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Foreword

This compilation has been developed by the AICPA and contains the cur-
rently effective Public Company Accounting Oversight Board's (PCAOB's) pro-
fessional standards (which consist of auditing, attestation, quality control,
ethics, and independence standards) and related rules applicable to the prepa-
ration and issuance of audit reports for issuers, as defined by the Sarbanes-
Oxley Act (act). In developing this compilation, the AICPA has updated the
PCAOB's Interim Professional Auditing Standards (as described in PCAOB
Release No. 2003-006 and contained in the "Interim Standards" section) to in-
corporate conforming amendments issued by the PCAOB and approved by the
Securities and Exchange Commission (SEC) through the date of this compila-
tion. Unless specifically stated in the standards of the PCAOB, the AICPA has
not made conforming changes to the PCAOB's Interim Professional Auditing
Standards to reflect the requirements and intent of standards issued by the
PCAOB and approved by the SEC. Therefore, there may be conflicts between a
PCAOB standard and the PCAOB's Interim Professional Auditing Standards;
in which case the PCAOB standard should be followed.

Subject to SEC oversight, Section 103 of the act authorizes the PCAOB to
establish auditing and related attestation, quality control, ethics, and inde-
pendence standards to be used by registered public accounting firms in the
preparation and issuance of audit reports as required by the act or the rules
of the SEC. Accordingly, public accounting firms registered with the PCAOB
are required to adhere to all PCAOB standards in the audits of the financial
statements of issuers, as defined by the act, and other entities when prescribed
by the rules of the SEC.

Any registered public accounting firm or person associated with such a firm
that fails to adhere to applicable PCAOB standards in connection with an au-
dit of the financial statements of an issuer may be the subject of a PCAOB
disciplinary proceeding in accordance with Section 105 of the act. In addition,
the act provides that any violation of the PCAOB's rules is to be treated for all
purposes in the same manner as a violation of the Securities Exchange Act of
1934, 15 U.S.C. 78a et seq., or the rules and regulations issued thereunder, and
any person violating the PCAOB's rules "shall be subject to the same penalties,
and to the same extent, as for a violation of [the Exchange] Act or such rules or
regulations."

Rule 201, General Standards, and Rule 202, Compliance With Standards
(AICPA, Professional Standards, ET sec. 201 par. .01 and ET sec. 202 par. .01),
of the AICPA Code of Professional Conduct, require a member who performs au-
diting and other professional services to comply with standards promulgated
by bodies designated by AICPA Council. AICPA Council has designated the
PCAOB as a body with the authority to promulgate auditing and related attes-
tation standards, quality control, ethics, independence and other standards re-
lating to the preparation and issuance of audit reports for issuers. The AICPA's
Professional Ethics Division is able to hold an AICPA member who performs au-
dits of the financial statements of issuers accountable under Rules 201 and 202
of the AICPA Code of Professional Conduct for complying with the PCAOB's
auditing and related professional practice standards when performing such
audits.






AUDITING STANDARDS RECENTLY ISSUED

Standard
Auditing Standard No. 16

Title

Communications with Audit Committees

In addition to the preceding standards, other changes to this edition of PCAOB
Standards and Related Rules include the following:

Section

Applicability of Public Company
Accounting Oversight Board
Standards and AICPA
Professional Standards

Applicability of Public Company
Accounting Oversight Board
Standards and AICPA
Professional Standards

Auditing Standards

Auditing Standards

Auditing Standards

Auditing Standards

Interim Standards

Interim Standards

Interim Standards

Change

Revision of part I, "Applicability of Public
Company Accounting Oversight Board
Standards and AICPA Professional
Standards"

Revision of part II, "List of Selected Final
PCAOB Auditing Standards and Rules"

Revisions to Auditing Standard No. 5, An
Audit of Internal Control Over Financial
Reporting That Is Integrated with An
Audit of Financial Statements, as
identified in appendix 3 of PCAOB
Release No. 2012-004, Auditing Standard
No. 16, Communications with Audit
Committees; Related Amendments to
PCAOB Standards; and Transitional
Amendments to AU Sec. 380

Revisions to Auditing Standard No. 9,
Audit Planning, as identified in appendix
3 of PCAOB Release No. 2012-004

Revisions to Auditing Standard No. 13,
The Auditor's Responses to the Risks of
Material Misstatement, as identified in
appendix 3 of PCAOB Release No.
2012-004

Addition of Topical Index

Deletion of AU section 310, Appointment
of the Independent Auditor, due to the
issuance of Auditing Standard No. 16

Revisions to AU section 316,
Consideration of Fraud in a Financial
Statement Audit, as identified in appendix
3 of PCAOB Release No. 2012-004

Revisions to AU section 317, Illegal Acts
by Clients, as identified in appendix 3 of
PCAOB Release No. 2012-004

(continued)
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Section

Interim Standards

Interim Standards

Interim Standards

Interim Standards

Interim Standards

Interim Standards

Interim Standards

Interim Standards

Interim Standards

Interim Standards: U.S. Auditing

Interim Standards: Attestation
Standards

Interim Standards: Code of
Professional Conduct

Interim Standards: Independence
Standards Board

Interim Standards: Quality
Control

Change

Revisions to AU section 328, Auditing
Fair Value Measurements and
Disclosures, as identified in appendix 3 of
PCAOB Release No. 2012-004

Revisions to AU section 333, Management
Representations, as identified in appendix
3 of PCAOB Release No. 2012-004

Revisions to AU section 341, The Auditor's
Consideration of an Entity's Ability to
Continue as a Going Concern, as
identified in appendix 3 of PCAOB
Release No. 2012-004

Deletion of AU section 380,
Communication With Audit Committees,
due to the issuance of Auditing Standard
No. 16

Deletion of AU section 9380,
Communication With Audit Committees:
Auditing Interpretations of Section 380, as
identified in appendix 3 of PCAOB
Release No. 2012-004

Revisions to AU section 532, Restricting
the Use of an Auditor's Report, as
identified in appendix 3 of PCAOB
Release No. 2012-004

Revisions to AU section 550, Other
Information in Documents Containing
Audited Financial Statements, as
identified in appendix 3 of PCAOB
Release No. 2012-004

Revisions to AU section 711, Filings
Under Federal Securities Statutes, as
identified in appendix 3 of PCAOB
Release No. 2012-004

Revisions to AU section 722, Interim
Financial Information, as identified in
appendix 3 of PCAOB Release No.
2012-004

Addition of Topical Index
Addition of Topical Index

Addition of Topical Index
Addition of Topical Index

Addition of Topical Index



Section

PCAOB Staff Guidance section
400.08

PCAOB Staff Guidance section
400.09

PCAOB Staff Guidance section
400.10

Select Rules of the Board
Select PCAOB Releases

Change

Addition of Staff Audit Practice Alert No.
8, Audit Risks in Certain Emerging
Markets

Addition of Staff Audit Practice Alert No.
9, Assessing and Responding to Risk in
the Current Economic Environment

Addition of Staff Audit Practice Alert No.
10, Maintaining and Applying
Professional Skepticism in Audits
Addition of Topical Index

Addition of PCAOB Release No. 2012-004
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Applicability of PCAOB & AICPA Standards 3

Part |

Applicability of Public Company Accounting
Oversight Board Standards and AICPA
Professional Standards

Background

As a result of the passage of the Sarbanes-Oxley Act of 2002 (the act), auditing
and related professional practice standards to be used in the performance of
and reporting on audits of the financial statements of public companies are now
established by the Public Company Accounting Oversight Board (PCAOB). Note
that the term public companies is a general reference to the entities subject to
the securities laws. The act more specifically defines these entities as issuers,
the definition of which is provided in the section that follows.

Among other significant provisions, the act requires a public accounting firm
that prepares or issues, or participates in the preparation or issuance of, any
audit report with respect to any issuer to register with the PCAOB. Accordingly,
public accounting firms registered with the PCAOB are required to adhere to
all PCAOB standards in the audits of issuers. Moreover, the act authorizes the
PCAOB to establish auditing and related attestation, quality control, ethics,
and independence standards to be used by registered public accounting firms
in the preparation and issuance of audit reports for issuers.

Who Is an Issuer?

As provided in Section 2 of the act, the term issuer means an issuer (as defined in
Section 3 of the Securities Exchange Act of 1934 [15 U.S.C. 78c]), the securities
of which are registered under Section 12 of that act (15 U.S.C. 781) or that is
required to file reports pursuant to Section 15(d) [15 U.S.C. 780(d)], or that files
or has filed a registration statement that has not yet become effective under the
Securities Act of 1933 (15 U.S.C. 77a et seq.), and that it has not withdrawn.

Accordingly, nonissuers are those entities not subject to the act or the rules
of the Securities and Exchange Commission (SEC). For audits of nonissuers,
the preparation and issuance of audit reports must be conducted in accordance
with the AICPA Code of Professional Conduct (AICPA Code) and the standards
promulgated by the AICPA Auditing Standards Board (ASB). Audits of nonis-
suers remain governed by generally accepted auditing standards (GAAS) and
the Statements on Quality Control Standards (SQCS) as issued by the ASB.

Standards Applicable to the Audits of Issuers

Rule 3100, Compliance With Auditing and Related Professional Practice Stan-
dards, issued by the PCAOB (see PCAOB Release No. 2003-009, dated June
30, 2003) generally requires all registered public accounting firms to adhere
to the PCAOB's standards in connection with the preparation or issuance of
any audit report on the financial statements of an issuer. Rule 3100 requires
registered public accounting firms and their associated persons to comply with
all applicable standards. Accordingly, if the PCAOB's standards do not apply to

APL



4 Applicability of PCAOB & AICPA Standards

an engagement or other activity of the firm, Rule 3100, by its own terms, does
not apply to that engagement or activity.

Rule 3101, Certain Terms Used in Auditing and Related Professional Practice
Standards, issued by the PCAOB (see PCAOB Release No. 2004-007, dated
June 9, 2004) defines the degree of responsibility imposed on the auditor by
the use of certain terms in the PCAOB's auditing and related professional
practice standards, including the interim standards adopted in Rule 3200T,
Interim Auditing Standards; Rule 3300T, Interim Attestation Standards; Rule
3400T, Interim Quality Control Standards; Rule 3500T, Interim Ethics Stan-
dards; and Rule 3600T, Interim Independence Standards (further described in
a later section). Effectively, Rule 3101 creates three categories of professional
responsibilities:

1. Unconditional responsibility. The words must, shall, and is re-
quired indicate unconditional responsibilities. The auditor must
fulfill responsibilities of this type in all cases in which the cir-
cumstances exist to which the requirement applies. Failure to
discharge an unconditional responsibility is a violation of the rel-
evant standard and Rule 3100.

2. Presumptively mandatory responsibility. The word should indi-
cates responsibilities that are presumptively mandatory. The au-
ditor must comply with requirements of this type specified in the
PCAOB's standards unless the auditor demonstrates that alter-
native actions he or she followed in the circumstances were suf-
ficient to achieve the objectives of the standard. Failure to dis-
charge a presumptively mandatory responsibility is a violation of
the relevant standard and Rule 3100 unless the auditor demon-
strates that, in the circumstances, compliance with the specified
responsibility was not necessary to achieve the objectives of the
standard.

3. Responsibility to consider. The words may, might, could, and other
terms and phrases describe actions and procedures that auditors
have a responsibility to consider. Matters described in this fash-
ion require the auditor's attention and understanding. How and
whether the auditor implements these matters in the audit will
depend on the exercise of professional judgment in the circum-
stances consistent with the objectives of the standard.

Compliance With Standards Applicable to the Audits of Issuers

Any registered public accounting firm or person associated with such a firm
that fails to adhere to applicable PCAOB standards in connection with an au-
dit of the financial statements of an issuer may be the subject of a PCAOB
disciplinary proceeding in accordance with Section 105 of the act. In addition,
the act provides that any violation of the PCAOB's rules is to be treated for all
purposes in the same manner as a violation of the Securities Exchange Act of
1934, 15 U.S.C. 78a et seq., or the rules and regulations issued thereunder, and
any person violating the PCAOB's rules "shall be subject to the same penalties,
and to the same extent, as for a violation of [the Exchange] Act or such rules or
regulations."

Rule 201, General Standards, and Rule 202, Compliance With Standards
(AICPA, Professional Standards, ET sec. 201 par. .01 and ET sec. 202 par. .01),
of the AICPA Code require a member who performs auditing and other profes-
sional services to comply with standards promulgated by bodies designated by
the AICPA Council. The AICPA Council has designated the PCAOB as the body
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authorized to promulgate auditing and related attestation standards, quality
control, ethics, independence and other standards relating to the preparation
and issuance of audit reports for issuers.

The AICPA's Professional Ethics Division is able to hold an AICPA member
who performs audits of the financial statements of issuers accountable under
Rules 201 and 202 of the AICPA Code for complying with PCAOB's auditing
and related professional practice standards when performing such audits.

Standards Applicable to the Audits of Nonissuers

With the formation of the PCAOB, the ASB was reconstituted and its juris-
diction amended to recognize the ASB as the body authorized to promulgate
auditing, attestation and quality control standards relating to the preparation
and issuance of audit reports for nonissuers.

Failure to follow ASB standards in the audit of a nonissuer would be considered
a violation of Rule 201 or Rule 202 of the AICPA Code, or both.

As a caution to readers, pursuant to AU-C section 200, Overall Objectives of the
Independent Auditor and the Conduct of an Audit in Accordance With Gener-
ally Accepted Auditing Standards (AICPA, Professional Standards), interpre-
tative publications are recommendations on the application of GAAS in specific
circumstances, including engagements for entities in specialized industries.
Interpretative publications, which include auditing interpretations, auditing
guidance in AICPA Audit and Accounting Guides, and auditing guidance found
in Statements of Position (SOPs), are issued under the authority of the ASB.
The auditor should consider applicable interpretative publications in planning
and performing the audit.

The ASB continues to issue SASs and interpretative publications that relate to
audits of nonissuers and auditors should be alert to those issuances.

PCAOB’s Adoption of Interim Standards

The PCAOB is subject to SEC oversight. As such, rules and standards issued
by the PCAOB must be approved by the SEC before they become effective.

Pursuant to PCAOB Release No. 2003-006, dated April 18, 2003, the PCAOB
adopted, on an initial, transitional basis, five temporary rules that refer to
professional standards of auditing, attestation, quality control, ethics, and in-
dependence in existence on that date (known collectively as the Interim Profes-
sional Auditing Standards). The SEC granted approval to these rules (see SEC
Release No. 33-8222, dated April 25, 2003).

Essentially, the interim standards that the PCAOB adopted were the audit-
ing standards, attestation standards, quality control standards issued by the
ASB, certain former AICPA SEC Practice Section (SECPS) membership re-
quirements, certain AICPA ethics and independence rules, and Independence
Standards Board (ISB) rules as they existed on April 16, 2003. These interim
standards will remain in effect while the PCAOB conducts a review of stan-
dards applicable to registered public accounting firms. Based on this review,
the PCAOB may modify, repeal, replace, or adopt, in part or in whole, the in-
terim standards. As reiterated in a succeeding paragraph, the PCAOB's interim
independence standards are not to be interpreted to supersede the SEC's inde-
pendence requirements. The PCAOB has also made certain conforming amend-
ments to the interim standards to reflect the adoption of PCAOB standards.
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If a provision of a PCAOB standard addresses a subject matter that also is
addressed in the interim standards, the affected portion of the interim standard
should be considered superseded or effectively amended.

The five rules that comprise the PCAOB's interim standards consist of Rules
3200T, 3300T, 3400T, 3500T, and 3600T, and are described in the paragraphs
that follow.

Rule 3200T— Interim Auditing Standards, as Amended by
PCAOB Release No. 2003-026

Rule 3200T provides that, in connection with the preparation or issuance of
any audit report on the financial statements of an issuer, a registered public
accounting firm shall comply with GAAS as described in AU section 150,! as
in existence on April 16, 2003, to the extent not superseded or amended by the
PCAOB.

Rule 3300T— Interim Attestation Standards, as Amended by
PCAOB Release No. 2003-026

Rule 3300T governs the conduct of engagements that (1) are described in the
ASB's Statement on Standards for Attestation Engagements (SSAE) No. 10,
Attest Engagements (AT sec. 101), and (2) relate to the preparation or issuance
of audit reports for issuers. Registered public accounting firms involved in such
engagements are required to comply with the ASB's SSAEs, and related inter-
pretations and AICPA SOPs, as in existence on April 16, 2003, to the extent not
superseded or amended by the PCAOB.

Rule 3400T— Interim Quality Control Standards, as Amended by
PCAOB Release No. 2003-026

Rule 3400T sets forth minimum quality control standards with which regis-
tered public accounting firms must comply, in order to ensure that registered
public accounting firms, and their personnel, comply with applicable accounting
and auditing (and other professional) standards. Pursuant to Rule 3400T, the
PCAOB has provisionally designated the SQCSs (QC sections 20—40) proposed
and issued by the ASB and certain former AICPA SECPS? membership require-
ments, as they existed, and as they applied to SECPS members, on April 16,
2003, to the extent not superseded or amended by the PCAOB, as the PCAOB's
Interim Quality Control Standards.

Because the PCAOB intends the Interim Quality Control Standards (QC sec-
tions 20—40) to preserve existing standards as they applied on April 16, 2003
consistent with Section 103(a)(3) of the act, those Interim Quality Control Stan-
dards (QC sec. 20—40) adapted from the former AICPA SECPS requirements

1 Rule 3200T, Interim Auditing Standards, has not been amended to reflect references to the
clarified standards. The guidance contained in extant AU section 150, is now addressed in AU-C
section 200, Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance
With Generally Accepted Auditing Standards (AICPA, Professional Standards).

2 The Center for Audit Quality (CAQ) restructured and expanded the AICPA's Center for Public
Company Audit Firms, which was the successor to the Securities and Exchange Commission Practice
Section (SECPS). The CAQ, which began operating in January 2007, is an autonomous, nonpartisan,
public policy organization affiliated with the AICPA and dedicated to enhancing investor confidence
and public trust in the global capital markets by fostering high quality performance by auditors of
public entities.
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apply only to those firms that were members of the AICPA's SECPS on April
16, 2003.

