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NOTICE TO READERS

Supplemental Guidance (SG) of the AICPA Standards for Performing and Reporting on Peer Re-
views are developed in open meetings by the AICPA Peer Review Board for peer reviews of firms
enrolled in the AICPA Peer Review Program. Supplemental Guidance need not be exposed for
comment and are not the subject of public hearings. This guidance is applicable to firms (and indi-
viduals) enrolled in the program; individuals and firms who perform and report on peer reviews; en-
tities approved to administer the peer reviews; associations of CPA firms, whose members are also
AICPA members, authorized by the board to assist its members in forming review teams; and the
AICPA program staff. The guidance is effective upon issuance unless otherwise indicated.

Review Requirements for Joint Ventures

Joint ventures formed specifically to perform certain engagements are not required to have a peer review provided that

each of the firms that sign the joint venture report is required to have system reviews and agree to list the joint
venture(s) on their client rosters during their peer reviews.

the joint venture is not operating and structured as a separate firm. (Joint ventures do not include part time
work arrangements, when only one firm issues the report.) If the letterhead used for the joint venture does not
identify the separate firms that joined together to perform the engagement, then the joint venture is operating
as a separate firm.

Risk Assessments

The following is an example of an appropriately documented risk assessment in the Summary Review Memorandum
(SRM).

H1. Describe your assessment of the inherent and control risk related to the reviewed firm’s accounting and
auditing practice and its system of quality control. The assessment of these risks is qualitative and not quantita-
tive. The assessment must be comprehensive and address the relevant inherent and control risk factors. Exam-
ples of factors to consider are in the Interpretations 52-1. The assessment should include how the combined
risks affected detection risk and, therefore, the scope of review procedures.

Inherent and Control Risk Factors—Firm’s practice has a few high- or moderate-risk clients, nine audits subject
to Yellow Book (YB) (cities or local school districts, most subject to A-133), two other audits (a major con-
struction company + a text book distributor), a few reviews (retail trade or medical practices), and the usual
compilations for a rural-area firm.

One firm owner has significant experience in YB audits and is a respected “expert” on GASB 34. The other
firm owner also has YB experience and recently served as a continuing professional education (CPE) discussion
leader on 101-3 implementation in “small” firms. Each owner serves as partner-in-charge on audits and a cross-
review system is in place. The five other professionals are each CPAs, and the practice has been very stable for
20+ years. Firm owners make all decisions relative to the quality control (QC) functional elements. Most of the
firm’s CPE is group discussion, including an annual in-house (joint venture with a regional firm) A&A update
with an outside speaker. The firm’s second office is a satellite office only used in tax season.

Based on review of completed QC questionnaire, the system in place is common to that found in firms with
similar characteristics that have experienced successful peer reviews. The firm owners appear very conscious of
QC matters. The firm uses an outside party to assist in its monitoring in year two of the three-year cycle, and in-
ternal monitoring procedures are strong and acceptably documented for each year (including the year covered
by the review). The firm’s review history is very favorable, and there are no known factors that suggest the lev-
el of QC has dropped.

Conclusion: Inherent risk = moderate, due to YB/A-133 and construction audits; control risk = low, due to QC
system features; detection risk = low, due to cross-section selected.
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H2. Based on the preceding assessment, describe how you arrived at the office(s) and engagement(s) selected
for review. Include a discussion of how the scope of the peer review covered a reasonable cross-section of the
reviewed firm’s accounting and auditing practice, with greater emphasis on those engagements in the practice
with a higher assessed level of peer review risk.

Because of the concentration, we selected two governmental audits (one A-133 and one new client, representing
both owners); one construction audit (high-risk industry is not firm’s strength); the retail trade review; and three
compilations representing three industries (one with and two without disclosures). This covers each owner, all
types of engagements, the “must select” requirement, and results in an acceptably low level of detection risk.

System Reviews Performed at a Location Other Than the
Reviewed Firm’s Office

Though the majority of reviews are required to take place at the reviewed firm’s office, the new Standards provide
criteria for when a review can be performed at a location other than the reviewed firm’s office. Reviewers and
reviewed firms should always consider that if the review could be reasonably performed at the reviewed firm, it
should be. Reducing the cost of a peer review or convenience for the reviewer is not acceptable criteria, except in
extraordinary circumstances.

Examples:

Scenario 1

The reviewed firm requests that the reviewer perform the review at the reviewer’s office to reduce the travel expenses
and the cost of the review. The reviewer is willing and able to travel to the reviewed firm’s office. The cost for the
travel is reasonable. Should the administering entity approve the review to be performed at a location other than the
reviewed firm’s office?

No, the ability to reduce the peer review or reasonable travel costs is not a valid reason to have the review take place
at the reviewer’s office.

Scenario 2

The reviewed firm has been using the same peer reviewer for all of their prior peer reviews. The peer reviewer recently
relocated and is now three hours away from the reviewed firm, making it more difficult for him to perform the review at
the reviewed firm’s office. The reviewed firm would like to continue using this peer reviewer. Should the review be
allowed to take place at a location other than the reviewed firm’s office?

No, if there are other qualified reviewers available to do the review at the reviewed firm’s office, the reviewed firm
cannot choose to have the review performed at another location without good reason.

Scenario 3

A reviewer arranges to perform the peer review of a sole practitioner. The sole practitioner has only one audit (in an
industry in which the reviewer is experienced). Due to the low number of audits, should the administering entity
approve to have the review performed at a location other than the reviewed firm’s office?

No, if the review could be performed at the reviewed firm’s office without extreme difficulty or excessive costs, the
review should be performed there.

Scenario 4

A firm in Alaska performs two audits in the construction industry. There are no reviewers with qualifications in the
relevant industries in which the firm practices in the state of Alaska. Should the team captain be permitted to perform
the review at a location other than the reviewed firm’s office?

Yes, the Administering Entity should allow a qualified reviewer from another state to perform the review from his
home state, providing the necessary documents can be sent and the results of the review would be substantially the
same as if it was performed at the office of the reviewed firm.
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Scenario 5

A small firm performs a small number of engagements in the banking industry. The industry and engagements are
considered high risk, but the firm is concerned about having a review by a competitor in the vicinity of his firm. Aside
from these competitors and other firms that are not considered independent, no other qualified reviewers exist within
a reasonable vicinity. Should the review be permitted to be performed at a location other than the reviewed firm’s
office?

Yes, it is a reasonable request to not have a competitor as a reviewer. If no other reviewer with the necessary expertise
is available, the administering entity could allow a review to be performed at a location other than the reviewed firm’s
office, providing the necessary documents can be sent and the results of the review would be substantially the same as
if it was performed at the office of the reviewed firm.

Another acceptable solution would be to involve the expert as a team member to only review those industry specific
engagements, and the team captain performs the review of the remaining engagements and other responsibilities at the
reviewed firm’s office.

Surprise Engagements

The following are several examples for selecting surprise engagements.

Question 1: Sole practitioner #1 only has one “must select” audit engagement (Employee Retirement Income
Security Act [ERISA]), one very small manufacturing audit, and 15 review engagements, the team
captain’s risk assessment may determine that selecting the ERISA covers the audit level of service.
There would be no need to select the manufacturing audit, and the peer reviewer would select one or
more reviews. Sole practitioner #2 has two ERISA audits, several audits of manufacturers, and 15 review
engagements.

Answer 1: a. Inthe case of sole practitioner #1, the ERISA audit cannot be a surprise as it is a “must select,” and,
assuming that the risk assessment concluded that the other audit would not be selected, a review en-
gagement would be the surprise. The team captain’s conclusion should be adequately documented
in the SRM (including that the appropriate “audit level” coverage results with the “must select”
audit), and it is appropriate to select the surprise engagement from the next highest level of service.

b. In the case of sole practitioner #2, it is likely that the risk assessment would identify that only one
ERISA, at least one manufacturing audit, and one or more reviews would be selected. So if two
audits were going to be selected by the reviewer and there is a population large enough for it to be a
surprise, then that is the level of service the surprise engagement should come from. The reviewer
could select one of the two ERISA audits or one of the manufacturing audits to be the surprise. Of
course whether a surprise engagement or not, an ERISA audit must be selected. Once again the
team captain’s conclusion should be adequately documented in the SRM.

¢.  Another situation that is more difficult to apply is when on sole practitioner #1’s peer review, the
peer reviewer’s risk assessment determines that it would be appropriate to look at several key audit
areas of the firm’s manufacturing audit (maybe it wasn’t a very small audit) in addition to the
ERISA audit. It would be acceptable for the manufacturing audit, even though only the key audit
areas are being reviewed, to satisfy the surprise engagement requirement.

The board recognizes that it is not always possible for the reviewer to know whether a reviewed
firm expects a certain engagement to be selected. In this case, the reviewed firm may or may not
have expected the manufacturing audit to be selected. Reviewers are asked to use their professional
judgment in these situations.

Question 2: A firm only performs one audit, one AUP engagement and/or one review engagement and/or one compi-
lation engagement.

Answer 2:  Although it is possible when assessing and documenting a risk assessment that if a firm performs one of
each of these engagements that they may not all be selected for the peer review but realistically all of
them being selected would not be a surprise to the firm. Therefore, for example, where the firm performs
only one of each of these, a team captain would not be prohibited from notifying the firm when present-
ing the original list of engagements to be selected that he or she may select an engagement that wasn’t
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on the original list. This is not required because it really does not constitute a surprise engagement, but it
is permitted.

Question 3: Will there be a surprise audit engagement selected when a two partner firm performs two manufacturing
audits of a similar size (one by each partner) and no other engagements?

Answer 3: A reviewed firm would realistically expect both audits to be selected, and, therefore, picking both would
not be a surprise. However, similar to the answer in question 2, a team captain would not be prohibited
from notifying the firm that one audit is selected when presenting the original list of selected engage-
ments and that he or she may select the engagement that wasn’t on the original list.

Question 4: Can there ever be a surprise engagement when a sole practitioner (with professional staff) only performs
two audits (independent of any other level of service performed)?

Answer 4: A team captain’s risk assessment would indicate to pick both audits (maybe one is an initial client and
the other a high risk industry) and reasons why in some cases only one of the 2 audits would need to be
selected (existing clients in same industry). It is possible that in either case a reviewed firm would realis-
tically expect both audits to be selected, and, therefore, picking both would not be a surprise to them.
Therefore, the team captain must use professional judgment in determining whether there would be a
“surprise engagement” in these instances. If a risk assessment indicates that only one audit should be
selected, a team captain may inform the firm he or she will select at least one audit upon arrival (without
saying which one). If a risk assessment indicates that both audits should be selected, the team captain
would not be prohibited from notifying the firm that one audit is selected when presenting the original
list of engagements and that he or she may select the other audit upon arrival.

The team captain should thoroughly document his or her considerations in the SRM, and a Report
Acceptance Body (RAB) should not be expected to challenge the team captain in the two-audit scenario
unless it is somehow very apparent that there should have been a surprise audit selected.

Question 5:  When the firm does not have an audit that is eligible to select as the surprise engagement, what level of
service should be selected?

Answer 5:  When the threshold for selecting an audit is not met (as discussed in the previous questions and answers
[Q&As]), similar logic should be applied to selecting an engagement performed under the Statements on
Standards for Attestation Engagements (SSAEs) and then Statements on Standards for Accounting and
Review Services (SSARS) as the surprise engagement.

The team captain should thoroughly document his or her considerations in the SRM, and a RAB should
not be expected to challenge the team captain unless it is very apparent that there should have been a
surprise engagement selected or one of a different level of service than what was selected.

Peer Reviewers or Firms That Consider Withdrawing From a Peer Review
After the Commencement of Fieldwork

The responsibilities of peer reviewers are detailed in the AICPA Standards for Performing and Reporting on Peer
Reviews (Standards) and Interpretations, as are those of the reviewed firm, including when a firm may resign from
the AICPA PRP. However, very rarely do circumstances develop whereby a reviewer determines that he or she must
withdraw from the peer review. Although rare, the reasons may vary and may include poor health, not receiving the
required documents from the reviewed firm within a reasonable time frame (or other lack of cooperation matters),
personality conflicts with the reviewed firm that cannot be overcome, not meeting the requirements to be a peer
reviewer after the fieldwork on a peer review has commenced, and other reasons.

The preceding list is not intended to be all-inclusive nor indicate when it is appropriate for a peer reviewer to with-
draw from a peer review. However, such matters should be discussed with the entity administering the peer review.
Some ramifications of withdrawing lead to matters that will need to be resolved solely between the peer reviewer and
the firm, whereas other matters (also based on the validity and types of reasons) might also result in firm noncoop-
eration or reviewer performance issues that will need to be addressed simultaneously by the administering entity as
well. The peer reviewer needs to be aware that this could affect his or her ability to perform future reviews, and the
firm needs to be aware that this could affect its ability to meet licensing and other regulatory requirements, as well as
AICPA membership requirements.
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Also, there are very rare circumstances when a reviewed firm considers withdrawing from its peer review after field-
work has begun. The reasons vary here as well and may include poor health, not receiving timely correspondences
from the peer reviewer, and personality conflicts with the reviewer that cannot be overcome and other reasons. This
list is not intended to be all-inclusive or indicate when it is appropriate for a reviewed firm to withdraw from a peer
review. However, such matters should be discussed with the entity administering the peer review. Some ramifications
of withdrawing lead to matters that will need to be resolved solely between the peer reviewer and the firm, whereas
other matters (also based on the validity and types of reasons) might also relate to firm noncooperation or reviewer
performance that will need to be addressed simultaneously by the administering entity as well. The firm should be
made aware of the difference between resigning from the AICPA PRP, which is specifically addressed in the Stand-
ards and Interpretations, versus possibly withdrawing from an existing review and immediately hiring a new reviewer
to perform another peer review by its due date. The firm also needs to be aware that this could affect its ability to
meet licensing and other regulatory requirements, as well as AICPA membership requirements.

Consulting Between the Reviewed Firm and the Peer Reviewer

Understandably, a peer reviewer can be a valuable source of information to the reviewed firm outside of the peer
review process. The Interpretations discuss other relationships or situations that would impair independence and those
that wouldn’t. However, professional judgment must be used in many cases when during the period between peer
reviews, the reviewed firm “consults” with the firm it intends to use as its reviewer. Consulting with the reviewing
firm does not impair that firm’s ability to perform a subsequent peer review. However, when the frequency and extent
of that consultation becomes an integral part of the reviewed firm’s system of quality control (on any type of peer
review), independence would then be considered impaired.

What is meant by an integral part of the firm’s system of quality control? Although professional judgment must be
considered, independence would be considered impaired when the frequency and extent of the consultation becomes
necessary and essential for the firm’s system of quality control, as a whole, to remain designed and in compliance
with professional standards in all material respects. There are many factors to consider such as, but not limited to, the
size of the firm in terms of number of partners, engagements, and industries.

e For example, if a sole practitioner who previously only had one omit disclosure compilation engagement has
been asked to perform an ERISA audit and asks the potential peer reviewer to come in for a day and assist
the firm in establishing and maintaining a system of quality control and teach the firm how to perform an
ERISA audit, professional judgment would suggest that the reviewer’s independence for peer review purposes
has been impaired in this instance.

e Had the reviewed firm, in the preceding example, only called the potential peer reviewer to ask if using a spe-
cific audit guide, quality control standards and other materials currently in the reviewed firm’s library (or oth-
er peer reviewed materials that can be added to the library) would be appropriate and if the reviewer had any
recommendations on a course or conference that might also be helpful to take prior to performing the audit,
independence would not be impaired.

