100-230 THE AUDITOR’S
RESPONSIBILITIES AND FUNCTIONS,
INTRODUCTION TO GAAS, AND THE
GENERAL STANDARDS (INCLUDING THE
QUALITY CONTROL STANDARDS)'

EFFECTIVE DATE AND APPLICABILITY

Original Pronouncements Statement of Auditing Standards (SAS) 1, November
1972; SAS 5, July 1975; SAS 25, November 1979;
SAS 41, April 1982; SAS 43, August 1982; SAS 78,
December 1995; SAS 82, February 1997; SAS 95,
December 2001; SAS 98, September 2002; and SAS
99, October 2002.

Effective Date When issued, November 1972, except for amend-
ments on quality control (November 1979), services
other than audits of financial statements (August 31,
1982), and consideration of fraud (February 1997).
SAS 95 is effective for audits of financial statements
for periods beginning on or after December 15, 2001.
The amendments for SAS 98 are effective upon
issuance, and the amendment for SAS 99 is effective
for audits of financial statements for periods
beginning on or after December 15, 2002, with
earlier application permitted.

Applicability All audits in accordance with generally accepted
auditing standards and other services covered by
SASs.

NOTE: All sections apply whether the financial
statements are presented in conformity with GAAP
or OCBOA unless otherwise noted.

" The Auditing Standards Board (ASB) has issued Exposure Drafts of seven proposed SASs that relate
to the risk assessment process. This section would be amended to expand the understanding
required under the second standard of fieldwork to “the entity and its environment, including its
internal control.” The purpose of this understanding would also be amended to “assessing the risk
of material misstatement of the financial statements whether due to error or fraud.” Please see the
update on the status of the Auditing Standards Board, the Public Company Accounting Oversight
Board, and proposed standards of each board provided in a summary of key changes which appears
immediately before this section.
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DEFINITIONS OF TERMS

Auditing standards. Measures of audit quality and the objectives to be achieved in an
audit.

Auditing procedures. Acts to be performed by the auditor during the course of an audit
to comply with auditing standards.

Professional skepticism. An attitude that includes a questioning mind and a critical as-
sessment of audit evidence.

OBJECTIVES OF SECTION

Most of the discussion in Sections 100-230 can be traced to the combination of generally
accepted auditing standards with statements on auditing procedure in 1963. It was issued as
Statement on Auditing Procedure (SAP) 33. Some of the material dates all the way back to
the original tentative statement of auditing standards in 1947 and is primarily philosophical.

In December 2001, the Auditing Standards Board issued SAS 95, Generally Accepted
Auditing Standards. This SAS superseded Section 150, “Generally Accepted Auditing Stan-
dards” of SAS 1, Codification of Auditing Standards and Procedures. It established a GAAS
hierarchy, identified the auditing publications that auditors should follow in performing the
audit, and clarified the authority of such publications. In September 2002, SAS 98 amended
SAS 95 to clarify that appendixes to SASs are interpretive publications.

In October 2002, SAS 99 amended Section 230, “Due Professional Care in the
Performance of Work,” to add a discussion about the characteristics of fraud and collusion.

FUNDAMENTAL REQUIREMENTS
OBJECTIVE OF ORDINARY AUDIT

To express an opinion on the fairness, in all material respects, with which the financial
statements present financial position, results of operations, and cash flows in conformity with
generally accepted accounting principles or another comprehensive basis of accounting.

AUDITOR RESPONSIBILITIES

In every audit, the auditor has to obtain reasonable assurance about whether the financial
statements are free of material misstatement. Material misstatement includes

1. Material error. (See Section 312)
2. Material fraud. (See Section 316)
3. Certain illegal acts. (See Section 317)

MANAGEMENT RESPONSIBILITIES

The fairness of the representations made through financial statements is an implicit and
integral part of management’s responsibility. Management is responsible for

1. Adopting sound accounting policies.

2. Establishing and maintaining internal control that will, among other things, record,
process, summarize, and report financial data that are consistent with management’s
assertions embodied in the financial statements.