Rule 3500T— Interim Ethics Standards, as Amended by PCAOB
Release No. 2003-026

Rule 3500T sets forth ethical standards for registered public accounting firms
and their personnel. Pursuant to Rule 3500T, the PCAOB has provisionally
designated Rule 102, Integrity and Objectivity, and its interpretations and rul-
ings thereunder (ET sec. 102 and 191) of the AICPA Code, as they existed on
April 16, 2003, to the extent not superseded or amended by the PCAOB, as the
PCAOB's Interim Ethics Standards.

Rule 3600T— Interim Independence Standards, as Amended by
PCAOB Release No. 2003-026

Rule 3600T sets forth independence standards for registered public accounting
firms and their personnel. Pursuant to Rule 3600T, the PCAOB has provision-
ally designated Rule 101, Independence, and its interpretations (ET sec. 101
and ET sec. 191) of the AICPA Code, as they existed on April 16, 2003, to the
extent not superseded or amended by the PCAOB, and Standard Nos. 1, 2, and
3, and Interpretation Nos. 99-1, 00-1, and 00-2 of the ISB, to the extent not
superseded or amended by the PCAOB, as the PCAOB's Interim Independence
Standards. In addition, the PCAOB requires compliance with the SEC's inde-
pendence rules. The PCAOB's Interim Independence Standards are not to be
interpreted to supersede the SEC's independence requirements. Therefore, to
the extent that a provision of the SEC's rule or policy is more restrictive—or less
restrictive—than the PCAOB's Interim Independence Standards, a registered
public accounting firm must comply with the more restrictive requirement.

References to GAAS

Auditing Standard No. 1 changed the requirement in the PCAOB's interim
standards that the auditors include in their reports a reference to auditing
standards promulgated by the ASB, examples of which include GAAS, U.S.
GAAS, auditing standards generally accepted in the United States of America,
and standards established by the AICPA. Instead, it requires that auditor's
reports on the financial statements of issuers that are issued or reissued after
the effective date of Auditing Standard No. 1 include a statement that the
engagement was conducted in accordance with "the standards of the Public
Company Accounting Oversight Board (United States)."

Conforming amendments resulting from Auditing Standard No. 1 have not yet
been reflected in the PCAOB's interim standards. Such conforming changes
will be made after the PCAOB issues, and the SEC approves, such conforming
amendments.

Standards Applicable If a Nonissuer’s Financial

Statements Are Audited in Accordance With Both
GAAS and PCAOB Auditing Standards

Paragraph .31 of AU-C section 700, Forming an Opinion and Reporting
on Financial Statements (AICPA, Professional Standards), requires that the
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auditor's report state that the audit was conducted in accordance with GAAS
and identify the United States of America as the country of origin of those
standards. However, as stated in paragraphs .42—.43 of AU-C section 700, an
auditor may indicate that the audit was conducted in accordance with GAAS
and another set of auditing standards (for example, International Standards on
Auditing, PCAOB, or Government Auditing Standards). The auditor should not
refer to having conducted an audit in accordance with another set of auditing
standards in addition to GAAS, unless the audit was conducted in accordance
with both sets of standards in their entirety. When the auditor's report refers to
both GAAS and another set of auditing standards, the auditor's report should
identify the other set of auditing standards, as well as their origin. Illustration
3 of AU-C section 700 provides example report language.

Standards Applicable to an Integrated Audit
of a Nonissuer’s Financial Statements

In October 2008, the ASB issued SSAE No. 15, An Examination of an Entity's
Internal Control Over Financial Reporting That Is Integrated With an Audit of
Its Financial Statements (AICPA, Professional Standards, AT sec. 501), which
establishes standards and provides guidance to practitioners performing an
examination of a nonissuer's internal control over financial reporting in the
context of an integrated audit (an audit of an entity's financial statements
and an examination of its internal control). SSAE No. 15 supersedes extant AT
section 501, Reporting on an Entity's Internal Control Over Financial Reporting,
and converges the standards practitioners use for reporting on a nonissuer's
internal control with PCAOB Auditing Standard No. 5.

AICPA Standards and the Audits of Issuers

If a registered public accounting firm performs an audit of an issuer in accor-
dance with PCAOB standards, the auditor does not need to follow standards
promulgated by the ASB. However, AICPA members are required to comply
with the AICPA Code in addition to the ethics and independence rules and
standards required by the SEC and PCAOB.
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Part Il

List of Selected Final PCAOB Auditing
Standards and Rules

This table presents those standards and rules of the PCAOB that have been
issued as final and are relevant to the standards contained in this publication.
PCAOB standards and rules must be approved by the Securities and Exchange
Commission (SEC) to be effective.

PCAOB Standards

AU, AT, and ET
Sections of
SEC PCAOB PCAOB
Approval Release Standards
Date Standard Title Number Affected
December | Auditing Communications with Audit 2012-004 AU 310; 380
15, 2012 Standard Committees
No. 16
December | Conforming Amendments to PCAOB 2012-004 AU 316; 317; 328;
15, 2012 Amendments Standards 333; 341; 9380;
532; 550; 711; 722
December | Auditing Audit Evidence 2010-004 N/A
23,2010 Standard
No. 15
December | Auditing Evaluating Audit Results 2010-004 N/A
23,2010 Standard
No. 14
December | Auditing The Auditor's Responses to the| 2010-004 N/A
23,2010 Standard Risks of Material
No. 13 Misstatement
December | Auditing Identifying and Assessing 2010-004 N/A
23,2010 Standard Risks of Material
No. 12 Misstatement
December | Auditing Consideration of Materiality 2010-004 N/A
23,2010 Standard in Planning and Performing
No. 11 an Audit
December | Auditing Supervision of the Audit 2010-004 N/A
23,2010 Standard Engagement
No. 10
December | Auditing Audit Planning 2010-004 N/A
23,2010 Standard No. 9
December | Auditing Audit Risk 2010-004 N/A
23,2010 Standard No. 8
December | Conforming Amendments to PCAOB 2010-004 AU 110; 150; 210;
23,2010 Amendments Standards 230; 310; 311;
9311; 312; 9312;
313; 315; 316; 317;
319; 322; 324; 326,
9326; 328; 329;
330; 332; 333; 334;
9334; 336; 9336;
341; 342; 9342;
350; 9350; 380;
411; 431; 508;
9508; 530; 543;
9543; 722 ET 102

(continued)
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AU, AT, and ET
Sections of

SEC PCAOB PCAOB
Approval Release Standards
Date Standard Title Number Affected
January Auditing Engagement Quality Review 2009-004 N/A
15, 2010 Standard No. 7
January Conforming Conforming Amendment to 2009-004 QC 20
15, 2010 Amendments the Board's Interim Quality
Control Standards
September| Auditing Evaluating Consistency of 2008-001 AU 420; 9420
16, 2008 Standard No. 6 | Financial Statements
September| Conforming Conforming Amendments to 2008-001 AU 328; 410; 411;
16, 2008 Amendments PCAOB Interim Standards 9411; 431; 508;
From the Adoption of Auditing 561
Standard No. 6
July 25, Auditing An Audit of Internal Control 2007-005A | N/A
2007 Standard No. 5 | Over Financial Reporting That
is Integrated with an Audit of
Financial Statements
July 25, Conforming Conforming Amendments to 2007-005A | AU 230; 310; 311;
2007 Amendments PCAOB Interim Standards 312; 313; 315; 316;
From the Adoption of Auditing 319; 322; 324, 325;
Standard No. 5 9325; 328; 332;
333; 9337; 341,
342; 380; 508; 530;
543; 560; 561; 711;
722
February | Auditing Reporting on Whether a 2005-015 N/A
6, 2006 Standard No. 4 | Previously Reported Material
Weakness Continues to Exist
February | Conforming Conforming Amendments to 2005-015 AT 101
6, 2006 Amendments PCAOB Interim Standards
Resulting From the Adoption
of PCAOB Auditing Standard
No. 4
August 25, Auditing Audit Documentation 2004-006 AU 339
2004 Standard No. 3
August 25,/ Amendment to | Part of Audit Performed by 2004-006 AU 543
2004 Interim Other Independent Auditors
Auditing
Standards
April 28, Auditing References in Auditors' 2003-025 AU 508
2004 Standard No. 1 | Reports to the Standards of

the Public Company
Accounting Oversight Board
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PCAOB Rules

11

PCAOB
SEC Approval Release
Date Rule Title Number
August 22, 2008 Rule 3526 Communication with Audit Committees 2008-003
Concerning Independence
July 25, 2007 Rule 3525 Audit Committee Pre-Approval of 2007-005A
Non-audit Services Related to Internal
Control Over Financial Reporting
April 19, 2006 Rules 3501, | Technical Amendments to Ethics and 2005-020
3502, 3520, | Independence Rules Concerning
3521, 3522, | Independence, Tax Services, and
3523, and Contingent Fees
3524
April 19, 2006 3501, 3502, | Ethics and Independence Rules Concerning | 2005-014
3520, 3521, | Independence, Tax Services, and
3522, 3523, | Contingent Fees
and 3524
September 8, 2004 Rule 3101 Certain Terms Used in Auditing and 2004-007
Related Professional Practice Standards
and an Amendment to Rule 1001,
Definitions of Terms Employed in Rules
April 28, 2004 Amendment | Technical Amendments to Interim 2003-026
to Rule Standards Rules
3200T
April 28, 2004 Amendment | Technical Amendments to Interim 2003-026
to Rule Standards Rules
3300T
April 28, 2004 Amendment | Technical Amendments to Interim 2003-026
to Rule Standards Rules
3400T
April 28, 2004 Amendment | Technical Amendments to Interim 2003-026
to Rule Standards Rules
3500T
April 28, 2004 Amendment | Technical Amendments to Interim 2003-026
to Rule Standards Rules
3600T
April 28, 2004 Rule 3100 Compliance With Auditing and Related 2003-009
Professional Practice Standards
April 25, 2003 Rule 3200T | Interim Auditing Standards 2003-006
April 25, 2003 Rule 3300T | Interim Attestation Standards 2003-006
April 25, 2003 Rule 3400T | Interim Quality Control Standards 2003-006
April 25, 2003 Rule 3500T | Interim Ethics Standards 2003-006
April 25, 2003 Rule 3600T | Interim Independence Standards 2003-006

APL






Auditing Standards

13

Copyright © 2003—-2013 by the Public Company Accounting Oversight Board (PCAOB).






Table of Contents

AUDITING STANDARDS

15

Auditing Standard No. 1—References in Auditors’ Reports
to the Standards of the Public Company Accounting
Oversight Board

Appendix—lllustrative Reports
Attachment—PCAOB Release No. 2003-025

Auditing Standard No. 3—Audit Documentation
Introduction

Obijectives of Audit Documentation
Audit Documentation Requirement
Documentation of Specific Matters
Retention of and Subsequent Changes to Audit
Documentation
Appendix A—Background and Basis for Conclusions
Attachment—PCAOB Release No. 2004-006

Auditing Standard No. 4—Reporting on Whether a Previously Reported
Material Weakness Continues to Exist

Applicability of Standard

Auditor’s Obijective in an Engagement to Report on Whether a
Previously Reported Material Weakness Continues to Exist

Conditions for Engagement Performance

Framework and Definitions for Evaluation

Performing an Engagement to Report on Whether a Previously
Reported Material Weakness Continues to Exist

Applying the Standards of the PCAOB
Planning the Engagement

Obtaining an Understanding of Internal Control over
Financial Reporting

Testing and Evaluating Whether a Material Weakness
Continues to Exist

Using the Work of Others
Opinions, Based in Part, on the Work of Another Auditor

Forming an Opinion on Whether a Previously Reported
Material Weakness Continues to Exist

Requirement for Written Representations
Documentation Requirements

Reporting on Whether a Previously Reported Material Weakness
Continues to Exist

Management’s Report
Auditor’s Evaluation of Management's Report

Page

23

35

63

Contents



16 Table of Contents

Auditing Standard No. 4—Reporting on Whether a Previously Reported
Material Weakness Continues to Exist—continued

Auditor’s Report

Special Considerations When a Previously Reported
Material Weakness Continues to Exist

Effective Date

Appendix A—lllustrative Reports on Whether a Previously
Reported Material Weakness Continues to Exist

Appendix B—Background and Basis for Conclusions
Attachment—PCAOB Release No. 2005-015

Auditing Standard No. 5—An Audit of Internal Control Over
Financial Reporting That Is Integrated With An Audit of
Financial Statements ......... .. . oo i

Introduction
Integrating the Audits

Planning the Audit
Role of Risk Assessment
Scaling the Audit
Addressing the Risk of Fraud
Using the Work of Others
Materiality

Using a Top-Down Approach
Identifying Entity-Level Controls

Identifying Significant Accounts and Disclosures and Their
Relevant Assertions

Understanding Likely Sources of Misstatement
Selecting Controls to Test
Testing Controls
Testing Design Effectiveness
Testing Operating Effectiveness
Relationship of Risk to the Evidence to be Obtained
Special Considerations for Subsequent Years’ Audits
Evaluating Identified Deficiencies
Indicators of Material Weaknesses
Wrapping-Up
Forming an Opinion
Obtaining Written Representations
Communicating Certain Matters
Reporting on Internal Control
Separate or Combined Reports
Report Date
Material Weaknesses
Subsequent Events
Appendix A—Definitions
Appendix B—Special Topics

Contents

Page



Table of Contents 17

Page
Auditing Standard No. 5—An Audit of Internal Control Over
Financial Reporting That Is Integrated With An Audit of
Financial Statements—continued
Appendix C—Special Reporting Situations
Attachment—PCAOB Release No. 2007-005A

Auditing Standard No. 6—Evaluating Consistency of Financial
Statements. ... 179

Consistency and the Auditor’s Report on Financial Statements
Change in Classification

Change in Accounting Principle

Correction of a Material Misstatement in Previously Issued
Financial Statements

Change in Classification
Attachment—PCAOB Release No. 2008-001

Auditing Standard No. 7—Engagement Quality Review ............... 197
Applicability of Standard
Obijective
Qualifications of an Engagement Quality Reviewer
Competence
Independence, Integrity, and Obijectivity
Engagement Quality Review for an Audit
Engagement Quality Review Process
Evaluation of Engagement Documentation
Concurring Approval of Issuance

Engagement Quality Review for a Review of Interim
Financial Information

Engagement Quality Review Process

Evaluation of Engagement Documentation

Concurring Approval of Issuance
Documentation of an Engagement Quality Review
Attachment—PCAOB Release No. 2009-004

Auditing Standard No. 8—Audit Risk ... 223
Introduction
Objective
Audit Risk
Risk of Material Misstatement
Detection Risk
Attachment—PCAOB Release No. 2010-004

Auditing Standard No. 9—Audit Planning...................ooo. . 243
Introduction
Obijective
Responsibility of the Engagement Partner for Planning
Planning an Audit
Preliminary Engagement Activities
Planning Activities

Contents



18

Contents

Table of Contents

Auditing Standard No. 9—Audit Planning—continued

Audit Strategy

Audit Plan

Multi-location Engagements

Changes During the Course of the Audit

Persons with Specialized Skill or Knowledge
Additional Considerations in Initial Audits
Appendix A—Definition
Attachment—PCAOB Release No. 2010-004

Auditing Standard No. 10—Supervision of the Audit Engagement ...

Introduction

Objective

Responsibility of the Engagement Partner for Supervision
Supervision of Engagement Team Members

Appendix A—Definition

Attachment—PCAOB Release No. 2010-004

Auditing Standard No. 11—Consideration of Materiality in Planning
and Performing an Audit...............oooii

Introduction
Materiality in the Context of an Audit
Objective
Considering Materiality in Planning and Performing an Audit

Establishing a Materiality Level for the Financial Statements
as a Whole

Establishing Materiality Levels for Particular Accounts
or Disclosures

Determining Tolerable Misstatement

Considerations for Multi-location Engagements
Considerations as the Audit Progresses
Attachment—PCAOB Release No. 2010-004

Auditing Standard No. 12—Identifying and Assessing Risks
of Material Misstatement. ...

Introduction

Objective

Performing Risk Assessment Procedures

Obtaining an Understanding of the Company and Its Environment
Industry, Regulatory, and Other External Factors
Nature of the Company

Selection and Application of Accounting Principles,
Including Related Disclosures

Company Objectives, Strategies, and Related
Business Risks

Company Performance Measures

Page

251

257

261



Table of Contents 19

Page
Auditing Standard No. 12—Identifying and Assessing Risks
of Material Misstatement—continued

Obtaining an Understanding of Internal Control Over
Financial Reporting

Control Environment

The Company'’s Risk Assessment Process
Information and Communication
Control Activities

Monitoring of Controls

Performing Walkthroughs

Relationship of Understanding of Internal Control to Tests
of Controls

Considering Information from the Client Acceptance and
Retention Evaluation, Audit Planning Activities, Past Audits,
and Other Engagements

Performing Analytical Procedures

Conducting a Discussion among Engagement Team Members
Regarding Risks of Material Misstatement

Discussion of the Potential for Material Misstatement
Due to Fraud

Inquiring of the Audit Committee, Management, and Others
within the Company about the Risks of Material Misstatement

Inquiries Regarding Fraud Risks
Identifying and Assessing the Risks of Material Misstatement

Identifying Significant Accounts and Disclosures and
Their Relevant Assertions

Factors Relevant to Identifying Fraud Risks
Factors Relevant to Identifying Significant Risks
Further Consideration of Controls

Revision of Risk Assessment

Appendix A—Definitions

Appendix B—Consideration of Manual and Automated Systems
and Controls

Attachment—PCAOB Release No. 2010-004

Auditing Standard No. 13—The Auditor’s Responses to the Risks
of Material Misstatement. . ... 285

Introduction

Objective

Responding to the Risks of Material Misstatement
Overall Responses

Responses Involving the Nature, Timing, and Extent
of Audit Procedures

Responses to Significant Risks
Responses to Fraud Risks

Contents



20 Table of Contents

Auditing Standard No. 13—The Auditor’s Responses to the Risks
of Material Misstatement—continued

Testing Controls
Testing Controls in an Audit of Financial Statements
Testing Design Effectiveness
Testing Operating Effectiveness
Obtaining Evidence from Tests of Controls
Nature of Tests of Controls
Extent of Tests of Controls
Timing of Tests of Controls
Assessing Control Risk
Testing Controls in an Audit of Internal Control
Substantive Procedures
Nature of Substantive Procedures
Extent of Substantive Procedures
Timing of Substantive Procedures
Dual-purpose Tests
Appendix A—Definitions
Attachment—PCAOB Release No. 2010-004

Auditing Standard No. 14—Evaluating Audit Results...................
Introduction
Objective
Evaluating the Results of the Audit of Financial Statements
Performing Analytical Procedures in the Overall Review
Accumulating and Evaluating Identified Misstatements

Evaluating the Qualitative Aspects of the Company's
Accounting Practices

Evaluating Conditions Relating to the Assessment of Fraud
Risks

Evaluating the Presentation of the Financial Statements,
Including the Disclosures

Evaluating the Sufficiency and Appropriateness
of Audit Evidence

Evaluating the Results of the Audit of Internal Control Over
Financial Reporting

Appendix A—Definitions
Appendix B—Qualitative Factors Related to the Evaluation of the
Materiality of Uncorrected Misstatements

Appendix C—Matters That Might Affect the Assessment
of Fraud Risks

Attachment—PCAOB Release No. 2010-004
Auditing Standard No. 15—Audit Evidence ...........................