Planning and Performing Compliance Tests of Requirements of Voluntary
Membership Organizations

Only those membership requirements which are specifically imbedded into the firm’s written system of quality con-
trol and directly contribute to the firm’s compliance with SQCS are within the scope of peer review, not because they
are a membership requirement, but rather because they are an integral part of the firm’s system of quality control for
the firm to comply with SQCS. As an example, take a firm who is a member of the Employee Benefit Plan Audit
Quality Center (EBPAQC), and thus is subject to its membership requirement for certain employee benefit plan-
specific continuing professional education (CPE) be taken within a certain timeframe for certain individuals. The
membership requirements further require that the CPE requirement be included in the firm’s quality control docu-
ments. Assume the peer reviewer on the firm’s System Review noted a deficiency in ERISA engagements, and he or
she suspected based on discussions with the firm’s personnel that they were not up-to-date on ERISA developments
and that their not taking ERISA related CPE gave rise to the deficiency. If the peer reviewer believed, based on his or
her risk assessment of the situation, that testing of the ERISA based CPE would enhance the conclusions, then they
should be tested. If the testing confirmed that the appropriate ERISA related CPE was not taken as required by the
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firm’s system of quality control, the cause of the deficiency would be noncompliance with the firm’s system of quali-
ty control (and not noncompliance with the firm’s EBPAQC membership requirements).

Impact on Peer Review Results and Reporting

Management Representation Letters

The standards discuss the documentation on an engagement that should be reviewed in a system review or an engage-
ment review.

Professional standards require a written representation letter from management for all financial statements and periods
covered by the accountant’s report. The representations should be made no earlier than the date of the accountant’s
review report.

For purposes of peer review, if a management representation letter is dated differently than the report date, the in-
correct dating alone would not cause an engagement to be not in compliance with professional standards. It may be con-
sidered a matter, depending on how materially different the dates are, and the pervasiveness should be considered
when determining whether the matter should be elevated to a finding in a System Review. On an Engagement Review, if
the dating is not materially different, it would not be required to be included in a finding, if it is materially different, it
would be a finding. The reviewer should use his or her judgment in determining whether the dating is materially dif-
ferent.

If the management representation letter does not meet substantially all of the other requirements or the firm failed to
obtain a management representation letter, the engagement should be deemed as not in compliance with professional
standards.

Impact on the Peer Review When Firm or Individual(s) Do Not Possess Licenses

Firm Licenses: For System and Engagement Reviews, when a reviewer identifies that a firm does not possess the
required applicable license(s) to issue accounting and auditing engagements, for any period of time covered by the
peer review year, a Finding for Further Consideration (FFC) must indicate this fact.

Further, the administering entity’s peer review committee (committee) must require an implementation plan that the
firm submits a valid license(s) to the committee. If the reviewed firm obtains a valid license(s) prior to the committee
requesting the implementation plan, they should immediately submit the license to the committee. In this situation,
the committee will be able to consider the review without the need to request an implementation plan because the
reviewed firm will have already obtained a valid license(s). The firm’s license number should not be identified on the
peer review documents and the information obtained should not be reported directly to the state board because it was
obtained as a part of the peer review.

Firms in states with retroactive license provisions must apply the preceding rules even though the firm has the oppor-
tunity to obtain a valid license.

Individual License(s): For System and Engagement Reviews, engagements should be classified as not complying
with professional standards if the partners or other employees with reporting responsibilities do not have a current
individual license to practice public accounting as required by the state board(s) of accountancy.

e System Reviews: The presence of an engagement not complying with professional standards does not auto-
matically result in a pass with deficiency or fail report. Reviewers must consider the nature, causes, pattern,
pervasiveness, and relative importance to the system of quality control, including the lack of an individual li-
cense, in determining the systemic failure in the firm’s system of quality control.

e Engagement Reviews: If a reviewer reviews an engagement that was issued when the individual did not pos-
sess the required license to practice, it is a deficiency. If deficiencies are not evident on all of the engagements
submitted for review, a pass with deficiency report should be issued. However, when the reviewer otherwise
concludes that deficiencies are evident on all of the engagements submitted for review, a fail report is issued.
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Monitoring and Documentation of a Firm’s System of Quality Control

The following guidance should be used to determine the impact on the peer review when there is marginal or a lack of
performance (including documentation) of monitoring, which is required by the Statement on Quality Control Stand-
ards (SQCS).

GUIDANCE FOR MONITORING FINDINGS

FINDING CONCLUSION

Marginal performance (including documentation)
of monitoring, and there are no FFCs, deficiencies or
significant deficiencies in the report

Lack of performance (including documentation) of
monitoring, and there are no FFCs, deficiencies or
significant deficiencies in the report

Lack of performance (including documentation) of
monitoring, and there are FFCs for other issues, but no
deficiencies or significant deficiencies in the report

Lack of performance (including documentation) of
monitoring, and there are deficiencies or significant

Pass; marginal performance (including documenta-
tion) of monitoring is an exit conference item

Pass; with FFC for lack of performance (including
documentation) of monitoring

Pass; with FFC for lack of performance (including
documentation) of monitoring

Deficiency in the pass with deficiency or fail report for
the lack of performance (including documentation) of

deficiencies in the report monitoring

Statement on Quality Control Standards (SQCS) requires a firm to document its system of quality control policies and
procedures. The quality control questionnaires used in the peer review process may be sufficient documentation of the
system of quality control for some firms, however, it should be completed and in effect prior to the beginning of the
peer review year. If the peer reviewer does not deem the system of quality control to be adequately documented, that
should be considered in conjunction with other findings and deficiencies noted, if any. If the firm does not have the
quality control questionnaire completed prior to the peer review but has an adequate system in place that is otherwise
communicated and effective, the reviewer may deem this to be an exit conference item because the firm was not in
compliance with the SQCS’s documentation standards. However, by completing the questionnaire it is now in
compliance. If the reviewer finds other deficiencies, he or she may consider this to be a monitoring issue and that the
system of quality control is neither documented nor effective, and should ordinarily be a deficiency.

The following guidance should be used to determine the impact on the peer review when there is marginal or a lack of
documentation of a firm’s system of quality control as required by the SQCS.

GUIDANCE FOR DOCUMENTATION OF THE
SYSTEM OF QUALITY CONTROL

FINDING

Marginal documentation of the system of quality
control, and there are no FFCs, deficiencies or
significant deficiencies in the report

Lack of documentation of the system of quality
control, and there are no FFCs, deficiencies or
significant deficiencies in the report

Lack of documentation of the system of quality
control, and there are FFCs for other issues, but no
deficiencies or significant deficiencies in the report

Lack of documentation of the system of quality
control, and there are deficiencies or significant
deficiencies in the report

AICPA Peer Review Program Manual

CONCLUSION

Pass; marginal documentation of the system of quality
control is an exit conference item

Pass; with FFC for lack of documentation of the
system of quality control

Pass; with FFC for lack of documentation of the
system of quality control

Deficiency in the pass with deficiency or fail report for
the lack of documentation of the system of quality
control
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Engagement Reviews—Considerations When There Are Several Departures From
GAAP That Are Immaterial

In reviewing generally accepted accounting principles (GAAP) basis financials with no report modification, a
reviewer performing an engagement review may find several departures from GAAP, such as amortization of
goodwill, marketable securities presented at cost, and a small amount of Section 179 depreciation (immediate write
off) of fixed assets. It is possible that each of these items is individually or together collectively immaterial on one
engagement, and at the same time obvious departures from GAAP. While discussing the “No Answers” and matters
documented on the Matter for Further Consideration (MFC) form(s), it may become evident that the firm is not aware
of the departures, but it claims it is immaterial anyway. Would the matter(s) rise to the level of a finding, deficiency,
or significant deficiency?

If an individual finding is immaterial, if findings are collectively immaterial, or both, based on the current objectives
of an engagement review (including whether the engagements submitted for review conform with the requirements of
professional standards in all material respects), the threshold of a “deficiency” is not to be included in a peer review
report with a rating of pass with deficiency or fail. However, a reviewer needs to use professional judgment in deter-
mining whether collectively the “in all material respects” threshold has not been met.

In addition paragraph 110b of the Standards section “Identifying Matters, Findings, Deficiencies and Significant
Deficiencies” states that a finding should be issued in connection with an Engagement Review when the review
captain concludes that “financial statements or information, the related accountant’s reports submitted for review, or
the procedures performed, including related documentation, were not performed or reported on in conformity with the
requirements of applicable professional standards.” The definition of a finding does not discuss materiality or relative
1mportance.

Thus, although the objective of an Engagement Review, and the report, discuss “in all material respects,” the defini-
tion of a finding leaves room for immaterial departures to be included in a finding. Professional judgment should be
used when making this determination, and whereas in this example it might not be inappropriate to elevate the mat-
ter(s) to a finding due to the number of matters noted on one engagement, a different conclusion may be reached if
three engagements were reviewed and each one had a single immaterial departure that ordinarily would not be in-
cluded in the finding.

Implications of Performing Non-attest Services

The AICPA Peer Review Board (board) has determined that when a firm performs an engagement when it lacks inde-
pendence, the engagement would be deemed as not being performed or reported on in conformity with applicable
professional standards in all material respects (except on compilation engagements where the accountant’s report has
appropriately noted the lack of independence).

However, if a firm fails to meet the documentation requirements of “Documentation Requirements When Providing
Nonattest Services” interpretation (AICPA Professional Standards, ET sec. 1.295.050), under the “Independence Rule”
(AICPA, Professional Standards, ET sec. 1.200.001), that alone does not cause an impairment of independence and
therefore does not automatically result in the engagement being deemed as not performed or reported on in conformi-
ty with applicable professional standards in all material respects, provided the firm did establish the understanding
with the attest client called for in paragraph .0lc of the “General Requirements for Performing Nonattest Services”
interpretation (AICPA, Professional Standards, ET sec. 1.295.040).

The “Documentation Requirements When Providing Nonattest Services” interpretation (AICPA, Professional Stand-
ards, ET 1.295.001) does not apply to non-attest services performed prior to the client becoming an attest client.
However, upon the acceptance of an attest engagement, the member should prepare written documentation demon-
strating his or her compliance with the other general requirements during the period covered by the financial state-
ments, including the requirement to establish an understanding with the client.

When a firm fails to meet any of the other requirements of the interpretations of the “Nonattest Services” subtopic
(AICPA, Professional Standards, ET sec. 1.295), independence has been impaired and the engagement would be
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deemed as not being performed or reported on in conformity with applicable professional standards in all material
respects.

The board has considered the impact of the interpretations of the “Nonattest Services” subtopic (AICPA, Professional
Standards, ET 1.295) (Nonattest Services) on each type of peer review. The following guidance details three specific
areas for reviewers to consider:

e What procedures should peer reviewers perform to determine if firms are performing non-attest services and
if the firm is in compliance with the requirements of the “Nonattest Services” subtopic where applicable?

e What documentation should peer reviewers be discussing with the firm or physically be reviewing?

e How should peer reviewers treat the firm’s failure to comply with the “Nonattest Services” subtopic?

System Reviews

Review teams should first evaluate the firm’s policies and procedures and compliance therewith for identifying all
services performed for all clients. The peer review quality control policies and procedures questionnaires completed
by the reviewed firm request the firm to identify whether the firm performs non-attest services. (The firm’s own
quality control documents may contain this information as well.) In addition, the peer review engagement checklist
profile information completed by the reviewed firm on all engagements selected for review asks the firm if it
performs non-attest services for the client. The questionnaires and profile information also serve as representations
made by the reviewed firm for the review team to follow when completing the team captain and engagement
checklists.

Review teams should then determine whether the firm has complied with the requirements of the “Nonattest Services”
subtopic, including the firm’s documentation of the understanding with the client. Review teams should consider the
pattern and pervasiveness of any ‘“Nonattest Services” subtopic matters and their implications for compliance with the
firm’s system of quality control as a whole, in addition to their nature, causes, and relative importance in the specific
circumstances in which they were observed, to determine their effects on the peer review results.

Engagement Reviews

Reviewers (and the firms they review) should be aware that the “Nonattest Services” subtopic, including its
documentation requirements, is applicable to engagements performed under the SSAEs as well as SSARS, including
compilations. Although the requirements related to non-attest services are contained in the “Nonattest Services”
subtopic (AICPA, Professional Standards, ET sec. 1.295) of the AICPA Code of Professional Conduct), Engagement
Reviews include the review of all documentation required by the SSARS and the SSAEs, which encompass the
AICPA Code of Professional Conduct.

There are very few situations where a firm undergoing an engagement review would not be subject to either docu-
mentation requirements required by the SSAES, SSARS, or the interpretations of the “Nonattest Services” subtopic
(AICPA, Professional Standards, ET sec. 1.295):

1. The firm does not perform any non-attest services for its attest clients (including compilation clients).
2. The firm only performs compilations, and the reports have appropriately disclosed the lack of independence.

Therefore, reviewers should review the firm’s documentation of the understanding with the client to determine if the
firm is in compliance with the “Documentation Requirements When Providing Nonattest Services” interpretation
(AICPA, Professional Services, ET sec. 1.295.050). For compilation engagements performed under SSARS, the
review captain may request to review all documentation if the firm has represented that the documentation is
appropriate but the review captain has cause to believe that the documentation may not have been prepared in
accordance with applicable professional standards.

Review teams should first evaluate the engagement checklist profile information completed by the reviewed firm on
all engagements submitted for review. This document asks the firm if it performs non-attest services for the client
along with specific questions regarding documentation required by the “Documentation Requirements When
Providing Nonattest Services” interpretation (AICPA, Professional Services, ET sec. 1.295.001). The profile
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information also serves as representations made by the reviewed firm for the reviewer to follow when completing the
review captain’s summary and the engagement checklists. The profile information also provides common examples of
non-attest services to assist the reviewed firm.

The firm’s failure to comply with the “Documentation Requirements When Providing Nonattest Services”
interpretation (AICPA, Professional Standards, ET sec. 1.295.001) alone would not result in an engagement being
deemed as not having been performed or reported on in conformity with applicable professional standards in all
material respects, or result in the issuance of a pass with deficiency or fail report. Instead, it would be considered a
finding. The review captain should consider the guidance for findings, deficiencies, and significant deficiencies in an
Engagement Review to determine the further classification of the circumstances and the effect on the peer review
results.

Further Information

Additional guidance on non-attest services is available at www.aicpa.org/InterestAreas/ProfessionalEthics/Resources/
Tools/DownloadableDocuments/NonattestServicesFAQ.doc. Alternatively, please call the AICPA Ethics Hotline at
888-777-7077 (menu option 5, followed by option 2), or contact the ethics division by e-mail at ethics@aicpa.org.

Reviewers should also be aware of other documentation that may be required by professional standards such as that
found in paragraph .09 of the “Conceptual Framework for Independence” under the “Independence Rule” ((AICPA
Professional Standards, ET sec. 1.200.001) in which members must document the threats and safeguards applied
when threats to independence are not at an acceptable level.

