Statement on Auditing Standards
Using the Work of Internal Auditors

Introduction

Scope of This Statement on Auditing Standards

1. This Statement on Auditing Standards (SAS) addresses the
external auditor’s responsibilities if using the work of internal audi-
tors. Using the work of internal auditors includes (a) using the work
of the internal audit function in obtaining audit evidence and (b)
using internal auditors to provide direct assistance under the direc-
tion, supervision, and review of the external auditor.

2. This SAS does not apply if the entity doesnotnave an internal
audit function. (Ref: par. A1-A2)

3. If the entity has an internal audit furiction, the requirements in
this SAS relating to using the work of t'. internal audit function in
obtaining audit evidence do not apn'y 't

a. the responsibilities aind activities of the function are not
relevant to the audii; or

b. based on the ¢xiernal auditor’s preliminary understand-
ing of the fiinction obtained as a result of procedures per-
formed nader AU-C section 315, Understanding the Entity
and Tis Eavironment and Assessing the Risks of Material
Missvatement (AICPA, Professional Standards), the exter-
nal auditor does not expect to use the work of the function
in obtaining audit evidence.

Nothing in this SAS requires the external auditor to use the work of
the internal audit function to modify the nature or timing, or reduce
the extent, of audit procedures to be performed directly by the exter-
nal auditor; it remains the external auditor’s decision to establish the
overall audit strategy.

4. Furthermore, the requirements in this SAS relating to using
internal auditors to provide direct assistance do not apply if the
external auditor does not plan to use internal auditors to provide
direct assistance.
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Relationship Between AU-C Section 315 and This SAS

5. Many entities establish internal audit functions as part of their
internal control and governance structures. The objectives and scope
of an internal audit function, the nature of its responsibilities, and its
organizational status, including the function’s authority and account-
ability, vary widely and depend on the size and structure of the entity
and the requirements of management and those charged with gover-
nance. AU-C section 315 addresses how the knowledge and experi-
ence of the internal audit function can inform the external auditor’s
understanding of the entity and its environment and identification
and assessment of risks of material misstatement. AU-C section 315!
also explains how effective communication between the internal and
external auditors creates an environment in which the e:ternal audi-
tor can be informed by the internal auditor of significant matters that
may affect the external auditor’s work.

6. The external auditor may be able to use t'i= work of the inter-
nal audit function in obtaining audit evidence in a constructive and
complementary manner depending on

e the level of competency oi thie internal audit function,

e whether the internal dudit function’s organizational status
and relevant policiey and procedures adequately support
the objectivity of the internal auditors, and

e whether the.iunction applies a systematic and disciplined
approach, meluding quality control.

This SAS addresses the external auditor’s responsibilities when,
based on the external auditor’s understanding of the internal audit
function obtained as a result of procedures performed under AU-C
section 315, the external auditor expects to use the work of the inter-
nal audit function in obtaining audit evidence (see paragraphs 13-24
of this SAS). Such use of that work modifies the nature or timing, or
reduces the extent, of audit procedures to be performed directly by
the external auditor.

7. This SAS also addresses the external auditor’s responsibilities if
the external auditor is considering using internal auditors to provide

! Paragraph .A120 of AU-C section 315, Understanding the Entity and Its Environment and
Assessing the Risks of Material Misstatement (AICPA, Professional Standards).
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direct assistance under the direction, supervision, and review of the
external auditor (see paragraphs 25-32).

8. There may be individuals in an entity that perform proce-
dures similar to those performed by an internal audit function.
However, unless performed by an objective and competent function
that applies a systematic and disciplined approach, including qual-
ity control, such procedures would be considered control activities,
and obtaining evidence regarding the effectiveness of such controls
would be part of the external auditor’s responses to assessed risks in
accordance with AU-C section 330, Performing Audit Procedures
in Response to Assessed Risks and Evaluating the Audit Evidence
Obtained (AICPA, Professional Standards).

The External Auditor’s Responsibility for th< Audit

9. The external auditor has sole responsibility fui the audit opin-
ion expressed, and that responsibility is not récaced by the external
auditor’s use of the work of the internal audit function in obtaining
audit evidence or use of internal auditors to provide direct assis-
tance on the engagement. Although the tunction may perform audit
procedures similar to those perfortied by the external auditor, nei-
ther the internal audit functioninor the internal auditors are inde-
pendent of the entity as is required of the external auditor in an
audit of financial statemeiits in accordance with 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).> This SAS, therefore, defines the
conditions that are necessary for the external auditor to be able to
use the work of internal auditors. It also defines the necessary work
effort to obtain sufficient appropriate evidence that the work of the
internal audit function or internal auditors providing direct assis-
tance is adequate for the purposes of the audit. The requirements
are designed to provide a framework for the external auditor’s judg-
ments regarding the use of the work of internal auditors to prevent
over or undue use of such work.

2 Paragraph .15 of 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).
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Effective Date

10. This SAS is effective for audits of financial statements for peri-
ods ending on or after December 15, 2014.

Objectives

11. The objectives of the external auditor, when the entity has an
internal audit function and the external auditor expects to use the
work of internal auditors to modify the nature or timing, or reduce
the extent, of audit procedures to be performed directly by the exter-
nal auditor, are as follows:

a. To determine whether to use the work.-of. the inter-
nal audit function in obtaining audit evidence or to use
internal auditors to provide direct assiseance, and if so, in
which areas and to what extent

b. 1f using the work of the interna‘audit function in obtain-
ing audit evidence, to deterniine whether that work is ade-
quate for purposes of the audit

c. If using internal auditors to provide direct assistance, to
appropriately direct, supervise, and review their work

Definitions

12. For purposes of generally accepted auditing standards, the fol-
lowing terms have the meaning attributed as follows:

Direct assistance. The use of internal auditors to perform
audit procedures under the direction, supervision, and
review of the external auditor.

Internal audit function. A function of an entity that performs
assurance and consulting activities designed to evaluate
and improve the effectiveness of the entity’s governance,
risk management, and internal control processes. (Ref: par.
Al-A4)
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Requirements

Determining Whether, in Which Areas, and to What
Extent the Work of the Internal Audit Function Can Be
Used in Obtaining Audit Evidence

Evaluating the Internal Audit Function

13. The external auditor should determine whether the work of
the internal audit function can be used in obtaining audit evidence
by evaluating

a. the extent to which the internal audit function’s organiza-
tional status and relevant policies and procedures support
the objectivity of the internal auditors; (Ref: par. A5-A11)

b. the level of competence of the internal audit function; and
(Ref: par. A5-A9)

c. the application by the internal audit ‘unction of a system-
atic and disciplined approach,dncluding quality control.
(Ref: par. A12-A14)

14. The external auditor should st use the work of the internal
audit function in obtaining audit evidence if the external auditor
determines that

a. the function’s‘rganizational status and relevant policies
and procediires do not adequately support the objectivity
of interral auditors;

b. the function lacks sufficient competence; or

c. the function does not apply a systematic and disciplined
approach, including quality control. (Ref: par. A15-A17)

Determining the Nature and Extent of Work of the Internal Audit
Function That Can Be Used in Obtaining Audit Evidence

15. As a basis for determining the areas and the extent to which the
work of the internal audit function can be used, the external auditor
should consider the nature, timing, and extent of the work that has
been performed, or is planned to be performed, by the internal audit
function and its relevance to the external auditor’s overall audit strat-
egy and audit plan. (Ref: par. A18-A23)

5
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16. The external auditor should make all significant judgments in
the audit engagement, including when using the work of the internal
audit function in obtaining audit evidence. (Ref: par. A18)

17. To prevent undue use of the internal audit function in obtain-
ing audit evidence, the external auditor should plan to use less of the
work of the function and perform more of the work directly: (Ref:

par. A19-A24)

a. The more judgment is involved in
i. planning and performing relevant audit procedures or
ii. evaluating the audit evidence obtained (Ref: par. A24)

b. the higher the assessed risk of material misstatement at the
assertion level, with special consideration given to signifi-
cant risks; (Ref: par. A25-A27)

c. the less the internal audit function’s arganizational status
and relevant policies and proceduresadequately support
the objectivity of the internal aucitors; and

d. the lower the level of compstence of the internal audit
function.

18. The external auditor should also evaluate whether, in aggre-
gate, using the work of the irternal audit function in obtaining audit
evidence to the extent planned, together with any planned use of
internal auditors to previde direct assistance, would result in the
external auditor still being sufficiently involved in the audit, given the
external auditor’s’sole responsibility for the audit opinion expressed.
(Ref: par. A18=A27 and A44)

Communicating With Those Charged With Governance

19. In communicating an overview of the planned scope and tim-
ing of the audit to those charged with governance in accordance
with AU-C section 260, The Auditor’s Communication With Those
Charged With Governance (AICPA, Professional Standards),® the
external auditor should communicate how the external auditor has
planned to use the work of the internal audit function in obtaining
audit evidence. (Ref: par. A28)

3 Paragraph .11 of AU-C section 260, The Auditor’s Communication With Those Charged With
Governance (AICPA, Professional Standards).
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Using the Work of the Internal Audit Function in
Obtaining Audit Evidence

20. If the external auditor plans to use the work of the inter-
nal audit function in obtaining audit evidence, the external auditor
should discuss the planned use of the work with the function as a
basis for coordinating their respective activities. (Ref: par. A29-A32)

21. The external auditor should read the reports of the internal
audit function, which relate to the work of the function that the
external auditor plans to use to obtain an understanding of the nature
and extent of audit procedures the internal audit function performed
and the related findings.

22. The external auditor should perform sufficient.audit proce-
dures on the body of work of the internal audit function as a whole
that the external auditor plans to use to determine its adequacy for
purposes of the audit, including evaluating wheiier
a. the work of the function was progery planned, performed,
supervised, reviewed, and documented;

b. sufficient appropriate evidence was obtained to enable the
function to draw reasonidbi¢ conclusions; and

c. conclusions reached are appropriate in the circumstances,
and the reports prepared by the function are consistent

with the resulisior the work performed. (Ref: par. A33-
A36)

23. The natureand extent of the external auditor’s audit proce-
dures should be.1esponsive to the external auditor’s evaluation of
a. the amount of judgment involved in
i. planning and performing relevant audit procedures and
ii. evaluating the audit evidence obtained;
b. the assessed risk of material misstatement;

c. the extent to which the internal audit function’s organiza-
tional status and relevant policies and procedures support
the objectivity of the internal auditors; and

d. the level of competence of the function. (Ref: par. A33—
A35) (see paragraphs 16-17)
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The external auditor should also reperform some of the body of work
of the internal audit function that the external auditor intends to use
in obtaining audit evidence. (Ref: par. A36)

24, Before the conclusion of the audit, the external auditor should
evaluate whether the external auditor’s conclusions regarding the
internal audit function in paragraph 13 and the determination of the
nature and extent of use of the work of the function for purposes of
the audit in paragraphs 16-18 remain appropriate.