Introduction
Objective

Contents

Page



Table of Contents 21

Page

Auditing Standard No. 15—Audit Evidence —continued
Sufficient Appropriate Audit Evidence
Relevance and Reliability
Using Information Produced by the Company
Financial Statement Assertions
Audit Procedures for Obtaining Audit Evidence
Inspection
Observation
Inquiry
Confirmation
Recalculation
Reperformance
Analytical Procedures
Selecting ltems for Testing to Obtain Audit Evidence
Selecting All ltems
Selecting Specific ltems
Audit Sampling

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

Attachment—PCAOB Release No. 2010-004

Auditing Standard No. 16—Communications with Audit Committees. . . 323
Introduction
Objectives
Appointment and Refention

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

Establish an Understanding of the Terms of the Audit
Obtaining Information and Communicating the Audit Strategy
Obtaining Information Relevant to the Audit
Overall Audit Strategy, Timing of the Audit, and
Significant Risks
Results of the Audit

Accounting Policies and Practices, Estimates, and
Significant Unusual Transactions

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

Other Information in Documents Containing Audited
Financial Statements

Difficult or Contentious Matters for which the Auditor
Consulted

Management Consultation with Other Accountants
Going Concern

Uncorrected and Corrected Misstatements
Material Written Communications

Contents



22

Table of Contents

Auditing Standard No. 16—Communications with Audit

Contents

Committees — continued

Departure from the Auditor’s Standard Report
Disagreements with Management
Difficulties Encountered in Performing the Audit
Other Matters

Form and Documentation of Communications

Timing

Appendix A—Definitions

Appendix B—Communications with Audit Committees Required

by Other PCAOB Rules and Standards

Appendix C—Matters Included in the Audit Engagement Letter
Attachment—PCAOB Release No. 2012-004

Page



References in Auditors’ Reports to the Standards of the PCAOB 23

Auditing Standard No. 1

References in Auditors’ Reports to the
Standards of the Public Company
Accounting Oversight Board

[Effective pursuant to SEC Release No. 34-49707; File No. PCAOB-2003-
10, May 14, 2004; effective for audit reports issued or reissued on or
after May 24, 2004.]

1. The Sarbanes-Oxley Act of 2002 authorized the Public Company Ac-
counting Oversight Board ("PCAOB") to establish auditing and related pro-
fessional practice standards to be used by registered public accounting firms.
PCAOB Rule 3100, Compliance With Auditing and Related Professional Prac-
tice Standards, requires the auditor to comply with all applicable auditing and
related professional practice standards of the PCAOB.

2. The Board has adopted as interim standards, on an initial, transitional
basis, the generally accepted auditing standards, described in the American In-
stitute of Certified Public Accountants' ("TAICPA") Auditing Standards Board's
Statement on Auditing Standards No. 95, Generally Accepted Auditing Stan-
dards, in existence on April 16, 2003.1

3. Accordingly, in connection with any engagement performed in accor-
dance with the auditing and related professional practice standards of the
PCAOB, whenever the auditor is required by the interim standards to make
reference in a report to generally accepted auditing standards, U.S. generally ac-
cepted auditing standards, auditing standards generally accepted in the United
States of America, or standards established by the AICPA, the auditor must
instead refer to "the standards of the Public Company Accounting Oversight
Board (United States)." An auditor must also include 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.

4. This auditing standard is effective for auditors' reports issued or reis-
sued on or after the 10th day following approval of this auditing standard by
the Securities and Exchange Commission.

5. Audit reports issued prior to the effective date of this standard were re-
quired to state that the audits that supported those reports were performed in
accordance with generally accepted auditing standards. The PCAOB adopted
those generally accepted auditing standards, including their respective effec-
tive dates, as they existed on April 16, 2003, as interim standards. Therefore,
reference to "the standards of the Public Company Accounting Oversight Board
(United States)" with respect to audits of financial statements performed prior
to the effective date of this standard is equivalent to the previously-required
reference to generally accepted auditing standards. Accordingly, upon adop-
tion of this standard, a reference to generally accepted auditing standards in
auditors' reports is no longer appropriate or necessary.

Note: The term "auditor" in this standard is intended to include both registered
public accounting firms and associated persons thereof.

1 The Board's rules on interim standards were adopted by the Board on April 16, 2003, and
approved by the Commission on April 25, 2003. See SEC Rel. No. 33-8222 (April 25, 2003).

AS §1.5



24 Auditing Standards

Appendix

lllustrative Reports

1. The following is an illustrative report on an audit of financial state-
ments:

Report of Independent Registered Public Accounting Firm

We have audited the accompanying balance sheets of X Company as of Decem-
ber 31, 20X3 and 20X2, and the related statements of operations, stockholders'
equity, and cash flows for each of the three years in the period ended December
31, 20X3. These 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 conducted our audits in accordance with the standards of the Public Com-
pany Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An au-
dit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as
well as evaluating the overall financial statement presentation. We believe that
our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of the Company as of [a¢] December
31, 20X3 and 20X2, and the results of its operations and its cash flows for each
of the three years in the period ended December 31, 20X3, in conformity with
U.S. generally accepted accounting principles.

[Signature]

[City and State or Country]

[Date]

2. The following is an illustrative report on a review of interim financial
information:

Report of Independent Registered Public Accounting Firm

We have reviewed the accompanying [describe the interim financial information
or statements reviewed] of X Company as of September 30, 20X3 and 20X2, and
for the three-month and nine-month periods then ended. This (these) interim
financial information (statements) is (are) the responsibility of the Company's
management.

We conducted our review in accordance with the standards of the Public Com-
pany Accounting Oversight Board (United States). A review of interim financial
information consists principally of applying analytical procedures and mak-
ing inquiries of persons responsible for financial and accounting matters. It
is substantially less in scope than an audit conducted in accordance with the
standards of the Public Company Accounting Oversight Board, the objective of
which is the expression of an opinion regarding the financial statements taken
as a whole. Accordingly, we do not express such an opinion.
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Based on our review, we are not aware of any material modifications that should
be made to the accompanying interim financial (statements) for it (them) to be
in conformity with U.S. generally accepted accounting principles.

[Signature]
[City and State or Country]
[Date]
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Attachment

PCAOB Release No. 2003-025

December 17, 2003

PCAOB Rulemaking
Docket Matter No. 010

Approved by the Securities and Exchange Commission on May 14, 2004,
and is effective for audit reports issued or reissued on or after May 24,
2004.

Summary

After public comment, the Public Company Accounting Oversight Board (the
"Board" or "PCAOB") has adopted Auditing Standard No. 1, References in Au-
ditors' Reports to the Standards of the Public Company Accounting Oversight
Board. This standard requires registered public accounting firms to include in
their reports on engagements performed pursuant to the Board's auditing and
related professional practice standards, including audits and reviews of finan-
cial statements, a reference to the standards of the Public Company Accounting
Oversight Board (United States). The Board will submit this standard to the
Securities and Exchange Commission ("Commission" or "SEC") for approval
pursuant to Section 107 of the Sarbanes-Oxley Act of 2002 (the "Act"). This
standard will not take effect unless approved by the Commission.

Board Contacts

Thomas Ray, Deputy Chief Auditor (202/207-9112; rayt@pcaobus.org), Greg
Scates, Associate Chief Auditor (202/207-9114; scatesg@pcaobus.org).

Section 103 of the Act authorizes the PCAOB to establish auditing and related
professional practice standards to be used by registered public accounting firms
in connection with the preparation and issuance of audit reports as required by
the Act or the rules of the Commission, or as may be necessary or appropriate
in the public interest or for the protection of investors. Consistent with Sec-
tion 103 of the Act, PCAOB Rule 3100, Compliance With Auditing and Related
Professional Practice Standards, requires auditors to comply with all appli-
cable auditing and related professional practice standards established by the
PCAOB.

Auditing Standard No. 1, References in Auditors' Reports to the Standards of
the Public Company Accounting Oversight Board directs auditors! to state that
the engagement was conducted in accordance with "the standards of the Public
Company Accounting Oversight Board (United States)" whenever the auditor
has performed the engagement in accordance with the Board's standards.

1 Reference in the Board's standards to an "auditor" means a registered public accounting firm,
or an associated person of such a firm, as defined in the Act and the Board's rules, unless specifically
stated otherwise. Nothing in the Board's rules would preclude an accounting firm from conducting an
audit of a company that is not an issuer in accordance with the Board's standards and so stating in
its audit report. This is true regardless of whether or not the accounting firm performing the audit is
registered with the Board.
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Section A of this release describes Auditing Standard No. 1. Section B of this
release discusses and addresses the comments received on the Board's proposed
auditing standard, which the Board released for public comment. The text of
Auditing Standard No. 1 is attached to this release as Appendix 1.

A. Description of Auditing Standard No. 1

At the time of this release, the Board's auditing and related professional practice
standards consist of the standards described in Rules 3200T through 3600T,
which the Board has adopted, on an initial, transitional basis, as interim stan-
dards. The standards (with which PCAOB Rule 3100 requires registered public
accounting firms, and persons associated with such firms, to comply) include
these interim standards and any permanent standards that the Board adopts.

Each of the standards described in Rules 3200T through 3600T was originally
adopted by the American Institute of Certified Public Accountants ("AICPA"), a
committee thereof, including the Auditing Standards Board ("ASB"), or the
Independence Standards Board. Thus the Board's rule on interim auditing
standards, Rule 3200T, incorporates "generally accepted auditing standards,
as described in the AICPA Auditing Standards Board's Statement on Auditing
Standards No. 95, Generally Accepted Auditing Standards, in existence on April
16, 2003" (the "interim standards").? These auditing standards were adopted,
and from time to time amended, by the ASB, until the Board incorporated them
into the Board's interim standards. The interim standards require auditors to
include in their reports a reference to the standards that were followed in per-
forming the engagement. These references include "generally accepted auditing
standards," "U.S. generally accepted auditing standards," "auditing standards
generally accepted in the United States of America," and "standards established
by the AICPA."

PCAOB Auditing Standard No. 1 supersedes these references by requiring that
auditors' reports on the financial statements of issuers that are issued or reis-
sued, after Auditing Standard No. 1 becomes effective, include a statement that
the engagement was conducted in accordance with "the standards of the Public
Company Accounting Oversight Board (United States)."® This auditing stan-
dard is effective for auditors' reports issued or reissued on or after the 10th day
following approval of this auditing standard by the Commission. An appendix*
to this standard provides illustrative reports on an audit of financial statements
and a review® of interim financial information of a public company.

Once Auditing Standard No. 1 becomes effective, it will require auditors to
state that the engagement was performed in accordance with "the standards of
the Public Company Accounting Oversight Board (United States)," irrespective
of whether the engagement was conducted before or after Auditing Standard
No. 1 becomes effective. Accordingly, auditors who reissue reports that were
originally issued before the date that Auditing Standard No. 1 becomes effec-
tive, or who issue reports that include comparative financial information that

2 The Board's rules on interim standards were adopted by the Board on April 16, 2003, and
approved by the Commission on April 25, 2003. See SEC Rel. No. 33-8222 (April 25, 2003).

3 See Auditing Standard No. 1 4 3.

4 Appendices to the Board's standards are an integral part of the standard and carry the same
authoritative weight as the body of the standard.

5 Reviews of the interim financial information are integrally related to audits of financial state-
ments. See generally Statement on Auditing Standards No. 100, Interim Financial Information ("SAS
No. 100"). For example, SAS No. 100 makes clear that the general standards on auditing discussed in
SAS No. 95 "are applicable to a review of interim financial information."
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was the subject of an audit or review report that was issued before that date,
must nevertheless state that the audit or review was performed in accor-
dance with "the standards of the Public Company Accounting Oversight Board
(United States)," if those reports are reissued after Auditing Standard No. 1
becomes effective. The Board believes that a uniform reference to the stan-
dards of the PCAOB—even with respect to audits and reviews completed before
the PCAOB adopted its interim standards—is appropriate because the interim
standards that the Board adopted are the "generally accepted auditing stan-
dards" with which auditors were required to comply before the PCAOB adopted
its interim standards.

Referring to PCAOB standards in connection with a period that preceded the
date of the PCAOB's own adoption of those standards may seem somewhat
counterintuitive. The requirement is intended, however, to reflect the fact that
the standards in place before the PCAOB adopted its interim standards, without
change, became the PCAOB's standards. Indeed, the Board considered whether
to require auditors to refer to "generally accepted auditing standards" when
reissuing reports that were originally issued before Auditing Standard No. 1
becomes effective, and to refer to "standards of the PCAOB" with respect to
reports issued on or after Auditing Standard No. 1 becomes effective.

The Board believes, however, that it is appropriate to describe the "gener-
ally accepted auditing standards" that the Board adopted as "standards of the
PCAOB." This terminology will reflect the fact that the standards that auditors
were required to use before April 25, 2003—i.e., generally accepted auditing
standards as they existed on April 16, 2003—became the applicable standards
on April 25 and continue to apply to audits of public companies, as the Board
amends them. Auditing standards have continuously been amended over time,
and auditors have consistently been required to state whether their audits
complied with the then-prevailing standards. The substance of the applicable
standards for audits and reviews of public company financial statements did
not change on April 25, 2003. Rather, April 25, 2003, is significant only because
the PCAOB gained authority over such standards on that date. The Board be-
lieves it would be inappropriate to create an impression in auditors' reports that
engagements performed before Auditing Standard No. 1 becomes effective, or
even before April 25, were performed in accordance with a wholly different body
of standards, rather than the same body of standards at different points in its
evolution.

The Board expects to amend its standards from time to time, just as the ASB
amended generally accepted auditing standards from time to time. The Board
believes that using a consistent description of standards prevailing at the time
an audit or review report is issued—and holding auditors to compliance with
those then-prevailing standards—better contributes to the creation of informa-
tive audit reports.

Upon adoption of this auditing standard, all references in the interim standards
to generally accepted auditing standards, U.S. generally accepted auditing stan-
dards, auditing standards generally accepted in the United States of America,
and standards established by the AICPA, mean the corresponding standards
of the Public Company Accounting Oversight Board. The Act and the Board's
rules already require the auditor to comply with the Board's standards. The
purpose of this standard is to conform the references in the interim standards
to the standards that the Act and Rule 3100 require auditors to use in con-
nection with preparing and issuing audit and related reports on the financial
statements of issuers.

Under the Act, Auditing Standard No. 1 will not be effective unless it is approved
by the SEC. By its terms, Auditing Standard No. 1 will be effective for auditors'
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reports issued or reissued on or after the 10th day following SEC approval of this
standard. Until the effective date of this standard, the reporting requirements
as described in the AICPA's Codification of Statements on Auditing Standards,
are still in effect as interim standards.

B. Public Comment Process and Board Responses

The Board released a proposed auditing standard, References in Auditors' Re-
ports to the Standards of the Public Company Accounting Oversight Board,
for public comment, on November 12, 2003. The Board received eight written
comment letters.® In response to these comments, the Board's final rules both
clarify and modify certain aspects of the proposal, as explained below.

1. Transitional Issues

The Board received several comments related to transitional issues, including,
how the proposed standard would affect—

® reissuance of a report originally issued before the proposed stan-
dard became effective;

® issuance of a report on comparative financial statements when
the audits of the financial statements for periods presented for
comparative purposes were conducted before the proposed stan-
dard became effective and/or before the Board adopted its interim
standards; and

® issuance of a dual-dated report that include dates that straddle
the effective date of this standard.

In the proposed standard, the Board had recommended the standard be effective
for auditors' reports dated on or after the later of January 1, 2004 or the 10th day
after SEC approval of the standard as adopted by the Board. In evaluating the
comments with regard to transition, the Board decided to modify the effective
date of this standard. Rather than linking the effective date of this standard to
the date of the report, this auditing standard will be effective for reports issued
or reissued on or after the 10th day following SEC approval of this auditing
standard. After this standard becomes effective, any auditor's report issued or
reissued with respect to the financial statements of a public company must
state that the engagement was performed in accordance with "the standards of
the Public Company Accounting Oversight Board (United States)."

One commenter also expressed concern that the proposed standard's require-
ment that a report state that an audit performed prior to the PCAOB's adop-
tion of interim standards was performed in accordance with PCAOB standards
would, in essence, require the auditor to re-audit the prior period's financial
statements in order to bring that audit or review into conformity with current
PCAOB standards. The Board does not intend to require auditors to bring au-
dits that were performed in accordance with then-prevailing standards into
conformity with later-prevailing standards in order to reissue a previously-
issued report. When the Board adopted as interim standards the generally
accepted auditing standards established by the ASB, the Board also adopted
the effective dates of those standards. Therefore, reference in auditors' reports
to the standards of the PCAOB with respect to financial statements audited or
reviewed prior to the effective date of Auditing Standard No. 1 is equivalent

6 The comment letters are available on the Board's Web site—www.pcaobus.org—and will be
attached to the Board's Form 19b-4, to be filed with the Commission.
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to the previously-required reference to generally accepted auditing standards.
The reference relates to those standards that were in effect when the audit or
review was completed and should not be interpreted to imply a representation
that the audit or review complied with standards that became effective after
the audit or review was completed. Thus, once Auditing Standard No. 1 be-
comes effective, a reference to generally accepted auditing standards in reports
issued in connection with financial statements of public companies is no longer
appropriate or necessary.