Peer Review Guidance for SAS No. 115, Communicating Internal Control Related
Matters Identified in an Audit

SAS No. 115, Communicating Internal Control Related Matters Identified in an Audit (AICPA, Professional Stand-
ards, AU-C sec. 265) defines the terms deficiency in internal control, significant deficiency, and material weakness,
provides guidance on evaluating the severity of deficiencies in internal control identified in an audit of financial
statements; and requires the auditor to communicate, in writing, to management and those charged with governance,
significant deficiencies and material weaknesses identified in the audit. In addition, SAS No. 115 heightens the audi-
tor’s awareness that his or her clients are ultimately responsible for their system of internal control and financial
statements and, therefore, must weigh and manage the associated risks. SAS No. 115 is effective for all financial
statement audits for periods ending on or after December 15, 2009, however, early implementation is permitted. For
audits that have period end dates prior to December 15, 2009, the peer reviewer will need to determine whether the
firm’s engagement team was applying SAS No. 112 or SAS No. 115.

In performing the peer review, reviewers should be alert for audit documentation that could indicate a significant
deficiency or material weakness was present but not identified by the engagement team. Such audit documentation
might include material adjusting journal entries or indications that the engagement team participated in the prepara-
tion of an estimate or in the drafting of the financial statements or notes.

Auditors are not required to perform procedures to identify deficiencies in internal control or to express an opinion on
the effectiveness of the entity’s internal control. SAS No. 115 permits the auditor to issue a communication that no
material weaknesses were identified during the audit, but, the auditor should not issue a written communication
stating that no significant deficiencies were identified during the audit.

SAS No. 115 has two requirements:

e The auditor should evaluate the severity of each deficiency in internal control to determine whether the defi-
ciency, individually or in combination, is a significant deficiency or material weaknesses.

e The auditor should communicate, in writing, significant deficiencies and material weaknesses to management
and those charged with governance as part of each audit. This communication includes significant deficien-
cies and material weaknesses identified and communicated to management and those charged with govern-
ance in previous audits, and have not yet been remediated.
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SAS No. 115 defines a deficiency in internal control, significant deficiencies, and material weaknesses in the follow-
ing manner:

Deficiency in internal control. A deficiency in internal control exists when the design or operation of a control does
not allow management or employees, in the normal course of performing their assigned functions, to prevent or detect
and correct misstatements on a timely basis.

Significant deficiency. A significant deficiency is a deficiency, or combination of deficiencies, that is less severe
than a material weakness, yet important enough to merit attention by those charged with governance.

Material weakness. A material weakness is a deficiency, or combination of deficiencies, in internal control, such that
there is a reasonable possibility that a material misstatement of the entity’s financial statements will not be prevented,
or detected and corrected on a timely basis.

Additional Guidance for SAS No. 115 Related to Internal Controls Over Compliance

The Office of Management and Budget (OMB) issued a statement clarifying that these terms are to be used as defined
in the generally accepted auditing standards issued by the AICPA and Government Auditing Standards issued by
the Government Accountability Office. Therefore, the following definitions should be used when an auditor reports
on internal control over compliance in a single audit. This interpretation does not modify or replace an auditor’s
responsibility for communicating internal control over financial reporting matters under SAS 115 or reporting such
matters as required by Government Auditing Standards issued by the U.S. Government Accountability Office.

Deficiency in Internal Control Over Compliance—A deficiency in internal control over compliance exists when
the design or operation of a control over compliance does not allow management or employees, in the normal course
of performing their assigned functions, to prevent or detect and correct noncompliance with a type of compliance
requirement of a federal program on a timely basis.

Significant Deficiency in Internal Control Over Compliance—A significant deficiency in internal control over
compliance is a deficiency, or combination of deficiencies in internal control over compliance with a type of
compliance requirement of a federal program that is less severe than a material weakness in internal control over
compliance, yet important enough to merit attention by those charged with governance.

Material Weakness in Internal Control Over Compliance—A material weakness in internal control over compli-
ance is a deficiency, or combination of deficiencies in internal control over compliance, such that there is a reasonable
possibility that a material noncompliance with a type of compliance requirement of a federal program will not be pre-
vented, or detected and corrected on a timely basis.

Additionally, the U.S. Department of Housing and Urban Development Office of the Inspector General likewise
defines the preceding deficiency terms used in the Consolidated Audit Guide for Audits of HUD Programs (HUD
Guide). However, the HUD Guide specifically changes the language “noncompliance with a type of compliance re-
quirement of a federal program” to reflect “noncompliance with applicable requirements of a HUD-assisted program.”

Note: The preceding definitions of a deficiency and significant deficiency are different than the definitions or criteria
used in determining deficiencies and significant deficiencies in peer review.

The following chart will assist peer reviewers in evaluating the various situations that may be encountered during a
peer review of audits where SAS No. 115 is applicable.

For simplicity, the terms as they relate to Internal Control Over Compliance will be used synonymously with the
terms Deficiency, Material Weakness, and Significant Deficiency in Internal Control in the following chart, unless
otherwise noted.
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Situation

Other Guidance

SAS 115 Guidance

00-11 MAY 2015

Peer Review Guidance

Auditor did not have specific
procedures in place to identify
deficiencies in internal
control.

The auditor is not required to perform
procedures to identify deficiencies in
internal control.

Note: The auditor is required to obtain
an understanding of internal control
sufficient to plan the audit by performing
procedures to understand the design of
controls relevant to an audit of financial
statements and determining whether
they have been placed in operation.

No MFC—performing procedures to
identify deficiencies in internal control
is not a requirement of SAS No. 115.

However, if the auditor has failed to
obtain an understanding of internal
control sufficient to plan the audit, a
MFC related to that matter would be
warranted.

Audit documentation indicates
that the client likely had a
control deficiency; however,
the auditor failed to identify
the control deficiency or
failed to evaluate the severity
of the control deficiency.

The auditor should evaluate the severity
of each deficiency in internal control to
determine whether the deficiency
individually or in combination, is a
significant deficiency or material
weakness.

No MFC if the control deficiencies do
not rise to the level of significant
deficiency or material weakness.

MEFC if the auditor failed to identify a
control deficiency that is evident from
the audit documentation. For example,
the audit documentation might indicate
that the auditor identified material
misstatements and made proposing
journal entries to the client. Those
proposed journal entries are indicators
of a control deficiency that should have
been evaluated by the auditor.

Note: See following guidance in
evaluating if the engagement was not
performed or reported on in conformity
with applicable professional standards.
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Supplemental Guidance

SAS 115 Guidance

3115

Peer Review Guidance

Auditor identified deficiencies
in internal control and
determined that those
deficiencies, individually or in
combination, represent a
significant deficiency or
material weakness.

The requirements of SAS No. 115 are
met providing the auditor communicates
the identified deficiency or weakness in
writing to management and those charged
with governance no later than 60 days
following the report release date.

No MFC if a written, timely
communication' was made to
management and those charged with
governance.

MFC if the auditor fails to
communicate the deficiency or
weakness in writing to management and
those charged with governance no later
than 60 days following the report release
date.

FFC/REPORT:

The peer reviewer should determine the
relative importance of the matter(s)
noted during the peer review to the
firm’s system of quality control as a
whole and their nature, causes, pattern
and pervasiveness, to determine if they
rise to the level of a finding, deficiency
or significant deficiency as described in
the standards and how they should be
reported. The peer reviewer should use
judgment in evaluating the significance
of the failure to communicate and,
generally, the peer reviewer should
respect the auditor’s professional
judgment. Although the evaluation of a
firm’s system of quality control is the
primary objective of a System Review
and the basis for the peer review report,
if the failure to communicate included
audits conducted under GAS (the
Yellow Book), or OMB Circular A-133,
or included clients with operating audit
committees, the engagement could be
deemed to be not performed or reported
on in conformity with applicable
professional standards. In
circumstances where an engagement is
not conducted under the Yellow Book
or there is no operating audit
committee, generally the engagement
would not be deemed as not performed
or reported on in conformity with
applicable professional standards if this
was the only deficiency noted.
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Situation

Other Guidance

SAS 115 Guidance

00-11 MAY 2015

Peer Review Guidance

Auditor identified deficiencies
in internal control and did not
evaluate whether they were a
significant deficiency or a
material weakness.

SAS No. 115 requires the auditor to
evaluate the severity of each deficiency
in internal control identified during the
audit to determine whether the
deficiency, individually or in
combination, is a significant deficiency
or a material weakness.

MFC because the auditor identified the
deficiencies in internal control but did
not evaluate whether they were a signif-
icant deficiency or material weakness.

Note: See preceding guidance in
evaluating if the engagement was not
performed or reported on in conformity
with applicable professional standards.

Auditor identified deficiencies
in internal control and upon
evaluation, determined that
they were not a significant
deficiency or material
weakness. The deficiencies in
internal control were not com-
municated to management or
those charged with governance.

SAS No. 115 requires the auditor to
evaluate the severity of each deficiency
in internal control identified during the
audit to determine whether the
deficiency, individually or in
combination, are significant
deficiencies or a material weakness. If
deficiencies in internal control are
evaluated and determined not to be a
significant deficiency or material
weakness, SAS No. 115 does not
require the deficiencies in internal
control to be communicated with
management or those charged with
governance.

No MFC because SAS No. 115 re-
quires the auditor to evaluate the severi-
ty of each deficiency in internal control
identified during the audit to determine
whether the deficiency, individually or
in combination, are significant defi-
ciencies or a material weakness. Be-
cause the deficiencies in internal
control were evaluated and determined
not to be a significant deficiency or a
material weakness, they are not re-
quired to be communicated to manage-
ment or those charged with governance.

Auditor identified deficiencies
in internal control and upon
evaluation, determined that
they were not a significant
deficiency or material
weakness. During the peer
review, the team captain
determines that the identified
deficiencies in internal control
are likely to be a significant
deficiency or a material
weakness which should have
been communicated in writing.

For example, audit documentation
indicates that the auditor identified a
material adjustment relative to income
taxes. The proposed adjustment was
provided to the firm and recorded. The
firm represents that no material
weakness exists; yet upon inquiry of
firm personnel and review of audit
documentation, the peer reviewer
determines that the client does not have
controls capable of preventing, or
detecting and correcting possible mis-
statements to the income tax accrual.

This should be handled as a
disagreement in the same manner as
other disagreements between reviewer
and firm. The team captain, and if
possible the reviewed firm, should
contact the AICPA technical hotline or
AICPA Audit and Attest staff for
additional guidance. The team captain
may also need to consult with the
technical reviewer and committee chair.

During an audit procedure, the
auditor determined a
deficiency in internal control
was a significant deficiency or
material weakness. The
auditor orally communicated
the identified deficiency as
soon as it was identified to
management and those
charged with governance.

SAS No. 115 allows the auditor the
ability to orally communicate identified
deficiencies or weakness provided that
the auditor issues a written
communication no later than 60 days
following the report release date.

No MFC if a written, timely communi-
cation' was made to management and
those charged with governance.

MFC if the auditor failed to communi-
cate the deficiency or weakness in writ-
ing to management and those charged
with governance no later than 60 days
following the report release date.

Note: See preceding guidance in evalu-
ating if the engagement was not per-
formed or reported on in conformity
with applicable professional standards.
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Supplemental Guidance

SAS 115 Guidance

3117

Peer Review Guidance

The auditor develops journal
entries for fixed asset
depreciation and recommends
client’s posting to its general
ledger. However, the audit
documentation indicates that
the client has effective
controls in place over fixed
assets and that such controls

have been placed in operation.

Nothing in SAS No.115 precludes the
auditor from performing this or other
non-attest services.

Note: The peer reviewer should be
aware of the independence require-
ments of the Code of Professional
Conduct (including 101-3) and
Government Auditing Standards. If the
peer reviewer determines that this
service constitutes a non-attest service,
the peer reviewer should assess the
impact of such services on indepen-
dence of the auditor in light of the
general activity against “Establishing or
maintaining internal controls, including
performing ongoing monitoring
activities for a client.”

No MFC if the audit documentation
indicates that the client had effective
controls in place over fixed assets and
the auditor determined that those
controls had been placed in operation.

Auditor prepares FASB 109
disclosure and provides
necessary journal entries for
posting by client. Client has a
level of understanding such
that the auditor meets AICPA
ethics independence
requirements, but the auditor
determines the client does not
have the ability to
independently prepare the
correct entries. Therefore the
auditor has determined that a
deficiency in internal control
exists.

Because the client does not have
controls in place that would prevent or
detect and correct a misstatement, the
auditor has appropriately detected a
deficiency in internal control. The
severity of the deficiency in internal
control must be evaluated to determine
if it was a significant deficiency or a
material weakness.

No MFC if the auditor evaluates the
deficiency in internal control and deter-
mines that a significant deficiency or
material weakness exists and a written,
timely communication' was made to
management and those charged with
governance no later than 60 days
following the report release date.

No MFC if the auditor evaluates the
deficiency in internal control and deter-
mines that a significant deficiency or
material weakness does not exist and
the peer reviewer agrees with that
assessment.

MFC if the auditor (1) did not deter-
mine whether the deficiency was
significant or constituted a material
weakness or (2) determined the
deficiency was significant or consti-
tuted a material weakness and failed to
provide written communication to
management and to those charged with
governance no later than 60 days
following the report release date or

(3) the peer reviewer believes that a
significant deficiency or material
weakness existed and the firm
determined that one did not.

Note: See preceding guidance in evalu-
ating if the engagement was not per-
formed or reported on in conformity
with applicable professional standards.
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Situation

Other Guidance

SAS 115 Guidance

00-11 MAY 2015

Peer Review Guidance

During interim fieldwork and
before the client’s year-end
date, the auditor identifies a
deficiency in internal control
and determines it is a material
weakness. The auditor
provides a written communi-
cation in a letter to manage-
ment and those charged with
governance.

For some matters, early communication
to management or those charged with
governance may be important because
of their relative significance and the
urgency for corrective follow-up action.
SAS No. 115 does not distinguish how
the written communication is to be
done. It does specify that it must be
provided no later than 60 days
following the report release date, even
if such significant deficiencies or
material weaknesses were remediated
during the audit.

No MFC because the written
communication' was provided no later
than 60 days following the report
release date.

The auditor does not identify
any deficiencies in internal
control during the audit. The
auditor provides written
communication to the client
indicating that significant
deficiencies were not identified
during the audit.

SAS No. 115 indicates that the auditor
should not issue a written communica-
tion stating that no significant deficien-
cies were identified during the audit
because of the potential for misinterpre-
tation of the limited degree of assurance
provided by such a communication.

Note: A client may ask the auditor to
issue a communication indicating that
no material weaknesses were identified
during the audit of the financial
statements for the client to submit to
governmental authorities.

Also note that it would not be
appropriate for an auditor to issue a
communication at an interim date that
no significant deficiencies or no
material weaknesses were identified.

MFC should be issued if the auditor
provided written communications that
no significant deficiencies were
identified.

FFC/REPORT:

The peer reviewer should determine the
relative importance of the matter(s)
noted during the peer review to the
firm’s system of quality control as a
whole and their nature, causes, pattern
and pervasiveness, to determine if they
rise to the level of a finding, deficiency,
or significant deficiency as described in
the standards and how they should be
reported. The peer reviewer should use
judgment in evaluating the significance
of the failure to communicate, and,
generally, the peer reviewer should
respect the auditor’s professional
judgment.
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Situation

Supplemental Guidance

SAS 115 Guidance

3119

Peer Review Guidance

Auditor drafts the financial
statements, including footnote
disclosures. However, the
auditor determines the client
does not have controls in
place to prevent or detect and
correct material misstatements
in their financial statements.

