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Statement on Auditing Standards (SAS) No. 112

 Communication of Internal Control Related Matters Identified in an Audit 

Frequently Asked Questions 
for AICPA PCPS Members

03/06/07

This SAS No. 112 Frequently Asked Questions for PCPS Members document is intended to address the most common practitioner questions and concerns related to applying SAS No. 112.  It is intended to provide clarification on the key points of SAS No. 112 and directs practitioners to valuable resources needed to help ensure you are applying the new standard appropriately in your audits of your clients’ financial statements. 

Members need to keep in mind that in order to appropriately implement SAS No. 112, there are broader concepts that you must take into account including:

· Other existing SAS’s including SAS No. 55 and the new risk assessment standards
· Ethics Interpretation 101-3 Performance of Nonattest Services
· COSO’s Internal Control – Integrated Framework
What is SAS No. 112? 

SAS No. 112, which supersedes SAS No. 60, “…establishes standards and provides guidance on communicating matters related to an entity's internal control over financial reporting identified in an audit of financial statements,” according to the AICPA’s “Communicating Internal Control” (http://www.aicpa.org/download/members/div/auditstd/AU-00325.PDF). 

While auditors are not required to search out or have procedures in place to identify deficiencies in internal control, auditors are required to “…evaluate identified control deficiencies and determine whether these deficiencies, individually or in combination, are significant deficiencies or material weaknesses” according to the AICPA’s “Communicating Internal Control.” In other words, when an auditor “trips across” an internal control deficiency in the course of an audit, the auditor then must evaluate the control deficiency to determine whether it’s a significant deficiency or material weakness. 

Auditors determine whether an internal control deficiency is a significant deficiency or a material weakness based on the factors of likelihood and magnitude.  Significant deficiencies and material weaknesses, as well as how to evaluate their likelihood and magnitude, are defined in the SAS No. 112 as well as the AICPA’s “Communicating Internal Control” and some examples of each are provided. 
According to the AICPA’s Audit Risk Alert, “Understanding SAS No. 112 and Evaluating Control Deficiencies” SAS No. 112 “…provides guidance to enhance your  ability to identify and evaluate control deficiencies during an audit, and then communicate to management and those charged with governance those deficiencies that you believe are significant deficiencies or material weaknesses.    

The standard has two unconditional requirements:
· The auditor must evaluate identified control deficiencies and then determine whether those deficiencies, individually or in combination, are significant deficiencies or material weaknesses. 

· The auditor must communicate, in writing, significant deficiencies and material weaknesses to management and those charged with governance. This communication includes significant deficiencies and material weaknesses identified and communicated to management and those charged with governance in prior audits but not yet remediated.”
You can access the AICPA’s Audit Risk Alert, “Understanding SAS No. 112 and Evaluating Control Deficiencies” at www.cpa2biz.com. 
What’s changing as a result of SAS No. 112?
The two primary changes of the SAS No. 112 include: 

· New definitions of significant deficiencies and material weaknesses from those defined in SAS No. 60; and
· Practitioners must now communicate, in writing, significant deficiencies and material weaknesses identified during an audit. 
The objective of SAS No. 112 is to provide new definitions and guidance to assist auditors in better communicating internal control deficiencies.  In addition, SAS No. 112 heightens the auditor’s awareness that his/her clients are ultimately responsible for their system of internal control and financial statements and, therefore, must weigh and manage the associated risks.
What is Internal Control Over Financial Reporting?

The COSO Definition of Internal Control is a process, affected by an entity’s board of directors, management and other personnel, designed to provide reasonable assurance regarding the achievement of objectives in the following categories: 

· Effectiveness and efficiency of operations 

· Reliability of financial reporting 

· Compliance with applicable laws and regulations 
COSO states that internal control over financial reporting is “…a process—effected by those charged with governance, management, and other personnel—designed to provide reasonable assurance about the achievement of the entity's objectives with regard to reliability of financial reporting, effectiveness and efficiency of operations, and compliance with applicable laws and regulations… the term financial reporting relates to the preparation of reliable financial statements that are fairly presented in conformity with generally accepted accounting principles.”
COSO identifies the key concepts of internal control in the original 1992 framework (see COSO website at http://www.coso.org/key.htm) as: 
· Internal control is a process. It is a means to an end, not an end in itself. 

