to accounts or disclosures and for affirming to the auditor in the
representation letter that the effects of any uncorrected misstatements aggregated by the
auditor are immaterial, both individually and in the aggregate, to the financial statements
taken as a whole.

.C2 In connection with a review of interim financial information, to confirm and document the
understanding, the auditor should either: (a) document in the audit engagement letter the nature and
objectives of the engagement to review interim financial information and the responsibilities of
management and the auditor or (b) issue a separate engagement letter that addresses such matters.3

Footnotes (AS 1301 - Communications with Audit Committees):

L Terms defined in Appendix A, Definitions, are set in boldface type the first time they appear.

2 For purposes of this standard, an audit is either an audit of internal control over financial reporting

that is integrated with an audit of financial statements or an audit of financial statements only.

3 See e.g., Section 10A(k) of the Securities Exchange Act of 1934 ("Exchange Act"), 15 U.S.C. § 78j-1(k);
Rule 2-07 of Regulation S-X, 17 C.F.R. § 210.2-07; and Rule 10A-3 under the Exchange Act, 17 C.F.R. §
240.10A-3.

4 Absent evidence to the contrary, the auditor may rely on the company's identification of the
appropriate party or parties to execute the engagement letter.

> |n addition to this inquiry, paragraphs .05f and .54-.57 of AS 2110, Identifying and Assessing Risks of
Material Misstatement, describe the auditor's inquiries of the audit committee, or equivalent (or its
chair) regarding the audit committee's knowledge of the risks of material misstatement, including fraud
risks. These inquiries include, among other things, whether the audit committee is aware of tips or
complaints regarding the company's financial reporting.

6
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See AS 2405, lllegal Acts by Clients, for a description of the auditor's responsibilities when a possible
illegal act is detected. For audits of issuers, see also Section 10A(b) of the Exchange Act, 15 U.S.C. § 78j-
1(b), and Rule 10A-1 under the Exchange Act, 17 C.F.R. § 240.10A-1.

/ See paragraphs .08-.09 of AS 2101, Audit Planning, for a description of the auditor's responsibilities
for establishing an overall audit strategy.

8 AS 2110 requires the auditor to determine whether identified and assessed risks are significant risks.
A significant risk is defined as a risk of material misstatement that requires special audit consideration.

9 See AS 2101.16 for the requirement for the auditor to determine whether specialized skill or
knowledge is needed to perform appropriate risk assessments, plan or perform audit procedures, or
evaluate audit results.

10 see AS 2605, Consideration of the Internal Audit Function, which describes the auditor's
responsibilities related to the work of internal auditors.

1 see paragraphs .16-.19 of AS 2201, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements, which describe the auditor's responsibilities related to
using the work of others in an audit of internal control over financial reporting.

12 see As 2101.08-.14, which discuss the auditor’s responsibilities for determining the audit strategy,
audit plan, and extent to which audit procedures should be performed at selected locations or business
units in multi-location engagements.

” ou

13 The terms “lead auditor,” “other auditor,” and “referred-to auditor,” as used in this standard, have
the same meaning as defined in Appendix A of AS 2101. See AS 2101.06A-.06C, which establish
requirements regarding serving as the lead auditor.

14 see As 2101.15, which discusses changes in audit strategy and the audit plan during the course of
the audit.

= See, e.g., Financial Accounting Standards Board Accounting Standards Codification, Topic 235, Notes
to Financial Statements, paragraph 235-10-50-1, which requires the entity to disclose a description of all
significant accounting policies as an integral part of the financial statements, and paragraph 235-10-50-

3, which describes what should be disclosed.

16 see also Section 10A(k) of the Exchange Act, 15 U.S.C. § 78j-1(k), and Rule 2-07(a)(1) of Regulation S-
X, 17 C.F.R. § 210.2-07(a)(1).

17 see AS 2501, Auditing Accounting Estimates, Including Fair Value Measurements, which discusses
the auditor's responsibility to obtain sufficient appropriate evidence to determine whether accounting
estimates in significant accounts and disclosures are properly accounted for and disclosed in the
financial statements.

18 .
19 g,
20 see AS2110.71g.

21 see paragraphs .24-.27 of AS 2810, Evaluating Audit Results, which describe the auditor's
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responsibilities related to evaluating the qualitative aspects of the company's accounting practices.
22 See AS 2810.27.

23 See AS 2501, which discusses the auditor's responsibility to obtain sufficient appropriate evidence to
determine whether accounting estimates in significant accounts and disclosures are properly accounted
for and disclosed in the financial statements.

24 see paragraph .66 of AS 2401, Consideration of Fraud in a Financial Statement Audit.

25 See AS 2810.30-.31, which describe the auditor's responsibilities related to the evaluation of
whether the financial statements are presented fairly, in all material respects, in conformity with the
applicable financial reporting framework. Other PCAOB standards, such as AS 2410, Related Parties, and
AS 2415, Consideration of an Entity's Ability to Continue as a Going Concern, describe the auditor's
responsibilities related to evaluation of specific disclosures in financial statements.

25 see also Section 10A(k) of the Exchange Act, 15 U.S.C. § 78j-1(k), and Rule 2-07(a)(2) of Regulation S-
X, 17 C.F.R. § 210.2-07(a)(2).

= See, e.qg., AS 2710, Other Information in Documents Containing Audited Financial Statements. In
addition to AS 2710, discussion of the auditor's consideration of other information is included in AS
2701, Auditing Supplemental Information Accompanying Audited Financial Statements, AS 2705,
Required Supplementary Information, and AS 4101, Responsibilities Regarding Filings Under Federal
Securities Statutes.

27A The term “engagement team,” as used in this standard, has the same meaning as defined in
Appendix A of AS 2101.

28 See AS 2415 for the requirements regarding an auditor's responsibility to evaluate whether there is
substantial doubt about a company's ability to continue as a going concern for a reasonable period of
time, not to exceed one year beyond the date of the financial statements being audited. Additionally, AS
2415.03a-c provide the auditor with an overview of the requirements for evaluating whether there is
substantial doubt about the company's ability to continue as a going concern for a reasonable period of
time.

29 See AS 2415.06, which provides examples of such conditions and events and AS 2415.07, which
discusses the auditor's procedures if the auditor believes there is substantial doubt about the
company's ability to continue as a going concern for a reasonable period of time.

30 see AS 2415.08, which discusses the auditor's responsibilities related to the auditor's evaluation of
management's plans.

31 see As 2415.12, which describes the effects on the auditor's report. See also AS 2415.03c, which
discusses the auditor's evaluation of factors that indicate there is substantial doubt about the
company's ability to continue as a going concern.

32 See AS 2415.10, which discusses the possible effects on the financial statements and the adequacy
of the related disclosure.

33 See AS 2415.12-.16, which discuss the auditor's consideration of the effects on the auditor's report
when the auditor concludes that substantial doubt exists about the company's ability to continue as a
going concern for a reasonable period of time.
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34 Footnote 13 to paragraph .20 of AS 2810 indicates that misstatements include omission and
presentation of inaccurate or incomplete disclosures.

35 See Section 13(i) of the Exchange Act, 15 U.S.C.§ 78m(i), which states, in part, that financial
statements prepared in accordance with generally accepted accounting principles and filed with the
Securities and Exchange Commission "shall reflect all material correcting adjustments that have been
identified by a registered public accounting firm. . .."

36 Appendix B of AS 2810 discusses the qualitative factors related to the evaluation of the materiality
of uncorrected misstatements.

37 See AS 2810.10, which requires the auditor to accumulate misstatements identified during the audit,
other than those that are clearly trivial.

38 See also Section 10A(k) of the Exchange Act, 15 U.S.C. § 78j-1(k) and Rule 2-07(a)(3) of Regulation S-
X, 17 C.F.R. § 210.2-07 (a)(3).

39 see paragraphs .05-.15 of AS 3105, Departures from Unqualified Opinions and Other Reporting
Circumstances, for a discussion of scope limitations.

40" AS 2401.79-.81 and AS 2405.17 include specific communication requirements relating to fraud or
illegal acts, respectively.

[41] [Footnote deleted.]

42 Consistent with the requirements of AS 1215, Audit Documentation, the audit documentation
should be in sufficient detail to enable an experienced auditor, having no previous connection with the
engagement, to understand the communications made to comply with the provisions of this standard.

43 Consistent with Rule 2-07 of Regulation S-X, 17 C.F.R. § 210.2-07, in the case of a registered
investment company, audit committee communication should occur annually, and if the annual
communication is not within 90 days prior to the filing of the auditor's report, the auditor should
provide an update in the 90-day period prior to the filing of the auditor's report, of any changes to the
previously reported information.

Footnotes (Appendix C - Matters Included in the Audit Engagement Letter):

L Certain matters should not be included in an engagement letter; for example, under Securities and
Exchange Commission, Section 602.02.f.i. of the Codification of Financial Reporting Policies,
indemnification provisions are not permissible for audits of issuers.

ZNS 1305, Communications About Control Deficiencies in an Audit of Financial Statements, provides
direction on control deficiencies identified in an audit of financial statements.

E Paragraphs .08-.09 of AS 4105, Reviews of Interim Financial Information, discuss the auditor's
responsibilities related to establishing an understanding with the audit committee in connection with a
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review of the company's interim financial information.
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AS 1305: Communications About Control Deficiencies
in an Audit of Financial Statements

Amendments: Amending releases and related SEC approval orders

Interpretations of AS 1305: Al 12

.01 Inan audit of financial statements, the auditor may identify deficiencies in the company's internal
control over financial reporting. A control deficiency exists when the design or operation of a control does
not allow management or employees, in the normal course of performing their assigned functions, to
prevent or detect misstatements on a timely basis.

m A deficiency in design exists when (a) a control necessary to meet the control objective is missing
or (b) an existing control is not properly designed so that, even if the control operates as
designed, the control objective would not be met.

m A deficiency in operation exists when a properly designed control does not operate as designed or
when the person performing the control does not possess the necessary authority or
qualifications to perform the control effectively.

.02 Asignificant deficiency is a deficiency, or a combination of deficiencies, in internal control over
financial reporting, that is less severe than a material weakness yet important enough to merit attention
by those responsible for oversight of the company's financial reporting.

.03 A material weakness is a deficiency, or a combination of deficiencies, in internal control over
financial reporting, such that there is a reasonable possibility that a material misstatement of the
company's annual or interim financial statements will not be prevented or detected on a timely basis.

Note: There is a reasonable possibility of an event when the likelihood of the event is either
"reasonably possible" or "probable," as those terms are used in paragraph 3 of Financial
Accounting Standards Board Statement No. 5, Accounting for Contingencies.

Note: In evaluating whether a deficiency exists and whether deficiencies, either individually or in
combination with other deficiencies, are material weaknesses, the auditor should follow the
direction in AS 2201.62-.70.

.04 The auditor must communicate in writing to management and the audit committee all significant
deficiencies and material weaknesses identified during the audit. The written communication should be
made prior to the issuance of the auditor's report on the financial statements. The auditor's
communication should distinguish clearly between those matters considered significant deficiencies and
those considered material weaknesses, as defined in paragraphs .02 and .03.

Note: If no such committee exists with respect to the company, all references to the audit
committee in this standard apply to the entire board of directors of the company.! The auditor
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should be aware that companies whose securities are not listed on a national securities exchange
or an automated inter-dealer quotation system of a national securities association (such as the
New York Stock Exchange, American Stock Exchange, or NASDAQ) may not be required to have
independent directors for their audit committees. In this case, the auditor should not consider the
lack of independent directors or an audit committee at these companies indicative, by themselves,
of a control deficiency. Likewise, the independence requirements of Securities Exchange Act Rule
10A-32 are not applicable to the listing of non-equity securities of a consolidated or at least 50
percent beneficially owned subsidiary of a listed issuer that is subject to the requirements of
Securities Exchange Act Rule 10A-3(c)(2).2 Therefore, the auditor should interpret references to
the audit committee in this standard, as applied to a subsidiary registrant, as being consistent with
the provisions of Securities Exchange Act Rule 10A-3(c)(2).# Furthermore, for subsidiary registrants,
communications required by this standard to be directed to the audit committee should be made
to the same committee or equivalent body that pre-approves the retention of the auditor by or on
behalf of the subsidiary registrant pursuant to Rule 2-01(c)(7) of Regulation S-X> (which might be,
for example, the audit committee of the subsidiary registrant, the full board of the subsidiary
registrant, or the audit committee of the subsidiary registrant's parent). In all cases, the auditor
should interpret the terms "board of directors" and "audit committee" in this standard as being
consistent with provisions for the use of those terms as defined in relevant SEC rules.

.05 If oversight of the company's external financial reporting and internal control over financial reporting
by the company's audit committee is ineffective, that circumstance should be regarded as an indicator
that a material weakness in internal control over financial reporting exists. Although there is not an explicit
requirement to evaluate the effectiveness of the audit committee's oversight in an audit of only the
financial statements, if the auditor becomes aware that the oversight of the company's external financial
reporting and internal control over financial reporting by the company's audit committee is ineffective, the
auditor must communicate that information in writing to the board of directors.

.06 These written communications should include:

a. The definitions of significant deficiencies and material weaknesses and should clearly distinguish
to which category the deficiencies being communicated relate.

b. A statement that the objective of the audit was to report on the financial statements and not to
provide assurance on internal control.

c. Astatement that the communication is intended solely for the information and use of the board
of directors, audit committee, management, and others within the organization. When there are
requirements established by governmental authorities to furnish such written communications,
specific reference to such regulatory authorities may be made.

.07 The auditor might identify matters in addition to those required to be communicated by this
standard. Such matters include control deficiencies identified by the auditor that are neither significant
deficiencies nor material weaknesses and matters the company may request the auditor to be alert to that
go beyond those contemplated by this standard. The auditor may report such matters to management,
the audit committee, or others, as appropriate.
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.08 The auditor should not report in writing that no significant deficiencies were discovered during an
audit of financial statements because of the potential that the limited degree of assurance associated with
such a report will be misunderstood.

.09  When timely communication is important, the auditor should communicate the preceding matters
during the course of the audit rather than at the end of the engagement. The decision about whether to
issue an interim communication should be determined based on the relative significance of the matters
noted and the urgency of corrective follow-up action required. In an audit of financial statements only,
auditing interpretation 1 to AS 1305, "Reporting on the Existence of Material Weaknesses," continues to
apply except that the term "reportable condition" means "significant deficiency," as defined in paragraph
.02 of this standard.

Footnotes (AS 1305 - Communications About Control Deficiencies in an Audit of

Financial Statements):

1 See 15 U.S.C. 78¢(a)58 and 15 U.S.C. 7201(a)(3).

2 See 17 C.F.R. 240.10A-3.

w

See 17 C.F.R. 240.10A-3(c)(2).
4 See 17 C.F.R. 240.10A-3(c)(2).

> See 17 C.F.R. 210-2-01(c)(7).
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AS 2101: Audit Planning

Adopting Release: PCAOB Release No. 2010-004

Amendments: Amending releases and related SEC approval orders

Guidance on AS 2101: Staff Audit Practice Alerts No. 7, No. 9, and No. 10 and Staff Guidance for Auditors
of SEC-Registered Brokers and Dealers

Summary Table of Contents
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.18 Additional Considerations in Initial Audits

Appendix A - Definition

Introduction

.01  This standard establishes requirements regarding planning an audit.

Objective

.02 The objective of the auditor is to plan the audit so that the audit is conducted effectively.

Responsibility of the Engagement Partner for Planning

.03 The engagement partner! is responsible for the engagement and its performance. Accordingly, the
engagement partner is responsible for planning the audit and may seek assistance from appropriate
engagement team members (which may include engagement team members outside the engagement
partner’s firm) in fulfilling this responsibility. Engagement team members who assist the engagement
partner with audit planning also should comply with the relevant requirements in this standard.

Planning an Audit

98



For FYE on or after Dec. 15, 2024

.04 The auditor should properly plan the audit. This standard describes the auditor’s responsibilities for
properly planning the audit.2 For audits that involve other auditors or referred-to auditors, this standard
describes additional responsibilities for the engagement partner and the lead auditor.

.05 Planning the audit includes establishing the overall audit strategy for the engagement and
developing an audit plan, which includes, in particular, planned risk assessment procedures and planned
responses to the risks of material misstatement. Planning is not a discrete phase of an audit but, rather, a
continual and iterative process that might begin shortly after (or in connection with) the completion of the
previous audit and continues until the completion of the current audit.

Preliminary Engagement Activities

.06 The auditor should perform the following activities at the beginning of the audit:

a. Perform procedures regarding the continuance of the client relationship and the specific audit
engagement,3

b. Determine compliance with independence3” and ethics requirements,*and

Note: The determination of compliance with independence and ethics
requirements is not limited to preliminary engagement activities and should be
reevaluated with changes in circumstances.

c. Establish an understanding of the terms of the audit engagement with the audit committee in
accordance with AS 1301, Communications with Audit Committees.

Preliminary Engagement Activities — Additional Considerations for
Audits Involving Other Auditors or Referred-to Auditors

Serving as the Lead Auditor in an Audit that Involves Other Auditors or Referred-
to Auditors

.06A In an audit that involves other auditors or referred-to auditors, the engagement partner should
determine whether the participation of his or her firm is sufficient for the firm to carry out the
responsibilities of a lead auditor and to report as such on the company’s financial statements. In making
this determination, the engagement partner should take into account the following, in combination:

a. The importance of the locations or business units*? for which the engagement partner’s firm
performs audit procedures in relation to the financial statements of the company as a whole,
considering quantitative and qualitative factors;

b. The risks of material misstatement associated with the portion of the company’s financial
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statements for which the engagement partner’s firm performs audit procedures, in comparison
with the portions for which the other auditors perform audit procedures or the portions audited
by the referred-to auditors; and

c. The extent of the engagement partner’s firm’s supervision of the other auditors’ work?8 for
portions of the company’s financial statements for which the other auditors perform audit
procedures. In a multi-tiered audit (see AS 1201.14), this subparagraph c applies only to the firm’s
supervision of a first other auditor and any other auditor that is supervised directly by the firm.

In addition, in an audit that involves referred-to auditors (see AS 1206), the participation of the
engagement partner’s firm ordinarily is not sufficient for it to serve as lead auditor if the referred-to
auditors, in aggregate, audit more than 50 percent of the company’s assets or revenues.

.06B In an audit that involves other auditors performing work regarding locations or business units, the
involvement of the lead auditor (through a combination of planning and performing audit procedures and
supervision of other auditors) should be commensurate with the risks of material

misstatement#€ associated with those locations or business units.

.06C Inanintegrated audit of a company’s financial statements and its internal control over financial
reporting that involves other auditors or referred-to auditors, the lead auditor of the financial statements
must participate sufficiently in the audit of internal control over financial reporting to provide a basis for
serving as the lead auditor of internal control over financial reporting. Only the lead auditor of the financial
statements can be the lead auditor of internal control over financial reporting.#?

Other Auditors’ Compliance with Independence and Ethics Requirements

06D In an audit that involves other auditors,?€ the lead auditor should, with respect to each other
auditor, perform the following procedures in conjunction with determining compliance with SEC
independence requirements and PCAOB independence and ethics requirements pursuant to paragraph
.06b of this standard:

a. Obtain an understanding of the other auditor’s (1) knowledge of SEC independence requirements
and PCAOB independence and ethics requirements and (2) experience in applying the
requirements; and

b. Obtain from the other auditor and review:

(1) A written affirmation as to whether the other auditor has policies and procedures that
provide reasonable assurance that the other auditor maintains compliance with SEC
independence requirements and PCAOB independence and ethics requirements, and if it
does not, a written description of how the other auditor determines its compliance with the
requirements;

(2) A written description of all relationships between the other auditor and the audit client or
persons in financial reporting oversight roles at the audit client that may reasonably be
thought to bear on independence pursuant to the requirements of paragraph (b)(1) of
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PCAOB Rule 3526, Communication with Audit Committees Concerning Independence; and

(3) A written affirmation as to whether the other auditor is in compliance with SEC
independence requirements and PCAOB independence and ethics requirements with
respect to the audit client, and, if it is not in compliance, a written description of the nature
of the instances of non-compliance.

c. Forthe matters described in items a and b:

(1) Inform the other auditor of changes in circumstances, of which the lead auditor becomes
aware, that (i) affect determining compliance with SEC independence requirements and
PCAOB independence and ethics requirements, and (ii) are relevant to the other auditor’s
affirmations and descriptions; and

(2) Request that the other auditor (i) update its affirmations and descriptions to reflect changes
in circumstances of which the other auditor becomes aware (including changes
communicated by the lead auditor) that affect determining compliance with SEC
independence requirements and PCAOB independence and ethics requirements, and (ii)
provide the updated affirmations and descriptions to the lead auditor upon becoming aware
of such changes.

Note: For the matters described in paragraph .06D, information (including affirmations and
descriptions) may be obtained from the other auditor covering the other auditor’s firm and
engagement team members who are partners, principals, shareholders, or employees of
the firm.

.06E In multi-tiered audits (see AS 1201.14), a first other auditor may assist the lead auditor in
performing the procedures described in paragraph .06D with respect to one or more second other
auditors. If so, the lead auditor should instruct the first other auditor to inform the lead auditor of the
results of procedures performed, including bringing to the lead auditor’s attention any information
indicating that a second other auditor is not in compliance with SEC independence requirements or PCAOB
independence and ethics requirements. The lead auditor remains responsible for determining compliance
with those requirements pursuant to paragraph .06b of this standard.

.06F If the lead auditor becomes aware of information that contradicts an affirmation or description
provided by an other auditor pursuant to paragraph .06D, the lead auditor should investigate the
circumstances and consider the reliability of the affirmation or description. If, after such investigation, or
based on the other auditor’s affirmation or description, the lead auditor obtains information indicating
that the other auditor is not in compliance with SEC independence requirements or PCAOB independence
and ethics requirements, the lead auditor should consider the implications for determining compliance
with those requirements pursuant to paragraph .06b of this standard.*f

PCAOB Registration Status of Other Auditors
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.06G In an audit that involves an other auditor that plays a substantial role in the preparation or
furnishing of the lead auditor’s report, the lead auditor may use the work of the other auditor only if the
other auditor is registered with the PCAOB.46

Knowledge, Skill, and Ability of and Communications with Other Auditors

.06H In an audit that involves other auditors, the lead auditor should, with respect to each other auditor:

a. Obtain an understanding of the knowledge, skill, and ability of the other auditor’s engagement
team members who assist the lead auditor with planning or supervision,*" including their:

(1) Experience in the industry in which the company operates; and

(2) Knowledge of the relevant financial reporting framework, PCAOB standards and rules, and
SEC rules and regulations, and their experience in applying the standards, rules, and
regulations;

b. Obtain a written affirmation from the other auditor that its engagement team members possess
the knowledge, skill, and ability to perform their assigned tasks; and

c. Determine that the lead auditor is able to communicate with the other auditor and gain access to
the other auditor’s audit documentation.*!

.06l In multi-tiered audits (see AS 1201.14), a first other auditor may assist the lead auditor in
performing the procedures described in paragraph .06H with respect to one or more second other
auditors.

Planning Activities

.07  The nature and extent of planning activities that are necessary depend on the size and complexity
of the company, the auditor's previous experience with the company, and changes in circumstances that
occur during the audit. When developing the audit strategy and audit plan, as discussed in paragraphs
.08-.10, the auditor should evaluate whether the following matters are important to the company's
financial statements and internal control over financial reporting and, if so, how they will affect the
auditor's procedures:

m  Knowledge of the company's internal control over financial reporting obtained during other
engagements performed by the auditor;

m  Matters affecting the industry in which the company operates, such as financial reporting
practices, economic conditions, laws and regulations, and technological changes;

m  Matters relating to the company's business, including its organization, operating characteristics,
and capital structure;
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The extent of recent changes, if any, in the company, its operations, or its internal control over
financial reporting;

The auditor's preliminary judgments about materiality,” risk, and, in integrated audits, other
factors relating to the determination of material weaknesses;

Control deficiencies previously communicated to the audit committee® or management;
Legal or regulatory matters of which the company is aware;

The type and extent of available evidence related to the effectiveness of the company's internal
control over financial reporting;

Preliminary judgments about the effectiveness of internal control over financial reporting;

Public information about the company relevant to the evaluation of the likelihood of material
financial statement misstatements and the effectiveness of the company's internal control over
financial reporting;

Knowledge about risks related to the company evaluated as part of the auditor's client
acceptance and retention evaluation; and

The relative complexity of the company's operations.

Note: Many smaller companies have less complex operations. Additionally, some larger, complex
companies may have less complex units or processes. Factors that might indicate less complex
operations include: fewer business lines; less complex business processes and financial reporting
systems; more centralized accounting functions; extensive involvement by senior management in
the day-to-day activities of the business; and fewer levels of management, each with a wide span
of control.

Audit Strategy

.08

The auditor should establish an overall audit strategy that sets the scope, timing, and direction of

the audit and guides the development of the audit plan.

.09

In establishing the overall audit strategy, the auditor should take into account:

The reporting objectives of the engagement and the nature of the communications required
by PCAOB standards,’

The factors that are significant in directing the activities of the engagement team,®

The results of preliminary engagement activities? and the auditor's evaluation of the important
matters in accordance with paragraph .07 of this standard, and

The nature, timing, and extent of resources necessary to perform the engagement.10
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Audit Plan

.10 The auditor should develop and document an audit plan that includes a description of:

a. The planned nature, timing, and extent of the risk assessment procedures;!?

12

b. The planned nature, timing, and extent of tests of controls and substantive procedures; = and

c. Other planned audit procedures required to be performed so that the engagement complies
with PCAOB standards.

Multi-location Engagements

A1 In an audit of the financial statements of a company with operations in multiple locations or
business units, the auditor should determine the extent to which audit procedures should be performed at
selected locations or business units to obtain sufficient appropriate evidence to obtain reasonable
assurance about whether the consolidated financial statements are free of material misstatement. This
includes determining the locations or business units at which to perform audit procedures, as well as the
nature, timing, and extent of the procedures to be performed at those individual locations or business
units. The auditor should assess the risks of material misstatement to the consolidated financial
statements associated with the location or business unit and correlate the amount of audit attention
devoted to the location or business unit with the degree of risk of material misstatement associated with
that location or business unit.

12 Factors that are relevant to the assessment of the risks of material misstatement associated with a
particular location or business unit and the determination of the necessary audit procedures include:

a. The nature and amount of assets, liabilities, and transactions executed at the location or business
unit, including, e.g., significant transactions that are outside the normal course of business for the
company or that otherwise appear to be unusual due to their timing, size, or nature ("significant
unusual transactions") executed at the location or business unit;14

b.  The materiality of the location or business unit;1>

c. The specific risks associated with the location or business unit that present a reasonable
possibilityl® of material misstatement to the company's consolidated financial statements;

d.  Whether the risks of material misstatement associated with the location or business unit apply to
other locations or business units such that, in combination, they present a reasonable possibility
of material misstatement to the company's consolidated financial statements;

e. The degree of centralization of records or information processing;

f.  The effectiveness of the control environment, particularly with respect to management's control
over the exercise of authority delegated to others and its ability to effectively supervise activities
at the location or business unit; and
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g. The frequency, timing, and scope of monitoring activities by the company or others at the
location or business unit.

Note: When performing an audit of internal control over financial reporting, refer to
Appendix B, Special Topics, of AS 22017 for considerations when a company has multiple
locations or business units.

13 In determining the locations or business units at which to perform audit procedures, the auditor
may take into account relevant activities performed by internal audit, as described in AS

2605, Consideration of the Internal Audit Function, or others, as described in AS 2201. AS 2605 and AS
2201 establish requirements regarding using the work of internal audit and others, respectively.

Multi-location Engagements — Additional Considerations for Audits
Involving Other Auditors or Referred-to Auditors

.14 Inan audit that involves other auditors or referred-to auditors, the lead auditor should perform the
procedures in paragraphs .11—-.13 of this standard to determine the locations or business units at which
audit procedures should be performed.

Changes During the Course of the Audit

.15 The auditor should modify the overall audit strategy and the audit plan as necessary if
circumstances change significantly during the course of the audit, including changes due to a revised
assessment of the risks of material misstatement or the discovery of a previously unidentified risk of
material misstatement.

Persons with Specialized Skill or Knowledge

.16 The auditor should determine whether specialized skill or knowledge, including relevant knowledge
of foreign jurisdictions, is needed to perform appropriate risk assessments, plan or perform audit
procedures, or evaluate audit results.

17 If a person with specialized skill or knowledge employed or engaged by the auditor participates in
the audit, the auditor should have sufficient knowledge of the subject matter to be addressed by such a
person to enable the auditor to:

a. Communicate the objectives of that person's work;
b. Determine whether that person's procedures meet the auditor's objectives; and

c. Evaluate the results of that person's procedures as they relate to the nature, timing, and extent of
other planned audit procedures and the effects on the auditor's report.
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Additional Considerations in Initial Audits

.18  The auditor should undertake the following activities before starting an initial audit:

a. Perform procedures regarding the acceptance of the client relationship and the specific audit
engagement; and

b. Communicate with the predecessor auditor in situations in which there has been a change of
auditors in accordance with AS 2610, Initial Audits—Communications Between Predecessor and
Successor Auditors.

.19 The purpose and objective of planning the audit are the same for an initial audit or a recurring audit
engagement. However, for an initial audit, the auditor should determine the additional planning activities
necessary to establish an appropriate audit strategy and audit plan, including determining the audit
procedures necessary to obtain sufficient appropriate audit evidence regarding the opening balances.?

Appendix A — Definitions

A1l For purposes of this standard, the terms listed below are defined as follows:

A2 Engagement partner - The member of the engagement team with primary responsibility for the
audit.

A3 Engagement team —

a. Engagement team includes:

(1) Partners, principals, and shareholders of, and accountants! and other professional staff
employed or engaged by, the lead auditor or other accounting firms who perform audit
procedures on an audit or assist the engagement partner in fulfilling his or her planning or
supervisory responsibilities on the audit pursuant to this standard or AS 1201, Supervision of
the Audit Engagement; and

(2) Specialists who, in connection with the audit, (i) are employed by the lead auditor or an
other auditor participating in the audit and (ii) assist that auditor in obtaining or evaluating
audit evidence with respect to a relevant assertion of a significant account or disclosure.

b. Engagement team does not include:

(1) The engagement quality reviewer and those assisting the reviewer (to which AS 1220,
Engagement Quality Review, applies);

(2) Partners, principals, and shareholders of, and other individuals employed or engaged by,
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another accounting firm in situations in which the lead auditor divides responsibility for the
audit with the other firm under AS 1206, Dividing Responsibility for the Audit with Another
Accounting Firm; or

(3) Engaged specialists.?

A4 Lead auditor —

a. The registered public accounting firm3 issuing the auditor’s report on the company’s financial
statements and, if applicable, internal control over financial reporting; and

b. The engagement partner, and other engagement team members who both:

(1) Are partners, principals, shareholders, or employees of the registered public accounting firm
issuing the auditor’s report (or individuals who work under that firm’s direction and control
and function as the firm’s employees); and

(2) Assist the engagement partner in fulfilling his or her planning or supervisory responsibilities
on the audit pursuant to AS 2101 or AS 1201.%

Note: The registered public accounting firm issuing the auditor’s report is also referred to in
this standard as “the engagement partner’s firm.”

Note: Individuals such as secondees® who work under the direction and control of the
registered public accounting firm issuing the auditor’s report would function as the firm’s
employees.

A5 Other auditor —

a. A member of the engagement team who is not:
(1) A partner, principal, shareholder, or employee of the lead auditor or

(2) Anindividual who works under the direction and control of the registered public accounting
firm issuing the auditor’s report and functions as that firm’s employee; and

b. A public accounting firm, if any, of which such engagement team member is a partner, principal,
shareholder, or employee.

A6 Referred-to auditor — A public accounting firm, other than the lead auditor, that performs an audit
of the financial statements and, if applicable, internal control over financial reporting, of one or more of
the company’s business units® and issues an auditor’s report in accordance with the standards of the
PCAOB to which the lead auditor makes reference in the lead auditor’s report on the company’s financial
statements and, if applicable, internal control over financial reporting.”
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Footnotes (AS 2101 - Audit Planning):

L Terms defined in Appendix A, Definitions, are set in boldface type the first time they appear.

2 The term “auditor,” as used in this standard, encompasses both the engagement partner and the
engagement team members who assist the engagement partner in planning the audit. AS 1201,
Supervision of the Audit Engagement, establishes requirements regarding supervision of the audit
engagement, including a lead auditor’s supervision of the work of other auditors. AS 1206, Dividing
Responsibility for the Audit with Another Accounting Firm, establishes requirements for a lead auditor
regarding dividing responsibility for the audit of the company’s financial statements and, if applicable,
internal control over financial reporting with another accounting firm (i.e., a referred-to auditor).

3 Paragraphs .14-.16 of QC sec. 20, System of Quality Control for a CPA Firm's Accounting and Auditing
Practice. AS 1110, Relationship of Auditing Standards to Quality Control Standards, explains how the
quality control standards relate to the conduct of audits.

