Select Auditing Considerations for the 2015 Audit Cycle
We are pleased to release our Select Auditing Considerations for the 2015 Audit Cycle (the 2015 Alert),
which is our third annual alert of this type and represents a part of the profession’s commitment to
continuously strengthening audit quality. The 2015 Alert can be a useful resource for our member firms
and is intended to serve as a reminder of certain auditing considerations that may be relevant for the 2015
audit cycle. The 2015 Alert discusses some of the more judgmental or complex audit areas, including some
of those identified by the Public Company Accounting Oversight Board (PCAOB) through its inspection
process and published in the October 2015 PCAOB Staff Inspection Brief. While the 2015 Alert highlights
certain areas for consideration, it should not be relied upon as definitive or all-inclusive, and should be read
in conjunction with the applicable rules, standards, and guidance in their entirety.
The executive summary provides a high level synopsis of the key topical areas that the 2015 Alert will
cover. Following the summary, starting on page four, is more context around each topic, as well as useful
resources our member firms may reference as they prepare for the 2015 audit cycle.
Executive Summary
Professional Skepticism
Certain recent PCAOB inspections linked identified findings or deficiencies to a lack of due professional
care. Audit standards specify that due professional care requires the exercise of professional skepticism,1
which is an attitude that includes a questioning mind and a critical assessment of the appropriateness and
sufficiency of audit evidence.
Internal Control over Financial Reporting
In a speech given in August of 2015, PCAOB Board Member Jeanette M. Franzel acknowledged continued
inspection focus on “whether firms had obtained sufficient audit evidence to support audit opinions on the
effectiveness of ICFR.” More common areas of deficiencies identified as part of the 2015 inspection cycle
were:




Selecting the appropriate control to test supporting the auditor's conclusion about whether the
company's controls sufficiently address the assessed risk of misstatement;
Responding to the risk of fraud or error detection through testing design effectiveness to determine
if the company’s controls satisfy the control objectives; and
Testing the operating effectiveness of the controls.

In addition to the reminders included in this Alert, auditors are encouraged to read Staff Audit Practice
Alert No. 11, Considerations for Audits of Internal Control Over Financial Reporting, (Practice Alert No.
11) for a more thorough examination of various areas of concern identified during the 2014 - 2015
inspection cycles.

