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INTRODUCTION

The 12th Edition of Auditing and Assurance Services: An Integrated Approach, includes extensive coverage of key provisions of the Sarbanes-Oxley Act (the Act) and related Public Company Accounting Oversight Board (PCAOB) standards and rules applicable to the audits of financial statements and internal control over financial reporting for public companies. At the time the 12th Edition was released in March 2007, the PCAOB had issued Auditing Standard Nos. 1-4.


On May 24, 2007, the PCAOB issued Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting that is Integrated with an Audit of Financial Statements (AS5). Subject to SEC approval, AS5 is effective for audits of fiscal years ending on or after November 15, 2007. AS5 supersedes PCAOB Auditing Standard No. 2 (AS2), An Audit of Internal Control Over Financial Reporting Performed in Conjunction with an Audit of Financial Statements, which was issued in June 2004. The PCAOB and the Securities and Exchange Commission (SEC) have closely monitored the implementation of AS2 to evaluate the effectiveness of public company auditors in applying the provisions to audits of large public companies already subject to Section 404 reporting requirements. While many believe the audits of internal control have produced significant benefits, the costs of compliance with Section 404 and implementation of AS2 have been significant. AS5 is intended to improve the efficiency of the audit of internal control over financial reporting without reducing its effectiveness by focusing the auditor on the most important matters.  
Although AS5 supersedes AS2, it retains most of the core concepts included in the earlier standard and incorporated in our coverage of the audit of internal control over financial reporting for public companies integrated throughout the 12th Edition. This document provides a brief overview of key aspects of AS5 that can be emphasized as part of the coverage of the audit of internal control over financial reporting. Specific changes in AS5 primarily relate to Chapter 10 in the 12th Edition. 
Key changes in AS5 include:

· Emphasis on a top-down risk-based approach to evaluating and testing controls, including evaluation of fraud risk and anti-fraud controls

· More reliance on entity-level controls before testing controls specific to objectives at the transaction, account balance or presentation and disclosure level

· Focus on understanding and testing controls related to risks threatening significant accounts and disclosures to ensure the auditor is addressing accounts or  disclosures where there is significant risk

· Greater ability of auditors to rely on the work of others

· Changes in the definition of material weakness and significant deficiency
· Simplification of the auditor’s opinion by eliminating the report on management’s assessment of internal control

TOP-DOWN APPROACH
Criticisms about the implementation of AS2 emphasized that auditors focused on internal control starting at the detailed process level (also described as a bottom-up approach). This approach often led auditors to focus on controls at a level that was too detailed or on controls that were not relevant to risks that might lead to a material misstatement in the financial statements. 
AS5 places a major emphasis on selecting controls to be tested using a top-down risk-based approach to the audit of internal control over financial reporting. When applying a top-down approach, the auditor begins at the financial statement level by considering risks affecting the overall financial statements, including the auditor’s explicit consideration of fraud risk. This top-down approach to identifying risks required by AS5 is consistent with the risk-based approach described in Chapter 9, including the auditor’s explicit consideration of fraud risk as described in Chapters 6 and 11. 
The auditor uses this top-down overall risk assessment at the financial statement level to identify and understand entity-level controls management has implemented to address these overall risk concerns. This encourages auditors to consider overall entity-level controls first, before considering controls related to specific audit objectives at the transaction, account balance, or presentation and disclosure level. 

AS5 identifies fraud risk as an area of higher overall risk. This emphasis requires the auditor to focus significant attention on internal antifraud programs and controls. Examples included controls related to:

· Significant, unusual transactions

· Journal entries and adjustments made in the period-end reporting process

· Related party transactions

· Significant management estimates

· Mitigation of incentives or pressures on management to falsely or inappropriately manage financial results. 

AS5 also addresses scalability of the audit for smaller entities. Management of non-accelerated filers must provide a report on management’s assessment of the effectiveness of internal control over financial reporting for fiscal years ending on or after December 15, 2007. Auditor attestation on internal control over financial reporting is required for fiscal years ending on or after December 15, 2008. AS5 emphasizes that the size and complexity of the entity and its business processes may affect the nature and likelihood of risks threatening the entity, including risks of material misstatement in financial statements, as well as the controls implemented by management to address those risks. Less complex entities, whether large or small, might mitigate risks through internal control solutions that differ from controls at entities that are more complex. AS5 emphasizes the importance of tailoring audit procedures to reflect differences in an entity’s size and complexity. 

ENTITY-LEVEL CONTROLS
A top-down approach leads the auditor to focus on entity-level controls management has implemented to address risks at the overall financial statement level. This top-down approach helps direct the auditor’s attention to audit testing of controls related to areas containing the highest amount of risks. This approach is consistent with discussion of the auditor’s consideration of the control environment, which provides the umbrella over other internal control components, as described in Chapter 10 (see page 294).