3A" Under PCAOB Rule 3520, Auditor Independence, a registered public accounting firm or associated
person’s independence obligation with respect to an audit client encompasses not only an obligation to
satisfy the independence criteria applicable to the engagement set out in the rules and standards of the
PCAOB, but also an obligation to satisfy all other independence criteria applicable to the engagement,
including the independence criteria set out in the rules and regulations of the Securities and Exchange
Commission (“SEC”) under the federal securities laws.

In an audit that involves other auditors, see paragraphs .06D—.06F of this standard, which describe
performing additional procedures regarding other auditors’ compliance with independence and ethics
requirements. In an audit that involves referred-to auditors, see AS 1206.05—-.07.

“A" The term “business units” includes subsidiaries, divisions, branches, components, or investments.

4B See AS 1201.06, which describes determining the necessary extent of supervision. See also AS
1201.07, which states that for engagements that involve other auditors, AS 1201.08—.15 further
describe procedures to be performed by the lead auditor with respect to the supervision of the work of
other auditors, in conjunction with the required supervisory activities set forth in AS 1201.

e See, e.g., AS 1201.06; paragraph .11 of this standard. See generally AS 2301, The Auditor’s
Responses to the Risks of Material Misstatement.

4D see paragraph .C8 of AS 2201, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.

4 For audits involving referred-to auditors, see AS 1206.

" The lead auditor should also consider the implications for determining compliance with PCAOB Rule

3526.

4G see PCAOB Rule 2100, Registration Requirements for Public Accounting Firms, and paragraph (p)(ii)
of PCAOB Rule 1001, Definitions of Terms Employed in Rules, which defines the phrase “play a
substantial role in the preparation or furnishing of an audit report.” See also AS 1206 for requirements
for the lead auditor relating to the registration status of a referred-to auditor.

4 see paragraph .06 of AS 1015, Due Professional Care in the Performance of Work, according to
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which “[e]lngagement team members should be assigned to tasks and supervised commensurate with
their level of knowledge, skill, and ability ... ,” and AS 2301.05(a), which describes making appropriate
assignments of significant engagement responsibilities.

Al See, e.g., AS 1201.05, .09, .11, and .12, which establish requirements for the auditor’s review of

work performed by engagement team members. See also paragraph .18 of AS 1215, Audit
Documentation, according to which audit documentation supporting the work performed by other
auditors must be retained by or be accessible to the office of the firm issuing the auditor’s report.

> AS 2105, Consideration of Materiality in Planning and Performing an Audit.
6

If no audit committee exists, all references to the audit committee in this standard apply to the
entire board of directors of the company. See 15 U.S.C. §§ 78c(a)(58)(B) and 7201(3)(B).

7 See, e.g., AS 1301. Also, various laws or regulations require other matters to be communicated. (See,
e.g., Rule 2-07 of Regulation S-X, 17 CFR 210.2-07; and Rule 10A-3 under the Securities Exchange Act of
1934, 17 CFR 240.10A-3.) The requirements of this standard do not modify communications required by
those other laws or regulations.

¢ See, e.g., AS 1015.06, which describes assigning auditors to tasks and supervising them
commensurate with their level of knowledge, skill, and ability, and AS 1201.06, which describes how to
determine the extent of supervisory activities necessary for proper supervision of engagement team
members. See also AS 1201.08-.15, which further describe procedures to be performed by the lead
auditor with respect to the supervision of the work of other auditors, in conjunction with the required
supervisory activities set forth in AS 1201.

7 See paragraphs .06—.06l of this standard..

10 See, e.g., AS 1015.06, paragraph .16 of this standard, and AS 2301.05a.
1 as 2110, Identifying and Assessing Risks of Material Misstatement.

12 As 2301 and AS 2201.

[13] [Footnote deleted.]

40 Paragraph .66 of AS 2401, Consideration of Fraud in a Financial Statement Audit.

15 AS 2105.10 describes the consideration of materiality in planning and performing audit procedures
at an individual location or business unit.

16" There is a reasonable possibility of an event, as used in this standard, when the likelihood of the
event is either "reasonably possible" or "probable," as those terms are used in the FASB Accounting
Standards Codification, Contingencies Topic, paragraph 450-20-25-1.

17" AS 2201.B10-.B16.
18] [Footnote deleted.]

19" see also paragraph .03 of AS 2820, Evaluating Consistency of Financial Statements.

109



For FYE on or after Dec. 15, 2024

Footnotes (Appendix A — Definitions):

L see paragraph (a)(ii) of PCAOB Rule 1001, Definitions of Terms Employed in Rules, which defines the
term “accountant.”

RS 1210, Using the Work of an Auditor-Engaged Specialist, establishes requirements that apply to the
use of specialists engaged by the auditor’s firm. Appendix A of AS 1105, Audit Evidence, sets forth the
auditor’s responsibilities for using the work of a specialist employed or engaged by the company.

3 See paragraph (r)(i) of PCAOB Rule 1001, which defines the term “registered public accounting firm.”

4 see paragraph .05a of AS 2301, The Auditor’s Responses to the Risks of Material Misstatement, which
describes making appropriate assignments of significant engagement responsibilities. See also
paragraph .06 of AS 1015, Due Professional Care in the Performance of Work, according to which
“[e]lngagement team members should be assigned to tasks and supervised commensurate with their
level of knowledge, skill, and ability ....”

> For this purpose, the term “secondee” refers to an individual participating in a secondment
arrangement in which, for at least three consecutive months, (1) a professional employee of an
accounting firm in one country works for a registered public accounting firm that is located in another
country and is issuing an auditor’s report, and (2) the professional employee performs audit procedures
with respect to entities and their operations in that other country and does not perform more than de
minimis audit procedures in relation to entities or business operations in the country of his or her
employer. A secondee can be either physically located in that other country or working through a
remote work arrangement.

© The term “business units” includes subsidiaries, divisions, branches, components, or investments.

7 See AS 1206, which sets forth the lead auditor’s responsibilities regarding dividing responsibility for
the audit of the company’s financial statements and, if applicable, internal control over financial
reporting with a referred-to auditor.
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Introduction

.01 This standard establishes requirements regarding the auditor's consideration of materiality in
planning and performing an audit.!

Materiality in the Context of an Audit

.02 In interpreting the federal securities laws, the Supreme Court of the United States has held that a
fact is material if there is "a substantial likelihood that the . . . fact would have been viewed by the
reasonable investor as having significantly altered the 'total mix' of information made available."? As the
Supreme Court has noted, determinations of materiality require "delicate assessments of the inferences a
'reasonable shareholder' would draw from a given set of facts and the significance of those inferences to

him...."3

.03 To obtain reasonable assurance about whether the financial statements are free of material
misstatement, the auditor should plan and perform audit procedures to detect misstatements that,
individually or in combination with other misstatements, would result in material misstatement of the
financial statements. This includes being alert while planning and performing audit procedures for
misstatements that could be material due to quantitative or qualitative factors. Also, the evaluation of
uncorrected misstatements in accordance with AS 2810, Evaluating Audit Results, requires consideration
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of both qualitative and quantitative factors.* However, it ordinarily is not practical to design audit
procedures to detect misstatements that are material based solely on qualitative factors.

.04 For integrated audits, AS 2201, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements, states, "In planning the audit of internal control over
financial reporting, the auditor should use the same materiality considerations he or she would use in

planning the audit of the company's annual financial statements."®

Objective

.05 The objective of the auditor is to apply the concept of materiality appropriately in planning and
performing audit procedures.

Considering Materiality in Planning and Performing an
Audit

Establishing a Materiality Level for the Financial Statements as a
Whole

.06 To plan the nature, timing, and extent of audit procedures, the auditor should establish a
materiality level for the financial statements as a whole that is appropriate in light of the particular
circumstances. This includes consideration of the company's earnings and other relevant factors. To
determine the nature, timing, and extent of audit procedures, the materiality level for the financial
statements as a whole needs to be expressed as a specified amount.

Note: If financial statements for the audit period are not available, the auditor may establish an
initial materiality level based on estimated or preliminary financial statement amounts. In those
situations, the auditor should take into account the effects of known or expected changes in the
company's financial statements, including significant transactions or adjustments that are expected
to be reflected in the financial statements at the end of the period.

Establishing Materiality Levels for Particular Accounts or Disclosures

.07 The auditor should evaluate whether, in light of the particular circumstances, there are certain
accounts or disclosures for which there is a substantial likelihood that misstatements of lesser amounts
than the materiality level established for the financial statements as a whole would influence the judgment
of a reasonable investor. If so, the auditor should establish separate materiality levels for those accounts
or disclosures to plan the nature, timing, and extent of audit procedures for those accounts or disclosures.

Note: Lesser amounts of misstatements could influence the judgment of a reasonable investor
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because of qualitative factors, e.g., because of the sensitivity of circumstances surrounding
misstatements, such as conflicts of interest in related party transactions.

Determining Tolerable Misstatement

.08 The auditor should determine the amount or amounts of tolerable misstatement for purposes of
assessing risks of material misstatement and planning and performing audit procedures at the account or
disclosure level. The auditor should determine tolerable misstatement at an amount or amounts that
reduce to an appropriately low level the probability that the total of uncorrected and undetected
misstatements would result in material misstatement of the financial statements. Accordingly, tolerable
misstatement should be less than the materiality level for the financial statements as a whole and, if
applicable, the materiality level or levels for particular accounts or disclosures.

.09 In determining tolerable misstatement and planning and performing audit procedures, the auditor
should take into account the nature, cause (if known), and amount of misstatements that were
accumulated in audits of the financial statements of prior periods.

Considerations for Multi-location Engagements

.10 For purposes of the audit of the consolidated financial statements of a company with multiple
locations or business units, the auditor should determine tolerable misstatement for the individual
locations or business units at an amount that reduces to an appropriately low level the probability that the
total of uncorrected and undetected misstatements would result in material misstatement of the
consolidated financial statements. Accordingly, tolerable misstatement at an individual location should be
less than the materiality level for the financial statements as a whole.

Considerations as the Audit Progresses

A1 The auditor should reevaluate the established materiality level or levels and tolerable
misstatement when, because of changes in the particular circumstances or additional information that
comes to the auditor's attention, there is a substantial likelihood that misstatements of amounts that
differ significantly from the materiality level or levels that were established initially would influence the
judgment of a reasonable investor. Situations in which changes in circumstances or additional information
that comes to the auditor's attention would require such reevaluation include:

a. The materiality level or levels and tolerable misstatement were established initially based on
estimated or preliminary financial statement amounts that differ significantly from actual
amounts.

b. Events or changes in conditions occurring after the materiality level or levels and tolerable
misstatement were established initially are likely to affect investors' perceptions about the
company's financial position, results of operations, or cash flows.
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Note: Examples of such events or changes in conditions include (1) changes in laws,
regulations, or the applicable financial reporting framework that affect investors' expectations
about the measurement or disclosure of certain items and (2) significant new contractual
arrangements that draw attention to a particular aspect of a company's business that is
separately disclosed in the financial statements.

12 If the auditor's reevaluation results in a lower amount for the materiality level or levels or tolerable
misstatement than initially established by the auditor, the auditor should (1) evaluate the effect, if any, of
the lower amount or amounts on his or her risk assessments and audit procedures and (2) modify the
nature, timing, and extent of audit procedures as necessary to obtain sufficient appropriate audit
evidence.

Note: The reevaluation of the materiality level or levels and tolerable misstatement is also relevant
to the auditor's evaluation of uncorrected misstatements in accordance with AS 2810.8

Footnotes (AS 2105 - Consideration of Materiality in Planning and Performing an

Audit):

1 AS 2810 establishes requirements regarding the auditor's consideration of materiality in evaluating
audit results.

2 TSC Industries v. Northway, Inc., 426 U.S. 438, 449 (1976). See also Basic, Inc. v. Levinson, 485 U.S.
224 (1988).

3 TSC Industries, 426 U.S. at 450.
4 Appendix B of AS 2810.
> AS 2201.20.

6 AS2810.17.
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Introduction

.01  This standard establishes requirements regarding the process of identifying and assessing risks of
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material misstatement?® of the financial statements.

.02 Paragraphs .04-.58 of this standard discuss the auditor's responsibilities for performing risk
assessment procedures.? Paragraphs .59-.73 of this standard discuss identifying and assessing the risks of
material misstatement using information obtained from performing risk assessment procedures.

Objective

.03 The objective of the auditor is to identify and appropriately assess the risks of material
misstatement, thereby providing a basis for designing and implementing responses to the risks of material
misstatement.

Performing Risk Assessment Procedures

.04 The auditor should perform risk assessment procedures that are sufficient to provide a reasonable
basis for identifying and assessing the risks of material misstatement, whether due to error or fraud, 3 and
designing further audit procedures.?

.05 Risks of material misstatement can arise from a variety of sources, including external factors, such
as conditions in the company's industry and environment, and company-specific factors, such as the
nature of the company, its activities, and internal control over financial reporting. For example, external or
company-specific factors can affect the judgments involved in determining accounting estimates or create
pressures to manipulate the financial statements to achieve certain financial targets. Also, risks of material
misstatement may relate to, e.g., personnel who lack the necessary financial reporting competencies,
information systems that fail to accurately capture business transactions, or financial reporting processes
that are not adequately aligned with the requirements in the applicable financial reporting framework.
Thus, the audit procedures that are necessary to identify and appropriately assess the risks of material
misstatement include consideration of both external factors and company-specific factors. This standard
discusses the following risk assessment procedures:

a. Obtaining an understanding of the company and its environment (paragraphs .07-.17);
b. Obtaining an understanding of internal control over financial reporting (paragraphs .18-.40);

c. Considering information from the client acceptance and retention evaluation, audit planning
activities, past audits, and other engagements performed for the company (paragraphs .41-.45);

d. Performing analytical procedures (paragraphs .46-.48);

A

e. Conducting a discussion among engagement team* members regarding the risks of material

misstatement (paragraphs .49-.53); and

f.  Inquiring of the audit committee, management, and others within the company about the risks of
material misstatement (paragraphs .54-.58).
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Note: This standard describes an approach to identifying and assessing risks of material
misstatement that begins at the financial statement level and with the auditor's overall

understanding of the company and its environment and works down to the significant

accounts and disclosures and their relevant assertions.?

.06 Inanintegrated audit, the risks of material misstatement of the financial statements are the same
for both the audit of internal control over financial reporting and the audit of financial statements. The
auditor's risk assessment procedures should apply to both the audit of internal control over financial
reporting and the audit of financial statements.

Obtaining an Understanding of the Company and Its
Environment

.07  The auditor should obtain an understanding of the company and its environment ("understanding
of the company") to understand the events, conditions, and company activities that might reasonably be
expected to have a significant effect on the risks of material misstatement. Obtaining an understanding of
the company includes understanding:

a. Relevant industry, regulatory, and other external factors;
b. The nature of the company;
c. The company's selection and application of accounting principles, including related disclosures;

d. The company's objectives and strategies and those related business risks that might reasonably
be expected to result in risks of material misstatement; and

e. The company's measurement and analysis of its financial performance.

.08 In obtaining an understanding of the company, the auditor should evaluate whether significant
changes in the company from prior periods, including changes in its internal control over financial
reporting, affect the risks of material misstatement.

Industry, Regulatory, and Other External Factors

.09  Obtaining an understanding of relevant industry, regulatory, and other external factors
encompasses industry factors, including the competitive environment and technological developments;
the regulatory environment, including the applicable financial reporting framework® and the legal and
political environment;” and external factors, including general economic conditions.

Nature of the Company

.10 Obtaining an understanding of the nature of the company includes understanding:
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m The company's organizational structure and management personnel;

m The sources of funding of the company's operations and investment activities, including the
company's capital structure, noncapital funding (e.g., subordinated debt or dependencies on
supplier financing), and other debt instruments;

m The company's significant investments, including equity method investments, joint ventures, and
variable interest entities;

m The company's operating characteristics, including its size and complexity;

Note: The size and complexity of a company might affect the risks of misstatement and how the
company addresses those risks.

m The sources of the company's earnings, including the relative profitability of key products and
services; and

m  Key supplier and customer relationships.

.10A  To assist in obtaining information for identifying and assessing risks of material misstatement of
the financial statements associated with a company's financial relationships and transactions with its
executive officers (e.g., executive compensation, including perquisites, and any other arrangements), the
auditor should perform procedures to obtain an understanding of the company's financial relationships
and transactions with its executive officers. The procedures should be designed to identify risks of material
misstatement and should include, but not be limited to (1) reading the employment and compensation
contracts between the company and its executive officers and (2) reading the proxy statements and other
relevant company filings with the Securities and Exchange Commission and other regulatory agencies that
relate to the company's financial relationships and transactions with its executive officers.

.11 As part of obtaining an understanding of the company as required by paragraph .07, the auditor
should consider performing the following procedures and the extent to which the procedures should be
performed:

m Reading public information about the company relevant to the evaluation of the likelihood of
material financial statement misstatements and, in an integrated audit, the effectiveness of the
company's internal control over financial reporting, e.g., company-issued press releases,
company-prepared presentation materials for analysts or investor groups, and analyst reports;

m Observing or reading transcripts of earnings calls and, to the extent publicly available, other
meetings with investors or rating agencies;

m Obtaining an understanding of compensation arrangements with senior management other than
executive officers referred to in paragraph .10A, including incentive compensation arrangements,
changes or adjustments to those arrangements, and special bonuses;

m  Obtaining information about trading activity in the company's securities and holdings in the
company's securities by significant holders to identify potentially significant unusual
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developments (e.g., from Forms 3, 4, 5, 13D, and 13G);

m Inquiring of the chair of the compensation committee, or the compensation committee's
equivalent, and any compensation consultants engaged by either the compensation committee or
the company regarding the structuring of the company's compensation for executive officers; and

m Obtaining an understanding of established policies and procedures regarding the authorization
and approval of executive officer expense reimbursements.

.11A  If the auditor serves as a referred-to auditor in a divided-responsibility audit,”® as part of obtaining
an understanding of the company, the referred-to auditor should consider making inquiries of the lead
auditor as to matters that may be significant to the referred-to auditor’s own audit. Such matters may
include transactions, adjustments, or other matters that have come to the attention of the lead auditor
and that may require adjustment to or disclosure in the financial statements audited by the referred-to
auditor.

Selection and Application of Accounting Principles, Including Related
Disclosures

.12 As part of obtaining an understanding of the company's selection and application of accounting
principles, including related disclosures, the auditor should evaluate whether the company's selection and
application of accounting principles are appropriate for its business and consistent with the applicable
financial reporting framework and accounting principles used in the relevant industry. Also, to identify and
assess risks of material misstatement related to omitted, incomplete, or inaccurate disclosures, the auditor
should develop expectations about the disclosures that are necessary for the company's financial
statements to be presented fairly in conformity with the applicable financial reporting framework.

.13 The following matters, if present, are relevant to the necessary understanding of the company's
selection and application of accounting principles, including related disclosures:

m Significant changes in the company's accounting principles, financial reporting policies, or
disclosures and the reasons for such changes;

m The financial reporting competencies of personnel involved in selecting and applying significant
new or complex accounting principles;

m The accounts or disclosures for which judgment is used in the application of significant accounting
principles, especially in determining management's estimates and assumptions;

m The effect of significant accounting principles in controversial or emerging areas for which there is
a lack of authoritative guidance or consensus;

m The methods the company uses to account for significant transactions that are outside the
normal course of business for the company or that otherwise appear to be unusual due to their
timing, size, or nature ("significant unusual transactions"); 7B and
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m Financial reporting standards and laws and regulations that are new to the company, including
when and how the company will adopt such requirements.

Company Objectives, Strategies, and Related Business Risks

.14 The purpose of obtaining an understanding of the company's objectives, strategies, and related
business risks is to identify business risks that could reasonably be expected to result in material
misstatement of the financial statements.

Note: Some relevant business risks might be identified through other risk assessment procedures,
such as obtaining an understanding of the nature of the company and understanding industry,
regulatory, and other external factors.

.15  The following are examples of situations in which business risks might result in material
misstatement of the financial statements:

m Industry developments (a potential related business risk might be, e.g., that the company does
not have the personnel or expertise to deal with the changes in the industry.)

m New products and services (a potential related business risk might be, e.g., that the new product
or service will not be successful.)

m Use of information technology ("IT") (a potential related business risk might be, e.g., that systems
and processes are incompatible.)

m  New accounting requirements (a potential related business risk might be, e.g., incomplete or
improper implementation of a new accounting requirement.)

m Expansion of the business (a potential related business risk might be, e.g., that the demand for
the company's products or services has not been accurately estimated.)

m The effects of implementing a strategy, particularly any effects that will lead to new accounting
requirements (a potential related business risk might be, e.g., incomplete or improper
implementation of the strategy.)

m Current and prospective financing requirements (a potential related business risk might be, e.g.,
the loss of financing due to the company's inability to meet financing requirements.)

m Regulatory requirements (a potential related business risk might be, e.g., that there is increased
legal exposure.)

Note: Business risks could affect risks of material misstatement at the financial statement
level, which would affect many accounts and disclosures in the financial statements. For
example, a company's loss of financing or declining conditions affecting the company's
industry could affect its ability to settle its obligations when due. This, in turn, could affect the
risks of material misstatement related to, e.g., the classification of long-term liabilities or
valuation of long-term assets, or it could result in substantial doubt about the company's
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ability to continue as a going concern. Other business risks could affect the risks of material
misstatement for particular accounts, disclosures, or assertions. For example, an unsuccessful
new product or service or failed business expansion might affect the risks of material
misstatement related to the valuation of inventory and other related assets.

Company Performance Measures

.16 The purpose of obtaining an understanding of the company's performance measures is to identify
performance measures, whether external or internal, that affect the risks of material misstatement.

.17  The following are examples of performance measures that might affect the risks of material
misstatement:

m  Measures that form the basis for contractual commitments or incentive compensation
arrangements;

m  Measures used by external parties, such as analysts and rating agencies, to review the company's
performance; and

m  Measures the company uses to monitor its operations that highlight unexpected results or trends
that prompt management to investigate their cause and take corrective action, including
correction of misstatements.

Note: The first two examples represent performance measures that can affect the risks of
material misstatement by creating incentives or pressures for management of the company to
manipulate certain accounts or disclosures to achieve certain performance targets (or conceal
a failure to achieve those targets). The third example represents performance measures that
management might use to monitor risks affecting the financial statements.

Note: Smaller companies might have less formal processes to measure and review financial
performance. In such cases, the auditor might identify relevant performance measures by
considering the information that the company uses to manage the business.

Obtaining an Understanding of Internal Control Over
Financial Reporting

.18  The auditor should obtain a sufficient understanding of each component® of internal control over
financial reporting ("understanding of internal control") to (a) identify the types of potential
misstatements, (b) assess the factors that affect the risks of material misstatement, and (c) design further
audit procedures.

.19 The nature, timing, and extent of procedures that are necessary to obtain an understanding of
internal control depend on the size and complexity of the company;® the auditor's existing knowledge of
the company's internal control over financial reporting; the nature of the company's controls, including
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the company's use of IT; the nature and extent of changes in systems and operations; and the nature of
the company's documentation of its internal control over financial reporting.

Note: The auditor also might obtain an understanding of certain controls that are not part of
internal control over financial reporting, e.g., controls over the completeness and accuracy of

operating or other nonfinancial information used as audit evidence.1?

.20 Obtaining an understanding of internal control includes evaluating the design of controls that are
relevant to the audit and determining whether the controls have been implemented.

Note: Procedures the auditor performs to obtain evidence about design effectiveness include
inquiry of appropriate personnel, observation of the company's operations, and inspection of
relevant documentation. Walkthroughs, as described in paragraphs .37-.38, that include these
procedures ordinarily are sufficient to evaluate design effectiveness.

Note: Determining whether a control has been implemented means determining whether the
control exists and whether the company is using it. The procedures to determine whether a control
has been implemented may be performed in connection with the evaluation of its design.
Procedures performed to determine whether a control has been implemented include inquiry of
appropriate personnel, in combination with observation of the application of controls or inspection
of documentation. Walkthroughs, as described in paragraphs .37-.38, that include these
procedures ordinarily are sufficient to determine whether a control has been implemented.

21 Internal control over financial reporting can be described as consisting of the following
components:1?

m The control environment,

m  The company's risk assessment process,
m Information and communication,

m Control activities, and

m  Monitoring of controls.

.22 Management might use an internal control framework with components that differ from the
components identified in the preceding paragraph when establishing and maintaining the company's
internal control over financial reporting. In evaluating the design of controls and determining whether they
have been implemented in an audit of financial statements only, the auditor may use the framework used
by management or another suitable, recognized framework. 2 For integrated audits, AS 2201, states, "The
auditor should use the same suitable, recognized control framework to perform his or her audit of internal
control over financial reporting as management uses for its annual evaluation of the effectiveness of the
company's internal control over financial reporting."*? If the auditor uses a suitable, recognized internal
control framework with components that differ from those listed in the preceding paragraph, the auditor
should adapt the requirements in paragraphs .23-.36 of this standard to conform to the components in the
framework used.
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Control Environment

.23 The auditor should obtain an understanding of the company's control environment, including the
policies and actions of management, the board, and the audit committee concerning the company's
control environment.

.24 Obtaining an understanding of the control environment includes assessing:

m  Whether management's philosophy and operating style promote effective internal control over
financial reporting;

m  Whether sound integrity and ethical values, particularly of top management, are developed and
understood; and

m  Whether the board or audit committee understands and exercises oversight responsibility over
financial reporting and internal control.

Note: In an audit of financial statements only, this assessment may be based on the
evidence obtained in understanding the control environment, in accordance with
paragraph .23, and the other relevant knowledge possessed by the auditor. In an
integrated audit of financial statements and internal control over financial reporting, AS
2201 describes the auditor's responsibility for evaluating the control environment.

.25  If the auditor identifies a control deficiency®® in the company's control environment, the auditor
should evaluate the extent to which this control deficiency is indicative of a fraud risk factor, as discussed
in paragraphs .65-.66 of this standard.

The Company's Risk Assessment Process

.26 The auditor should obtain an understanding of management's process for:

a. Identifying risks relevant to financial reporting objectives, including risks of material misstatement
due to fraud ("fraud risks");

b. Assessing the likelihood and significance of misstatements resulting from those risks; and

c. Deciding about actions to address those risks.

.27  Obtaining an understanding of the company's risk assessment process includes obtaining an
understanding of the risks of material misstatement identified and assessed by management and the
actions taken to address those risks.

Information and Communication
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.28  Information System Relevant to Financial Reporting. The auditor should obtain an understanding of
the information system, including the related business processes, relevant to financial reporting, including:

a. The classes of transactions in the company's operations that are significant to the financial
statements;

b. The procedures, within both automated and manual systems, by which those transactions are
initiated, authorized, processed, recorded, and reported;

c. The related accounting records, supporting information, and specific accounts in the financial
statements that are used to initiate, authorize, process, and record transactions;

d. How the information system captures events and conditions, other than transactions,® that are
significant to the financial statements;

e.  Whether the related accounts involve accounting estimates and if so, the processes used to
develop accounting estimates, including:

(1) The methods used, which may include models;
(2) The data and assumptions used, including the source from which they are derived; and

(3) The extent to which the company uses third parties (other than specialists), including the
nature of the service provided and the extent to which the third parties use company data
and assumptions; and

f.  The period-end financial reporting process.

Note: Appendix B discusses additional considerations regarding manual and automated systems
and controls.

Note: The requirements in AS 2601, Consideration of an Entity's Use of a Service Organization, with
respect to the auditor's responsibilities for obtaining an understanding of controls at the service
organization apply when the company uses a service organization that is part of the company's
information system over financial reporting.

Note: For critical accounting estimates,16A paragraph .18 of AS 2501, Auditing Accounting
Estimates, Including Fair Value Measurements, provides that the auditor should obtain an
understanding of how management analyzed the sensitivity of its significant assumptions to
change, based on other reasonably likely outcomes that would have a material effect on its
financial condition or operating performance, 168 and take that understanding into account when
evaluating the reasonableness of significant assumptions and potential management bias.

.28A When a company uses the work of a company's specialist, the auditor should obtain an
understanding of the work and report(s), or equivalent communication, of the company's specialist(s) and
the related company processes, including:

a. The nature and purpose of the specialist's work;
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b.  Whether the specialist's work is based on data produced by the company, data obtained from
sources external to the company, or both; and

c. The company's processes and controls'®€ for using the work of specialists.
.29  The auditor also should obtain an understanding of how IT affects the company's flow of
transactions. (See Appendix B.)

Note: The identification of risks and controls within IT is not a separate evaluation. Instead, it is an
integral part of the approach used to identify significant accounts and disclosures and their
relevant assertions and, when applicable, to select the controls to test, as well as to assess risk and

allocate audit effort.

.30 A company's business processes are the activities designed to:
a. Develop, purchase, produce, sell and distribute a company's products or services;
b. Record information, including accounting and financial reporting information; and
c.  Ensure compliance with laws and regulations relevant to the financial statements.

.31  Obtaining an understanding of the company's business processes assists the auditor in obtaining an
understanding of how transactions are initiated, authorized, processed, and recorded.

.32 Acompany's period-end financial reporting process, as referred to in paragraph .28e, includes the

following:
m Procedures used to enter transaction totals into the general ledger;
m Procedures related to the selection and application of accounting principles;’
m Procedures used to initiate, authorize, record, and process journal entries in the general ledger;

m Procedures used to record recurring and nonrecurring adjustments to the annual financial
statements (and quarterly financial statements, if applicable); and

m Procedures for preparing annual financial statements and related disclosures (and quarterly

financial statements, if applicable).

.33 Communication. The auditor should obtain an understanding of how the company communicates
financial reporting roles and responsibilities and significant matters relating to financial reporting to
relevant company personnel and others, including:

m  Communications between management, the audit committee, and the board of directors; and

m  Communications to external parties, including regulatory authorities and shareholders.

Control Activities
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.34 The auditor should obtain an understanding of control activities that is sufficient to assess the
factors that affect the risks of material misstatement and to design further audit procedures, as described
in paragraph .18 of this standard.'® As the auditor obtains an understanding of the other components of
internal control over financial reporting, he or she is also likely to obtain knowledge about some control
activities. The auditor should use his or her knowledge about the presence or absence of control activities
obtained from the understanding of the other components of internal control over financial reporting in
determining the extent to which it is necessary to devote additional attention to obtaining an
understanding of control activities to assess the factors that affect the risks of material misstatement and
to design further audit procedures.

Note: A broader understanding of control activities is needed for relevant assertions for which the
auditor plans to rely on controls. Also, in the audit of internal control over financial reporting, the
auditor's understanding of control activities encompasses a broader range of accounts and
disclosures than what is normally obtained in a financial statement audit.

Monitoring of Controls

.35  The auditor should obtain an understanding of the major types of activities that the company uses
to monitor the effectiveness of its internal control over financial reporting and how the company initiates
corrective actions related to its controls.t?

.36 Anunderstanding of the company's monitoring activities includes understanding the source of the
information used in the monitoring activities.

Performing Walkthroughs

.37  Asdiscussed in paragraph .20, the auditor may perform walkthroughs as part of obtaining an
understanding of internal control over financial reporting. For example, the auditor may perform
walkthroughs in connection with understanding the flow of transactions in the information system
relevant to financial reporting, evaluating the design of controls relevant to the audit, and determining
whether those controls have been implemented. In performing a walkthrough, the auditor follows a
transaction from origination through the company's processes, including information systems, until it is
reflected in the company's financial records, using the same documents and IT that company personnel
use. Walkthrough procedures usually include a combination of inquiry, observation, inspection of relevant
documentation, and re-performance of controls.

Note: For integrated audits, AS 2201 establishes certain objectives that the auditor should achieve
to further understand likely sources of potential misstatements and as part of selecting the
controls to test. AS 2201 states that performing walkthroughs will frequently be the most effective
way of achieving those objectives.?0

.38  In performing a walkthrough, at the points at which important processing procedures occur, the
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auditor questions the company's personnel about their understanding of what is required by the
company's prescribed procedures and controls. These probing questions, combined with the other
walkthrough procedures, allow the auditor to gain a sufficient understanding of the process and to be able
to identify important points at which a necessary control is missing or not designed effectively.
Additionally, probing questions that go beyond a narrow focus on the single transaction used as the basis
for the walkthrough allow the auditor to gain an understanding of the different types of significant
transactions handled by the process.

Relationship of Understanding of Internal Control to Tests of Controls

.39  The objective of obtaining an understanding of internal control, as discussed in paragraph .18 of
this standard, is different from testing controls for the purpose of assessing control risk?! or for the
purpose of expressing an opinion on internal control over financial reporting in the audit of internal
control over financial reporting.?2 The auditor may obtain an understanding of internal control
concurrently with performing tests of controls if he or she obtains sufficient appropriate evidence to
achieve the objectives of both procedures. Also, the auditor should take into account the evidence
obtained from understanding internal control when assessing control risk and, in the audit of internal
control over financial reporting, forming an opinion about the effectiveness of internal control over
financial reporting.