The severity of the deficiency in
internal control must be evaluated to
determine if it is a significant deficiency
or a material weakness.

Note: Generally, no deficiency in
internal control would exist where the
client possesses or acquires, from a
source other than the audit firm, a level
of understanding necessary to prepare
the financial statements and related
footnotes and reviews the financial
statements and related footnotes in
sufficient detail to assume responsi-
bility and prevent and detect
misstatements.

No MFC if the auditor evaluates the
deficiency in internal control and
determines that a significant deficiency
or material weakness exists and a
written, timely communication' was
made to management and those charged
with governance.

No MFC if the auditor evaluates the
deficiency in internal control and
determines that a significant deficiency
or material weakness does not exist and
thus no communication was made to
management or those charged with
governance.

MFC if the auditor failed to provide
written communication to management
and to those charged with governance
no later than 60 days following the
report release date.

Note: See preceding guidance in eval-
uating if the engagement was not
performed or reported on in conformity
with applicable professional standards.

1 . L
The written communication should

e state that the purpose of the audit was to express an opinion on the financial statements, but not to express an opinion on the effectiveness
of the entity's internal control over financial reporting.

state that the auditor is not expressing an opinion on the effectiveness of internal control.

include the definition of the terms significant deficiency and, where relevant, material weakness.

identify the matters that are considered to be significant deficiencies and, if applicable, those that are considered to be material weaknesses.
state that the communication is intended solely for the information and use of management, those charged with governance, and others

within the organization, and that it is not intended to be and should not be used by anyone other than these specified parties. If an entity is
required to furnish such auditor communications to a governmental authority, specific reference to such governmental authorities may be

made.
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Risk Assessment SASs

Overview

The primary objective of the risk assessment SASs is to enhance the auditor’s application of the audit risk model in
practice by requiring, among other things,

e A more in-depth understanding of the audit client and its environment, including its internal control. This
knowledge will be used to identify the risk of material misstatement in the financial statements (whether
caused by error or fraud) and what the client is doing to mitigate them.

e A more rigorous assessment of the risk of material misstatement of the financial statements based on that
understanding.

e Improved linkage between the assessed risks and the nature, timing, and extent of audit procedures performed
in response to those risks.

Documentation Requirement
The SASs require auditors to document the following matters:

e The levels of materiality and tolerable misstatement, including any changes thereto, used in the audit and the
basis on which those levels were determined.

e The discussion among the audit team regarding the susceptibility of the entity’s financial statements to
material misstatement due to error or fraud, including how and when the discussion occurred, the subject
matter discussed, the audit team members who participated, and significant decisions reached concerning
planned responses at the financial statement and relevant assertion levels.

e Key elements of the understanding obtained regarding each of the aspects of the entity and its environment,
including each of the components of internal control, to assess the risks of material misstatement of the finan-
cial statements, the sources of information from which the understanding was obtained, and the risk assess-
ment procedures.

e The assessment of the risks of material misstatement both at the financial statement level and at the relevant
assertion level and the basis for the assessment.

e The significant risks identified and related controls evaluated.

e The overall responses to address the assessed risks of misstatement at the financial statement level.
e The nature, timing, and extent of the further audit procedures.

e The linkage of those procedures with the assessed risks at the relevant assertion level.

e The results of the audit procedures.

e The conclusions reached with regard to the use in the current audit of audit evidence about the operating ef-
fectiveness of controls that was obtained in a prior audit.

e A summary of uncorrected misstatements, other than those that are trivial, related to known and likely mis-
statements.

e Conclusion about whether uncorrected misstatements, individually or in aggregate, do or do not cause the
financial statements to be materially misstated, and the basis for that conclusion.

Peer Review Guidance
Risk Assessment

In performing a peer review, the reviewer should evaluate whether the firm’s system of quality control was sufficient-
ly designed to identify and implement the requirements of the new SASs. This evaluation provides a basis for the re-
view team to determine whether the reviewed firm has adopted appropriately comprehensive and suitably designed
policies and procedures that are relevant to the size and nature of its practice.
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As part of the risk assessment, the reviewer should discuss the new SASs with the firm to get an understanding of the
firm’s general knowledge of them. The reviewer should focus on the firm’s policies and procedures. Are the policies
and procedures designed to require the professional personnel to have an understanding of the applicable professional
standards necessary to perform engagements assigned to them? If so, did the firm comply with its policies and proce-
dures by providing firm personnel with the knowledge and expertise required to perform engagements assigned to
them—specifically in regard to the new standards?

The reviewer should determine if the firm’s personnel has a basic understanding and knowledge of these SASs. Based
on the discussion, the reviewer should factor this understanding into the assessment of inherent and control risk. This
should be documented in the SRM.

Impact on Peer Review Report

Firm not aware of new SASs

If the firm was unaware of the risk assessment standards, the peer reviewer should first determine if the firm’s
system of quality control was not properly designed or if the firm did not comply with its policies and proce-
dures regarding identifying and implementing new professional standards. Next, the reviewer should assess
the pervasiveness of the omission of implementing such SASs on the firm’s engagements and identify en-
gagements reviewed as not being performed or reported on in conformity with the applicable professional
standards if there is an omission of a critical auditing procedure(s), which includes documentation required by
the SASs. Although the financial statements may not appear to have material misstatements, if the firm did
not perform the audit procedures, including documentation, required by these SASs, this can result in defi-
ciencies included in a pass with deficiency or fail report.

When a firm’s system of quality control is not designed in accordance with professional standards and, as a
result, engagements are not performed in accordance with professional standards in all material respects, the
peer reviewer would ordinarily be able to conclude that the firm has less than reasonable assurance (or in
some cases no assurance) of conforming with applicable professional standards in all material respects, which
is currently the threshold for issuing a pass with deficiency or fail report respectively. Even if the firm had
implemented a policy to adhere to the new SASs but completely failed to implement (comply with) the poli-
cy, the reviewer could come to the same conclusion.

The reviewer should provide a detailed description of the matter and the firm’s response on the MFC. In addi-
tion, the reviewer should complete Section I of the SRM.

Partial compliance or lack of documentation required by the SASs

The issue would also be compliance rather than design oriented if the firm was aware of the new SASs,
including the documentation requirements, and implemented a requirement in its policies and procedures that
new SASs be adhered to but the review identified that in certain situations the firm failed to comply with its
policies and procedures (and professional standards) in all material respects. Depending on the extent of the
required auditing procedures, including documentation, that were not complied with and the pervasiveness of
the matter to the firm’s system of quality control as a whole, this could result in a pass report with a FFC, a
pass with deficiency report (or potentially a fail report if warranted in conjunction with other engagement
deficiencies noted on the peer review).

Verbally verifying that procedures were performed, when the documentation required by professional
standards is lacking in all material respects, is now considered an engagement that has not been performed in
accordance with GAAS in all material respects. The peer reviewer’s professional judgment must be
considered when the firm has demonstrated that some but not all of the required documentation is present or
when the issue is not pervasive to the firm’s system of quality control as a whole (and that may be when a
pass report is issued, plus a FFC).

The reviewer should provide a detailed description of the matter and the firm’s response on the MFC. In addi-
tion, the reviewer should complete section I of the SRM.
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Repeat Findings, Deficiencies, and Significant Deficiencies
The following are examples of identifying repeat findings, deficiencies and significant deficiencies.

System Review

A firm’s system of quality control requires that all audit procedures are reviewed by a manager or above. In the prior
review the underlying cause of a finding related to analytical procedures was a lack of review and supervision by a
manager or above. As a result, the auditors placed a high level of assurance on an analytic that indicated a significant
unexpected difference and that difference was not investigated. Although not significant enough to warrant a defi-
ciency in the report, the lack of review by a manager or above was the underlying cause included on a related FFC
form. During the current peer review, significant differences identified in reconciliation testing were not investigated.
Again, the underlying cause was determined to be the lack of review and supervision by a manager or above. Even
though the working paper areas in which findings were identified are different, because the underlying cause to both
is the lack of an appropriate level of review and supervision, this would be considered a repeat finding in the current
review.

In the prior peer review the underlying cause of disclosure deficiencies was that although Partner A performed pre-
issuance reviews on all engagements before releasing them, the reviews were not performed comprehensively enough
in scope to avoid significant disclosure deficiencies. Although not required by professional standards, the partner did
not use an engagement reporting and disclosure checklist, nor did the firm’s system of quality control require its use,
nor did the firm’s system employ any other method that would ensure that the partner review would be performed
comprehensively on all engagements. The use of this checklist could have contributed to a comprehensive review
assuming all of the relative procedures to each engagement were performed. This was clearly a design deficiency.
Though the current peer review identifies significant disclosure deficiencies, upon investigation the review team finds
that the firm’s system of quality control requires the use of the reporting and disclosure checklist. Partner B is respon-
sible for performing the pre-issuance reviews, and the review team finds out that Partner B is not performing it on all
engagements. This is a compliance deficiency and as such would not be deemed a repeat even though it led to signifi-
cant disclosure deficiencies (as in the prior peer review).

In the prior review, there was a finding that the firm’s system of quality control did not require appropriate superviso-
ry review of compiled monthly financial statements. As a result, required disclosures were omitted from the financial
statements. Compilations comprise a significant portion of the firm’s audit and accounting practice. The firm revised
its quality control policies and procedures to require a supervisory review. In the current peer review, the firm did not
perform the supervisory review of compiled monthly financial statements. The lack of supervisory review resulted in
inconsistent report and financial statement titling, referencing both income tax and cash basis which resulted in a defi-
ciency in the report. The team captain determined that the revised quality control policies requirement of a superviso-
ry review was not communicated to firm staff, audit programs were not modified to incorporate supervisory review,
and the peer reviewer determined that the firm did not effectively implement the revised quality control policies and
procedures for supervisory review. As such, it was determined that this is a repeat design deficiency in relation to
supervisory review because the firm has not appropriately designed and implemented proper policies and procedures.

Engagement Review

In the prior review, the firm received a FFC due to the misclassification of a repayment of a principal amount due on
a loan as an investing activity instead of a financing activity on the statement of cash flows. During the current review
the firm received a FFC due to failure to disclose a noncash transaction of purchasing equipment directly through
seller financing. The current year finding would not be considered a repeat finding. To be considered a repeat finding
in an Engagement Review, the finding must be substantially the same as noted in the prior review.

In both the current and prior peer reviews, the firm did not obtain a client management representation letter for the
review engagements selected. As such, this would be considered a repeat deficiency in the current peer review report.

Reviewed Firm Name Changes

A reviewed firm may change its name during the peer review year or after the peer review year-end but prior to the
peer review report being presented for acceptance to the peer review committee. A firm should complete the Notifi-
cation of Change in Firm Structure Form whenever there is merger, dissolution, or just a name change and should
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submit this information to the administering entity and discuss any questions it may have with the administering enti-
ty. The AICPA will make a determination whether for peer review purposes it will be treated as solely a name change.
The peer reviewer is issuing a report on a period covering one year and should include the name that appeared on the
letterhead of the reports issued by the firm during that year.

If subsequent to the peer review year-end the firm changed its name, the new name may appear as well. Ideally these
matters should be dealt with such that the report and, if applicable, response thereto presented to the peer review
committee reflect these revisions. For example, ABC firm had a peer review for the year ended 9/30/07 and changed
its name to ABCDE firm effective 11/1/07. The peer review took place on 12/1/07, and the peer review report was
issued 12/15/07. In this example the report could be addressed to (and all references in the report could refer to
“ABCDE firm (formerly known as ABC firm”). However, at a minimum, the report should contain a reference to
ABC firm because that was the name on the letterhead of the reports issued by the firm during the peer review year.

If the firm underwent a name change in the middle of the peer review year, the report should be addressed to the
firm’s most current name and could also indicate in the body of the report, “also doing business as.” So in the previ-
ous example, assume ABC firm changed its name to ABCDE firm on 3/31/07. The peer review report would appro-
priately be addressed to ABCDE firm but the body of the report could refer to ABCDE firm “also doing business as
ABC firm” during the peer review year. Reports were issued on both letterheads for the reports issued by the firm.

A firm would have a name change in the following situations:
e A partner is leaving the firm and taking no accounting or auditing (A&A) clients from this firm to a new firm.
e A partner is joining the firm and bringing no A&A clients into the firm.
e A staff member has been promoted to partner.
e A firm name is changed for commercial purposes (PLLC, LLC, PC).

If the firm’s name changed due to a merger, or acquisition, dissolution, or sale, this guidance may not be applicable.

Responding to Engagements Not Performed or Reported on in Conformity With Applicable
Professional Standards in all Material Respects

Interpretation No. 67-1 indicates that the reviewed firm (firm) should make appropriate considerations to address en-
gagements that are identified during the peer review that are not performed or reported on in conformity with applica-
ble professional standards in all material respects. The primary responsibility is on the firm to follow professional
standards to address these types of engagements. Auditing and accounting standards provide guidance for firms when
this information comes to the attention of the firm subsequent to the report release date, such as information identified
as a result of a peer review. The relevant professional standards include AU-C section 560 , Subsequent Events and
Subsequently Discovered Facts, SSARS No. 19, Framework for Performing and Reporting on Compilation and Re-
view Engagements (AICPA, Professional Standards, AR secs. 60, 80, and 90), or SSARS No. 21, Statements on
Standards for Accounting and Review Services: Clarification and Recodification (AICPA, Professional Standards,
AR-C secs. 60, 70, 80, and 90) as applicable, or, if the firm’s work does not support the report issued, as addressed in
AU-C section 585, Consideration of Omitted Procedures After the Report Date (AICPA, Professional Standards).
Interpretation No. 67-1 indicates that the reviewer should remind the firm of its responsibilities to follow the relevant
professional standards to address these situations.

The firm should make and document comprehensive assessments about whether it is necessary to perform omitted
procedures, or whether a material reporting error necessitates reissuance of an accounting or auditing report, revision
to the financial statements, or remediation of the subsequent engagement. The firm should thoroughly consider the
continued reliance by third party users on reports issued and procedures performed. Particularly, the firm should con-
sider the expectations of regulatory bodies that the firm will perform the omitted procedures or correct reports in a
timely manner.

The firm is expected to follow applicable professional standards regarding documentation of the omitted procedures,
if performed, document performance or reissuance considerations, and provide a response to the peer reviewer. The
firm’s initial assessment should be timely and generally take place during the peer review to enable the peer reviewer
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to reach a proper conclusion about the engagement and evaluate the firm’s response to the situation. Ordinarily, the
firm’s response should be documented on the MFC form that appropriately describes the most significant matters
indicating the engagement is not performed or reported on in conformity with applicable professional standards in all
material respects. The response may include referring to a memo subsequently added to the engagement documenta-
tion. The reviewed firm’s response should indicate the conclusion and decision reached about whether or how to re-
mediate each such engagement.