Determining Whether, in Which Areas, and to
What Extent Internal Auditors Can Be Used to Provide
Direct Assistance

Determining Whether Internal Auditors Can Be User! o Provide
Direct Assistance for Purposes of the Audit

25. If the external auditor plans to use internaiauditors to provide
direct assistance on the audit, the external suditor should evaluate
the existence and significance of threats io the objectivity of the
internal auditors who will be providing direct assistance, as well as
any safeguards applied to reduce cr ¢liminate the threats, and the
level of competence of the interi.al auditors who will be providing
such assistance. (Ref: par. A37-A41)

26. The external auditor should not use an internal auditor to pro-
vide direct assistance if

a. the internal auditor lacks the necessary objectivity to per-
form the proposed work, or

b. theinternal auditor lacks the necessary competence to per-
form the proposed work. (Ref: par. A37-A41)

Determining the Nature and Extent of Work That Can Be
Assigned to Internal Auditors Providing Direct Assistance

27. In determining the nature and extent of work that may be
assigned to internal auditors providing direct assistance and the
nature, timing, and extent of direction, supervision, and review that
is appropriate in the circumstances, the external auditor should
consider

a. the external auditor’s evaluation of the existence and sig-
nificance of threats to the internal auditors” objectivity, the
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effectiveness of the safeguards applied to reduce or elimi-
nate the threats, and the level of competence of the inter-
nal auditors who will be providing such assistance;

b. the assessed risk of material misstatement; and
the amount of judgment involved in
i. planning and performing relevant audit procedures and

ii. evaluating the audit evidence obtained. (Ref: par.
A42-A43)

Communicating With Those Charged With Governance

28. In communicating an overview of the planned scope and tim-
ing of the audit with those charged with governance in accordance
with AU-C section 260,* the external auditor should communicate
how the external auditor plans to use internal anditors to provide
direct assistance.

Using Internal Auditors to Provide Direct 4ssistance

29. The external auditor should evaluate whether, in aggregate,
using internal auditors to provide direct assistance to the extent
planned, together with any planiec ase of the work of the internal
audit function in obtaining audit.evidence, would result in the exter-
nal auditor still being sufficiently involved in the audit, given the
external auditor’s sole respeasibility for the audit opinion expressed.
(Ref: par. A44)

30. Prior to using.internal auditors to provide direct assistance,
the external auditar should obtain written acknowledgment from
management or those charged with governance, as appropriate, that
internal auditors providing direct assistance to the external auditor
will be allowed to follow the external auditor’s instructions, and that
the entity will not intervene in the work the internal auditor per-
forms for the external auditor. (Ref: par. A45)

31. The external auditor should direct, supervise, and review the
work performed by internal auditors on the engagement in accor-
dance with AU-C section 220, Quality Control for an Engagement
Conducted in Accordance With Generally Accepted Auditing
Standards (AICPA, Professional Standards). In so doing

* See footnote 3.
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a.

the nature, timing, and extent of direction, supervision,
and review should be responsive to the outcome of the
evaluation of the factors in paragraph 27 of this SAS;

the external auditor should instruct the internal auditors to
bring accounting and auditing issues identified during the
audit to the attention of the external auditor; and

the review procedures should include the external auditor
testing some of the work performed by the internal audi-
tors. (Ref: par. A46-A47)

32. When directing, supervising, and reviewing the work per-
formed by internal auditors, the external auditor should remain alert
for indications that the external auditor’s evaluations in paragraphs
25 and 29 are no longer appropriate.

Documentation

33. If the external auditor uses the work.cf the internal audit func-
tion in obtaining audit evidence, the extefzil auditor should include
the following in the audit documentatio::’

a.

The results of the evaliativi of

i. the function’s organizational status and relevant policies
and procedures.to adequately support the objectivity of
the internal auditors;

ii. the level ot competence of the function; and

iii. the application by the function of a systematic and dis-
cinlined approach, including quality control

The nature and extent of the work used (including the

period covered by, and the results of, such work) and the

basis for that decision

The audit procedures performed by the external auditor to

evaluate the adequacy of the work used, including the pro-

cedures performed by the external auditor to reperform

some of the body of work of the internal audit function in

obtaining audit evidence

® Paragraphs .08-.12 and .A8 of AU-C section 230, Audit Documentation (AICPA, Professional

Standards).
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34. If the external auditor uses internal auditors to provide direct
assistance on the audit, the external auditor should include the fol-
lowing in the audit documentation:

a. The evaluation of the existence and significance of threats
to the objectivity of the internal auditors, as well as any
safeguards applied to reduce or eliminate the threats, and
the level of competence of the internal auditors used to
provide direct assistance

b. The basis for the decision regarding the nature and extent
of the work performed by the internal auditors

¢. The nature and extent of the external auditor’s review of
the internal auditors” work (including the testing, by the
external auditor, of some of the work perfcrined by the
internal auditors) in accordance with AUI-i, section 230,
Audit Documentation (AICPA, Professional Standards)

d. The working papers prepared by the iternal auditors who
provided direct assistance on the sudit engagement

35. If the external auditor uses either ttie work of the internal audit
function in obtaining audit evideren or internal auditors to provide
direct assistance, or both, the exteinal auditor should include in the
audit documentation the exteinal auditor’s evaluation of (see para-
graphs 18 and 29) whetheu, either individually or in aggregate as
applicable, using the werk of the internal audit function in obtaining
audit evidence and use of internal auditors to provide direct assis-
tance resulted in.iliz-external auditor still being sufficiently involved
in the audit. given the external auditor’s sole responsibility for the
audit opinion expressed.

Application and Other Explanatory Material

Definition of Internal Audit Function (Ref: par. 2 and 12)

Al. The objectives and scope of internal audit functions typically
include assurance and consulting activities designed to evaluate and
improve the effectiveness of the entity’s governance, risk manage-
ment, and internal control processes, such as the following:
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Activities Relating to Governance Process

The internal audit function may assess the governance
process in its accomplishment of objectives on ethics and
values, performance management and accountability, com-
municating risk and control information to appropriate
areas of the organization, and effectiveness of communica-
tion among those charged with governance, external and
internal auditors, and management.

Activities Relating to Risk Management Process

The internal audit function may assist the entity by iden-
tifying and evaluating significant exposures to risk and
contributing to the improvement of risk management and
internal control (including effectiveness of'the financial
reporting process).

The internal audit function may perforin procedures to
assist the entity in the detection of frav1.

Activities Relating to Internal Contcol Frocess

Evaluation of internal conti!. The internal audit func-
tion may be assigned specit'c responsibility for reviewing
controls, evaluating thieir operation, and recommending
improvements thereto. in doing so, the internal audit func-
tion provides assurance on the control. For example, the
internal audit fenction might plan and perform tests or
other pro%edures to provide assurance to management
and those charged with governance regarding the design,
implemaentation, and operating effectiveness of internal
control, including those controls that are relevant to the
audit.

Examination of financial and operating information. The
internal audit function may be assigned to review the
means used to identify, recognize, measure, classify, and
report financial and operating information and to make
specific inquiry into individual items, including detailed
testing of transactions, balances, and procedures.

Review of operating activities. The internal audit function
may be assigned to review the economy, efficiency, and
effectiveness of operating activities, including nonfinancial
activities of an entity.
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* Review of compliance with laws and regulations. The inter-
nal audit function may be assigned to review compliance
with laws, regulations, and other external requirements
and with management policies and directives and other
internal requirements.

Not all the activities discussed in this paragraph need to be present
for an internal audit function to be used in the audit of the financial
statements. The external auditor may be able to use the work of the
internal audit function to modify the nature or timing, or reduce the
extent, of audit procedures to be performed directly by the exter-
nal auditor in obtaining audit evidence if the nature of the internal
audit function’s responsibilities and assurance activities is related to
the entity’s financial reporting, as further discussed in AU-C section

315.5

A2. Activities similar to those performed by an.iriternal audit func-
tion may be conducted by functions with other tities within an entity.
Some or all of the activities of an internal zuadit function may also be
outsourced to a third-party service provider. Neither the title of the
function nor whether it is performec by the entity or a third-party
service provider are sole determirants of whether the external audi-
tor can use the work of internai auditors. Rather, it is the nature of
the activities, the extent to wiich the internal audit function’s orga-
nizational status and relevant policies and procedures support the
objectivity of the intern:t auditors, competence of the internal audi-
tors, and systematiciand disciplined approach of the function that
are relevant. References in this SAS to the work of the internal audit
function include reievant activities of other functions or third-party
providers that have these characteristics.

A3. However, those in the entity with operational and manage-
rial duties and responsibilities outside of the internal audit function
would ordinarily face threats to their objectivity that would preclude
them from being treated as part of an internal audit function for the
purpose of this SAS, although they may perform control activities
that can be tested in accordance with AU-C section 330.” For this
reason, monitoring controls performed by an owner-manager would
not be considered equivalent to an internal audit function.

6 Paragraph .A117 of AU-C section 315.
7 Paragraph .10 of AU-C section 330, Performing Audit Procedures in Response to Assessed
Risks and Evaluating the Audit Evidence Obtained (AICPA, Professional Standards).

13
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A4. Although the objectives of an entity’s internal audit function
and the external auditor differ, the function may perform audit pro-
cedures similar to those performed by the external auditor in an
audit of financial statements. If so, the external auditor may make
use of the function for purposes of the audit in one or both of the fol-
lowing ways:

To obtain information that is relevant to the external audi-
tor’s assessments of the risks of material misstatement
due to error or fraud. In this regard, AU-C section 315"
requires the external auditor to obtain an understanding of
the nature of the internal audit function’s responsibilities,
its status within the organization, and the activities per-
formed, or to be performed, and make inquizies of appro-
priate individuals within the internal audit-+uriction (if the
entity has such a function).