.40 Relationship of Understanding of Internal Control to Evaluating Entity-Level Controls in an Audit of
Internal Control Over Financial Reporting. AS 2201 states, "The auditor must test those entity-level controls
that are important to the auditor's conclusion about whether the company has effective internal control
over financial reporting."?3 The procedures performed to obtain an understanding of certain components
of internal control in accordance with this standard, e.g., the control environment, the company's risk
assessment process, information and communication, and monitoring of controls, might provide evidence
that is relevant to the auditor's evaluation of entity-level controls.24 The auditor should take into account
the evidence obtained from understanding internal control when determining the nature, timing, and
extent of procedures necessary to support the auditor's conclusions about the effectiveness of entity-level
controls in the audit of internal control over financial reporting.

Considering Information from the Client Acceptance and
Retention Evaluation, Audit Planning Activities, Past
Audits, and Other Engagements

41 Client Acceptance and Retention and Audit Planning Activities. The auditor should evaluate whether
information obtained from the client acceptance and retention evaluation process or audit planning
activities is relevant to identifying risks of material misstatement. Risks of material misstatement identified
during those activities should be assessed as discussed beginning in paragraph .59 of this standard.

42 Past Audits. In subsequent years, the auditor should incorporate knowledge obtained during past
audits into the auditor's process for identifying risks of material misstatement, including when identifying
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significant ongoing matters that affect the risks of material misstatement or determining how changes in
the company or its environment affect the risks of material misstatement, as discussed in paragraph .08 of
this standard.

43 If the auditor plans to limit the nature, timing, or extent of his or her risk assessment procedures by
relying on information from past audits, the auditor should evaluate whether the prior years' information
remains relevant and reliable.

44 Other Engagements. When the auditor has performed a review of interim financial information in
accordance with AS 4105, Reviews of Interim Financial Information, the auditor should evaluate whether
information obtained during the review is relevant to identifying risks of material misstatement in the
year-end audit.

45 The auditor should obtain an understanding of the nature of the services that have been performed
for the company by the auditor or affiliates of the firm?> and should take into account relevant information
obtained from those engagements in identifying risks of material misstatement.2é

Performing Analytical Procedures

46  The auditor should perform analytical procedures that are designed to:

a. Enhance the auditor's understanding of the client's business and the significant transactions and
events that have occurred since the prior year end; and

b. Identify areas that might represent specific risks relevant to the audit, including the existence of
unusual transactions and events, and amounts, ratios, and trends that warrant investigation.

47 Inapplying analytical procedures as risk assessment procedures, the auditor should perform
analytical procedures relating to revenue with the objective of identifying unusual or unexpected
relationships involving revenue accounts that might indicate a material misstatement, including material
misstatement due to fraud. Also, when the auditor has performed a review of interim financial information
in accordance with AS 4105, he or she should take into account the analytical procedures applied in that
review when designing and applying analytical procedures as risk assessment procedures.

48  When performing an analytical procedure, the auditor should use his or her understanding of the
company to develop expectations about plausible relationships among the data to be used in the
procedure. 27 When comparison of those expectations with relationships derived from recorded amounts
yields unusual or unexpected results, the auditor should take into account those results in identifying the
risks of material misstatement.

Note: Analytical procedures performed as risk assessment procedures often use data that is
preliminary or data that is aggregated at a high level, and, in those instances, such analytical
procedures are not designed with the level of precision necessary for substantive analytical

procedures.
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Conducting a Discussion among Engagement Team
Members Regarding Risks of Material Misstatement

49  The key engagement team members should discuss (1) the company's selection and application of
accounting principles, including related disclosure requirements, and (2) the susceptibility of the
company's financial statements to material misstatement due to error or fraud.

Note: The key engagement team members should discuss the potential for material misstatement
due to fraud either as part of the discussion regarding risks of material misstatement or in a
separate discussion.28

Note: As discussed in paragraph .67, the financial statements might be susceptible to misstatement
through omission of required disclosures or presentation of inaccurate or incomplete disclosures.

.50  Key engagement team members include all engagement team members who have significant
engagement responsibilities, including the engagement partner. The manner in which the discussion is
conducted depends on the individuals involved and the circumstances of the engagement. For example, if
the audit involves more than one location, there could be multiple discussions with team members in
differing locations. The engagement partner or other key engagement team members should
communicate the important matters from the discussion to engagement team members who are not
involved in the discussion.

Note: If the audit is performed entirely by the engagement partner, that engagement partner,
having personally conducted the planning of the audit, is responsible for evaluating the
susceptibility of the company's financial statements to material misstatement.

.51 Communication among the engagement team members about significant matters affecting the
risks of material misstatement should continue throughout the audit, including when conditions change.?®

Discussion of the Potential for Material Misstatement Due to Fraud

.52 The discussion among the key engagement team members about the potential for material
misstatement due to fraud should occur with an attitude that includes a questioning mind, and the key
engagement team members should set aside any prior beliefs they might have that management is honest
and has integrity. The discussion among the key engagement team members should include:

m  An exchange of ideas, or "brainstorming," among the key engagement team members, including
the engagement partner, about how and where they believe the company's financial statements
might be susceptible to material misstatement due to fraud, how management could perpetrate
and conceal fraudulent financial reporting, and how assets of the company could be
misappropriated, including (a) the susceptibility of the financial statements to material
misstatement through related party transactions, (b) how fraud might be perpetrated or
concealed by omitting or presenting incomplete or inaccurate disclosures, and (c) how the
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financial statements could be manipulated through management bias in accounting estimates in
significant accounts and disclosures;

m A consideration of the known external and internal factors affecting the company that might (a)
create incentives or pressures for management and others to commit fraud, (b) provide the
opportunity for fraud to be perpetrated, and (c) indicate a culture or environment that enables
management to rationalize committing fraud;

m A consideration of the risk of management override; and
m A consideration of the potential audit responses to the susceptibility of the company's financial

statements to material misstatement due to fraud.

.53 The auditor should emphasize the following matters to all engagement team members:

m The need to maintain a questioning mind throughout the audit and to exercise professional
skepticism in gathering and evaluating evidence, as described in AS 2401;30

m The need to be alert for information or other conditions (such as those matters presented in
Appendix C of AS 2810) that might affect the assessment of fraud risks; and

m Ifinformation or other conditions indicate that a material misstatement due to fraud might have
occurred, the need to probe the issues, acquire additional evidence as necessary, and consult
with other team members and, if appropriate, others in the firm including specialists.3!

Inquiring of the Audit Committee, Management, and
Others within the Company about the Risks of Material
Misstatement

.54 The auditor should inquire of the audit committee, or equivalent (or its chair), management, the
internal audit function, and others within the company who might reasonably be expected to have
information that is important to the identification and assessment of risks of material misstatement.

Note: The auditor's inquiries about risks of material misstatement should include inquiries
regarding fraud risks.

.55  The auditor should use his or her knowledge of the company and its environment, as well as
information from other risk assessment procedures, to determine the nature of the inquiries about risks of
material misstatement.

Inquiries Regarding Fraud Risks

.56  The auditor's inquiries regarding fraud risks should include the following:

a. Inquiries of management regarding:
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Whether management has knowledge of fraud, alleged fraud, or suspected fraud
affecting the company;

Management's process for identifying and responding to fraud risks in the company,
including any specific fraud risks the company has identified or account balances or
disclosures for which a fraud risk is likely to exist, and the nature, extent, and
frequency of management's fraud risk assessment process;

Controls that the company has established to address fraud risks the company has
identified, or that otherwise help to prevent and detect fraud, including how
management monitors those controls;

For a company with multiple locations (a) the nature and extent of monitoring of
operating locations or business segments and (b) whether there are particular
operating locations or business segments for which a fraud risk might be more likely
to exist;

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

Whether management has received tips or complaints regarding the company's
financial reporting (including those received through the audit committee's internal
whistleblower program, if such program exists) and, if so, management's responses to
such tips and complaints;

Whether management has reported to the audit committee on how the company's
internal control serves to prevent and detect material misstatements due to fraud;
and

Whether the company has entered into any significant unusual transactions and, if so,

the nature, terms, and business purpose (or the lack thereof) of those transactions

and whether such transactions involved related parties.‘%1A

b. Inquiries of the audit committee, or equivalent, or its chair regarding:

The audit committee's views about fraud risks in the company;

Whether the audit committee has knowledge of fraud, alleged fraud, or suspected
fraud affecting the company;

Whether the audit committee is aware of tips or complaints regarding the company's
financial reporting (including those received through the audit committee's internal
whistleblower program, if such program exists) and, if so, the audit committee's
responses to such tips and complaints;

How the audit committee exercises oversight of the company's assessment of fraud
risks and the establishment of controls to address fraud risks; and

Whether the company has entered into any significant unusual transactions.
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c. Ifthe company has an internal audit function, inquiries of appropriate internal audit personnel
regarding:

(1) The internal auditors' views about fraud risks in the company;

(2) Whether the internal auditors have knowledge of fraud, alleged fraud, or suspected
fraud affecting the company;

(3) Whether internal auditors have performed procedures to identify or detect fraud
during the year, and whether management has satisfactorily responded to the
findings resulting from those procedures;

(4) Whether internal auditors are aware of instances of management override of controls
and the nature and circumstances of such overrides; and

(5) Whether the company has entered into any significant unusual transactions.

.57 In addition to the inquiries outlined in the preceding paragraph, the auditor should inquire of
others within the company about their views regarding fraud risks, including, in particular, whether they
have knowledge of fraud, alleged fraud, or suspected fraud. The auditor should identify other individuals
within the company to whom inquiries should be directed and determine the extent of such inquiries by
considering whether others in the company might have additional knowledge about fraud, alleged fraud,
or suspected fraud or might be able to corroborate fraud risks identified in discussions with management
or the audit committee. Examples of other individuals within the company to whom inquiries might be
directed include:

m  Employees with varying levels of authority within the company, including, e.g., company
personnel with whom the auditor comes into contact during the course of the audit (a) in
obtaining an understanding of internal control, (b) in observing inventory or performing cutoff
procedures, or (c) in obtaining explanations for significant differences identified when performing
analytical procedures;

m Operating personnel not directly involved in the financial reporting process;

m  Employees involved in initiating, recording, or processing complex or unusual transactions, e.g., a
sales transaction with multiple elements, a significant unusual transaction, or a significant related
party transaction; and

m In-house legal counsel.

.58  When evaluating management's responses to inquiries about fraud risks and determining when it is
necessary to corroborate management's responses, the auditor should take into account the fact that
management is often in the best position to commit fraud. Also, the auditor should obtain evidence to
address inconsistencies in responses to the inquiries.

Identifying and Assessing the Risks of Material

132



For FYE on or after Dec. 15, 2024

Misstatement

The auditor should identify and assess the risks of material misstatement at the financial statement

level and the assertion level. In identifying and assessing risks of material misstatement, the auditor

Identify risks of misstatement using information obtained from performing risk assessment
procedures (as discussed in paragraphs .04-.58) and considering the characteristics of the
accounts and disclosures in the financial statements.

Note: Factors relevant to identifying fraud risks are discussed in paragraphs
.65-.69 of this standard.

Evaluate whether the identified risks relate pervasively to the financial statements as a whole and
potentially affect many assertions.

Evaluate the types of potential misstatements that could result from the identified risks and the
accounts, disclosures, and assertions that could be affected.

Note: In identifying and assessing risks at the assertion level, the auditor should
evaluate how risks at the financial statement level could affect risks of
misstatement at the assertion level.

Assess the likelihood of misstatement, including the possibility of multiple misstatements, and the
magnitude of potential misstatement to assess the possibility that the risk could result in material
misstatement of the financial statements.

Note: In assessing the likelihood and magnitude of potential misstatement, the
auditor may take into account the planned degree of reliance on controls selected
to test.32

Identify significant accounts and disclosures3? and their relevant assertions3* (paragraphs .60-.64
of this standard).

Note: The determination of whether an account or disclosure is significant or
whether an assertion is a relevant assertion is based on inherent risk, without
regard to the effect of controls.

Determine whether any of the identified and assessed risks of material misstatement are
significant risks (paragraphs .70-.71 of this standard).

Identifying Significant Accounts and Disclosures and Their Relevant

Assertions

To identify significant accounts and disclosures and their relevant assertions in accordance with

paragraph .59, the auditor should evaluate the qualitative and quantitative risk factors related to the
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financial statement line items and disclosures. Risk factors relevant to the identification of significant

accounts and disclosures and their relevant assertions include:

.60A

Size and composition of the account;
Susceptibility to misstatement due to error or fraud,

Volume of activity, complexity, and homogeneity of the individual transactions processed through
the account or reflected in the disclosure;

Nature of the account or disclosure;
Accounting and reporting complexities associated with the account or disclosure;
Exposure to losses in the account;

Possibility of significant contingent liabilities arising from the activities reflected in the account or
disclosure;

Existence of related party transactions in the account; and

Changes from the prior period in account and disclosure characteristics.

Additional risk factors relevant to the identification of significant accounts and disclosures

involving accounting estimates include the following:

.61

The degree of uncertainty associated with the future occurrence or outcome of events and
conditions underlying the significant assumptions;

The complexity of the process for developing the accounting estimate;
The number and complexity of significant assumptions associated with the process;

The degree of subjectivity associated with significant assumptions (for example, because of
significant changes in the related events and conditions or a lack of available observable inputs);
and

If forecasts are important to the estimate, the length of the forecast period and degree of
uncertainty regarding trends affecting the forecast.

As part of identifying significant accounts and disclosures and their relevant assertions, the auditor

also should determine the likely sources of potential misstatements that would cause the financial
statements to be materially misstated. The auditor might determine the likely sources of potential
misstatements by asking himself or herself "what could go wrong?" within a given significant account or
disclosure.

.62

The risk factors that the auditor should evaluate in the identification of significant accounts and

disclosures and their relevant assertions are the same in the audit of internal control over financial
reporting as in the audit of the financial statements; accordingly, significant accounts and disclosures and
their relevant assertions are the same for both audits.
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Note: In the financial statement audit, the auditor might perform substantive auditing
procedures on financial statement accounts, disclosures, and assertions that are not
determined to be significant accounts and disclosures and relevant assertions. 3°

.63 The components of a potential significant account or disclosure might be subject to significantly
differing risks.

.64 When a company has multiple locations or business units, the auditor should identify significant
accounts and disclosures and their relevant assertions based on the consolidated financial statements.3%A

Factors Relevant to Identifying Fraud Risks

.65  The auditor should evaluate whether the information gathered from the risk assessment
procedures indicates that one or more fraud risk factors are present and should be taken into account in
identifying and assessing fraud risks. Fraud risk factors are events or conditions that indicate (1) an
incentive or pressure to perpetrate fraud, (2) an opportunity to carry out the fraud, or (3) an attitude or
rationalization that justifies the fraudulent action. Fraud risk factors do not necessarily indicate the
existence of fraud; however, they often are present in circumstances in which fraud exists. Examples of
fraud risk factors related to fraudulent financial reporting and misappropriation of assets are listed in AS
2401.85. These illustrative risk factors are classified based on the three conditions discussed in this
paragraph, which generally are present when fraud exists.

Note: The factors listed in AS 2401.85 cover a broad range of situations and are only examples.
Accordingly, the auditor might identify additional or different fraud risk factors.

.66 All three conditions discussed in the preceding paragraph are not required to be observed or
evident to conclude that a fraud risk exists. The auditor might conclude that a fraud risk exists even when
only one of these three conditions is present.

.67  Consideration of the Risk of Omitted, Incomplete, or Inaccurate Disclosures. The auditor's evaluation
of fraud risk factors in accordance with paragraph .65 should include evaluation of how fraud could be
perpetrated or concealed by presenting incomplete or inaccurate disclosures or by omitting disclosures
that are necessary for the financial statements to be presented fairly in conformity with the applicable
financial reporting framework.

.68  Presumption of Fraud Risk Involving Improper Revenue Recognition. The auditor should presume
that there is a fraud risk involving improper revenue recognition and evaluate which types of revenue,
revenue transactions, or assertions may give rise to such risks.

.69 Consideration of the Risk of Management Override of Controls. The auditor's identification of fraud
risks should include the risk of management override of controls.

Note: Controls over management override are important to effective internal control over financial
reporting for all companies, and may be particularly important at smaller companies because of
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the increased involvement of senior management in performing controls and in the period-end
financial reporting process. For smaller companies, the controls that address the risk of
management override might be different from those at a larger company. For example, a smaller
company might rely on more detailed oversight by the audit committee that focuses on the risk of
management override.

Factors Relevant to Identifying Significant Risks

.70 To determine whether an identified and assessed risk is a significant risk, the auditor should
evaluate whether the risk requires special audit consideration because of the nature of the risk or the
likelihood and potential magnitude of misstatement related to the risk.

Note: The determination of whether a risk of material misstatement is a significant risk is based on
inherent risk, without regard to the effect of controls.

71 Factors that should be evaluated in determining which risks are significant risks include:

a. The effect of the quantitative and qualitative risk factors discussed in paragraph .60 on the
likelihood and potential magnitude of misstatements;

b.  Whether the risk is a fraud risk;
Note: A fraud risk is a significant risk.
c.  Whether the risk is related to recent significant economic, accounting, or other developments;
d. The complexity of transactions;
e. Whether the risk involves significant transactions with related parties;

f.  The degree of complexity or judgment in the recognition or measurement of financial information
related to the risk, especially those measurements involving a wide range of measurement
uncertainty; and

g.  Whether the risk involves significant unusual transactions.

Further Consideration of Controls

72 When the auditor has determined that a significant risk, including a fraud risk, exists, the auditor
should evaluate the design of the company's controls that are intended to address fraud risks and other
significant risks and determine whether those controls have been implemented, if the auditor has not
already done so when obtaining an understanding of internal control, as described in paragraphs .18-.40 of
this standard. 36

.73 Controls that address fraud risks include (a) specific controls designed to mitigate specific risks of
fraud, e.g., controls to address risks of intentional misstatement of specific accounts and (b) controls
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designed to prevent, deter, and detect fraud, e.g., controls to promote a culture of honesty and ethical
behavior.37 Such controls also include those that address the risk of management override of other
controls.

.73A  The auditor should obtain an understanding of the controls that management has established to
identify, authorize and approve, and account for and disclose significant unusual transactions in the
financial statements, if the auditor has not already done so when obtaining an understanding of internal
control, as described in paragraphs .18-.40 and .72-.73 of this standard.

Revision of Risk Assessment

.74 The auditor's assessment of the risks of material misstatement, including fraud risks, should
continue throughout the audit. When the auditor obtains audit evidence during the course of the audit
that contradicts the audit evidence on which the auditor originally based his or her risk assessment, the
auditor should revise the risk assessment and modify planned audit procedures or perform additional
procedures in response to the revised risk assessments. 38

Appendix A - Definitions

Al For purposes of this standard, the terms listed below are defined as follows:

A2 Business risks - Risks that result from significant conditions, events, circumstances, actions, or
inactions that could adversely affect a company's ability to achieve its objectives and execute its strategies.
Business risks also might result from setting inappropriate objectives and strategies or from changes or
complexity in the company's operations or management.

A3 Company's objectives and strategies - The overall plans for the company as established by
management or the board of directors. Strategies are the approaches by which management intends to
achieve its objectives.

A3A  Executive officer - For issuers, the president; any vice president of a company in charge of a
principal business unit, division, or function (such as sales, administration or finance); any other officer
who performs a policy-making function; or any other person who performs similar policy-making functions
for a company. Executive officers of subsidiaries may be deemed executive officers of a company if they
perform such policy-making functions for the company. (See Rule 3b-7 under the Exchange Act.) For
brokers and dealers, the term "executive officer" includes a broker's or dealer's chief executive officer,
chief financial officer, chief operations officer, chief legal officer, chief compliance officer, director, and
individuals with similar status or functions. (See Schedule A of Form BD.)

A4 Risk assessment procedures - The procedures performed by the auditor to obtain information for
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identifying and assessing the risks of material misstatement in the financial statements whether due to
error or fraud.

Note: Risk assessment procedures by themselves do not provide sufficient appropriate evidence
on which to base an audit opinion.

A5 Significant risk - A risk of material misstatement that requires special audit consideration.

Appendix B - Consideration of Manual and Automated
Systems and Controls

.B1  While obtaining an understanding of the company's information system related to financial
reporting, the auditor should obtain an understanding of how the company uses information technology
("IT") and how IT affects the financial statements.! The auditor also should obtain an understanding of the
extent of manual controls and automated controls used by the company, including the IT general controls
that are important to the effective operations of the automated controls. That information should be
taken into account in assessing the risks of material misstatement.?

B2  Controls in a manual system might include procedures such as approvals and reviews of
transactions, and reconciliations and follow-up of reconciling items.

.B3  Alternatively, a company might use automated procedures to initiate, record, process, and report
transactions, in which case records in electronic format would replace paper documents. When IT is used
to initiate, record, process, and report transactions, the IT systems and programs may include controls
related to the relevant assertions of significant accounts and disclosures or may be critical to the effective
functioning of manual controls that depend on IT.

.B4  The auditor should obtain an understanding of specific risks to a company's internal control over
financial reporting resulting from IT. Examples of such risks include:

m Reliance on systems or programs that are inaccurately processing data, processing inaccurate
data, or both;

m Unauthorized access to data that might result in destruction of data or improper changes to data,
including the recording of unauthorized or non-existent transactions or inaccurate recording of
transactions (particular risks might arise when multiple users access a common database);

m  The possibility of IT personnel gaining access privileges beyond those necessary to perform their
assigned duties, thereby breaking down segregation of duties;

m Unauthorized changes to data in master files;
m Unauthorized changes to systems or programs;

m Failure to make necessary changes to systems or programs;
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m Inappropriate manual intervention; and
m Potential loss of data or inability to access data as required.

B5 In obtaining an understanding of the company's control activities, the auditor should obtain an
understanding of how the company has responded to risks arising from IT.

B6  When a company uses manual elements in internal control systems and the auditor plans to rely on,
and therefore test, those manual controls, the auditor should design procedures to test the consistency in
the application of those manual controls.

Footnotes (AS 2110 - Identifying and Assessing Risks of Material Misstatement):

1 Paragraphs .05-.08 of AS 1101, Audit Risk.
2 Terms defined in Appendix A, Definitions, are set in boldface type the first time they appear.

3 s 2401, Consideration of Fraud in a Financial Statement Audit, discusses fraud, its characteristics,
and the types of misstatements due to fraud that are relevant to the audit, i.e., misstatements arising
from fraudulent financial reporting and misstatements arising from asset misappropriation. Also, AS
2410, Related Parties, requires the auditor to perform procedures to obtain an understanding of the
company's relationships and transactions with its related parties that might reasonably be expected to
affect the risks of material misstatement of the financial statements.

4 as 1105, Audit Evidence, describes further audit procedures as consisting of tests of controls and
substantive procedures.

A The term “engagement team,” as used in this standard, has the same meaning as defined in
Appendix A of AS 2101, Audit Planning.

° AS 1105.11 discusses financial statement assertions.

© The auditor should look to the requirements of the Securities and Exchange Commission for the
company under audit with respect to the accounting principles applicable to that company.

7 AS 2405, lllegal Acts by Clients, discusses the auditor's consideration of laws and regulations relevant
to the audit.

A See AS 1206, Dividing Responsibility for the Audit with Another Accounting Firm.
7B
See AS 2401.66-.67A.
& Paragraphs .21-.22 of this standard discuss components of internal control over financial reporting.

- Paragraph .13 of AS 2201, An Audit of Internal Control Over Financial Reporting That is Integrated
with An Audit of Financial Statements, states, "The size and complexity of the company, its business
processes, and business units, may affect the way in which the company achieves many of its control
objectives. The size and complexity of the company also might affect the risks of misstatement and the
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controls necessary to address those risks."
10" A5 1105.10.

11 Different internal control frameworks use different terms and approaches to describe the
components of internal control over financial reporting.

12 see securities Exchange Act Release No. 34-47986 (June 5, 2003) for a description of the
characteristics of a suitable, recognized framework.

13 AS2201.05.
14 As2201.25.
15 AS2201.A3.

46 Examples of such events and conditions include depreciation and amortization and conditions
affecting the recoverability of assets.

16A see paragraph .A3 of AS 1301, Communications with Audit Committees.

168 see U.S. Securities and Exchange Commission, Financial Reporting Release No. 72, Interpretation:
Commission Guidance Regarding Management's Discussion and Analysis of Financial Condition and
Results of Operations (Dec. 19, 2003), 68 FR 75056 (Dec. 29, 2003), at Section V ("Critical Accounting
Estimates") for management's responsibilities related to critical accounting estimates.

16C see paragraph .34 of this standard.
& Paragraphs .12-.13 of this standard.
18 Also see paragraph .B5 of Appendix B of this standard.

19 1n some companies, internal auditors or others performing an equivalent function contribute to the
monitoring of controls. AS 2605, Consideration of the Internal Audit Function, establishes requirements
regarding the auditor's consideration and use of the work of the internal audit function.

20" See AS 2201.34-.38.

et Paragraphs .16-.35 of AS 2301, The Auditor's Responses to the Risks of Material Misstatement.
22 7S 2201.B1.

23 AS2201.22.

2% The entity-level controls included in AS 2201.24 include controls related to the control environment;
the company's risk assessment process; centralized processing and controls; controls over the period-
end financial reporting process; and controls to monitor other controls.

25 See PCAOB Rule 3501(a)(i), which defines "affiliate of the accounting firm."
26 paragraph .07 of AS 2101.

2 Analytical procedures consist of evaluations of financial information made by a study of plausible
relationships among both financial and nonfinancial data.
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e Paragraphs .52-.53 of this standard.
29 see also paragraph .29 of AS 2810, Evaluating Audit Results.
30 As 2401.13.

31 AS2810.20-.23 establish further requirements for evaluating whether misstatements might be
indicative of fraud and determining the necessary procedures to be performed in those situations.

31A see AS 2401.66-.67A.

32 AS 2301.16-.35.

33 .
AS 2201.A10 states:

An account or disclosure is a significant account or disclosure if there is a reasonable possibility that the
account or disclosure could contain a misstatement that, individually or when aggregated with others,
has a material effect on the financial statements, considering the risks of both overstatement and
understatement. The determination of whether an account or disclosure is significant is based on
inherent risk, without regard to the effect of controls.

34 AS 2201.A9 states:

A relevant assertion is a financial statement assertion that has a reasonable possibility of containing a
misstatement or misstatements that would cause the financial statements to be materially misstated.
The determination of whether an assertion is a relevant assertion is based on inherent risk, without
regard to the effect of controls.

35 The auditor might perform substantive auditing procedures because his or her assessment of the
risk that undetected misstatement would cause the financial statements to be materially misstated is
unacceptably high or as a means of introducing unpredictability in the procedures performed. See AS
2810.11, .14, and .25, for further discussion about undetected misstatement. See AS 2201.61 and AS
2301.5¢, for further discussion about the unpredictability of auditing procedures.

35A see also AS 2101.11-.12, which describe additional risk assessment considerations for multi-
location engagements.

36" AS 2301 discusses the auditor's response to fraud risks and other significant risks.
37 AS2201.14 presents examples of controls that address fraud risks.

38 See also AS 2301.46.

Footnotes (Appendix B - Consideration of Manual and Automated Systems and

Controls):

L See also AS 2601, Consideration of an Entity's Use of a Service Organization, if the company uses a
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service organization for services that are part of the company's internal control over financial reporting.

2 See also paragraphs .16-.17 of AS 2101, Audit Planning.
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Introduction

.01 This standard establishes requirements and provides direction that applies when an auditor is
engaged to perform an audit of management's assessment! of the effectiveness of internal control over
financial reporting ("the audit of internal control over financial reporting") that is integrated with an audit
of the financial statements.?

.02 Effective internal control over financial reporting provides reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes. 3 If one
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or more material weaknesses exist, the company's internal control over financial reporting cannot be
considered effective.?

.03 The auditor's objective in an audit of internal control over financial reporting is to express an
opinion on the effectiveness of the company's internal control over financial reporting. Because a
company's internal control cannot be considered effective if one or more material weaknesses exist, to
form a basis for expressing an opinion, the auditor must plan and perform the audit to obtain appropriate
evidence that is sufficient to obtain reasonable assurance > about whether material weaknesses exist as of
the date specified in management's assessment. A material weakness in internal control over financial
reporting may exist even when financial statements are not materially misstated.

.04 The standards, AS 1005, Independence, AS 1010, Training and Proficiency of the Independent
Auditor, and AS 1015, Due Professional Care in the Performance of Work, are applicable to an audit of
internal control over financial reporting. Those standards require technical training and proficiency as an
auditor, independence, and the exercise of due professional care, including professional skepticism. This
standard establishes the fieldwork and reporting standards applicable to an audit of internal control over
financial reporting.

.05 The auditor should use the same suitable, recognized control framework to perform his or her
audit of internal control over financial reporting as management uses for its annual evaluation of the
effectiveness of the company's internal control over financial reporting.”

Integrating the Audits

.06 The audit of internal control over financial reporting should be integrated with the audit of the
financial statements. The objectives of the audits are not identical, however, and the auditor must plan
and perform the work to achieve the objectives of both audits.

.07 In an integrated audit of internal control over financial reporting and the financial statements, the
auditor should design his or her testing of controls to accomplish the objectives of both audits
simultaneously -

m To obtain sufficient evidence to support the auditor's opinion on internal control over financial
reporting as of year-end, and

m To obtain sufficient evidence to support the auditor's control risk assessments for purposes of the
audit of financial statements.

.08 Obtaining sufficient evidence to support control risk assessments of low for purposes of the
financial statement audit ordinarily allows the auditor to reduce the amount of audit work that otherwise
would have been necessary to opine on the financial statements. (See Appendix B for additional direction
on integration.)

Note: In some circumstances, particularly in some audits of smaller and less complex companies,
the auditor might choose not to assess control risk as low for purposes of the audit of the financial
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statements. In such circumstances, the auditor's tests of the operating effectiveness of controls
would be performed principally for the purpose of supporting his or her opinion on whether the
company's internal control over financial reporting is effective as of year-end. The results of the
auditor's financial statement auditing procedures also should inform his or her risk assessments in
determining the testing necessary to conclude on the effectiveness of a control.

Planning the Audit

.09 The auditor should properly plan the audit of internal control over financial reporting and properly
supervise the engagement team’® members. When planning an integrated audit, the auditor should
evaluate whether the following matters are important to the company's financial statements and internal
control over financial reporting and, if so, how they will affect the auditor's procedures —

m  Knowledge of the company's internal control over financial reporting obtained during other
engagements performed by the auditor;

m  Matters affecting the industry in which the company operates, such as financial reporting
practices, economic conditions, laws and regulations, and technological changes;

m  Matters relating to the company's business, including its organization, operating characteristics,
and capital structure;

m The extent of recent changes, if any, in the company, its operations, or its internal control over
financial reporting;

m The auditor's preliminary judgments about materiality, risk, and other factors relating to the
determination of material weaknesses;

m Control deficiencies previously communicated to the audit committee® or management;
m Legal or regulatory matters of which the company is aware;

m The type and extent of available evidence related to the effectiveness of the company's internal
control over financial reporting;

m Preliminary judgments about the effectiveness of internal control over financial reporting;

m Publicinformation about the company relevant to the evaluation of the likelihood of material
financial statement misstatements and the effectiveness of the company's internal control over
financial reporting;

m  Knowledge about risks related to the company evaluated as part of the auditor's client
acceptance and retention evaluation; and

m The relative complexity of the company's operations.

Note: Many smaller companies have less complex operations. Additionally, some larger, complex
companies may have less complex units or processes. Factors that might indicate less complex
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operations include: fewer business lines; less complex business processes and financial reporting
systems; more centralized accounting functions; extensive involvement by senior management in
the day-to-day activities of the business; and fewer levels of management, each with a wide span of
control.

Role of Risk Assessment

.10 Risk assessment underlies the entire audit process described by this standard, including the
determination of significant accounts and disclosures and relevant assertions, the selection of controls to
test, and the determination of the evidence necessary for a given control.

A1 A direct relationship exists between the degree of risk that a material weakness could exist in a
particular area of the company's internal control over financial reporting and the amount of audit
attention that should be devoted to that area. In addition, the risk that a company's internal control over
financial reporting will fail to prevent or detect misstatement caused by fraud usually is higher than the
risk of failure to prevent or detect error. The auditor should focus more of his or her attention on the areas
of highest risk. On the other hand, it is not necessary to test controls that, even if deficient, would not
present a reasonable possibility of material misstatement to the financial statements.

12 The complexity of the organization, business unit, or process, will play an important role in the
auditor's risk assessment and the determination of the necessary procedures.

Scaling the Audit

13 The size and complexity of the company, its business processes, and business units, may affect the
way in which the company achieves many of its control objectives. The size and complexity of the
company also might affect the risks of misstatement and the controls necessary to address those risks.
Scaling is most effective as a natural extension of the risk-based approach and applicable to the audits of
all companies. Accordingly, a smaller, less complex company, or even a larger, less complex company
might achieve its control objectives differently than a more complex company.®

Addressing the Risk of Fraud

14 When planning and performing the audit of internal control over financial reporting, the auditor
should take into account the results of his or her fraud risk assessment.2? As part of identifying and testing
entity-level controls, as discussed beginning at paragraph .22, and selecting other controls to test, as
discussed beginning at paragraph .39, the auditor should evaluate whether the company's controls
sufficiently address identified risks of material misstatement due to fraud and controls intended to address
the risk of management override of other controls. Controls that might address these risks include -

m Controls over significant transactions that are outside the normal course of business for the

company or that otherwise appear to be unusual due to their timing, size, or nature ("significant
10A
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unusual transactions"), particularly those that result in late or unusual journal entries;
m Controls over journal entries and adjustments made in the period-end financial reporting process;
m Controls over related party transactions;
m Controls related to significant management estimates; and

m Controls that mitigate incentives for, and pressures on, management to falsify or inappropriately
manage financial results.

