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No responsibility for loss occasioned to any person acting or refraining from
action as a result of any material in this publication can be accepted by the author
or publisher.

Due to subtleties in the construction of the Georgian language and the lack of
some technical audit terminology, some difficulties arose in the preparation of this
translation. Therefore, the reader is encouraged to refer to the English original if
there is any uncertainty.

The Editorial Board and the Publishers welcome any comments or suggestions
for future editions.
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International Standards on Auditing
(ISAs) are to be applied in the audit of]
financial statements. ISAs are also to be
applied, adapted as necessary, to the au-
dit of other information and to related ser-
vices.

ISAs contain the basic principles and
essential procedures (identified in bold
type black lettering) together with related
guidance in the form of explanatory and
other material. The basic principles and
essential procedures are to be interpreted
in the context of the explanatory and other
material that provide guidance for their
application.

To understand and apply (he basic
principles and essential procedures to-
gether with the related guidance, it is nec-
essary to consider the whole text of the
ISA including explanatory and other ma-
terial contained in the ISA not just that
text which is black lettered.

In exceptional circumstances, an au-
ditor may judge it necessary to depart
from an ISA in order to more effectively
achieve the objective of an audit. When
such a situation arises, the auditor should
be prepared to justify the departure,

ISAs need only be applied to material
matters.

0g0ls Lygmosdm@abim bgsGratgmRl
(ISAs—Intemational Standards on Auditing)
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The Public Sector Perspéctive (PSP)
issued by the Public Sector Committee of
the International Federation of Accoun-
tants is set out at the end of an ISA. Where
no PSP is added, the ISA is applicable in
all material respects to the public sector.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

Introduction

1. The purpose of this International
Standard on Auditing (ISA) is to es-
tablish standards and provide guid-
ance on the auditor’s! professional
responsibilities when an engage-
ment to review financial statements
is undertaken and on the form and
content of the report that the audi-
tor issues in connection with such a
review.

2. This ISA is directed towards the re-
view of financial statements. How-
ever, it is to be applied to the extent
practicable to engagements to re-
view financial or other information.
This ISA is to be read in conjunc-
tion with ISA 120 “Framework of
International Standards on Audit-
ing.” Guidance in other ISAs may
be useful to the audilor in applying
this ISA.

Objective of a Review
Engagement

3. The objective of a review of finan-
cial statements is to enable an au-
ditor to state whether, on the ba-
sis of procedures which do not
provide all the evidence that
would be required in an audit,
anything has come to the
auditor’s attention that causes the
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

auditor to believe that the finan-
cial statements are not prepared,
in all material respects, in accor-
dance with an identified financial
reporting framework (negative
assurance).

General Principles of a Review
Engagement

4. The auditor should comply with
the “Code of Ethics for Profes-
sional Accountants” issued by the
International Federation of Ac-
countants. Ethical principles gov-
eming the auditor’s professional re-
sponsibilities are:

(a) independence;
(b) integrity;
(c) objectivity;

(d) professional competence and due
care;

(e) confidentiality;

(f) professional behavior; and

! As explained in the Framework of International
Standards on Auditing “... the term auditor is
used throughout the ISAs when describing both
auditing and related services which may be per-
formed. Such reference is not intended to im-
ply that a person performing related services
need be the auditor of the entity's financial state-
ments.”
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

(g) technical standards.

. The auditor should conduct a re-
view in accordance with this ISA.

. The auditor should plan and per-
form the review with an attitude
of professional skepticism recog-
nizing that circumstances may
exist which cause the financial
statements to be materially mis-
stated.

. For the purpose of expressing
negative assurance in the review
report, the auditor should obtain
sufficient appropriate evidence
primarily through inquiry and
analytical procedures to be able
to draw conclusions.
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necessary in the circumstances to
achieve the objective of the review.
The procedures required to con-
duct a review of financial state-
ments should be determined by
the auditor having regard to the
requirements of this ISA, relevant
professional bodies, legislation,
regulation and, where appropri-
ate, the terms of the review en-
gagement and reporting require-
ments.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

Moderate Assurance

9. A review engagement provides a
moderate level of assurance that the
information subject to review is free
of material misstatement, this is ex-
pressed in the form of negative as-
surance.

Terms of Engagement

10. The auditor and the client should
agree on the terms of the engage-
ment. The agreed terms would be
recorded in an engagement letter or
other suitable form such as a con-
tract.