The external auditor, after appropriate evaluation, may
decide to use work that has been'periormed by the internal
audit function that is relevant to-the period being audited
to modify the nature or titaing, or reduce the extent, of
audit procedures to be.pecformed directly by the external
auditor (that is, the external auditor can use the work of
the internal audit fuaction in partial substitution for audit
evidence to be chtained directly by the external auditor)
(see paragraphs, 13-24 of this SAS).

In addition, the external auditor may use internal auditors to perform
audit procedures ender the direction, supervision, and review of the
external auditcr(referred to as direct assistance in this SAS) (see
paragraphs 25-32 of this SAS).

Determining Whether, in Which Areas, and to What
Extent the Work of the Internal Audit Function Can Be
Used in Obtaining Audit Evidence

Evaluating the Internal Audit Function

Objectivity and Competence (Ref: par. 13a-b)

A5. The external auditor exercises professional judgment in deter-
mining whether the work of the internal audit function can be used

® Paragraphs .06a and .24 of AU-C section 315.
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in obtaining audit evidence and the nature and extent to which the
work of the internal audit function can be used in the circumstances.

A6. The extent to which the internal audit function’s organizational
status and relevant policies and procedures support the objectivity
of the internal auditors and the level of competence of the function
are particularly important in determining whether to use the work of
the internal audit function in obtaining audit evidence and, if so, the
nature and extent of the use of the work of the function that is appro-
priate in the circumstances.

AT. Objectivity refers to the ability to perform tasks without allow-
ing bias, conflict of interest, or undue influence of others to override
professional judgments. Factors that may affect the external auditor’s
evaluation of objectivity include the following:

* Whether the organizational status of the internal audit
function, including the function’s avthiority and account-
ability, supports the ability of the-function to be free from
bias, conflict of interest, or undue influence of others to
override professional judgitients (for example, whether
the internal audit function reports to those charged with
governance or an officerwith appropriate authority, or if
the function reports'te management, whether it has direct
access to those charged with governance)

e Whether the ériternal audit function is free of any conflict-
ing responsibilities (for example, having managerial or
operatianal duties or responsibilities that are outside of the
interaai-aadit function)

e Whether those charged with governance oversee
employment decisions related to the internal audit func-
tion (for example, determining the appropriate remu-
neration policy)

e Whether any constraints or restrictions placed on the inter-
nal audit function by management or those charged with
governance exist (for example, in communicating the inter-
nal audit function’s findings to the external auditor)

e Whether the internal auditors are members of relevant
professional bodies and their memberships obligate their
compliance with relevant professional standards relating

15
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to objectivity or whether their internal policies achieve the
same objectives

A8. Competence of the internal audit function refers to the attain-
ment and maintenance of knowledge and skills of the function as a
whole at the level required to enable assigned tasks to be performed
diligently and with the appropriate level of quality. Factors that
may affect the external auditor’s determination about competence
include the following:

e Whether the internal audit function is adequately and
appropriately resourced relative to the size of the entity
and the nature of its operations.

e Whether established policies for hiring, training, and
assigning internal auditors to internal audit engagements
exist.

e Whether the internal auditors hay¢ adequate technical
training and proficiency in auditing. Relevant criteria that
may be considered by the exteriiid auditor in making the
assessment may include, forexample, the internal audi-
tors’ possession of a relevan: professional designation and
experience.

e Whether the interral auditors possess the required knowl-
edge relating te-the entity’s financial reporting and the
applicable financial reporting framework and whether the
internal audit function possesses the necessary skills (for
example vindustry-specific knowledge) to perform work
relatod to the entity’s financial statements.

e Whether the internal auditors are members of relevant
professional bodies or have certifications that oblige them
to comply with the relevant professional standards, includ-
ing continuing professional education requirements.

A9. Objectivity and competence may be viewed as a continuum.
The more the internal audit function’s organizational status and rel-
evant policies and procedures adequately support the objectivity of
the internal auditors and the higher the level of competence of the
function, the more likely the external auditor may make use of the
work of the function in obtaining audit evidence and make use of it
in more areas. However, an organizational status and relevant poli-
cies and procedures that provide strong support for the objectivity
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of the internal auditors cannot compensate for the lack of sufficient
competence of the internal audit function. Equally, a high level of
competence of the internal audit function cannot compensate for an
organizational status and policies and procedures that do not ade-
quately support the objectivity of the internal auditors. Additionally,
neither a high level of competence nor strong support for the objec-
tivity of the internal auditors compensate for the lack of a systematic
and disciplined approach.

Considerations Specific to Governmental Entities (Ref: par. 13q)

A10. Generally Accepted Government Auditing Standards
(GAGAS), established by the U.S. Government Accountability
Office, addresses the evaluation of the internal audit function in a
government environment, including consideration ai'whether the
internal audit function

® reports to senior management, such'ava city manager or
finance director,

* reports to the governing body.,
e jselected, and, thus, is acceriniable to the citizens, or

e reports to an audit cortrittee, which may comprise the
governing body or a subcommittee thereof, members of
senior management, appointed citizens, or any combina-
tion thereof.

All. The GAGAS conceptual framework approach provides audi-
tors a practicable approach to address threats to independence and
can be applied towarying circumstances that could potentially create
threats to independence. The GAGAS conceptual framework may be
useful in evaluating the objectivity of the internal audit function of a
governmental entity.

Application of a Systematic and Disciplined Approach, Including
Quality Control (Ref: par. 13¢)

Al12. The application of a systematic and disciplined approach to
planning, performing, supervising, reviewing, and documenting
its activities distinguishes the activities of the internal audit func-
tion from other monitoring control activities that may be performed
within the entity.

17
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A13. Factors that may affect the external auditor’s determination
of whether the internal audit function applies a systematic and disci-

plined approach include the following:

* The existence, adequacy, and use of documented internal
audit procedures or guidance covering such areas as risk
assessments, work programs, documentation, and report-
ing, the nature and extent of which is commensurate with
the nature and size of the internal audit function relative to
the complexity of the entity.

e Whether the internal audit function has appropriate
quality control policies and procedures (for example,
those relating to leadership, human resources, and
engagement performance) or quality control-requirements
in standards set by relevant professional bodres for internal
auditors. Such bodies may also establish-other appropriate
requirements, such as conducting periodic external quality
assessments.

Al4. The external auditor’s determiration of whether the inter-
nal audit function applies a systemat:c'and disciplined approach is
intended to address the risk that the external auditor inappropriately
uses internal audit-like work pertarmed in an informal, unstructured,
or ad hoc manner. However, tiie level of formality of an acceptable
approach may vary depeacing on the nature and size of the internal
audit function relative to the complexity of the entity.

Circumstances iri. VWhich Work of the Internal Audit Function
Cannot Be Usad (Ref: par. 14)

A15. The external auditor’s evaluation of whether the internal
audit function’s organizational status and relevant policies and pro-
cedures adequately support the objectivity of the internal auditors,
the level of competence of the internal audit function, and whether
it applies a systematic and disciplined approach may indicate that the
risks to the quality of the work of the function are too significant and,
therefore, it is not appropriate to use any of the work of the function
as audit evidence.

A16. Consideration of the factors in paragraphs A7-AS8 and A13,
individually and in aggregate, is important because an individual
factor is often not sufficient to conclude that the work of the internal
audit function cannot be used for purposes of the audit. For example,
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the internal audit function’s organizational status is particularly
important in evaluating threats to the objectivity of the internal
auditors. If the internal audit function reports to management other
than in an administrative capacity, this may impair the function’s
objectivity absent safeguards applied to reduce or eliminate
the threat (for example, having direct access and performance
accountability to those charged with governance).

Al17. In addition, when the external auditor accepts an engage-
ment to provide internal audit services to an audit client, and the
results of those services will be used in conducting the audit, a self-
review threat is created in regards to the external auditor’s indepen-
dence. This is because of the possibility that the engagement team
will use the results of the internal audit service without properly
evaluating those results or without exercising the saie level of pro-
fessional skepticism as would be exercised when(the internal audit
work is performed by individuals who are not nweinbers of the firm.

Determining the Nature and Extent of Wo:k of the Internal Audit
Function That Can Be Used in Obtainiti-Audit Evidence

Factors Affecting the Determinaiion-of the Nature and Extent
of the Work of the Internal Aud'it Function That Can Be Used
(Ref: par. 15-18)

A18. Because the extexnal auditor has sole responsibility for the
audit opinion expressed. the external auditor is required to make the
significant judgments in the audit engagement in accordance with
paragraph 16. Significant judgments include, but are not limited to,
the following:

e Assessing the risks of material misstatement

e Evaluating the sufficiency of tests performed

* Evaluating the appropriateness of management’s use of the
going concern assumption and whether substantial doubt
exists about the entity’s ability to continue as a going con-
cern for a reasonable period of time

° Evaluating significant accounting estimates
* Evaluating the adequacy of disclosures in the financial

statements and other matters affecting the external audi-
tor’s report
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A19. Once the external auditor has determined that the work of
the internal audit function can be used for purposes of the audit, a
first consideration is whether the planned nature and scope of the
work of the internal audit function that has been performed, or is
planned to be performed, is relevant to the overall audit strategy and
audit plan that the external auditor has established in accordance
with AU-C section 300, Planning an Audit (AICPA, Professional
Standards).

A20. In accordance with AU-C section 330, the external auditor
is required to design and perform further audit procedures whose
nature, timing, and extent are based on, and responsive to, the
assessed risks of material misstatement at the relevant assertion lev-
el.? Further audit procedures comprise tests of controlsend substan-
tive procedures. Procedures planned or performed-iv the internal
audit function may be the same as, or be similar ta, fite further audit
procedures that the external auditor would ‘lesign and perform.
Accordingly, subject to the requirements st this SAS, the external
auditor may determine that it is appropriate to use the work of the
internal audit function to modify the nature or timing, or reduce the
extent, of further audit procedures'to be performed directly by the
external auditor. The internal aud:t-function may have performed, or
may be planning to perform

* tests of relevant controls upon which the external audi-
tor intends to rely in determining the nature, timing, and
extent of substantive procedures. For example, the work
of the internal audit function may include tests of rel-
evarit controls that address the risks of material misstate-
ment related to the completeness of accounts payable. The
results of the internal audit function’s tests may provide
evidence about the effectiveness of controls and, accord-
ingly, the external auditor may be able to use such tests of
controls performed by the internal audit function to mod-
ify the nature or timing, or reduce the extent of, testing of
controls the external auditor would otherwise have per-
formed directly.

e substantive procedures. For example, the internal audit
function, as part of its work, may confirm certain accounts
receivable and observe certain physical inventories. By

¥ Paragraph .06 of AU-C section 330.
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using such work of the internal audit function in obtaining
audit evidence, the external auditor may be able to change
the timing of the confirmation procedures, the number
of accounts receivable to be confirmed, or the number of
locations of physical inventories to be observed.