The auditor’s participation in preparing financial statements does not change the char-
acter of the statements as representations of management. In brief, management is responsi-
ble for the financial statements; the auditor is responsible for expressing an opinion on those
financial statements.
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GENERALLY ACCEPTED AUDITING STANDARDS (GAAS) AND THE GAAS
HIERARCHY

The auditor is responsible for planning, conducting, and reporting the results of an audit
according to generally accepted auditing standards (GAAS). The hierarchy of GAAS con-
sists of the following three tiers:

Tier 1:  Auditing Standards (which include the Statements on Auditing Standards)’
Tier 2:  Interpretive publications
Tier 3:  Other auditing publications

Tier 1: Auditing Standards’

Tier 1 consists of (1) the ten general, fieldwork, and reporting standards, and (2) the
Statements on Auditing Standards (SASs). As stated in AU 150.02 the generally accepted
auditing standards (GAAS) approved by the American Institute of Certified Public Account-
ants (AICPA) membership are

A. General Standards

1. Training and proficiency. The audit is to be performed by a person or persons
having adequate technical training and proficiency as an auditor.

2. Independence. In all matters relating to the assignment, an independence in mental
attitude is to be maintained by the auditor or auditors.

3. Due care. Due professional care is to be exercised in the planning and performance
of the audit and the preparation of the report.

B. Fieldwork Standards

4. Planning and supervising. The work is to be adequately planned, and assistants, if
any, are to be properly supervised.

5. Internal control. A sufficient understanding of internal control is to be obtained to
plan the audit and to determine the nature, timing, and extent of tests to be per-
formed.

6. Evidential matter. Sufficient competent evidential matter is to be obtained through
inspection, observation, inquiries, and confirmations to afford a reasonable basis for
an opinion regarding the financial statements under audit.

C. Reporting Standards

7. GAAP. The report shall state whether the financial statements are presented in ac-
cordance with generally accepted accounting principles.

8. Consistency. The report shall identify those circumstances in which such principles
have not been consistently observed in the current period in relation to the pre-
ceding period.

9. Disclosure. Informative disclosures in the financial statements are to be regarded
as reasonably adequate unless otherwise stated in the report.

10. Reporting obligation. The report shall contain either an expression of opinion re-
garding the financial statements taken as a whole or an assertion to the effect that an
opinion cannot be expressed. When an overall opinion cannot be expressed, the
reasons should be stated. In all cases where an auditor’s name is associated with fi-
nancial statements, the report should contain

* At its May 2004 meeting, the AICPA’s Council designated the PCAOB as a body to promulgate
auditing and related professional practice standards relating to the preparation and issuance of
audit reports of issuers (defined in the update immediately preceding Section 100-230).
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a. A clear-cut indication of the character of the auditor’s work, if any.
b. The degree of responsibility the auditor is taking.

NOTE: Materiality and audit risk underlie the application of the ten standards and the SASs (see Sec-
tion 312).

The preceding ten formal standards apply to all other services covered by SASs unless
they are clearly not relevant or the SAS specifies that they do not apply.

These ten general, fieldwork, and reporting standards provide the framework for the
SASs promulgated by the Auditing Standards Board (ASB). Auditors are required under
Rule 202, Compliance with Standards, of the AICPA Code of Professional Conduct to com-
ply with these standards. Auditors should have sufficient knowledge of the SASs to deter-
mine when they apply and should be prepared to justify departures from the SASs.

Tier 2: Interpretive Publications

Interpretive publications are recommendations, issued under the authority of the ASB,
on how to apply the SASs in specific circumstances, including engagements for entities in
specialized industries. Interpretive publications are not auditing standards. They consist of
the following:

* Auditing Interpretations of SASs

* Auditing guidance in AICPA Audit and Accounting Guides
* Auditing Statements of Positions

* Appendixes to the SASs

NOTE: SAS 95 notes that certain “previously issued appendices to original pronouncements” that
modified other SASs are Tier 1 publications, not interpretative publications.

Auditors should be aware of and consider interpretive publications that apply to their
audits. Auditors who do not follow the guidance in an applicable interpretive publication
should be prepared to explain how they complied with the relevant SAS requirements ad-
dressed by such guidance.

NOTE: Any “should” statements in audit guides now have a formal level of authority in the GAAS

hierarchy. Auditing Interpretations are presented in this book in the related sections. A list of AICPA
Audit and Accounting Guides and auditing Statements of Position are presented in Appendix B.

