w=—— CENTER FOR AUDIT QUALITY
l I'I | Serving Investors, Public Company Auditors, & the Markets

CAQ Alert #2009-14 — February 9, 2009

DEAR CENTER MEMBERS

CAQ Publishes “Lessons Learned” on Performing an Audit of Internal Control in an
Integrated Audit

On February 9, 2009, the Center for Audit Quality (CAQ or the Center) issued a publication entitled,
CAQ Lessons Learned - Performing an Audit of Internal Control in an Integrated Audit (Lessons
Learned), which was developed by a task force consisting of professionals from various member

firms. The Lessons Learned publication is a reference source to assist auditors of public companies
with the effective and efficient implementation of the Public Company Accounting Oversight Board’s
(PCAOB or the Board) Auditing Standard No. 5 (AS 5), An Audit of Internal Control Over Financial
Reporting That is Integrated with An Audit of Financial Statements. The information contained in this
document is based on existing professional literature and information gathered by members of the
CAQ task force and their respective firms through a series of pilot programs in which integrated
audits were conducted.

The Lessons Learned publication is intended to be the collective knowledge of practical insights
assembled from auditors to benefit auditors. It is not intended to duplicate or supplant the standards
of the PCAOB or the PCAOB’s guidance for auditors of smaller public companies. The CAQ’s
Lessons Learned publication, explores lessons learned in the following areas:

Section 1: Understand and Use Management’s Assessment and Documentation as a Starting
Point

Lesson Learned #1 — Take advantage of the company’s internal control evaluation process and
documentation, where practical, in connection with financial statement audits performed in years
prior to the first integrated audit.

Lesson Learned #2 — Early and frequent communication and coordination between management
and the external auditors create a more effective and efficient audit process.

Lesson Learned #3 — Coordinate with management regarding the timing of its work to enable the
auditor to utilize management’s work to the extent permitted by PCAOB standards.
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Lesson Learned #4 — Early in the process identify and assess those risks and controls that may
have a pervasive impact on the assessment and effectiveness of internal control over financial
reporting (ICFR).

Lesson Learned #5 — Consider the implications of any unremediated deficiencies.

Section 2: Integrate the Audits

Lesson Learned #6 — Plan the audit of ICFR and the audit of the financial statements as a single
integrated audit.

Lesson Learned #7 — Where appropriate, plan to employ a controls reliance approach in the first
year of the required Section 404(b) audit of ICFR under the Sarbanes-Oxley Act of 2002.

Lesson Learned #8 - Consider what audit procedures could meet the objectives of both
substantive testing and internal control testing. Where practical, perform the internal control tests in
conjunction with the substantive tests in those areas.

Lesson Learned #9 - Substantive tests, the risk assessment process, as well as knowledge
obtained from prior audits or reviews of interim financial information inform the auditor with respect
to the risks related to internal control (which can affect the nature, timing and extent of tests of
controls) and the auditor’s conclusions related to the effectiveness of internal control.

Lesson Learned #10 - Coordinate the planning and performance of the internal control tests and
substantive tests among the persons performing the work.

Section 3: Establish the Right Team

Lesson Learned #11 — Because of the additional complexities in planning and executing an
integrated audit, it is important to have experienced members of the engagement team, including
specialists, involved at an early stage and for such members to remain close to the engagement as
it progresses.

Lesson Learned #12 - Due to the learning curve associated with implementing the ICFR audit
requirement, involve auditors with previous experience auditing internal control or auditors who
have been trained specifically on performing integrated audits.

Section 4: Identify Material Risks to Reliable Financial Reporting

Lesson Learned #13 - Apply the top-down, risk-based approach set forth in AS 5 by starting at the
financial statement level to effectively and efficiently identify significant accounts and disclosures,
and their relevant assertions.
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Lesson Learned #14 - The more refined the risk assessment is, the more the audit approach can
be tailored based on the assessed risks.

Lesson Learned #15 - Different combinations of procedures, including walkthroughs, can be
performed to achieve the required objectives discussed in AS 5 paragraph 34 in an effective and
efficient manner.

Lesson Learned #16 - The significance, extent, and complexity of information technology (IT)
applications, and their supporting general IT control environment, influence the identification of
material risks to reliable financial reporting.

Section 5: Identify Controls Necessary to Sufficiently Address ldentified Risks

Lesson Learned #17 - Apply a top-down approach, beginning with the identification of entity-level
controls, to identify the controls that are necessary to sufficiently address the assessed risk of
misstatement to each relevant assertion (i.e., controls that are important to the audit).

Section 6: Take a Risk-Based Approach to Testing ldentified Controls

Lesson Learned #18 - Maximize the opportunities for using the work of others.

Lesson Learned #19 - Vary the nature, timing, and extent of testing of identified controls based
upon the risk associated with a control.

Lesson Learned #20 - Testing controls at an interim date may improve the effectiveness and
efficiency of the integrated audit by spreading the auditor’s effort out over the fiscal year and
increasing the opportunity to identify control deficiencies at an earlier date.

Lesson Learned #21 - When a control’s design is determined to be ineffective, it is not necessary
to test the operating effectiveness of the control. Similarly, once the auditor has sufficient evidence
to conclude an effectively designed control did not operate effectively, the auditor may cease testing
that control.

The information contained in the Lessons Learned publication represents the views of the members
of the CAQ task force, has not been approved by any regulatory body or any senior technical
committee of the AICPA, and does not set standards for any purpose. As noted within the Lessons
Learned publication, auditors are required to adhere to AS 5 issued by the PCAOB and associated
guidance published by the PCAOB. Public companies should follow related guidance published by
the Securities and Exchange Commission. Documents published by the CAQ are not authoritative.
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Stay Informed

As a member of the Center, your firm will receive periodic updates on important developments
related to the PCAOB and the SEC, as well as the activities of the Center, particularly with respect to
the submission of comment letters on PCAOB and SEC proposals. To stay abreast of these and
other relevant events in public company audit practice, please visit the Center Web site at theCAQ.
aicpa.org. Also, we welcome any suggestions or questions - please send them by email to

center@theCAQ.orq.
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