Entity-level controls include those related to the control environment, risk assessment, and monitoring components of internal control as described in Chapter 10. For example, audit committee oversight of the financial reporting process represents a key element of the control environment that has an entity-wide impact on risks affecting the overall financial reporting process. Internal audit activities across business units within a company represent a key element of the monitoring component. Other controls, such as whistleblowing hotlines and other antifraud programs and controls, controls related to the financial reporting close process, and certain information technology general controls described in Chapter 12, also represent entity-level controls to be evaluated by the auditor.

AS5 emphasizes consideration of entity-level controls to help the auditor focus on testing the most important controls first before testing controls relevant to specific audit objectives at the class of transaction, account balance, or presentation and disclosure levels. Understanding and testing entity-level controls can lead to significant audit efficiencies by reducing or eliminating tests of other controls. The nature and precision of entity-level controls determines their effect on other testing.

· Some entity-level controls indirectly affect the likelihood that misstatements may be prevented or detected on a timely basis and may affect other controls the auditor selects for testing, as well as the nature, timing and extent of procedures performed on these other controls. 
· Other entity-level controls, such as controls related to the monitoring component, test the operating effectiveness of other controls at the transaction, account balance, or presentation and disclosure level. If operating effectively, these monitoring controls may allow the auditor to reduce testing of other controls.  
· Some entity-level controls operate at a level of precision adequate to adequately prevent or detect material misstatements. If an entity-level control adequately addresses the risk of material misstatement, the auditor need not test additional controls related to that risk. 

SIGNIFICANT ACCOUNTS AND DISCLOSURES
Using information obtained from the auditor’s top-down risk-based approach and the auditor’s consideration of entity-level controls, AS5 requires the auditor to identify controls relevant to significant accounts and disclosures. An account or disclosure is a significant account or disclosure if there is “a reasonable possibility that the account or disclosure could contain a material misstatement that, individually or when aggregated with others, has a material effect on the financial statements.” The determination of the risk of material misstatement is based on inherent risk before considering the presence of controls to address that risk.


AS2 required the auditor to understand internal control for each major class of transactions within a significant process. This often led to inefficiencies in the audit of internal control by requiring auditors to perform procedures to obtain an understanding of internal controls for each major class of transactions, even if there was not a significant risk of material misstatement within the class of transactions. 
When considering significant accounts and disclosures, AS5 requires the auditor to understand the flow of transactions affecting significant accounts and disclosures and to identify likely sources of material misstatement that would cause the financial statements to be misstated. AS5 requires the auditor to test controls sufficient to address the assessed risk of material misstatement. While there may be more than one control that addresses the identified risk, the auditor is not required to test all controls related to a relevant audit objective. This is consistent with the risk-based approach illustrated in the transaction cycle chapters (Ch. 14-23) in the 12th Edition.
This change directly affects the extent of walkthroughs to be performed by auditors when understanding internal control. AS2 required the auditor to perform a walkthrough for every major class of transaction within a significant process, even when the risk of material misstatement was low. The emphasis in AS5 on auditor understanding of significant processes related to significant accounts and disclosures will likely reduce the extent of walkthroughs to be performed by focusing on the performance of walkthroughs for processes where the risks of material misstatement are highest.
AS5 also allows the auditor to incorporate knowledge obtained during past audits when determining the nature, timing, and extent of tests of controls that might be necessary. The auditor’s consideration of results of the previous year’s testing of controls and knowledge of whether changes in the control or process have been made since the previous audit may allow the auditor to assess risk as lower and reduce testing in the current year. This reduction in the extent of testing is most likely when controls tested in the prior year are automated and the entity has strong IT general controls, as discussed in Chapter 12.
   

USE OF THE WORK OF OTHERS
Section 404 of the Act requires management to provide an assertion about the operating effectiveness of internal control over financial reporting. To provide a basis for that assertion, management conducts a significant amount of testing of controls. Similarly, the auditor must also test those controls to provide the basis for the auditor’s opinion on the effectiveness of internal control over financial reporting. As a result, the auditor’s testing may significantly overlap with management’s testing. 
The ability to rely on work performed for management could lead to significant cost savings. AS5 allows auditors to use the work of others to obtain evidence about the design and operating effectiveness of internal control over financial reporting. This includes company personnel in addition to internal audit, and it may include individuals external to the entity who are working under the direction of management or the audit committee. The extent of reliance depends on the competency and objectivity of the individuals involved, as well as the risk associated with the control being tested. As the risk decreases, greater reliance may be placed on the work of others. AS5 notes that competence relates to the person’s attainment and maintenance of a level of understanding and knowledge that enables them to perform the tasks assigned to them while objectivity relates to the person’s ability to perform those tasks impartially and with intellectual honesty.
EVALUATING DEFICIENCIES
As part of the auditor’s testing of internal control over financial reporting, the auditor may identify deficiencies in the design or operation of those controls. The auditor is required to evaluate the severity of each deficiency to determine whether the deficiencies, individually or in combination, are material weaknesses. The auditor must communicate in writing to management and the audit committee all material weaknesses identified in the audit. The auditor is also required to communicate significant deficiencies in writing to the audit committee.