.15 If the auditor identifies deficiencies in controls designed to prevent or detect fraud during the audit
of internal control over financial reporting, the auditor should take into account those deficiencies when
developing his or her response to risks of material misstatement during the financial statement audit, as
provided in AS 2110.65-.69.

Using the Work of Others

.16 The auditor should evaluate the extent to which he or she will use the work of others to reduce the
work the auditor might otherwise perform himself or herself. AS 2605, Consideration of the Internal Audit
Function, applies in an integrated audit of the financial statements and internal control over financial
reporting.

17 For purposes of the audit of internal control, however, the auditor may use the work performed
by, or receive direct assistance from, internal auditors, company personnel (in addition to internal
auditors), and third parties working under the direction of management or the audit committee that
provides evidence about the effectiveness of internal control over financial reporting. In an integrated
audit of internal control over financial reporting and the financial statements, the auditor also may use this
work to obtain evidence supporting the auditor's assessment of control risk for purposes of the audit of
the financial statements.

.18 The auditor should assess the competence and objectivity of the persons whose work the auditor
plans to use to determine the extent to which the auditor may use their work. The higher the degree of
competence and objectivity, the greater use the auditor may make of the work. The auditor should apply
AS 2605.09 through .11 to assess the competence and objectivity of internal auditors. The auditor should
apply the principles underlying those paragraphs to assess the competence and objectivity of persons
other than internal auditors whose work the auditor plans to use.

Note: For purposes of using the work of others, competence means the attainment and
maintenance of a level of understanding and knowledge that enables that person to perform ably
the tasks assigned to them, and objectivity means the ability to perform those tasks impartially and
with intellectual honesty. To assess competence, the auditor should evaluate factors about the
person's qualifications and ability to perform the work the auditor plans to use. To assess
objectivity, the auditor should evaluate whether factors are present that either inhibit or promote a
person's ability to perform with the necessary degree of objectivity the work the auditor plans to
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use.

Note: The auditor should not use the work of persons who have a low degree of objectivity,
regardless of their level of competence. Likewise, the auditor should not use the work of persons
who have a low level of competence regardless of their degree of objectivity. Personnel whose core
function is to serve as a testing or compliance authority at the company, such as internal auditors,
normally are expected to have greater competence and objectivity in performing the type of work
that will be useful to the auditor.

.19 The extent to which the auditor may use the work of others in an audit of internal control also
depends on the risk associated with the control being tested. As the risk associated with a control
increases, the need for the auditor to perform his or her own work on the control increases.

Materiality

.20 In planning the audit of internal control over financial reporting, the auditor should use the same
materiality considerations he or she would use in planning the audit of the company's annual financial
statements. 11

Using a Top-Down Approach

21 The auditor should use a top-down approach to the audit of internal control over financial
reporting to select the controls to test. A top-down approach begins at the financial statement level and
with the auditor's understanding of the overall risks to internal control over financial reporting. The
auditor then focuses on entity-level controls and works down to significant accounts and disclosures and
their relevant assertions. This approach directs the auditor's attention to accounts, disclosures, and
assertions that present a reasonable possibility of material misstatement to the financial statements and
related disclosures. The auditor then verifies his or her understanding of the risks in the company's
processes and selects for testing those controls that sufficiently address the assessed risk of misstatement
to each relevant assertion.

Note: The top-down approach describes the auditor's sequential thought process in identifying risks
and the controls to test, not necessarily the order in which the auditor will perform the auditing
procedures.

Identifying Entity-Level Controls

22 The auditor must test those entity-level controls that are important to the auditor's conclusion
about whether the company has effective internal control over financial reporting. The auditor's
evaluation of entity-level controls can result in increasing or decreasing the testing that the auditor
otherwise would have performed on other controls.
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.23 Entity-level controls vary in nature and precision -

m  Some entity-level controls, such as certain control environment controls, have an important, but
indirect, effect on the likelihood that a misstatement will be detected or prevented on a timely
basis. These controls might affect the other controls the auditor selects for testing and the
nature, timing, and extent of procedures the auditor performs on other controls.

m  Some entity-level controls monitor the effectiveness of other controls. Such controls might be
designed to identify possible breakdowns in lower-level controls, but not at a level of precision
that would, by themselves, sufficiently address the assessed risk that misstatements to a relevant
assertion will be prevented or detected on a timely basis. These controls, when operating
effectively, might allow the auditor to reduce the testing of other controls.

m Some entity-level controls might be designed to operate at a level of precision that would
adequately prevent or detect on a timely basis misstatements to one or more relevant assertions.
If an entity-level control sufficiently addresses the assessed risk of misstatement, the auditor
need not test additional controls relating to that risk.

24 Entity-level controls include -

m Controls related to the control environment;
m Controls over management override;

Note: Controls over management override are important to effective internal control over
financial reporting for all companies, and may be particularly important at smaller companies
because of the increased involvement of senior management in performing controls and in
the period-end financial reporting process. For smaller companies, the controls that address
the risk of management override might be different from those at a larger company. For
example, a smaller company might rely on more detailed oversight by the audit committee
that focuses on the risk of management override.

m The company's risk assessment process;
m Centralized processing and controls, including shared service environments;
m Controls to monitor results of operations;

m Controls to monitor other controls, including activities of the internal audit function, the audit
committee, and self-assessment programs;

m Controls over the period-end financial reporting process; and
m Policies that address significant business control and risk management practices.
.25 Control Environment. Because of its importance to effective internal control over financial

reporting, the auditor must evaluate the control environment at the company. As part of evaluating the
control environment, the auditor should assess -
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Whether management's philosophy and operating style promote effective internal control over
financial reporting;

Whether sound integrity and ethical values, particularly of top management, are developed and
understood; and

Whether the Board or audit committee understands and exercises oversight responsibility over

financial reporting and internal control.

Period-end Financial Reporting Process. Because of its importance to financial reporting and to the

auditor's opinions on internal control over financial reporting and the financial statements, the auditor
must evaluate the period-end financial reporting process. The period-end financial reporting process

includes the following -

27

Procedures used to enter transaction totals into the general ledger;
Procedures related to the selection and application of accounting policies;
Procedures used to initiate, authorize, record, and process journal entries in the general ledger;

Procedures used to record recurring and nonrecurring adjustments to the annual and quarterly
financial statements; and

Procedures for preparing annual and quarterly financial statements and related disclosures.

Note: Because the annual period-end financial reporting process normally occurs after the "as-of"

date of management's assessment, those controls usually cannot be tested until after the as-of

date.
As part of evaluating the period-end financial reporting process, the auditor should assess -

Inputs, procedures performed, and outputs of the processes the company uses to produce its
annual and quarterly financial statements;

The extent of information technology ("IT") involvement in the period-end financial reporting
process;

Who participates from management;

The locations involved in the period-end financial reporting process;

The types of adjusting and consolidating entries; and

The nature and extent of the oversight of the process by management, the board of directors,

and the audit committee.

Note: The auditor should obtain sufficient evidence of the effectiveness of those quarterly controls
that are important to determining whether the company's controls sufficiently address the assessed
risk of misstatement to each relevant assertion as of the date of management's assessment.
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However, the auditor is not required to obtain sufficient evidence for each quarter individually.

Identifying Significant Accounts and Disclosures and Their Relevant

Assertions

.28

The auditor should identify significant accounts and disclosures and their relevant

assertions. Relevant assertions are those financial statement assertions that have a reasonable possibility

of containing a misstatement that would cause the financial statements to be materially misstated. The

financial statement assertions includel? -

29

Existence or occurrence

Completeness

Valuation or allocation

Rights and obligations

Presentation and disclosure
Note: The auditor may base his or her work on assertions that differ from those in this standard if
the auditor has selected and tested controls over the pertinent risks in each significant account and

disclosure that have a reasonable possibility of containing misstatements that would cause the
financial statements to be materially misstated.

To identify significant accounts and disclosures and their relevant assertions, the auditor should

evaluate the qualitative and quantitative risk factors related to the financial statement line items and

disclosures. Risk factors relevant to the identification of significant accounts and disclosures and their

relevant assertions include -

Size and composition of the account;
Susceptibility to misstatement due to errors or fraud;

Volume of activity, complexity, and homogeneity of the individual transactions processed through
the account or reflected in the disclosure;

Nature of the account or disclosure;
Accounting and reporting complexities associated with the account or disclosure;
Exposure to losses in the account;

Possibility of significant contingent liabilities arising from the activities reflected in the account or
disclosure;

Existence of related party transactions in the account; and
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m Changes from the prior period in account or disclosure characteristics.

.30 As part of identifying significant accounts and disclosures and their relevant assertions, the auditor
also should determine the likely sources of potential misstatements that would cause the financial
statements to be materially misstated. The auditor might determine the likely sources of potential
misstatements by asking himself or herself "what could go wrong?" within a given significant account or
disclosure.

31 The risk factors that the auditor should evaluate in the identification of significant accounts and
disclosures and their relevant assertions are the same in the audit of internal control over financial
reporting as in the audit of the financial statements; accordingly, significant accounts and disclosures and
their relevant assertions are the same for both audits.

Note: In the financial statement audit, the auditor might perform substantive auditing
procedures on financial statement accounts, disclosures and assertions that are not

determined to be significant accounts and disclosures and relevant assertions. 13

.32 The components of a potential significant account or disclosure might be subject to significantly
differing risks. If so, different controls might be necessary to adequately address those risks.

.33 When a company has multiple locations or business units, the auditor should identify significant
accounts and disclosures and their relevant assertions based on the consolidated financial statements.
Having made those determinations, the auditor should then apply the direction in Appendix B for multiple
locations scoping decisions.

Understanding Likely Sources of Misstatement

.34 To further understand the likely sources of potential misstatements, and as a part of selecting the
controls to test, the auditor should achieve the following objectives -

m Understand the flow of transactions related to the relevant assertions, including how these
transactions are initiated, authorized, processed, and recorded;

m Verify that the auditor has identified the points within the company's processes at which a
misstatement—including a misstatement due to fraud—could arise that, individually or in
combination with other misstatements, would be material;

m ldentify the controls that management has implemented to address these potential
misstatements; and

m Identify the controls that management has implemented over the prevention or timely detection
of unauthorized acquisition, use, or disposition of the company's assets that could result in a
material misstatement of the financial statements.

.35 Because of the degree of judgment required, the auditor should either perform the procedures

152



For FYE on or after Dec. 15, 2024

that achieve the objectives in paragraph .34 himself or herself or supervise the work of others who provide
direct assistance to the auditor, as described in AS 2605.

.36 The auditor also should understand how IT affects the company's flow of transactions. The auditor
should apply paragraph .29 and Appendix B of AS 2110, which discuss the effect of information technology
on internal control over financial reporting and the risks to assess.

Note: The identification of risks and controls within IT is not a separate evaluation.
Instead, it is an integral part of the top-down approach used to identify significant
accounts and disclosures and their relevant assertions, and the controls to test, as well as
to assess risk and allocate audit effort as described by this standard.

.37 Performing Walkthroughs. Performing walkthroughs will frequently be the most effective way of
achieving the objectives in paragraph .34. In performing a walkthrough, the auditor follows a transaction
from origination through the company's processes, including information systems, until it is reflected in
the company's financial records, using the same documents and information technology that company
personnel use. Walkthrough procedures usually include a combination of inquiry, observation, inspection
of relevant documentation, and re-performance of controls.

.38 In performing a walkthrough, at the points at which important processing procedures occur, the
auditor questions the company's personnel about their understanding of what is required by the
company's prescribed procedures and controls. These probing questions, combined with the other
walkthrough procedures, allow the auditor to gain a sufficient understanding of the process and to be able
to identify important points at which a necessary control is missing or not designed effectively.
Additionally, probing questions that go beyond a narrow focus on the single transaction used as the basis
for the walkthrough allow the auditor to gain an understanding of the different types of significant

transactions handled by the process.

Selecting Controls to Test

.39 The auditor should test those controls that are important to the auditor's conclusion about
whether the company's controls sufficiently address the assessed risk of misstatement to each relevant
assertion.

40 There might be more than one control that addresses the assessed risk of misstatement to a
particular relevant assertion; conversely, one control might address the assessed risk of misstatement to
more than one relevant assertion. It is neither necessary to test all controls related to a relevant assertion
nor necessary to test redundant controls, unless redundancy is itself a control objective.

A1 The decision as to whether a control should be selected for testing depends on which controls,
individually or in combination, sufficiently address the assessed risk of misstatement to a given relevant
assertion rather than on how the control is labeled (e.g., entity-level control, transaction-level control,
control activity, monitoring control, preventive control, detective control).
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Testing Controls

Testing Design Effectiveness

42 The auditor should test the design effectiveness of controls by determining whether the company's
controls, if they are operated as prescribed by persons possessing the necessary authority and
competence to perform the control effectively, satisfy the company's control objectives and can effectively
prevent or detect errors or fraud that could result in material misstatements in the financial statements.

Note: A smaller, less complex company might achieve its control objectives in a different
manner from a larger, more complex organization. For example, a smaller, less complex
company might have fewer employees in the accounting function, limiting opportunities
to segregate duties and leading the company to implement alternative controls to achieve
its control objectives. In such circumstances, the auditor should evaluate whether those
alternative controls are effective.

43 Procedures the auditor performs to test design effectiveness include a mix of inquiry of
appropriate personnel, observation of the company's operations, and inspection of relevant
documentation. Walkthroughs that include these procedures ordinarily are sufficient to evaluate design
effectiveness.

Testing Operating Effectiveness

A4 The auditor should test the operating effectiveness of a control by determining whether the
control is operating as designed and whether the person performing the control possesses the necessary
authority and competence to perform the control effectively.

Note: In some situations, particularly in smaller companies, a company might use a third
party to provide assistance with certain financial reporting functions. When assessing the
competence of personnel responsible for a company's financial reporting and associated
controls, the auditor may take into account the combined competence of company
personnel and other parties that assist with functions related to financial reporting.

45 Procedures the auditor performs to test operating effectiveness include a mix of inquiry of
appropriate personnel, observation of the company's operations, inspection of relevant documentation,
and re-performance of the control.

Relationship of Risk to the Evidence to be Obtained

46 For each control selected for testing, the evidence necessary to persuade the auditor that the
control is effective depends upon the risk associated with the control. The risk associated with a control
consists of the risk that the control might not be effective and, if not effective, the risk that a material
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weakness would result. As the risk associated with the control being tested increases, the evidence that

the auditor should obtain also increases.

47

Note: Although the auditor must obtain evidence about the effectiveness of controls for
each relevant assertion, the auditor is not responsible for obtaining sufficient evidence to
support an opinion about the effectiveness of each individual control. Rather, the
auditor's objective is to express an opinion on the company's internal control over
financial reporting overall. This allows the auditor to vary the evidence obtained regarding
the effectiveness of individual controls selected for testing based on the risk associated
with the individual control.

Factors that affect the risk associated with a control include -

The nature and materiality of misstatements that the control is intended to prevent or detect;
The inherent risk associated with the related account(s) and assertion(s);

Whether there have been changes in the volume or nature of transactions that might adversely
affect control design or operating effectiveness;

Whether the account has a history of errors;
The effectiveness of entity-level controls, especially controls that monitor other controls;
The nature of the control and the frequency with which it operates;

The degree to which the control relies on the effectiveness of other controls (e.g., the control
environment or information technology general controls);

The competence of the personnel who perform the control or monitor its performance and
whether there have been changes in key personnel who perform the control or monitor its
performance;

Whether the control relies on performance by an individual or is automated (i.e., an automated
control would generally be expected to be lower risk if relevant information technology general
controls are effective); and

Note: A less complex company or business unit with simple business processes and
centralized accounting operations might have relatively simple information systems that make
greater use of off-the-shelf packaged software without modification. In the areas in which off-
the-shelf software is used, the auditor's testing of information technology controls might
focus on the application controls built into the pre-packaged software that management
relies on to achieve its control objectives and the IT general controls that are important to the
effective operation of those application controls.

The complexity of the control and the significance of the judgments that must be made in
connection with its operation.

Note: Generally, a conclusion that a control is not operating effectively can be supported by
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less evidence than is necessary to support a conclusion that a control is operating effectively.

A48 When the auditor identifies deviations from the company's controls, he or she should determine
the effect of the deviations on his or her assessment of the risk associated with the control being tested
and the evidence to be obtained, as well as on the operating effectiveness of the control.

Note: Because effective internal control over financial reporting cannot, and does not,
provide absolute assurance of achieving the company's control objectives, an individual
control does not necessarily have to operate without any deviation to be considered
effective.

.49 The evidence provided by the auditor's tests of the effectiveness of controls depends upon the mix
of the nature, timing, and extent of the auditor's procedures. Further, for an individual control, different
combinations of the nature, timing, and extent of testing may provide sufficient evidence in relation to the
risk associated with the control.

Note: Walkthroughs usually consist of a combination of inquiry of appropriate personnel,
observation of the company's operations, inspection of relevant documentation, and re-
performance of the control and might provide sufficient evidence of operating
effectiveness, depending on the risk associated with the control being tested, the specific
procedures performed as part of the walkthrough and the results of those procedures.

.50 Nature of Tests of Controls. Some types of tests, by their nature, produce greater evidence of the
effectiveness of controls than other tests. The following tests that the auditor might perform are
presented in order of the evidence that they ordinarily would produce, from least to most: inquiry,
observation, inspection of relevant documentation, and re-performance of a control.

Note: Inquiry alone does not provide sufficient evidence to support a conclusion about
the effectiveness of a control.

.51 The nature of the tests of effectiveness that will provide appropriate evidence depends, to a large

degree, on the nature of the control to be tested, including whether the operation of the control results in
documentary evidence of its operation. Documentary evidence of the operation of some controls, such as
management's philosophy and operating style, might not exist.

Note: A smaller, less complex company or unit might have less formal documentation
regarding the operation of its controls. In those situations, testing controls through
inquiry combined with other procedures, such as observation of activities, inspection of
less formal documentation, or re-performance of certain controls, might provide
sufficient evidence about whether the control is effective.

.52 Timing of Tests of Controls. Testing controls over a greater period of time provides more evidence
of the effectiveness of controls than testing over a shorter period of time. Further, testing performed
closer to the date of management's assessment provides more evidence than testing performed earlier in
the year. The auditor should balance performing the tests of controls closer to the as-of date with the
need to test controls over a sufficient period of time to obtain sufficient evidence of operating
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effectiveness.

.53 Prior to the date specified in management's assessment, management might implement changes
to the company's controls to make them more effective or efficient or to address control deficiencies. If
the auditor determines that the new controls achieve the related objectives of the control criteria and
have been in effect for a sufficient period to permit the auditor to assess their design and operating
effectiveness by performing tests of controls, he or she will not need to test the design and operating
effectiveness of the superseded controls for purposes of expressing an opinion on internal control over
financial reporting. If the operating effectiveness of the superseded controls is important to the auditor's
control risk assessment, the auditor should test the design and operating effectiveness of those
superseded controls, as appropriate. (See additional direction on integration beginning at paragraph .B1.)

.54 Extent of Tests of Controls. The more extensively a control is tested, the greater the evidence
obtained from that test.

.55 Roll-Forward Procedures. When the auditor reports on the effectiveness of controls as of a specific
date and obtains evidence about the operating effectiveness of controls at an interim date, he or she
should determine what additional evidence concerning the operation of the controls for the remaining
period is necessary.

.56 The additional evidence that is necessary to update the results of testing from an interim date to
the company's year-end depends on the following factors -

The specific control tested prior to the as-of date, including the risks associated with the control
and the nature of the control, and the results of those tests;

m The sufficiency of the evidence of effectiveness obtained at an interim date;
m The length of the remaining period; and
m The possibility that there have been any significant changes in internal control over financial

reporting subsequent to the interim date.

Note: In some circumstances, such as when evaluation of the foregoing factors indicates a low risk
that the controls are no longer effective during the roll-forward period, inquiry alone might be
sufficient as a roll-forward procedure.

Special Considerations for Subsequent Years' Audits

.57 In subsequent years' audits, the auditor should incorporate knowledge obtained during past audits
he or she performed of the company's internal control over financial reporting into the decision-making
process for determining the nature, timing, and extent of testing necessary. This decision-making process
is described in paragraphs .46 through .56.

.58 Factors that affect the risk associated with a control in subsequent years' audits include those in
paragraph .47 and the following -
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m The nature, timing, and extent of procedures performed in previous audits,
m The results of the previous years' testing of the control, and

m  Whether there have been changes in the control or the process in which it operates since the
previous audit.

.59 After taking into account the risk factors identified in paragraphs .47 and .58, the additional
information available in subsequent years' audits might permit the auditor to assess the risk as lower than
in the initial year. This, in turn, might permit the auditor to reduce testing in subsequent years.

.60 The auditor may also use a benchmarking strategy for automated application controls in
subsequent years' audits. Benchmarking is described further beginning at paragraph .B28.

.61 In addition, the auditor should vary the nature, timing, and extent of testing of controls from year
to year to introduce unpredictability into the testing and respond to changes in circumstances. For this
reason, each year the auditor might test controls at a different interim period, increase or reduce the
number and types of tests performed, or change the combination of procedures used.

Evaluating Identified Deficiencies

.62 The auditor must evaluate the severity of each control deficiency that comes to his or her
attention to determine whether the deficiencies, individually or in combination, are material weaknesses
as of the date of management's assessment. In planning and performing the audit, however, the auditor is
not required to search for deficiencies that, individually or in combination, are less severe than a material
weakness.

.63 The severity of a deficiency depends on -

m  Whether there is a reasonable possibility that the company's controls will fail to prevent or detect
a misstatement of an account balance or disclosure; and

m  The magnitude of the potential misstatement resulting from the deficiency or deficiencies.
.64 The severity of a deficiency does not depend on whether a misstatement actually has occurred but

rather on whether there is a reasonable possibility that the company's controls will fail to prevent or
detect a misstatement.

.65 Risk factors affect whether there is a reasonable possibility that a deficiency, or a combination of
deficiencies, will result in a misstatement of an account balance or disclosure. The factors include, but are
not limited to, the following -

m The nature of the financial statement accounts, disclosures, and assertions involved;

m The susceptibility of the related asset or liability to loss or fraud;
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m The subjectivity, complexity, or extent of judgment required to determine the amount involved;

m The interaction or relationship of the control with other controls, including whether they are

interdependent or redundant;
m Theinteraction of the deficiencies; and

m The possible future consequences of the deficiency.

Note: The evaluation of whether a control deficiency presents a reasonable possibility of
misstatement can be made without quantifying the probability of occurrence as a specific
percentage or range.

Note: Multiple control deficiencies that affect the same financial statement account balance or
disclosure increase the likelihood of misstatement and may, in combination, constitute a material
weakness, even though such deficiencies may individually be less severe. Therefore, the auditor
should determine whether individual control deficiencies that affect the same significant account or
disclosure, relevant assertion, or component of internal control collectively result in a material

weakness.

.66 Factors that affect the magnitude of the misstatement that might result from a deficiency or
deficiencies in controls include, but are not limited to, the following -

m The financial statement amounts or total of transactions exposed to the deficiency; and
m The volume of activity in the account balance or class of transactions exposed to the deficiency

that has occurred in the current period or that is expected in future periods.

.67 In evaluating the magnitude of the potential misstatement, the maximum amount that an account
balance or total of transactions can be overstated is generally the recorded amount, while
understatements could be larger. Also, in many cases, the probability of a small misstatement will be
greater than the probability of a large misstatement.

.68 The auditor should evaluate the effect of compensating controls when determining whether a
control deficiency or combination of deficiencies is a material weakness. To have a mitigating effect, the
compensating control should operate at a level of precision that would prevent or detect a misstatement
that could be material.

Indicators of Material Weaknesses

.69 Indicators of material weaknesses in internal control over financial reporting include -

m Identification of fraud, whether or not material, on the part of senior management;4

m Restatement of previously issued financial statements to reflect the correction of a material

misstatement;1>

159



For FYE on or after Dec. 15, 2024

m Identification by the auditor of a material misstatement of financial statements in the current
period in circumstances that indicate that the misstatement would not have been detected by the
company's internal control over financial reporting; and

m Ineffective oversight of the company's external financial reporting and internal control over
financial reporting by the company's audit committee.

.70 When evaluating the severity of a deficiency, or combination of deficiencies, the auditor also
should determine the level of detail and degree of assurance that would satisfy prudent officials in the
conduct of their own affairs that they have reasonable assurance that transactions are recorded as
necessary to permit the preparation of financial statements in conformity with generally accepted
accounting principles. If the auditor determines that a deficiency, or combination of deficiencies, might
prevent prudent officials in the conduct of their own affairs from concluding that they have reasonable
assurance that transactions are recorded as necessary to permit the preparation of financial statements in
conformity with generally accepted accounting principles, then the auditor should treat the deficiency, or
combination of deficiencies, as an indicator of a material weakness.

Wrapping-Up

Forming an Opinion

71 The auditor should form an opinion on the effectiveness of internal control over financial reporting
by evaluating evidence obtained from all sources, including the auditor's testing of controls,
misstatements detected during the financial statement audit, and any identified control deficiencies.

Note: As part of this evaluation, the auditor should review reports issued during the year
by internal audit (or similar functions) that address controls related to internal control
over financial reporting and evaluate control deficiencies identified in those reports.

72 After forming an opinion on the effectiveness of the company's internal control over financial
reporting, the auditor should evaluate the presentation of the elements that management is required,
under the SEC's rules, to present in its annual report on internal control over financial reporting.1®

.73 If the auditor determines that any required elements of management's annual report on internal
control over financial reporting are incomplete or improperly presented, the auditor should follow the
direction in paragraph .C2.

74 The auditor may form an opinion on the effectiveness of internal control over financial reporting
only when there have been no restrictions on the scope of the auditor's work. A scope limitation requires
the auditor to disclaim an opinion or withdraw from the engagement (see paragraphs .C3 through .C7).

Obtaining Written Representations
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.75 In an audit of internal control over financial reporting, the auditor should obtain written
representations from management -

a. Acknowledging management's responsibility for establishing and maintaining effective internal
control over financial reporting;

b. Stating that management has performed an evaluation and made an assessment of the
effectiveness of the company's internal control over financial reporting and specifying the control
criteria;

c. Stating that management did not use the auditor's procedures performed during the audits of
internal control over financial reporting or the financial statements as part of the basis for
management's assessment of the effectiveness of internal control over financial reporting;

d. Stating management's conclusion, as set forth in its assessment, about the effectiveness of the
company's internal control over financial reporting based on the control criteria as of a specified
date;

e. Stating that management has disclosed to the auditor all deficiencies in the design or operation of
internal control over financial reporting identified as part of management's evaluation, including
separately disclosing to the auditor all such deficiencies that it believes to be significant
deficiencies or material weaknesses in internal control over financial reporting;

f.  Describing any fraud resulting in a material misstatement to the company's financial statements
and any other fraud that does not result in a material misstatement to the company's financial
statements but involves senior management or management or other employees who have a
significant role in the company's internal control over financial reporting;

g. Stating whether control deficiencies identified and communicated to the audit committee during
previous engagements pursuant to paragraphs .78 and .80 have been resolved, and specifically
identifying any that have not; and

h. Stating whether there were, subsequent to the date being reported on, any changes in internal
control over financial reporting or other factors that might significantly affect internal control
over financial reporting, including any corrective actions taken by management with regard to
significant deficiencies and material weaknesses.

.76 The failure to obtain written representations from management, including management's refusal
to furnish them, constitutes a limitation on the scope of the audit. As discussed further in paragraph .C3,
when the scope of the audit is limited, the auditor should either withdraw from the engagement or
disclaim an opinion. Further, the auditor should evaluate the effects of management's refusal on his or her
ability to rely on other representations, including those obtained in the audit of the company's financial
statements.

77 AS 2805, Management Representations, explains matters such as who should sign the letter, the
period to be covered by the letter, and when to obtain an updated letter.
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Communicating Certain Matters

.78 The auditor must communicate, in writing, to management and the audit committee all material
weaknesses identified during the audit. The written communication should be made prior to the issuance
of the auditor's report on internal control over financial reporting.

.79 If the auditor concludes that the oversight of the company's external financial reporting and
internal control over financial reporting by the company's audit committee is ineffective, the auditor must
communicate that conclusion in writing to the board of directors.

80. The auditor also should consider whether there are any deficiencies, or combinations of
deficiencies, that have been identified during the audit that are significant deficiencies and must
communicate such deficiencies, in writing, to the audit committee. This communication should be made in
a timely manner and prior to the issuance of the auditor's report on internal control over financial
reporting.

81.  The auditor also should communicate to management, in writing, all deficiencies in internal control
over financial reporting (i.e., those deficiencies in internal control over financial reporting that are of a
lesser magnitude than material weaknesses) identified during the audit and inform the audit committee
when such a communication has been made. The auditor should communicate this information to the
audit committee in a timely manner and prior to the issuance of the auditor's report on internal control
over financial reporting. When making this communication, it is not necessary for the auditor to repeat
information about such deficiencies that has been included in previously issued written communications,
whether those communications were made by the auditor, internal auditors, or others within the
organization.

.82 The auditor is not required to perform procedures that are sufficient to identify all control
deficiencies; rather, the auditor communicates deficiencies in internal control over financial reporting of
which he or she is aware.

.83 Because the audit of internal control over financial reporting does not provide the auditor with
assurance that he or she has identified all deficiencies less severe than a material weakness, the auditor
should not issue a report stating that no such deficiencies were noted during the audit.

.84 When auditing internal control over financial reporting, the auditor may become aware of fraud or
possible illegal acts. In such circumstances, the auditor must determine his or her responsibilities under AS
2401, AS 2405, lllegal Acts by Clients, and Section 10A of the Securities Exchange Act of 1934.17

Reporting on Internal Control

.85 The auditor's report on the audit of internal control over financial reporting includes the following
elements!® -

Title
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.85A The auditor's report must include the title, "Report of Independent Registered Public Accounting
Firm."

Addressee

.85B The auditor's report must be addressed to the shareholders and the board of directors, or
equivalents for companies not organized as corporations. The auditor's report may include additional
addressees.

Opinion on the Internal Control over Financial Reporting

.85C The first section of the auditor's report on the audit of internal control over financial reporting
must include the section title "Opinion on Internal Control over Financial Reporting" and the following
elements-

a. The name of the company whose internal control over financial reporting was audited; and

b. The auditor's opinion on whether the company maintained, in all material respects, effective
internal control over financial reporting as of the specified date, based on the control criteria.

Basis for Opinion

.85D The second section of the auditor's report on the audit of internal control over financial reporting
must include the section title "Basis for Opinion" and the following elements:

a. Astatement that management is responsible for maintaining effective internal control over
financial reporting and for assessing the effectiveness of internal control over financial reporting;

b.  Anidentification of management's report on internal control;

c. Astatement that the auditor's responsibility is to express an opinion on the company's internal
control over financial reporting based on his or her audit;

d. Astatement that the auditor is a public accounting firm registered with the Public Company
Accounting Oversight Board (United States) ("PCAOB") and is required to be independent with
respect to the company in accordance with the U.S. federal securities laws and the applicable
rules and regulations of the Securities and Exchange Commission and the PCAOB,;

e. A statement that the audit was conducted in accordance with the standards of the PCAOB;

f. A statement that the standards of the PCAOB require that the auditor plan and perform the audit
to obtain reasonable assurance about whether effective internal control over financial reporting
was maintained in all material respects;

g. Astatement that an audit included obtaining an understanding of internal control over financial
reporting, assessing the risk that a material weakness exists, testing and evaluating the design and
operating effectiveness of internal control based on the assessed risk, and performing such other
procedures as the auditor considered necessary in the circumstances; and
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h. A statement that the auditor believes the audit provides a reasonable basis for his or her opinion.

Definition and Limitations of Internal Control Over Financial Reporting

.85E The third section of the auditor's report on the audit of internal control over financial reporting
must include the section title "Definition and Limitations of Internal Control Over Financial Reporting " and
the following elements:

a. Adefinition of internal control over financial reporting as stated in paragraph .A5;

b. A paragraph stating that, because of inherent limitations, internal control over financial reporting
may not prevent or detect misstatements and that projections of any evaluation of effectiveness
to future periods are subject to the risk that controls may become inadequate because of changes
in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

Signature, Location, and Date
.85F The auditor's report must include the following elements:

a. The signature of the auditor's firm;18A

b. The city and state (or city and country, in the case of non-U.S. auditors) from which the auditor's
report has been issued; and

c. The date of the audit report.

Separate or Combined Reports

.86 The auditor may choose to issue a combined report (i.e., one report containing both an opinion on
the financial statements and an opinion on internal control over financial reporting) or separate reports on
the company's financial statements and on internal control over financial reporting.

.87 The following example combined report expressing an unqualified opinion on financial statements
and an unqualified opinion on internal control over financial reporting illustrates the report elements
described in this section.