2. Applicable Standards of the PCAOB

Several commenters recommended that the Board only require auditors' re-
ports to refer to the auditing standards of the PCAOB for audits of financial
statements and not to the standards of the PCAOB generally. The Board intends
for report references to "the standards of the Public Company Accounting Over-
sight Board (United States)" to mean those auditing and related professional
practice standards that are applicable to the particular engagement. For exam-
ple, if an issuer does not use any outside service organization that would affect
its internal control over financial reporting, then the interim auditing standard
on service organizations—described in the Codification of Statements on Au-
diting Standards at AU § 324 (Service Organizations), would not be applicable.
On the other hand, the Board's independence standards apply to registered
public accounting firms, and associated persons thereof, in connection with the
preparation and issuance of audit reports for issuers.

As another example, quality control standards generally apply to a firm's sys-
tem of quality control over its accounting and auditing practice and not to indi-
vidual audit engagements. Thus, a breakdown in the system of quality control
does not necessarily mean that a particular audit was not conducted in accor-
dance with the standards of the PCAOB. However, such a breakdown might
result in a deficient audit if it caused or contributed to an audit deficiency. The
determination as to whether a particular auditing or related professional prac-
tice standard is applicable in the context of a particular audit is dependent on
the nature of the standard in question and on the nature of the engagement at
issue.

Thus a reference to "auditing standards" of the PCAOB would be too narrow
and preclusive to other standards applicable to the audit. The Board believes
that reference to "the standards of the Public Company Accounting Oversight
Board (United States)" is a more descriptive reference to the standards applied
in the audit.

3. Reference to GAAS

The Board received a number of comments recommending that auditors' re-
ports, with respect to financial statement audits, describe PCAOB standards
as generally accepted auditing standards. The notion of general acceptance
developed at a time when auditing and accounting standards were not estab-
lished with the force of law by governmental or other authoritative bodies, but
rather were established by consensus among the members of the accounting
profession.

As far as auditing and related professional practice standards are concerned,
the Board gained authority to establish such standards by the enactment of
the Act. Professional consensus is no longer sufficient to establish auditing
standards, and therefore the Board believes that it is no longer appropriate to
refer to the standards with which an auditor of the financial statements of a
public company must comply as "generally accepted." While those standards

AS §1.5



References in Auditors’ Reports to the Standards of the PCAOB 31

may be generally accepted in a variety of contexts, what gives them the force
of law in the context of public company audits is adoption by the PCAOB and
approval by the SEC.

Therefore, for purposes of any engagement performed in accordance with the ap-
plicable auditing and related professional practice standards of the PCAOB, ref-
erences in the interim standards to generally accepted auditing standards, U.S.
generally accepted auditing standards, auditing standards generally accepted
in the United States of America, and standards established by the AICPA, mean
the standards of the PCAOB.

4. References to Country of Origin and Issuing Office

The Board also received comments recommending that the Board continue
to require auditors to state in their reports that the standards according to
which they performed their engagements were those standards applicable in
the United States. Adopting this recommendation will make it easier for readers
of audit reports that are used in cross-border offerings and listings of securities
to quickly identify the jurisdiction in which the standards were promulgated.
As such, the Board has required in Auditing Standard No. 1 that auditors' re-
ports describe the PCAOB's standards as "the standards of the Public Company
Accounting Oversight Board (United States)."

Another commenter recommended that auditors identify in their reports the
city and state (or country) of the registered firms issuing the reports. The SEC's
rules require disclosure in the auditor's report of the city and state of the ac-
counting firm's office issuing the report.” The Board also concurs with this
recommendation and, accordingly, has modified the auditing standard and the
illustrative reports in the appendix to Auditing Standard No. 1.

5. Other Auditors

The Board was asked to clarify the applicability of this standard, and the
Board's standards generally, to circumstances where more than one auditing
firm contributes to an audit of a consolidated entity. For example, a firm other
than the firm engaged to report on the company's consolidated financial state-
ments may be hired to audit the financial statements of a subsidiary company.
In such circumstances, the auditor that conducts the majority of the audit is
referred to as the principal auditor and the auditor of the subsidiary company
is referred to as the other auditor.® Depending on the significance of the portion
of the financial statements audited by the other auditor, the principal auditor
may divide responsibility with the other auditor by making reference to the
audit of the other auditor in his or her report, or the principal auditor may take
responsibility for the work of the other auditor by not making any reference to
the other auditor.

In either event, the entire audit must be performed in accordance with the
Board's standards. Section 103 of the Act, and the Board's Rule 3100, require
registered public accounting firms, and associated persons thereof, to comply
with all applicable auditing and related professional practice standards in con-
nection with the preparation and issuance of audit reports on the financial
statements of issuers. Whether the other auditor is a registered public account-
ing firm or an associated person of a registered public accounting firm, the other
auditor must comply with the standards of the PCAOB.

7 17 C.FR. § 210.2-02 (2003).
8 See Codification of Auditing Standards, AU § 543 (AICPA 2002).
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6. Applicability to Non-U.S. Firms Not Yet Registered
With the Board

Another commenter asked the Board to clarify whether non-U.S. public account-
ing firms—who are not required to register with the PCAOB until 2004—will be
permitted, until registered with the PCAOB, to continue to reference "auditing
standards generally accepted in the United States of America" when reporting
on an issuer's financial statements. Like the Board's interim standards, with
which a public accounting firm is required to comply even before the firm's
mandatory registration date, during the period preceding the mandatory reg-
istration date, standards of the PCAOB apply to firms engaged in work that
requires their registration. Therefore, non-U.S. public accounting firms that
have not yet registered, that engage in work that would require them to be
registered as of the mandatory registration date, are nevertheless required to
reference "the standards of the Public Company Accounting Oversight Board
(United States)."

7. Application of Auditing Standard No. 1 to Audit Reports
in Connection With Initial Public Offerings

Another commenter recommended that the Board expand the proposed stan-
dard to specifically address the various scenarios that auditors will encounter
with respect to reporting in conjunction with initial public offerings. The SEC's
Rule 3-01 of Regulation S-X requires that, like other SEC filings that must com-
ply with Regulation S-X, a registration statement filed in connection with an
initial public offering must include or otherwise incorporate "for the registrant
and its subsidiaries consolidated, audited balance sheets as of the end of each
of the two most recent fiscal years."? In addition, Rule 3-02 of Regulation S-X
requires that there "be filed, for the registrant and its subsidiaries consolidated
and for its predecessors, audited statements of income and cash flows for each
of the three fiscal years preceding the date of the most recent audited balance
sheet."!® The Board understands these provisions to mean that an issuer desir-
ing to register a transaction involving the sale of securities must include balance
sheets for the two years preceding the transaction, and income statements and
statements of cash flows for the three years preceding the transaction, each
audited in accordance with standards as required by the securities laws.

In Section 103 of the Act, Congress has provided the Board authority to estab-
lish auditing and related professional practice standards "to be used by regis-
tered public accounting firms in the preparation and issuance of audit reports."
In addition, the PCAOB has adopted, and the SEC has approved, PCAOB Rule
3100, which requires registered public accounting firms to comply with all ap-
plicable auditing and related professional practice standards of the PCAOB in
connection with the preparation and issuance of audit reports on the financial
statements of issuers. Accordingly, audit reports on the financial statements of
issuers must now comply with—and under Auditing Standard No. 1 auditors
must state that they performed the audit in accordance with—the standards
of the PCAOB. So long as audits that were performed prior to April 25, 2003,
were performed in accordance with then-prevailing generally accepted audit-
ing standards as required by Rule 2-02 of Regulation S-X, an auditor need
not reaudit any financial statements that relate to periods preceding April 25,
2003. Further, as discussed above, because the Board adopted the "generally
accepted auditing standards" in effect as of April 16, 2003, the Board believes

9 17 C.FR. § 210.3-01 (2003).
1017 C.FR. § 210.3-02 (2003).
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it is appropriate to require auditors who issue or reissue reports on periods
prior to the date Auditing Standard No. 1 becomes effective to state that their
audits were performed in accordance with PCAOB standards, so long as they
were performed in accordance with the "generally accepted auditing standards"
prevailing at the time the audits were performed.

ook sk sk ook ook

On the 17th day of December, in the year 2003, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,

ADOPTED BY THE BOARD.
/s/ J. Gordon Seymour

dJ. Gordon Seymour

Acting Secretary

December 17, 2003

APPENDIX—

References in Auditors' Reports to the Standards of the Public Company Ac-
counting Oversight Board
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Appendix
References in Auditors’ Reports to the Standards

of the Public Company Accounting Oversight Board

[Appendix omitted; see Auditing Standard No. 1 for the full text of the standard.]
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Auditing Standard No. 3
Audit Documentation

[Supersedes SAS No. 96, Audit Documentation]
Source: Auditing Standard Nos 8-15.

[Effective pursuant to SEC Release No. 34-50253; File No. PCAOB-2004-
05, August 25, 2004; effective for audits of financial statements with
respect to fiscal years ending on or after November 15, 2004. For other
engagements conducted pursuant to the standards of the PCAOB, in-
cluding 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.]

Introduction

1. 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 au-
dit of internal control over financial reporting, and a review of interim financial
information. This standard does not replace specific documentation require-
ments of other standards of the PCAOB.

Objectives of Audit Documentation

2. 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. Au-
dit 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 conclusions. Among other things, audit doc-
umentation includes records of the planning and performance of the work, the
procedures performed, evidence obtained, and conclusions reached by the au-
ditor. 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 in-
cluded 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.

3. [The following paragraph is effective for audits of fiscal years beginning
on or after December 15, 2010. See PCAOB Release 2010-004.]
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Audit documentation is reviewed by members of the engagement team per-
forming 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. A successor auditor who reviews a predecessor auditor's audit
documentation.

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

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

Audit Documentation Requirement

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

5. Because audit documentation is the written record that provides the
support for the 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.

6. The auditor must document the procedures performed, evidence ob-
tained, 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

1 See paragraph 12 of this standard for a description of significant findings or issues.

2 [The following footnote is effective November 15, 2007. See PCAOB Release 2007-005.] Relevant
financial statement assertions are described in paragraphs 28-33 of Auditing Standard No. 5, An
Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial
Statements.
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assertions. Audit documentation must contain sufficient information to enable
an experienced auditor, having no previous connection with the engagement:

a. To understand the nature, timing, extent, and results of the pro-
cedures 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.

7. In determining the nature and extent of the documentation for a finan-
cial statement assertion, the auditor should consider the following factors:

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

® [Extent of judgment required in performing the work and evaluat-
ing the results, for example, accounting estimates require greater
judgment and commensurately more extensive documentation;

® Significance of the evidence obtained to the assertion being tested;
and

® 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.

8. In addition to the documentation necessary to support the auditor's fi-
nal conclusions, audit 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 infor-
mation, 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.

9. 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 au-
ditor 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 accom-
plish 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.

® If the auditor determines and demonstrates that sufficient pro-
cedures 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 doc-
umentation, the auditor should refer to paragraph 16.
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® 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 AU sec. 390, Consideration of Omitted Pro-
cedures After the Report Date.

9A. [The following paragraph is added and effective for audits of fiscal
years beginning on or after December 15, 2010. See PCAOB Release 2010-004.]

Documentation of risk assessment procedures and responses to risks of mis-
statement 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 ef-
fectiveness of controls, and walkthroughs, should include identification of the
items inspected. Documentation of auditing procedures related to the inspec-
tion 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:

® If an audit sample is selected from a population of docu-
ments, the documentation should include identifying char-
acteristics (for example, the specific check numbers of the
items included in the sample).

® Ifall items over a specific dollar amount are selected from
a population of documents, the documentation need de-
scribe only the scope and the identification of the popula-
tion (for example, all checks over $10,000 from the October
disbursements journal).

® Ifasystematic sample is selected from a population of doc-
uments, the documentation need only provide an identifi-
cation 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 40th
invoice).

11. Certain matters, such as auditor independence, staff training and pro-
ficiency and client acceptance and retention, may be documented in a central
repository for the public accounting firm ("firm") or in the particular office par-
ticipating in the engagement. If such matters are documented in a central
repository, the audit documentation of the engagement should include a refer-
ence 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 following paragraph is effective for audits of fiscal years beginning
on or after December 15, 2010. See PCAOB Release 2010-004.]

The auditor must document significant findings or issues, actions taken to
address them (including additional evidence obtained), and the basis for the
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conclusions reached in connection with each engagement. Significant findings
or issues are substantive matters that are important to the procedures per-
formed, evidence obtained, or conclusions reached, and include, but are not
limited to, the following:

a. Significant matters involving the selection, application, and con-
sistency of accounting principles, including related disclosures.?

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

c¢.  Accumulated misstatements and evaluation of uncorrected mis-
statements, including the quantitative and qualitative factors the
auditor considered to be relevant to the evaluation.2?

d. 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.

e. Circumstances that cause significant difficulty in applying audit-
ing 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.?C

f-1.  Risks of material misstatement that are determined to be signif-
icant risks and the results of the auditing procedures performed
in response to those risks.

8. Any matters that could result in modification of the auditor's re-
port.

13. The auditor must identify all significant findings or issues in an en-
gagement completion document. This document may include either all informa-
tion necessary to understand the significant findings, issues or cross-references,
as appropriate, to other available supporting audit documentation. This doc-
ument, 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.

2A See paragraphs 12-13 of Auditing Standard No. 12, Identifying and Assessing Risks of Material
Misstatement, and paragraphs .66—.67 of AU sec. 316, Consideration of Fraud in a Financial Statement
Audit. [Footnote added, effective for audits of fiscal years beginning on or after December 15, 2010. See
PCAOB Release 2010-004.]

2B See paragraphs 10-23 of Auditing Standard No. 14, Evaluating Audit Results. [Footnote added,
effective for audits of fiscal years beginning on or after December 15, 2010. See PCAOB Release 2010-
004.]

2C See paragraph 74 of Auditing Standard No. 12, Identifying and Assessing Risks of Material
Misstatement, and paragraph 36 of Auditing Standard No. 14, Evaluating Audit Results. [Footnote
added, effective for audits of fiscal years beginning on or after December 15, 2010. See PCAOB Release
2010-004.]
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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 complete and final set of audit docu-
mentation 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 sub-
stantially 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 AU sec. 711, Filings Under Federal Securities Statutes, auditors are re-
quired to perform certain procedures up to the effective date of a registration
statement.? 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 en-
suring that all audit documentation sufficient to meet the requirements of para-
graphs 4-13 of this standard is prepared and retained. Audit documentation
supporting the work performed by other auditors (including auditors associated
with other offices of the firm, affiliated firms, or non-affiliated firms), must be
retained by or be accessible to the office issuing the auditor's report.*

19. [The following paragraph is effective for audits of fiscal years beginning
on or after December 15, 2010. See PCAOB Release 2010-004.]

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 auditors (including auditors associated with other
offices of the firm, affiliated firms, or non-affiliated firms):

3 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.

4 Section 106(b) of the Sarbanes-Oxley Act of 2002 imposes certain requirements concerning
production of the work papers of a foreign public accounting firm on whose opinion or services the
auditor relies. Compliance with this standard does not substitute for compliance with Section 106(b)
or any other applicable law.
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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 is-
sues that are inconsistent with or contradict the final conclusions,
as described in paragraph 8.

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 the other auditor to the information underlying the
consolidated financial statements.

/A schedule of accumulated misstatements, including a descrip-
tion 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.

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

h. Letters of representations from management.

i.  All matters to be communicated to the audit committee.

If the auditor decides to make reference in his or her report to the audit of
the other auditor, however, the auditor issuing the report need not perform the
procedures in this paragraph and, instead, should refer to AU sec. 543, Part of
Audit Performed by Other Independent Auditors.

20. The auditor also might be required to maintain documentation in ad-
dition to that required by this standard.’

[21.]1 [Paragraph 21. and preceding heading, "Effective Date," deleted, ef-
fective for audits of fiscal years beginning on or after December 15, 2010. See
PCAOB Release 2010-004.]

5 TFor example, the SEC requires auditors to retain, in addition to documentation required by this
standard, memoranda, correspondence, communications (for example, electronic mail), other docu-
ments, 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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Appendix A
Background and Basis for Conclusions

Introduction

Al. This appendix summarizes considerations that the Public Company Ac-
counting Oversight Board ("PCAOB" or "Board") deemed significant in devel-
oping this standard. This Appendix includes reasons for accepting certain views
and rejecting others.

A2. Section 103(a)(2)(A)(i) of the Sarbanes-Oxley Act of 2002 (the "Act") di-
rects the Board to establish auditing standards that require registered public
accounting firms to prepare and maintain, for at least seven years, audit docu-
mentation "in sufficient detail to support the conclusions reached" in the audi-
tor's report. Accordingly, the Board has made audit documentation a priority.

Background

A3. Auditors support the conclusions in their reports with a work product called
audit documentation, also referred to as working papers or work papers. Audit
documentation supports the basis for the conclusions in the auditor's report.
Audit documentation also facilitates the planning, performance, and supervi-
sion of the engagement and provides the basis for the review of the quality of
the work by providing the reviewer with written documentation of the evidence
supporting the auditor's significant conclusions. Examples of audit documenta-
tion include memoranda, confirmations, correspondence, schedules, audit pro-
grams, and letters of representation. Audit documentation may be in the form
of paper, electronic files, or other media.

A4. The Board's standard on audit documentation is one of the fundamental
building blocks on which both the integrity of audits and the Board's oversight
will rest. The Board believes that the quality and integrity of an audit de-
pends, in large part, on the existence of a complete and understandable record
of the work the auditor performed, the conclusions the auditor reached, and
the evidence the auditor obtained that supports those conclusions. Meaning-
ful reviews, whether by the Board in the context of its inspections or through
other reviews, such as internal quality control reviews, would be difficult or
impossible without adequate documentation. Clear and comprehensive audit
documentation is essential to enhance the quality of the audit and, at the same
time, to allow the Board to fulfill its mandate to inspect registered public ac-
counting firms to assess the degree of compliance of those firms with applicable
standards and laws.