See paragraphs 7 – 9, AU sec. 230 Due Professional Care in the Performance of Work, and paragraph 7, Auditing Standard No.
13, The Auditor’s Responses to the Risks of Material Misstatement.
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Risk Assessment and Audit Planning
In certain inspections, the PCAOB identified deficiencies involving auditors’ failure to assess and respond
to risks of material misstatement. In these circumstances, auditors did not always sufficiently identify the
risks or respond effectively to existing risks that they had identified, such as performing tests that were
not sufficiently responsive to the assessed risks. Further, in some instances, audit files contained
insufficient documentation related to the completeness, thoroughness, and timeliness of consideration of
all applicable risks of material misstatement at the relevant assertion level.
Supervision of Other Auditors and Multi-Location Audit Engagements
The lead auditor may involve other member firms or other independent audit firms to assist with an audit
of the financial statements of one or more subsidiaries, divisions, branches, components, or investments of
the company. In certain cases, PCAOB inspections identified failures to adequately address risks of material
misstatement in lower risk2 locations and insufficient supervision of work conducted by the engagement
teams in member firm offices.
Testing Issuer-Prepared Data and Reports
Certain recent PCAOB inspections identified deficiencies in testing of the accuracy and completeness of
data and reports provided by the company’s management. Auditing Standard No. 15, Audit Evidence (AS
15) provides information about the appropriate audit considerations.
Cybersecurity
Cybersecurity is a critical issue with potentially serious implications for public companies, their boards,
investors, and other stakeholders. Cyber-incidents are occurring more frequently at entities of all sizes,
resulting from both deliberate attacks and unintentional events. While financial statement and ICFR audit
responsibilities do not encompass an evaluation of cybersecurity risks across a company’s entire IT
platform, the financial statement audit and, where applicable, the audit of ICFR, includes procedures with
respect to a company’s financial reporting systems, including evaluating the risks of material misstatement
to a company’s financial statements resulting from unauthorized access to such systems. In the event of a
cyber-incident, the auditor is also responsible for assessing the risk of material misstatement, which may
include evaluation of company’s accounting for known cybersecurity-related losses (including contingent
liabilities and claims), and for assessing the company’s financial statements and disclosures.
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See paragraph B11, Appendix B, Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.
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Revenue Recognition3
Revenue is typically a significant account, containing significant risks that warrant special audit
consideration, and therefore is often an area of focus in PCAOB inspections of registered firms. Although
it was previously discussed in the 2014 Alert, the PCAOB Staff Audit Practice Alert No. 12, Matters
Related to Auditing Revenue in an Audit of Financial Statements (Practice Alert No. 12) discusses the
application of certain requirements in PCAOB auditing standards that auditors should be mindful of when
auditing revenue under current accounting guidance.
Auditing Accounting Estimates, Including Fair Value Measurements
The auditor’s testing of management’s accounting estimates, including fair value measurements, continues
to be an area of focus in PCAOB inspections, and was a source of findings in certain recent inspections.
The findings indicate, among other matters, recurring audit deficiencies related to testing of key data and
significant assumptions used by management to develop estimates, and insufficient audit procedures when
the auditor uses the work of an auditor or company’s specialist. The issuer may engage a specialist to assist
in developing, and the auditor may engage a specialist in auditing significant accounting estimates,
particularly in those areas which require specialized skills and knowledge in a field other than accounting
and auditing.
Related Parties and Significant Unusual Transactions
PCAOB Release No. 2014-0024 resulted in the issuance of Auditing Standard No. 18, Related Parties and
amendments to other auditing standards, enhancing performance requirements in three key areas of the
audit: (1) related party transactions, (2) significant unusual transactions, and (3) a company’s financial
relationships and transactions with its executive officers. These amendments are effective for audits of
fiscal years beginning on or after December 15, 2014. As such, we remind our members of the relevant
requirements for the 2015 audit cycle.
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The Financial Accounting Standards Board (FASB) and the International Accounting Standards Board (IASB) in
May 2014 jointly adopted a converged accounting standard on revenue recognition (the new accounting standard),
which will be effective for calendar year-end companies in 2018. Audit requirements, however, remain unchanged
under the new revenue standard.
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PCAOB Release No. 2014-002, Related Parties and Amendments to Certain PCAOB Auditing Standards Regarding Significant
Unusual Transactions and Other Amendments to PCAOB Auditing Standards (PCAOB Release 2014-002).
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Professional Skepticism
The auditor is required to plan and perform his or her work with due professional care, which requires the
auditor to exercise professional skepticism.5 PCAOB auditing standards define professional skepticism as
“an attitude that includes a questioning mind and a critical assessment of audit evidence.”6 As a result,
professional skepticism should be exercised throughout the audit process, including in those areas of the
audit that involve significant management judgments, transactions that are outside the normal course of
business, and as it relates to the auditor’s consideration of fraud. In exercising professional skepticism, the
auditor should not be satisfied with less than persuasive evidence because of a belief that management is
honest. For example, when applying professional skepticism in response to identified fraud risks, an auditor
should (a) modify the planned audit procedures to obtain more reliable evidence regarding relevant
assertions and (b) obtain sufficient appropriate evidence (e.g., third-party confirmation, examination of
documentation from independent sources).
The engagement partner is responsible for setting an appropriate tone that emphasizes the need to maintain
a questioning mind throughout the audit and to exercise professional skepticism in gathering and evaluating
evidence, so that, for example, engagement team members have the confidence to challenge management
representations. The engagement partner and other senior engagement team members also should be
involved in planning, directing, and reviewing the work of other engagement team members so that matters
requiring audit attention, such as unusual matters or inconsistencies in audit evidence, are identified and
addressed appropriately.
Professional skepticism involves, among other things, considering what can go wrong with the financial
statements, performing audit procedures to obtain sufficient appropriate audit evidence (rather than merely
obtaining the most readily available evidence to corroborate management’s assertions), and critically
evaluating all evidence regardless of whether it corroborates or contradicts management’s assertions. In
addition to Practice Alert No. 10, we encourage our member firms to refer to the CAQ’s Professional
Judgment Resource, which is designed to provide auditors with an example decision-making process
intended to facilitate important auditing and accounting judgments in a professionally skeptical manner.
Internal Control over Financial Reporting
Although much of the information presented below is similar to what was reported in last year’s Alert, the
PCAOB inspection process continues to focus on these areas, many of which are highlighted by the PCAOB
in its Practice Alert No. 11.


Risk assessment and the audit of internal control over financial reporting: Risk assessment is a key
element of the top-down approach, and it underlies the entire audit process in the audit of internal
control over financial reporting. Understanding the flow of transactions and identifying the risks of
material misstatement – including the types of potential misstatements that can occur and the likely
sources of those potential misstatements – are necessary for the auditor to select appropriate controls
to test and to evaluate whether those controls adequately address the risks.
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To remind auditors of this requirement, the PCAOB issued in December 2012 Staff Practice Alert No. 10, Maintaining and
Applying Professional Skepticism in Audits (Practice Alert No. 10), certain aspects of which are discussed within the 2015 Alert.
6 See paragraph 7, AU 230.
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Selecting controls to test: The auditor should select controls that, individually or in combination, are
intended to address the identified risks of material misstatement. This includes selecting controls that
address the relevant assertions and the components of the account or disclosure with differing risks.
Some risks, including those related to complex processes or subjective estimates, may require a
combination of controls to prevent or detect misstatements. Selecting controls to test applies to both
routine and non-routine processes, such as analysis of whether long-lived assets are impaired, as well
as to nonrecurring transactions, such as a material business combination.
Additionally, Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements (AS 5) requires that a control be tested directly to
obtain evidence about its effectiveness; an auditor cannot infer that a control is effective because no
misstatements were detected by substantive procedures. In addition, when performing tests of controls
over transactions concurrently with substantive tests of those transactions (i.e., performing dualpurpose testing), the auditor’s substantive testing and tests of controls should be sufficient to meet the
objectives of both tests.