The internal audit function’s plan may also include procedures
related to financial information of components of a group. The
external auditor may coordinate work with the internal auditors (in
accordance with paragraph 20 of this SAS) and reduce the number
of the entity’s components at which the external auditor would oth-
erwise need to perform audit procedures in accordance with the
requirements of AU-C section 600, Special Considerations—Audits
of Group Financial Statements (Including the Work of* Component
Auditors) (AICPA, Professional Standards).

A21. Other examples of work of the internal.audit function that
can be used in obtaining audit evidence by tlie external auditor
include the following:

e Tracing transactions througii che information system rel-
evant to financial reportin{r

e Testing of compliance'w:th regulatory requirements

A22. The external auditer: determination of the planned nature
and extent of use of the wark of the internal audit function in obtain-
ing audit evidence wilt hie influenced by the external auditor’s evalua-
tion of the extent t; which the internal audit function’s organizational
status and relevant-policies and procedures adequately support the
objectivity of the internal auditors and the level of competence of
the internal audit function in paragraph 13. In addition, the amount
of judgment needed in planning, performing, and evaluating such
work and the assessed risk of material misstatement at the assertion
level are inputs to the external auditor’s determination. Further, as
described in paragraph 14, circumstances exist in which the external
auditor cannot use the work of the internal audit function in obtain-
ing audit evidence for purpose of the audit.

A23. When evaluating whether, in aggregate, using the work of
the internal audit function to the extent planned, together with any
use of internal auditors to provide direct assistance, would result in
the external auditor still being sufficiently involved in the audit, the
external auditor may consider the external auditor’s responsibility to

21
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address all relevant requirements of this SAS, as well as the other
standards (for example, in accordance with paragraph 16, the exter-
nal auditor is required to make all significant judgments). It is not
anticipated that the external auditor’s evaluation of using work of
the internal audit function would be based on a quantitative analysis
(for example, percentage of hours spent by internal audit personnel
in respect of the work being used by the external auditor relative to
total engagement hours).

Judgments in Planning and Performing Audit Procedures and
Evaluating Results (Ref: par. 174)

A24. As the degree of judgment involved in planning and perform-
ing the audit procedures or evaluating the audit evidence increases,
the need for the external auditor to perform moie procedures
directly in accordance with paragraph 17 increases

Assessed Risk of Material Misstatement (Ref-2i:r ' 17b)

A25. For a particular account balance, eiass of transaction, or dis-
closure, the higher an assessed risk of material misstatement at the
assertion level, the more judgment is.often involved in planning and
performing the audit procedures ani evaluating the results thereof.
In such circumstances, the external auditor will need to perform
more procedures directly iit-accordance with paragraph 17 and,
accordingly, make less nse of the work of the internal audit func-
tion in obtaining sufficient appropriate audit evidence. Furthermore,
as explained in AU-C section 200," the higher the assessed risks
of material misstatement, the more persuasive the audit evidence
required by thic.external auditor will need to be and, therefore, the
external auditor will need to perform more of the work directly.

A26. As explained in AU-C section 315," significant risks require
special audit consideration and, therefore, the external auditor’s
ability to use the work of the internal audit function in relation to
significant risks will be restricted to procedures that involve limited
judgment. In addition, when the risks of material misstatement is
other than low, the use of the work of the internal audit function in
obtaining audit evidence alone is unlikely to reduce audit risk to an
acceptably low level and eliminate the need for the external auditor
to perform some tests directly.

1 Paragraph .A33 of AU-C section 200.
" Paragraph .04 of AU-C section 315.




Using the Work of Internal Auditors

A27. Carrying out procedures in accordance with this SAS may
cause the external auditor to reevaluate the assessment of the risks
of material misstatement. Consequently, this may affect the external
auditor’s determination of whether and how to use the work of the
internal audit function in obtaining audit evidence.

Communicating With Those Charged With Governance
(Ref: par. 19)

A28. In accordance with AU-C section 260, the external auditor
is required to communicate an overview of the planned scope and
timing of the audit with those charged with governance. The planned
use of the work of the internal audit function in obtaining audit evi-
dence is an integral part of the external auditor’s overall audit strat-
egy and, therefore, is relevant to those charged with governance for
their understanding of the proposed audit approach:!

Using the Work of the Internal Audit Function in Obtaining
Audit Evidence

Discussion and Coordination With the 'nternal Audit Function in
Obtaining Audit Evidence (Ref: par. (2()

A29. In discussing the planred use of the work of the internal
audit function in obtaining auait'evidence, as a basis for coordinating
the respective activities, itwiay be useful to address the following:

* The timing'ofsuch work

e The nature of the work performed

e The cxtent of audit coverage

* Materiality for the financial statements as a whole (and, if
applicable, materiality level or levels for particular classes
of transactions, account balances, or disclosures) and per-
formance materiality

e Proposed methods of item selection and sample sizes
* Documentation of the work performed

* Review and reporting procedures

12 Paragraph .11 of AU-C section 260.
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A30. Coordination between the external auditor and the internal
audit function is effective when, for example

e discussions take place at appropriate intervals throughout

the period.

¢ the external auditor informs the internal audit function of
significant matters that may affect the function.

e the external auditor is advised of, and has access to, rele-
vant reports of the internal audit function and is informed
of any significant matters that come to the attention of
the function when such matters may affect the work of
the external auditor so that the external auditor is able
to consider the implications of such matters for the audit
engagement.

Although the external auditor is not precluded fr¢m asing work that
the internal audit function has already performed, coordination of
activities between the external auditor and-iniernal audit function
is likely to be most effective when apprepriate interaction occurs
before the internal audit function performs the work.

A31. AU-C section 200" addresses the importance of the external
auditor planning and performing the audit with professional skepti-
cism, including being alert toinformation that brings into question
the reliability of documents-and responses to inquiries to be used as
audit evidence.

A32. Communication with the internal audit function throughout
the engagement niay provide opportunities for internal auditors to
bring matters tliat may affect the work of the external auditor to the
external auditor’s attention.' The external auditor is then able to
take such information into account in the external auditor’s identi-
fication and assessment of risks of material misstatement. In addi-
tion, if such information may be indicative of a heightened risk of a
material misstatement of the financial statements or may be regard-
ing any actual, suspected, or alleged fraud, the external auditor can
take this into account in the external auditor’s identification of risk of
material misstatement due to fraud in accordance with AU-C section
240, Consideration of Fraud in a Financial Statement Audit (AICPA,
Professional Standards).

1% Paragraphs .17 and .A22 of AU-C section 200.
! Paragraph .A120 of AU-C section 315.
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Procedures to Determine the Adequacy of the Work of the
Internal Audit Function (Ref: par. 22-23)

A33. The external auditor’s audit procedures on the body of work
of the internal audit function as a whole that the external auditor
plans to use provide a basis for evaluating the overall quality of the
function’s work and the objectivity with which it has been performed.

A34. The procedures the external auditor may perform to evaluate
the quality of the work performed and the conclusions reached by
the internal audit function, in addition to reperformance in accor-
dance with paragraph 23, include the following:

* Making inquiries of appropriate individuals within the
internal audit function

* Observing procedures performed by the internal audit
function

* Reviewing the internal audit functis:’s'work program and
working papers

A35. The more judgment involved, t'i=-higher the assessed risk of
material misstatement, the less the intcinal audit function’s organiza-
tional status and relevant policies-+nd procedures adequately support
the objectivity of the internal auditors, or the lower the level of com-
petence of the internal audit-f1inction, the more audit procedures are
needed to be performed by the external auditor on the overall body
of work of the internat-zudit function to support the decision to use
the work of the function in obtaining sufficient appropriate audit evi-
dence on which'«o base the audit opinion.

Reperformance (Ref: par. 23)

A36. For purposes of this SAS, reperformance involves the exter-
nal auditor’s independent execution of procedures to validate the
conclusions reached by the internal audit function. This objective
may be accomplished by examining items already examined by the
internal audit function or sufficient other similar items not actually
examined by the internal audit function. Reperformance provides
more persuasive evidence regarding the adequacy of the work of the
internal audit function compared to other procedures the external
auditor may perform, as described in paragraph A34. Although it is
not necessary for the external auditor to reperform some of the work
of the internal audit function in each area that is being used, some
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reperformance is required on the body of work of the internal audit
function as a whole that the external auditor intends to use in accor-
dance with paragraph 23. The external auditor is more likely to focus
reperformance in those areas where more judgment was exercised
by the internal audit function in planning, performing, and evaluat-
ing the results of the audit procedures and in areas of higher risk of
material misstatement.

Determining Whether, in Which Areas, and to What
Extent Internal Auditors Can Be Used to Provide Direct
Assistance

Determining Whether Internal Auditors Can Be Used to Provide
Direct Assistance for Purposes of the Audit (Ref: par. 25-26)

A37. The external auditor may obtain direct assistance from the
internal auditors to carry out audit procedures that otherwise would
be performed directly by the external auditers themselves. In such
circumstances, the internal auditors are unde: the direction, supervi-
sion, and review of the external auditor

A38. In accordance with paragrapir 25, the external auditor evalu-
ates the existence and significance of any threats to the objectivity
and level of competence of the internal auditors who will be provid-
ing direct assistance on the«ndit before assigning them to specific
tasks. Evaluating the existence and significance of threats to objectiv-
ity includes evaluating saieguards applied to reduce or eliminate the
threats.