· Internal control is affected by people. It’s not merely policy manuals and forms, but people at every level of an organization. 

· Internal control can be expected to provide only reasonable assurance, not absolute assurance, to an entity’s management and board. 

· Internal control is geared to the achievement of objectives in one or more separate but overlapping categories. 
For additional resources on internal control over financial reporting visit COSO or www.cpa2biz.com for the following resources as well as others, including: 
· Internal Control—Integrated Framework (product no. 990012kk), a paperbound version of the COSO report that established a common definition of internal control different parties can use to assess and improve their control systems.

· Internal Control and IT: Reliable Reporting and Fraud Prevention, a CPE course that provides an overview of the key auditing standards, conceptual frameworks, IT infrastructures and auditing issues you are likely to face on medium to small company engagements. (Product no. 732551)
· Internal Controls: Design and Documentation, a basic course that explains what makes up an effective system and provides a toolkit of today's current techniques for creating useful documentation. This course will benefit controllers, managers, and internal auditors in businesses as well as auditors and consultants to public and private companies who need a review. (Product no. 731852)
· Internal Control Over Financial Reporting – Guidance for Smaller Public Companies provides guidance on how to apply the COSO Framework. It was developed for smaller public companies using the Framework to design and implement internal control over financial reporting. (Product no. 990016HI)
What other concepts does a member need to understand in order to implement SAS No. 112?
· Evaluating identified control deficiencies and communicating them in writing until appropriate controls are in place.  This component of the standard means communicating in writing significant deficiencies and material weaknesses that are identified during the current audit engagement that may have been previously communicated but have not been remedied.  Keep in mind this may mean that a previous reportable condition may now be reported as a material weakness as a result of the clearer definitions between the two.
· Refreshing your staff on the COSO internal control framework
· Being familiar with the concepts of independence and ethics in 101-3. 

· Understanding that evaluating the severity of an identified control deficiency will require professional judgment.  Because every client’s internal control system will be different, the severity of an identified control deficiency will likely be different between clients.

· Remembering a client’s internal control system is independent of what the auditor does.  What the auditor is engaged to do does not mitigate a control deficiency.  A control deficiency will exist or will not exist regardless of what the auditor does or does not do.  

· Evaluating current audit processes to ensure that they comply with SAS No. 112.
· Ensuring that the auditor is not a part of a client’s internal control, which can impair the auditor’s independence.
What has changed for those performing governmental audits?

For those performing governmental audits, SAS No. 112 has very little impact since the yellow book already required auditors to communicate in writing the significant deficiencies (what was termed reportable conditions) and material weaknesses that may arise as part of the audit. For more information, visit http://www.gao.gov/govaud/ybk01.htm.
Why is it necessary to reiterate deficiencies from prior years?

As an auditor, communicating deficiencies in writing, until they are resolved, highlights the importance of significant deficiencies or material weaknesses.  By not re-iterating significant deficiencies and material weaknesses that still exist, you may put yourself at risk if your client misperceives the lack of written communication as a sign that a previous significant deficiency or material weakness is unimportant or perhaps resolved.  Further, the particular people charged with governance might change; by re-iterating prior findings, those newly charged with governance are informed of the present risks to the financial reporting system.
The auditor should inform the client that this communication will help ensure that management and those charged with governance understand areas of risk so that they’re able to make an informed cost benefit decision in response to those identified weaknesses. 
Will SAS No. 112 cause an increase of time and fees on an engagement? 
SAS No. 112 may increase your audit engagement fees because of the new requirement to communicate identified significant deficiencies and material weaknesses in writing.  
However, the process of communicating significant deficiencies and material weaknesses in writing may offer auditors the opportunity to open a dialogue with clients related to internal control systems, which can be perceived by the client to be a positive by-product of the standard.