A5. The Board began a standards-development project on audit documenta-
tion by convening a public roundtable discussion on September 29, 2003, to
discuss issues and hear views on the subject. Participants at the roundtable in-
cluded representatives from public companies, public accounting firms, investor
groups, and regulatory organizations.

A6. Prior to this roundtable discussion, the Board prepared and released a brief-
ing paper on audit documentation that posed several questions to help identify
the objectives—and the appropriate scope and form—of audit documentation.
In addition, the Board asked participants to address specific issues in practice
relating to, among other things, changes in audit documentation after release
of the audit report, essential elements and the appropriate amount of detail of
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audit documentation, the effect on audit documentation of a principal auditor's
decision to use the work of other auditors, and retention of audit documenta-
tion. Based on comments made at the roundtable, advice from the Board's staff,
and other input the Board received, the Board determined that the pre-existing
standard on audit documentation, Statement on Auditing Standards ("SAS")
No. 96, Audit Documentation, was insufficient for the Board to discharge ap-
propriately its standard-setting obligations under Section 103(a) of the Act. In
response, the Board developed and issued for comment, on November 17, 2003,
a proposed auditing standard titled, Audit Documentation.

A7T. The Board received 38 comment letters from a variety of interested parties,
including auditors, regulators, professional associations, government agencies,
and others. Those comments led to some changes in the requirements of the
standard. Also, other changes made the requirements easier to understand.
The following sections summarize significant views expressed in those comment
letters and the Board's responses to those comments.

Objective of This Standard

A8. The objective of this standard is to improve audit quality and enhance public
confidence in the quality of auditing. Good audit documentation improves the
quality of the work performed in many ways, including, for example:

® Providing a record of actual work performed, which provides as-
surance that the auditor accomplishes the planned objectives.

® Facilitating the reviews performed by supervisors, managers, en-
gagement partners, engagement quality reviewers,! and PCAOB
inspectors.

® Improving effectiveness and efficiency by reducing time-
consuming, and sometimes inaccurate, oral explanations of what
was done (or not done).

A9. The documentation requirements in this standard should result in more
effective and efficient oversight of registered public accounting firms and asso-
ciated persons, thereby improving audit quality and enhancing investor confi-
dence.

A10. Inadequate audit documentation diminishes audit quality on many levels.
First, if audit documentation does not exist for a particular procedure or conclu-
sion related to a significant matter, it casts doubt as to whether the necessary
work was done. If the work was not documented, then it becomes difficult for
the engagement team, and others, to know what was done, what conclusions
were reached, and how those conclusions were reached. In addition, good audit
documentation is very important in an environment in which engagement staff
changes or rotates. Due to engagement staff turnover, knowledgeable staff on
an engagement may not be available for the next engagement.

Audit Programs

A11. Several commenters suggested that audit documentation should include
audit programs. Audit programs were specifically mentioned in SAS No. 96 as
a form of audit documentation.

I The engagement quality reviewer is referred to as the concurring partner reviewer in the mem-
bership requirements of the AICPA SEC Practice Section. The Board adopted certain of these mem-
bership requirements as they existed on April 16, 2003. Some firms also may refer to this designated
reviewer as the second partner reviewer.
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A12. The Board accepted this recommendation, and paragraph 4 in the final
standard includes audit programs as an example of documentation. Audit pro-
grams may provide evidence of audit planning as well as limited evidence of
the execution of audit procedures, but the Board believes that signed-off au-
dit programs should generally not be used as the sole documentation that a
procedure was performed, evidence was obtained, or a conclusion was reached.
An audit program aids in the conduct and supervision of an engagement, but
completed and initialed audit program steps should be supported with proper
documentation in the working papers.

Reviewability Standard

A13. The proposed standard would have adapted a standard of reviewability
from the U.S. General Accounting Office's ("GAO") documentation standard for
government and other audits conducted in accordance with generally accepted
government auditing standards ("GAGAS"). The GAO standard provides that
"Audit documentation related to planning, conducting, and reporting on the au-
dit should contain sufficient information to enable an experienced auditor who
has had no previous connection with the audit to ascertain from the audit doc-
umentation the evidence that supports the auditors' significant judgments and
conclusions."? This requirement has been important in the field of government
auditing because government audits have long been reviewed by GAO auditors
who, although experienced in auditing, do not participate in the actual audits.
Moreover, the Panel on Audit Effectiveness recommended that sufficient, spe-
cific requirements for audit documentation be established to enable public ac-
counting firms' internal inspection teams as well as others, including reviewers
outside of the firms, to assess the quality of engagement performance.? Audits
and reviews of issuers' financial statements will now, under the Act, be subject
to review by PCAOB inspectors. Therefore, a documentation standard that en-
ables an inspector to understand the work that was performed in an audit or
review is appropriate.

A14. Accordingly, the Board's proposed standard would have required that audit
documentation contain sufficient information to enable an experienced auditor,
having no previous connection with the engagement, to understand the work
that was performed, the name of the person(s) who performed it, the date it was
completed, and the conclusions reached. This experienced auditor also should
have been able to determine who reviewed the work and the date of such review.

A15. Some commenters suggested that the final standard more specifically de-
scribe the qualifications of an experienced auditor. These commenters took the
position that only an engagement partner with significant years of experience
would have the experience necessary to be able to understand all the work
that was performed and the conclusions that were reached. One commenter
suggested that an auditor who is reviewing audit documentation should have
experience and knowledge consistent with the experience and knowledge that
the auditor performing the audit would be required to possess, including knowl-
edge of the current accounting, auditing, and financial reporting issues of the
company's industry. Another said that the characteristics defining an experi-
enced auditor should be consistent with those expected of the auditor with final
responsibility for the engagement.

2 U.S. General Accounting Office, Government Auditing Standards, "Field Work Standards for
Financial Audits" (2003 Revision), paragraph 4.22.

3 Panel on Audit Effectiveness, Report and Recommendations (Stamford, Ct: Public Oversight
Board, August 31, 2000).
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A16. After considering these comments, the Board has provided additional
specificity about the meaning of the term, experienced auditor. The standard
now describes an experienced auditor as one who has a reasonable understand-
ing of audit activities and has studied the company's industry as well as the
accounting and auditing issues relevant to the industry.

A17. Some commenters also suggested that the standard, as proposed, did not
allow for the use of professional judgment. These commenters pointed to the
omission of a statement about professional judgment found in paragraph 4.23 of
GAGAS that states, "The quantity, type, and content of audit documentation are
a matter of the auditors' professional judgment." A nearly identical statement
was found in the interim auditing standard, SAS No. 96, Audit Documentation.

A18. Auditors exercise professional judgment in nearly every aspect of plan-
ning, performing, and reporting on an audit. Auditors also exercise professional
judgment in the documentation of an audit and other engagements. An objec-
tive of this standard is to ensure that auditors give proper consideration to
the need to document procedures performed, evidence obtained, and conclu-
sions reached in light of time and cost considerations in completing an engage-
ment.

A19. Nothing in the standard precludes auditors from exercising their profes-
sional judgment. Moreover, because professional judgment might relate to any
aspect of an audit, the Board does not believe that an explicit reference to pro-
fessional judgment is necessary every time the use of professional judgment
may be appropriate.

Audit Documentation Must Demonstrate That the
Work Was Done

A20. A guiding principle of the proposed standard was that auditors must docu-
ment procedures performed, evidence obtained, and conclusions reached. This
principle is not new and was found in the interim standard, SAS No. 96, Au-
dit Documentation, which this standard supersedes. Audit documentation also
should demonstrate compliance with the standards of the PCAOB and include
justification for any departures.

A21. The proposed standard would have adapted a provision in the California
Business and Professions Code which provides that if documentation does not
exist, then there is a rebuttable presumption that the work had not been done.

A22. The objections to this proposal fell into two general categories: the ef-
fect of the rebuttable presumption on legal proceedings and the perceived im-
practicality of documenting every conversation or conclusion that affected the
engagement. Discussion of these issues follows.

Rebuttable Presumption

A23. Commenters expressed concern about the effects of the proposed language
on regulatory or legal proceedings outside the context of the PCAOB's oversight.
They argued that the rebuttable presumption might be understood to establish
evidentiary rules for use in judicial and administrative proceedings in other
jurisdictions.

A24. Some commenters also had concerns that oral explanation alone would not
constitute persuasive other evidence that work was done, absent any documen-
tation. Those commenters argued that not allowing oral explanations when
there was no documentation would essentially make the presumption "irre-
buttable." Moreover, those commenters argued that it was inappropriate for a
professional standard to predetermine for a court the relative value of evidence.
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A25. The Board believes that complete audit documentation is necessary for a
quality audit or other engagement. The Board intends the standard to require
auditors to document procedures performed, evidence obtained, and conclu-
sions reached to improve the quality of audits. The Board also intends that a
deficiency in documentation is a departure from the Board's standards. Thus,
although the Board removed the phrase rebuttable presumption, the Board
continues to stress, in paragraph 9 of the standard, that the auditor must have
persuasive other evidence that the procedures were performed, evidence was
obtained, and appropriate conclusions were reached with respect to relevant
financial statement assertions.

A26. The term should (presumptively mandatory responsibility) was changed
to must (unconditional responsibility) in paragraph 6 to establish a higher
threshold for the auditor. Auditors have an unconditional requirement to doc-
ument their work. Failure to discharge an unconditional responsibility is a
violation of the standard and Rule 3100, which requires all registered public
accounting firms to adhere to the Board's auditing and related professional
practice standards in connection with an audit or review of an issuer's financial
statements.

A27. The Board also added two new paragraphs to the final standard to ex-
plain the importance and associated responsibility of performing the work and
adequately documenting all work that was performed. Paragraph 7 provides a
list of factors the auditor should consider in determining the nature and extent
of documentation. These factors should be considered by both the auditor in
preparing the documentation and the reviewer in evaluating the documenta-
tion.

A28. In paragraph 9 of this standard, if, after the documentation completion
date, as a result of a lack of documentation or otherwise, it appears 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 deter-
mine, and if so demonstrate, that sufficient procedures were performed, suffi-
cient evidence was obtained, and appropriate conclusions were reached with
respect to the relevant financial statement assertions. In those circumstances,
for example, during an inspection by the Board or during the firm's internal
quality control review, the auditor is required to demonstrate with persuasive
other evidence that the procedures were performed, the evidence was obtained,
and appropriate conclusions were reached. In this and similar contexts, oral
explanation alone does not constitute persuasive other evidence. However, oral
evidence may be used to clarify other written evidence.

A29. In addition, more reliable, objective evidence may be required depending
on the nature of the test and the objective the auditor is trying to achieve. For
example, if there is a high risk of a material misstatement with respect to a
particular assertion, then the auditor should obtain and document sufficient
procedures for the auditor to conclude on the fairness of the assertion.

Impracticality

A30. Some commenters expressed concern that the proposed standard could be
construed or interpreted to require the auditor to document every conversation
held with company management or among the engagement team members.
Some commenters also argued that they should not be required to document
every conclusion, including preliminary conclusions that were part of a thought
process that may have led them to a different conclusion, on the ground that
this would result in needless and costly work performed by the auditor. Com-
menters also expressed concern that an unqualified requirement to document
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procedures performed, evidence obtained, and conclusions reached without al-
lowing the use of auditor judgment would increase the volume of documentation
but not the quality. They stated that it would be unnecessary, time-consuming,
and potentially counterproductive to require the auditor to make a written
record of everything he or she did.

A31. The Board's standard distinguishes between (1) an audit procedure that
must be documented and (2) a conversation with company management or
among the members of the engagement team. Inquiries with management
should be documented when an inquiry is important to a particular procedure.
The inquiry could take place during planning, performance, or reporting. The
auditor need not document each conversation that occurred.

A32. A final conclusion is an integral part of a working paper, unless the work-
ing paper is only for informational purposes, such as documentation of a dis-
cussion or a process. This standard does not require that the auditor docu-
ment each interim conclusion reached in arriving at the risk assessments or
final conclusions. Conclusions reached early on during an audit may be based
on incomplete information or an incorrect understanding. Nevertheless, audi-
tors should document a final conclusion for every audit procedure performed,
if that conclusion is not readily apparent based on documented results of the
procedures.

A33. The Board also believes the reference to specialists is an important ele-
ment of paragraph 6. Specialists play a vital role in audit engagements. For
example, appraisers, actuaries, and environmental consultants provide valu-
able data concerning asset values, calculation assumptions, and loss reserves.
When using the work of a specialist, the auditor must ensure that the special-
ist's work, as it relates to the audit objectives, also is adequately documented.
For example, if the auditor relies on the work of an appraiser in obtaining
the fair value of commercial property available for sale, then the auditor must
ensure the appraisal report is adequately documented. Moreover, the term spe-
cialist in this standard is intended to include any specialist the auditor relies
on in conducting the work, including those employed or retained by the auditor
or by the company.

Audit Adjustments

A34. Several commenters recommended that the definition of audit adjustments
in this proposed standard should be consistent with the definition contained in
AU sec. 380, Communication With Audit Committees.

A35. Although the Board recognizes potential benefits of having a uniform def-
inition of the term audit adjustments, the Board does not believe that the def-
inition in AU sec. 380 is appropriate for this documentation standard because
that definition was intended for communication with audit committees. The
Board believes that the definition should be broader so that the engagement
partner, engagement quality reviewer, and others can be aware of all proposed
corrections of misstatements, whether or not recorded by the entity, of which
the auditor is aware, that were or should have been proposed based on the audit
evidence.

A36. Adjustments that should have been proposed based on known audit evi-
dence are material misstatements that the auditor identified but did not pro-
pose to management. Examples include situations in which (1) the auditor iden-
tifies a material error but does not propose an adjustment and (2) the auditor
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proposes an adjustment in the working papers, but fails to note the adjustment
in the summary or schedule of proposed adjustments.

Information That Is Inconsistent With or Contradicts
the Auditor’s Final Conclusions

A37. Paragraph .25 of AU sec. 326, Evidential Matter, states: "In developing his
or her opinion, the auditor should consider relevant evidential matter regard-
less of whether it appears to corroborate or to contradict the assertions in the
financial statements." Thus, during the conduct of an audit, the auditor should
consider all relevant evidential matter even though it might contradict or be
inconsistent with other conclusions. Audit documentation must contain infor-
mation or data relating to significant findings or issues that are inconsistent
with the auditor's final conclusions on the relevant matter.

A38. Also, information that initially appears to be inconsistent or contradic-
tory, but is found to be incorrect or based on incomplete information, need not
be included in the final audit documentation, provided that the apparent incon-
sistencies or contradictions were satisfactorily resolved by obtaining complete
and correct information. In addition, with respect to differences in professional
judgment, auditors need not include in audit documentation preliminary views
based on incomplete information or data.

Retention of Audit Documentation

A39. The proposed standard would have required an auditor to retain audit
documentation for seven years after completion of the engagement, which is the
minimum period permitted under Section 103(a)(2)(A)(i) of the Act. In addition,
the proposed standard would have added a new requirement that the audit
documentation must be assembled for retention within a reasonable period of
time after the auditor's report is released. Such reasonable period of time should
not exceed 45 days.

A40. In general, those commenting on this documentation retention require-
ment did not have concerns with the time period of 45 days to assemble the
working papers. However, some commenters suggested the Board tie this 45-
day requirement to the filing date of the company's financial statements with
the SEC. One commenter recommended that the standard refer to the same
trigger date for initiating both the time period during which the auditor should
complete work paper assembly and the beginning of the seven-year retention
period.

A41. For consistency and practical implications, the Board agreed that the stan-
dard should have the same date for the auditor to start assembling the audit
documentation and initiating the seven-year retention period. The Board de-
cided that the seven-year retention period begins on the report release date,
which is defined as the date the auditor grants permission to use the auditor's
report in connection with the issuance of the company's financial statements.
In addition, auditors will have 45 days to assemble the complete and final set
of audit documentation, beginning on the report release date. The Board be-
lieves that using the report release date is preferable to using the filing date
of the company's financial statements, since the auditor has ultimate control
over granting permission to use his or her report. If an auditor's report is not
issued, then the audit documentation is to be retained for seven years from the
date that fieldwork was substantially completed. If the auditor was unable to
complete the engagement, then the seven-year period begins when the work on
the engagement ceased.
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Section 802 of Sarbanes-Oxley and the SEC’s Implementing Rule

A42. Many commenters had concerns about the similarity in language between
the proposed standard and the SEC final rule (issued in January 2003) on
record retention, Retention of Records Relevant to Audits and Reviews.* Some
commenters recommended that the PCAOB undertake a project to identify and
resolve all differences between the proposed standard and the SEC's final rule.
These commenters also suggested that the Board include similar language from
the SEC final rule, Rule 2-06 of Regulation S-X, which limits the requirement
to retain some items.

Differences Between Section 802 and This Standard

A43. The objective of the Board's standard is different from the objective of
the SEC's rule on record retention. The objective of the Board's standard is
to require auditors to create certain documentation to enhance the quality of
audit documentation, thereby improving the quality of audits and other re-
lated engagements. The records retention section of this standard, mandated
by Section 103 of the Act, requires registered public accounting firms to "pre-
pare and maintain for a period of not less than 7 years, audit work papers, and
other information related to any audit report, in sufficient detail to support the
conclusions reached in such report." (emphasis added)

A44. In contrast, the focus of the SEC rule is to require auditors to retain
documents that the auditor does create, in order that those documents will
be available in the event of a regulatory investigation or other proceeding. As
stated in the release accompanying the SEC's final rule (SEC Release No. 33-
8180):

Section 802 of the Sarbanes-Oxley Act is intended to address the destruction
or fabrication of evidence and the preservation of "financial and audit records."
We are directed under that section to promulgate rules related to the reten-
tion of records relevant to the audits and reviews of financial statements that
companies file with the Commission.

A45. The SEC release further states, "New rule 2-06 . . . addresses the retention
of documents relevant to enforcement of the securities laws, Commission rules,
and criminal laws."