A39. As stated inparagraph A7, objectivity refers to the ability to
perform the proposed work without allowing bias, conflict of interest,
or undue influence of others to override professional judgments. In
evaluating the existence and significance of any threats to the objec-
tivity of an individual internal auditor, the external auditor may con-
sider the extent to which the internal audit function’s organizational
status and relevant policies and procedures support the objectivity of
the internal auditors, including, for example, policies and procedures
addressing association with the division or department in the entity
to which the work relates. Additionally, other matters may come to
the external auditor’s attention that may be relevant to the external
auditor’s evaluation of the objectivity of the internal auditor.
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A40. In evaluating the level of competence of an internal auditor,
many of the factors in paragraph AS may also be relevant but in the
context of individual internal auditors and the work to which they
may be assigned.

A41. The external auditor may determine it is necessary to specifi-
cally instruct the internal auditors to keep confidential specific mat-
ters, as instructed by the external auditor, and to inform the external
auditor of any threat to their objectivity. In some situations, the
external auditor may determine it to be necessary to request writ-
ten acknowledgment from the internal auditors of having understood
such instruction by the external auditor.

Determining the Nature and Extent of Work That Can.Be
Assigned to Internal Auditors Providing Direct Assistaince
(Ref: par. 27)

A42. Paragraphs A18-A27 also provide releveny guidance in deter-
mining the nature and extent of work that=aay be assigned to the
internal auditors providing direct assistazice. As the materiality of
the financial statement amounts increaces and either the assessed
risks of material misstatement or tl'e amount of judgment involved
increases, the need for the externel auditor to perform procedures
directly increases. As these factors decrease, the need for the exter-
nal auditor to perform procedures directly decreases.

A43. In determining ite nature of work that may be assigned to
internal auditors providing direct assistance, the external auditor is
careful to limit stch ' work to those areas that would be appropriate
for internal auditors to be assigned. Examples of activities and tasks
that would not be appropriate for internal auditors to provide direct
assistance include the following:

* Making required inquiries of entity personnel or those
charged with governance related to the identification of
fraud risks and determining the procedures to respond to
such risks!'

e Determination of unpredictable audit procedures as
addressed in AU-C section 240

15 Paragraphs .17-.21 of AU-C section 240, Consideration of Fraud in a Financial Statement
Audit (AICPA, Professional Standards).
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Using Internal Auditors to Provide Direct Assistance (Ref: par. 18
and 29-31)

A44. If the external auditor plans to use the internal audit function
in obtaining audit evidence and also plans to use internal auditors to
provide direct assistance, only one evaluation would be necessary to
address the requirements of paragraphs 18 and 29.

A45. The written acknowledgment required by paragraph 30 may
be included within the audit engagement letter (or other suitable
form of written agreement of the terms of engagement)'® or could
be included in a separate document prepared by the external auditor
and acknowledged in writing by management or those charged with
governance, as appropriate.

A46. The direction, supervision, and review by the ¢xternal auditor
of the audit procedures performed by the internai auditors need to
be sufficient in order for the external auditor to be satisfied that suf-
ficient appropriate audit evidence has been.cbiained to support the
conclusions based on that work. Becauseiz: dividuals in the internal
audit function are not independent of tii=entity as is required of the
external auditor when expressing an Gyinion on financial statements,
the external auditor’s involvemeri.in these circumstances may be of
a different nature or more extensive than if members of the engage-
ment team perform the woric

A47. The nature, timirnig, and extent of direction, supervision, and
review of the audit pracedures performed by the internal auditors is
also dependent ci the outcome of the external auditor’s evaluation
of the objectiyity anid the level of competence of, and the nature and
extent of audivprocedures to be performed by, the internal auditors.
Directing and supervising the internal auditors involves informing
them of their responsibilities, the objectives of the procedures they
are to perform, and matters that may affect the nature, timing, and
extent of audit procedures, such as possible accounting and audit-
ing issues. In reviewing the work performed by the internal auditors,
the external auditor’s considerations include whether the evidence
obtained is sufficient and appropriate in the circumstances, and that
it supports the conclusions reached.

16 See paragraph .10 of AU-C section 210, Terms of Engagement (AICPA, Professional
Standards).
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A48.

Appendix A—Amendments to SAS No. 122
Section 315, Understanding the Entity and
Its Environment and Assessing the Risks of
Material Misstatement

(Boldface italics denotes new language. Deleted text is shown in
strikethrough.)
[No amendments to paragraphs .01-.05.]

.06 The risk assessment procedures should include the following;

a. Inquiries of management, appropriaie individuals
within the internal audit function (if such function
exists), and others within the entity who, in the auditor’s
professional judgment, may have information that is likely
to assist in identifying risks of material misstatement due to
fraud or error (Ref: par. .A6i

b. Analytical procedures (Ret:-par. .AT-.A10)

c. Observation and inspection (Ref: par. .A11)
[No amendments to paragravus .07—.23.]

.24 If the entity has-aq internal audit function,’ the auditor should

obtain an understanding of-thefolowing-inorderto-determine

whether-the-interratanditfunctionistikely to-berelevant-to-the
audit:

a—The the nature of the internal audit function’s responsi-
bilities, how the function fits in the entity’s organizational
structure, and

b—The the activities performed or to be performed. by-the
internat-audit-function (Ref: par. .A104—.A106)

3 Paragraph .13 of AU-C section 610, Using the Work of
Internal Auditors, defines the term internal audit function for
purposes of GAAS.

[Footnotes 3—4 renumbered. ]

[No amendments to paragraphs .25-.A5.]
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Inquiries of Management and Others Within the Entity
(Ref: par. .060q)

.A6  Much of the information obtained by the auditor’s inquiries
is obtained from management and those responsible for financial
reporting. Information may also be obtained by the auditor
through inquiries with the internal audit function, if the entity
has such a function, and others within the entity.

A7 Howeverthe The auditor also may obtain information or a
different perspective in identifying risks of material misstatement
through inquiries of others within the entity and other employees
with different levels of authority. For example

* inquiries directed toward those charged with governance
may help the auditor understand the enviroiinient in which
the financial statements are prepared. AU-C section 260°
identifies the importance of effective two-way commu-
nication in assisting the auditor ‘o ¢btain information
from those charged with gover=ance in this regard.

* inquiries ¢f ‘employees involved in initiating, authorizing,
processing; or recording complex or unusual transactions
may-t.eip the auditor to evaluate the appropriateness of the
selection and application of certain accounting policies.

* inquiries directed toward in-house legal counsel may pro-
vide information about such matters as litigation, com-
pliance with laws and regulations, knowledge of fraud or
suspected fraud affecting the entity, warranties, postsales
obligations, arrangements (such as joint ventures) with
business partners, and the meaning of contract terms.

* inquiries directed toward marketing or sales personnel
may provide information about changes in the entity’s mar-
keting strategies, sales trends, or contractual arrangements
with its customers.
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* inquiries directed to the risk management function
(or those performing such roles) may provide infor-
mation about operational and regulatory risks that
may affect financial reporting.

* inquiries directed to information systems personnel
may provide information about system changes, sys-
tem or control failures, or other information system-
related risks.

§ Paragraph .05d of AU-C section 260, The Auditor’s Com-
munication With Those Charged With Governance.

.A8 Because obtaining an understanding of the entity and
its environment is a continual, dynamic process, the auditor’s
inquiries may occur throughout the audit engage:nent.

Inquiries of the Internal Audit Function

A9 If an entity has an internal audit furiction, inquiries of the
appropriate individuals within the func:ion may provide infor-
mation that is useful to the extern«wi-auditor in obtaining an
understanding of the entity and its cnvironment and in identi-
fying and assessing risks of maierial misstatement at the finan-
cial statement and assertior. levels. In performing its work, the
internal audit function is.iixely to have obtained insight into
the entity’s operations snd business risks and may have find-
ings based on its wovk, such as identified control deficiencies or
risks, that may pirovide valuable input into the external audi-
tor’s understoading of the entity, the external auditor’s risk
assessments cv other aspects of the audit. The external audi-
tor’s inquiries, therefore, are made regardless of whether the
external auditor expects to use the work of the internal audit
function to modify the nature or timing or reduce the extent
of audit procedures to be performed.” Inquiries of particular
relevance may be about matters the internal audit function has
raised with those charged with governance and the outcomes
of the function’s own risk assessment process.

" The relevant requirements are contained in AU-C section
610, Using the Work of Internal Auditors.

.A10 If, based on responses to the external auditor’s inquiries,
it appears that there are findings that may be relevant to the
entity’s financial reporting and the audit, the external auditor
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may consider it appropriate to read related reports of the
internal audit function. Examples of reports of the internal
audit function that may be relevant include the function’s
strategy and planning documents and reports that have been
prepared for management or those charged with governance
describing the findings of the internal audit function’s
examinations.

\Al1 In addition, in accordance with AU-C section 240, if
the internal audit function provides information to the external
auditor regarding any actual, suspected, or alleged fraud, the
auditor takes this into account in the external auditor’s identi-
fication of risk of material misstatement due to fraud.

8 Paragraph .19 of AU-C section 240.

.Al12 Appropriate individuals within the interial audit func-
tion with whom inquiries are made are those who, in the
external auditor’s judgment, have the appropriate knowledge,
experience, and authority (such as t!. chief internal audit
executive or, depending on the circuinstances, other personnel
within the function). The external cuditor may also consider it
appropriate to have periodic riv2tings with these individuals.

Considerations Specific to Governmental Entities (Ref: par. .06q)

.Al13 External auditors of governmental entities often have
additional responsibiiities with regard to internal control and
compliance witk applicable laws and regulations. Inquiries
of appropriaiz individuals in the internal audit function can
assist the external auditors in identifying the risk of material
noncompliance with applicable laws and regulations and the
risk of deficiencies in internal control over financial reporting.

[Paragraphs .A7—.A73 renumbered. Footnotes 6-13 renumbered. ]
[Paragraph .A80 included for contextual information only.]

AT3 .A80 Audit evidence for elements of the control environment.
Relevant audit evidence may be obtained through a combination of
inquiries and other risk assessment procedures, such as corroborat-
ing inquiries through observation or inspection of documents. For
example, through inquiries of management and employees, the audi-
tor may obtain an understanding of how management communicates
to employees through management’s views on business practices
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and ethical behavior. The auditor may then determine whether rel-
evant controls have been implemented by considering, for example,
whether management has a written code of conduct and whether it
acts in a manner that supports the code.