The peer reviewer should evaluate the firm’s actions planned or taken or its reasons for concluding that no action is
required for each engagement not performed or reported on in conformity with applicable professional standards in all
material respects. The reviewer should thoroughly document these situations in the Summary Review Memorandum
for System Reviews and Review Captain’s Summary for Engagement Reviews, including whether they believe the
firm’s considerations support its decision and whether a monitoring action is suggested to follow up on the remedia-
tion of the specific engagement. These peer review documents should be submitted for consideration during the peer
review acceptance process. If all the preceding is documented appropriately, the RAB should not typically challenge
the reviewed firm’s considerations, actions, or conclusions. A reviewed firm’s appropriately documented considera-
tions in response to such an engagement and documentation of the reviewer’s assessment of the reviewed firm’s re-
sponse are conditions of acceptance by the peer review committee. If the firm and reviewer considerations are not
properly performed or documented, the RAB may defer acceptance of the peer review subject to appropriate consid-
erations or peer review documentation.

Reviewers or administering entities should not require or instruct reviewed firms to perform omitted procedures, reis-
sue accounting or auditing reports, or to have previously issued financial statements revised and reissued because
those are decisions for the firm and its client to make. It is not expected that omitted procedures be performed, or all
notifications made to those relying on the reports, or financial statements revised or reissued prior to the reviewer’s
conclusion on the engagement or conclusion on the peer review.

In a system review, if the reviewer concludes that the firm’s response and consideration of the applicable standards is
not appropriate to address an engagement not performed or reported on in conformity with applicable professional
standards in all material respects, the reviewer should evaluate whether this is indicative of a potential failure to com-
ply with the leadership or tone at the top element in the firm’s system of quality control. The purpose of the leadership
responsibilities element of a system of quality control is to promote an internal culture based on the recognition that
quality is essential in performing engagements. The firm’s leadership responsibilities policies and procedures should
provide a proper tone to ensure that the proper considerations are made to address engagements that are not performed
or reported on in conformity with applicable professional standards in all material respects.

In system and engagement reviews, if the reviewer concludes that the firm’s considerations and response are appro-
priately documented related to such an engagement and the firm indicates in its response that it intends to complete
omitted procedures, reissue the auditor’s or accountant’s report, or have previously issued financial statements revised
and reissued, the RAB will consider whether the firm’s response is genuine, comprehensive, and feasible. The RAB
may also consider accepting the peer review provided that the firm agrees to submit evidence to an outside party ac-
ceptable to the RAB of performing and documenting the previously omitted procedures, or the reissuance of the re-
port, or revision to the financial statements, if appropriate.

The firm’s actions, taken or planned, may affect other monitoring actions that the RAB may impose. Additional guid-
ance for determining when and what type of corrective action(s) or implementation plan(s) a RAB may require is pro-
vided in chapters 4 and 5 of the Report Acceptance Body Handbook.

Regulatory Aspects of the Peer Review

Incomplete, Initial GAO Engagements in a System Review

If a firm is performing an initial engagement under Government Auditing Standards (GAS also known as the Yellow
Book) that occurs in a firm’s peer review year but is incomplete and without a comparable engagement, the firm can
request an extension from the administering entity and the U.S. Government Accountability Office (GAO; formerly
U.S. General Accounting Office). However, if the GAO will not grant the extension, the firm will have to proceed
with its peer review and receive a report (pass, pass with deficiency or fail, depending on the peer review results) with
a scope limitation. A waiver of a scope limitation is not generally appropriate in this situation.
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Government Auditing Standards CPE Requirements and Peer Review Requirements

Some firms with engagements subject to GAS tend to spend a limited number of hours on the engagements, have lim-
ited partner involvement, and often have limited CPE in the governmental area

Reviewers should consider the degree of noncompliance with the CPE requirements and the pattern and pervasiveness
of matters, as well as their implications for compliance with the firm’s system of quality control, in addition to their
nature, causes, and relative importance in the specific circumstances in which they were observed. Reviewers should
also ensure that the CPE deficiencies noted on the FFC forms provide enough detail so that committees can determine
whether the findings are appropriate. Some reviewers may have been improperly concluding personnel lack or do not
have appropriate governmental CPE when in fact they had accounting and auditing CPE, which in certain circum-
stances counts as governmental CPE.

If a firm conducts a governmental audit when the required personnel are not in compliance with the CPE requirements
set forth in those standards,

1. consideration should be given to reporting the failure on a FFC form even if there are no other problems with
the engagement.

2. consideration should be given to issuing a report with a rating of pass with deficiency related to personnel
management if deficiencies are noted on the engagement or the noncompliance with CPE requirements rises
to the level of a deficiency.

3. firms should be advised to obtain the required CPE before performing another government engagement.

Keep in mind, if a firm is performing governmental engagements and the firm does not have a quality or peer review
done on the firm every three years, or the required personnel did not complete the CPE required by GAS, the en-
gagements should be classified as not conforming with professional standards for purposes of the AICPA Peer Re-
view Program.

Comparison of AICPA, GAO, and DOL Rules of Independence

Peer reviewers and technical reviewers need to be aware of the differences between the independence rules of the
AICPA, GAO, and Department of Labor (DOL).

A chart has been developed comparing the AICPA rules of independence to the GAO rules of independence as
they relate to non-attest services. The chart is divided among various categories of non-attest services: overarching
principle, bookkeeping services, payroll services, appraisal and valuation services, information technology ser-
vices, and human resources services. It is located at www.aicpa.org/interestareas/professionalethics/resources/tools/
downloadabledocuments/2012mayaicpagaocomparision.pdf.

In addition, a chart has been developed comparing the AICPA rules of independence to the DOL rules. It is located at
www.aicpa.org/InterestAreas/EmployeeBenefitPlan AuditQuality/Resources/Accountingand AuditingResourceCenters
/AuditorIndependence/DownloadableDocuments/DOL_AICPA Independence Rule Comparison.pdf.

Reviewers should be aware of these differences when reviewing GAO and DOL engagements. Any GAO or DOL
engagement where independence has been impaired, under any of the rules of independence, should be deemed as not
in compliance with professional standards for AICPA Peer Review Program purposes.

Implications of the 2011 Yellow Book and Performance of Nonaudit Services

The AICPA Peer Review Board (board) has determined that when a firm performs an engagement in accordance with
Government Auditing Standards when independence is impaired, the engagement would be deemed as not being per-
formed or reported on in conformity with applicable professional standards in all material respects. However, a firm
failing to comply with the documentation requirements of the December 2011 Revision of Government Auditing
Standards (2011 Yellow Book) does not necessarily impair independence (see paragraph 3.59 of the 2011 Yellow
Book) and further inquiries by the reviewer are required if independence impairments existed. The 2011 Yellow Book
contains additional requirements beyond those required under AICPA Ethics Interpretation No. 101-3. Documentation
of compliance with those requirements is explicitly required. Therefore, material noncompliance with either the inde-
pendence evaluation or the documentation requirements of the 2011 Yellow Book results in the engagement being
deemed as not performed or reported on in conformity with applicable professional standards in all material respects.
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There are several resources available through the Governmental Audit Quality Center that discuss the 2011 Yellow
Book, including archived Web events and practice aids that are free and available to all AICPA members at the fol-
lowing link:

http://www.aicpa.org/InterestAreas/Governmental AuditQuality/Resources/AuditPractice ToolsAids/Pages/Y ellowBook
AuditToolsandAids.aspx.

The board has considered the impact of noncompliance with the 2011 Yellow Book on system reviews. Peer review-
ers should take the following question and answer guidance and accompanying decision tree into consideration.

Evaluation of a Firm’s Compliance with 2011 Yellow Book Independence Requirements Related to
Nonaudit Services

Question and Answer for Peer Reviewers

Note to Reviewer: The following are key differences in applying AICPA Ethics Interpretation No. 101-3 and the 2011
Yellow Book that peer reviewers need to be aware:

e The 2011 Yellow Book requires documentation of the assessment of management’s ability to oversee the
nonaudit services, including whether management has suitable skills, knowledge, or experience (SKE);
AICPA Ethics Interpretation No. 101-3 requires the same assessment, but does not require documentation of
the assessment. However, the conclusion as to management’s ability to oversee the nonaudit services should
be the same under both standards.

e The 2011 Yellow Book requires consideration of threats in the aggregate with other nonaudit services provid-
ed. This concept is not currently included in AICPA Ethics Interpretation No. 101-3.

e The 2011 Yellow Book requires that any and all nonaudit services that are not prohibited, regardless of
significance, be assessed using the Yellow Book Conceptual Framework. Therefore, all nonaudit services
must be evaluated for threats and safeguards must be applied when threats are deemed to be significant.
However, under AICPA Ethics Interpretation No. 101-3 for non-attest services listed as permitted, as long as
the auditor complies with the general requirements for performing non-attest services, no further assessments
of threats or application of safeguards are required.

e The 2011 Yellow Book specifically defines preparation of financial statements and cash to accrual entries as
nonaudit services subject to 2011 Yellow Book independence evaluation and documentation requirements.
Under a non-authoritative Frequently Asked Questions to AICPA Ethics Interpretation No. 101-3, those
services are defined as routine services and only require that auditors not assume management responsibilities
when performing such services. Recently adopted revisions to Ethics Interpretation No. 101-3 specifically
identify activities such as financial statement preparation, cash-to-accrual conversions, and reconciliations as
non-attest services effective for engagements covering periods beginning on or after December 15, 2014.

e To see the current comparison of AICPA versus GAO Independence Rules, refer to www.aicpa.org/
interestareas/professionalethics/resources/tools/downloadabledocuments/2012mayaicpagaocomparision.pdf.
Please note that there is currently an exposure draft (dated August 31, 2012) that would revise AICPA Ethics
Interpretation No. 101-3 to require evaluation of threats in the aggregate. See www.aicpa.org/InterestAreas/
ProfessionalEthics/Community/ExposureDrafts/Pages/ExposureDrafts.aspx for the current status of the
exposure draft.

1. What engagements does the 2011 Yellow Book apply to?

The 2011 Yellow Book applies to financial audits and attestation engagements conducted in accordance with
Government Auditing Standards performed for periods ending on or after December 15, 2012. However, auditors
performing nonaudit services must be independent for the period covered by the financial statements. Therefore,
auditors may be required to comply with the 2011 Yellow Book independence requirements for nonaudit services
performed as early as January 1, 2012. The 2011 Yellow Book also applies to performance audits conducted in
accordance with Government Auditing Standards for audits beginning on or after December 15, 2011.
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2. Is a firm required to complete the AICPA 2011 Yellow Book Independence—Nonaudit Services
Documentation Practice Aid or other third party standardized forms in order to evidence the firm’s
independence in the performance of nonaudit services performed for an auditee under the December 2011
revision to Government Auditing Standards (the 2011 Yellow Book)?

No. The 2011 Yellow Book Independence—Nonaudit Services Documentation Practice Aid was developed to assist
auditors in meeting the requirements in the 2011 Yellow Book for identifying and evaluating threats to independence
when considering whether to provide a nonaudit service. An auditor could use various approaches to meet the inde-
pendence evaluation and documentation requirements of the 2011 Yellow Book; therefore, use of the AICPA practice
aid or any other third party provided practice aid is not required by professional standards. Peer reviewers should ob-
tain an understanding of the firm’s internal quality control policies and procedures to meet the applicable professional
requirements. The peer reviewer should evaluate whether the firm’s methodology for meeting the requirements is
appropriate.

Peer reviewers should note that the documentation requirement for assessment of the skills, knowledge, and experi-
ence of the individual at the auditee designated to oversee a nonaudit service will not be compliant simply through
management representations or other actions performed solely by the audited entity. This requirement is applicable
for any and all permitted nonaudit services, regardless of significance. Auditors are expected to document an assess-
ment under the standards, therefore completion of a checklist that does not provide for documentation of the actual
evaluation will be unlikely to comply with the standards.

3. Is there a tool that peer reviewers can utilize to evaluate a firm’s compliance with the 2011 Yellow Book
independence requirement related to nonaudit services?

Yes. This Q&A document provides guidance to assist peer reviewers in evaluating a firm’s compliance with the 2011
Yellow Book independence requirement related to nonaudit services. The following chart in exhibit A should be used
in conjunction with the interpretive guidance for peer reviews.
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Peer Reviewer Evaluation of Reviewed Firm’s Compliance with 2011 Yellow Book
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4. Is a failure to comply with the documentation requirements regarding independence in the 2011 Yellow
Book considered a departure from professional standards?

Yes. The 2011 Yellow Book emphasizes that documentation is required for the evaluation of each of the elements of
independence, which consists of management’s ability to oversee the nonaudit services, including whether manage-
ment has SKE, significant threats that require the application of safeguards along with the safeguards applied, and the
understanding established with the audited entity regarding the nonaudit services to be performed. Failure to docu-
ment one or more of these elements is considered a departure from professional standards.

The examples provided are intended to assist the peer reviewer in determining whether there is a departure from pro-
fessional standards and the impact of that departure on the engagement. However, examples cannot contemplate every
circumstance a peer reviewer might face and are not a substitute for professional judgment. The peer reviewer is like-
ly to encounter situations where the engagement is somewhere on a continuum of compliance with standards. If there
is a failure to document one or more of the elements of the independence evaluation required by the 2011 Yellow
Book, ordinarily the engagement should be considered as not performed in conformity with applicable professional
standards in all material respects. If there is marginal documentation of a particular element required by professional
standards, the peer reviewer should use judgment to determine the degree of noncompliance on the conclusion of the
engagement.

5. 1If a peer reviewer is reviewing an engagement and determines that independence is not documented in
accordance with paragraph 3.59 of the 2011 Yellow Book, should the reviewer automatically conclude that
there are independence impairments?

No. A documentation failure does not automatically indicate independence impairment. In a situation in which an
independence documentation deficiency exists, the peer reviewer will need to perform additional inquiries of the firm
to determine whether independence was impaired. In this case, a MFC will be required to document the peer reviewer
and firm’s assessment of the noncompliance, whether or not it rises to the level of independence impairment. If the
conclusion is reached that there is either a documentation failure or independence is impaired, the reviewer should
refer to questions 10 and 11.

6. How can a reviewer evaluate whether noncompliance with the documentation requirements of the 2011
Yellow Book indicates that independence is impaired?

If the firm failed to document all of the components required by Government Auditing Standards (that is, manage-
ment’s ability to oversee the nonaudit services, including whether management has SKE, significant threats that re-
quire the application of safeguards, and the understanding established with the audited entity regarding the nonaudit
services to be performed), the reviewer should presume that independence was impaired. However, the audit firm may
be able to provide convincing evidence that the lack of documentation does not indicate independence impairments.

Reviewers should make the initial inquiries of the firm verbally and timely. This will help the reviewer determine the
underlying cause of the failure and genuineness of the firm’s response. The firm can subsequently provide a written
response to support the oral claims. However, if the audit firm indicates the auditee did not have anyone with suffi-
cient SKE to oversee the nonaudit services performed, then a significant threat existed for which no safeguards to
overcome the threat were available and conclusive proof exists that independence was impaired.

7. Can the firm otherwise demonstrate that it is independent although management’s ability to oversee the
nonaudit services, including whether they have SKE, is not properly documented?

Yes. However, the burden of proof required of the firm to evidence such compliance is high and the firm will need to
provide the reviewer with persuasive evidence that independence was not impaired.