A46. Despite their different objectives, the proposed standard and SEC Rule
2-06 use similar language in describing documentation generated during an
audit or review. Paragraph 4 of the proposed standard stated that, "Audit doc-
umentation ordinarily consists of memoranda, correspondence, schedules, and
other documents created or obtained in connection with the engagement and
may be in the form of paper, electronic files, or other media." Paragraph (a) of
SEC Rule 2-06 describes "records relevant to the audit or review" that must be
retained as, (1) "workpapers and other documents that form the basis of the au-
dit or review and (2) memoranda, correspondence, communications, other doc-
uments, and records (including electronic records), which: [a]re created, sent or
received in connection with the audit or review and [c]ontain conclusions, opin-
ions, analyses, or financial data related to the audit or review. . . ." (numbering
and emphasis added).

A47. The SEC makes a distinction between the objectives of categories (1) and
(2). Category (1) includes audit documentation. Documentation to be retained

4 SEC Regulation S-X, 17 C.F.R. § 210.2-06 (SEC Release No. 33-8180, January 2003). (The final
rule was effective in March 2003.)
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according to the Board's standard clearly falls within category (1). Items in
category (2) include "desk files" which are more than "what traditionally has
been thought of as auditor's 'workpapers'." The SEC's rule requiring auditors to
retain items in category (2) have the principal purpose of facilitating enforce-
ment of securities laws, SEC rules, and criminal laws. This is not an objective
of the Board's standard. According to SEC Rule 2-06, items in category (2) are
limited to those which: (a) are created, sent or received in connection with the
audit or review, and (b) contain conclusions, opinions, analyses, or financial
data related to the audit or review. The limitations, () and (), do not apply to
category (1).

A48. Paragraph 4 of the final standard deletes the reference in the proposed
standard to "other documents created or obtained in connection with the en-
gagement." The Board decided to keep "correspondence" in the standard be-
cause correspondence can be valid audit evidence. Paragraph 20 of the standard
reminds the auditor that he or she may be required to maintain documentation
in addition to that required by this standard.

Significant Matters and Significant Findings or Issues

A49. Some commenters asked how the term significant matters, in Rule 2-06,
relates to the term significant findings or issues in the Board's standard. The
SEC's release accompanying its final Rule 2-06 states that ". . . significant mat-
ters is intended to refer to the documentation of substantive matters that are
important to the audit or review process or to the financial statements of the is-
suer. . .." This is very similar to the term significant findings or issues contained
in paragraph 12 of the Board's standard which requires auditors to document
significant findings or issues, actions taken to address them (including addi-
tional evidence obtained), and the basis for the conclusions reached. Examples
of significant findings or issues are provided in the standard.

A50. Based on the explanation in the SEC's final rule and accompanying re-
lease, the Board believes that significant matters are included in the meaning of
significant findings or issues in the Board's standard. The Board is of the view
that significant findings or issues is more comprehensive and provides more
clarity than significant matters and, therefore, has not changed the wording in
the final standard.

Changes to Audit Documentation

A51. The proposed standard would have required that any changes to the work-
ing papers after completion of the engagement be documented without deleting
or discarding the original documents. Such documentation must indicate the
date the information was added, by whom it was added, and the reason for
adding it.

A52. One commenter recommended that the Board provide examples of audit-
ing procedures that should be performed before the report release date and pro-
cedures that may be performed after the report release date. Some commenters
also requested clarification about the treatment of changes to documentation
that occurred after the completion of the engagement but before the report re-
lease date. Many commenters recommended that the Board more specifically
describe post-issuance procedures. The Board generally agreed with these com-
ments.

A53. The final standard includes two important dates for the preparation of
audit documentation: (1) the report release date and (2) the documentation
completion date.
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® Prior to the report release date, the auditor must have completed
all necessary auditing procedures, including clearing review notes
and providing support for all final conclusions. In addition, the au-
ditor must have obtained sufficient evidence to support the repre-
sentations in the auditor's reports before the report release date.

® After the report release date and prior to the documentation com-
pletion date, the auditor has 45 calendar days in which to assemble
the documentation.

A54. During the audit, audit documentation may be superseded for various
reasons. Often, during the review process, reviewers annotate the documen-
tation with clarifications, questions, and edits. The completion process often
involves revising the documentation electronically and generating a new copy.
The SEC's final rule on record retention, Retention of Records Relevant to Audits
and Reviews,® explains that the SEC rule does not require that the following
documents generally need to be retained: superseded drafts of memoranda,
financial statements or regulatory filings; notes on superseded drafts of mem-
oranda, financial statements or regulatory filings that reflect incomplete or
preliminary thinking; previous copies of workpapers that have been corrected
for typographical errors or errors due to training of new employees; and dupli-
cates of documents. This standard also does not require auditors to retain such
documents as a general matter.

Ab5. Any documents, however, that reflect information that is either inconsis-
tent with or contradictory to the conclusions contained in the final working
papers may not be discarded. Any documents added must indicate the date
they were added, the name of the person who prepared them, and the reason
for adding them.

A56. If the auditor obtains and documents evidence after the report release
date, the auditor should refer to the Interim Auditing Standards, AU sec. 390,
Consideration of Omitted Procedures After the Report Date and AU sec. 561,
Subsequent Discovery of Facts Existing at the Date of the Auditor's Report. Au-
ditors should not discard any previously existing documentation in connection
with obtaining and documenting evidence after the report release date.

A57. The auditor may perform certain procedures subsequent to the report
release date. For example, pursuant to AU sec. 711, Filings Under Federal Se-
curities Statutes, auditors are required to perform certain procedures up to the
effective date of a registration statement. The auditor should identify and doc-
ument any additions to audit documentation as a result of these procedures.
No audit documentation should be discarded after the documentation comple-
tion date, even if it is superseded in connection with any procedures performed,
including those performed pursuant to AU sec. 711.

Ab8. Additions to the working papers may take the form of memoranda that
explain the work performed, evidence obtained, and conclusions reached. Docu-
mentation added to the working papers must indicate the date the information
was added, the name of the person adding it, and the reason for adding it. All
previous working papers must remain intact and not be discarded.

A59. Documentation added to the working papers well after completion of the
audit or other engagement is likely to be of a lesser quality than that produced
contemporaneously when the procedures were performed. It is very difficult to
reconstruct activities months, and perhaps years, after the work was actually
performed. The turnover of both firm and company staff can cause difficulty
in reconstructing conversations, meetings, data, or other evidence. Also, with

5 See footnote 4.
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the passage of time memories fade. Oral explanation can help confirm that pro-
cedures were performed during an audit, but oral explanation alone does not
constitute persuasive other evidence. The primary source of evidence should
be documented at the time the procedures are performed, and oral explanation
should not be the primary source of evidence. Furthermore, any oral explana-
tion should not contradict the documented evidence, and appropriate consid-
eration should be given to the credibility of the individual providing the oral
explanation.

Multi-Location Audits and Using the Work of Other Auditors

A60. The proposed standard would have required the principal auditor to main-
tain specific audit documentation when he or she decided not to make reference
to the work of another auditor.

A61. The Board also proposed an amendment to AU sec. 543 concurrently with
the proposed audit documentation standard. The proposed amendment would
have required the principal auditor to review the documentation of the other
auditor to the same extent and in the same manner that the audit work of all
those who participated in the engagement is reviewed.

A62. Commenters expressed concerns that these proposals could present con-
flicts with certain non-U.S. laws. Those commenters also expressed concern
about the costs associated with the requirement for the other auditor to ship
their audit documentation to the principal auditor. In addition, the commenters
also objected to the requirement that principal auditors review the work of other
auditors as if they were the principal auditor's staff.

Audit Documentation Must Be Accessible to the Office
Issuing the Auditor’s Report

A63. After considering these comments, the Board decided that it could achieve
one of the objectives of the proposed standard (that is, to require that the issuing
office have access to those working papers on which it placed reliance) without
requiring that the working papers be shipped to the issuing office. Further,
given the potential difficulties of shipping audit documentation from various
non-U.S. locations, the Board decided to modify the proposed standard to require
that audit documentation either be retained by or be accessible to the issuing
office.

A64. In addition, instead of requiring that all of the working papers be shipped
to the issuing office, the Board decided to require that the issuing office ob-
tain, review, and retain certain summary documentation. Thus, the public ac-
counting firm issuing an audit report on consolidated financial statements of a
multinational company may not release that report without the documentation
described in paragraph 19 of the standard.

A65. The auditor must obtain and review and retain, prior to the report release
date, documentation described in paragraph 19 of the standard, in connection
with work performed by other offices of the public accounting firm or other
auditors, including affiliated or non-affiliated firms, that participated in the
audit. For example, an auditor that uses the work of another of its offices or
other affiliated or non-affiliated public accounting firms to audit a subsidiary
that is material to a company's consolidated financial statements must obtain
the documentation described in paragraph 19 of the standard, prior to the report
release date. On the other hand, an auditor that uses the work of another of its
offices or other affiliated or non-affiliated firms, to perform selected procedures,
such as observing the physical inventories of a company, may not be required to
obtain the documentation specified in paragraph 19 of the standard. However,
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this does not reduce the need for the auditor to obtain equivalent documentation
prepared by the other auditor when those instances described in paragraph 19
of the standard are applicable.

Amendment to AU Sec. 543, Part of Audit Performed by Other
Independent Auditors

A66. Some commenters also objected to the proposed requirement in the amend-
ment to AU sec. 543, Part of Audit Performed by Other Independent Auditors,
that the principal auditor review another auditor's audit documentation. They
objected because they were of the opinion such a review would impose an unnec-
essary cost and burden given that the other auditor will have already reviewed
the documentation in accordance with the standards established by the prin-
cipal auditor. The commenters also indicated that any review by the principal
auditor would add excessive time to the SEC reporting process, causing even
more difficulties as the SEC Form 10-K reporting deadlines have become shorter
recently and will continue to shorten next year.

A67. The Board accepted the recommendation to modify the proposed amend-
ment to AU sec. 543, Part of Audit Performed by Other Independent Auditors.
Thus, in the final amendment, the Board imposes the same unconditional re-
sponsibility on the principal auditor to obtain certain audit documentation from
the other auditor prior to the report release date. The final amendment also pro-
vides that the principal auditor should consider performing one or more of the
following procedures:

®  Visit the other auditors and discuss the audit procedures followed
and results thereof.

® Review the audit programs of the other auditors. In some cases, it
may be appropriate to issue instructions to the other auditors as
to the scope of the audit work.

® Review additional audit documentation of the other auditors relat-
ing to significant findings or issues in the engagement completion
document.

Effective Date

A68. The Board proposed that the standard and related amendment would be ef-
fective for engagements completed on or after June 15, 2004. Many commenters
were concerned that the effective date was too early. They pointed out that some
audits, already begun as of the proposed effective date, would be affected and
that it could be difficult to retroactively apply the standard. Some commenters
also recommended delaying the effective date to give auditors adequate time to
develop and implement processes and provide training with respect to several
aspects of the standard.

A69. After considering the comments, the Board has delayed the effective date.
However, the Board also believes that a delay beyond 2004 is not in the public
interest.

A70. The Board concluded that the implementation date of this standard should
coincide with that of PCAOB Auditing Standard No. 2, An Audit of Internal Con-
trol Over Financial Reporting Performed in Conjunction With an Audit of Fi-
nancial Statements, because of the documentation issues prevalent in PCAOB
Auditing Standard No. 2. Therefore, the Board has decided that the standard
will be effective for audits of financial statements with respect to fiscal years
ending on or after November 15, 2004. The effective date for reviews of interim
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financial information and other engagements, conducted pursuant to the stan-
dards of the PCAOB, would occur beginning with the first quarter ending after
the first financial statement audit covered by this standard.

Reference to Audit Documentation As the Property of the Auditor

AT1. Several commenters noted that SAS No. 96, Audit Documentation, the
interim auditing standard on audit documentation, referred to audit documen-
tation as the property of the auditor. This was not included in the proposed
standard because the Board did not believe ascribing property rights would
have furthered this standard's purpose to enhance the quality of audit docu-
mentation.

Confidential Client Information

AT72. SAS No. 96, Audit Documentation, also stated that, "the auditor has an
ethical, and in some situations a legal, obligation to maintain the confidentiality
of client information," and referenced Rule 301, Confidential Client Informa-
tion, of the AICPA's Code of Professional Conduct. Again, the Board's proposed
standard on audit documentation did not include this provision. In adopting
certain interim standards and rules as of April 16, 2003, the Board did not
adopt Rule 301 of the AICPA's Code of Professional Conduct. In this standard
on audit documentation, the Board seeks neither to establish confidentiality
standards nor to modify or detract from any existing applicable confidentiality
requirements.
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Attachment

PCAOB Release No. 2004-006

June 9, 2003

PCAOB Rulemaking
Docket Matter No. 012

Summary

After public comment, the Public Company Accounting Oversight Board (the
"PCAOB" or "Board") has adopted Auditing Standard No. 3, Audit Documen-
tation, and an amendment to AU sec. 543 of the Interim Auditing Standards.
The Board will submit this standard and amendment to the Securities and Ex-
change Commission ("SEC" or "Commission") for approval pursuant to Section
107 of the Sarbanes-Oxley Act of 2002 (the "Act"). This standard will not take
effect unless approved by the Commission.

Board Contacts

Greg Scates, Associate Chief Auditor (202/207-9114; scatesg@pcaobus.org), and
Greg Fletcher, Assistant Chief Auditor (202/207-2203; fletcherg@pcaobus.org).

ko ok sk ok ook

Section 103(a)(2)(A)() of the Act expressly directs the Board to establish audit-
ing standards that require registered public accounting firms to prepare and
maintain, for at least seven years, audit documentation "in sufficient detail to
support the conclusions reached" in the auditor's report. Audit documentation
is one of only a few topics that the Act expressly requires the Board to adopt
standards. Accordingly, the Board made audit documentation a priority in its
standards setting responsibilities.

The Board commenced a standards-development project on audit documenta-
tion by convening a public roundtable discussion on September 29, 2003, to
discuss issues and hear views on audit documentation. Before that roundtable
discussion, the Board prepared and released a briefing paper on audit documen-
tation, which posed several questions to help identify the objectives—and the
appropriate scope and form—of audit documentation.! In addition, the Board
asked participants to address specific practice issues relating to, among other
things, changes in audit documentation after an audit report has been released;
the essential elements and the appropriate amount of detail of audit documen-
tation; the effect on audit documentation of a principal auditor's decision to
use the work of other auditors; and retention of audit documentation.

Taking into consideration comments from participants in this roundtable dis-
cussion, advice from the Board's staff, and other input, the Board determined
that the existing interim auditing standard on audit documentation was not
sufficient in providing direction to ensure that auditors appropriately docu-
ment both the work they perform and the conclusions they reach in connection
with audits and other engagements. On November 21, 2003, the Board issued a
proposed auditing standard entitled Audit Documentation, as well as a related

1 See Briefing Paper for the Roundtable on Audit Documentation, dated September 10, 2003.
The transcript of the September 29, 2003 roundtable discussion and copies of the briefing paper are
available on the Board's Web site (www.pcaobus.org).

55

AU §3.[21]



56

AU

Auditing Standards

amendment to an interim auditing standard (paragraph .12 of AU sec. 543,
Part of Audit Performed by Other Independent Auditors).

The Board received 38 comment letters from a variety of interested parties, in-
cluding auditors, regulators, professional associations, and government agen-
cies. Those comments led to some changes in the requirements of the standard.

The Board's standard on audit documentation will be one of the fundamental
building blocks on which both the integrity of audits and the Board's oversight
will rest. The integrity of an audit depends, in large part, on the existence of
a complete and understandable record of the work that the auditor performed,
the evidence gathered, and the conclusions reached. Meaningful review by man-
agers and partners, or by the Board in the context of its inspections, would be
difficult, if not impossible, without adequate documentation. Clear and compre-
hensive audit documentation is essential for auditors to enhance the quality
of the audit and for the Board to fulfill its mandate to inspect registered pub-
lic accounting firms "to assess the degree of compliance" of those firms with
applicable standards and laws.

Appendices 1 and 2 to this release contain, respectively, the text of Auditing
Standard No. 3, Audit Documentation, and the amendment to AU sec. 543.
Appendix A to Auditing Standard No. 3 includes the Board's analysis of the
comments received and the Board's responses.

A. Introduction

Auditors document the evidence supporting the conclusions reached in their
reports with a work product commonly referred to as audit documentation or
working papers. Sufficient audit documentation is an integral part of a quality
audit. That is, the auditor documents not only the nature, timing, and extent
of the work performed, but also the professional judgments made by members
of the engagement team and others.

In addition to providing the basis for the conclusions in the auditor's report,
audit documentation facilitates the planning, performance, and supervision of
the engagement and provides the basis for the review of the quality of the
work by providing the reviewer with written documentation of the evidence
supporting the auditor's significant conclusions.

First and foremost, the objectives of this audit documentation standard are
to improve audit quality and to enhance public confidence in the quality of
auditing and other engagements. Complete and thorough audit documenta-
tion improves the quality of the work performed in many ways. One important
example is that quality audit documentation is a record of the actual work per-
formed, which provides assurance that the auditor accomplished the planned
objectives. Further, the need to document the procedures performed, the evi-
dence obtained, and the conclusions reached demands a disciplined approach
to planning and performing the engagement. Also, audit documentation facili-
tates the reviews performed by supervisors, managers, partners, and PCAOB
inspectors.

Inadequate audit documentation diminishes audit quality on many levels.
First, if audit documentation does not exist for a particular procedure or con-
clusion related to a significant matter, its absence casts doubt as to whether
the necessary work was done. If the work was not documented, then it becomes
difficult for members of the engagement team, and others, to know what was
done, what conclusions were reached, and how those conclusions were reached.
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The more significant differences between existing requirements under the in-
terim auditing standards and this new standard on audit documentation, along
with the related amendment, are described in the following sections.

B. Auditors Must Document Their Work

As previously mentioned, the principal objective of this standard is to improve
the quality of audits and other engagements. In so doing, this standard af-
firmatively requires that auditors document procedures performed, evidence
obtained, and conclusions reached. Likewise, a deficiency in documentation
is a departure from the Board's standard. The Board emphasizes that, in the
event of a deficiency in documentation, the auditor must be prepared to present
persuasive other evidence that the procedures were performed, evidence was
obtained, and appropriate conclusions were reached.