Tier 3: Other Auditing Publications

Other auditing publications are not authoritative but may help auditors to understand and
apply SASs. Such publications include all AICPA auditing publications not included under
Tier 1 or Tier 2 and other auditing publications, including

* Auditing articles in the Journal of Accountancy and other professional journals

* Auditing articles in AICPA CPA Letter

* Continuing professional education programs and other instructional materials

* Textbooks

* Guide books

* Audit programs

* Checklists

* Other auditing publications from state CPA societies, other organizations, and indi-
viduals

An auditor should evaluate such guidance to determine whether it is both (1) relevant
for a particular engagement and (2) appropriate for the particular situation. When evaluat-
ing whether the guidance is appropriate, the auditor should consider whether the publication
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is recognized as helpful in understanding and applying SASs, and whether the author is rec-
ognized as an auditing authority. (AICPA auditing publications that have been reviewed by
the AICPA Audit and Attest Standards staff are presumed to be appropriate.)

NOTE: The auditor is not required to be aware of the full body of other auditing publications. How-
ever, the authors believe that some of the most important Tier 3 publications are AICPA PITF Practice
Alerts. All auditors of public companies should be familiar with these. A list of all Practice Alerts is
included in Appendix C.

QUALITY CONTROL STANDARDS

An audit firm should establish a quality control system to provide it with reasonable
assurance that its staff meet the requirements of GAAS in its audit engagements.

TRAINING AND PROFICIENCY

The auditor holds out himself or herself as being proficient in accounting and auditing.
Attaining proficiency begins with formal education and continues through later experience.
The auditor must be aware of and understand new authoritative pronouncements on ac-
counting and auditing.

INDEPENDENCE’

According to AU 220.03, to be independent, the auditor must be intellectually honest; to
be recognized as independent, he or she must be free from any obligation to or interest in the
client, its management, or its owners. For specific guidance, the auditor should look to
AICPA and the state society rules of conduct and, if relevant, the requirements of the Secu-
rities and Exchange Commission (SEC) and the Independence Standards Board (ISB)."

DUE CARE

The auditor should observe the standards of fieldwork and reporting, possess the degree
of skill commonly possessed by other auditors, and should exercise that skill with reasonable
care and diligence. The auditor should also exercise professional skepticism, that is, an atti-
tude that includes a questioning mind and a critical assessment of audit evidence. However,
the auditor is not an insurer and the audit report does not constitute a guarantee because it is
based on reasonable assurance. The auditor should be alert to the possibility of collusion
when performing the audit and how management may override controls in a way that would
make the fraud particularly difficult to detect.

Section 201 of Sarbanes-Oxley Act of 2002 and the related SEC implementing rules created signifi-
cant new independence requirements for auditors of public companies. For example, the SEC pro-
hibits certain nonaudit services such as bookkeeping, internal audit outsourcing, and valuation ser-
vices. All audit and nonaudit services performed by the auditor, including tax services, must be
preapproved by the company’s audit committee. In March 2003, the SEC issued final rules imple-
menting Section 201 of the Act. The rules, Strengthening the Commission’s Requirements Re-
garding Auditor Independence, can be found at http://www.sec.gov/rules/final/33-8183.htm.

The ISB went out of existence in July 2001, because the SEC, in issuing its new independence re-
quirements in November 2000, basically obviated the need for the ISB. During its existence, the ISB
issued guidance including Independence Standard 1, Independence Discussions with Audit Com-
mittees. This standard requires the external auditor to communicate and discuss independence is-
sues with the audit committee, and continues to be effective. See the summary of Professional Issues
Task Force Practice Alert 99-1 in Section 380 for more information on this standard.
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INTERPRETATIONS
There are no interpretations for this section.
TECHNIQUES FOR APPLICATION

MANAGEMENT’S RESPONSIBILITIES

Many times, clients do not understand their responsibilities for the audited financial
statements. These financial statements are management’s. They contain management’s
representations. The form and content of the financial statements are management’s respon-
sibility even though the auditor may have prepared them or participated in their preparation.
The SEC has stated

The fundamental and primary responsibility for the accuracy of information filed with the
Commission and disseminated among the investors rests upon management. Management
does not discharge its obligations in this respect by the employment of independent ac-
countants, however reputable (Accounting Series Release No. 62, June 27, 1947; emphasis
added).