.A81 The auditor may also consider how management has
responded to the findings and recommendations of the inter-
nal audit function regarding identified deficiencies in internal
control relevant to the audit, including whether and how such
responses have been implemented and whether they have been
subsequently evaluated by the internal audit function.

[Paragraphs .A74-.A103 renumbered. ]

\A112 Internal audit function (Ref: par. .24). If the entity has
an internal audit function, obtaining an understanding of that
function contributes to the external auditor’s wnderstanding
of the entity and its environment, includis'g)internal control;
this also includes the role that the functicw plays in the entity’s
monitoring of internal control over fivincial reporting. This
understanding, together with the ivformation obtained from
the external auditor’s inquiries in paragraph .06a, may also
provide information that is aivectly relevant to the external
auditor’s identification and assessment of the risks of material
misstatement.

AXO4 A113  Interrni wnditfunction{fefpar—24)—The entity’s

internal audit functicn is likely to be relevant to the audit if the
nature of the inter 1al audit function’s responsibihties and assur-

auditor expeCLS to use the work of the internal auditors to modlfy
the nature or timing or reduce the extent of audit procedures to be
performed. If the auditor determines that the internal audit function
is likely to be relevant to the audit, section 610, Using the Work

of Internal Auditors,TheAuditor’s-Considerationof the-tnternat
Audit Function-inanAudit-of Financiat-Statements;™" applies.

33




34 Statement on Auditing Standards No. 128

A105 .A114 The objectives and scope of an internal audit func-
tion and therefore; the nature of its responsibilities and its status
within the organization, including the function’s authority and
accountability, vary widely and depend on the size and structure of
the entity and the requirements of management and those charged
with governance. These matters may be set out in an internal
audit charter or terms of reference.

\A115 The responsibilities of an internal audit function may
include for-exampte; monitoring-of-intermat-centrolrisk-manage=
ment;and reviewof comphance-withtaws-anivgulations: perform-
ing procedures and evaluating the resuvits to provide assurance
to management and those chargea.ivith governance regard-
ing the design and effectiveness c; risk management, internal
control, and governance procesies. The internal audit func-
tion may play an important vole in the entity’s monitoring of
internal control over financial reporting.

However, the responsibilities of the internal audit function may be

limited-tothereview focused on evaluating of the economy, effi-

ciency, and effectlvcness of operations;for-example;and;accord-
W%eﬁ-ﬂﬁeﬁtﬂy&rﬁﬁaﬂmjﬁrﬁﬁg—an% if so,
the work of tie junction may not directly relate to the entity’s
financial reporting.

\A116 The external auditor’s inquiries of appropriate indi-
viduals within the internal audit function, in accordance with
paragraph .06a, help the external auditor obtain an under-
standing of the nature of the internal audit function’s respon-
sibilities. If the external auditor determines that the function’s
responsibilities are related to the entity’s financial reporting,
the external auditor may obtain further understanding of the
activities performed, or to be performed, by the internal audit
function by reviewing the internal audit function’s audit plan
for the period, if any, and discussing that plan with the appro-
priate individuals within the function.
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A106 .A117 1If the nature of the internal audit function’s respon-
sibilities and assurance activities is is related to the entity’s finan-

cial reporting,the-external-anditor’s-consideration-of the-activittes

the external auditor may be able to use the work of the inter-
nal audit function to modify the nature or timing, or reduce
the extent, of audit procedures to be performed directly by the
external auditor in obtaining audit evidence. External auditors
may be more likely to use the work of an entity’s internal audit
function when it appears, for example, based on experience in
previous audits or the external auditor’s risk assessment proce-
dures, that the entity has an internal audit function that is ade-
quately and appropriately resourced relative *o the size of the
entity and the nature of its operations and has-a direct report-
ing relationship to those charged with goverizance.

\A118 If, based on the external audits:’s preliminary under-
standing of the internal audit func:ion, the external auditor
expects to use the work of the interial audit function to modify
the nature or timing, or reduce the extent, of audit procedures
to be performed, AU-C sectior §10 applies.

\Al119 As is further discisssed in AU-C section 610, the activi-
ties of an internal cvdis function are distinct from other moni-
toring controls that may be relevant to financial reporting,
such as reviews of management accounting information that
are designed i contribute to how the entity prevents or detects
misstatements.

.A120 Establishing communications with the appropriate
individuals within an entity’s internal audit function early
in the engagement, and maintaining such communications
throughout the engagement, can facilitate effective sharing
of information. It creates an environment in which the exter-
nal auditor can be informed of significant matters that may
come to the attention of the internal audit function when
such matters may affect the work of the external auditor.
AU-C section 200 addresses the importance of the external
auditor planning and performing the audit with professional
skepticism, including being alert to information that brings
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into question the reliability of documents and responses to
inquiries to be used as audit evidence. Communication with
the internal audit function throughout the engagement may
provide opportunities for internal auditors to bring such infor-
mation to the external auditor’s attention. The external auditor
is then able to take such information into account in the exter-
nal auditor’s identification and assessment of risks of material
misstatement.

[Paragraphs .A107—.A144 renumbered. ]
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Appendix B—Amendment to Statement on
Quality Control Standards No. 8 and Other
Amendments to SAS No. 122

Amendment to Statement on Quality Control Standards
No. 8, A Firm’s System of Quality Control (Redrafted)
(AICPA, Professional Standards, QC sec. 10)

(Boldface italics denotes new language. Deleted text is shown in
strikethrough.)

[No amendments to paragraphs .01-.12. ]

Definitions

.13 For purposes of SQCSs, the following terms have the meanings
attributed as follows:

[Paragraph .13 is reproduced here i part. There are no additional
amendments to paragraph .13.]

Engagement team. All partaers and staff performing the engage-
ment and any individuals engaged by the firm or a network firm
who perform procedures on the engagement. This excludes
external specialists-engaged by the firm or a network firm.™!

The term cngugement team also excludes individu-
als withia #h.e client’s internal audit function who pro-
vide airect assistance on an audit engagement when
the external auditor complies with the requirements of
AU-C section 610, Using the Work of Internal Auditors.

1 [Footnote omitted for purposes of this SAS.]

[No amendments to paragraphs .14—.AS1.]
Other Amendments to SAS No. 122

(Boldface italics denotes new language. Deleted text is shown in

strikethrough.)
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AU-C Section 200, Overall Objectives of the Independent
Auditor and the Conduct of an Audit in Accordance With
Generally Accepted Auditing Standards

[No amendments to paragraphs .01-.A76.]

Complying With Relevant Requirements
Relevant Requirements (Ref: par. .24)

A77 1In some cases, an AU-C section (and therefore all of its
requirements) may not be relevant in the circumstances. For exam-

ple, if an entity does not have an internal audit function, nothing in
sectlon 610 Usmg the Work of Internal Audztors, FheAuditor's

[No amendmetits <G paragraphs .A78—.AS6.]

AU-C Section 220, Quality Control for an Engagement
Conducted in Accordance With Generally Accepted
Auditing Standards

[No amendments to paragraphs .01-.08.]

Definitions

.09 For purposes of GAAS, the following terms have the meanings
attributed as follows:

[Paragraph .09 is reproduced here in part. There are no additional
amendments to paragraph .09.]
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Engagement team. All partners and staff performing the engage-
ment and any individuals engaged by the firm or a network firm
who perform audit procedures on the engagement. This excludes
an auditor’s external specialist engaged by the firm or a network
firm .5
The term engagement team also excludes individu-
als within the client’s internal audit function who pro-
vide direct assistance on an audit engagement when

the external auditor complies with the requirements of
AU-C section 610, Using the Work of Internal Auditors.

5 [Footnote omitted for purposes of this proposed SAS.]

[No amendments to paragraphs .10—.A36.]

AU-C Section 230, Audit Documentation
[No amendments to paragraphs .01-.A21.]

.A22 The documentation requirement anp'ies only to require-
ments that are relevant in the circumstaricss. A requirement is not
relevant™ !° only in the cases in which

a. the AU-C section is nct s+ levant (for example, if an entity
does not have an interaa'audit function, nothing in section
610, Using the Weri: of Internal Auditors TheAuditor's
Gomrflm‘ahmrcL%e—b#mﬁmhﬁ-wdt#mehmﬁn—mﬁmﬂht
of Financial Sttements,™ is relevant); o

b. the requirement is conditional and the condition does not
exist (for'example, the requirement to modify the audi-
tor’s opinion when there is an inability to obtain sufficient
appropriate audit evidence, and there is no such inability).

fn 10 [

Footnote omitted for purposes of this SAS.]
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[No amendments to paragraphs .A23—.A30. ]

AU-C Section 240, Consideration of Fraud in a Financial
Statement Audit

[No amendments to paragraphs .01-.18.]

.19 TFor those entities that have an internal audit function,™ ¢ the
auditor should make inquiries of appropriate individuals within
the internal audit function to obtain their its views about the risks of
fraud; determine whether they have ithas knowledge of any actual,
suspected, or alleged fraud affecting the entity; whether they have it
has performed any procedures to identify or detect fraud during the
year; and whether management has satisfactorily responded to any
findings resulting from these procedures.

6 Section 610, Using the Work of Intcinal Auditors, provides
guidance in audits of those entities tha‘ M ve an internal audit func—

Appendix A—Examples of Fraud Risk Factors (Ref: par.
11, .24, and .A30)

AT5

[Paragraph .A75 is reproduced here in part. There are no additional
amendments to paragraph .A75.]
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Risk Factors Relating to Misstatements Arising From
Fraudulent Financial Reporting

Opportunities

Internal control components are deficient as a result of the following:

e Inadequate monitoring of controls, including automated
controls and controls over interim financial reporting
(when external reporting is required)

* High turnover rates or employment of staff in accounting,
internal-audit;or IT, or the internal audit function who
staff are not effective

* Accounting and information systems that are not effective,
including situations involving significant déficiencies or
material weaknesses in internal control

e Weak controls over budget preparatien and development
and compliance with law or regulation:

A

[No amendments to paragraphs .A77— A7&:]

AU-C Section 260, The Auditar’s Communication With
Those Charged With Goverticitice

[No amendments to paragravhic .01-.A19.]
.A20 Matters communicated may include the following:

e How the auditor proposes to address the significant risks of
material pusstatement, whether due to fraud or error

e The auditor’s approach to internal control relevant to the
audit including, when applicable, whether the auditor will
express an opinion on the effectiveness of internal control
over financial reporting

e The application of materiality in the context of an audit,
as discussed in section 320, Materiality in Planning and
Performing an Audit

o If the entity has an internal audit function,the-extentto
which how the auditor wittuse-the-work-of-internataudit
and-how-the-external and the internal auditors can best
work together in a constructive and complementary
manner, including any planned use of the work of the
internal audit function in obtaining audit evidence
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and the nature and extent of any planned use of inter-
nal auditors to provide direct assistance.