If it is questionable whether audit procedures were performed or evidence was
obtained, the auditor must determine, and if so demonstrate, that the necessary
procedures were performed, sufficient evidence was obtained, and appropri-
ate conclusions were reached with respect to the relevant financial statement
assertions. There may be circumstances (for example, a Board inspection) in
which the auditor may be required to demonstrate with persuasive other evi-
dence that the procedures were actually performed, the evidence was actually
obtained, and appropriate conclusions were actually reached. In this and sim-
ilar contexts, oral explanation alone does not constitute persuasive other evi-
dence. However, oral evidence may be used to clarify other written evidence.

The failure to prepare adequate documentation is serious. The severity of that
failure depends on the factors that determine the nature and extent of the
documentation for a particular audit area or auditing procedure. For example,
when the risk of material misstatement associated with an assertion is high, the
failure to document the procedures, evidence, and conclusions related to that
assertion is a very serious violation of PCAOB Standards. Failure to provide
adequate documentation could limit an auditor's ability to demonstrate that
the work was actually performed.

C. An Experienced Auditor Must Understand the Work

Audits and reviews of issuers' financial statements are now, under the Act,
subject to review by PCAOB inspectors. Therefore, the Board determined that
a documentation standard that enables a PCAOB inspector to understand the
work that was performed is essential. Similar to the U.S. General Accounting
Office's documentation standard for government and other audits conducted in
accordance with generally accepted government auditing standards,? this stan-
dard requires audit documentation to contain sufficient information to enable
an experienced auditor, having no previous connection with the engagement,
to understand the work that was performed, the name of the person(s) who
performed it, the date it was completed, and the conclusions reached.

This standard also defines an experienced auditor as one who 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.

2 U.S. General Accounting Office, Government Auditing Standards, "Field Work Standards for
Financial Audits" (2003 Revision), paragraph 4.22.
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D. Two Significant Dates Defined in This Standard

To ensure quality and consistency in the preparation and retention of audit
documentation, the standard defines two important dates: (1) the report release
date and (2) the documentation completion date. The report release date is the
date the auditor grants permission to use the auditor's report in connection with
the issuance of the company's financial statements. After the report release
date, auditors will have 45 days to assemble a complete and final set of audit
documentation. The end of this 45-day period is the documentation completion
date.

Prior to the report release date, the auditor must have—

® Completed all necessary auditing procedures, including clearing
review notes and providing support for all final conclusions, and

® Obtained sufficient evidence to support the representations in the
auditor's report.

If the auditor obtains and documents evidence after the report release date, the
auditor should refer to the interim auditing standards, AU sec. 390, Consider-
ation of Omitted Procedures After the Report Date and AU sec. 561, Subsequent
Discovery of Facts Existing at the Date of the Auditor's Report for related guid-
ance. Auditors should not discard any previously existing documentation in
connection with obtaining and documenting evidence after the report release
date.

If procedures are performed subsequent to the report release date, auditors
must identify and document any additions to audit documentation as a result
of those procedures. This documentation must include the nature of the change,
the date of the change, the name of the person who prepared the change, and the
reason for the change. Furthermore, audit documentation must not be deleted
or discarded after the documentation completion date.

E. Subsequent Changes to Audit Documentation

This standard requires that changes to audit documentation after the docu-
mentation completion date be documented without deleting or discarding the
original documents. Such documentation must indicate the date the informa-
tion was added, who added it, and the reason for adding it. The SEC has articu-
lated its position on working papers, as well as the importance of documenting
any subsequent changes to the working papers.

Working papers prepared or collected by auditors in the course of an audit pro-
vide the single most important support for their representation regarding com-
pliance with generally accepted auditing standards. They serve as the reposi-
tory for the competent evidential matter necessary to afford the auditors with
a reasonable basis for opining on an issuer's financial position. Transactions
or events occurring long after the balance sheet date often require reference to
prior working papers, and such working papers may have significant usefulness
in future audits. It is therefore imperative that auditors preserve their working
papers in a complete and unaltered form.

Auditors should be encouraged to devise orderly procedures for the proper con-
trol over the contents of working papers. Moreover, the Commission recognizes
that the necessity for evidential matter to be included in the auditor's working
papers varies substantially depending on individual audits. When any alter-
ations or additions are made to the working papers subsequent to the issuance
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of the auditor's report, however, such alterations or additions should themselves
be properly documented and indicate the time and circumstances under which
they are made.?

F. Documentation Deficiencies

Documentation added to the working papers well after completion of the au-
dit or other engagement is likely to be of a lesser quality than that produced
contemporaneously when the procedures were performed. It is very difficult
to reconstruct and recall specific activities related to gathering audit evi-
dence months, and perhaps years, after the work was actually performed. The
turnover of both firm and company staff can cause difficulty in reconstructing
conversations, meetings, data, or other evidence. Also, with the passage of time
memories fade. "Research has shown that minutes, hours or days after an expe-
rience, memory preserves a relatively detailed record, allowing us to reproduce
the past with reasonable if not perfect accuracy. But with the passing of time,
the particulars fade and opportunities multiply for interference—generated by
later, similar experiences—to blur our recollections."*

The Board believes that audit evidence should be documented at the time the
procedures are performed and that oral explanation should not be the primary
source of evidence. Furthermore, any oral explanation should not contradict
the documented evidence, and appropriate consideration should be given to the
credibility of the individual providing the oral explanation.

G. Multi-Location Audits

In this standard, the Board reminds auditors that the office of the accounting
firm issuing the auditor's report is responsible for ensuring that all audit doc-
umentation sufficient to meet the requirements of this standard is prepared
and retained. Audit documentation supporting the work performed by other
auditors (including auditors associated with other offices of the firm, affiliated
firms, or non-affiliated firms), must be retained by or be accessible to the office
issuing the auditor's report. The Board believes this requirement will improve
audit quality by enhancing the probability that al// audit documentation will be
prepared consistently with the same standards of audit quality.

In addition, the office issuing the auditor's report must obtain and review, prior
to the report release date, certain documentation—outlined in this standard—
related to the work performed by other auditors. Thus, the firm issuing an
audit report on consolidated financial statements of a multinational company
may not release that report without the specific documentation described in
this standard.

H. Part of Audit Performed by Others

In reporting on a company's consolidated financial statements, an auditor may
use the work of other auditors who have audited one or more affiliates or di-
visions of the company. When more than one auditor is involved in an audit

3 In the Matter of S.D. Leidesdorf & Co., Kenneth Larsen, Joseph Grendi (Accounting Series
Release No. 209, February 1977).

4 Dr. Daniel Schacter, "The Seven Sins of Memory: How the Mind Forgets and Remembers,"
Psychology Today (May 2001).
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engagement, one of the firms typically serves as the principal auditor. The
principal auditor then must decide whether to make reference in the auditor's
report to the audit performed by the other auditor.

If the principal auditor decides to assume responsibility for the work of other
auditors, then the principal auditor will not make reference to the work of
other auditors in the audit report. However, if the principal auditor decides
not to assume that responsibility, then the principal auditor should indicate
clearly the division of responsibility between the principal auditor and other
auditors in expressing an opinion on the consolidated financial statements.
Existing guidance in AU sec. 543, Part of Audit Performed by Other Independent
Auditors, applies when using the work of other auditors. However, this existing
guidance does not establish any specific documentation requirements.

In connection with PCAOB Auditing Standard No. 3, Audit Documentation, the
Board adopted an amendment to paragraph .12 of AU sec. 543, Part of Audit
Performed by Other Independent Auditors, addressing appropriate audit docu-
mentation when a principal auditor decides not to make reference to the work of
other auditors. In this amendment, the Board imposes the same unconditional
responsibility on the principal auditor, as with multi-location audits, to obtain
certain audit documentation from the other auditor prior to the report release
date. In addition, the amendment provides that the principal auditor should
consider performing one or more of the procedures described in the amend-
ment, such as discussing the audit procedures and related results with the
other auditors and reviewing the audit programs of the other auditors.

The Board believes this amendment will enable the principal auditor to gain
considerably more assurance about the quality of the other auditor's work with-
out creating an unreasonable burden.

I. Retention of Audit Documentation

This standard requires that an auditor retain audit documentation for seven
years after the report release date, which is the minimum period permitted
under Section 103(a) of the Act.

As previously discussed, auditors will have 45 days after the report release date
to assemble the complete and final set of audit documentation. If an auditor's
report is not issued on a completed engagement, as is common in a review of in-
terim financial information of a public company, then the audit documentation
is to be retained for seven years from the date that fieldwork was substantially
completed.

J. Effective Date

On March 9, 2004, the Board issued PCAOB Auditing Standard No. 2, An Audit
of Internal Control Over Financial Reporting Performed in Conjunction With
an Audit of Financial Statements. Since documentation issues are prevalent in
PCAOB Auditing Standard No. 2 and the key objective of this standard is to
improve the quality of audits and other engagements, the Board determined
that the implementation date of this standard should coincide with that of
PCAOB Auditing Standard No. 2. Therefore, this standard will be effective for
audits of financial statements with respect to fiscal years ending on or after
the later of November 15, 2004, or 30 days after the date of approval of this
standard by the SEC.

The effective date for quarterly reviews and other engagements, conducted pur-
suant to the standards of the PCAOB, would occur beginning with the first

§3.[21]



Audit Documentation 61

quarter ending after the first financial statement audit covered by this stan-
dard.

On the 9th day of June, in the year 2004, the foregoing was, in accordance with
the bylaws of the Public Company Accounting Oversight Board,

ADOPTED BY THE BOARD.
/s/ J. Gordon Seymour

J. Gordon Seymour

Acting Secretary

June 9, 2004

APPENDICES—

1. Auditing Standard No. 3—Audit Documentation

2. Amendment to Interim Auditing Standards—~Part of Audit Per-
formed by Other Independent Auditors
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Auditing Standard No. 3—Appendix 1

Audit Documentation
[Appendix omitted; see Auditing Standard No. 3 for the full text of the standard.]

Appendix 2

Amendment to Interim Auditing Standards—Part of
Audit Performed by Other Independent Auditors

[Appendix omitted; see appendix 2 in PCAOB Release No. 2004-006 for a list of
the amendments.]
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Auditing Standard No. 4

Reporting on Whether a Previously Reported
Material Weakness Continues to Exist

Source: Auditing Standard Nos. 8-15.

[Effective pursuant to SEC Release No. 34-53227; File No. PCAOB-2005-
01, February 6, 2006; effective as of February 6, 2006.]

Applicability of Standard

1. This standard establishes requirements and provides direction that ap-
ply when an auditor is engaged to report on whether a previously reported
material weakness in internal control over financial reporting (hereinafter re-
ferred to as a material weakness) continues to exist as of a date specified by
management.

[The following note is effective November 15, 2007. See PCAOB Release 2007-
005.]

Note 1: In this context, previously reported material weakness means a mate-
rial weakness that was described previously in an auditor's report issued pur-
suant to Auditing Standard No. 5, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial Statements.

Note 2: The date specified by management as the date that the previously
reported material weakness no longer exists must be a date after the date of
management's most recent annual assessment.

2. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

An auditor may conduct an engagement to report on whether a previously re-
ported material weakness continues to exist if (1) the auditor has audited the
company's financial statements and internal control over financial reporting in
accordance with Auditing Standard No. 5, An Audit of Internal Control Over
Financial Reporting That Is Integrated with An Audit of Financial Statements,
as of the date of the company's most recent annual assessment of internal con-
trol over financial reporting, or (2) the auditor has been engaged to perform
an audit of the financial statements and internal control over financial report-
ing in accordance with Auditing Standard No. 5 in the current year and has a
sufficient basis for performing this engagement. (See paragraph 26 of this stan-
dard for additional requirements that apply specifically to a successor auditor's
application of this standard.)

[The following note is effective November 15, 2007. See PCAOB Release 2007-
005.]

Note: References in this standard to the company's most recent annual assess-
ment of internal control over financial reporting apply to the company's most
recent assessment of internal control over financial reporting overall, either as
of the company's year-end or as of a more recent interim date, as audited by the
auditor in accordance with Auditing Standard No. 5.
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3. The auditor may report on more than one previously reported material
weakness as part of a single engagement.

4. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

The engagement described by this standard is voluntary. The standards of the
PCAOB do not require an auditor to undertake an engagement to report on
whether a previously reported material weakness continues to exist. The audi-
tor may audit the company's internal control over financial reporting in accor-
dance with Auditing Standard No. 5 without ever performing an engagement
in accordance with this standard.

Auditor’s Objective in an Engagement to Report on
Whether a Previously Reported Material Weakness
Continues to Exist

5. The auditor's objective in an engagement to report on whether a pre-
viously reported material weakness continues to exist is to obtain reasonable
assurance about whether the previously reported material weakness exists as
of a date specified by management and to express an opinion thereon. The
auditor's opinion relates to the existence of a specifically identified material
weakness as of a specified date and does not relate to the effectiveness of the
company's internal control over financial reporting overall.

6. To obtain reasonable assurance, the auditor should obtain and eval-
uate evidence about whether specified controls were designed and operated
effectively as of the date specified by management and whether those controls
satisfy the company's stated control objective.

Note: Obtaining and evaluating evidence about whether the specified controls
are designed effectively without also obtaining evidence about whether those
controls operated effectively would not result in the auditor obtaining reason-
able assurance for the purpose of expressing an opinion on whether a material
weakness continues to exist.

Conditions for Engagement Performance

7. The auditor may report on whether a previously reported material weak-
ness continues to exist at a company only if all of the following conditions are
met:

a. Management accepts responsibility for the effectiveness of inter-
nal control over financial reporting;

b. Management evaluates the effectiveness of the specific control(s)
that it believes addresses the material weakness using the same
control criteria that management used for its most recent annual
assessment of internal control over financial reporting and man-
agement's stated control objective(s);

c. Management asserts that the specific control(s) identified is ef-
fective in achieving the stated control objective;

d. Management supports its assertion with sufficient evidence, in-
cluding documentation; and

e. Management presents a written report that will accompany the
auditor's report that contains all the elements described in para-
graph 48 of this standard.
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8. If all the conditions in paragraph 7 of this standard are not met, the
auditor is not permitted to complete the engagement to report on whether a
previously reported material weakness continues to exist.

Framework and Definitions for Evaluation

9. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

The terms internal control over financial reporting, deficiency, significant de-
ficiency, and material weakness have the same meanings as the definitions of
those terms in Appendix A, Definitions, of Auditing Standard No. 5, An Audit
of Internal Control Over Financial Reporting That Is Integrated with An Audit
of Financial Statements.

10. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

Paragraph 5 of Auditing Standard No. 5, An Audit of Internal Control QOuver
Financial Reporting That Is Integrated with An Audit of Financial Statements,
states "[t]he auditor should use the same suitable, recognized control frame-
work 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." For purposes of an engagement to re-
port on whether a previously reported material weakness continues to exist,
both management and the auditor must use both (1) the same control criteria
used for the company's most recent annual assessment of internal control over
financial reporting, and (2) the company's stated control objective(s) to evaluate
whether a material weakness continues to exist.

[The following note is effective November 15, 2007. See PCAOB Release 2007-
005.]

Note: The performance and reporting requirements in Auditing Standard No.
5 and in this standard are based on the Committee of Sponsoring Organiza-
tions ("COSQ") of the Treadway Commission's publication, Internal Control—
Integrated Framework. Known as the COSO report, it provides a suitable and
available framework for purposes of management's annual assessment of inter-
nal control over financial reporting. (More information about the COSO frame-
work is included within the COSO report.)

11. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

The terms relevant assertion and control objective have the same meaning as
the definitions of those terms in Appendix A, Definitions, of Auditing Standard
No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated
with An Audit of Financial Statements.™

12. Management establishes control objectives that are tailored to the in-
dividual company. The process of tailoring control objectives to the individual
company allows the control criteria used for management's annual assessment
to be applied to the facts and circumstances in a reasonable and appropriate
manner. Although control objectives are used most frequently to evaluate the
effectiveness of control activities, the other components of internal control over
financial reporting (i.e., control environment, risk assessment, information and
communication, and monitoring) also can be expressed in terms of control ob-
jectives.

11 [This footnote is effective November 15, 2007. See PCAOB Release 2007-005.]
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13. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

In an audit of internal control over financial reporting, the auditor should test
the design effectiveness of controls by determining whether the company's con-
trols, if they are operated as prescribed by persons possessing the necessary
authority and competence to perform the control effectively, satisfy the com-
pany's control objectives and can effectively prevent or detect errors or fraud
that could result in material misstatements in the financial statements.?

14. Table 1 includes examples of control objectives and their related as-
sertions:

Table 1—Examples of Control Objectives and Related Assertions

Control Objectives Assertions

Recorded sales of product X initiated on the | Existence or occurrence
company's Web site are real

Product X warranty losses that are prob- | Completeness
able and can be reasonably estimated are
recorded as of the company's quarterly finan-
cial statement period-ends

Interest rate swaps are recorded at fair value | Valuation or allocation

The company has legal title to recorded prod- | Rights and obligations
uct X inventory in the company's Dallas, TX
warehouse

Pending litigation that is reasonably possible | Presentation and disclosure
to result in a material loss is disclosed in the
quarterly and annual financial statements

15. If a material weakness has previously been reported, a necessary con-
trol objective (or objectives) has not been achieved.

16. A stated control objective in the context of an engagement to report on
whether a material weakness continues to exist is the specific control objec-
tive identified by management that, if achieved, would result in the material
weakness no longer existing.

17. Because the stated control objective, for purposes of this engagement,
provides management and the auditor with a specific target against which to
evaluate whether the material weakness continues to exist, management and
the auditor must be satisfied that, if the stated control objective were achieved,
the material weakness would no longer exist.

[The following note is effective November 15, 2007. See PCAOB Release 2007-
005.]

Note: When a material weakness has a pervasive effect on the company's inter-
nal control over financial reporting, identifying the related control objectives
that are not being achieved may be difficult because of the large number of

2 [The following footnote is effective November 15, 2007. See PCAOB Release 2007-005.] See para-
graph 42 of Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.
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control objectives affected. A material weakness related to an ineffective con-
trol environment would be an example of this circumstance. If management
and the auditor have difficulty identifying all of the stated control objectives
affected by a material weakness, the material weakness probably is not suitable
for this engagement and should be addressed, instead, through the auditor's
annual audit of internal control over financial reporting conducted under Au-
diting Standard No. 5.