Report of Independent Registered Public Accounting Firm
To the shareholders and the board of directors of W Company
Opinions on the Financial Statements and Internal Control over Financial Reporting

We have audited the accompanying balance sheets of W Company (the "Company") as of December
31, 20X8 and 20X7, and the related statements of [titles of the financial statements, e.qg., income,
comprehensive income, stockholders' equity, and cash flows] for each of the years in the three-year
period ended December 31, 20X8, and the related notes [and schedules] (collectively referred to as
the "financial statements"). We also have audited the Company's internal control over financial
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reporting as of December 31, 20X8, based on [I/dentify control criteria, for example, "criteria
established in Internal Control - Integrated Framework: (20XX) issued by the Committee of
Sponsoring Organizations of the Treadway Commission (COSO)."].

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of the Company as of December 31, 20X8 and 20X7, and the results of its
operations and its cash flows for each of the years in the three-year period ended December 31,
20X8 in conformity with accounting principles generally accepted in the United States of America.
Also in our opinion, the Company maintained, in all material respects, effective internal control over
financial reporting as of December 31, 20X8, based on [/dentify control criteria, for example,
“criteria established in Internal Control - Integrated Framework: (20XX) issued by COSO."].

Basis for Opinion

The Company's management is responsible for these financial statements, for maintaining effective
internal control over financial reporting, and for its assessment of the effectiveness of internal
control over financial reporting, included in the accompanying [title of management's report]. Our
responsibility is to express an opinion on the Company's financial statements and an opinion on the
Company's internal control over financial reporting based on our audits. We are a public accounting
firm registered with the Public Company Accounting Oversight Board (United States) ("PCAOB") and
are required to be independent with respect to the Company in accordance with the U.S. federal
securities laws and the applicable rules and regulations of the Securities and Exchange Commission
and the PCAOB.

We conducted our audits in accordance with the standards of the PCAOB. Those standards require
that we plan and perform the audits to obtain reasonable assurance about whether the financial
statements are free of material misstatement, whether due to error or fraud, and whether effective
internal control over financial reporting was maintained in all material respects.

Our audits of the financial statements included performing procedures to assess the risks of
material misstatement of the financial statements, whether due to error or fraud, and performing
procedures that respond to those risks. Such procedures included examining, on a test basis,
evidence regarding the amounts and disclosures in the financial statements. Our audits also
included evaluating the accounting principles used and significant estimates made by management,
as well as evaluating the overall presentation of the financial statements. Our audit of internal
control over financial reporting included obtaining an understanding of internal control over
financial reporting, assessing the risk that a material weakness exists, and testing and evaluating the
design and operating effectiveness of internal control based on the assessed risk. Our audits also
included performing such other procedures as we considered necessary in the circumstances. We
believe that our audits provide a reasonable basis for our opinions.

Definition and Limitations of Internal Control Over Financial Reporting

A company's internal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements
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for external purposes in accordance with generally accepted accounting principles. A company's
internal control over financial reporting includes those policies and procedures that (1) pertain to
the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions
and dispositions of the assets of the company; (2) provide reasonable assurance that transactions
are recorded as necessary to permit preparation of financial statements in accordance with
generally accepted accounting principles, and that receipts and expenditures of the company are
being made only in accordance with authorizations of management and directors of the company;
and (3) provide reasonable assurance regarding prevention or timely detection of unauthorized
acquisition, use, or disposition of the company's assets that could have a material effect on the
financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or
detect misstatements. Also, projections of any evaluation of effectiveness to future periods are
subject to the risk that controls may become inadequate because of changes in conditions, or that
the degree of compliance with the policies or procedures may deteriorate.

Critical Audit Matters [if applicable]

[Include critical audit matters]

[Signature)

We have served as the Company's auditor since [year].
[City and State or Country]

[Date]

.88 If the auditor chooses to issue a separate report on internal control over financial reporting, he or
she should add the following paragraph (immediately following the opinion paragraph) to the auditor's
report on the financial statements —

We also have audited, in accordance with the standards of the Public Company Accounting
Oversight Board (United States) ("PCAOB"), the Company's internal control over financial reporting
as of December 31, 20X8, based on [ identify control criteria ] and our report dated [ date of report,
which should be the same as the date of the report on the financial statements ]| expressed [ include
nature of opinion ].

The auditor also should add the following paragraph (immediately following the opinion paragraph) to the
report on internal control over financial reporting —

We also have audited, in accordance with the standards of the Public Company Accounting
Oversight Board (United States) ("PCAOB"), the [ identify financial statements ] of the Company and
our report dated [ date of report, which should be the same as the date of the report on the
effectiveness of internal control over financial reporting ] expressed [ include nature of opinion ].
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Report Date

.89 The auditor should date the audit report no earlier than the date on which the auditor has
obtained sufficient appropriate evidence to support the auditor's opinion. Because the auditor cannot
audit internal control over financial reporting without also auditing the financial statements, the reports

should be dated the same.

Material Weaknesses

.90 Paragraphs .62 through .70 describe the evaluation of deficiencies. If there are deficiencies that,
individually or in combination, result in one or more material weaknesses, the auditor must express an
adverse opinion on the company's internal control over financial reporting, unless there is a restriction on

the scope of the engagement.®

91 When expressing an adverse opinion on internal control over financial reporting because of a

material weakness, the auditor's report must include -

m The definition of a material weakness, as provided in paragraph .A7.

m Astatement that a material weakness has been identified and an identification of the material

weakness described in management's assessment.

Note: If the material weakness has not been included in management's assessment, the report
should be modified to state that a material weakness has been identified but not included in
management's assessment. Additionally, the auditor's report should include a description of the
material weakness, which should provide the users of the audit report with specific information
about the nature of the material weakness and its actual and potential effect on the presentation of
the company's financial statements issued during the existence of the weakness. In this case, the
auditor also should communicate in writing to the audit committee that the material weakness was
not disclosed or identified as a material weakness in management's assessment. If the material
weakness has been included in management's assessment but the auditor concludes that the
disclosure of the material weakness is not fairly presented in all material respects, the auditor's
report should describe this conclusion as well as the information necessary to fairly describe the

material weakness.

.92 The auditor should determine the effect his or her adverse opinion on internal control has on his or
her opinion on the financial statements. Additionally, the auditor should disclose whether his or her
opinion on the financial statements was affected by the adverse opinion on internal control over financial

reporting.
Note: If the auditor issues a separate report on internal control over financial reporting in
this circumstance, the disclosure required by this paragraph may be combined with the

report language described in paragraphs .88 and .91. The auditor may present the
combined language either as a separate paragraph or as part of the paragraph that
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identifies the material weakness.

Subsequent Events

.93 Changes in internal control over financial reporting or other factors that might significantly affect
internal control over financial reporting might occur subsequent to the date as of which internal control
over financial reporting is being audited but before the date of the auditor's report. The auditor should
inquire of management whether there were any such changes or factors and obtain written
representations from management relating to such matters, as described in paragraph .75h.

.94 To obtain additional information about whether changes have occurred that might affect the
effectiveness of the company's internal control over financial reporting and, therefore, the auditor's
report, the auditor should inquire about and examine, for this subsequent period, the following -

Relevant internal audit (or similar functions, such as loan review in a financial institution) reports
issued during the subsequent period,

m Independent auditor reports (if other than the auditor's) of deficiencies in internal control,
m Regulatory agency reports on the company's internal control over financial reporting, and

m Information about the effectiveness of the company's internal control over financial reporting
obtained through other engagements.

.95 The auditor might inquire about and examine other documents for the subsequent period.
Paragraphs .01 through .09 of AS 2801, Subsequent Events , provide direction on subsequent events for a
financial statement audit that also may be helpful to the auditor performing an audit of internal control
over financial reporting.

.96 If the auditor obtains knowledge about subsequent events that materially and adversely affect the
effectiveness of the company's internal control over financial reporting as of the date specified in the
assessment, the auditor should issue an adverse opinion on internal control over financial reporting (and
follow the direction in paragraph .C2 if management's assessment states that internal control over
financial reporting is effective). If the auditor is unable to determine the effect of the subsequent event on
the effectiveness of the company's internal control over financial reporting, the auditor should disclaim an
opinion. As described in paragraph .C13, the auditor should disclaim an opinion on management's
disclosures about corrective actions taken by the company after the date of management's assessment, if
any.

.97 The auditor may obtain knowledge about subsequent events with respect to conditions that did
not exist at the date specified in the assessment but arose subsequent to that date and before issuance of
the auditor's report. If a subsequent event of this type has a material effect on the company's internal
control over financial reporting, the auditor should include in his or her report an explanatory paragraph
describing the event and its effects or directing the reader's attention to the event and its effects as
disclosed in management's report.
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.98 After the issuance of the report on internal control over financial reporting, the auditor may
become aware of conditions that existed at the report date that might have affected the auditor's opinion
had he or she been aware of them. The auditor's evaluation of such subsequent information is similar to
the auditor's evaluation of information discovered subsequent to the date of the report on an audit of
financial statements, as described in AS 2905, Subsequent Discovery of Facts Existing at the Date of the
Auditor's Report .

Appendix A - Definitions

Al For purposes of this standard, the terms listed below are defined as follows -

A2 A control objective provides a specific target against which to evaluate the effectiveness of
controls. A control objective for internal control over financial reporting generally relates to a relevant
assertion and states a criterion for evaluating whether the company's control procedures in a specific area
provide reasonable assurance that a misstatement or omission in that relevant assertion is prevented or
detected by controls on a timely basis.

A3 Adeficiency in internal control over financial reporting exists when the design or operation of a
control does not allow management or employees, in the normal course of performing their assigned
functions, to prevent or detect misstatements on a timely basis.

m A deficiency in design exists when (a) a control necessary to meet the control objective is missing
or (b) an existing control is not properly designed so that, even if the control operates as
designed, the control objective would not be met.

m A deficiency in operation exists when a properly designed control does not operate as designed,
or when the person performing the control does not possess the necessary authority or
competence to perform the control effectively.

A4 Financial statements and related disclosures refers to a company's financial statements and notes
to the financial statements as presented in accordance with generally accepted accounting principles
("GAAP"). References to financial statements and related disclosures do not extend to the preparation of
management's discussion and analysis or other similar financial information presented outside a
company's GAAP-basis financial statements and notes.

A5 Internal control over financial reporting is a process designed by, or under the supervision of, the
company's principal executive and principal financial officers, or persons performing similar functions, and
effected by the company's board of directors, management, and other personnel, to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with GAAP and includes those policies and procedures that -

(1) Pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
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transactions and dispositions of the assets of the company;

(2) Provide reasonable assurance that transactions are recorded as necessary to permit preparation
of financial statements in accordance with generally accepted accounting principles, and that
receipts and expenditures of the company are being made only in accordance with authorizations

of management and directors of the company; and

(3) Provide reasonable assurance regarding prevention or timely detection of unauthorized
acquisition, use, or disposition of the company's assets that could have a material effect on the

financial statements.t

Note: The auditor's procedures as part of either the audit of internal control over financial
reporting or the audit of the financial statements are not part of a company's internal

control over financial reporting.

Note: Internal control over financial reporting has inherent limitations. Internal control
over financial reporting is a process that involves human diligence and compliance and is
subject to lapses in judgment and breakdowns resulting from human failures. Internal
control over financial reporting also can be circumvented by collusion or improper
management override. Because of such limitations, there is a risk that material
misstatements will not be prevented or detected on a timely basis by internal control over
financial reporting. However, these inherent limitations are known features of the
financial reporting process. Therefore, it is possible to design into the process safeguards
to reduce, though not eliminate, this risk.

A6 Management's assessment is the assessment described in Item 308(a)(3) of Regulations S-B and S-
K that is included in management's annual report on internal control over financial reporting.2

A7 A material weakness is a deficiency, or a combination of deficiencies, in internal control over
financial reporting, such that there is a reasonable possibility that a material misstatement of the
company's annual or interim financial statements will not be prevented or detected on a timely basis.

Note: There is a reasonable possibility of an event, as used in this standard, when the
likelihood of the event is either "reasonably possible" or "probable," as those terms are
used in Financial Accounting Standards Board Statement No. 5, Accounting for
Contingencies ("FAS 5").3

A8  Controls over financial reporting may be preventive controls or detective controls. Effective
internal control over financial reporting often includes a combination of preventive and detective controls.

m Preventive controls have the objective of preventing errors or fraud that could result in a
misstatement of the financial statements from occurring.

m Detective controls have the objective of detecting errors or fraud that has already occurred that
could result in a misstatement of the financial statements.
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A9  Arelevant assertion is a financial statement assertion that has a reasonable possibility of containing
a misstatement or misstatements that would cause the financial statements to be materially misstated.
The determination of whether an assertion is a relevant assertion is based on inherent risk, without regard
to the effect of controls.

\A10 An account or disclosure is a significant account or disclosure if there is a reasonable possibility
that the account or disclosure could contain a misstatement that, individually or when aggregated with
others, has a material effect on the financial statements, considering the risks of both overstatement and
understatement. The determination of whether an account or disclosure is significant is based on inherent
risk, without regard to the effect of controls.

A11 A significant deficiency is a deficiency, or a combination of deficiencies, in internal control over
financial reporting that is less severe than a material weakness, yet important enough to merit attention
by those responsible for oversight of the company's financial reporting.

Appendix B - Special Topics

Summary Table of Contents

.B1 Integration of Audits
.B10 Multiple Locations Scoping Decisions
.B17 Use of Service Organizations

.B28 Benchmarking of Automated Controls

Integration of Audits

.B1  Tests of Controls in an Audit of Internal Control. The objective of the tests of controls in an audit of
internal control over financial reporting is to obtain evidence about the effectiveness of controls to
support the auditor's opinion on the company's internal control over financial reporting. The auditor's
opinion relates to the effectiveness of the company's internal control over financial reporting as of a point
in time and taken as a whole.

.B2  To express an opinion on internal control over financial reporting as of a point in time, the auditor
should obtain evidence that internal control over financial reporting has operated effectively for a
sufficient period of time, which may be less than the entire period (ordinarily one year) covered by the
company's financial statements. To express an opinion on internal control over financial reporting taken as
a whole, the auditor must obtain evidence about the effectiveness of selected controls over all relevant
assertions. This requires that the auditor test the design and operating effectiveness of controls he or she
ordinarily would not test if expressing an opinion only on the financial statements.
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.B3  When concluding on the effectiveness of internal control over financial reporting for purposes of
expressing an opinion on internal control over financial reporting, the auditor should incorporate the
results of any additional tests of controls performed to achieve the objective related to expressing an
opinion on the financial statements, as discussed in the following section.

.B4  Tests of Controls in an Audit of Financial Statements. To express an opinion on the financial
statements, the auditor ordinarily performs tests of controls and substantive procedures. The objective of
the tests of controls the auditor performs for this purpose is to assess control risk. To assess control risk
for specific financial statement assertions at less than the maximum, the auditor is required to obtain
evidence that the relevant controls operated effectively during the entire period upon which the auditor
plans to place reliance on those controls. However, the auditor is not required to assess control risk at less
than the maximum for all relevant assertions and, for a variety of reasons, the auditor may choose not to
do so.

.B5  When concluding on the effectiveness of controls for the purpose of assessing control risk, the
auditor also should evaluate the results of any additional tests of controls performed to achieve the
objective related to expressing an opinion on the company's internal control over financial reporting, as
discussed in paragraph .B2. Consideration of these results may require the auditor to alter the nature,
timing, and extent of substantive procedures and to plan and perform further tests of controls, particularly
in response to identified control deficiencies.

.B6  Effect of Tests of Controls on Substantive Procedures. If, during the audit of internal control over
financial reporting, the auditor identifies a deficiency, he or she should determine the effect of the
deficiency, if any, on the nature, timing, and extent of substantive procedures to be performed to reduce
audit risk in the audit of the financial statements to an appropriately low level.

.B7  Regardless of the assessed level of control risk or the assessed risk of material misstatement in
connection with the audit of the financial statements, the auditor should perform substantive procedures
for all relevant assertions. Performing procedures to express an opinion on internal control over financial
reporting does not diminish this requirement.

.B8  Effect of Substantive Procedures on the Auditor's Conclusions About the Operating Effectiveness of
Controls. In an audit of internal control over financial reporting, the auditor should evaluate the effect of
the findings of the substantive auditing procedures performed in the audit of financial statements on the
effectiveness of internal control over financial reporting. This evaluation should include, at a minimum -

m The auditor's risk assessments in connection with the selection and application of substantive
procedures, especially those related to fraud.

m  Findings with respect to illegal acts and related party transactions.

m Indications of management bias in making accounting estimates and in selecting accounting
principles.

m  Misstatements detected by substantive procedures. The extent of such misstatements might alter
the auditor's judgment about the effectiveness of controls.
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.B9  To obtain evidence about whether a selected control is effective, the control must be tested
directly; the effectiveness of a control cannot be inferred from the absence of misstatements detected by
substantive procedures. The absence of misstatements detected by substantive procedures, however,
should inform the auditor's risk assessments in determining the testing necessary to conclude on the
effectiveness of a control.

Multiple Locations Scoping Decisions

.B10 In determining the locations or business units at which to perform tests of controls, the auditor
should assess the risk of material misstatement to the financial statements associated with the location or
business unit and correlate the amount of audit attention devoted to the location or business unit with the
degree of risk.

Note: The auditor may eliminate from further consideration locations or business units
that, individually or when aggregated with others, do not present a reasonable possibility
of material misstatement to the company's consolidated financial statements.

.B11 In assessing and responding to risk, the auditor should test controls over specific risks that present a
reasonable possibility of material misstatement to the company's consolidated financial statements. In
lower-risk locations or business units, the auditor first might evaluate whether testing entity-level controls,
including controls in place to provide assurance that appropriate controls exist throughout the
organization, provides the auditor with sufficient evidence.

.B12 In determining the locations or business units at which to perform tests of controls, the auditor may
take into account work performed by others on behalf of management. For example, if the internal
auditors' planned procedures include relevant audit work at various locations, the auditor may coordinate
work with the internal auditors and reduce the number of locations or business units at which the auditor
would otherwise need to perform auditing procedures.

.B13 The direction in paragraph .61 regarding special considerations for subsequent years' audits means
that the auditor should vary the nature, timing, and extent of testing of controls at locations or business
units from year to year.

.B14  Special Situations. The scope of the audit should include entities that are acquired on or before the
date of management's assessment and operations that are accounted for as discontinued operations on
the date of management's assessment. The direction in this multiple-locations discussion describes how to
determine whether it is necessary to test controls at these entities or operations.

.B15 For equity method investments, the scope of the audit should include controls over the reporting in
accordance with generally accepted accounting principles, in the company's financial statements, of the
company's portion of the investees' income or loss, the investment balance, adjustments to the income or
loss and investment balance, and related disclosures. The audit ordinarily would not extend to controls at
the equity method investee.

.B16 Insituations in which the SEC allows management to limit its assessment of internal control over
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financial reporting by excluding certain entities, the auditor may limit the audit in the same manner. In
these situations, the auditor's opinion would not be affected by a scope limitation. However, the auditor
should include, either in an additional explanatory paragraph or as part of the Basis for Opinion section in
his or her report, a disclosure similar to management's regarding the exclusion of an entity from the scope
of both management's assessment and the auditor's audit of internal control over financial reporting.
Additionally, the auditor should evaluate the reasonableness of management's conclusion that the
situation meets the criteria of the SEC's allowed exclusion and the appropriateness of any required
disclosure related to such a limitation. If the auditor believes that management's disclosure about the
limitation requires modification, the auditor should follow the same communication responsibilities that
are described in paragraphs .29 through .32 of AS 4105, Reviews of Interim Financial Information. If
management and the audit committee do not respond appropriately, in addition to fulfilling those
responsibilities, the auditor should modify his or her report on the audit of internal control over financial
reporting to include an explanatory paragraph describing the reasons why the auditor believes
management's disclosure requires modification.

Use of Service Organizations

.B17 AS 2601, Consideration of an Entity's Use of a Service Organization, applies to the audit of financial
statements of a company that obtains services from another organization that are part of the company's
information system. The auditor may apply the relevant concepts described in AS 2601 to the audit of
internal control over financial reporting.

.B18 AS 2601.03 describes the situation in which a service organization's services are part of a company's
information system. If the service organization's services are part of a company's information system, as
described therein, then they are part of the information and communication component of the company's
internal control over financial reporting. When the service organization's services are part of the
company's internal control over financial reporting, the auditor should include the activities of the service
organization when determining the evidence required to support his or her opinion.

.B19 AS 2601.07 through .16 describe the procedures that the auditor should perform with respect to
the activities performed by the service organization. The procedures include -

a. Obtaining an understanding of the controls at the service organization that are relevant to the
entity's internal control and the controls at the user organization over the activities of the service
organization, and

b.  Obtaining evidence that the controls that are relevant to the auditor's opinion are operating
effectively.

.B20 Evidence that the controls that are relevant to the auditor's opinion are operating effectively may
be obtained by following the procedures described in AS 2601.12. These procedures include -

a. Obtaining a service auditor's report on controls placed in operation and tests of operating
effectiveness, or a report on the application of agreed-upon procedures that describes relevant

174



For FYE on or after Dec. 15, 2024

tests of controls.

Note: The service auditor's report referred to above means a report with the service auditor's
opinion on the service organization's description of the design of its controls, the tests of
controls, and results of those tests performed by the service auditor, and the service auditor's
opinion on whether the controls tested were operating effectively during the specified period
(in other words, "reports on controls placed in operation and tests of operating effectiveness"
described in AS 2601.24b). A service auditor's report that does not include tests of controls,
results of the tests, and the service auditor's opinion on operating effectiveness (in other
words, "reports on controls placed in operation" described in AS 2601.24a) does not provide
evidence of operating effectiveness. Furthermore, if the evidence regarding operating
effectiveness of controls comes from an agreed-upon procedures report rather than a service
auditor's report issued pursuant to AS 2601, the auditor should evaluate whether the agreed-
upon procedures report provides sufficient evidence in the same manner described in the
following paragraph.

b. Performing tests of the user organization's controls over the activities of the service organization
(e.g., testing the user organization's independent re-performance of selected items processed by
the service organization or testing the user organization's reconciliation of output reports with
source documents).

c. Performing tests of controls at the service organization.

.B21 If a service auditor's report on controls placed in operation and tests of operating effectiveness is
available, the auditor may evaluate whether this report provides sufficient evidence to support his or her
opinion. In evaluating whether such a service auditor's report provides sufficient evidence, the auditor
should assess the following factors -

m The time period covered by the tests of controls and its relation to the as-of date of
management's assessment,

m The scope of the examination and applications covered, the controls tested, and the way in which
tested controls relate to the company's controls, and

m The results of those tests of controls and the service auditor's opinion on the operating
effectiveness of the controls.

Note: These factors are similar to factors the auditor would consider in determining whether the
report provides sufficient evidence to support the auditor's assessed level of control risk in an audit
of the financial statements, as described in AS 2601.16.

.B22 If the service auditor's report on controls placed in operation and tests of operating effectiveness
contains a qualification that the stated control objectives might be achieved only if the company applies
controls contemplated in the design of the system by the service organization, the auditor should evaluate
whether the company is applying the necessary procedures.
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.B23 In determining whether the service auditor’s report provides sufficient evidence to support the
auditor’s opinion, the auditor should make inquiries concerning the service auditor’s reputation,
competence, and independence. Appropriate sources of information concerning the professional
reputation of the service auditor may include professional organizations and other relevant parties.

.B24 When a significant period of time has elapsed between the time period covered by the tests of
controls in the service auditor's report and the date specified in management's assessment, additional
procedures should be performed. The auditor should inquire of management to determine whether
management has identified any changes in the service organization's controls subsequent to the period
covered by the service auditor's report (such as changes communicated to management from the service
organization, changes in personnel at the service organization with whom management interacts, changes
in reports or other data received from the service organization, changes in contracts or service level
agreements with the service organization, or errors identified in the service organization's processing). If
management has identified such changes, the auditor should evaluate the effect of such changes on the
effectiveness of the company's internal control over financial reporting. The auditor also should evaluate
whether the results of other procedures he or she performed indicate that there have been changes in the
controls at the service organization.

.B25 The auditor should determine whether to obtain additional evidence about the operating
effectiveness of controls at the service organization based on the procedures performed by management
or the auditor and the results of those procedures and on an evaluation of the following risk factors. As
risk increases, the need for the auditor to obtain additional evidence increases.

m The elapsed time between the time period covered by the tests of controls in the service
auditor's report and the date specified in management's assessment,

m The significance of the activities of the service organization,
m  Whether there are errors that have been identified in the service organization's processing, and
m The nature and significance of any changes in the service organization's controls identified by

management or the auditor.

.B26 If the auditor concludes that additional evidence about the operating effectiveness of controls at
the service organization is required, the auditor's additional procedures might include -

m Evaluating procedures performed by management and the results of those procedures.
m Contacting the service organization, through the user organization, to obtain specific information.

m Requesting that a service auditor be engaged to perform procedures that will supply the
necessary information.

m Visiting the service organization and performing such procedures.

.B27 The auditor should not refer to the service auditor's report when expressing an opinion on internal
control over financial reporting.
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Benchmarking of Automated Controls

.B28 Entirely automated application controls are generally not subject to breakdowns due to human
failure. This feature allows the auditor to use a "benchmarking" strategy.

.B29 If general controls over program changes, access to programs, and computer operations are
effective and continue to be tested, and if the auditor verifies that the automated application control has
not changed since the auditor established a baseline (i.e., last tested the application control), the auditor
may conclude that the automated application control continues to be effective without repeating the prior
year's specific tests of the operation of the automated application control. The nature and extent of the
evidence that the auditor should obtain to verify that the control has not changed may vary depending on
the circumstances, including depending on the strength of the company's program change controls.

.B30 The consistent and effective functioning of the automated application controls may be dependent
upon the related files, tables, data, and parameters. For example, an automated application for calculating
interest income might be dependent on the continued integrity of a rate table used by the automated
calculation.

.B31 To determine whether to use a benchmarking strategy, the auditor should assess the following risk
factors. As these factors indicate lower risk, the control being evaluated might be well-suited for
benchmarking. As these factors indicate increased risk, the control being evaluated is less suited for
benchmarking. These factors are -

m  The extent to which the application control can be matched to a defined program within an
application.

m The extent to which the application is stable (i.e., there are few changes from period to period).

m The availability and reliability of a report of the compilation dates of the programs placed in
production. (This information may be used as evidence that controls within the program have not
changed.)

.B32 Benchmarking automated application controls can be especially effective for companies using
purchased software when the possibility of program changes is remote - e.g., when the vendor does not
allow access or modification to the source code.

.B33 After a period of time, the length of which depends upon the circumstances, the baseline of the
operation of an automated application control should be reestablished. To determine when to reestablish
a baseline, the auditor should evaluate the following factors -

m The effectiveness of the IT control environment, including controls over application and system
software acquisition and maintenance, access controls and computer operations.

m The auditor's understanding of the nature of changes, if any, on the specific programs that
contain the controls.
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m  The nature and timing of other related tests.
m The consequences of errors associated with the application control that was benchmarked.

m  Whether the control is sensitive to other business factors that may have changed. For example,
an automated control may have been designed with the assumption that only positive amounts
will exist in a file. Such a control would no longer be effective if negative amounts (credits) begin
to be posted to the account.

Appendix C - Special Reporting Situations

Summary Table of Contents

.C1 Report Modifications

.C16 Filings Under Federal Securities Statutes

Report Modifications

.C1  The auditor should modify his or her report if any of the following conditions exist.

a. Elements of management's annual report on internal control are incomplete or improperly
presented,

b. There is a restriction on the scope of the engagement,

c. The auditor decides to refer to the report of another public accounting firm as the basis, in part,
for the auditor’s own report,

d. Thereis other information contained in management's annual report on internal control over
financial reporting, or

e. Management's annual certification pursuant to Section 302 of the Sarbanes-Oxley Act is
misstated.

.C2  Elements of Management's Annual Report on Internal Control Over Financial Reporting Are
Incomplete or Improperly Presented. If the auditor determines that elements of management's annual
report on internal control over financial reporting are incomplete or improperly presented, the auditor
should modify his or her report to include an explanatory paragraph describing the reasons for this
determination. If the auditor determines that the required disclosure about a material weakness is not
fairly presented in all material respects, the auditor should follow the direction in paragraph .91.

.C3  Scope Limitations. The auditor can express an opinion on the company's internal control over
financial reporting only if the auditor has been able to apply the procedures necessary in the
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circumstances. If there are restrictions on the scope of the engagement, the auditor should withdraw from
the engagement or disclaim an opinion. A disclaimer of opinion states that the auditor does not express an
opinion on the effectiveness of internal control over financial reporting.

.C4  When disclaiming an opinion because of a scope limitation, the auditor should state that the scope
of the audit was not sufficient to warrant the expression of an opinion and, in a separate paragraph or
paragraphs, the substantive reasons for the disclaimer. The auditor should not identify the procedures
that were performed nor include the statements describing the characteristics of an audit of internal
control over financial reporting (paragraph .85D f, g, and h); to do so might overshadow the disclaimer.

.C5  When the auditor plans to disclaim an opinion and the limited procedures performed by the auditor
caused the auditor to conclude that a material weakness exists, the auditor's report also should include -

m The definition of a material weakness, as provided in paragraph .A7.

m  Adescription of any material weaknesses identified in the company's internal control over
financial reporting. This description should provide the users of the audit report with specific
information about the nature of any material weakness and its actual and potential effect on the
presentation of the company's financial statements issued during the existence of the weakness.
This description also should address the requirements in paragraph .91.

.C6 The auditor may issue a report disclaiming an opinion on internal control over financial reporting as
soon as the auditor concludes that a scope limitation will prevent the auditor from obtaining the
reasonable assurance necessary to express an opinion. The auditor is not required to perform any
additional work prior to issuing a disclaimer when the auditor concludes that he or she will not be able to
obtain sufficient evidence to express an opinion.

Note: In this case, in following the direction in paragraph .89 regarding dating the
auditor's report, the report date is the date that the auditor has obtained sufficient
appropriate evidence to support the representations in the auditor's report.

.C7 If the auditor concludes that he or she cannot express an opinion because there has been a
limitation on the scope of the audit, the auditor should communicate, in writing, to management and the
audit committee that the audit of internal control over financial reporting cannot be satisfactorily
completed.

.C8  Opinions Based, in Part, on the Report of Another Public Accounting Firm. Because an audit of the
financial statements must be performed to audit internal control over financial reporting, only the lead
auditor of the financial statements can be the lead auditor of internal control over financial reporting. In
an audit that involves other auditors or referred-to auditors, the lead auditor of the consolidated financial
statements must participate sufficiently in the audit of internal control over financial reporting to provide
a basis for serving as the lead auditor of internal control over financial reporting. AS 1206, Dividing
Responsibility for the Audit with Another Accounting Firm, establishes requirements for situations in which
the lead auditor of the consolidated financial statements and, if applicable, internal control over financial
reporting makes reference in the auditor’s report to the report of another public accounting firm on the
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financial statements and, if applicable, internal control over financial reporting of one or more of the
company’s business units. See Appendix A of AS 2101, Audit Planning, for the definitions of “lead auditor,”
“other auditor,” and “referred-to auditor.” See also AS 2101.06A—.06C, which establish requirements

regarding serving as the lead auditor.
[.C9] [Paragraph deleted.]

.C10 The lead auditor’s decision about making reference to the referred-to auditor in the report on the
audit of internal control over financial reporting might differ from the corresponding decision as it relates
to the audit of the financial statements. For example, the audit report on the financial statements may
make reference to the audit of a significant equity investment performed by the referred-to auditor, but
the report on internal control over financial reporting might not make a similar reference because
management’s assessment of internal control over financial reporting ordinarily would not extend to
controls at the equity method investee.!

.C11 When the lead auditor makes reference to the report of the referred-to auditor as a basis, in part,
for the lead auditor’s opinion on the company’s internal control over financial reporting, the lead auditor
should refer to the report of the referred-to auditor as discussed in AS 1206.

.C12 Management's Annual Report on Internal Control Over Financial Reporting Containing Additional
Information. Management's annual report on internal control over financial reporting may contain
information in addition to the elements described in paragraph .72 that are subject to the auditor's
evaluation.

.C13 If management's annual report on internal control over financial reporting could reasonably be
viewed by users of the report as including such additional information, the auditor should disclaim an
opinion on the information.

.C14 If the auditor believes that management's additional information contains a material misstatement
of fact, he or she should discuss the matter with management. If, after discussing the matter with
management, the auditor concludes that a material misstatement of fact remains, the auditor should
notify management and the audit committee, in writing, of the auditor's views concerning the information.
AS 2405, lllegal Acts by Clients and Section 10A of the Securities Exchange Act of 1934 may also require the
auditor to take additional action.?

Note: If management makes the types of disclosures described in paragraph .C12 outside
its annual report on internal control over financial reporting and includes them elsewhere
within its annual report on the company's financial statements, the auditor would not
need to disclaim an opinion. However, in that situation, the auditor's responsibilities are
the same as those described in this paragraph if the auditor believes that the additional
information contains a material misstatement of fact.