11. An engagement letter will be of
assistance in planning the review
work. It is in the interests of both
the auditor and the client that the
auditor send an engagement letter
documenting the key terms of the
appointment. An engagement letter
confirms the auditor’s acceptance of
the appointment and helps avoid
misunderstanding regarding such
matters as the objectives and scope
of the engagement, the extent of the
auditor’s responsibilities and the
form of reports to be issued.

12. Matters that would be included in
the engagement letter include:

* The objectivé of the service being
performed.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

¢ Management’s responsibility for
the financial statements.

* The scope of the review, including
reference to this International
Standard on Auditing (or relevant
national standards or practices).

* Unrestricted access to whatever
records, documentation and other
information requested in connec-
tion with the review.

* A sample of the report expected to
be rendered.

* The fact that the engagement can-
not be relied upon to disclose er-
rors, illegal acts or other irregulari-
ties, for example, fraud or defal-
cations that may exist.

» A statement that an audit is not
being performed and that an audit
opinion will not be expressed. To
emphasize this point and to avoid
confusion, the auditor may also
consider pointing out that a review
engagement will not satisfy any
statutory or third party require-
ments for an audit.

An example of an engagement let-
ter for a review of financial state-
ments appears in Appendix 1 to this
ISA.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

Planning

13. The auditor should plan the work
so that an effective engagement
will be performed.

14. In planning a review of financial
statements, the auditor should ob-
tain or update the knowledge of
the business including consider-
ation of the entity’s organization,
accounling systems, operating
characteristics and the nature of
its assets, liabilities, revenues and
expenses.

I5. The auditor needs to possess an
understanding of such matters and
other matters relevant to the finan-
cial statements, for example, a
knowledge of the entity’s produc-
tion and distribution methods, prod-
uct lines, operating locations and
related parties. The auditor requires
this understanding to be able to
make relevant inquiries and to de-
sign appropriate procedures, as well
as to assess the responses and other
information obtained.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

poses of the review.

Documentation

17. The auditor should document mat-

ters which are important in provid-
ing evidence to support the review
report, and evidence that the review
was carried out in accordance with
this ISA.

Procedures and Evidence

18. The auditor should apply judg-
ment in determining the specific
nature, timing and extent of re-
view procedures. The auditor will
be guided by such matters as:

* Any knowledge acquired by carry-
ing out audits or reviews of the fi-
nancial statements for prior peri-
ods.

¢ The auditor’s knowledge of the
business including knowledge of
the accounting principles and
practices of the industry in which
the entity operates.

« The entity’s accounting systems.

» The extent to which a particular
item is affected by management
judgment.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

* The materiality of transactions and
account balances.

19. The auditor should apply the
same materiality considerations
as would be applied if an audit
opinion on the financial state-
ments were being given. Although
there is a greater risk that misstate-
ments will not be detected in a re-
view than in an audit, the judgment
as to what is material is made by
reference to the information on
which the auditor is reporting and
the needs of those relying on that
information, not to the level of as-
surance provided.

20. Procedures for the review of finan-
cial statements will ordinarily in-
clude:

« Obtaining an understanding of the
entity’s business and the industry
in which it operates.

Inquiries concerning the entity’s
accounting principles and prac-
tices.

Inquiries concerning the entity’s
procedures for recording, classify-
ing and summarizing transactions,
accumulating information for dis-
closure in the financial statements
and preparing financial state-
ments.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

e Inquiries concemning all material
assertions in the financial state-
ments.

« Analytical procedures designed to
identify relationships and indi-
vidual items that appear unusual.
Such procedures would include:

- Comparison of the financial
statements with statements for
prior periods.

- Comparison of the financial
statements with anticipated re-
sults and financial position.

- Study of the relationships of the
elements of the financial state-
ments that would be expected to
conform to a predictable pattern
based on the entity’s experience
or industry norm.

In applying these procedures, the
auditor would consider the types of
matters that required accounting ad-
justments in prior periods.

* Inquiries concerning actions taken
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ENGAGEMENTS TO REVIEW FINANCIAL

STATEMENTS

at meetings of shareholders, the
board of directors, committees of
the board of directors and other
meetings that may affect the finan-
cial statements.

* Reading the financial statements to

consider, on the basis of informa-
tion coming to the auditor’s atten-
tion, whether the financial state-
ments appear to conform with the
basis of accounting indicated.

* Obtaining reports from other audi-

tors, if any and if considered nec-
essary, who have been engaged to
audit or review the financial state-
ments of components of the entity.