Performing an Engagement to Report on Whether
a Previously Reported Material Weakness Continues
to Exist

18. [The following paragraph is effective for audits of fiscal years beginning
on or after December 15, 2010. See PCAOB Release 2010-004.]

In an engagement to report on whether a previously reported material weak-
ness continues to exist, the auditor must obtain sufficient appropriate evidence
about the design and operating effectiveness of specified controls that provide
reasonable assurance that the company's stated control objective is achieved in
the context of the control criteria (e.g., COSO).

Note 1: An individual material weakness may be associated with a single stated
control objective or with more than one stated control objective, depending on
the nature of the material weakness and the manner in which the company
tailors its stated control objectives to its business.

[The following note is effective November 15, 2007. See PCAOB Release 2007-
005.]

Note 2: Depending on the nature of the company's business, its organization,
its internal control over financial reporting, and the specific material weakness
that is the subject of this engagement, the auditor may determine that he or
she is not able to obtain a sufficient basis for reporting on whether a previously
reported material weakness continues to exist without performing a complete
audit of internal control over financial reporting in accordance with Auditing
Standard No. 5.

Applying the Standards of the PCAOB

19. The auditor must adhere to the standards of the PCAOB in performing
an engagement to report on whether a previously reported material weakness
continues to exist. Adherence to the standards involves:

a. Planning the engagement,

b. Obtaining an understanding of internal control over financial re-
porting,

c. Testing and evaluating whether a material weakness continues
to exist, including using the work of others, and

d. Forming an opinion on whether a previously reported material
weakness continues to exist.

20. Even though some requirements of this standard are set forth in a man-
ner that suggests a sequential process, auditing whether a previously reported
material weakness continues to exist involves a process of gathering, updating,
and analyzing information. Accordingly, the auditor may perform some of the
procedures and evaluations described in this section of the standard concur-
rently.

AS §4.20



68 Auditing Standards

21. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

The engagement to report on whether a previously reported material weakness
continues to exist must be performed by a person or persons having adequate
technical training and proficiency as an auditor. In all matters related to the
assignment, an independence in mental attitude must be maintained. Due pro-
fessional care must be exercised in the performance of the engagement and the
preparation of the report.

22, This standard establishes the fieldwork and reporting standards ap-
plicable to an engagement to report on whether a previously reported material
weakness continues to exist.

23. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

The concept of materiality, as discussed in paragraph 20 of Auditing Standard
No. 5, underlies the application of the general and fieldwork standards in an
engagement to report on whether a previously reported material weakness
continues to exist. The auditor should assess materiality as of the date that
management asserts that the previously reported material weakness no longer
exists.

Planning the Engagement

24. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

The auditor should properly plan the engagement to report on whether a pre-
viously reported material weakness continues to exist and should properly su-
pervise any assistants. When planning the engagement, the auditor should
evaluate how the matters described in paragraph 9 of Auditing Standard No.
5 will affect the auditor's procedures.

Obtaining an Understanding of Internal Control
over Financial Reporting

25. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

To perform this engagement, the auditor must have a sufficient knowledge of the
company and its internal control over financial reporting. An auditor who has
audited the company's internal control over financial reporting in accordance
with Auditing Standard No. 5 as of the date of the company's most recent annual
assessment of internal control over financial reporting would be expected to
have obtained a sufficient knowledge of the company and its internal control
over financial reporting to perform this engagement.

[The following note is effective November 15, 2007. See PCAOB Release 2007-
005.]

Note: The second sentence of the paragraph above contemplates that the audi-
tor's previous engagement under Auditing Standard No. 5 resulted in render-
ing an opinion. If an auditor previously engaged to perform an audit of internal
control over financial reporting in accordance with Auditing Standard No. 5
has not yet rendered an opinion on the effectiveness of the company's internal
control over financial reporting as of the company's most recent year-end or
more recently, then that auditor should follow the requirements for a successor
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auditor in paragraphs 26a-b and 27. Additionally, if an auditor has previously
performed an audit of internal control over financial reporting at the company
and is now a successor auditor (because another auditor has subsequently per-
formed an audit of internal control over financial reporting at the company in
intervening years), the auditor should follow the requirements in paragraphs
26 and 27 for a successor auditor.

26. When a successor auditor’ performs an engagement to report on
whether a previously reported material weakness continues to exist and he
or she has not yet completed an audit of internal control over financial report-
ing at the company, he or she must perform procedures to obtain sufficient
knowledge of the company's business and its internal control over financial re-
porting to achieve the objective of the engagement, as described in paragraph
5 of this standard. A successor auditor who has not yet completed an audit of
internal control over financial reporting at the company must perform the fol-
lowing procedures as part of obtaining sufficient knowledge of the company's
business and its internal control over financial reporting:

[The following subparagraph is effective November 15, 2007. See PCAOB Release
2007-005.]

a. Comply with paragraphs 2227 of Auditing Standard No. 5 re-
garding obtaining an understanding of internal control over fi-
nancial reporting. The extent of understanding of internal control
over financial reporting needed to satisfy these requirements in
the context of an engagement to report on whether a previously
reported material weakness continues to exist depends on the
nature of the material weakness on which the auditor is report-
ing. The more pervasive the effects of the material weakness, the
more extensive the understanding of internal control over finan-
cial reporting should be under these requirements. For example,
if the material weakness affects company-level controls, a more
extensive understanding of internal control over financial report-
ing will be necessary than if the effects of the material weakness
are isolated at the transaction level.

[The following subparagraph is effective November 15, 2007. See PCAOB Release
2007-005.]

b. Perform the procedures described in paragraphs 34—38 of Audit-
ing Standard No. 5, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial State-
ments, for those transactions that are directly affected by controls
specifically identified by management as addressing the material
weakness.

c. In addition to the communication requirements described in AU
sec. 315, Communications Between Predecessor and Successor Au-
ditors, the successor auditor should make specific inquiries of the
predecessor auditor. These inquiries should address the basis for
the predecessor auditor's determination that a material weakness
existed in the company's internal control over financial reporting
and the predecessor auditor's awareness of any information bear-
ing on the company's ability to successfully address that material
weakness.

3 The term successor auditor has the same meaning as the definition of that term in paragraph
.02 of AU sec. 315, Communications Between Predecessor and Successor Auditors.
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27. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

A successor auditor may determine that he or she needs to perform procedures
in addition to those specified in paragraph 26 of this standard to obtain a suffi-
cient knowledge of the company's business and its internal control over financial
reporting. Depending on the nature of the company's business, its organization,
its internal control over financial reporting, and the specific material weakness
that is the subject of this engagement, a successor auditor may determine that
he or she is not able to obtain a sufficient basis for reporting on whether a
previously reported material weakness continues to exist without performing
a complete audit of internal control over financial reporting in accordance with
Auditing Standard No. 5.

Testing and Evaluating Whether a Material
Weakness Continues to Exist

28. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

The auditor must obtain an understanding of and evaluate management's evi-
dence supporting its assertion that the specified controls related to the material
weakness are designed and operated effectively, that these controls achieve the
company's stated control objective(s) consistent with the control criteria, and
that the identified material weakness no longer exists. If the auditor determines
that management has not supported its assertion with sufficient evidence, the
auditor cannot complete the engagement to report on whether a previously re-
ported material weakness continues to exist, because one of the conditions for
engagement completion described in paragraph 7 of this standard would not be
met.

29. As a part of evaluating management's evidence supporting its asser-
tion, the auditor should determine whether management has selected an appro-
priate date for its assertion. In making this determination, the auditor should
take into consideration the following:

a. Management's assertion that a previously reported material
weakness no longer exists may be made as of any specified date
that permits management to obtain sufficient evidence support-
ing its assertion.

Note: The auditor also should determine whether the specified
date of management's assertion permits the auditor to obtain suf-
ficient evidence supporting his or her opinion.

b. Depending on the nature of the material weakness, the stated
control objective, and the specified controls, the specified date of
management's assertion may need to be after the completion of
one or more period-end financial reporting processes.

c. Controls that operate daily and on a continuous, or nearly con-
tinuous, basis generally permit the auditor to obtain sufficient
evidence as to their operating effectiveness as of almost any date
management might choose to specify in its report.

d. Controls that operate over the company's period-end financial re-
porting process typically can be tested only in connection with a
period-end.
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30. The auditor should obtain evidence about the effectiveness of all con-
trols specifically identified in management's assertion. The nature, timing, and
extent of the testing that enables the auditor to obtain sufficient evidence sup-
porting his or her opinion on whether a previously reported material weakness
continues to exist will depend on both the nature of the controls specifically
identified by management as meeting the company's stated control objectives
and the date of management's assertion.

31. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

All controls that are necessary to achieve the stated control objective(s) should,
therefore, be specifically identified and evaluated. The specified controls will
necessarily include controls that have been modified or newly implemented
and also may include existing controls that previously were deemed effective
during management's most recent annual assessment of internal control over
financial reporting. As part of testing and evaluating the design effectiveness of
the specified controls, the auditor should determine whether the specified con-
trols would meet the stated control objective(s) if they operated as designed. In
making this evaluation, the auditor should apply paragraphs 42—-43 of Auditing
Standard No. 5.

32. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

Consistent with the direction in paragraphs 44-45 of Auditing Standard No.
5, An Audit of Internal Control Over Financial Reporting That Is Integrated
with An Audit of Financial Statements, the auditor should test the operating
effectiveness of a specified control by determining whether the specified control
operated as designed and whether the person performing the control possesses
the necessary authority and qualifications to perform the control effectively.
In determining the nature, timing, and extent of tests of controls, the auditor
should apply paragraphs 50-54 of Auditing Standard No. 5.

33. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

The auditor should perform tests of the specified controls over a period of time
that is adequate to determine whether, as of the date specified in management's
assertion, the controls necessary for achieving the stated control objective are
operating effectively. The timing of the auditor's tests should vary with the risk
associated with the control being tested. For example, a transaction-based, daily
reconciliation generally would permit the auditor to obtain sufficient evidence
as to its operating effectiveness in a shorter period of time than a pervasive,
entity-level control, such as any of those described in paragraphs 22—24 of Au-
diting Standard No. 5, An Audit of Internal Control Over Financial Reporting
That Is Integrated with An Audit of Financial Statements. Additionally, the
auditor typically will be able to obtain sufficient evidence as to the operating
effectiveness of controls over the company's period-end financial reporting pro-
cess only by testing those controls in connection with a period-end.

34. The auditor should determine whether, based on the nature of the ma-
terial weakness, performing substantive procedures to support recorded finan-
cial statement amounts or disclosures affected by the specifically identified
controls is necessary to obtain sufficient evidence regarding the operating ef-
fectiveness of those controls. For example, a material weakness in the company's
controls over the calculation of its bad debt reserve ordinarily would require
that the auditor also perform substantive procedures to obtain sufficient evi-
dence supporting an opinion about whether the material weakness continues to
exist as of a specified date. In this circumstance, in addition to testing the design
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and operating effectiveness of the controls specifically identified as achieving
the company's stated control objective that its bad debt reserve is reasonably es-
timated and recorded, the auditor ordinarily would need to perform substantive
procedures to determine that, as of that same specified date, the company's bad
debt reserve was fairly stated in relation to the company's financial statements
taken as a whole.

35. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

When the specified controls, stated control objectives, and material weakness
affect multiple locations or business units of the company, the auditor may
apply the relevant concepts in paragraphs B10-B16 of Appendix B of Auditing
Standard No. 5 to determine the locations or business units at which to perform
procedures.

Using the Work of Others

36. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

The auditor should evaluate whether to use the work performed by others in
an engagement to report on whether a previously reported material weakness
continues to exist. To determine the extent to which the auditor may use the
work of others to alter the nature, timing, or extent of the work the auditor
otherwise would have performed, the auditor should apply paragraphs 16-19
of Auditing Standard No. 5.

37. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

The auditor's opinion relates to whether a material weakness no longer exists
at the company because the stated control objective(s) is met. Therefore, if the
auditor has been engaged to report on more than one material weakness or
on more than one stated control objective, the auditor must evaluate whether
he or she has obtained sufficient evidence that the control objectives related
to each of the material weaknesses identified in management's assertion are
achieved. The auditor may, however, use the work of others to alter the nature,
timing, or extent of the work he or she otherwise would have performed. For
these purposes, the work of others includes relevant work performed by internal
auditors, company personnel (in addition to internal auditors), and third parties
working under the direction of management or the audit committee that provide
information about the effectiveness of internal control over financial reporting.

38. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

Paragraphs 18-19 of Auditing Standard No. 5, An Audit of Internal Control
Over Financial Reporting That Is Integrated with An Audit of Financial State-
ments, should be applied in the context of the engagement to report on whether
a previously reported material weakness continues to exist. There may, there-
fore, be some circumstances in which the scope of the audit procedures to be
performed in this engagement will be so limited that using the work of others
will not provide any tangible benefit to the company or its auditor. Additionally,
the auditor should perform any walkthroughs himself or herself because of the
degree of judgment required in performing this work.

39. [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]
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The following example illustrates how to apply this section on using the work
of others to this engagement.

In this example, the company's previously reported material weakness relates
to the company's failure to perform bank reconciliations at its 50 subsidiaries.
The specified controls identified by the company are the timely preparation
of complete and accurate reconciliations between the company's recorded cash
balances and the company's cash balances as reported by its financial institu-
tion.

Although certain controls over bank reconciliations are centralized, the perfor-
mance of the bank reconciliations themselves is not centralized because they
occur at each individual operating unit. Further, each operating unit has, on
average, three separate cash accounts. The cash accounts affected are not ma-
terial individually but are material in the aggregate. Most of the controls over
the preparation of bank reconciliations involve a low degree of judgment in
evaluating their operating effectiveness, can be subjected to objective testing,
and have a low potential for management override.

If these conditions describe the specified controls over the preparation of bank
reconciliations, the auditor could determine that, based on the nature of the
controls as described above, he or she could use the work of others to a moderate
extent, provided that the degree of competence and objectivity of the individuals
performing the tests is high. The auditor might perform tests of controls that
are centralized at the holding company level himself or herself; perform testing
at a limited number of locations himself or herself; test the work of others
performed at a limited number of other locations; review the results of the
work of others at all other locations tested; and determine that, qualitatively
and quantitatively, principal evidence had been obtained.

On the other hand, if the company's previously reported material weakness re-
lated to the company's failure to perform a reconciliation of its only cash account,
few controls and few operations of those controls would underlie management's
assertion that the material weakness no longer exists. In this circumstance, it
is unlikely that the auditor would be able to use a significant amount of the
work of others because of the limited scope of the total amount of work needed
to test management's assertion and due to the requirement that the auditor
obtain the principal evidence himself or herself.

Opinions, Based in Part, on the Work of Another Auditor

40. The auditor may apply the relevant concepts in AU sec. 543, Part of
Audit Performed by Other Independent Auditors, in an engagement to report
on whether a previously reported material weakness continues to exist, with
the following exception. If the auditor decides to serve as the principal auditor
and to use the work and reports of another auditor as a basis, in part, for
his or her opinion, the principal auditor must not divide responsibility for the
engagement with the other auditor. Therefore, the principal auditor must not
make reference to the other auditor in his or her report.

Forming an Opinion on Whether a Previously Reported Material
Weakness Continues to Exist

41. When forming an opinion on whether a previously reported material
weakness continues to exist, the auditor should evaluate all evidence obtained
from all sources. This process should include an evaluation of the sufficiency of
the evidence obtained by management and the results of the auditor's evalua-
tion of the design and operating effectiveness of the specified controls.
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42, [The following paragraph is effective November 15, 2007. See PCAOB
Release 2007-005.]

Management may conclude that a previously reported material weakness no
longer exists because its severity has been sufficiently reduced such that it is
no longer a material weakness.

43. The auditor may issue an opinion on whether a previously reported
material weakness continues to exist only when there have been no restrictions
on the scope of the auditor's work. Because of the scope of an engagement to
report on whether a previously reported material weakness continues to exist,
any limitations on the scope of the auditor's work require the auditor either to
disclaim an opinion or to withdraw from the engagement. A qualified opinion
is not permitted.

Note: As described in paragraph 51 of this standard, the auditor's opinion on
whether a previously reported material weakness continues to exist may be ex-
pressed as "the material weakness exists" or "the material weakness no longer
exists." Therefore, the provisions of this standard do not distinguish between
an unqualified opinion and an adverse opinion and, instead, refer simply to "an
opinion" or "the auditor's opinion."

Requirement for Written Representations

44. In an engagement to report on whether a previously reported material
weakness continues to exist, 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 evaluated the effectiveness of the
specified controls using the specified control criteria and manage-
ment's stated control objective(s);

c. Stating management's assertion that the specified controls are ef-
fective in achieving the stated control objective(s) as of a specified
date;

d. Stating management's assertion that the identified material
weakness no longer exists as of the same specified date;

e. Stating that management believes that its assertions are sup-
ported by sufficient evidence;

[The following subparagraph is effective November 15, 2007. See PCAOB Release
2007-005.]

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 misstatement in the company's financial statements
but involves senior management or management or other employ-
ees who have a significant role in the company's internal control
over financial reporting and that has occurred or come to man-
agement's attention since the date of management's most recent
annual assessment of internal control over financial reporting;
and

g. Stating whether there were, subsequent to the date being re-
ported on, any changes in internal control over financial reporting
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or other factors that might significantly affect the stated control
objective(s) or indicate that the identified controls were not op-
erating effectively as of, or subsequent to, the date specified in
management's assertion.

45. The written representations should be signed by those members of
management with overall responsibility for the company's internal control over
financial reporting whom the auditor believes are responsible for and knowl-
edgeable about, directly or through others in the organization, the matters cov-
ered by the representations. Such members of management ordinarily include
the chief executive officer and chief financial officer or others with equivalent
positions in the company.

46. The failure to obtain written representations from management, in-
cluding management's refusal to furnish them, constitutes a limitation on the
scope of the engagement. As d