[No amendments to paragraphs .A21-.A37.]

.A38 Before communicating matters with those charged with gov-
ernance, the auditor may discuss them with management unless that
is inappropriate. For example, it may not be appropriate to discuss
with management questions of management’s competence or integ—
rity. In addition to recognizing management’s responsibility, these
initial discussions may clarify facts and issues and give management
an opportunity to provide further information and explanations.
Similarly, when the entity has an internal audit function, the auditor
may discuss matters with the appropriate individuals within the
function mternat-auditor before communicating with those charged

with governance.
[No amendments to paragraphs .A39—.A44.]

.A45 As discussed in paragraph .Al, effcctive two-way communi-
cation assists both the auditor and those.charged with governance.
Further, section 315 identifies particination by those charged with
governance, including their interaction with the internal auditors
function (if any) and external auditors, as an element of the entity’s
control environment. Inadeq:;:«te two-way communication may indi-
cate an unsatisfactory contrel environment, which will influence the
auditor’s assessment of ilie risks of material misstatements. There is
also a risk that the auditor may not have obtained sufficient appropri-
ate audit evidence to form an opinion on the financial statements.

[No amendments to paragraphs .A46—.A49.]

AU-C Section 265, Communicating Internal Control
Related Matters Identified in an Audit

[No amendments to paragraphs .A1-.A25.]

.A26 If the auditor has communicated deficiencies in internal
control, other than significant deficiencies or material weaknesses,
to management in a prior period and management has chosen not
to remedy them for cost or other reasons, the auditor need not
repeat the communication in the current period. The auditor also
is not required to repeat information about such deficiencies if the
information has been previously communicated to management by
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other parties, such as the internal auditers function or regulators.
However, the auditor may consider it appropriate to recommunicate
these other deficiencies if there has been a change of management
or if new information has come to the auditor’s attention that alters
the prior understanding of the auditor and management regarding
the deficiencies. Nevertheless, the failure of management to remedy
other deficiencies in internal control that were previously commu-
nicated may become a significant deficiency requiring communica-
tion with those charged with governance. Whether this is the case
depends on the auditor’s professional judgment in the circumstances.

[No amendments to paragraphs .A27-.A39. |

AU-C Section 300, Planning an Audit
[No changes to paragraphs .01-.A24.]
A25

[Paragraph .A25 is reproduced here in part. There are no additional
amendments to paragraph .A25.]

Appendix—Considerations in Cstablishing the Overall
Audit Strategy (Ref: par. .07-.08/and .A9-.A12)

Characteristics of the Engagcment

The following are seme examples of characteristics of the
engagement:

e The financial reporting framework on which the financial
inforniation to be audited has been prepared, including
any need for reconciliations to another financial reporting
framework

e Industry specific reporting requirements, such as reports
mandated by industry regulators

* The expected audit coverage, including the number and
locations of components to be included

e The nature of the control relationships between a parent
and its components that determine how the group is to be
consolidated

e The extent to which components are audited by other
auditors
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The nature of the business divisions to be audited, includ-
ing the need for specialized knowledge

The reporting currency to be used, including any need for
currency translation for the audited financial information

The need for statutory or regulatory audit requirements
(for example, the Office of Management and Budget
Circular A-133, Audits of States, Local Governments, and
Non-Profit Organizations)

Whether
the entity has an internal audit function and, if so,
whether (in which areas and to what extent) the work
of the internal audit function can be us<a in obtain-
ing audit evidence or whether internai cuditors can
be used to provide direct assistance

The entity’s use of service organiza‘iciss and how the audi-
tor may obtain evidence conceriing the design or opera-
tion of controls performed by them

The expected use of audit ¢vidence obtained in previous
audits (for example, ani!it evidence related to risk assess-
ment procedures and tests of controls)

The effect of IT 1. the audit procedures, including the
availability of data and the expected use of computer
assisted avait techniques

The coordination of the expected coverage and timing of
the avdit work with any reviews of interim financial infor-
mation and the effect on the audit of the information
obtained during such reviews

The availability of client personnel and data

AU-C Section 402, Audit Considerations Relating to an
Entity Using a Service Organization

[No changes to paragraphs .01-.22. ]
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Obtaining an Understanding of the Services Provided
by a Service Organization, Including Internal Control
Sources of Information (Ref: par. .09)
Al Information about the nature of the services provided by a
service organization may be available from a wide variety of sources,
such as the following:

e User manuals

* System overviews

e Technical manuals

* The contract or service level agreement between the user
entity and the service organization

* Reports by service organizations, the internal auditers
function, or regulatory authorities on ¢ontrols at the ser-
vice organization

* Reports by the service auditor, if available

[No changes to paragraphs .A2—.A44.]

AU-C Section 500, Audit Evideciice
[No changes to paragraphs .01'-.A51.]

.A52 In some cases, the-auditor may intend to use information
produced by the entity tor other audit purposes. For example, the
auditor may intend to use the entity’s performance measures for the
purpose of analyticzl procedures or use the entity’s information pro-
duced for momnrioring activities such as internmalauditor’s reports of
the internal audit function. In such cases, the appropriateness of
the audit evidence obtained is affected by whether the information is
sufficiently precise or detailed for the auditor’s purposes. For exam-
ple, performance measures used by management may not be precise
enough to detect material misstatements.

[No changes to paragraph .A53.]

AU-C Section 550, Related Parties
[No changes to paragraphs .01-.A14.]
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The Entity’s Controls Over Related Party Relationships and
Transactions (Ref: par. .15)

.A15 Others within the entity are those considered likely to have
knowledge of the entity’s related party relationships and transactions
and the entity’s controls over such relationships and transactions.
These may include, to the extent that they do not form part of man-
agement, the following;

e Those charged with governance

e Personnel in a position to initiate, authorize, process,
or record transactions that are both significant and out-
side the entity’s normal course of business and those who
supervise or monitor such personnel

e The tinternal auditors function
* In-house legal counsel
e The chief ethics officer or equivalent nerson

* Chief compliance officer
[No changes to paragraph .A16.]

.A17 In meeting the requiremerit of section 315 to obtain an
understanding of internal contrc! ‘the auditor may consider features
or elements relevant to mitigating the risks of material misstatement
associated with related party relationships and transactions, such as
the following:™ %

e Internalethical codes, appropriately communicated to the
entity = personnel and enforced, governing the circum-
stanices in which the entity may enter into specific types of
related party transactions

* Policies and procedures for open and timely disclosure of
the interests that management and those charged with gov-
ernance have in related party transactions

e The assignment of responsibilities within the entity for
identifying, recording, summarizing, and disclosing related
party transactions

e Timely disclosure and discussion between management
and those charged with governance of significant related
party transactions outside the entity’s normal course of
business, including whether those charged with gover-
nance have appropriately challenged the business rationale
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of such transactions (for example, by seeking advice from
external professional advisors)

Clear guidelines for the approval of related party trans-
actions involving actual or perceived conflicts of inter-
est, such as approval by a subcommittee of those charged
with governance comprising individuals independent of
management

Periodic reviews by the internal auditers function, when
applicable
Proactive action taken by management to resolve related

party disclosure issues, such as seeking advice from the
auditor or external legal counsel

The existence of whistle-blowing policies and procedures,
when applicable

Footnote omitted for purposes of this SAS:1

[No changes to paragraphs .A18-.A21.]

Maintaining Aleriness for Related Pcrty Information When
Reviewing Records or Documents

Records or Documents That the Auditor May Inspect (Ref: par. .16)

.A22 During the audit, the auditor may inspect records or docu-
ments that indicate theexistence of related party relationships or
transactions that manacement has not previously identified or dis-
closed to the auditor. Examples of those records or documents
include the folloiwing:

Third party confirmations obtained by the auditor (in addi-
tion to bank and legal confirmations)

Entity income tax returns
Information supplied by the entity to regulatory authorities

Shareholder registers to identify the entity’s principal
shareholders

Statements of conflicts of interest from management and
those charged with governance

Records of the entity’s investments and those of its benefit
plans

Contracts and agreements with key management or those
charged with governance
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* Significant contracts and agreements not in the entity’s
ordinary course of business

e Specific invoices and correspondence from the entity’s
professional advisors

* Life insurance policies acquired by the entity

e Significant contracts renegotiated by the entity during the
period

e Internalauditors~Reports of the internal audit function

e Capital financing arrangements with entities other than
financial institutions (for example, construction of a gov-
ernmental entity facility associated with the issuance of
debt by a related not-for-profit entity)

e Economic development arrangements for eupital additions
(for example, a governmental entity’s‘use and eventual
ownership of properties and facilities financed and oper-
ated by a company or another gevernimental entity)

[No changes to paragraphs .A23—.A52. ]

AU-C Section 600, Special Considerations— Audits of
Group Financial Statement: ()ncluding the Work of
Component Auditors)

[No changes to paragraphs.01-.A34.]

Fraud (Ref: par. .20)

.A35 The avaitcr is required to identify and assess the risks of
material misscatement of the financial statements due to fraud and to
design and implement appropriate responses to the assessed risks.™ 1
Information used to identify the risks of material misstatement of the
group financial statements due to fraud may include the following:

* Group management’s assessment of the risks that the
group financial statements may be materially misstated as a
result of fraud

e Group management’s process for identifying and respond-
ing to the risks of fraud in the group, including any specific
fraud risks identified by group management or account
balances, classes of transactions, or disclosures for which a

risk of fraud is likely
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Whether particular components exist for which a risk of

fraud is likely

How those charged with governance of the group moni-
tor group management’s processes for identifying and
responding to the risks of fraud in the group and the con-
trols group management has established to mitigate these
risks

Responses of those charged with governance of the group,
group management, appropriate individuals within the
and internal audit function (and, if considered appropri-
ate, component management, the component auditors, and
others) to the group engagement team’s inquiry whether
they have knowledge of any actual, suspected, or alleged
fraud affecting a component or the group

Footnote omitted for purposes of this propesed-SAS. ]

[No changes to paragraphs .A36—.A82.]