Testing management review controls: Auditors often test management review controls in audits of
internal control over financial reporting. As with other types of controls, the auditor should perform
procedures to obtain evidence about how a management review control is designed and operates to
prevent or detect misstatements.
Some management review controls operate at a level of precision that would adequately prevent or
detect material misstatements on a timely basis. Others might not operate with the necessary level of
precision, but might be effective in combination with other controls in addressing the assessed risk of
material misstatement for the relevant assertions of significant accounts. Factors that can affect the
level of precision include the following:
o
o
o
o
o
o

Objective of the review control;
Level of aggregation or disaggregation;
Consistency of performance;
Correlation to relevant assertions;
Predictability of expectations; and
Criteria for investigation.

In addition to assessing precision, an auditor is required to evaluate whether the design of management
review controls is capable of preventing or detecting potential material misstatements, which generally
involves procedures to obtain an understanding of and evaluation of the control, and may include the
following:
o
o
o

Whether the control satisfies the corresponding control objective;
Steps involved in identifying, investigating and resolving significant differences from
expectations;
Competence and authority of those performing the control;
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o
o

Frequency of performance of the control; and
The accuracy and completeness of the information used in performing the review control.

Testing operating effectiveness typically involves obtaining and evaluating evidence about the steps
performed to identify and investigate significant differences and conclusions reached in the reviewer’s
investigation, including whether potential misstatements were appropriately investigated and whether
corrective actions were taken as needed. The auditor also should take into account other relevant
evidence obtained in the audit when evaluating the effectiveness of a control, such as identified
misstatements that were not prevented or detected by the control.


Information technology (IT) considerations, including system-generated data and reports: PCAOB
auditing standards require the auditor to obtain an understanding of the company’s IT systems relevant
to financial reporting and take IT considerations into account in assessing the risks of material
misstatement.7 This includes obtaining an understanding of the extent of manual controls and automated
controls used by the company, including the IT general controls (ITGCs) that are important to the
effective operation of the automated controls. The auditor also should obtain an understanding of
specific risks to a company’s internal control over financial reporting resulting from IT. If a control
selected uses system-generated data or reports, the effectiveness of the control depends in part on the
controls over the accuracy and completeness of the system-generated data or reports. In that situation,
assessing the effectiveness of the selected control would involve testing both the selected control and
the ITGCs and IT-dependent controls over the system-generated data and reports. The existence of
control deficiencies in ITGCs may impact the auditor’s ability to conclude on the effectiveness of an
IT-dependent control, as well as affect the nature and extent of testing over other controls that rely on
such data and reports.



Roll-forward of controls tested at an interim date: Although the auditor expresses an opinion on internal
control over financial reporting as of a specific date, auditors may test some controls at an interim date.
When controls are tested at an interim date, PCAOB auditing standards require auditors to perform rollforward procedures to update the results of interim testing through the as of date of the report. The
amount of evidence needed from roll-forward procedures depends on the risks associated with the
control, the nature of the control and the results of and sufficiency of evidence obtained from interim
testing, the length of the roll-forward period, and the possibility that there were significant changes in
internal control over financial reporting since interim. Inquiry might be a sufficient roll-forward
procedure when evaluation of the preceding items indicates a low risk that the controls are no longer
effective during the roll-forward period. In other situations (e.g., when the control is complex,
subjective or otherwise higher risk; the control was not tested extensively at the interim date or there
were exceptions noted in the interim testing; the roll-forward period was significant or there were
significant changes in the control during the roll-forward period), inquiry alone may not be sufficient
and more persuasive evidence should be obtained based on the specific controls tested and their
associated risks.
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See Auditing Standard No. 12, Identifying and Assessing Risks of Material Misstatement.
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Using the work of others: PCAOB auditing standards allow the auditor to use the work of others (e.g.,
internal audit) as evidence of the effectiveness of selected controls, and AS 5 requires auditors to
evaluate the extent to which the work of others will be used. AS 5 provides that the extent to which the
work of others can be used depends on the risk associated with the control being tested and the
competence and objectivity of the persons whose work the auditor plans to use. The risk associated
with the control is the risk that a control might not be effective and, if not effective, that a material
weakness could result. As the risk associated with the control increases, the need for the auditor to
perform his or her own testing of the control increases. While the work of competent and objective
persons could be used in lower risk areas, in higher risk areas (e.g., testing complex controls, controls
that address fraud risks or that require significant judgment), use of the work of others should be limited,
if used at all. When the auditor uses the work of others, the auditor also should test and evaluate that
work, including evaluating the quality and effectiveness of the others’ work. The necessary extent of
testing of that work depends on the risk associated with the control and the competence and objectivity
of the others. In addition, the auditor should re-evaluate during its testing and review of the work of
others whether the quality of the work is consistent with the auditor’s initial assessment of competence
and objectivity.