The definitions of a control deficiency, a significant deficiency, and material weakness presented on page 310 of Chapter 10 reflect the terms as defined by AS2. Many auditors found the definitions of significant deficiency and material weakness in AS2 confusing and difficult to implement. The revised definitions of material weakness and significant deficiency in AS5 are based on terminology consistent with FASB Statement 5 to make them more easily understood.
· AS5 defines a material weakness as “a deficiency, or 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.” 
A “reasonable possibility” reflects an event whose likelihood is either “reasonably possible” or “probable” as defined in Financial Accounting Standards Board Statement No. 5, Accounting for Contingencies. In contrast, AS2 defined a material weakness as a likelihood of material misstatement that was “more than a remote.”

· AS5 defines a significant deficiency as “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 the attention by those responsible for oversight of the company’s financial reporting.” 
FORMING AN OPINION
AS2 required the auditor to issue two opinions related to internal control over financial reporting (see Ch. 10, p. 316). The first opinion addressed whether management’s assessment of the effectiveness of its internal control over financial reporting was fairly stated in all material respects, and the second opinion addressed the effectiveness of internal control over financial reporting. AS5 eliminates the first opinion on management’s assessment. Under AS5 the auditor’s opinion must only address whether the company maintained, in all material respects, effective internal control over financial reporting as of the end of the fiscal year. 
The report on management’s assessment required by AS2 was not an opinion on management’s assessment process. Rather, it was an opinion about whether management’s assertion about the effectiveness of internal control was fairly stated. However, the separate opinion may have resulted in unnecessary testing of management’s process for evaluating controls. The auditor still needs to understand management’s process as a starting point for understanding the company’s internal control and assessing risk.   

Figure 3-3 on page 50 of Chapter 3 includes an example of a combined auditor’s report on the audit of internal control over financial reporting and the audit of the financial statements. The elimination of the required opinion on management’s assessment of the effectiveness of internal control changes the introductory and opinion paragraphs of combined report. References in the introductory paragraph to the audit of management’s assessment and the auditor’s responsibility for providing an opinion about management’s assertion are no longer included. Similarly, the opinion paragraph of the auditor’s report illustrated in Figure 3-3 no longer includes the sentence containing the auditor’s opinion about management’s assessment. The following page contains a revised version of Figure 3-3 that conforms with the reporting requirements of AS5.






FIGURE 3-3   





Combined Report on Financial Statements and Internal Control Over Financial Reporting (PCAOB Auditing Standard No. 5)





Introductory


Paragraph


(revised)





Report of Independent Registered Public Accounting Firm


We have audited the accompanying balance sheets of Westbrook Company, Inc. as of December 31, 2007 and 2006, and the related statements of income, stockholders’ equity and comprehensive income, and cash flows for each of the years in the three-year period ended December 31, 2007. We have also audited Westbrook Company, Inc.’s internal control over financial reporting as of December 31, 2007, based on criteria established in Internal Control-Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO). Westbrook 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. Our responsibility is to express an opinion on these financial statements and an opinion on the effectiveness of the company’s internal control over financial reporting based on our audits.





We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards require that we plan and perform the audits to obtain reasonable assurance about whether the financial statements are free of material misstatement and whether effective internal control over financial reporting was maintained in all material respects. Our audit of financial statements included examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements, assessing the accounting principles used and significant estimates made by management, and evaluating the overall financial statement presentation. Our audit of internal control over financial reporting included obtaining an understanding of internal control over financial reporting, assessing the risk that a material misstatement 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.





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 the 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 internal control may become inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.





In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of Westbrook Company, Inc. as of December 31, 2007 and 2006, and the results of its operations and its cash flows for each of the years in the three-year period ended December 31, 2007 in conformity with accounting principles generally accepted in the United States of America. Also in our opinion, Westbrook Company maintained, in all material respects, effective internal control over financial reporting as of December 31, 2007, based on criteria established in Internal Control-Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO).
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