.A83 The group engagement team’s decision about how many
components to select in accordance with paragraph .56, which com-
ponents to select, and the type.oi work to be performed on the
financial information of the individual components selected may be
affected by factors, such as the following:

The extent of audit evidence expected to be obtained on
the financial ir.formation of the significant components

Whethei, the component has been newly formed or
acquired

Whether significant changes have taken place in the
component

Whether the internal audit function has performed work
at the component and any effect of that work on the group
audit

Whether the components apply common systems and
processes

The operating effectiveness of group-wide controls

Abnormal fluctuations identified by analytical procedures
performed at group level
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* The individual financial significance of, or the risk posed
by, the component in comparison with other components
within this category

*  Whether the component is subject to an audit required by
law or regulation or performed for another reason

Including an element of unpredictability in selecting components in
this category may increase the likelihood of identifying material mis-
statement of the components’ financial information. The selection of
components is often varied on a cyclical basis.

[No changes to paragraphs .A84—.A93.]
A94

[Paragraph .A94 is reproduced here in part. There are o additional
amendments to paragraph .A94. ]

Appendix A—Understanding the Grcup, Its
Components, and Their Environmerts—Examples of
Matters About Which the Grour liigagement Team
Obtains an Understanding (Ref: jiar. .A31)

The examples provided cover a Hroad range of matters; however, not
all matters are relevant to every group audit engagement, and the list
of examples is not necessasiiv complete.

Group-Wide Coriti'ois
Group-wide caricrels may include a combination of the following:

* Regular meetings between group and component
management to discuss business developments and review
performance

* Monitoring of components” operations and their financial
results, including regular reporting routines, which enables
group management to monitor components’ performance
against budgets and take appropriate action

e Group management’s risk assessment process (that is, the
process for identifying, analyzing, and managing business
risks, including the risk of fraud, that may result in material
misstatement of the group financial statements)
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* Monitoring, controlling, reconciling, and eliminating intra-
group account balances, transactions, and unrealized prof-
its or losses at group level

* A process for monitoring the timeliness and assessing
the accuracy and completeness of financial information
received from components

e A central IT system controlled by the same general IT con-
trols for all or part of the group

* Control activities within an IT system that are common for
all or some components

* Monitoring of controls, including activities of the internal
audit function and self-assessment programs

e Consistent policies and procedures, incliding a group
financial reporting procedures manual

* Group-wide programs, such as codes of conduct and fraud
prevention programs

* Arrangements for assigning authsrity and responsibility to
component management

The finternal audit function may b+ regarded as part of group-wide
controls, for example, when the “riernalaudit function is centralized.
Section 610, Using the Work of Internal Auditors, TheAuditor’s

' ' w2 it Function-in-anAudit-of Financiat
Statements; addresses the 'group engagement team’s evaluation of
the whether the interaal audit function’s organizational sta-
tus and relevant-policies and procedures adequately support
the competen=cand-objectivity of the internal auditors, the level
of competence of the internal audit function, and whether the
function applies a systematic and disciplined approach when
the group engagement team expects itplans to use their the func-

tion’s work.™!

1 Paragraphs .14-.15 of section 610, Using the Work of Internal
Auditors. Hor ' ' '
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[No changes to paragraph .A95.]
A96

Appendix C—Required and Additional Matters
Included in the Group Engagement Team’s Letter of
Instruction (Ref: par. .A90)

[Paragraph .A96 is reproduced here in part. There are no additional
amendments to paragraph .A96.]

The following matters are relevant to the conduct of the work of the
component auditor:

[Required matters are italicized. ]

e The findings of the group ehgagement team’s tests of con-
trol activities of a processiug system that is common for all
or some components and tests of controls to be performed
by the component suditor

o Identified signiticant risks of material misstatement of the
group finawcial statements, due to fraud or error, that
are relevant to the work of the component auditor and a
request that the component auditor communicates on a
tireziu-basis any other significant risks of material mis-
statement of the group financial statements, due to fraud
or error, identified in the component and the component
auditor’s response to such risks

* The findings of the internal audit function, based on work
performed on controls at or relevant to components

* A request for timely communication of audit evidence
obtained from performing work on the financial informa-
tion of the components that contradicts the audit evidence
on which the group engagement team originally based the
risk assessment performed at group level

* A request for a written representation on component
management’s compliance with the applicable financial
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reporting framework or a statement that differences
between the accounting policies applied to the financial
information of the component and those applied to the
group financial statements have been disclosed

e Matters to be documented by the component auditor

[No changes to paragraphs .A97-.A99. ]
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A50.

Exhibit—Comparison of Statement on Auditing
Standards No. 128, Using the Work of Internal
Auditors, With International Standard on
Auditing 610 (Revised 2013), Using the Work
of Internal Auditors

This analysis was prepared by the Audit and Attest Standards staff
to highlight substantive differences between the Statement on
Auditing Standards (SAS), Using the Work of Internal Auditors,
and International Standard on Auditing (ISA) 610 (Revised 2013),
Using the Work of Internal Auditors, and the ratienale therefore.
This analysis is not authoritative and is prepared tor informational
purposes only. It has not been acted on or revicw=d by the Auditing
Standards Board (ASB).

The ASB also made various changes-to the language throughout
the SAS in comparison with ISA 610 (hevised 2013). Such changes
were made to use terms applicable’in the United States and to
make SAS No. 128 easier to redd and apply. The ASB believes that
such changes will not createaifierences between the application of
ISA 610 (Revised 2013) and the application of SAS No. 128 and,
accordingly, these differences are not subsequently discussed.

Using Internal Auditors to Provide Direct Assistance

Substantive dificrences related to the requirements of the SAS and
ISA 610 (Revised 2013) are subsequently described.

Determining the Nature and Extent of Work That Can Be Assigned
to Internal Auditors Providing Direct Assistance

The ASB did not include paragraph 30 of ISA 610 (Revised 2013) in
the SAS; this paragraph precludes the external auditor’s use of inter-
nal auditors to provide direct assistance in specified circumstances.
The ASB believes that the requirements in paragraphs 30a and 30b
were not necessary in the context of audits of nonissuers in the United
States. These requirements are partly redundant when compared to
the requirement in paragraph 27 of the SAS regarding the need for
the auditor to consider the amount of judgment involved in deter-
mining the nature and extent of work to assign to internal auditors
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and the nature, timing, and extent of the review thereof. Additional
application guidance was added to paragraph A42 of the SAS to fur-
ther emphasize that as materiality of the financial statement amounts
increases, and either the assessed risks of material misstatement or
the amount of judgment involved increases, the need for the external
auditor to perform procedures directly increases. The ASB further
concluded that the requirements in paragraphs 30c and 30d were not
necessary because an appropriate assessment of the objectivity of the
internal auditors in accordance with the SAS would result in a con-
clusion that it would not be appropriate for internal auditors” work to
be used in the situations addressed by those paragraphs.

Paragraph 31 of ISA 610 (Revised 2013) establishes a requirement
that, in communicating with those charged with governance, an over-
view of the planned scope and timing of the audit in-at.cordance with
ISA 260, Communication with Those Charged with *Zovernance, the
external auditor should communicate the natare‘and extent of the
planned use of internal auditors to provide direct assistance so as to
reach a mutual understanding that such“wse is not excessive in the
circumstances of the engagement. The 2.5B decided to revise para-
graph 31 of ISA 610 (Revised 2013) to improve the clarity of the
requirement and eliminate thevoquirement to explicitly obtain a
mutual understanding with those.charged with governance that the
proposed nature and externtof the use of internal auditors to pro-
vide direct assistance is hot excessive because it was not considered
necessary in the contextof audits of nonissuers in the United States.
Making the communication required by paragraph 28 of the SAS
provides those:ciarged with governance the opportunity to voice any
concerns.

Using Internal Auditors to Provide Direct Assistance

Paragraph 33b of ISA 610 (Revised 2013) requires that, prior to
using internal auditors to provide direct assistance for purposes of
the audit, the external auditor obtain written agreement from the
internal auditors that they will keep confidential specific matters
as instructed by the external auditor and inform the external audi-
tor of any threat to their objectivity. Given the established practice
and historical experience of using internal auditors to provide direct
assistance, the ASB did not believe that it was necessary to include
this requirement for the audits of nonissuers in the United States.
However, the ASB added application material to indicate that the
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auditor may determine it necessary to instruct the internal auditors
to keep specific matters confidential, and in some situations, may
determine it to be necessary to request written acknowledgement
from the internal auditors of having understood such instruction (see
paragraph A41).

Paragraph 34a of ISA 610 (Revised 2013) states the following:

The external auditor shall direct, supervise and review the work per-
formed by internal auditors on the engagement in accordance with
ISA 220. In so doing:

a. The nature, timing and extent of direction, supervision, and
review shall recognize that the internal auditors are not indepen-
dent of the entity and be responsive to the outconie.of the evalu-
ation of the factors in paragraph 29 of this ISA

In paragraph 31a of the SAS, the ASB decided to delete the phrase
recognize that the internal auditors are not independent of the entity
because the ASB did not believe there was any incremental effect of
the phrase on the nature, timing, and ex{ent of the external auditor’s
required actions. The ASB also belicves that the fact that internal
auditors are not independent of thie entity is already implicit in, and
encompassed by, the external auditor’s evaluation of the factors in
paragraph 27 of the SAS.

The ASB decided to add paragraph 315, which represents a require-
ment to instruct inteineal auditors to bring accounting and auditing
issues to the attention of the external auditors. The ASB believes that
it is important.t¢.aiclude this requirement, which is included in the

SAS.

Finally, in paragraph 31c, the ASB decided to revise paragraph 34b
of ISA 610 (Revised 2013) to express the requirement in terms more
commonly understood in the United States and that are more consis-
tent with the terminology in the SAS.
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Note: Statemenis.on Auditing Standards are issued by the Auditing Standards
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of Professional Conduct requires compliance with these standards in an audit of a
nonissuer.
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