.C15 Management's Annual Certification Pursuant to Section 302 of the Sarbanes-Oxley Act is Misstated.
If matters come to the auditor's attention as a result of the audit of internal control over financial
reporting that lead him or her to believe that modifications to the disclosures about changes in internal
control over financial reporting (addressing changes in internal control over financial reporting occurring
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during the fourth quarter) are necessary for the annual certifications to be accurate and to comply with
the requirements of Section 302 of the Act and Securities Exchange Act Rule 13a-14(a) or 15d-14(a),
whichever applies,® the auditor should follow the communication responsibilities as described in AS 4105,
Reviews of Interim Financial Information, for any interim period. However, if management and the audit
committee do not respond appropriately, in addition to the responsibilities described in AS 4105, the
auditor should modify his or her report on the audit of internal control over financial reporting to include
an explanatory paragraph describing the reasons the auditor believes management's disclosures should be
modified.

Filings Under Federal Securities Statutes

.C16 AS 4101, Responsibilities Regarding Filings Under Federal Securities Statutes, describes the auditor's
responsibilities when an auditor's report is included in registration statements, proxy statements, or
periodic reports filed under the federal securities statutes. The auditor should apply AS 4101 with respect
to the auditor's report on internal control over financial reporting included in such filings. In addition, the
auditor should extend the direction in AS 4101.10 to inquire of and obtain written representations from
officers and other executives responsible for financial and accounting matters about whether any events
have occurred that have a material effect on the audited financial statements to matters that could have a
material effect on internal control over financial reporting.

.C17 When the auditor has fulfilled these responsibilities and intends to consent to the inclusion of his or
her report on internal control over financial reporting in the securities filing, the auditor's consent should
clearly indicate that both the audit report on financial statements and the audit report on internal control
over financial reporting (or both opinions if a combined report is issued) are included in his or her consent.

Footnotes (AS 2201 - An Audit of Internal Control Over Financial Reporting That Is

Integrated with An Audit of Financial Statements):

L Terms defined in Appendix A, Definitions, are set in boldface type the first time they appear.

2 This auditing standard supersedes Auditing Standard No. 2, An Audit of Internal Control Over Financial
Reporting Performed in Conjunction with An Audit of Financial Statements, and is the standard on
attestation engagements referred to in Section 404(b) of the Act. It also is the standard referred to in
Section 103(a)(2)(A)(iii) of the Act.

3 See Securities Exchange Act Rules 13a-15(f) and 15d -15(f), 17 C.F.R. §§ 240.13a-15(f) and
240.15d-15(f); Paragraph .A5.

% See Item 308 of Regulation S-K, 17 C.F.R. § 229.308.

> See AS 1015, Due Professional Care in the Performance of Work, for further discussion of the concept
of reasonable assurance in an audit.

[6] [Footnote deleted.]
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/" See Securities Exchange Act Rules 13a-15(c) and 15d-15(c), 17 C.F.R. §§ 240.13a-15(c) and 240.15d-
15(c). SEC rules require management to base its evaluation of the effectiveness of the company's
internal control over financial reporting on a suitable, recognized control framework (also known as
control criteria) established by a body or group that followed due-process procedures, including the
broad distribution of the framework for public comment. For example, the report of the Committee of
Sponsoring Organizations of the Treadway Commission (known as the COSO report) provides such a
framework, as does the report published by the Financial Reporting Council, Internal Control Revised
Guidance for Directors on the Combined Code, October 2005 (known as the Turnbull Report).

A The term “engagement team,” as used in this standard, has the same meaning as defined in
Appendix A of AS 2101, Audit Planning.

8 f no audit committee exists, all references to the audit committee in this standard apply to the entire
board of directors of the company. See 15 U.S.C. §§ 78c(a)58 and 7201(a)(3).

° The SEC Advisory Committee on Smaller Public Companies considered a company's size with respect
to compliance with the internal control reporting provisions of the Act. See Advisory Committee on
Smaller Public Companies to the United States Securities and Exchange Commission, Final Report, at p.
5 (April 23, 2006).

10 see As 2110, Identifying and Assessing Risks of Material Misstatement, regarding identifying risks
that may result in material misstatement due to fraud.

10A see paragraphs .66-.67A of AS 2401, Consideration of Fraud in a Financial Statement Audit.

11 see AS 2105, Consideration of Materiality in Planning and Performing an Audit, which provides
additional explanation of materiality.

12 see AS 1105, Audit Evidence, which provides additional information on financial statement
assertions.

13 This is because his or her assessment of the risk that undetected misstatement would cause the
financial statements to be materially misstated is unacceptably high (see paragraph .14 of AS 2810,
Evaluating Audit Results, for further discussion about undetected misstatement) or as a means of
introducing unpredictability in the procedures performed (see paragraph .61 and paragraph .05 of AS
2301, The Auditor's Responses to the Risks of Material Misstatement, for further discussion about
predictability of auditing procedures).

14 Eorthe purpose of this indicator, the term "senior management" includes the principal executive
and financial officers signing the company's certifications as required under Section 302 of the Act as
well as any other members of senior management who play a significant role in the company's financial
reporting process.

15 see Financial Accounting Standards Board Statement No. 154, Accounting Changes and Error
Corrections, regarding the correction of a misstatement.

16 see Item 308(a) of Regulations S-B and S-K, 17 C.F.R. §§ 228.308(a) and 229.308(a).
17 see 15 U.S.C. § 78j-1.

18 see Appendix C, which provides direction on modifications to the auditor's report that are required
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in certain circumstances.
18A see Regulation S-X Rule 2-02(a).

19 see paragraph .C3 for direction when the scope of the engagement has been limited.

Footnotes (Appendix A - Definitions):

L See Securities Exchange Act Rules 13a-15(f) and 15d-15(f), 17 C.F.R. §§ 240.13a-15(f) and 240.15d-
15(f).

2 See 17 C.F.R. §§ 228.308(a)(3) and 229.308(a)(3).

3 See FAS 5, paragraph 3.

Footnotes (Appendix C - Special Reporting Situations):

L see paragraph .B15, for further discussion of the evaluation of the controls over financial reporting
for an equity method investment.

2 See 15 U.S.C. § 78j-1.

3 See 17 C.F.R. §§ 240.13a-14(a) and 240.15d-14(a).
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AS 2301: The Auditor's Responses to the Risks of
Material Misstatement

Adopting Release: PCAOB Release No. 2010-004

Amendments: Amending releases and related SEC approval orders
Guidance on AS 2301: Staff Audit Practice Alerts No. 7, No. 8, No. 9, No. 10, No. 12, and No. 15

Summary Table of Contents

.01 Introduction
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.03 Responding to the Risks of Material Misstatement

.05 Overall Responses

.08 Responses Involving the Nature, Timing, and Extent of Audit Procedures
.16 Testing Controls

.36 Substantive Procedures

Appendix A—Definitions

Introduction

.01  This standard establishes requirements regarding designing and implementing appropriate
responses to the risks of material misstatement.

Objective

.02 The objective of the auditor is to address the risks of material misstatement through appropriate
overall audit responses and audit procedures.

Responding to the Risks of Material Misstatement

.03 To meet the objective in the preceding paragraph, the auditor must design and implement audit
responses that address the risks of material misstatement that are identified and assessed in accordance
with AS 2110, Identifying and Assessing Risks of Material Misstatement.
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.04 This standard discusses the following types of audit responses:

a. Responses that have an overall effect on how the audit is conducted ("overall responses"), as
described in paragraphs .05-.07; and

b. Responses involving the nature, timing, and extent of the audit procedures to be performed, as
described in paragraphs .08-.46.

Overall Responses

.05  The auditor should design and implement overall responses to address the assessed risks of
material misstatement as follows:

a. Making appropriate assignments of significant engagement responsibilities. The knowledge, skill,

A

and ability of engagement team!® members with significant engagement responsibilities should

be commensurate with the assessed risks of material misstatement.!

b.  Providing the extent of supervision that is appropriate for the circumstances, including, in
particular, the assessed risks of material misstatement. (See paragraphs .05-.06 of AS 1201,
Supervision of the Audit Engagement.)

c. Incorporating elements of unpredictability in the selection of audit procedures to be performed. As
part of the auditor's response to the assessed risks of material misstatement, including the
assessed risks of material misstatement due to fraud ("fraud risks"), the auditor should
incorporate an element of unpredictability in the selection of auditing procedures to be
performed from year to year. Examples of ways to incorporate an element of unpredictability
include:

(1) Performing audit procedures related to accounts, disclosures, and assertions that would not
otherwise be tested based on their amount or the auditor's assessment of risk;

(2) Varying the timing of the audit procedures;

(3) Selecting items for testing that have lower amounts or are otherwise outside customary
selection parameters;

(4) Performing audit procedures on an unannounced basis; and

(5) In multi-location audits, varying the location or the nature, timing, and extent of audit

procedures at related locations or business units from year to year.2

d.  Evaluating the company's selection and application of significant accounting principles. The
auditor should evaluate whether the company's selection and application of significant
accounting principles, particularly those related to subjective measurements and complex
transactions,? are indicative of bias that could lead to material misstatement of the financial
statements.
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.06 The auditor also should determine whether it is necessary to make pervasive changes to the nature,
timing, or extent of audit procedures to adequately address the assessed risks of material misstatement.
Examples of such pervasive changes include modifying the audit strategy to:

a. Increase the substantive testing of the valuation of numerous significant accounts at year end
because of significantly deteriorating market conditions, and

b. Obtain more persuasive audit evidence from substantive procedures due to the identification of
pervasive weaknesses in the company's control environment.

.07  Due professional care requires the auditor to exercise professional skepticism.? Professional
skepticism is an attitude that includes a questioning mind and a critical assessment of the appropriateness
and sufficiency of audit evidence. The auditor's responses to the assessed risks of material misstatement,
particularly fraud risks, should involve the application of professional skepticism in gathering and
evaluating audit evidence.? Examples of the application of professional skepticism in response to the
assessed fraud risks are (a) modifying the planned audit procedures to obtain more reliable evidence
regarding relevant assertions and (b) obtaining sufficient appropriate evidence to corroborate
management's explanations or representations concerning important matters, such as through third-party
confirmation, use of a specialist engaged or employed by the auditor,>® or examination of documentation
from independent sources.

Responses Involving the Nature, Timing, and Extent of
Audit Procedures

.08  The auditor should design and perform audit procedures in a manner that addresses the assessed
risks of material misstatement for each relevant assertion of each significant account and disclosure.

.09  Indesigning the audit procedures to be performed, the auditor should:

a. Obtain more persuasive audit evidence the higher the auditor's assessment of risk;

b. Take into account the types of potential misstatements that could result from the identified risks
and the likelihood and magnitude of potential misstatement;®

c. Inanintegrated audit, design the testing of controls to accomplish the objectives of both audits
simultaneously:

(1) To obtain sufficient evidence to support the auditor's control risk’ assessments for
purposes of the audit of financial statements; 8 and

(2) To obtain sufficient evidence to support the auditor's opinion on internal control over
financial reporting as of year-end.

Note: AS 2201 establishes requirements for tests of controls in the audit of
internal control over financial reporting.
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.10 The audit procedures performed in response to the assessed risks of material misstatement can be
classified into two categories: (1) tests of controls and (2) substantive procedures.? Paragraphs .16-.35 of
this standard discuss tests of controls, and paragraphs .36-.46 discuss substantive procedures.

Note: Paragraphs .16-.17 of this standard discuss when tests of controls are necessary in a
financial statement audit. Ordinarily, tests of controls are performed for relevant assertions for
which the auditor chooses to rely on controls to modify his or her substantive procedures.

Responses to Significant Risks

11 For significant risks, the auditor should perform substantive procedures, including tests of details,
that are specifically responsive to the assessed risks.

Note: AS 2110 discusses identification of significant risks1® and states that fraud risks are
significant risks.

.11A  Responding to Risks Associated with Significant Unusual Transactions. AS 2110.71g indicates that
one of the factors to be evaluated in determining significant risks is whether the risk involves significant
unusual transactions. Also, AS 2401.66-67A establish requirements for performing procedures to respond
to fraud risks regarding significant unusual transactions. Because significant unusual transactions can
affect the risks of material misstatement due to error or fraud, the auditor should take into account the
types of potential misstatements that could result from significant unusual transactions in designing and
performing further audit procedures, including procedures performed pursuant to AS 2401.66-.67A.

Responses to Fraud Risks

.12 The audit procedures that are necessary to address the assessed fraud risks depend upon the types
of risks and the relevant assertions that might be affected.

Note: If the auditor identifies deficiencies in controls that are intended to address assessed fraud
risks, the auditor should take into account those deficiencies when designing his or her response to
those fraud risks.

Note: AS 2201 establishes requirements for addressing assessed fraud risks in the audit of internal
control over financial reporting.1?

.13 Addressing Fraud Risks in the Audit of Financial Statements. In the audit of financial statements, the
auditor should perform substantive procedures, including tests of details, that are specifically responsive
to the assessed fraud risks. If the auditor selects certain controls intended to address the assessed fraud
risks for testing in accordance with paragraphs .16-.17 of this standard, the auditor should perform tests of
those controls.

.14 The following are examples of ways in which planned audit procedures may be modified to address
assessed fraud risks:
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a. Changing the nature of audit procedures to obtain evidence that is more reliable or to obtain
additional corroborative information;

b. Changing the timing of audit procedures to be closer to the end of the period or to the points
during the period in which fraudulent transactions are more likely to occur; and

c. Changing the extent of the procedures applied to obtain more evidence, e.g., by increasing
sample sizes or applying computer-assisted audit techniques to all of the items in an account.

Note: AS 2401.54-.67 provide additional examples of responses to assessed fraud risks
relating to fraudulent financial reporting (e.g., revenue recognition, inventory quantities, and
management estimates) and misappropriation of assets in the audit of financial statements.

.15  Also, AS 2401 indicates that the auditor should perform audit procedures to specifically address the
risk of management override of controls including:

a. Examining journal entries and other adjustments for evidence of possible material misstatement
due to fraud (AS 2401.58-.62);

b. Reviewing accounting estimates for biases that could result in material misstatement due to fraud
(AS 2401.63-.65); and

c. Evaluating whether the business purpose for significant transactions that are outside the normal
course of business for the company or that otherwise appear to be unusual due to their timing,
size, or nature ("significant unusual transactions") indicates that the transactions may have been
entered into to engage in fraudulent financial reporting or conceal misappropriation of assets (AS
2401.66-.67A).

Testing Controls

Testing Controls in an Audit of Financial Statements

.16 Controls to be Tested. If the auditor plans to assess control risk at less than the maximum by relying
on controls,? and the nature, timing, and extent of planned substantive procedures are based on that
lower assessment, the auditor must obtain evidence that the controls selected for testing are designed
effectively and operated effectively during the entire period of reliance. 3 However, the auditor is not
required to assess control risk at less than the maximum for all relevant assertions and, for a variety of
reasons, the auditor may choose not to do so.

.17 Also, tests of controls must be performed in the audit of financial statements for each relevant
assertion for which substantive procedures alone cannot provide sufficient appropriate audit evidence and
when necessary to support the auditor's reliance on the accuracy and completeness of financial
information used in performing other audit procedures.!4

Note: When a significant amount of information supporting one or more relevant assertions is
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electronically initiated, recorded, processed, or reported, it might be impossible to design effective
substantive tests that, by themselves, would provide sufficient appropriate evidence regarding the
assertions. For such assertions, significant audit evidence may be available only in electronic form.
In such cases, the sufficiency and appropriateness of the audit evidence usually depend on the
effectiveness of controls over their accuracy and completeness. Furthermore, the potential for
improper initiation or alteration of information to occur and not be detected may be greater if
information is initiated, recorded, processed, or reported only in electronic form and appropriate
controls are not operating effectively.

Note: For certain accounting estimates involving complex models or processes, it might be
impossible to design effective substantive tests that, by themselves, would provide sufficient
appropriate evidence regarding the assertions.

.18  Evidence about the Effectiveness of Controls in the Audit of Financial Statements. In designing and
performing tests of controls for the audit of financial statements, the evidence necessary to support the
auditor's control risk assessment depends on the degree of reliance the auditor plans to place on the
effectiveness of a control. The auditor should obtain more persuasive audit evidence from tests of controls
the greater the reliance the auditor places on the effectiveness of a control. The auditor also should obtain
more persuasive evidence about the effectiveness of controls for each relevant assertion for which the
audit approach consists primarily of tests of controls, including situations in which substantive procedures
alone cannot provide sufficient appropriate audit evidence.

Testing Design Effectiveness

.19  The auditor should test the design effectiveness of the controls selected for testing by determining
whether the company's controls, if they are operated as prescribed by persons possessing the necessary
authority and competence to perform the control effectively, satisfy the company's control objectives and
can effectively prevent or detect error or fraud that could result in material misstatements in the financial
statements.

Note: A smaller, less complex company might achieve its control objectives in a different manner
from a larger, more complex organization. For example, a smaller, less complex company might
have fewer employees in the accounting function, limiting opportunities to segregate duties and
leading the company to implement alternative controls to achieve its control objectives. In such
circumstances, the auditor should evaluate whether those alternative controls are effective.

.20 Procedures the auditor performs to test design effectiveness include a mix of inquiry of appropriate

personnel, observation of the company's operations, and inspection of relevant documentation.

Walkthroughs that include these procedures ordinarily are sufficient to evaluate design effectiveness.t®

Testing Operating Effectiveness

.21 The auditor should test the operating effectiveness of a control selected for testing by determining
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whether the control is operating as designed and whether the person performing the control possesses
the necessary authority and competence to perform the control effectively.

22 Procedures the auditor performs to test operating effectiveness include a mix of inquiry of
appropriate personnel, observation of the company's operations, inspection of relevant documentation,
and re-performance of the control.

Obtaining Evidence from Tests of Controls

.23 The evidence provided by the auditor's tests of the effectiveness of controls depends upon the mix
of the nature, timing, and extent of the auditor's procedures. Further, for an individual control, different
combinations of the nature, timing, and extent of testing might provide sufficient evidence in relation to
the degree of reliance in an audit of financial statements.

Note: To obtain evidence about whether a control is effective, the control must be tested directly;
the effectiveness of a control cannot be inferred from the absence of misstatements detected by
substantive procedures.

Nature of Tests of Controls

.24 Some types of tests, by their nature, produce greater evidence of the effectiveness of controls than
other tests. The following tests that the auditor might perform are presented in the order of the evidence
that they ordinarily would produce, from least to most: inquiry, observation, inspection of relevant
documentation, and re-performance of a control.

Note: Inquiry alone does not provide sufficient evidence to support a conclusion about the
effectiveness of a control.

.25  The nature of the tests of controls that will provide appropriate evidence depends, to a large
degree, on the nature of the control to be tested, including whether the operation of the control results in
documentary evidence of its operation. Documentary evidence of the operation of some controls, such as
management's philosophy and operating style, might not exist.

Note: A smaller, less complex company or unit might have less formal documentation regarding
the operation of its controls. In those situations, testing controls through inquiry combined with
other procedures, such as observation of activities, inspection of less formal documentation, or re-
performance of certain controls, might provide sufficient evidence about whether the control is
effective.

Extent of Tests of Controls

.26 The more extensively a control is tested, the greater the evidence obtained from that test.
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.27 Matters that could affect the necessary extent of testing of a control in relation to the degree of
reliance on a control include the following:

m The frequency of the performance of the control by the company during the audit period;

m The length of time during the audit period that the auditor is relying on the operating
effectiveness of the control;

m The expected rate of deviation from a control;

m The relevance and reliability of the audit evidence to be obtained regarding the operating
effectiveness of the control;

m The extent to which audit evidence is obtained from tests of other controls related to the
assertion;

m The nature of the control, including, in particular, whether it is a manual control or an automated
control; and

m For an automated control, the effectiveness of relevant information technology general controls.

Note: AS 2315, Audit Sampling, establishes requirements regarding the use of
sampling in tests of controls.

Timing of Tests of Controls

.28  The timing of tests of controls relates to when the evidence about the operating effectiveness of
the controls is obtained and the period of time to which it applies. Paragraph .16 of this standard indicates
that the auditor must obtain evidence that the controls selected for testing are designed effectively and
operated effectively during the entire period of reliance.

.29 Using Audit Evidence Obtained during an Interim Period. When the auditor obtains evidence about
the operating effectiveness of controls as of or through an interim date, he or she should determine what
additional evidence is necessary concerning the operation of the controls for the remaining period of
reliance.

.30  The additional evidence that is necessary to update the results of testing from an interim date
through the remaining period of reliance depends on the following factors:

m The possibility that there have been any significant changes in internal control over financial
reporting subsequent to the interim date;

Note: If there have been significant changes to the control since the interim date, the
auditor should obtain evidence about the effectiveness of the new or modified control;

m Theinherent risk associated with the related account(s) or assertion(s);

m The specific control tested prior to year end, including the nature of the control and the risk that
the control is no longer effective during the remaining period, and the results of the tests of the
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control;

m The planned degree of reliance on the control;

m  The sufficiency of the evidence of effectiveness obtained at an interim date; and

m  The length of the remaining period.
.31 Using Audit Evidence Obtained in Past Audits. For audits of financial statements, the auditor should
obtain evidence during the current year audit about the design and operating effectiveness of controls
upon which the auditor relies. When controls on which the auditor plans to rely have been tested in past
audits and the auditor plans to use evidence about the effectiveness of those controls that was obtained in

prior years, the auditor should take into account the following factors to determine the evidence needed
during the current year audit to support the auditor's control risk assessments:

m The nature and materiality of misstatements that the control is intended to prevent or detect;
m Theinherent risk associated with the related account(s) or assertion(s);

m  Whether there have been changes in the volume or nature of transactions that might adversely
affect control design or operating effectiveness;

m  Whether the account has a history of errors;

m The effectiveness of entity-level controls that the auditor has tested, especially controls that
monitor other controls;

m  The nature of the controls and the frequency with which they operate;

m The degree to which the control relies on the effectiveness of other controls (e.g., the control
environment or information technology general controls);

m The competence of the personnel who perform the control or monitor its performance and
whether there have been changes in key personnel who perform the control or monitor its
performance;

m  Whether the control relies on performance by an individual or is automated (i.e., an automated
control would generally be expected to be lower risk if relevant information technology general
controls are effective);1®

m The complexity of the control and the significance of the judgments that must be made in
connection with its operation;

m The planned degree of reliance on the control;

m The nature, timing, and extent of procedures performed in past audits;

m The results of the previous years' testing of the control;

m  Whether there have been changes in the control or the process in which it operates since the

previous audit; and
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m Forintegrated audits, the evidence regarding the effectiveness of the controls obtained during
the audit of internal control.

Assessing Control Risk

.32 The auditor should assess control risk for relevant assertions by evaluating the evidence obtained
from all sources, including the auditor's testing of controls for the audit of internal control and the audit of
financial statements, misstatements detected during the financial statement audit, and any identified
control deficiencies.

.33 Control risk should be assessed at the maximum level for relevant assertions (1) for which controls
necessary to sufficiently address the assessed risk of material misstatement in those assertions are missing
or ineffective or (2) when the auditor has not obtained sufficient appropriate evidence to support a
control risk assessment below the maximum level.

.34 When deficiencies affecting the controls on which the auditor intends to rely are detected, the
auditor should evaluate the severity of the deficiencies and the effect on the auditor's control risk
assessments. If the auditor plans to rely on controls relating to an assertion but the controls that the
auditor tests are ineffective because of control deficiencies, the auditor should:

a. Perform tests of other controls related to the same assertion as the ineffective controls, or

b.  Revise the control risk assessment and modify the planned substantive procedures as necessary
in light of the increased assessment of risk.

Note: AS 2201 establishes requirements for evaluating the severity of a control deficiency
and communicating identified control deficiencies to management and the audit
committee in an integrated audit. AS 1305, Communications About Control Deficiencies in
an Audit of Financial Statements, establishes requirements for communicating significant
deficiencies and material weaknesses in an audit of financial statements only.

Testing Controls in an Audit of Internal Control

.35 AS 2201 states that the objective of the tests of controls in an audit of internal control is to obtain
evidence about the effectiveness of controls to support the auditor's opinion on the company's internal
control over financial reporting. The auditor's opinion relates to the effectiveness of the company's
internal control over financial reporting as of a point in time and taken as a whole.17 AS 2201 establishes
requirements regarding the selection of controls to be tested and the necessary nature, timing, and extent
of tests of controls in an audit of internal control over financial reporting.

Substantive Procedures

.36 The auditor should perform substantive procedures for each relevant assertion of each significant
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account and disclosure, regardless of the assessed level of control risk.

Note: Performing substantive procedures for the relevant assertions of significant accounts and
disclosures involves testing whether the significant accounts and disclosures are in conformity with
the applicable financial reporting framework.

.37  Asthe assessed risk of material misstatement increases, the evidence from substantive procedures
that the auditor should obtain also increases. The evidence provided by the auditor's substantive
procedures depends upon the mix of the nature, timing, and extent of those procedures. Further, for an
individual assertion, different combinations of the nature, timing, and extent of testing might provide
sufficient appropriate evidence to respond to the assessed risk of material misstatement.

.38 Internal control over financial reporting has inherent limitations,'® which, in turn, can affect the
evidence that is needed from substantive procedures. For example, more evidence from substantive
procedures ordinarily is needed for relevant assertions that have a higher susceptibility to management
override or to lapses in judgment or breakdowns resulting from human failures.

Nature of Substantive Procedures

.39  Substantive procedures generally provide persuasive evidence when they are designed and
performed to obtain evidence that is relevant and reliable. Also, some types of substantive procedures, by
their nature, produce more persuasive evidence than others. Inquiry alone does not provide sufficient
appropriate evidence to support a conclusion about a relevant assertion.

Note: AS 1105 discusses certain types of substantive procedures and the relevance and reliability
of audit evidence.

40  Taking into account the types of potential misstatements in the relevant assertions that could result
from identified risks, as required by paragraph .09b., can help the auditor determine the types and

combination of substantive audit procedures that are necessary to detect material misstatements in the

respective assertions.1?

A1 Substantive Procedures Related to the Period-end Financial Reporting Process. The auditor's
substantive procedures must include the following audit procedures related to the period-end financial
reporting process:

a. Reconciling the financial statements with the underlying accounting records; and
b. Examining material adjustments made during the course of preparing the financial statements.

Note: AS 2401.58-.62 establish requirements for examining journal entries and other
adjustments for evidence of possible material misstatement due to fraud.

Extent of Substantive Procedures
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.42 The more extensively a substantive procedure is performed, the greater the evidence obtained
from the procedure. The necessary extent of a substantive audit procedure depends on the materiality of
the account or disclosure, the assessed risk of material misstatement, and the necessary degree of
assurance from the procedure. However, increasing the extent of an audit procedure cannot adequately
address an assessed risk of material misstatement unless the evidence to be obtained from the procedure
is reliable and relevant.

Timing of Substantive Procedures

43 Performing certain substantive procedures at interim dates may permit early consideration of
matters affecting the year-end financial statements, e.g., testing material transactions involving higher
risks of misstatement. However, performing substantive procedures at an interim date without performing
procedures at a later date increases the risk that a material misstatement could exist in the year-end
financial statements that would not be detected by the auditor. This risk increases as the period between
the interim date and year end increases.

44 In determining whether it is appropriate to perform substantive procedures at an interim date, the
auditor should take into account the following:

a. The assessed risk of material misstatement, including:
(1) The auditor's assessment of control risk, as discussed in paragraphs .32-.34;

(2) The existence of conditions or circumstances, if any, that create incentives or pressures on
management to misstate the financial statements between the interim test date and the
end of the period covered by the financial statements;

(3) The effects of known or expected changes in the company, its environment, or its internal
control over financial reporting during the remaining period;

b. The nature of the substantive procedures;
c. The nature of the account or disclosure and relevant assertion; and

d. The ability of the auditor to perform the necessary audit procedures to cover the remaining
period.

45  When substantive procedures are performed at an interim date, the auditor should cover the
remaining period by performing substantive procedures, or substantive procedures combined with tests of
controls, that provide a reasonable basis for extending the audit conclusions from the interim date to the
period end. Such procedures should include (a) comparing relevant information about the account balance
at the interim date with comparable information at the end of the period to identify amounts that appear
unusual and investigating such amounts and (b) performing audit procedures to test the remaining period.

46 If the auditor obtains evidence that contradicts the evidence on which the original risk assessments
were based, including evidence of misstatements that he or she did not expect, the auditor should revise

195



For FYE on or after Dec. 15, 2024

the related risk assessments and modify the planned nature, timing, or extent of substantive procedures
covering the remaining period as necessary. Examples of such modifications include extending or
repeating at the period end the procedures performed at the interim date.

Dual-purpose Tests

47 In some situations, the auditor might perform a substantive test of a transaction concurrently with
a test of a control relevant to that transaction (a "dual-purpose test"). In those situations, the auditor
should design the dual-purpose test to achieve the objectives of both the test of the control and the
substantive test. Also, when performing a dual-purpose test, the auditor should evaluate the results of the
test in forming conclusions about both the assertion and the effectiveness of the control being tested.2?

Appendix A - Definitions

Al For purposes of this standard, the terms listed below are defined as follows:

A2 Dual-purpose test - Substantive test of a transaction and a test of a control relevant to that
transaction that are performed concurrently, e.g., a substantive test of sales transactions performed
concurrently with a test of controls over those transactions.

A3 Period of reliance - The period being covered by the company's financial statements, or the portion
of that period, for which the auditor plans to rely on controls in order to modify the nature, timing, and
extent of planned substantive procedures.

Footnotes (AS 2301 - The Auditor's Responses to the Risks of Material

Misstatement):

A The term “engagement team,” as used in this standard, has the same meaning as defined in
Appendix A of AS 2101, Audit Planning.

L see also paragraph .06 of AS 1015, Due Professional Care in the Performance of Work.

2 For integrated audits, paragraphs .61 and .B13 of AS 2201, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial Statements, establish requirements for
introducing unpredictability in testing of controls from year to year and in multi-location audits.

3 AS 2110.12-.13 discuss the auditor's responsibilities regarding obtaining an understanding of the
company's selection and application of accounting principles. See also paragraphs .66-.67A of AS 2401,
Consideration of Fraud in a Financial Statement Audit, and paragraphs .04 and .06 of AS 2815, The
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Meaning of "Present Fairly in Conformity with Generally Accepted Accounting Principles.”
4 AS 1015.07-.09.
> AS 2401.13.

A Refer to AS 1210, Using the Work of an Auditor-Engaged Specialist, and Appendix C of AS 1201,
which establish requirements for an auditor using the work of an auditor-engaged specialist and an
auditor-employed specialist, respectively, in performing an audit of the financial statements.

© For example, potential misstatements regarding disclosures include omission of required disclosures
or presentation of inaccurate or incomplete disclosures.

/ See paragraph .07b of AS 1101, Audit Risk, for a definition of control risk.

8 For purposes of this standard, the term "audit of financial statements" refers to the financial
statement portion of the integrated audit and to the audit of financial statements only.

9 Substantive procedures consist of (a) tests of details of accounts and disclosures and (b) substantive
analytical procedures.

10 see AS 2110.71 for factors that the auditor should evaluate in determining which risks are significant
risks.

1 As 2201.14-.15.

12 Reliance on controls that is supported by sufficient and appropriate audit evidence allows the
auditor to assess control risk at less than the maximum, which results in a lower assessed risk of
material misstatement. In turn, this allows the auditor to modify the nature, timing, and extent of
planned substantive procedures.

13 Terms defined in Appendix A, Definitions, are set in boldface type the first time they appear.

A0 Paragraph .10 of AS 1105, Audit Evidence, and paragraph .16 of AS 2305, Substantive Analytical
Procedures.

15 AS2110.37-.38 discuss performing a walkthrough.

16 The auditor also may use a benchmarking strategy, when appropriate, for automated application
controls in subsequent years' audits. Benchmarking is described further beginning at AS 2201.B28.

17 As 2201.B1.
18 A$2201.A5.

19 See, e.g., AS 2501, Auditing Accounting Estimates, Including Fair Value Measurements, which
discusses the auditor's responsibility to obtain sufficient appropriate evidence to determine whether
accounting estimates in significant accounts and disclosures are properly accounted for and disclosed in
the financial statements.

20" AS 2315.44 discusses applying audit sampling in dual-purpose tests.
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AS 2305: Substantive Analytical Procedures

Amendments: Amending releases and related SEC approval orders
Guidance on AS 2305: Staff Audit Practice Alerts No. 8, No. 12, and No. 15

.01 This section establishes requirements regarding the use of substantive analytical procedures in an
audit.

Note: AS 2110, Identifying and Assessing Risks of Material Misstatement, establishes requirements
regarding performing analytical procedures as a risk assessment procedure in identifying and
assessing risks of material misstatement.

Note: AS 2810, Evaluating Audit Results, establishes requirements regarding performing
analytical procedures as part of the overall review stage of the audit.

.02 Analytical procedures are an important part of the audit process and consist of evaluations of
financial information made by a study of plausible relationships among both financial and nonfinancial
data. Analytical procedures range from simple comparisons to the use of complex models involving many
relationships and elements of data. A basic premise underlying the application of analytical procedures is
that plausible relationships among data may reasonably be expected to exist and continue in the absence
of known conditions to the contrary. Particular conditions that can cause variations in these relationships
include, for example, specific unusual transactions or events, accounting changes, business changes,
random fluctuations, or misstatements.