Evaluating identified control deficiencies: In addition to control deficiencies identified during the audit
of internal control over financial reporting, control deficiencies might be identified during the audit of
the financial statements. AS 5 requires auditors to evaluate the effect of misstatements detected by
substantive procedures on the effectiveness of internal control and to evaluate the severity of each
control deficiency that comes to his or her attention to determine whether the deficiencies, individually
or in combination with other deficiencies, are material weaknesses. For example, an IT control might
not be intended to prevent or detect misstatements by itself, but an IT control deficiency might impair
the effectiveness of important IT-dependent controls across multiple accounts. Evaluating whether a
control deficiency or a combination of control deficiencies results in a material weakness requires
professional judgment and a careful analysis of the evidence obtained, including consideration of the
likelihood and potential magnitude of misstatement arising from the control deficiencies. The severity
of a deficiency does not depend on whether a misstatement actually has occurred but rather on whether
there is a reasonable possibility that the company’s controls will fail to prevent or detect a misstatement.

Auditors are encouraged to read Practice Alert No. 11, as well as AS 5, for a more thorough examination
of each of the above topics.
Risk Assessment and Audit Planning
Risk assessment procedures should be performed during the audit planning stages and are typically most
effective when there is timely participation of the engagement partner and review by the engagement quality
review partner. The planning documentation in the audit file should reflect this involvement. Audit files
should contain detailed documentation of the basis for conclusions reached in making risk assessments.
The auditor’s assessment of the risks of material misstatement, including fraud risks, should continue
throughout the audit.
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When considering these audit areas, auditors also should consider the elements of Auditing Standard No.
12, Identifying and Assessing Risks of Material Misstatement (AS 12), and Auditing Standard No. 13, The
Auditor’s Responses to the Risks of Material Misstatement (AS 13), as auditing issues identified through
certain PCAOB inspections in these areas may also be indicative of misapplication of these risk assessment
standards.
Supervision of Other Auditors and Multi-Location Audit Engagements
Supervision of Other Auditors
In accordance with Auditing Standard No. 10, Supervision of the Audit Engagement (AS 10), the
engagement partner has the responsibility to supervise the work of all engagement team members so that
the work is performed as directed and supports the conclusions reached. Paragraph 3 of AS 10 also specifies
that the engagement partner is also responsible for compliance with PCAOB standards, including standards
regarding using the work of other auditors (specifically, AU sec. 543, Part of Audit Performed by Other
Independent Auditors (AU 543)).
In instances where the auditor engages another independent accounting firm, including other member firms,
to perform parts of the audit, the auditor should apply provisions of AU 543 to determine:




Ability to serve as a principal auditor and use the work and reports of other independent auditors
who have audited the financial statements of one or more subsidiaries, divisions, branches,
components, or investments included in the financial statements presented; and
The form and content of the principal auditor's report in these circumstances.

When another independent firm or individual accountants are engaged and the provisions of AU 543 do not
apply, the auditor should supervise them in accordance with the requirements of AS 10.
When performing an integrated audit of financial statements and internal control over financial reporting,
the principal auditor should consider AS 5, paragraphs C8-C11 of Appendix C, Special Reporting
Situations, which provides direction with respect to opinions based, in part, on the report of another auditor
in an audit of internal control over financial reporting.
Multi-Location Audit Engagements
Practice Alert No. 11 addresses the effect of risk assessment on the scope of testing in multi-location
engagements. To summarize, the auditor is required to assess the risks of material misstatement to the
consolidated financial statements associated with the location or business unit and correlate the amount of
auditing attention devoted to the location or business unit with the degree of risk.8 Paragraph 12 of Auditing
Standard No. 9, Audit Planning (AS 9) lists relevant factors to assess the risk of material misstatement
associated with a location or business unit and the determination of the necessary audit procedures. In lower
risk locations, the auditor might first evaluate whether entity-level controls, including controls in place to
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See paragraph 11, AS 9 and paragraph B10, AS 5.
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provide assurance that appropriate controls exist throughout the organization, provide the auditor with
sufficient audit evidence, as further described in paragraph B11 of AS 5.
Testing Issuer-Prepared Data and Reports
Auditing Standard No. 15, Audit Evidence (AS 15) requires that when an auditor uses information produced
by the company as audit evidence, the auditor should evaluate whether information obtained is both
sufficient and appropriate for purposes of the audit. Sufficiency is the measure of the quantity of audit
evidence, and the quantity needed is affected by the risk of material misstatement (in the audit of financial
statements) or the risk associated with the control (in the audit of ICFR) and the quality of the audit evidence
obtained. As the risk of material misstatement increases, the amount of evidence that the auditor should
obtain also increases. Higher quality evidence decreases the need for additional corroborating evidence.
The appropriateness of evidence is measured by its quality; to be appropriate, evidence must be both
relevant and reliable in providing support for the related conclusions
The auditor is required to test the accuracy and completeness of the information and/or test the controls
over the accuracy and completeness of that information and evaluate whether the information is sufficiently
precise and detailed for purposes of the audit.9
Practice Alert No. 11 provides additional guidance for testing system-generated data and reports, which is
also discussed in the Internal Control over Financial Reporting section of this document on page five.
PCAOB auditing standards require the auditor to obtain an understanding of the company’s IT systems
relevant to financial reporting and take IT considerations into account in assessing the risks of material
misstatement.10
Cybersecurity
The responsibility of the independent auditor with respect to cybersecurity relates to the audit of the
financial statements and, when applicable, the audit of ICFR. Specifically, the auditor performs procedures
with respect to a company’s financial reporting systems, including evaluating the risks of material
misstatement to a company’s financial statements resulting from unauthorized access to such systems. The
auditor is also responsible for evaluating a company’s accounting for known cybersecurity related losses
and for assessing the impact on a company’s financial statements and disclosures,11 including items such
as contingent liabilities or claims, as they relate to the audit of the financial statements taken as a whole and
the impact on ICFR. As it relates to ICFR, the auditor would also be responsible for assessing the company’s
controls related to timely recording and disclosing the necessary information in the financial statements.