In addition, an auditor may incur additional time in learning more about the COSO internal control framework, training staff and developing internal processes to assess the severity of identified control deficiencies.  While this additional time is not directly related to SAS No. 112, auditors need to be aware of the potential increased time to prepare their team and plan accordingly. 

What additional client communications or services may result from applying this standard?
There may be additional opportunities to provide valuable services to your clients that are not directly related to the audit engagement, which you should consider scoping as separate services from your audit engagement. You may encounter opportunities to provide additional services for your clients in the following areas: 
· Additional education or meetings with clients and their stakeholders to discuss how an auditor views controls and why financial controls are important in producing reliable financial information.  The discussion can include why you evaluated a control deficiency as a significant deficiency or material weakness and discuss possible methods of mitigation.  In addition, these educational sessions or meetings can help management and stakeholders understand why the auditor is not a control.  These meetings may occur prior to, during, and after the completion of the audit engagement.
· Additional education or meetings with your clients to help them understand risk management.  Risk management is important to any successful operation.  While most small business owners understand risks to their business or operations and the importance of operational risk management, they may have never considered financial reporting risks and how unmitigated financial reporting risks may lead to incorrect financial information and at worst, material fraud, including misappropriation of assets.

· Conducting a cost/benefit analysis to determine the advantage of implementing appropriate controls. 

· Assistance in testing current controls or developing and implementing appropriate controls for clients. 
How does an auditor determine any potential cost increase to their client?

The auditor may be able to estimate this based on a review of each client’s prior audits and any previous deficiencies that were identified as part of the audit planning process.  
How does an auditor convey the benefits of SAS No. 112?

To proactively address any questions that your client may have, you may consider sending them a letter prior to the engagement outlining the impacts of SAS No. 112 on their next audit.  You can download a sample letter “Educating Your Client” at www.aicpa.org/pcps.   In addition, you may want to offer to set-up a meeting prior to the engagement to discuss and address any questions as well as allot additional time at the conclusion of the audit to address any questions or concerns as a result of the audit.
Make sure to communicate the potential benefits to the client of better understanding internal control weaknesses, including: 
· Written communication will clarify identified internal control deficiencies determined to be significant deficiencies or material weaknesses so management can weigh the risks of each and determine if and how to address them.
· Addressing the identified control deficiencies may result in reduced risk to the client’s business due to potential improved financial reporting processes and controls as well as smoother and more efficient audits in the future.
· Identifying significant deficiencies and material weaknesses during the audit could result in the client attaining higher quality control standards, could reduce the risk of financial misstatement and could be deterrence to fraud.
· The client’s competency level on internal control over financial reporting may increase due to heightened awareness and education on internal control.  
What concerns does SAS No. 112 raise regarding the potential loss of services a practitioner can perform for his or her client (i.e., preparation of financial statements, making recommendations for adjusting journal entries, managing a client’s fixed assets schedule and making recommendations on the depreciation schedules and adjustments, etc.)? 
SAS No. 112 in no way affects what services an auditor can continue to provide to his or her client.  The delivery of non attest services, as well as other services provided in conjunction with the audit engagement (e.g. assisting in drafting the financial statements, proposing adjustments to tax accounts), are permitted just as they were prior to SAS No. 112.  The key is the auditor is not making management decisions.
The AICPA’s Audit Risk Alert, “Understanding SAS No. 112 and Evaluating Control Deficiencies” provides specific case studies to help determine whether identified control weaknesses would constitute a significant deficiency or material weakness.   The Alert clarifies that what the auditor does is totally independent of a client’s internal control system.  If the auditor is performing non attest services, he or she must rely on his/her judgment to determine whether the client has the suitable skills, knowledge and experience to review the services performed by the auditor.  When providing any non-attest services, the auditor should refer to Ethics Interpretation 101-3 Performance of Nonattest Services for the appropriate guidelines in determining their independence on a service.
What are the guidelines to determine whether a client has sufficient accounting competence and knowledge to detect or prevent a misstatement or mistake (i.e., in the case of calculating the depreciation adjustment, preparing financials, etc)? 
The auditor is not required to test the client’s competency.   The client’s competency may be questioned if the auditor is unsure as to whether adequate controls are in place to prevent and detect financial misstatements.  Often the client will request the auditor to perform certain services, not because the client doesn’t have controls in place, but for convenience when the client would rather apply their resources to other parts of the business.  A potential control deficiency can be assessed by asking the following questions: 
· Could the client perform the service themselves if the auditor did not do so? 