.03 Understanding financial relationships is essential in planning and evaluating the results of analytical
procedures, and generally requires knowledge of the client and the industry or industries in which the
client operates. An understanding of the purposes of analytical procedures and the limitations of those
procedures is also important.

.04 Analytical procedures are used as a substantive test to obtain evidential matter about particular
assertions related to account balances or classes of transactions. In some cases, analytical procedures can
be more effective or efficient than tests of details for achieving particular substantive testing objectives.

.05 Analytical procedures involve comparisons of recorded amounts, or ratios developed from
recorded amounts, to expectations developed by the auditor. The auditor develops such expectations by
identifying and using plausible relationships that are reasonably expected to exist based on the auditor's
understanding of the client and of the industry in which the client operates. Following are examples of
sources of information for developing expectations:

a.  Financial information for comparable prior period(s) giving consideration to known changes

b.  Anticipated results—for example, budgets, or forecasts including extrapolations from interim or
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annual data
c. Relationships among elements of financial information within the period

d. Information regarding the industry in which the client operates—for example, gross margin
information

e. Relationships of financial information with relevant nonfinancial information

[.06-.08] [Paragraphs deleted.]

Analytical Procedures Used as Substantive Tests

.09 The auditor's reliance on substantive tests to achieve an audit objective related to a particular
assertion! may be derived from tests of details, from analytical procedures, or from a combination of both.
The decision about which procedure or procedures to use to achieve a particular audit objective is based
on the auditor's judgment on the expected effectiveness and efficiency of the available procedures. For
significant risks of material misstatement, it is unlikely that audit evidence obtained from substantive
analytical procedures alone will be sufficient. (See paragraph .11 of AS 2301, The Auditor's Responses to
the Risks of Material Misstatement.)

.10 The auditor considers the level of assurance, if any, he wants from substantive testing for a
particular audit objective and decides, among other things, which procedure, or combination of
procedures, can provide that level of assurance. For some assertions, analytical procedures are effective in
providing the appropriate level of assurance. For other assertions, however, analytical procedures may not
be as effective or efficient as tests of details in providing the desired level of assurance. When designing
substantive analytical procedures, the auditor also should evaluate the risk of management override of
controls. As part of this process, the auditor should evaluate whether such an override might have allowed
adjustments outside of the normal period-end financial reporting process to have been made to the
financial statements. Such adjustments might have resulted in artificial changes to the financial statement
relationships being analyzed, causing the auditor to draw erroneous conclusions. For this reason,
substantive analytical procedures alone are not well suited to detecting fraud.

11 The expected effectiveness and efficiency of an analytical procedure in identifying potential
misstatements depends on, among other things, (a) the nature of the assertion, (b) the plausibility and
predictability of the relationship, (c) the availability and reliability of the data used to develop the
expectation, and (d) the precision of the expectation.

Nature of Assertion

12 Analytical procedures may be effective and efficient tests for assertions in which potential
misstatements would not be apparent from an examination of the detailed evidence or in which detailed
evidence is not readily available. For example, comparisons of aggregate salaries paid with the number of
personnel may indicate unauthorized payments that may not be apparent from testing individual
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transactions. Differences from expected relationships may also indicate potential omissions when
independent evidence that an individual transaction should have been recorded may not be readily
available.

Plausibility and Predictability of the Relationship

13 It is important for the auditor to understand the reasons that make relationships plausible because
data sometimes appear to be related when they are not, which could lead the auditor to erroneous
conclusions. In addition, the presence of an unexpected relationship can provide important evidence when
appropriately scrutinized.

14 As higher levels of assurance are desired from analytical procedures, more predictable
relationships are required to develop the expectation. Relationships in a stable environment are usually
more predictable than relationships in a dynamic or unstable environment. Relationships involving income
statement accounts tend to be more predictable than relationships involving only balance sheet accounts
since income statement accounts represent transactions over a period of time, whereas balance sheet
accounts represent amounts as of a point in time. Relationships involving transactions subject to
management discretion are sometimes less predictable. For example, management may elect to incur
maintenance expense rather than replace plant and equipment, or they may delay advertising
expenditures.

Availability and Reliability of Data

.15 Data may or may not be readily available to develop expectations for some assertions. For
example, to test the completeness assertion, expected sales for some entities might be developed from
production statistics or square feet of selling space. For other entities, data relevant to the assertion of
completeness of sales may not be readily available, and it may be more effective or efficient to use the
details of shipping records to test that assertion.

.16 Before using the results obtained from substantive analytical procedures, the auditor should either
test the design and operating effectiveness of controls over financial information used in the substantive
analytical procedures or perform other procedures to support the completeness and accuracy of the
underlying information. The auditor obtains assurance from analytical procedures based upon the
consistency of the recorded amounts with expectations developed from data derived from other sources.
The reliability of the data used to develop the expectations should be appropriate for the desired level of
assurance from the analytical procedure. The auditor should assess the reliability of the data by
considering the source of the data and the conditions under which it was gathered, as well as other
knowledge the auditor may have about the data. The following factors influence the auditor's
consideration of the reliability of data for purposes of achieving audit objectives:

m  Whether the data was obtained from independent sources outside the entity or from sources
within the entity
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Whether sources within the entity were independent of those who are responsible for the
amount being audited

m  Whether the data was developed under a reliable system with adequate controls
m  Whether the data was subjected to audit testing in the current or prior year

m  Whether the expectations were developed using data from a variety of sources

Precision of the Expectation

17 The expectation should be precise enough to provide the desired level of assurance that
differences that may be potential material misstatements, individually or when aggregated with other
misstatements, would be identified for the auditor to investigate (see paragraph .20). As expectations
become more precise, the range of expected differences becomes narrower and, accordingly, the
likelihood increases that significant differences from the expectations are due to misstatements. The
precision of the expectation depends on, among other things, the auditor's identification and
consideration of factors that significantly affect the amount being audited and the level of detail of data
used to develop the expectation.

.18 Many factors can influence financial relationships. For example, sales are affected by prices,

volume and product mix. Each of these, in turn, may be affected by a number of factors, and offsetting
factors can obscure misstatements. More effective identification of factors that significantly affect the
relationship is generally needed as the desired level of assurance from analytical procedures increases.

.19 Expectations developed at a detailed level generally have a greater chance of detecting
misstatement of a given amount than do broad comparisons. Monthly amounts will generally be more
effective than annual amounts and comparisons by location or line of business usually will be more
effective than company-wide comparisons. The level of detail that is appropriate will be influenced by the
nature of the client, its size and its complexity. Generally, the risk that material misstatement could be
obscured by offsetting factors increases as a client's operations become more complex and more
diversified. Disaggregation helps reduce this risk.

Investigation and Evaluation of Significant Differences

.20 In planning the analytical procedures as a substantive test, the auditor should consider the amount
of difference from the expectation that can be accepted without further investigation. This consideration
is influenced primarily by materiality and should be consistent with the level of assurance desired from the
procedures. Determination of this amount involves considering the possibility that a combination of
misstatements in the specific account balances, or class of transactions, or other balances or classes could
aggregate to an unacceptable amount.

21 The auditor should evaluate significant unexpected differences. Reconsidering the methods and
factors used in developing the expectation and inquiry of management may assist the auditor in this
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regard. Management responses, however, should ordinarily be corroborated with other evidential matter.
In those cases when an explanation for the difference cannot be obtained, the auditor should obtain
sufficient evidence about the assertion by performing other audit procedures to satisfy himself as to
whether the difference is a misstatement. In designing such other procedures, the auditor should consider
that unexplained differences may indicate an increased risk of material misstatement. (See AS 2810.)

Documentation of Substantive Analytical Procedures

22 When an analytical procedure is used as the principal substantive test of a significant financial
statement assertion, the auditor should document all of the following:

a. The expectation, where that expectation is not otherwise readily determinable from the
documentation of the work performed, and factors considered in its development

b.  Results of the comparison of the expectation to the recorded amounts or ratios developed from
recorded amounts

¢.  Any additional auditing procedures performed in response to significant unexpected differences
arising from the analytical procedure and the results of such additional procedures

[.23-.24] [Paragraphs deleted.]

Footnote (AS 2305 - Substantive Analytical Procedures):

1 pssertions are representations by management that are embodied in financial statement
components. See AS 1105, Audit Evidence.

Copyright © 2002, American Institute of Certified Public Accountants, Inc.
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AS 2310: The Confirmation Process

PCAOB Release No. 2023-008, SEC Release No. 34-99060. View the new standard.

Amendments: Amending releases and related SEC approval orders
Guidance on AS 2310: Staff Audit Practice Alert No. 8
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Introduction and Applicability

.01 This section provides guidance about the confirmation process in audits performed in accordance
with the standards of the PCAOB. This section—

m Defines the confirmation process (see paragraph .04).

m Discusses the relationship of confirmation procedures to the auditor's assessment of audit risk
(see paragraphs .05 through .10).

m Describes certain factors that affect the reliability of confirmations (see paragraphs .16 through
27).

m Provides guidance on performing alternative procedures when responses to confirmation
requests are not received (see paragraphs .31 and .32).

m Provides guidance on evaluating the results of confirmation procedures (see paragraph .33).

m Specifically addresses the confirmation of accounts receivable and supersedes paragraphs .03-.08
of AS 2510, Auditing Inventories, and the portion of AS 2510.01 that addresses the confirmation
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of receivables (see paragraphs .34 and .35). This section does not supersede the portion of AS
2510.01 that addresses the observation of inventories.

.02 This section does not address the extent or timing of confirmation procedures. Guidance on the
extent of audit procedures (that is, considerations involved in determining the number of items to
confirm) is found in AS 2315, Audit Sampling, and AS 2301, The Auditor's Responses to the Risks of Material
Misstatement. Guidance on the timing of audit procedures is included inAS 2301.

.03 In addition, this section does not address matters described in AS 2505, Inquiry of a Client's Lawyer
Concerning Litigation, Claims, and Assessments.

Definition of the Confirmation Process

.04 Confirmation is the process of obtaining and evaluating a direct communication from a third party
in response to a request for information about a particular item affecting financial statement assertions.
The process includes—

m Selecting items for which confirmations are to be requested.

m Designing the confirmation request.

m  Communicating the confirmation request to the appropriate third party.
m  Obtaining the response from the third party.

m Evaluating the information, or lack thereof, provided by the third party about the audit objectives,
including the reliability of that information.

Relationship of Confirmation Procedures to the Auditor's
Assessment of Audit Risk

.05 AS 1101, Audit Risk, discusses the audit risk model. It describes the concept of assessing inherent
and control risks, determining the acceptable level of detection risk, and designing an audit program to
achieve an appropriately low level of audit risk. The auditor uses the audit risk assessment in determining
the audit procedures to be applied, including whether they should include confirmation.

.06 Confirmation is undertaken to obtain evidence from third parties about financial statement
assertions made by management. See paragraph .08 of AS 1105, Audit Evidence, which discusses the
reliability of audit evidence.

.07 The greater the combined assessed level of inherent and control risk, the greater the assurance
that the auditor needs from substantive tests related to a financial statement assertion. Consequently, as
the combined assessed level of inherent and control risk increases, the auditor designs substantive tests to
obtain more or different evidence about a financial statement assertion. In these situations, the auditor
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might use confirmation procedures rather than or in conjunction with tests directed toward documents or
parties within the entity.

.08 Unusual or complex transactions may be associated with high levels of inherent risk and control
risk. If the entity has entered into an unusual or complex transaction and the combined assessed level of
inherent and control risk is high, the auditor should consider confirming the terms of the transaction with
the other parties in addition to examining documentation held by the entity. For example, if the combined
assessed level of inherent and control risk over the occurrence of revenue related to an unusual, year-end
sale is high, the auditor should consider confirming the terms of that sale.

.09 The auditor should assess whether the evidence provided by confirmations reduces audit risk for
the related assertions to an acceptably low level. In making that assessment, the auditor should consider
the materiality of the account balance and his or her inherent and control risk assessments. When the
auditor concludes that evidence provided by confirmations alone is not sufficient, additional procedures
should be performed. For example, to achieve an appropriately low level of audit risk related to the
completeness and existence assertions for accounts receivable, an auditor may perform sales cutoff tests
in addition to confirming accounts receivable.

.10 The lower the combined assessed level of inherent and control risk, the less assurance the auditor
needs from substantive tests to form a conclusion about a financial statement assertion. Consequently, as
the combined assessed level of inherent and control risk decreases for a particular assertion, the auditor
may modify substantive tests by changing their nature from more effective (but costly) tests to less
effective (and less costly) tests. For example, if the combined assessed level of inherent and control risk
over the existence of cash is low, the auditor might limit substantive procedures to inspecting client-
provided bank statements rather than confirming cash balances.

Assertions Addressed by Confirmations

A1 For the evidence obtained to be appropriate, it must be reliable and relevant. Factors affecting the
reliability of confirmations are discussed in paragraphs .16 through .27. The relevance of evidence
depends on its relationship to the financial statement assertion being addressed.AS 1105 classifies
financial statement assertions into five categories:

a. Existence or occurrence
b. Completeness
c. Rights and obligations
d.  Valuation or allocation
e. Presentation and disclosure
A2 Confirmation requests, if properly designed by the auditor, may address any one or more of those

assertions. However, confirmations do not address all assertions equally well. Confirmation of goods held
on consignment with the consignee would likely be more effective for the existence and the rights-and-
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obligations assertions than for the valuation assertion. Accounts receivable confirmations are likely to be
more effective for the existence assertion than for the completeness and valuation assertions. Thus, when
obtaining evidence for assertions not adequately addressed by confirmations, auditors should consider
other audit procedures to complement confirmation procedures or to be used instead of confirmation
procedures.

13 Confirmation requests can be designed to elicit evidence that addresses the completeness
assertion: that is, if properly designed, confirmations may provide evidence to aid in assessing whether all
transactions and accounts that should be included in the financial statements are included. Their
effectiveness in addressing the completeness assertion depends, in part, on whether the auditor selects
from an appropriate population for testing. For example, when using confirmations to provide evidence
about the completeness assertion for accounts payable, the appropriate population might be a list of
vendors rather than the amounts recorded in the accounts payable subsidiary ledger.

.14 Some confirmation requests are not designed to elicit evidence regarding the completeness
assertion. For example, the AICPA Standard Form to Confirm Account Balance Information With Financial
Institutions is designed to substantiate information that is stated on the confirmation request; the form is
not designed to provide assurance that information about accounts not listed on the form will be
reported.

The Confirmation Process

.15 The auditor should exercise an appropriate level of professional skepticism throughout the
confirmation process (see AS 1015, Due Professional Care in the Performance of Work). Professional
skepticism is important in designing the confirmation request, performing the confirmation procedures,
and evaluating the results of the confirmation procedures.

Designing the Confirmation Request

.16 Confirmation requests should be tailored to the specific audit objectives. Thus, when designing the
confirmation requests, the auditor should consider the assertion(s) being addressed and the factors that
are likely to affect the reliability of the confirmations. Factors such as the form of the confirmation
request, prior experience on the audit or similar engagements, the nature of the information being
confirmed, and the intended respondent should affect the design of the requests because these factors
have a direct effect on the reliability of the evidence obtained through confirmation procedures.

Form of Confirmation Request

17 There are two types of confirmation requests: the positive form and the negative form. Some
positive forms request the respondent to indicate whether he or she agrees with the information stated
on the request. Other positive forms, referred to as blank forms, do not state the amount (or other
information) on the confirmation request, but request the recipient to fill in the balance or furnish other
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information.

.18 Positive forms provide audit evidence only when responses are received from the recipients;
nonresponses do not provide audit evidence about the financial statement assertions being addressed.

.19 Since there is a risk that recipients of a positive form of confirmation request with the information
to be confirmed contained on it may sign and return the confirmation without verifying that the
information is correct, blank forms may be used as one way to mitigate this risk. Thus, the use of blank
confirmation requests may provide a greater degree of assurance about the information confirmed.
However, blank forms might result in lower response rates because additional effort may be required of
the recipients; consequently, the auditor may have to perform more alternative procedures.

.20 The negative form requests the recipient to respond only if he or she disagrees with the
information stated on the request. Negative confirmation requests may be used to reduce audit risk to an
acceptable level when (a) the combined assessed level of inherent and control risk is low, (b) a large
number of small balances is involved, and (c) the auditor has no reason to believe that the recipients of the
requests are unlikely to give them consideration. For example, in the examination of demand deposit
accounts in a financial institution, it may be appropriate for an auditor to include negative confirmation
requests with the customers' regular statements when the combined assessed level of inherent and
control risk is low and the auditor has no reason to believe that the recipients will not consider the
requests. The auditor should consider performing other substantive procedures to supplement the use of
negative confirmations.

21 Negative confirmation requests may generate responses indicating misstatements, and are more
likely to do so if the auditor sends a large number of negative confirmation requests and such
misstatements are widespread. The auditor should investigate relevant information provided on negative
confirmations that have been returned to the auditor to determine the effect such information may have
on the audit. If the auditor's investigation of responses to negative confirmation requests indicates a
pattern of misstatements, the auditor should reconsider his or her combined assessed level of inherent
and control risk and consider the effect on planned audit procedures.

22 Although returned negative confirmations may provide evidence about the financial statement
assertions, unreturned negative confirmation requests rarely provide significant evidence concerning
financial statement assertions other than certain aspects of the existence assertion. For example, negative
confirmations may provide some evidence of the existence of third parties if they are not returned with an
indication that the addressees are unknown. However, unreturned negative confirmations do not provide
explicit evidence that the intended third parties received the confirmation requests and verified that the
information contained on them is correct.

Prior Experience

.23 In determining the effectiveness and efficiency of employing confirmation procedures, the auditor
may consider information from prior years' audits or audits of similar entities. This information includes
response rates, knowledge of misstatements identified during prior years' audits, and any knowledge of
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inaccurate information on returned confirmations. For example, if the auditor has experienced poor
response rates to properly designed confirmation requests in prior audits, the auditor may instead
consider obtaining audit evidence from other sources.

Nature of Information Being Confirmed

.24 When designing confirmation requests, the auditor should consider the types of information
respondents will be readily able to confirm, since the nature of the information being confirmed may
directly affect the appropriateness of the evidence obtained as well as the response rate. For example,
certain respondents' accounting systems may facilitate the confirmation of single transactions rather than
of entire account balances. In addition, respondents may not be able to confirm the balances of their
installment loans, but they may be able to confirm whether their payments are up-to-date, the amount of
the payment, and the key terms of their loans.

.25 The auditor's understanding of the client's arrangements and transactions with third parties is key
to determining the information to be confirmed. The auditor should obtain an understanding of the
substance of such arrangements and transactions to determine the appropriate information to include on
the confirmation request. The auditor should consider requesting confirmation of the terms of unusual
agreements or transactions, such as bill and hold sales, * in addition to the amounts. The auditor also
should consider whether there may be oral modifications to agreements, such as unusual payment terms
or liberal rights of return. When the auditor believes there is a moderate or high degree of risk that there
may be significant oral modifications, he or she should inquire about the existence and details of any such
modifications to written agreements. One method of doing so is to confirm both the terms of the
agreements and whether any oral modifications exist.

Respondent

.26 The auditor should direct the confirmation request to a third party who the auditor believes is
knowledgeable about the information to be confirmed. For example, to confirm a client's oral and written
guarantees with a financial institution, the auditor should direct the request to a financial institution
official who is responsible for the financial institution's relationship with the client or is knowledgeable
about the transactions or arrangements.

.27 If information about the respondent's competence, knowledge, motivation, ability, or willingness
to respond, or about the respondent's objectivity and freedom from bias with respect to the audited entity
2 comes to the auditor's attention, the auditor should consider the effects of such information on
designing the confirmation request and evaluating the results, including determining whether other
procedures are necessary. In addition, there may be circumstances (such as for significant, unusual year-
end transactions that have a material effect on the financial statements or where the respondent is the
custodian of a material amount of the audited entity's assets) in which the auditor should exercise a
heightened degree of professional skepticism relative to these factors about the respondent. In these
circumstances, the auditor should consider whether there is sufficient basis for concluding that the
confirmation request is being sent to a respondent from whom the auditor can expect the response will
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provide meaningful and appropriate evidence.

Performing Confirmation Procedures

.28 During the performance of confirmation procedures, the auditor should maintain control over the
confirmation requests and responses. Maintaining control® means establishing direct communication
between the intended recipient and the auditor to minimize the possibility that the results will be biased
because of interception and alteration of the confirmation requests or responses.

.29 There may be situations in which the respondent, because of timeliness or other considerations,
responds to a confirmation request other than in a written communication mailed to the auditor. When
such responses are received, additional evidence may be required to support their validity. For example,
facsimile responses involve risks because of the difficulty of ascertaining the sources of the responses. To
restrict the risks associated with facsimile responses and treat the confirmations as valid audit evidence,
the auditor should consider taking certain precautions, such as verifying the source and contents of a
facsimile response in a telephone call to the purported sender. In addition, the auditor should consider
requesting the purported sender to mail the original confirmation directly to the auditor. Oral
confirmations should be documented in the workpapers. If the information in the oral confirmations is
significant, the auditor should request the parties involved to submit written confirmation of the specific
information directly to the auditor.

.30 When using confirmation requests other than the negative form, the auditor should generally
follow up with a second and sometimes a third request to those parties from whom replies have not been
received.

Alternative Procedures

31 When the auditor has not received replies to positive confirmation requests, he or she should
apply alternative procedures to the nonresponses to obtain the evidence necessary to reduce audit risk to
an acceptably low level. However, the omission of alternative procedures may be acceptable (a) when the
auditor has not identified unusual qualitative factors or systematic characteristics related to the
nonresponses, such as that all nonresponses pertain to year-end transactions, and (b) when testing for
overstatement of amounts, the nonresponses in the aggregate, when projected as 100 percent
misstatements to the population and added to the sum of all other unadjusted differences, would not
affect the auditor's decision about whether the financial statements are materially misstated.

.32 The nature of alternative procedures varies according to the account and assertion in question. In
the examination of accounts receivable, for example, alternative procedures may include examination of
subsequent cash receipts (including matching such receipts with the actual items being paid), shipping
documents, or other client documentation to provide evidence for the existence assertion. In the
examination of accounts payable, for example, alternative procedures may include examination of
subsequent cash disbursements, correspondence from third parties, or other records to provide evidence
for the completeness assertion.
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Evaluating the Results of Confirmation Procedures

.33 After performing any alternative procedures, the auditor should evaluate the combined evidence
provided by the confirmations and the alternative procedures to determine whether sufficient evidence
has been obtained about all the applicable financial statement assertions. In performing that evaluation,
the auditor should consider (a) the reliability of the confirmations and alternative procedures; (b) the
nature of any exceptions, including the implications, both quantitative and qualitative, of those exceptions;
(c) the evidence provided by other procedures; and (d) whether additional evidence is needed. If the
combined evidence provided by the confirmations, alternative procedures, and other procedures is not
sufficient, the auditor should request additional confirmations or extend other tests, such as tests of
details or analytical procedures.

Confirmation of Accounts Receivable

.34 For the purpose of this section, accounts receivable means—

a. The entity's claims against customers that have arisen from the sale of goods or services in the
normal course of business, and

b. A financial institution's loans.

Confirmation of accounts receivable is a generally accepted auditing procedure. As discussed in paragraph
.06, it is generally presumed that evidence obtained from third parties will provide the auditor with higher-
quality audit evidence than is typically available from within the entity. Thus, there is a presumption that
the auditor will request the confirmation of accounts receivable during an audit unless one of the
following is true:

m Accounts receivable are immaterial to the financial statements.
m The use of confirmations would be ineffective.?

m The auditor's combined assessed level of inherent and control risk is low, and the assessed level,
in conjunction with the evidence expected to be provided by analytical procedures or other
substantive tests of details, is sufficient to reduce audit risk to an acceptably low level for the
applicable financial statement assertions. In many situations, both confirmation of accounts
receivable and other substantive tests of details are necessary to reduce audit risk to an
acceptably low level for the applicable financial statement assertions.

.35 An auditor who has not requested confirmations in the examination of accounts receivable should
document how he or she overcame this presumption.

Effective Date
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.36 This section is effective for audits of fiscal periods ending after June 15, 1992. Early application of
this section is permissible.

Footnotes (AS 2310 - The Confirmation Process):

L Bill and hold sales are sales of merchandise that are billed to customers before delivery and are held
by the entity for the customers.

2 AS 2410, Related Parties, establishes requirements regarding the auditor's evaluation of relationships
and transactions between the company and its related parties.

3 The need to maintain control does not preclude the use of internal auditors in the confirmation
process. AS 2605, Consideration of the Internal Audit Function, provides guidance on considering the
work of internal auditors and on using internal auditors to provide direct assistance to the auditor.

4 For example, if, based on prior years' audit experience or on experience with similar engagements,
the auditor concludes that response rates to properly designed confirmation requests will be
inadequate, or if responses are known or expected to be unreliable, the auditor may determine that the
use of confirmations would be ineffective.

Copyright © 1996, 1998, American Institute of Certified Public Accountants, Inc.
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.01 Audit sampling is the application of an audit procedure to less than 100 percent of the items within
an account balance or class of transactions for the purpose of evaluating some characteristic of the
balance or class.! This section provides guidance for planning, performing, and evaluating audit samples.

.02 The auditor often is aware of account balances and transactions that may be more likely to contain
misstatements.2 He considers this knowledge in planning his procedures, including audit sampling. The
auditor usually will have no special knowledge about other account balances and transactions that, in his
judgment, will need to be tested to fulfill his audit objectives. Audit sampling is especially useful in these
cases.

.03 There are two general approaches to audit sampling: nonstatistical and statistical. Both approaches
require that the auditor use professional judgment in planning, performing, and evaluating a sample and in
relating the evidential matter produced by the sample to other evidential matter when forming a
conclusion about the related account balance or class of transactions. Either approach to audit sampling
can provide sufficient evidential matter when applied properly. This section applies to both nonstatistical
and statistical sampling.

[.04] [Paragraph deleted.]

.05 The sufficiency of evidential matter is related to the design and size of an audit sample, among
other factors. The size of a sample necessary to provide sufficient evidential matter depends on both the
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objectives and the efficiency of the sample. For a given objective, the efficiency of the sample relates to its
design; one sample is more efficient than another if it can achieve the same objectives with a smaller
sample size. In general, careful design can produce more efficient samples.

.06 In a strict sense, the sample evaluation relates only to the likelihood that existing monetary
misstatements or deviations from prescribed controls are proportionately included in the sample, not to
the auditor's treatment of such items. Thus, the choice of nonstatistical or statistical sampling does not
directly affect the auditor's decisions about the auditing procedures to be applied, the appropriateness of
the evidential matter obtained with respect to individual items in the sample, or the actions that might be
taken in light of the nature and cause of particular misstatements.

Note: AS 1105, Audit Evidence, discusses the appropriateness of audit evidence, and AS
2810discusses the auditor's responsibilities for evaluating the sufficiency and appropriateness of
audit evidence.

Uncertainty and Audit Sampling

.07 Some degree of uncertainty is implicit in the concept of "a reasonable basis for an opinion." The
justification for accepting some uncertainty arises from the relationship between such factors as the cost
and time required to examine all of the data and the adverse consequences of possible erroneous
decisions based on the conclusions resulting from examining only a sample of the data. If these factors do
not justify the acceptance of some uncertainty, the only alternative is to examine all of the data. Since this
is seldom the case, the basic concept of sampling is well established in auditing practice.

[.08] [Paragraph deleted.]

.09 Audit risk includes both uncertainties due to sampling and uncertainties due to factors other than
sampling. These aspects of audit risk are sampling risk and nonsampling risk, respectively.

Note: AS 1101, Audit Risk, describes audit risk and its components in a financial statement
audit—the risk of material misstatement (consisting of inherent risk and control risk) and detection
risk.

.10 Sampling risk arises from the possibility that, when a test of controls or a substantive test is
restricted to a sample, the auditor's conclusions may be different from the conclusions he would reach if
the test were applied in the same way to all items in the account balance or class of transactions. That is, a
particular sample may contain proportionately more or less monetary misstatements or deviations from
prescribed controls than exist in the balance or class as a whole. For a sample of a specific design, sampling
risk varies inversely with sample size: the smaller the sample size, the greater the sampling risk.

11 Nonsampling risk includes all the aspects of audit risk that are not due to sampling. An auditor may
apply a procedure to all transactions or balances and still fail to detect a material misstatement.
Nonsampling risk includes the possibility of selecting audit procedures that are not appropriate to achieve
the specific objective. For example, confirming recorded receivables cannot be relied on to reveal
unrecorded receivables. Nonsampling risk also arises because the auditor may fail to recognize
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misstatements included in documents that he examines, which would make that procedure ineffective
even if he were to examine all items. Nonsampling risk can be reduced to a negligible level through such
factors as adequate planning and supervision and proper conduct of a firm's audit practice (see AS 1110,
Relationship of Auditing Standards to Quality Control Standards).

Sampling Risk

12 The auditor should apply professional judgment in assessing sampling risk. In performing
substantive tests of details the auditor is concerned with two aspects of sampling risk:

m The risk of incorrect acceptance is the risk that the sample supports the conclusion that the
recorded account balance is not materially misstated when it is materially misstated.

m The risk of incorrect rejection is the risk that the sample supports the conclusion that the recorded
account balance is materially misstated when it is not materially misstated.

The auditor is also concerned with two aspects of sampling risk in performing tests of controls when
sampling is used:

m The risk of assessing control risk too low is the risk that the assessed level of control risk based on
the sample is less than the true operating effectiveness of the control.

m The risk of assessing control risk too high is the risk that the assessed level of control risk based on
the sample is greater than the true operating effectiveness of the control.

13 The risk of incorrect rejection and the risk of assessing control risk too high relate to the efficiency
of the audit. For example, if the auditor's evaluation of an audit sample leads him to the initial erroneous
conclusion that a balance is materially misstated when it is not, the application of additional audit
procedures and consideration of other audit evidence would ordinarily lead the auditor to the correct
conclusion. Similarly, if the auditor's evaluation of a sample leads him to unnecessarily assess control risk
too high for an assertion, he would ordinarily increase the scope of substantive tests to compensate for
the perceived ineffectiveness of the controls. Although the audit may be less efficient in these
circumstances, the audit is, nevertheless, effective.

14 The risk of incorrect acceptance and the risk of assessing control risk too low relate to the
effectiveness of an audit in detecting an existing material misstatement. These risks are discussed in the
following paragraphs.

Sampling in Substantive Tests of Details

Planning Samples
15 Planning involves developing a strategy for conducting an audit of financial statements. See AS
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2101, Audit Planning.
.16 When planning a particular sample for a substantive test of details, the auditor should consider

m The relationship of the sample to the relevant audit objective.
m Tolerable misstatement. (See paragraphs .18-.18A.)
m The auditor's allowable risk of incorrect acceptance.

m Characteristics of the population, that is, the items comprising the account balance or class of
transactions of interest.

17 When planning a particular sample, the auditor should consider the specific audit objective to be
achieved and should determine that the audit procedure, or combination of procedures, to be applied will
achieve that objective. The auditor should determine that the population from which he draws the sample
is appropriate for the specific audit objective. For example, an auditor would not be able to detect
understatements of an account due to omitted items by sampling the recorded items. An appropriate
sampling plan for detecting such understatements would involve selecting from a source in which the
omitted items are included. To illustrate, subsequent cash disbursements might be sampled to test
recorded accounts payable for understatement because of omitted purchases, or shipping documents
might be sampled for understatement of sales due to shipments made but not recorded as sales.

.18 Evaluation in monetary terms of the results of a sample for a substantive test of details contributes
directly to the auditor's purpose, since such an evaluation can be related to his or her judgment of the
monetary amount of misstatements that would be material. When planning a sample for a substantive
test of details, the auditor should consider how much monetary misstatement in the related account
balance or class of transactions may exist, in combination with other misstatements, without causing the
financial statements to be materially misstated. This maximum monetary misstatement for the account
balance or class of transactions is called tolerable misstatement.

.18A Paragraphs .08-.09 of AS 2105, Consideration of Materiality in Planning and Performing an Audit,
describe the auditor's responsibilities for determining tolerable misstatement at the account or disclosure
level. When the population to be sampled constitutes a portion of an account balance or transaction class,
the auditor should determine tolerable misstatement for the population to be sampled for purposes of
designing the sampling plan. Tolerable misstatement for the population to be sampled ordinarily should be
less than tolerable misstatement for the account balance or transaction class to allow for the possibility
that misstatement in the portion of the account or transaction class not subject to audit sampling,
individually or in combination with other misstatements, would cause the financial statements to be
materially misstated.

19 After assessing and considering the levels of inherent and control risks, the auditor performs
substantive tests to restrict detection risk to an acceptable level. As the assessed levels of inherent risk,
control risk, and detection risk for other substantive procedures directed toward the same specific audit
objective decreases, the auditor's allowable risk of incorrect acceptance for the substantive tests of details
increases and, thus, the smaller the required sample size for the substantive tests of details. For example,
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if inherent and control risks are assessed at the maximum, and no other substantive tests directed toward
the same specific audit objectives are performed, the auditor should allow for a low risk of incorrect
acceptance for the substantive tests of details.3 Thus, the auditor would select a larger sample size for the
tests of details than if he allowed a higher risk of incorrect acceptance.