Management Representation Letter

Generally accepted auditing standards require the auditor to obtain a management repre-
sentation letter (see Section 333). In the letter, management acknowledges its responsibility
for the financial statements and states its belief that the financial statements are fairly pre-
sented in conformity with generally accepted accounting principles. Sometimes, the client
objects to this acknowledgment because of the auditor’s role in the preparation of the finan-
cial statements. To avoid this misunderstanding, the auditor’s engagement letter may include
a paragraph such as the following:

Generally accepted auditing standards require that we obtain from you a representation letter
about the financial statements and the underlying accounting records and an acknowledgment that
the financial statements are management’s responsibility, and that they are presented in accor-
dance with generally accepted accounting principles.

The annual reports of many public companies contain statements acknowledging man-
agement’s responsibility for the financial statements and the underlying accounting records
(see Illustrations).

AUDITOR’S RESPONSIBILITIES

The auditor’s responsibility for the financial statements he or she audits is confined to
the expression of an opinion on those statements. In performing the audit, the auditor is re-
sponsible for compliance with generally accepted auditing standards, including the state-
ments on auditing standards.

Under the GAAS hierarchy, the auditor has a responsibility to consider SASs and inter-
pretive publications in all audits. If such guidance is not followed, an auditor must be pre-
pared to

* For Tier 1 SASs, justify a departure from SASs.
* For Tier 2 interpretive publications, explain that an alternative approach achieved the
objectives of GAAS.

In other words, the first two categories of GAAS are “must know.” When applying the Tier
3 level of GAAS, other auditing publications, the auditor should determine whether such
guidance is relevant and appropriate.
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To provide reasonable assurance that it is conforming with generally accepted auditing
standards in its audit engagements, an accounting firm should establish quality control poli-
cies and procedures. These policies and procedures should apply not only to audit engage-
ments but also to attest, and accounting and review services for which professional standards
have been established.

ESTABLISHMENT OF QUALITY CONTROL POLICIES AND PROCEDURES

The nature and extent of a firm’s quality control policies and procedures depend on the
following:

Firm size and the number of its offices.

The degree of autonomy of personnel and practice offices.

The knowledge and experience of its personnel.

The nature and complexity of the firm’s practice.

The cost of developing and implementing quality control policies and procedures in
relation to the benefits provided.

Nk W=

When a firm establishes quality control policies and procedures, it also should do the
following:

1. Assign responsibilities to qualified personnel to implement quality control policies
and procedures.

2. Communicate quality control policies and procedures to personnel (see below).

3. Monitor the effectiveness of the quality control system. The purpose is to deter-
mine that policies and procedures and the methods of implementing and communi-
cating them are still appropriate.

NOTE: Flaws in, or a violation of, a firm’s quality control do not necessarily indicate that an audit
was not performed in accordance with GAAS.

COMMUNICATING QUALITY CONTROL POLICIES AND PROCEDURES

Quality control policies and procedures do not have to be in writing. They may be com-
municated orally when personnel are employed and repeated once a year at a firm meeting.

It is strongly recommended that firms, no matter what their size, document their quality
control policies and procedures. The nature and extent of the documentation depend pri-
marily on firm size and the nature of the practice.

ELEMENTS OF QUALITY CONTROL

When a firm establishes its quality control policies and procedures, it should follow the

five elements of quality control (see Statement on Quality Control Standard 2, System of
Quality Control for a CPA Firm’s Accounting and Auditing Practice, as amended by
SQCS 4, Amendment to System of Quality Control for a CPA Firm’s Accounting and Audit-
ing Practice).
NOTE: CPA firms or individuals that are enrolled in an AICPA approved practice-monitoring pro-
gram are obligated to adhere to quality controls standards. In addition, the Principles of Professional
Conduct indicate that members should practice in firms that have in place quality control procedures
to provide reasonable assurance that services are competently delivered and adequately supervised.
The Statements on Quality Control apply to a CPA firm’s accounting, auditing, and attest practice.

Personnel Management

Policies and procedures should provide reasonable assurance that personnel

1. Have the characteristics to enable competent performance.
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2. Have the technical training and proficiency needed.

