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In early 2006, the American Institute of Certified Public Accountants (AICPA) issued a series of new auditing standards, most of which are commonly known as the risk assessment standards (RAS). These new standards are effective for audits of financial statements for periods beginning on or after December 15, 2006 (or in some cases periods beginning on or after December 15, 2007). These new standards are designed to improve the audit process by requiring auditors to perform specific risk assessments for each client and then tailor audit procedures to address those specific identified risks. 

As you might expect with a number of significant new standards, there will be major changes to how CPA’s perform your audit and how certain things are reported in your financial statements or in management letters. Not only must new procedures be performed, but many procedures we have always performed will be expanded. In addition, the auditor’s documentation of their work is expected to dramatically increase.
One of the new standards, SAS 103, requires a change in how the audit report on your financial statements is dated.  This standard is effective for audits of financial statements for periods ending after December 15, 2006.  Even if your audit goes exactly as it has in prior years the audit opinion will be dated later.  This is because standards now require the opinion letter to be dated very close to the release date of the financials as opposed to the last day of fieldwork as under the old standards.  To an uninformed user this may look like something was wrong compared to prior years and raise issues that don’t really exist.  Since the auditor must perform certain procedures up to a date very close to the release date it also requires a fast turnaround in the approval of the financials once a draft is issued otherwise additional fees may be incurred for expanded audit procedures for the extended period waiting for release approval.

The AICPA also issued a new auditing standard SAS 112, Communicating Internal Control Related Matters Identified in an Audit.  This standard is also effective for audits of financial statements for periods ending after December 15, 2006. 

Although SAS 112 replaces SAS 60, it made some significant changes that will most probably have a major impact on your organization.  Some of these changes are as follows:

1. SAS 112 segregates deficiencies into three categories - control deficiencies, significant deficiencies and material weaknesses. Significant deficiencies replaces the old term we previously used “reportable conditions.” And the term “material weakness” has been redefined. 

2. The auditor is now required to evaluate your organization’s internal control deficiencies and to determine which deficiencies rise to the level of a significant deficiency or a material weakness. Although an audit is not designed to identify internal control deficiencies, the auditor will be required to evaluate the design and implementation of your internal controls and deficiencies may be noted.
3. The auditor MUST communicate in writing to management and those charged with governance both significant deficiencies and material weaknesses, including those already communicated to you in prior periods, even if you choose not to correct them.  However, they will not be expressing an opinion on the effectiveness of your internal control.  This will significantly increase the number of management letters issued compared to the past.  The irony is controls may have actually improved but the requirement to issue the letter every year for recurring items where an issue has been addressed in the past will have the appearance of a deterioration in controls.
Due to the way the standard has defined a significant deficiency and a material weakness, it is expected that there will be more control deficiencies that will be included in the SAS 112 report. For example:

· If your auditor has typically drafted your financial statements, they must now evaluate whether your personnel are capable of preparing the financial statements on their own or have the skills to review them carefully, fully understand them, and take responsibility for them, including whether disclosures are complete. If not, this must be included in the SAS 112 report. Remember, your independent auditor cannot be part of your internal controls without impairing their independence.  They can assist in preparing the financial statements but if you only have a bookkeeper and no CPA on staff or on your board it’s likely you will have a significant deficiency under the new standards.
· If your auditor identifies a material misstatement in the audit that was not discovered by your personnel, this is at least a significant deficiency and may even be considered a material weakness, even if you subsequently correct the misstatement.  Again this is a major change compared to the old standards.
· If your previously issued financial statements have to be restated, this is at least a significant deficiency and is very likely to be classified as a material weakness.

Since reporting internal control deficiencies can impact how funding sources view your organization and, if receiving federal funds your qualification as a low risk auditee.  You need to understand the new standards and how to discuss the issues with the users of your financial statements. 
Some other changes that you should see as the other new standards are implemented are:

1. More thorough information must be assembled on the nature of your organization and its industry and environment in order to identify risks.

2. Significantly more work will need to be performed on internal control. In the past, our professional standards permitted auditors to obtain a basic knowledge of your organizations internal control and then to decide not to rely on internal control. Now, auditors are required to obtain a thorough knowledge of five elements of internal control, evaluate if controls are designed appropriately, and determine if controls are implemented. Once this is done, the auditor then has an option as to whether they want to perform specific tests of internal control or to perform substantive tests. However, they are required to test controls if substantive procedures alone are not adequate enough to reduce risk.  They must also test controls if they would ordinarily deem an area a significant risk and decide not to do so due to the quality of the controls.

3. Risk assessment procedures must now be performed not only by account balance or class of transactions (revenue or expenses) but also by assertion. This is beyond the fraud risk assessment that is currently required.

4. The auditor must now identify significant risks. For these areas, they will generally be required to perform more work, as analytical procedures by themselves will no longer be adequate. 

5. The auditor must examine material journal entries and other adjustments made while financial statements are being prepared. This too goes beyond what is required as part of the fraud risk assessment.

6. More time will need to be spent to insure that disclosures have been adequately audited.

7. The auditor will need to categorize and evaluate separately known and likely misstatements, as well as the effect of prior period passed adjustments on the current period. Because you will be expected to record all known and likely misstatements that are more than trivial, including the effect of prior period misstatements, these will have to be communicated to you on an ongoing basis during the audit. If you do not correct these misstatements, it could have an impact on your audit report.

Naturally, these changes will take additional time and will impact your audit fee. It would be beneficial to meet to discuss specifically how these changes will impact your audit and how you and your auditor can both work together to minimize the additional cost to your organization. 

Some suggestions of what you can do that may reduce the extra time follow:

1. Provide your auditor with complete information on how your organization operates, including industry, environmental, regulatory and economic conditions. When you meet, they can review with you the exact information that they will need for their risk assessment.

2. Summarize the organization’s objectives, strategies and related business risks.

3. Identify what the organization does to measure and review financial performance. This should include names and frequency of reports generated by the organization, ratios calculated by the organization, use of forecasts and budgets, and whether the organization has used outside benchmarks such as information from trade associations.  Copies of these tools should also be provided.

4. Explain how the organization selects and applies accounting principles. Documentation of this process would be helpful.

5. Provide the auditor with detailed information and documentation of internal control. 
6. Designate one person to be responsible on a timely basis for:

· Reviewing misstatements discovered during our test procedures

· Discussing control deficiencies and whether they rise to the level of significant deficiencies or material weaknesses

· Approving the draft financial statements and notes 