Example 7.1

The auditor established and documented the understanding with the auditee regarding the nonaudit services in accord-
ance with paragraph 3.39 of the 2011 Yellow Book, but failed to document consideration of management’s SKE.
Upon inquiry by the reviewer, the auditor was able to demonstrate that the SKE of the CFO responsible for oversight
of the nonaudit service was common knowledge to the auditor because of extensive history and experience with the
auditee and the CFO. The reviewer should evaluate the evidence based on the totality of the situation to determine
whether the firm met the burden of proof to support its claims that it had appropriately considered and complied with
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the independence requirements. In this case, the reviewer might reach the conclusion that the firm failed to conform
with the 2011 Yellow Book by failing to document the considerations required, but that the firm’s independence was
not impaired. This engagement would be considered, not performed or reported on, in conformity with applicable
professional standards in all material respects for failing to comply with the documentation requirements of the 2011
Yellow Book (see question 10for additional information).

Example 7.2

The auditor established and documented the understanding with the auditee regarding the nonaudit services in accord-
ance with paragraph 3.39 of the 2011 Yellow Book, but failed to document consideration of management’s SKE.
Upon inquiry by the reviewer, the auditor was unable to provide persuasive evidence that the individual at the auditee
responsible for overseeing the nonaudit service had SKE. In this case, the reviewer would likely reach the conclusion
that the firm failed to conform with professional standards because the firm failed to document the considerations
required and the firm was not independent because an individual with sufficient SKE did not oversee the performance
of the nonaudit service. This engagement would be considered, not performed or reported on, in conformity with
applicable professional standards in all material respects for failing to comply with the independence requirements of
the 2011 Yellow Book (see question 11 for additional information).

8. Under what circumstances should the peer reviewer question the audit firm’s evaluation of threats and
documentation (or lack thereof) of safeguards to reduce threats to an acceptable level?

The 2011 Yellow Book does not require documentation of the evaluation of threats unless the threats are deemed sig-
nificant enough to require the application of safeguards. If there is contradictory evidence that would appear to refute
the auditor’s claim that a threat is not significant, the reviewer should consider whether the audit firm’s evaluation of
the threat was appropriate through inquiries of the firm. If the threats are deemed to be significant, the reviewer will
need to determine whether safeguards had been applied that reduced the threats to an acceptable level. If the reviewer
determined that significant threats existed and safeguards were applied that reduced the threats to an acceptable level,
but the firm failed to document the consideration of the threats and the application of safeguards, the reviewer may
reach a conclusion that the firm was independent but failed to comply with professional standards by not documenting
its independence considerations. If the reviewer determines that significant threats existed and safeguards were not
applied, this would indicate independence impairment.

Factors to consider that may indicate significant threats exist include the following:
e Performance of multiple nonaudit services
e Nonaudit services that are significant to the subject matter of the audit
e Significant assumptions and judgments made by the auditor
e Significant degree of subjectivity related to the nonaudit service
e Poor condition of the audited entity’s books and records
Threats must be evaluated in the aggregate as well as individually when assessing the significance of the threats.

The Government Accountability Office has indicated that, in its view, other than in very limited circumstances, pre-
paring financial statements for an auditee would result in a significant threat for which safeguards should be applied
and documented.

Example 8.1

The auditor prepared the financial statements for the auditee and this was the only nonaudit service performed. The
auditor had documented the requirements under paragraphs 3.37 and 3.39 of the 2011 Yellow Book, including evalua-
tion that the individual designated by the audited entity who oversees the preparation of the financial statements pos-
sessed SKE sufficient to oversee the service. The auditor did not identify any significant threats to independence and
thus did not document that any safeguards had been applied to reduce significant threats to an acceptable level. In this
circumstance, the reviewer may want to make additional inquiries of the firm as to whether they considered financial
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statement preparation to be a significant threat requiring the application of safeguards. The reviewer should evaluate
whether the firm considered threats in relation to the nonaudit service performed, whether safeguards were applied but
not documented, and whether the firm reached an appropriate conclusion as to the significance of the threats. In this
situation, the reviewer might reach one of the following conclusions:

1. The firm reached an appropriate conclusion that threats were not significant (however, see the paragraph re-
garding GAQO’s position on significance of threats for non-audit services related to preparation of financial
statements).

2. The firm did not reach an appropriate conclusion that threats were not significant and therefore did not doc-
ument its assessment of threats or application of safeguards. However, the firm appropriately applied safe-
guards sufficient to reduce the threat(s) to an acceptable level which would result in noncompliance with
professional standards but not independence impairment.

3. The firm did not reach an appropriate conclusion that threats were not significant and failed to apply safe-
guards to reduce significant threats to an acceptable level. Therefore, independence would be considered im-
paired.

Example 8.2

The auditor prepares the financial statements for the auditee and this was the only nonaudit service performed. The
auditor had documented the requirements under paragraphs 3.37 and 3.39 of the 2011 Yellow Book, including evalua-
tion that the individual designated by the audited entity who oversees the preparation of the financial statements pos-
sessed SKE sufficient to oversee the service. The auditor did not identify any significant threats to independence and
thus did not document that any safeguards had been applied to reduce significant threats to an acceptable level. The
reviewer noted that the auditor also proposed a significant number of material correcting journal entries in order to
make the books and records complete and accurate. In this circumstance, the reviewer may reach a conclusion that
threats were significant, considering that the nonaudit service is significant to the subject matter of the audit and that
the books and records appear to be in a poor condition. In this circumstance, the reviewer would need to determine if
appropriate safeguards were applied to reduce threats to an acceptable level in determining whether this noncompli-
ance with professional standards rises to the level of independence impairment.

9. How should the reviewer evaluate other evidence in the working papers that may contradict conclusions
that the auditor has reached regarding independence evaluations?

Evaluation of independence is a process that must be continuously evaluated during the entire period of the audit.
Circumstances can arise that would cause a firm to re-evaluate its independence considerations, and reviewers need to
be alert to evidence in the working papers that may have required a firm to perform such reconsideration.

Example 9.1

The auditor had documented its evaluation that there was sufficient SKE at the auditee to oversee the nonaudit
service(s) performed. The reviewer noted that there were a significant number of material audit adjustments proposed
during the audit. In addition, the auditor had to correct a number of reconciliations prepared by the auditee. The
adjustments and the reconciliations related to the job responsibilities of the individual who was designated to oversee
the nonaudit service(s) performed. In this circumstance, the reviewer should make additional inquiries of the firm to
determine if the auditor had considered the need to re-evaluate the SKE of the designated individual as a result of
these adjustments and corrections.

Example 9.2

The auditor documented his or her evaluation that there was sufficient SKE at the auditee to oversee the auditor’s
preparation of the financial statements as a nonaudit service. The reviewer noted that the auditor had identified a ma-
terial weakness in internal control over the auditee’s inability to prepare GAAP-based financial statements. In this
circumstance, the reviewer may choose to make additional inquiries of the firm to determine if they had considered
the need to re-evaluate the SKE of the designated individual as a result of the material weakness. The reviewer should
assess whether the identified material weakness in internal controls results from the auditee’s inability to re-perform
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the service as opposed to its inability to effectively oversee the performance of the service. For purposes of complying
with the independence requirements, the 2011 Yellow Book does not require SKE sufficient to re-perform the service.
If the reviewer determines that the material weakness relates to the auditee’s inability to prepare the GAAP-based
financial statements, but the auditee is capable of overseeing the service, then no further action is necessary. However,
if the reviewer determines that the material weakness is an indicator that the auditee did not designate someone with
sufficient SKE to oversee the nonaudit service, then the reviewer should conclude that independence was impaired as
no sufficient safeguards were present to overcome the significant threats that existed at the time the nonaudit service
was performed.

10. If the peer reviewer determines that there is a failure to comply with the documentation requirements of
the 2011 Yellow Book, what is the impact on the peer review and what are the responsibilities of the reviewed
firm?

The peer reviewer should make inquiries of the audit firm in such a way as to (¢) make an initial determination about
whether the auditor understood, had awareness of, and considered all independence requirements of the 2011 Yellow
Book and, if so, (b) reach a conclusion as to whether the documentation failure rises to the level of independence im-
pairment. The reviewer’s inquiries should be such that the reviewer can identify the cause of the documentation failure.

If the peer reviewer concludes that there is a documentation failure, the peer reviewer should remind the firm of its
responsibilities under AU-C section 585, Consideration of Omitted Procedures After the Report Release Date
(AICPA, Professional Standards) (previously AU section 390). The peer reviewer should further ascertain if inde-
pendence was impaired and expect a prompt response to support the auditor’s assertion that independence was not
impaired. If the reviewer subsequently concludes that the audit firm has sufficiently demonstrated compliance with
applicable independence elements (auditee had sufficient SKE, significant threats were mitigated by suitable safe-
guards, and an understanding was established with the audited entity regarding the nonaudit services to be per-
formed), the audit firm should also take appropriate action to revise documentation in accordance with AU-C section
230, Audit Documentation (AICPA, Professional Standards) (previously SAS 103 and AU section 339), in order to
comply with the 2011 Yellow Book independence requirements.

Due to a firm’s failure to materially comply with the documentation requirements of the 2011 Yellow Book, the re-
viewed engagement would be considered not performed or reported on in conformity with applicable professional
standards in all material respects. Accordingly, the peer reviewer should ordinarily prepare a MFC Form to which the
reviewed firm must respond. (Refer to Interpretation No. 67-1, “Concluding on the Review of an Engagement.”) The
reviewed firm should include the actions taken or planned regarding the engagement on the MFC form. The reviewer
should indicate whether the reviewer concurs with the firm’s response, actions, or planned actions within section IV
of the Summary Review Memorandum.

11. If the reviewer and the firm reach a conclusion that independence is impaired, what is the impact on the
peer review and what are the responsibilities of the reviewed firm?

If the firm cannot provide sufficient evidence to demonstrate that the firm was independent, then the engagement is
not performed or reported on in conformity with the 2011 Yellow Book in all material respects. Lack of independence
on an audit engagement requires the auditor to take all appropriate steps under professional standards which may
include preventing further reliance on the auditors’ report, or revising and reissuing the auditors’ report. The peer
reviewer should remind the firm of its responsibilities under AU-C section 585, Consideration of Omitted Procedures
After the Report Date (previously AU section 390), and AU-C section 560, Subsequent Events and Subsequently
Discovered Facts (AICPA, Professional Standards) (previously AU 561), regarding potential retraction of the
engagement.

Additionally, as stated in paragraph 3.26 of the 2011 Yellow Book:

[i]f a threat to independence is initially identified after the auditors’ report is issued, the auditor should eval-
uate the threat’s impact on the audit and on GAGAS compliance. If the auditors determine that the newly
identified threat had an impact on the audit that would have resulted in the auditors’ report being different
from the report issued had the auditors been aware of it, they should communicate in the same manner as that
used to originally distribute the report to those charged with governance, the appropriate officials of the audited
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entity, the appropriate officials of the organizations requiring or arranging for the audits, and other known
users, so that they do not continue to rely on findings or conclusions that were impacted by the threat to in-
dependence. If the report was previously posted to the auditors’ publicly accessible website, the auditors
should remove the report and post a public notification that the report was removed. The auditors should then
determine whether to conduct additional audit work necessary to reissue the report, including any revised
findings or conclusions or repost the original report if the additional audit work does not result in a change in
findings or conclusions.

If the threat to independence cannot be reduced to an acceptable level, even if additional procedures are performed,
the auditor should take appropriate steps under professional standards to prevent further reliance on the auditors’ re-
port. Due to a firm’s failure to materially comply with the independence requirements of the 2011 Yellow Book, the
reviewed engagement would be considered, not performed or reported on, in conformity with applicable professional
standards in all material respects. Accordingly, the peer reviewer should ordinarily prepare a MFC Form to which the
reviewed firm must respond. The reviewed firm should include the actions taken or planned regarding the engage-
ment on the MFC form. The reviewer should indicate whether the reviewer concurs with the firm’s response, actions,
or planned actions within section IV of the Summary Review Memorandum.

Selection of an A-133 Engagement for Review of Compliance Testing

Peer Review Standards Interpretation No. 63-1a. requires that at least one engagement subject to Government Audit-
ing Standards (GAS) be reviewed. The interpretation additionally requires that if the engagement selected is of an entity
subject to GAS but not subject to the Single Audit Act/OMB Circular A-133 and the firm performs engagements of enti-
ties subject to OMB Circular A-133, at least one such engagement should also be selected for review. The review of this
additional engagement must evaluate the compliance audit requirements and may exclude those audit procedures strictly
related to the audit of the financial statements.

The review team is not required to select an A-133 engagement to review in its entirety. (See flowchart on next page
regarding selection of engagements to review.) However, if the firm has both A-133 engagements and engagements
subject only to GAS and the review team selects an engagement subject only to GAS to review, the review team must
also select at least one A-133 engagement to evaluate the firm’s compliance with the requirements of A-133 (such as
determination of major programs, audit procedures designed and performed in accordance with the applicable compli-
ance supplement, reporting on the schedule of expenditures of federal awards, and so on). The number of A-133 en-
gagements selected for review will be based upon the judgment of the review team considering its assessment of risk
relative to the A-133 engagements performed by the firm. The reviewer should complete the Supplemental Checklist
for Review of Single Audit Act/A-133 Engagements for the A-133 engagement (s) selected to review.
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Interpretation No. 63-1—“Must Select”—Subject to
Government Auditing Standards (GAS)

Select reasonable cross-section of
engagements based on risk
assessment

Does the firm
have any No . | “Must Select” criteria
engagements > for GAS audits
subject to GAS? not applicable

SELECT GAS
ENGAGEMENT (A)
] N Does the firm N
Is (A) subject to o > have any other °
GAS & A-133? engagements
that are subject
to A-133
Yes Yes l
Select
Engagement (B) —
Subject to A-133
v
4 Review of (A) and
Review of Review of compliance
Engagement (A) audit requirements of
Satisfies “Must Select” (B) Satisfies “Must
requirement Select” requirement

Peer reviewers are reminded that the scope of the engagements selected should include a reasonable
cross-section of the firm’s accounting and auditing engagements, appropriately weighted consider-
ing risk. Thus, the peer reviewer will often need to select greater than the minimum of one engage-
ment in order to attain this risk weighted cross-section.
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As always, the selection of engagements should be performed using the risk-based approach, and the engagement
selection should also provide a reasonable cross-section of the firm’s accounting, auditing, and attestation engage-
ments. Inclusion of a must select engagement should not impact the reviewer’s consideration of engagements and
industries that have a significant public interest. As an example, if for-profit HUD multifamily housing project audit
engagements constitute a significant percentage of a firm’s practice, one would expect the reviewer to select at least
one such engagement for review. However, if the firm also performed an audit of an engagement subject to A-133
(such as a local government or not-for-profit organization), such engagement must also be selected and an evaluation
of the firm’s compliance with A-133 made. The review of this additional engagement must evaluate the compliance
audit requirements and may exclude those audit procedures strictly related to the audit of the financial statements.

If during the course of the review of the A-133 engagement, the review team concludes there was a failure to reach an
appropriate conclusion on the application of professional standards in all material respects, the review team should
consider whether the application of additional review procedures is necessary. For example, if the firm fails to test a
major program due to failure to properly select major programs, the review team should consider reviewing the major
program selection working papers for another A-133 engagement. If, during the review of compliance testing or other
procedures required under A-133, the reviewer determines the firm’s performance did not conform to professional
standards, the reviewer should also consider the need to review the audit of the financial statements of the selected
A-133 engagement. For additional guidance on expansion of scope, see paragraph 42 of Section 4200 of the Peer
Review Program Manual.