9

See paragraph 10, AS 15.
See AS 12.
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The U. S. Securities and Exchange Commission CF Disclosure Guidance: Topic # 2 Cybersecurity provides
disclosure guidance and accounting reminders to the issuer’s management about cybersecurity matters.
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The financial statement and ICFR audit responsibilities do not encompass an evaluation of cybersecurity
risks across a company’s entire IT platform.
Revenue Recognition
Practice Alert No. 12 discusses the application of certain requirements in PCAOB auditing standards that
auditors should be mindful of when auditing revenue under current accounting guidance. These auditing
matters likely will continue to have relevance to auditing revenue under the new accounting standard.
Further, although the new accounting standard is not yet effective, the auditor should evaluate
management’s required disclosure of the impact the new accounting standard is likely to have on the
financial statements, including evaluating the form, arrangement, and content of the disclosure. Below, we
discuss some of the topics covered in Practice Alert No. 12. Please refer to Practice Alert No. 12 for further
details related to auditing revenue.
In designing the audit procedures to be performed, the auditor is required to (1) obtain more persuasive
audit evidence the higher the auditor’s assessment of risk; (2) take into account the types of potential
misstatements that could result from the identified risks and the likelihood and magnitude of potential
misstatement; and (3) in a financial statement audit, design tests of controls over revenue to obtain sufficient
evidence to support the auditor’s control risk assessments when the auditor relies on controls. Also, in an
integrated audit, the auditor is required to design the tests of controls to simultaneously accomplish the
objectives of both the financial statement audit and the audit of internal control over financial reporting
when the auditor relies on controls to reduce the extent of substantive testing procedures.
Testing Revenue Recognition, Presentation, and Disclosure


Testing the recognition of revenue from contractual arrangements: To audit revenue, auditors should
understand, among other things, the company’s business, its different types of sales or service contracts,
and its controls over revenue, including the company’s development of accounting estimates for
revenue. This also includes understanding the company’s key products and services and business
processes that affect revenue, including contractual terms by which sales are made, such as the key
provisions of contractual arrangements and the extent to which contractual terms are standardized
across the company’s organization. The auditor also is required to evaluate whether the company’s
selection and application of accounting principles are appropriate for its business and consistent with
the applicable financial reporting framework and accounting principles used in the company’s relevant
industries. Examples of areas to focus on include production-type or construction-type contracts (e.g.,
perform sufficient procedures to test management’s estimated costs to complete projects) and multipleelement arrangements (e.g., evaluate each of the deliverables to determine whether they represent
separate units of accounting).
Further, revenue recognition often involves accounting estimates, such as estimates of future
obligations under the terms of sale in the contract. If the accounting estimate is a fair value
measurement, the auditor should apply the requirements of AU sec. 328, Auditing Fair Value
Measurements and Disclosures (AU 328). For other estimates, the auditor should apply the
requirements of AU sec. 342, Auditing Accounting Estimates (AU 342). These auditing standards
address, among other things, the auditor’s responsibilities with respect to evaluating the appropriateness
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of the company’s methods and the reasonableness of management’s assumptions used in the estimates
and related disclosures, as well as the completeness and accuracy of company data used in the estimates.


Evaluating the presentation of revenue – gross versus net revenue: When understanding the contractual
terms of sales, it is important for the auditor to evaluate whether the company is the principal (i.e., the
company is a seller that has the primary obligation to the customer) or agent (i.e., the company is a
seller that does not have the primary obligation to the customer) in the transactions. That evaluation
will determine whether revenue is properly presented as gross (when the company is acting as a
principal) or net (when the company is acting as an agent).