3. Participate in continuing education to enable them to fulfill responsibilities and sat-
isfy appropriate educational requirements of the AICPA and regulatory agencies.

4. Selected for advancement have the necessary qualifications.

Statement on Quality Control Standards 5, The Personnel Management Element of a
Firm’s System of Quality Control—Competencies Required by a Practitioner-in-Charge of
an Attest Engagement, clarifies that a partner-in-charge of accounting, auditing, and attesta-
tion engagements should ordinarily

1. Understand the role of a system of quality control and the Code of Professional
Conduct.

Understand the service to be performed.

Be technically proficient.

Be familiar with the industry.

Exercise good professional judgment.

Understand the organization’s information technology systems.

AR

Firm policies and procedures should address other competencies necessary in the circum-
stances.

NOTE: A practitioner-in-charge is defined as an individual responsible for supervising the engage-
ment or signing the report on such engagement.

Acceptance and Continuance of Clients and Engagements

Policies and procedures should provide reasonable assurance that the firm will not be
associated with clients whose management lacks integrity. A firm should

1. Undertake only engagements that can be completed with professional competence.
2. Consider the risks associated with the engagement.

Moreover, a firm should obtain an understanding with the client regarding the engage-
ment.

Additional guidance on this subject is provided in the summary of Professional Issues
Task Force Practice Alert 03-3, Acceptance and Continuance of Clients and Engagements,
which can be found in Section 315.

Engagement Performance
Policies and procedures should provide reasonable assurance that personnel meet

1. Professional standards.

2. Regulatory requirements.

3. The firm’s standards.

4. Concurring partner review requirements applicable to SEC engagements.

Policies and procedures should also provide reasonable assurance that personnel refer to
authoritative literature and consult, on a timely basis, with appropriate individuals when
dealing with complex, unusual, or unfamiliar issues.

Monitoring

Policies and procedures should provide reasonable assurance that the above elements of
quality control are suitably designed and effectively applied. Monitoring involves

1. Relevant and adequate polices and procedures that are complied with by members
of the firm.
2. Appropriate guidance and practice aids.
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3. Effective professional development activities.

NOTE: A firm’s monitoring procedures may include inspection procedures and preissuance or
postissuance review of selected engagements by a qualified person not directly associated with
performance of the engagement (may be a partner with final responsibility for the engagement in
a small firm) (see Statement on Quality Control Standard 3, Monitoring a CPA Firm’s Ac-
counting and Auditing Practice).

Independence, Integrity, and Objectivity

Policies and procedures should provide reasonable assurance that personnel maintain
independence when required and perform all responsibilities with integrity and objectivity.

1. Independence is an impartiality that recognizes an obligation for fairness.

2. Integrity pertains to being honest and candid, and requires that service and public
trust not be subordinated to personal gain.

3. Objectivity is a state of mind that imposes an obligation to be impartial, intellectu-
ally honest, and free of conflicts of interest.

ADMINISTRATION OF A QUALITY CONTROL SYSTEM

A partner or partners, depending on the size of the firm, should be responsible for
monitoring the effectiveness of the firm’s quality control system. The objective is to deter-
mine on a timely basis that the firm’s quality control policies and procedures, assignment of
responsibilities, and communication of policies and procedures continue to be appropriate.

ILLUSTRATIONS

The following are (1) a chart illustrating the GAAS hierarchy, and (2) an example of a
management report of the American Institute of Certified Public Accountants acknowledging
responsibility for the financial statements and the internal control system.

ILLUSTRATION 1. GAAS HIERARCHY

Level
Tier 1
Auditing Standards
Tier 2

Interpretive Publications

Tier 3
Other Auditing
Publications

Elements

10 Formal Standards listed in Fundamental Require-
ments
Statements on Auditing Standards (SASs)

Auditing Interpretations of SASs

Auditing guidance in AICPA Audit and Accounting
Guides

Auditing Statements of Position

Appendices to SASs

AICPA auditing publications not referred to under
Tier 1 or Tier 2, such as PITF Practice Alerts

Auditing articles in the Journal of Accountancy and
other professional journals

Auditing articles in The CPA Letter published by the
AICPA

Continuing professional education programs and other
instructional materials

Textbooks

Guide books

Audit programs

Checklists

Other auditing publications from state CPA societies,
other organizations and individuals

Authority

Auditors must be familiar
with all guidance in this
category. Any departures
must be justified.