This requirement is effective for all peer reviews commencing on or after September 1, 2009 though early implemen-
tation is encouraged.

Responding to A-133/Single Audit Engagements Not Performed or Reported on
in Conformity With Applicable Professional Standards in all Material Respects

In response to the National Single Audit Sampling Project report issued by the President’s Council on Integrity and
Efficiency (PCIE), the AICPA formed seven task forces, one of which is the Practice Monitoring Task Force—A-133
Subgroup.

The task force is studying the results of the PCIE report to determine ways in which the peer review process can aid in
enhancing the quality of performance of OMB Circular A-133 (A-133) audits by member firms. The Peer Review
Board has already implemented several task force recommendations including a revised “must select” interpretation
for A-133 engagements, a bifurcated A-133 peer review checklist to focus on the areas identified in the PCIE report,
and an enhanced report acceptance process for peer reviews including these engagements.

The task force recognizes the need for guidance to peer reviewers and RABs on the need for recall and reissue of sin-
gle audit compliance reports when a peer review finds that such engagements are not performed and reported on in
accordance with professional standards in all material respects. Such reissuances may result because the peer reviewer
determines that the firm missed auditing a major program due to improper risk based major program determination,
failure to properly identify the low risk auditee status of the auditee resulting in a missed major program, failure to
test internal controls over compliance or compliance, and other examples included in subsequent paragraphs.

If an error is found that results in the addition of a major program, performance of the appropriate testing on the new
major program should be conducted. When the auditor determines that additional procedures are necessary, the audi-
tor should refer to AU-C section 585, Consideration of Omitted Procedures After the Report Release Date (AICPA,
Professional Standards), for additional guidance.

If, subsequent to issuing the single audit report, the auditor becomes aware that facts may have existed at the time of
the single audit that might have affected the reporting had they been known at the time, the auditor should refer to
AU-C section 560 Subsequent Events and Subsequently Discovered Facts (AICPA, Professional Standards) for addi-
tional guidance.

If the auditor decides to reissue the compliance report, the auditor should refer to paragraph .43 of AU-C section 935,
Compliance Audits (AICPA, Professional Standards).
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When the auditor becomes aware of such concerns or other concerns after issuing the single audit reporting, an under-
standing of the scenario and its effect should be gained in order to determine the following:

e whether the auditor should perform additional audit procedures;

e whether the Schedule of Expenditures of Federal Awards (SEFA) must be revised by the auditee and the im-
pact on the in-relation-to reporting on the SEFA;

e the impact on the single audit report on compliance with requirements applicable to each major program and
on internal control over compliance in accordance with OMB Circular A-133 and whether such report should
be reissued;

e the impact on the report on internal control over financial reporting and on compliance and other matters
based on an audit of financial statements performed in accordance with GAS and whether such report should
be reissued.

e whether the Data Collection Form should be revised and resubmitted;
e whether the Schedule of Findings and Questioned Costs should be modified by the auditor;

Additional guidance on the steps that a firm should take when it is required to re-audit and reissue can be found at the
Governmental Audit Quality website.

Examples of the issues that arise that cause the team captain to consider whether a firm should perform additional
audit procedures and reissue the prior year single audit reporting include the following:

1. Missed major program due to improper risk assessment (two-year look-back rule, including American Recov-
ery and Reinvestment Act funding)

2. Improper clustering of programs resulting in a missed major program

3. Failure to include and audit all programs with same catalog for domestic federal assistance (CFDA) number
when determining major programs

4. Failure to meet the percentage of coverage required (50 percent or 25 percent depending on low risk auditee
status)

5. Failure to properly compute the program type A/B threshold determination resulting in a missed major
program or incorrect program selection

6. Improperly classifying an entity as a low-risk auditee resulting in missed major programs due to percentage
of coverage audited as major

7. Inadequate testing of internal over compliance (for example, not testing to support a low-assessed level of con-
trol risk, not testing controls relating to some direct and material compliance requirements, or inappropriate
sample sizes or related documentation) or compliance (for example, failure to test compliance for all direct and
material compliance requirements or inappropriate sample sizes or related documentation) to support the major
program opinion

The instances that follow may also result in a consideration to re-audit and reissue the compliance report depending
on the severity of the issue.

1. Incorrect or inconsistent summary of auditor results. This includes incorrect reporting of report qualifications,
major programs selected, type A threshold amounts, and low risk auditee status. Usually these could be con-
sidered “editorial” errors but if substantive, could elevate to major significance.

2. Missing CFDA numbers on SEFA (or pass-through entity numbers omitted)

3. SEFA not totaled properly
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4. Incorrect auditor reports (for example, language used inconsistent with AU-C section 265; language used
inconsistent with AU-C section 935; missing reporting elements, and so on)

5.  SEFA missing required footnotes

In these circumstances when it is concluded that an A-133 engagement is not performed in accordance with profes-
sional standards in all material respects, ordinarily the firm should recall and reissue the applicable reports. Otherwise
the firm should document its considerations not to recall and reissue. Reviewers should thoroughly evaluate a firm’s
decision not to recall and reissue the applicable reports and indicate if the reviewer agrees or disagrees with the firm’s
decision. Further, if the reviewer disagrees with the firm’s actions in consideration of the applicable standards or its
decision not to recall and reissue, the reviewer should evaluate whether this is indicative of a potential leadership or
tone at the top deficiency.

Non-Securities and Exchange Commission Issuer Entities Subject to Securities and Exchange
Commission and Public Company Accounting Oversight Board Independence Rules

The Securities and Exchange Commission or the FDIC have specified that either or both of the SEC and Public Com-
pany Accounting Oversight Board (PCAOB) independence rules are applicable to the auditors of non-SEC issuer en-
tities subject to the Federal Deposit Insurance Corporation Act (FDICIA) (for example, banks, saving institutions, and
so on), brokers, dealers, and investment advisers. Per FIL-33-2009, independent public accountants that perform audit
and attest services for insured depository institutions subject to Part 363 of the FDIC Rules and Regulations (FDICIA)
must comply with the independence standards and interpretations of the AICPA, the SEC, and the PCAOB. To the
extent that any of the rules within these independence standards is more or less restrictive than the corresponding rule
in the other independence standards, the independent public accountant must comply with the more restrictive rule.

The independence rules applicable to auditors of non-SEC issuer brokers, dealers, and investment advisers are nar-
rower in scope. Currently, only the SEC independence rules prohibiting nonaudit services are relevant.

As a result, these engagements are separately identified on the Summary Review Memorandum (SRM), as either “Fed-
eral Deposit Insurance Corporation Improvement Act (FDICIA)” or “Entities Subject to Security Exchange Commis-
sion (SEC) Independence Rules.” “Entities Subject to Securities and Exchange Commission (SEC) Independence
Rules” are further broken down into “Carrying Broker-Dealers,” “Non-carrying Broker-Dealers,” and “Other.” It is
important to separate these statistics in the appropriate categories, versus including them in the “Other SAS Engage-
ments” category, to ensure that the team captain considers whether the engagement selections for the peer review con-
tain a reasonable cross-section of the reviewed firm’s accounting and auditing practice, with greater emphasis on
those engagements in the practice with a higher assessed level of peer review risk. It is also important to ensure
that the appropriate procedures are performed during the review of the engagement.

Please note that auditors of non-issuers that elect to report under the PCAOB standards are not subject to PCAOB inde-
pendence rules. However, if a non-issuer chooses to have its report issued under the standards of the PCAOB (without
the explicit reference to “auditing standards™), then the auditor is expected to comply with all of the PCAOB’s stand-
ards, including independence rules. See the PCAOB Q&A on this topic at: http://pcaobus.org/Standards/QandA/06-
30-2004.pdf.

For additional information on the independence requirements applicable to FDICIA entities, please visit www.
fdic.gov/news/news/financial/2009/fil09033.html. For additional information on the independence rules applicable to
brokers, dealers, and investment advisers, please visit www.sec.gov/info/accountants/ocafaqaudind080607.htm. The
SEC independence rules are available at www.sec.gov.rules/final/33-8183.htm; the PCAOB independence rules are
available at http://pcaobus.org/Rules/PCAOBRules/Pages/Section_3.aspx.

Considering the Firm’s Monitoring Procedures
Interpretation No. 45-2, “Considering the Firm’s Monitoring Procedures” of PR section 100, Standards for

Performing and Reporting on Peer Reviews (AICPA, Professional Standards, PR sec. 9100) provides that a review
team may reduce the scope of the peer review if they have concluded on the effectiveness of the reviewed firm’s
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current year internal inspection procedures. To what extent may the scope be reduced, and what factors must be
considered and steps performed in order to conclude on the effectiveness? In addition, may a review team apply this
same guidance to the involvement of and results from regulatory oversight?

These questions have become more relevant due to changes in the environment in which certain peer reviews are
being performed, including increased rigor and robustness of those firm’s monitoring processes and internal
inspection programs in response to regulatory inspections and reviews. For some firms, a more continuous stream of
information regarding the firm’s system of quality control is now available from different parties—peer reviewers,
internal inspectors, and regulators. For some firms, results from these sources could be similar, and, as a result, there
could be an overlap in procedures and duplications of effort, particularly when the firm’s system of quality control
does not distinguish between SEC and non-SEC engagements in any significant way.

If a firm and its peer reviewer work more collaboratively and with an integrated approach, regardless of the size of the
firm, the peer reviewer could maximize his or her consideration of a firm’s current year internal inspection and other
relevant factors (for example, regulatory oversight from the PCAOB or other regulatory or governmental entities,
such as the DOL, HHS, or local regulatory agencies) in determining inherent and control risk. At the same time, this
guidance establishes parameters to ensure that peer reviewers only reduce the scope of their direct work when
specifically warranted.

Any changes to the peer review process that result from implementing this guidance may be viewed as a reallocation
of efforts and resources. The peer review’s scope will continue to include a well-planned cross-section of the firm’s
accounting and auditing engagements, appropriately weighted towards risks. The overall scope and the efforts
involved are not diminished, just made more efficient and effective. The resulting peer review will remain as rigorous
as a peer review where there is no consideration of the firm’s internal inspection process.

Cost-Benefit Considerations

Because there are cost-benefit considerations for firms to consider, peer reviewers should discuss this guidance with
firms to determine its applicability and practicality. For firms that already have a robust internal inspection program in
the year of the peer review, peer review procedures could likely be reduced. For firms that do not already have a
robust internal inspection program in the year of the peer review, it provides the opportunity for the firm to reallocate
some of the effort from peer reviewers to its internal inspectors. However, for other firms, because of their size or
other factors, performing an internal inspection in the year of the peer review, or making the internal inspection pro-
cedures more robust to facilitate some reduction in peer review scope, might not be cost-beneficial.

An added benefit of the integrated approach contemplated within this guidance is the education, training, and insight
internal inspectors can gain into their own firm’s design and compliance with its system of quality control from work-
ing more closely with the peer reviewer. At the same time, the peer reviewer gains more insight from working more
closely with those who understand the firm best.

Just as firms’ internal inspections differ, not all firms are subject to the same level of regulatory oversight or involve-
ment from other governmental bodies. Some may be subject to regulatory or governmental oversights or inspections, such
as PCAOB inspections or DOL oversights or reviews. In all cases, consideration of any or all of these influences (as well
as others that may be applicable) should be evaluated by the peer reviewer and the firm to determine if they impact the
risk-based analysis upon which the scope of the peer review is based, while also considering corresponding costs and
benefits.

The firm’s cooperation is crucial; it must be willing and able to share information, whether from its internal inspec-
tors, regulators, or other governmental bodies, with the peer reviewer.

Factors to Consider

A number of factors should be considered in assessing the impact of proposed changes on the scope of the work that
the peer reviewer performs directly. The more positive factors a peer reviewer notes and positive steps the peer re-
viewer performs, the more the peer reviewer can place reliance on the firm’s internal inspection and reduce the scope
of his or her direct efforts.

Other factors to consider regarding procedures and results of an internal inspection performed in the year of the peer
review include:
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Robustness of the firm’s internal inspection. The internal inspection should not only be comprehensive,
objective, detailed, and well-conducted, but reflect a continued proactive willingness by the firm’s manage-
ment and the internal inspectors to use a lower threshold than is required under the applicable quality control and
other professional standards to uncover deficiencies and weaknesses prior to identification by other parties. Oth-
er factors that result in a more robust internal inspection include expanding the use of topical specialists and in-
creasing the number of engagements reviewed or partners covered, and the various sources of oversight over the
internal inspection process, including the AICPA, as part of its oversight of peer reviews. Furthermore, it is ex-
pected that the firm maintain this focus on robustness despite other environmental changes.

Scope. An internal inspection’s scope includes all clients. Assuming that the firm’s system of quality control
does not distinguish SEC from non-SEC engagements in any significant way, the peer reviewer will consider
the internal inspection results for the firm’s entire practice, even though SEC engagements have been carved
out of the scope of an AICPA peer review to determine if anything arising in connection with the inspection
of SEC engagements could apply to non-SEC engagements or the overall system of quality control. In
addition, the internal inspection’s scope should also consider industries that have a significant public interest.
Industries that have a significant public interest are those that benefit the general welfare of the public, such as
benefit plans under ERISA, engagements performed under GAS (the Yellow Book), the Federal Deposit
Insurance Corporation Improvement Act, and so on. The peer reviewer should consider the internal
inspection’s focus on the public interest industry engagements that it performs when determining whether
reliance can be placed with respect to those industries.

Potential biases of internal inspectors. An internal inspector is reviewing work performed by his coworkers
and staff, and sometimes himself. Generally, he has been exposed to the same training, experience, and per-
spective to which others in his firm have been exposed. There is also the risk that the inspector is protective of
the firm’s reputation. At the same time, internal inspectors are much more familiar with their firm’s policies
and protocols and may be in a better position to identify departures from those policies and protocols than a
peer reviewer. These influences and their potential impact on the internal inspection work product should be
considered.

Extent of the peer reviewer’s involvement in the internal inspection. Factors to consider include the
following:

— Timely involvement in internal inspection planning, such as inclusion in discussions or meetings, and the
peer reviewer’s approval of internal inspectors’ qualifications, the internal inspection’s risk assessment,
scopes, risk-based approach, and office or engagement selections.

— Coordination of peer review planning with internal inspection planning.

— An in-depth understanding of the firm’s internal inspection process, including an assessment of its design
and effectiveness.

— Contemporaneous testing of the firm’s internal inspection procedures (commonly called “piggyback re-
views”). A range of between 5 and 10 percent of engagement reviews or items within a functional area
performed by the firm should be tested by the peer reviewer. However, the peer reviewer should also
consider that the extent of piggyback testing should be commensurate with the extent of direct testing to be
performed by the peer reviewer. Thus, the less piggyback testing, the more direct testing, and vice versa.
Testing should be performed either to the same extent that the internal inspectors test or to the extent a peer
reviewer would typically test. The testing should include a review of financial statements, working papers,
and the engagement checklist being used by the internal inspector, as well as participation by the review
team in discussions, meetings, or both between the internal inspector and the engagement partner or manag-
er and related follow-up procedures. Although testing of internal inspection procedures can be performed af-
ter the internal inspection procedures are completed, this type of testing will not provide the peer reviewer
with the same level of understanding and insight over the internal inspection process as do contemporaneous
piggyback reviews. After the piggybacks are performed, the peer reviewer should evaluate the effectiveness
of the internal inspection and reassess whether originally planned peer review scopes are adequate and rea-
sonable.