Testing whether revenue was recognized in the correct period: The risk of material misstatement
involving the recognition of revenue in the incorrect period might be a risk of error (e.g., related to
deficiencies in internal controls) or a risk of fraud (e.g., intentionally recognizing revenue prematurely),
both resulting in improper revenue recognition. Audit procedures should be specifically designed to
address the risk of material misstatement related to revenue recorded in the incorrect accounting period.
Examples may include:
o
o
o



Performing cutoff procedures (e.g., testing sales transactions for a sufficient period before and
after year-end to determine that the transactions were recorded in the proper period);
Obtaining evidence about whether the necessary delivery of goods had occurred (or service
had been rendered); and
Testing company-generated information, such as sales invoices or inventory records.

Evaluating whether the financial statements include the required disclosures regarding revenue:
Auditors should perform procedures to identify, assess, and address risks of material misstatement of
the financial statements including consideration of the risk of omitted, incomplete, or inaccurate
disclosures. Qualitative considerations are especially important to the evaluation of misstatements in
disclosures that are more narrative in nature. PCAOB auditing standards12 describe the auditor’s
responsibilities for considering qualitative factors in the context of the auditor’s consideration of
misstatements.

Other Aspects of Testing Revenue


12
13

Responding to fraud risks associated with revenue: PCAOB auditing standards require the auditor to
presume that there is a fraud risk involving improper revenue recognition and to evaluate which types
of revenue, revenue transactions, or assertions may give rise to such risks in the company being
audited.13 Performing procedures that are specifically responsive to the assessed fraud risks involves
considering the ways that revenue could be intentionally misstated, how the fraud might be concealed,
and designing audit procedures directed towards detecting intentional misstatements. When responding
to fraud risks, it is important to design and perform procedures that seek reliable evidence that would
be difficult for potential perpetrators to manipulate, such as evidence obtained directly from

For example, see paragraph 24 and Appendix B of Auditing Standard No. 14, Evaluating Audit Results.
See paragraph 68, AS 12.

11

independent and knowledgeable sources outside the company. Additionally, incorporating an element
of unpredictability in the audit procedures is important in responding to fraud risks. Unpredictable audit
procedures make it more difficult for individuals looking to perpetrate a fraud to conceal an intentional
misstatement. Some examples of unpredictable audit procedures include:
o Varying the timing of the audit procedures;
o Selecting items for testing that have lower amounts or are otherwise outside customary
selection parameters; and
o Performing audit procedures on an unannounced basis.


Applying audit sampling procedures to test revenue: AU sec. 350, Audit Sampling, establishes
requirements for planning and performing audit sampling procedures, and evaluating the results of such
procedures. Examples of areas to focus on when applying audit sampling procedures to test revenue
include:
o
o
o
o



Considering the tolerable misstatement for the population, the allowable risk of incorrect
acceptance, and the characteristics of the population when determining sample sizes;
Choosing a representative sample;
Testing sample items, including assessing the impact of not being able to apply the planned
audit procedures because supporting documentation may be missing; and
Selecting specific items not involving sampling.

Performing substantive analytical procedures to test revenue: When properly applied under appropriate
conditions, substantive analytical procedures can identify a potential material misstatement. Under
PCAOB standards, substantive analytical procedures alone are not sufficient to respond to significant
risks, including fraud risks; therefore, tests of details also are needed in those situations.14 When
designing substantive analytical procedures, the auditor should evaluate the risk of management
override of controls. As part of this process, the auditor should evaluate whether such an override might
have allowed adjustments outside of the normal period-end financial reporting process to have been
made to the financial statements. Such adjustments may have resulted in artificial changes to the
financial statement relationships being analyzed, causing the auditor to draw erroneous conclusions.
To achieve the necessary level of assurance from substantive analytical procedures, the auditor should
design and perform procedures that appropriately take into account, among other things:
o
o
o
o
o

14

The nature of the assertion;
The plausibility and predictability of the relationship;
The availability and reliability of the data used to develop the expectation;
The precision of the expectation; and
The threshold for investigation of differences.

See paragraphs 11 and 13, AS 13.
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The plausibility and predictability of relationships is a critical factor in developing a properly designed
and performed substantive analytical procedure. For example, relationships typically are less
predictable when there are less stable environments or when amounts are determined from complex
processes, subjective judgments, or transactions subject to management discretion. On the other hand,
relationships might be more predictable if they are based on established relationships, such as cash
flows based on contract terms (when nonpayment risk is low) and verifiable rate-volume
determinations.
The auditor should assess the reliability of data used by considering the source of the data and the
conditions under which it was gathered, as well as other knowledge the auditor may have about the
data. Before using the results obtained from substantive analytical procedures, the auditor should either
test the design and operating effectiveness of controls over the financial information or perform other
procedures to support the completeness and accuracy of the underlying information.
The precision of the expectation should be set to an appropriate level in order to provide the desired
level of assurance that differences that may be potential material misstatements – individually or when
aggregated with other misstatements – would be identified. For example, expectations developed at a
detailed level generally have a greater chance of detecting misstatement of a given amount than do
broad comparisons.
Further, the threshold for investigation (i.e., the amount of difference from the expectation that can be
accepted without further investigation) is influenced primarily by materiality. Determination of this
amount involves considering the possibility that a combination of misstatements in the specific account
balances, or class of transactions, or other balances or classes could aggregate to an unacceptable
amount.
Finally, performance of substantive analytical procedures involves making the comparisons of
relationships as designed, including evaluating significant unexpected differences. This should include
obtaining sufficient evidence to corroborate management responses. When an auditor cannot obtain an
explanation for the difference, the auditor is required to perform additional audit procedures in response
to significant unexpected differences.