[.20] [Paragraph deleted.]

21 The sufficiency of tests of details for a particular account balance or class of transactions is related
to the individual importance of the items examined as well as to the potential for material misstatement.
When planning a sample for a substantive test of details, the auditor uses his judgment to determine
which items, if any, in an account balance or class of transactions should be individually examined and
which items, if any, should be subject to sampling. The auditor should examine those items for which, in
his judgment, acceptance of some sampling risk is not justified. For example, these may include items for
which potential misstatements could individually equal or exceed the tolerable misstatement. Any items
that the auditor has decided to examine 100 percent are not part of the items subject to sampling. Other
items that, in the auditor's judgment, need to be tested to fulfill the audit objective but need not be
examined 100 percent, would be subject to sampling.

22 The auditor may be able to reduce the required sample size by separating items subject to
sampling into relatively homogeneous groups on the basis of some characteristic related to the specific
audit objective. For example, common bases for such groupings are the recorded or book value of the
items, the nature of controls related to processing the items, and special considerations associated with
certain items. An appropriate number of items is then selected from each group.

.23 To determine the number of items to be selected in a sample for a particular substantive test of
details, the auditor should take into account tolerable misstatement for the population; the allowable risk
of incorrect acceptance (based on the assessments of inherent risk, control risk, and the detection risk
related to the substantive analytical procedures or other relevant substantive tests); and the
characteristics of the population, including the expected size and frequency of misstatements.

23A Table 1 of the Appendix describes the effects of the factors discussed in the preceding paragraph
on sample sizes in a statistical or nonstatistical sampling approach. When circumstances are similar, the
effect on sample size of those factors should be similar regardless of whether a statistical or nonstatistical
approach is used. Thus, when a nonstatistical sampling approach is applied properly, the resulting sample
size ordinarily will be comparable to, or larger than, the sample size resulting from an efficient and
effectively designed statistical sample.

Sample Selection

.24 Sample items should be selected in such a way that the sample can be expected to be
representative of the population. Therefore, all items in the population should have an opportunity to be
selected. For example, haphazard and random-based selection of items represents two means of obtaining
such samples.#
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Performance and Evaluation

.25 Auditing procedures that are appropriate to the particular audit objective should be applied to
each sample item. In some circumstances the auditor may not be able to apply the planned audit
procedures to selected sample items because, for example, supporting documentation may be missing.
The auditor's treatment of unexamined items will depend on their effect on his evaluation of the sample. If
the auditor's evaluation of the sample results would not be altered by considering those unexamined
items to be misstated, it is not necessary to examine the items. However, if considering those unexamined
items to be misstated would lead to a conclusion that the balance or class contains material misstatement,
the auditor should consider alternative procedures that would provide him with sufficient evidence to
form a conclusion. The auditor also should evaluate whether the reasons for his or her inability to examine
the items have (a) implications in relation to his or her risk assessments (including the assessment of fraud
risk), (b) implications regarding the integrity of management or employees, and (c) possible effects on
other aspects of the audit.

.26 The auditor should project the misstatement results of the sample to the items from which the
sample was selected.> ® There are several acceptable ways to project misstatements from a sample. For
example, an auditor may have selected a sample of every twentieth item (50 items) from a population
containing one thousand items. If he discovered overstatements of $3,000 in that sample, the auditor
could project a $60,000 overstatement by dividing the amount of misstatement in the sample by the
fraction of total items from the population included in the sample. The auditor should add that projection
to the misstatements discovered in any items examined 100 percent. This total projected misstatement
should be compared with the tolerable misstatement for the account balance or class of transactions, and
appropriate consideration should be given to sampling risk. If the total projected misstatement is less than
tolerable misstatement for the account balance or class of transactions, the auditor should consider the
risk that such a result might be obtained even though the true monetary misstatement for the population
exceeds tolerable misstatement. For example, if the tolerable misstatement in an account balance of 51
million is $50,000 and the total projected misstatement based on an appropriate sample (see paragraph
.23) is $10,000, he may be reasonably assured that there is an acceptably low sampling risk that the true
monetary misstatement for the population exceeds tolerable misstatement. On the other hand, if the total
projected misstatement is close to the tolerable misstatement, the auditor may conclude that there is an
unacceptably high risk that the actual misstatements in the population exceed the tolerable misstatement.
An auditor uses professional judgment in making such evaluations.

27 In addition to the evaluation of the frequency and amounts of monetary misstatements,
consideration should be given to the qualitative aspects of the misstatements. These include (a) the nature
and cause of misstatements, such as whether they are differences in principle or in application, are errors
or are caused by fraud, or are due to misunderstanding of instructions or to carelessness, and (b) the
possible relationship of the misstatements to other phases of the audit. The discovery of fraud ordinarily
requires a broader consideration of possible implications than does the discovery of an error.

.28 If the sample results suggest that the auditor's planning assumptions were incorrect, he should
take appropriate action. For example, if monetary misstatements are discovered in a substantive test of
details in amounts or frequency that is greater than is consistent with the assessed levels of inherent and
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control risk, the auditor should alter his risk assessments. The auditor should also consider whether to
modify the other audit tests that were designed based upon the inherent and control risk assessments. For
example, a large number of misstatements discovered in confirmation of receivables may indicate the
need to reconsider the control risk assessment related to the assertions that impacted the design of
substantive tests of sales or cash receipts.

.29 The auditor should relate the evaluation of the sample to other relevant audit evidence when
forming a conclusion about the related account balance or class of transactions.

.30 Projected misstatement results for all audit sampling applications and all known misstatements
from nonsampling applications should be considered in the aggregate along with other relevant audit
evidence when the auditor evaluates whether the financial statements taken as a whole may be materially
misstated.

Sampling in Tests of Controls

Planning Samples

31 When planning a particular audit sample for a test of controls, the auditor should consider

m The relationship of the sample to the objective of the test of controls.

m The maximum rate of deviations from prescribed controls that would support his planned
assessed level of control risk.

m The auditor's allowable risk of assessing control risk too low.

m Characteristics of the population, that is, the items comprising the account balance or class of
transactions of interest.

32 For many tests of controls, sampling does not apply. Procedures performed to obtain an
understanding of internal control sufficient to plan an audit do not involve sampling.” Sampling generally is
not applicable to tests of controls that depend primarily on appropriate segregation of duties or that
otherwise provide no documentary evidence of performance. In addition, sampling may not apply to tests
of certain documented controls. Sampling may not apply to tests directed toward obtaining evidence
about the design or operation of the control environment or the accounting system. For example, inquiry
or observation of explanation of variances from budgets when the auditor does not desire to estimate the
rate of deviation from the prescribed control.

.33 When designing samples for tests of controls the auditor ordinarily should plan to evaluate
operating effectiveness in terms of deviations from prescribed controls, as to either the rate of such
deviations or the monetary amount of the related transactions.® In this context, pertinent controls are
ones that, had they not been included in the design of internal control would have adversely affected the
auditor's planned assessed level of control risk. The auditor's overall assessment of control risk for a
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particular assertion involves combining judgments about the prescribed controls, the deviations from
prescribed controls, and the degree of assurance provided by the sample and other tests of controls.

.34 The auditor should determine the maximum rate of deviations from the prescribed control that he
would be willing to accept without altering his planned assessed level of control risk. This is the tolerable
rate. In determining the tolerable rate, the auditor should consider (a) the planned assessed level of
control risk, and (b) the degree of assurance desired by the evidential matter in the sample. For example, if
the auditor plans to assess control risk at a low level, and he desires a high degree of assurance from the
evidential matter provided by the sample for tests of controls (i.e., not perform other tests of controls for
the assertion), he might decide that a tolerable rate of 5 percent or possibly less would be reasonable. If
the auditor either plans to assess control risk at a higher level, or he desires assurance from other tests of
controls along with that provided by the sample (such as inquiries of appropriate entity personnel or
observation of the application of the policy or procedure), the auditor might decide that a tolerable rate of
10 percent or more is reasonable.

.35 In assessing the tolerable rate of deviations, the auditor should consider that, while deviations
from pertinent controls increase the risk of material misstatements in the accounting records, such
deviations do not necessarily result in misstatements. For example, a recorded disbursement that does not
show evidence of required approval may nevertheless be a transaction that is properly authorized and
recorded. Deviations would result in misstatements in the accounting records only if the deviations and
the misstatements occurred on the same transactions. Deviations from pertinent controls at a given rate
ordinarily would be expected to result in misstatements at a lower rate.

.36 In some situations, the risk of material misstatement for an assertion may be related to a
combination of controls. If a combination of two or more controls is necessary to affect the risk of material
misstatement for an assertion, those controls should be regarded as a single procedure, and deviations
from any controls in combination should be evaluated on that basis.

.37 Samples taken to test the operating effectiveness of controls are intended to provide a basis for
the auditor to conclude whether the controls are being applied as prescribed. When the degree of
assurance desired by the evidential matter in the sample is high, the auditor should allow for a low level of
sampling risk (that is, the risk of assessing control risk too low).?

.38 To determine the number of items to be selected for a particular sample for a test of controls, the
auditor should consider the tolerable rate of deviation from the controls being tested, the likely rate of
deviations, and the allowable risk of assessing control risk too low. When circumstances are similar, the
effect on sample size of those factors should be similar regardless of whether a statistical or nonstatistical
approach is used. Thus, when a nonstatistical sampling approach is applied properly, the resulting sample
size ordinarily will be comparable to, or larger than, the sample size resulting from an efficient and
effectively designed statistical sample.

Sample Selection

.39 Sample items should be selected in such a way that the sample can be expected to be
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representative of the population. Therefore, all items in the population should have an opportunity to be
selected. Random-based selection of items represents one means of obtaining such samples. Ideally, the
auditor should use a selection method that has the potential for selecting items from the entire period
under audit. Paragraphs .44 through .46 of AS 2301, The Auditor's Responses to the Risks of Material
Misstatement, describe the auditor's responsibilities for performing procedures between the interim date
of testing and period end.

Performance and Evaluation

40 Auditing procedures that are appropriate to achieve the objective of the test of controls should be
applied to each sample item. If the auditor is not able to apply the planned audit procedures or
appropriate alternative procedures to selected items, he should consider the reasons for this limitation,
and he should ordinarily consider those selected items to be deviations from the prescribed policy or
procedure for the purpose of evaluating the sample.

41 The deviation rate in the sample is the auditor's best estimate of the deviation rate in the
population from which it was selected. If the estimated deviation rate is less than the tolerable rate for the
population, the auditor should consider the risk that such a result might be obtained even though the true
deviation rate for the population exceeds the tolerable rate for the population. For example, if the
tolerable rate for a population is 5 percent and no deviations are found in a sample of 60 items, the
auditor may conclude that there is an acceptably low sampling risk that the true deviation rate in the
population exceeds the tolerable rate of 5 percent. On the other hand, if the sample includes, for example,
two or more deviations, the auditor may conclude that there is an unacceptably high sampling risk that the
rate of deviations in the population exceeds the tolerable rate of 5 percent. An auditor applies professional
judgment in making such an evaluation.

42 In addition to the evaluation of the frequency of deviations from pertinent procedures,
consideration should be given to the qualitative aspects of the deviations. These include (a) the nature and
cause of the deviations, such as whether they are errors or irregularities or are due to misunderstanding of
instructions or to carelessness, and (b) the possible relationship of the deviations to other phases of the
audit. The discovery of an irregularity ordinarily requires a broader consideration of possible implications
than does the discovery of an error.

43 If the auditor concludes that the sample results do not support the planned assessed level of
control risk for an assertion, he should re-evaluate the nature, timing, and extent of substantive
procedures based on a revised consideration of the assessed level of control risk for the relevant financial
statement assertions.

Dual-Purpose Samples

44 In some circumstances, the auditor may design a sample that will be used for dual purposes: as a
test of control and as a substantive test. In general, an auditor planning to use a dual-purpose sample
would have made a preliminary assessment that there is an acceptably low risk that the rate of deviations
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from the prescribed control in the population exceeds the tolerable rate. For example, an auditor
designing a test of a control over entries in the voucher register may design a related substantive test at a
risk level that is based on an expectation of reliance on the control.The size of a sample designed for dual
purposes should be the larger of the samples that would otherwise have been designed for the two
separate purposes. In evaluating such tests, deviations from the control that was tested and monetary
misstatements should be evaluated separately using the risk levels applicable for the respective purposes.

Note:AS 2301.47 provides additional discussion of the auditor's responsibilities for performing
dual-purpose tests.

Selecting a Sampling Approach

45 As discussed in paragraph .03, either a nonstatistical or statistical approach to audit sampling,
when properly applied, can provide sufficient evidential matter.

46 Statistical sampling helps the auditor (a) to design an efficient sample, (b) to measure the
sufficiency of the evidential matter obtained, and (c) to evaluate the sample results. By using statistical
theory, the auditor can quantify sampling risk to assist himself in limiting it to a level he considers
acceptable. However, statistical sampling involves additional costs of training auditors, designing individual
samples to meet the statistical requirements, and selecting the items to be examined. Because either
nonstatistical or statistical sampling can provide sufficient evidential matter, the auditor chooses between
them after considering their relative cost and effectiveness in the circumstances.

Effective Date

A7 This section is effective for audits of financial statements for periods ended on or after June 25,
1983. Earlier application is encouraged.

Appendix - Relating the Risk of Incorrect Acceptance for a
Substantive Test of Details to Other Sources of Audit
Assurance

A48

1. Audit risk, with respect to a particular account balance or class of transactions, is the risk that there is
a monetary misstatement greater than tolerable misstatement affecting an assertion in an account
balance or class of transactions that the auditor fails to detect. The auditor uses professional judgment in
determining the allowable risk for a particular audit after he consider such factors as the risk of material
misstatement in the financial statements, the cost to reduce the risk, and the effect of the potential
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misstatements on the use and understanding of the financial statements.

2. Anauditor assesses inherent and control risk, and plans and performs substantive tests (analytical
procedures and substantive tests of details) in whatever combination to reduce audit risk to an
appropriate level.

3. The sufficiency of audit sample sizes, whether nonstatistical or statistical, is influenced by several
factors. Table 1 illustrates how several of these factors may affect sample sizes for a substantive test of
details. Factors a, b and c in table 1 should be considered together (see paragraph .08). For example, high
inherent risk, the lack of effective controls, and the absence of other substantive tests related to the same
audit objective ordinarily require larger sample sizes for related substantive tests of details than if there
were other sources to provide the basis for assessing inherent or control risks below the maximum, or if
other substantive tests related to the same objective were performed. Alternatively, low inherent risk,
effective controls, or effective analytical procedures and other relevant substantive tests may lead the
auditor to conclude that the sample, if any, needed for an additional test of details can be small.

4. The following model expresses the general relationship of the risks associated with the auditor's
assessment of inherent and control risks, and the effectiveness of analytical procedures (including other
relevant substantive tests) and substantive tests of details. The model is not intended to be a
mathematical formula including all factors that may influence the determination of individual risk
components; however, some auditors find such a model to be useful when planning appropriate risk levels
for audit procedures to achieve the auditor's desired audit risk.

AR=IRxCRxAPxTD

An auditor might use this model to obtain an understanding of an appropriate risk of incorrect acceptance
for a substantive test of details as follows:

TD = AR/(IR x CR x AP)

AR = The allowable audit risk that monetary misstatements equal to tolerable misstatement might
remain undetected for the account balance or class of transactions and related assertions after the
auditor has completed all audit procedures deemed necessary.! The auditor uses his professional
judgment to determine the allowable audit risk after considering factors such as those discussed in
paragraph 1 of this appendix.

IR = Inherent risk is the susceptibility of an assertion to a material misstatement assuming there
are no related internal control structure policies or procedures.

CR = Control risk is the risk that a material misstatement that could occur in an assertion will not
be prevented or detected on a timely basis by the entity's controls. The auditor may assess control
risk at the maximum, or assess control risk below the maximum based on the sufficiency of
evidential matter obtained to support the effectiveness of controls. The quantification for this
model relates to the auditor's evaluation of the overall effectiveness of those controls that would
prevent or detect material misstatements equal to tolerable misstatement in the related account
balance or class of transactions. For example, if the auditor believes that pertinent controls would
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prevent or detect misstatements equal to tolerable misstatement about half the time, he would
assess this risk as 50 percent. (CR is not the same as the risk of assessing control risk too low.)

AP = The auditor's assessment of the risk that analytical procedures and other relevant
substantive tests would fail to detect misstatements that could occur in an assertion equal to
tolerable misstatement, given that such misstatements occur and are not detected by the internal
control structure.

TD = The allowable risk of incorrect acceptance for the substantive test of details, given that
misstatements equal to tolerable misstatement occur in an assertion and are not detected by
internal control or analytical procedures and other relevant substantive tests.

5. The auditor planning a statistical sample can use the relationship in paragraph 4 of this Appendix to
assist in planning his allowable risk of incorrect acceptance for a specific substantive test of details. To do
so, he selects an acceptable audit risk (AR), and substantively quantifies his judgment of risks IR, CR and
AP. Some levels of these risks are implicit in evaluating audit evidence and reaching conclusions. Auditors
using the relationship prefer to evaluate these judgment risks explicitly.

6. The relationships between these independent risks are illustrated in table 2. In table 2 it is assumed,
for illustrative purposes, that the auditor has chosen an audit risk of 5 percent for an assertion where
inherent risk has been assessed at the maximum. Table 2 incorporates the premise that no internal control
can be expected to be completely effective in detecting aggregate misstatements equal to tolerable
misstatement that might occur. The table also illustrates the fact that the risk level for substantive tests for
particular assertions is not an isolated decision. Rather, it is a direct consequence of the auditor's
assessments of inherent and control risks, and judgments about the effectiveness of analytical procedures
and other relevant substantive tests, and it cannot be properly considered out of this context.

Table 1
Factors Influencing Sample Sizes for a Substantive Test of Details in Sample Planning

Factor

Conditions leading to
Smaller sample size

Larger sample size

Related factor for
substantive sample
planning

a. Assessment of
inherent risk.

Low assessed level of
inherent risk.

High assessed level of
inherent risk.

Allowable risk of
incorrect acceptance.

b. Assessment of control
risk.

Low assessed level of
control risk.

High assessed level of
control risk.

Allowable risk of
incorrect acceptance.

c. Assessment of risk for
other substantive tests
related to the same
assertion (including

Low assessment of risk
associated with other
relevant substantive
tests.

High assessment of risk
associated with other
relevant substantive
tests.

Allowable risk of
incorrect acceptance.
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d. Measure of tolerable
misstatement for a
specific account.

Larger measure of

tolerable misstatement.

Smaller measure of
tolerable misstatement.

Tolerable misstatement.

e. Expected size and
frequency of
misstatements.

Smaller misstatements
or lower frequency.

Larger misstatements or
higher frequency.

Assessment of
population
characteristics.

f. Number of items in
the population.

Virtually no effect on
sample size unless

population is very small.

Table 2
Allowable Risk of Incorrect Acceptance (TD) for Various Assessments of CR and AP; for AR=.05and IR =

1.0

control risk.

Auditor's subjective assessment

Auditor's subjective assessment of risk that

analytical procedures and other relevant

substantive tests might fail to detect aggregate
misstatements equal to tolerable misstatement.

CR AP
10% 30% 50% 100%
D
10% * * * 50%
30% * 55% 33% 16%
50% * 33% 20% 10%
100% 50% 16% 10% 5%
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* The allowable level of AR of 5 percent exceeds the product of IR, CR, and AP, and thus, the
planned substantive test of details may not be necessary.

Note: The table entries for TD are computed from the illustrated model: TD equals AR/(IR x CR x
AP). For example, for IR = 1.0, CR = .50, AP = .30, TD = .05/(1.0 x .50 x .30) or .33 (equals 33%).
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Footnotes (AS 2315 - Audit Sampling):

L There may be other reasons for an auditor to examine less than 100 percent of the items comprising
an account balance or class of transactions. For example, an auditor may examine only a few
transactions from an account balance or class of transactions to (a) gain an understanding of the nature
of an entity's operations or (b) clarify his understanding of the entity's internal control. In such cases,
the guidance in this statement is not applicable.

2 For purposes of this section the use of the term misstatement can include both errors and fraud as
appropriate for the design of the sampling application. Errors and fraud are discussed in AS 2810,
Evaluating Audit Results.

3 Some auditors prefer to think of risk levels in quantitative terms. For example, in the circumstances
described, an auditor might think in terms of a 5 percent risk of incorrect acceptance for the substantive
test of details. Risk levels used in sampling applications in other fields are not necessarily relevant in
determining appropriate levels for applications in auditing because an audit includes many interrelated
tests and sources of evidence.

4 Random-based selection includes, for example, random sampling, stratified random sampling,
sampling with probability proportional to size, and systematic sampling (for example, every hundredth
item) with one or more random starts.

> |f the auditor has separated the items subject to sampling into relatively homogeneous groups (see
paragraph .22), he separately projects the misstatement results of each group and sums them.

6 AS2810.10 through .23 discuss the auditor's consideration of differences between the accounting
records and the underlying facts and circumstances.

’/ The auditor may plan to perform tests of controls concurrently with obtaining an understanding of
internal control for the purpose of estimating the rate of deviation from the prescribed controls, as to
either the rate of such deviations or monetary amount of the related transactions. Sampling, as defined
in this section, applies to such tests of controls.

8 For simplicity the remainder of this section will refer to only the rate of deviations.

° The auditor who prefers to think of risk levels in quantitative terms might consider, for example, a 5
percent to 10 percent risk of assessing control risk too low.

Footnote (Appendix - Relating the Risk of Incorrect Acceptance for a Substantive

Test of Details to Other Sources of Audit Assurance):

L For purposes of this Appendix, the nonsampling risk aspect of audit risk is assumed to be negligible,
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based on the level of quality controls in effect.
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AS 2401: Consideration of Fraud in a Financial
Statement Audit

PCAOB Release No. 2023-008, SEC Release No. 34-99060. View the standard as amended.
Amendments: Amending releases and related SEC approval orders

Guidance on AS 2401.: Staff Audit Practice Alerts No. 1, No. 2, No.5, No.8, No.9, No. 10, No. 12, and
No. 15 and Staff Guidance for Auditors of SEC-Registered Brokers and Dealers
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.85 Appendix: Examples of Fraud Risk Factors

Introduction and Overview

.01  Paragraph .02 of AS 1001, Responsibilities and Functions of the Independent Auditor, states, "The
auditor has a responsibility to plan and perform the audit to obtain reasonable assurance about whether
the financial statements are free of material misstatement, whether caused by error or fraud. [footnote
omitted]"! This section establishes requirements and provides direction relevant to fulfilling that
responsibility, as it relates to fraud, in an audit of financial statements.?

Note: When performing an integrated audit of financial statements and internal control over financial
reporting, refer to paragraphs .14-.15 of AS 2201, An Audit of Internal Control Over Financial Reporting
That Is Integrated with An Audit of Financial Statements, regarding fraud considerations, in addition to
the fraud consideration set forth in this section.
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.01A  AS 2110, Identifying and Assessing Risks of Material Misstatement, establishes requirements
regarding the process of identifying and assessing risks of material misstatement of the financial
statements. AS 2301, The Auditor's Responses to the Risks of Material Misstatement, establishes
requirements regarding designing and implementing appropriate responses to the risks of material
misstatement. AS 2810, Evaluating Audit Results, establishes requirements regarding the auditor's
evaluation of audit results and determination of whether he or she has obtained sufficient appropriate
audit evidence.

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

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

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

m  Responding to fraud risks. This section discusses certain responses to fraud risks involving the
nature, timing, and extent of audit procedures, including:

o  Responses to assessed fraud risks relating to fraudulent financial reporting and
misappropriation of assets (see paragraphs .52 through .56).

o  Responses to specifically address the fraud risks arising from management override of
internal controls (see paragraphs .57 through .67).

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

m Documenting the auditor's consideration of fraud. This section describes related documentation
requirements. (See paragraph .83.)

[.03] [Paragraph deleted.]

.04 Although this section focuses on the auditor's consideration of fraud in an audit of financial
statements, it is management's responsibility to design and implement programs and controls to prevent,
deter, and detect fraud.? That responsibility is described in AS 1001.03, which states, "Management is
responsible for adopting sound accounting policies and for establishing and maintaining internal control
that will, among other things, initiate, record, process, and report transactions (as well as events and
conditions) consistent with management's assertions embodied in the financial statements."
Management, along with those who have responsibility for oversight of the financial reporting process
(such as the audit committee, board of trustees, board of directors, or the owner in owner-managed
entities), should set the proper tone; create and maintain a culture of honesty and high ethical standards;
and establish appropriate controls to prevent, deter, and detect fraud. When management and those
responsible for the oversight of the financial reporting process fulfill those responsibilities, the
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opportunities to commit fraud can be reduced significantly.

Description and Characteristics of Fraud

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

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

m  Misstatements arising from fraudulent financial reporting are intentional misstatements or
omissions of amounts or disclosures in financial statements designed to deceive financial
statement users where the effect causes the financial statements not to be presented, in all
material respects, in conformity with generally accepted accounting principles (GAAP).>
Fraudulent financial reporting may be accomplished by the following:

o Manipulation, falsification, or alteration of accounting records or supporting documents
from which financial statements are prepared

o Misrepresentation in or intentional omission from the financial statements of events,
transactions, or other significant information

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

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

m  Misstatements arising from misappropriation of assets (sometimes referred to as theft or
defalcation) involve the theft of an entity's assets where the effect of the theft causes the
financial statements not to be presented, in all material respects, in conformity with GAAP.
Misappropriation of assets can be accomplished in various ways, including embezzling receipts,
stealing assets, or causing an entity to pay for goods or services that have not been received.
Misappropriation of assets may be accompanied by false or misleading records or documents,
possibly created by circumventing controls. The scope of this section includes only those
misappropriations of assets for which the effect of the misappropriation causes the financial
statements not to be fairly presented, in all material respects, in conformity with GAAP.
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.07  Three conditions generally are present when fraud occurs. First, management or other employees
have an incentive or are under pressure, which provides a reason to commit fraud. Second, circumstances
exist—for example, the absence of controls, ineffective controls, or the ability of management to override
controls—that provide an opportunity for a fraud to be perpetrated. Third, those involved are able to
rationalize committing a fraudulent act. Some individuals possess an attitude, character, or set of ethical
values that allow them to knowingly and intentionally commit a dishonest act. However, even otherwise
honest individuals can commit fraud in an environment that imposes sufficient pressure on them. The
greater the incentive or pressure, the more likely an individual will be able to rationalize the acceptability
of committing fraud.

.08  Management has a unique ability to perpetrate fraud because it frequently is in a position to
directly or indirectly manipulate accounting records and present fraudulent financial information.
Fraudulent financial reporting often involves management override of controls that otherwise may appear
to be operating effectively.® Management can either direct employees to perpetrate fraud or solicit their
help in carrying it out. In addition, management personnel at a component of the entity may be in a
position to manipulate the accounting records of the component in a manner that causes a material
misstatement in the consolidated financial statements of the entity. Management override of controls can
occur in unpredictable ways.

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

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

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

.12 Asindicated in paragraph .01, the auditor has a responsibility to plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of material misstatement,
whether caused by fraud or error.” However, absolute assurance is not attainable and thus even a properly
planned and performed audit may not detect a material misstatement resulting from fraud. A material
misstatement may not be detected because of the nature of audit evidence or because the characteristics
of fraud as discussed above may cause the auditor to rely unknowingly on audit evidence that appears to
be valid, but is, in fact, false and fraudulent. Furthermore, audit procedures that are effective for detecting
an error may be ineffective for detecting fraud.

The Importance of Exercising Professional Skepticism

13 Due professional care requires the auditor to exercise professional skepticism. See AS 1015.07
through .09. Because of the characteristics of fraud, the auditor's exercise of professional skepticism is
important when considering the fraud risks. Professional skepticism is an attitude that includes a
guestioning mind and a critical assessment of audit evidence. The auditor should conduct the engagement
with a mindset that recognizes the possibility that a material misstatement due to fraud could be present,
regardless of any past experience with the entity and regardless of the auditor's belief about
management's honesty and integrity. Furthermore, professional skepticism requires an ongoing
guestioning of whether the information and evidence obtained suggests that a material misstatement due
to fraud has occurred. In exercising professional skepticism in gathering and evaluating evidence, the
auditor should not be satisfied with less-than-persuasive evidence because of a belief that management is
honest.

[.14-.45] [Paragraphs deleted.]

Responding to Assessed Fraud Risks

[.46-.50] [Paragraphs deleted.]

Responses Involving the Nature, Timing, and Extent of Procedures to
Be Performed

[.51] [Paragraph deleted.]

.52 AS 2301.08 states that "[t]he auditor should design and perform audit procedures in a manner that
addresses the assessed risks of material misstatement due to error or fraud for each relevant assertion of
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each significant account and disclosure." AS 2301.12 states that "the audit procedures that are necessary
to address the assessed fraud risks depend upon the types of risks and the relevant assertions that might
be affected."

Note: AS 2110.71b states that a fraud risk is a significant risk. Accordingly, the requirement
for responding to significant risks also applies to fraud risks.

.53 The following are examples of responses to assessed fraud risks involving the nature, timing, and
extent of audit procedures:

m Performing procedures at locations on a surprise or unannounced basis, for example, observing
inventory on unexpected dates or at unexpected locations or counting cash on a surprise basis.

m Requesting that inventories be counted at the end of the reporting period or on a date closer to
period end to minimize the risk of manipulation of balances in the period between the date of
completion of the count and the end of the reporting period.

m  Making oral inquiries of major customers and suppliers in addition to sending written
confirmations, or sending confirmation requests to a specific party within an organization.

m Performing substantive analytical procedures using disaggregated data, for example, comparing
gross profit or operating margins by location, line of business, or month to auditor-developed

expectations.20

m Interviewing personnel involved in activities in areas in which a fraud risk has been identified to
obtain their insights about the risk and how controls address the risk. (See AS 2110.54)

m If other auditors or referred-to auditors20A

are auditing the financial statements of one or more of
the company’s locations or business units,2%8 where applicable, discussing with them the extent
of work that needs to be performed to address the fraud risk resulting from transactions and

activities relating to these locations or business units.

Additional Examples of Audit Procedures Performed to Respond to
Assessed Fraud Risks Relating to Fraudulent Financial Reporting

.54  The following are additional examples of audit procedures that might be performed in response to
assessed fraud risks relating to fraudulent financial reporting:

m Revenue recognition. Because revenue recognition is dependent on the particular facts and
circumstances, as well as accounting principles and practices that can vary by industry, the
auditor ordinarily will develop auditing procedures based on the auditor's understanding of the
entity and its environment, including the composition of revenues, specific attributes of the
revenue transactions, and unique industry considerations. If there is an identified fraud risk that
involves improper revenue recognition, the auditor also may want to consider:

o  Performing substantive analytical procedures relating to revenue using disaggregated data,
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for example, comparing revenue reported by month and by product line or business
segment during the current reporting period with comparable prior periods. Computer-
assisted audit techniques may be useful in identifying unusual or unexpected revenue
relationships or transactions.

o  Confirming with customers certain relevant contract terms and the absence of side
agreements, because the appropriate accounting often is influenced by such terms or
agreements.?! For example, acceptance criteria, delivery and payment terms, the absence
of future or continuing vendor obligations, the right to return the product, guaranteed
resale amounts, and cancellation or refund provisions often are relevant in such
circumstances.

o Inquiring of the entity's sales and marketing personnel or in-house legal counsel regarding
sales or shipments near the end of the period and their knowledge of any unusual terms or
conditions associated with these transactions.

o  Being physically present at one or more locations at period end to observe goods being
shipped or being readied for shipment (or returns awaiting processing) and performing
other appropriate sales and inventory cutoff procedures.

o  Forthose situations for which revenue transactions are electronically initiated, processed,
and recorded, testing controls to determine whether they provide assurance that recorded
revenue transactions occurred and are properly recorded.

Inventory quantities. If there is an identified fraud risk that affects inventory quantities, examining
the entity's inventory records may help identify locations or items that require specific attention
during or after the physical inventory count. Such a review may lead to a decision to observe
inventory counts at certain locations on an unannounced basis (see paragraph .53) or to conduct
inventory counts at all locations on the same date. In addition, it may be appropriate for
inventory counts to be conducted at or near the end of the reporting period to minimize the risk
of inappropriate manipulation during the period between the count and the end of the reporting
period.

It also may be appropriate for the auditor to perform additional procedures during the
observation of the count, for example, more rigorously examining the contents of boxed items,
the manner in which the goods are stacked (for example, hollow squares) or labeled, and the
quality (that is, purity, grade, or concentration) of liquid substances such as perfumes or specialty
chemicals. Using the work of a specialist may be helpful in this regard.?? Furthermore, additional
testing of count sheets, tags, or other records, or the retention of copies of these records, may be
warranted to minimize the risk of subsequent alteration or inappropriate compilation.

Following the physical inventory count, the auditor may want to employ additional procedures
directed at the quantities included in the priced out inventories to further test the reasonableness
of the quantit