— Assessment of how the internal inspectors resolve open matters and deal with potential issues detected in
their reviews.
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— Consideration of the scopes and selections of the internal inspectors and the use of peer review to balance
out the coverage; the review team also should make preliminary determinations of peer review scope
based on interim results of internal inspection procedures and subsequently reevaluate their appropriate-
ness when the internal inspection is complete.

— Assessment of how closely the findings of peer review and internal inspection correlate, evaluated from
the perspective of the peer review’s scope.

Scope of Procedures Directly Performed by the Peer Reviewers

The Standards do not suggest minimum or maximum percentages of the reviewed firm’s accounting and auditing
hours that should be reviewed. Determining the appropriate coverage for a review is a matter of judgment, but,
nevertheless, depending on the number of positive factors and positive procedures performed by the peer reviewer, as
previously discussed, a peer reviewer may be able to significantly reduce the scope of the procedures he or she
directly performed in the past. A significant reduction would be permitted only when the extent of the peer reviewer’s
involvement with the firm’s internal inspection is so timely and significant that the peer review and internal
inspection can truly be viewed as an integrated activity resulting in a reallocation of effort and resources among and
between the peer reviewer and the firm in such a way that the overall scope and the effort involved are not diminished
but, if anything, are enhanced. The resulting peer review should remain as rigorous as a peer review where there is no
consideration of internal inspections or other inputs.

If, because of the effectiveness of the reviewed firm’s current year’s internal inspection procedures, the review team
intends to reduce the scope of the peer review, the review team should consider the reviewed firm’s basis for selecting
offices and engagements for internal inspection procedures when determining the offices and engagements the review
team will review. The selection of offices and engagements for the peer review should complement the selection for
the current year’s internal inspection procedures. For example, if the reviewed firm’s selection of offices and
engagements for internal inspection procedures is weighted more toward obtaining a reasonable cross section of its
accounting and auditing practice (for example, coverage of all partners and offices every three years), then the review
team should place greater weight on selecting offices and engagements with higher combined assessed levels of
inherent and control risk.

Consultation With AICPA Staff and Peer Review Committee Panelists

Peer reviewers are required to inform AICPA Technical Staff (Staff) during peer review planning if, after considering
this guidance, they plan on significantly reducing the scope of the procedures they will be performing. Depending on
the circumstances, Staff may recommend that a panel from the board or its Task Forces review a firm’s internal
inspection or peer review planning in advance. In addition, a firm, or peer reviewer may request that the administering
entity review the internal inspection or peer review planning in advance.

Documentation

Existing guidance requiring a peer reviewer to document the work performed and the findings and conclusions of a
peer review will apply to any procedures performed to evaluate or test internal inspection or the impact of regulatory
oversight, including involvement in internal inspection planning procedures and piggyback procedures. The peer
reviewer should include a discussion of their procedures in or as an attachment to the Summary Review Memorandum.

Practical Examples in Implementing This Guidance

The following brief examples illustrate how the preceding guidance can be implemented. Of course, these examples
cannot address all the different factors a peer reviewer could consider, and thus the peer reviewer will need to use
judgment in determining whether and to what extent he or she could reduce or modify scope.

Example #1: A firm has 800 employees, 10 offices, and a strong centralized quality control department; operates by
industry segment; and has pre-issuance reviews and annual internal inspections. It is registered with the PCAOB,
undergoes annual PCAOB inspection, and has one system of quality control for both SEC and non-SEC engagements.
Based on various factors, the peer reviewers have assessed inherent and control risk as low. Prior peer reviews have
been pass reports. Internal inspection appears robust, and, beginning last year, the firm lowered the bar for “no”
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responses on checklists used for internal inspections. The peer reviewers were integrally involved in the internal
inspection, approved the planning, and attended several office exit conferences. In addition, they performed
piggybacks on 5 percent of the firm’s internal inspection procedures and those procedures confirmed other internal
inspection results. The PCAOB was involved in the current year’s internal inspection planning, and results of the
prior year’s PCAOB inspection mirrored prior internal inspection results. Results from a DOL audit that covered the
peer review year raised an issue that was also highlighted during the current year’s internal inspection. The peer
reviewers could consider maximum reliance on the internal inspection process and thus consider a reduction in scope
or procedures.

Example #2: A firm has 300 employees and five offices. The firm has undergone several mergers in the past two
years. Engagements undergo pre-issuance review, and each office performs its own internal inspection that is then
sent to the main office. The firm engaged new peer reviewers and asked them to implement the guidance contained in
this document with the intent of reducing scope and procedures and thus costs. The peer reviewers participated in
planning meetings and performed a number of piggybacks. However, the peer reviewers disagree with some of the
judgment decisions made by the internal inspectors and believe that the results from the offices are not being
consolidated adequately. They are concerned that the integration of the firms has not been successful. The firm is
registered with the PCAOB and underwent an inspection in the past year. However, the report is not yet public, and
the firm is unable or unwilling to communicate the results or its experiences with the peer reviewers. The peer
reviewer should not place significant reliance on internal inspection to reduce scope or procedures.

Example #3: A firm has 60 employees and two offices. It performs pre-issuance reviews and annual internal
inspections. The peer reviewers have assessed inherent and control risk as moderate. Prior peer reviews have been
pass reports with a few FFCs. The firm has a very experienced and highly-regarded quality control director who is
assisted by several of the firm’s more technical partners each year in performing the internal inspection. They
approach the internal inspection seriously. The peer reviewers were integrally involved in the internal inspection,
approved the planning, and attended several office exit conferences. In addition, they performed piggybacks on 7
percent of the firm’s internal inspection procedures, and those procedures confirmed other internal inspection results,
even though they revealed several issues that might lead to findings. The firm is registered with the PCAOB and
underwent an inspection in the prior year. The quality control director shared the PCAOB’s matter sheets with the
peer reviewers. The PCAOB had noted that staff was not adequately documenting SAS 99 considerations on the SEC
engagements. The internal inspectors paid particular attention to this matter and agreed that it was a problem for one
of the offices. The peer reviewers could consider moderate reliance on the internal inspection process and thus
consider some reduction in scope or procedures.

Example #4: A firm has 20 employees and 1 office. It has no SEC engagements and is not registered with the
PCAORB. Its last peer review was pass with no findings. The firm performs pre-issuance reviews and annual internal
inspections. The partner that performs the internal inspection is also the pre-issuance reviewer or engagement partner
on many of the firm’s audit engagements. Its annual internal inspection is performed in the spring, but, due to
scheduling conflicts, its peer reviewer, who comes from out of state, is only available in the fall. The two peer
reviewers typically review four audits and four reviews or compilations, within a two or three day timeframe. Cost-
benefit and other considerations would most likely lead the firm and the peer reviewers to conclude that there should
be no reliance on the internal inspection to reduce scope or procedures.

Quality Control Materials Reviews

Ilustrative Guidance to Interpretation No. 176-1

Interpretation No. 176-1 of the standards discusses that Quality Control Materials (QCM) should include a sufficient
level of instructions and explanatory guidance to be considered reliable aids. Interpretation No. 176-1 indicates that
there is more guidance in the following table, which illustrates the extent of guidance that would customarily be
present for QCM to constitute reliable aids for the topics listed. This table is for illustrative purposes only, the steps
listed are not intended to be all inclusive, nor are they intended to describe the minimal guidance required to
constitute reliable aids.
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Topic Sufficient Explanatory Guidance Insufficient Guidance
Materiality Guidance which interprets the provi- Ex: An audit program step notes the

sions of AU-C section 320, Materiality
in Planning and Performing an Audit
(AICPA, Professional Standards),
including considerations at the financial
statement level, user considerations,
industry considerations, the concept of
tolerable misstatement, and reconsider-
ation of planned materiality level as the
audit progresses.

following—

Determine and document audit
materiality.
There is no further guidance provided

or references to the professional
standards on this topic in the materials.

The preceding example is insufficient
as it lacks discussion of the considera-
tions referenced in the middle column
(for example, no step with considera-
tions related to the selecting the appro-
priate basis for calculating materiality,
no steps to determine planning materi-
ality, tolerable misstatement, or the
posting threshold, and so on).

Confirmation of Receivables

Guidance which interprets the provi-
sions of AU-C section 505, External
Confirmations (AICPA, Professional
Standards), including definition of the
confirmation process, the generally ac-
cepted auditing standards presumption
that confirmation of accounts receivable
is required and conditions in which the
presumption may be overcome, the as-
sertions addressed by confirmations,
design of the confirmation request (neg-
ative vs. positive) and the conditions
under which negative confirmations may
be used, maintaining control of confir-
mations, nature and extent of alternative
procedures, and evaluation of results of
the confirmation process.

In addition, guidance on audit sampling
in AU-C section 530, Audit Sampling
(AICPA, Professional Standards) (that
is, application of audit procedures to
less than 100 percent of items in the
account balance), as well as guidance
on audit documentation (AU-C 230,
Audit Documentation, [AICPA, Profes-
sional Standards)), would customarily
be included. Audit program steps, iden-
tified by relevant assertions would also
be customarily included.

Ex: An audit program step notes the
following—

Confirm Receivable Balances

e Select receivables for confirmation

e Mail receivables and maintain
control. Mail second requests as
deemed necessary

o Agree balances on returned
receivables to the G/L

e Document results

* If confirmations are not sent, docu-
ment the reasons for this decision.

There is no further guidance provided
or references to the professional stand-
ards on this topic in the materials.

The preceding example is insufficient
as it lacks discussion of the considera-
tions referenced in the middle column
for each step of the process (for exam-
ple, “Select receivables for confirma-
tion” as an audit step, but no additional
discussion of planning considerations —
negative vs. positive confirmations,
timing, the assertions that are ad-
dressed, the

sampling methodology, and so on).

Management Representation
Letters

Guidance which interprets the provi-
sions of AU-C section 580, Written
Representations (AICPA, Professional
Standards), related to the requirement
to obtain representation from manage-
ment, coverage of all periods, guidance
as to tailoring requirements, and guid-
ance as to dating the letter. Illustrative
examples of representation letters
would also be customarily included.

Ex: An audit program step notes the
following—

Obtain a letter of Management’s
representations.

There is no further guidance provided
or references to the professional stand-
ards on this topic in the materials.

(continued)

PRP §3100

Copyright © 2015, American Institute of Certified Public Accountants, Inc.




00-11 MAY 2015

Topic

Supplemental Guidance

Sufficient Explanatory Guidance

3143

Insufficient Guidance

The preceding example is insufficient
as it lacks discussion of the considera-
tions referenced in the middle column
(for example, with respect to dating the
representation letter, considerations re-
lated to the dating of the report, consid-
erations if report issuance is substantially
delayed, and so on).

Date of Auditor’s Report

Guidance which interprets the provi-
sions of AU-C section 700, Forming an
Opinion and Reporting on Financial
Statements (AICPA, Professional
Standards), including the requirement
that the auditor report should not be
dated earlier than the date on which the
auditor has obtained sufficient appro-
priate audit evidence to support the
opinion.

Ex: An audit program step notes the
following—

Determine the appropriate date of the
Auditor’s Report.

There is no further guidance provided
or references to the professional stand-
ards on this topic in the materials.

The preceding example is insufficient
as it lacks discussion of the considera-
tions referenced in the middle column
(for example, impact of subsequent
event procedures, review of the en-
gagement file, and so on).

As illustrated, QCM limited to audit program steps without explanatory guidance or specific reference to applicable
professional standards would be considered insufficient, and do not constitute reliable aids. This guidance should be
considered in conjunction with the guidance at Interpretation No. 176-1.

Evaluating a Firm’s QCM

The following are several examples for evaluating a firm’s QCM using the guidance in Interpretations 42-2 and 42-3.
For each example, the firm under review has provided its Quality Control Policies and Procedures Documentation
Questionnaire (QCQ) responses to the team captain during planning for its peer review.

Example 1

AICPA Peer Review Program Manual

The QCQ responses related to QCM indicate that the firm uses QCM guides from Smith & Co. for its audits
of a construction contractor and several small retail stores, as well as reviews and compilations. The firm in-
dicates in its QCQ that it purchased the guides right after and as a result of its last peer review. The firm also
indicates that the managing partner has determined that the QCM are reliable and suitable for the firm. The
firm provides a copy of the QCM report for the Smith & Co. guide for audits of nonpublic companies and the
Smith & Co. guide for reviews and compilations.

The team captain recognizes Smith & Co. as a popular and often used QCM provider. However, the team
captain notices that the QCM review reports are from several years ago and knows there are more recent
ones available. He also notices that there is no QCM review report for the construction contractor, even
though he knows the industry is specialized and that the provider offers a guide specific to the industry.

Upon inquiry, the team captain learns that the firm has not purchased updated guides since the firm’s last
peer review. Further, the firm did not purchase QCM for its construction contractor when the engagement
was obtained a year ago.

Based on this information, the team captain assesses the firm’s quality control policies and procedures for
adopting, updating, and modifying its QCM to be insufficient. Further, although the QCM may have been re-
liable for engagements performed several years ago, based on the number of changes in professional stand-
ards that have occurred since the firm originally purchased the QCM, the team captain deems the particular
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versions used by the firm to be unreliable for their peer review year. The team captain concludes that the
QCM might have been suitable if the firm had updated them more often and used the construction contractor
guide for its new engagement during the peer review year.

Example 2

The QCQ responses related to QCM indicate that the firm uses QCM guides from Jones & Co. for its audits
of a manufacturer, a restaurant, and several employee benefit plans. The firm indicates in its QCQ that the
firm’s accounting and auditing (A&A) partner carefully assesses what QCM guides the firm will need on an
engagement by engagement basis. During the A&A partner’s volunteer work with the firm’s state society, he
has had the opportunity to consult with many others on what QCM are available, determining that QCM
guides from Jones & Co. were the most reliable and suitable for his firm. The firm indicates that its QCM
undergo a QCM Review, but does not provide any report copies. The firm also indicates that it has devel-
oped its own risk assessment (RA) practice aids for use on the employee benefit plans (EBP).

Going to the AICPA website, the team captain notes that the provider’s restaurant guide is not included in
the scope of any of the provider’s last few QCM reviews. He knows that not all QCM published by a provid-
er may be included in the scope of a QCM review. The team captain consults guidance at paragraphs .167 to
.176 to assess the reliability of both the restaurant guide and the risk assessment practice aid for use on the
EBPs.

Based on his procedures, he concludes that the restaurant guide appears reliable. However, he has concerns
about the RA practice aids for EBPs and whether they will assist the firm in complying with the applicable
professional standards. The firm notes in its QCQ that the RA practice aids were developed by the A&A
partner, who has a strong background in EBPs and is on the state society’s committee for audits of EBPs.
The team captain notes that the RA practice aid is highly summarized and assumes a strong understanding of
the industry and the underlying EBP specific professional standards by an experienced professional. Howev-
er, the first year staff completes the RA practice aid for the EPB engagements. The team captain notes that he
will consider this further when he looks at the engagements selected for review and how the aids were im-
plemented, including the level of detailed review performed by the A&A partner.

Except for the RA practice aids for EBPs, the team captain concludes