Testing revenue in companies with multiple locations: When a company has operations in multiple
locations or has multiple business units that generate or process revenue, the auditor is required to
determine the extent to which audit procedures should be performed at selected locations or business
units in gathering sufficient appropriate audit evidence. Paragraph 12 of AS 9 includes the following
factors that are relevant to the assessment of the risk of material misstatement associated with a
particular location or business unit and the determination of the necessary audit procedures to be
performed:
o

The nature and amount of assets, liabilities, and transactions executed at the location or
business unit, including, for example, significant transactions executed at the location or
business unit that are outside the normal course of business for the company or that otherwise
appear to be unusual due to their timing, size, or nature (“significant unusual transactions”)
executed at the location or business unit;
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o
o
o

o
o
o

The materiality of the location or business unit;
The specific risks associated with the location or business unit that present a reasonable
possibility of material misstatement;
Whether the risks of material misstatement associated with the location or business unit apply
to other locations or business units, such that, in combination, they present a reasonable
possibility of material misstatement;
The degree of centralization of records or information processing;
The effectiveness of the control environment; and
The frequency, timing, and scope of monitoring activities by the company or others at the
location or business unit. 15

Auditors are encouraged to read Practice Alert No. 12 for a more thorough examination of each of the above
topics.
Auditing Accounting Estimates, Including Fair Value Measurements16
When auditing accounting estimates, including fair value measurements, the auditor is responsible for:
evaluating how accounting estimates have been developed; assessing the reasonableness of accounting
estimates made by management in the circumstances; and assessing whether they are presented in
conformity with applicable accounting principles and are appropriately disclosed.
When issuing an opinion on ICFR or relying on internal controls in a financial statement audit, the auditor
is responsible for testing the relevant internal controls related to significant estimates. When evaluating and
testing management’s controls over an accounting estimate, the auditor should include, among other things,
depending on facts and circumstances:







Evaluate the reliability of underlying data used by management in developing the estimate by testing
management’s controls over the data;
Evaluate whether the accounting estimate was prepared by qualified personnel, and whether
management has engaged an external specialist17 to assist in the development of the accounting
estimate, if necessary;
Consider whether there has been adequate review and approval of the estimates including, for example,
sources of relevant factors, the development of assumptions and the level of precision of the review;
Compare prior accounting estimates with subsequent results to assess the reliability of the process used
by management to develop estimates; and
Assess management’s consideration of whether the resulting accounting estimate is consistent with the
operational plans of the company.

15

See paragraph 12, AS 9.
See section AU 342 and AU 328 for additional guidance related to auditing accounting estimates and fair value measurements,
respectively.
17 See AU sec. 336 Using the Work of a Specialist (AU 336), for additional guidance related to the auditor’s use of the work of a
specialist in performing an audit.
16
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For the financial statement audit, in evaluating the reasonableness of management’s estimates, the auditor
should obtain an understanding of how management developed the estimate and, based upon that
understanding, use one or a combination of the following approaches:18




Review and test the process used by management to develop the estimate
Develop an independent expectation of the estimate to corroborate the reasonableness of management’s
estimate
Review subsequent events or transactions occurring prior to the date of the auditor’s report

In evaluating the reasonableness of an estimate, the auditor normally focuses on key inputs and assumptions
that are:





Significant to the accounting estimate;
Sensitive to variations;
Deviations from historical patterns; and
Subjective and susceptible to misstatement and bias.

For fair value measurements, the auditor would focus on significant assumptions that management has
identified. The significant assumptions cover matters that materially affect the fair value measurement and
may include those that are:



Sensitive to variation or uncertainty in amount of nature; and
Susceptible to misapplication or bias.19

The auditor would also consider the sensitivity of the valuation to changes in significant assumptions.
When evaluating the sensitivity of the valuation to changes in significant assumptions, including market
conditions that may affect the value, the auditor should either encourage management to conduct a
sensitivity analysis or apply other techniques to assess sensitivity, or identify sensitive assumptions him or
herself.
Additionally, the auditor generally should consider historical experience of the company in making past
estimates as well as the auditor’s experience in the industry. However, changes in facts, circumstances, or
the company’s procedures may cause factors different from those considered in the past to become
significant to the accounting estimate. After auditing each accounting estimate individually, the auditor
should consider the accounting estimates in the aggregate in order to evaluate whether the aggregate
difference between the estimates best supported by the audit evidence and the individually reasonable
estimates included in the financial statements indicate a possible bias on the part of the company’s
management.