· If the auditor performs the work, does the client possess the suitable skills, knowledge and experience to review the work in such a manner that the client’s controls would prevent or detect a material misstatement? 

If the answer is no to either of these questions, then a control deficiency has been identified that needs to be evaluated as to whether it is a significant deficiency or material weakness.  If it is determined to be either, it must be communicated in writing. 
In addition, examples of circumstances that may be control deficiencies, significant deficiencies, or material weaknesses are outlined in the AICPA’s “Communicating Internal Controls.” 
The client has designated a person on staff to review the financial reports, adjustments, etc. that the auditor is providing.  Is this considered an internal control?
Assigning a designated person by itself is not a control.  A control is the process or procedure that is carried out by an individual or third party to prevent or detect a misstatement.  Controls are designed and executed to achieve control objectives.  Control objectives are set forth to mitigate to limit identified or known risks. 
What does the auditor need to do once a control deficiency is identified?

Once a control deficiency is identified, the auditor must determine whether the deficiency is a significant deficiency or material weakness and, if so, then communicate it in writing.  SAS No. 112 and the AICPA’s Audit Risk Alert defines the factors to consider, including the likelihood that a deficiency will continue and the magnitude of the misstatement or potential misstatement.  
SAS No. 112 contains an appendix that provides examples of circumstances that may be internal control deficiencies, significant deficiencies, or material weaknesses as does the AICPA’s Audit Risk Alert to help you determine the severity of the deficiency.  The final step is to communicate the significant deficiencies and material weaknesses in writing to the client.
Can the auditor modify the report in SAS No. 112?

The sample report in SAS No. 112 is only illustrative and can be modified to meet the auditor’s needs. 
The auditor discusses a draft report of deficiencies or weaknesses with management and management responds that they have sufficient controls or compensating controls in place.  Should the auditor test the controls or the compensating controls?

There is no requirement that the auditor test controls or compensating controls.  However, if management wants the auditor to consider compensating controls in order to reduce the severity of a material weakness or significant deficiency, then the auditor will need to test the effectiveness of the compensating control.  Additionally, the auditor may always arrange with their client to test design and/or operating effectiveness as a separate engagement. 
I still have questions.  Where can I go for additional information?

· To review the SAS No. 112 go to http://www.aicpa.org/Professional+Resources/Accounting+and+Auditing/Audit+and+Attest+Standards/Authoritative+Standards+and+Related+Guidance+for+Non-Issuers/default.htm. 
· The AICPA’s Audit Risk Alert, “Understanding SAS No. 112 and Evaluating Control Deficiencies” provides additional guidance, relevant case studies and a comprehensive resource listing.  The Audit Risk Alert can be purchased on www.cpa2biz.com.   
· You can also visit www.aicpa.org/pcps and download the recent webinar presented to AICPA PCPS members on “"Understanding SAS No. 112."
I have read all the materials suggested and still have questions, who can I contact?
Members may call the Accounting and Auditing Technical Hotline at 888-777-7077, menu option number 5, followed by menu option number 3.  You may also submit questions to the online Accounting and Auditing Technical Hotline at http://www.aicpa.org/members/div/infohot/form.asp.

DISCLAIMER:  This publication has not been approved, disapproved or otherwise acted upon by any senior technical committees of, and does not represent an official position of, the American Institute of Certified Public Accountants.  It is distributed with the understanding that the contributing authors and editors, and the publisher, are not rendering legal, accounting, or other professional services in this publication.   If legal advice or other expert assistance is required, the services of a competent professional should be sought.
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