Auditors must be familiar
with all guidance in this
category. Any departures
must be justified.

Guidance in this category
is not authoritative. Audi-
tors must determine
whether guidance is ap-
propriate and relevant in
particular circumstances.
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ILLUSTRATION 2. REPORT OF MANAGEMENT ON FINANCIAL STATEMENTS AND INTERNAL

CONTROL
MANAGEMENT’S RESPONSIBILITIES FOR FINANCIAL STATEMENTS
AND INTERNAL CONTROL
FINANCIAL STATEMENTS INTERNAL CONTROL

The financial statements of the American Institute
of Certified Public Accountants and related or-
ganizations (the “Institute”) were prepared by man-
agement, which is responsible for their reliability and
objectivity. The statements have been prepared in
conformity with accounting principles generally ac-
cepted in the United States of America and, as such,
include amounts based on informed estimates and
judgments of management. Financial information
elsewhere in this annual report is consistent with that in
the financial statements.

The Board of Directors, operating through its
Audit Committee, which is composed entirely of di-
rectors who are not officers or employees of the Insti-
tute, provides oversight of the financial reporting
process and safeguarding of assets against unauthorized
acquisition, use, or disposition. The Audit Committee
annually recommends the appointment of independent
public accountants and submits its recommendation to
the Board of Directors, and then to the Council, for
approval.

The Audit Committee meets with management,
the independent public accountants, and the internal
auditor; approves the overall scope of audit work and
related fee arrangements; and reviews audit reports and
findings. In addition, the independent public
accountants and the internal auditor meet separately
with the Audit Committee, without management repre-
sentatives present, to discuss the results of their audits,
the adequacy of the Institute’s internal control system,
the quality of its financial reporting, and the safe-
guarding of assets against unauthorized acquisition,
use, or disposition.

The financial statements have been audited by an
independent public accounting firm, J.H. Cohn LLP,
which was given unrestricted access to all financial
records and related data, including minutes of all
meetings of the Council, the Board of Directors, and
committees of the Board. The Institute believes that all
representations made to the independent public
accountants during their audits were valid and appro-
priate.

The report of the independent public accountants
follows this statement.

The Institute maintains internal control over fi-
nancial reporting and over safeguarding of assets
against unauthorized acquisition, use, or disposition
which is designed to provide reasonable assurance to
the Institute’s management and Board of Directors
regarding the preparation of reliable financial state-
ments and the safeguarding of assets. Internal control
includes a documented organizational structure, a
division of responsibility, and established policies and
procedures, including a code of conduct, to foster a
strong ethical climate.

Established policies are communicated through-
out the Institute and enhanced through the careful
selection, training, and development of its staff. Inter-
nal auditors monitor the operation of the internal con-
trol system and report findings and recommendations to
management and the Board of Directors. Corrective
actions are taken, as required, to address control defi-
ciencies and implement improvements.

There are inherent limitations in the effectiveness
of any system of internal control, including the
possibility of human error and the circumvention or
overriding of controls. Accordingly, even the most
effective internal control system can provide only
reasonable assurance with respect to financial statement
preparation and the safeguarding of assets.
Furthermore, the effectiveness of internal control can
change with circumstances.

The Institute has assessed its internal control over
financial reporting in relation to criteria described in
Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the
Treadway Commission. Based on this assessment, the
Institute believes that, as of July 31, 2003, its internal
control over financial reporting and over safeguarding
of assets against unauthorized acquisition, use, or
disposition met those criteria.

J.H. Cohn LLP also was engaged to report sepa-
rately on the Institute’s assessment of its internal
control over financial reporting and over safeguarding
of assets against unauthorized acquisition, use, or
disposition.

The report of the independent public accountants
follows this statement.

Barry C. Melancon
President & CEO

Clarence A. Davis
Chief Operating Officer

NOTE: This report appears in the AICPA’s annual report, which can be found at www.aicpa.org/about/annrpt/2002-

2003/2003_Annual_Report.pdf.