18

19

See paragraph 10, AU 342.
See paragraph 33, AU 342.
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A retrospective review is required of significant accounting estimates reflected in the financial statements
of the prior year to determine whether management’s judgments and assumptions related to the estimates
indicate a possible bias on the part of management.
Auditing a company’s fair value measurements includes verifying that the company has made adequate
disclosures in conformity with GAAP.20 If disclosures are omitted due to the impracticality to determine
fair values, the auditor should evaluate the adequacy of the required disclosures in these circumstances. If
required GAAP disclosures are not made, the auditor should evaluate whether the financial statements are
materially misstated and assess the impact on ICFR.
The auditor may use the work of a specialist as evidential matter in performing substantive tests to evaluate
material financial statement assertions related to accounting estimates, including fair value measurements.
In those circumstances, the auditor should apply provisions of AU 336 to evaluate the skills or knowledge
of the specialist, to obtain an understanding of the nature of work to be performed, and to evaluate the
relationship of the specialist to the auditor or client and circumstances that might impair the specialists’
objectivity. AU 336 requires the auditor to “(a) obtain an understanding of the methods and assumptions
used by the specialist, (b) make appropriate tests of data provided to the specialist, taking into account the
auditor’s assessment of control risk, and (c) evaluate whether the specialist’s findings support the related
assertions in the financial statements. If the auditor believes the findings of the specialist are unreasonable,
the auditor should apply additional procedures.”21 Provisions of AU 328 should be considered for fair value
measurements when the auditor evaluates management’s assumptions that are developed by management
under the guidance of the board of directors and assumptions developed by a specialist engaged or employed
by management.
Related Parties and Amendments to Certain PCAOB Auditing Standards Regarding Significant
Unusual Transactions and Other Amendments
PCAOB Release No. 2014-002 resulted in issuance of Auditing Standard No. 18, Related Parties (AS 18)
and amendments to other auditing standards, mandating performance requirements in three critical areas of
the audit: (1) related party transactions; (2) significant unusual transactions; and (3) a company’s financial
relationships and transactions with its executive officers.
Related Party Transactions
Among other things, AS 1822 requires the auditor to:




Perform specific procedures to obtain an understanding of the company’s relationships and transactions
with its related parties, including obtaining an understanding of the nature of the relationships and of
the terms and business purposes (or the lack thereof) of transactions involving related parties. These
new procedures are performed in conjunction with the auditor’s risk assessment procedures in AS 12.
Evaluate whether the company has properly identified its related parties and relationships and
transactions with its related parties. In making that evaluation, the auditor performs procedures to test

20

See paragraph 3, AU 328.
See paragraph 12, AU 336.
22
See paragraphs 3 – 9, AS 18.
21
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the accuracy and completeness of management’s identification, taking into account information
gathered during the audit. If the auditor identifies information that indicates that undisclosed
relationships and transactions with a related party might exist, the auditor performs procedures
necessary to determine whether undisclosed relationships or transactions with related parties in fact
exist.
Perform specific procedures if the auditor determines that a related party or relationship or transaction
with a related party previously undisclosed to the auditor exists.
Perform specific procedures regarding each related party transaction that is either required to be
disclosed in the financial statements or determined to be a significant risk.
Communicate to the audit committee the auditor’s evaluation of the company’s (a) identification of, (b)
accounting for, and (c) disclosure of its relationships and transactions with related parties, and other
related significant matters arising from the audit.

Significant Unusual Transactions
The amendments related to significant unusual transactions principally revise AU sec. 316, Consideration
of Fraud in a Financial Statement Audit, and require the auditor, among other things, to:




Perform specific procedures to identify significant unusual transactions;
Perform specific procedures to obtain an understanding of and evaluate the business purpose (or the
lack thereof) of identified significant unusual transactions; and
Consider additional factors in evaluating whether significant unusual transactions may have been
entered into to engage in fraudulent financial reporting or conceal misappropriation of assets.

Financial Relationships and Transactions with Executive Officers
The amendments related to a company’s financial relationships and transactions with its executive officers,
such as executive officer compensation, require the auditor, as part of the audit risk assessment process, to
perform procedures to obtain an understanding of the company’s financial relationships and transactions
with its executive officers.23 These procedures are intended to heighten the auditor’s attention to incentives
or pressures for the company to achieve a particular financial position or operating results, recognizing the
key role that a company’s executive officers may play in the company’s accounting decisions or in a
company’s financial reporting. However, the amendments do not require the auditor to make any
determination regarding the reasonableness of compensation arrangements or make recommendations
regarding compensation arrangements.

23

See paragraph 10A, AS 12.
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