« Inquiries of persons having respon-
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sibility for financial and account-
ing matters concerning, for ex-
ample:

- Whether all transactions have
been recorded.

- Whether the financial statements
have been prepared in accor-
dance with the basis of account-
ing indicated.

- Changes in the entity’s business
activities and accounting prin-
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ENGAGEMENTS TO REVIEW FINANCIAL

P

STATEMENTS

ciples and practices.

- Matters as to which questions
have arisen in the course of ap-
plying the foregoing procedures.

- Obtaining written representa-
tions from management when
considered appropriate.

Appendix 2 to this ISA provides an
illustrative list of procedures which
are often used. The list is not ex-
haustive, nor is it intended that all
the procedures suggested apply to
every review engagement.

. The auditor should inquire about

events subsequent to the date of
the financial statements that may
require adjustment of or disclo-
sure in the financial statements.
The auditor does not have any re-
sponsibility to perform procedures
to identify events occurring after the
date of the review report.

22. If the auditor has reason to be-

lieve that the information subject
to review may be materially mis-
stated, the auditor should carry
out additional or more extensive
procedures as are necessary to be
able to express negative assurance
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or to confirm that a modified re-
port is required.

Conclusions and Reporting

23. The review report should contain
a clear written expression of nega-
tive assurance. The auditor
should review and assess the con-
clusions drawn from the evidence
obtained as the basis for the ex-
pression of negative assurance.

24. Based on the work performed, the
auditor should assess whether any
information obtained during the
review indicates that the financial
statements do not give a true and
fair view (or ‘are not presented
fairly, in all material respects,’) in
accordance with the identified fi-
nancial reporting framework.

25. The report on a review of financial
statements describes the scope of
the engagement to enable the reader
to understand the nature of the work
performed and make it clear that an
audit was not performed and, there-
fore, that an audit opinion is not
expressed.
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26. The report on a review of finan-
cial statements should contain the
following basic elements, ordi-
narily in the following layout:

(a) title?;
(b) addressee;

(c) opening or introductory para-
graph including:

(i) identification of the financial
statements on which the re-
view has been performed; and

(ii) a statement of the responsi-
bility of the entity’s manage-
ment and the responsibility of
the auditor;

(d) scope paragraph, describing
the nature of a review, including:

(i) a reference to this Interna-
tional Standard on Auditing
applicable to review engage-
ments, or to relevant national
standards or practices;

(ii) a statement that a review is
limited primarily to inquiries

2 It may be appropriate to use the term “Inde-
pendent” in the (itle to distinguish the auditor’s
report from reports that might be issued by oth-
ers, such as officers of the entity, or from the
reports of other auditors who may not have to
abide by the same ethical requirements as an
independent auditor.
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and analytical procedures;
and

(iii) a statement that an audit has
not been performed, that the
procedures undertaken pro-
vide less assurance than an
audit and that an audit opin-
ion is not expressed;

(e) statement of negative assur-
ance;

(f) date of the report;
(g) auditor’s address; and
(h) auditor’s signature.

Appendices 3 and 4 to this ISA con-
tain illustrations of review reports.

27. The review report should:

(a) state that nothing has come to
the auditor’s attention based on
the review that causes the audi-
tor to believe the financial state-
ments do not give a true and fair
view (or ‘are not presented
fairly, in all material respects,’)
in accordance with the identified
financial reporting framework
(negative assurance); or

(b) if matters have come to the
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STATEMENTS

auditor’s attention, describe
those matters that impair a true
and fair view (‘or a fair presen-
tation, in all material respects,’)
in accordance with the identified
financial reporting framework,
including, unless impracticable,
a quantification of the possible
effect(s) on the financial state-
ments, and either:

(i) express a qualification of the
negative assurance provided; or

(ii) when the effect of the matter
is so material and pervasive to
the financial statements that
the auditor concludes that a
qualification is not adequate to
disclose the misleading or in-
complete nature of the finan-
cial statements, give an ad-
verse statement that the finan-
cial statements do not give a
true and fair view (or ‘are not
presented fairly, in all material
respects,’) in accordance with
the identified financial report-
ing framework; or

(c) if there has been a material
scope limitation, describe the
limitation and either:
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(i) express a qualification of the
negative assurance provided re-
garding the possible adjust-
ments to the financial statements
that might have been deter-
mined to be necessary had the
limitation not existed; or

(ii) when the possible effect of the
limitation is so significant and
pervasive that the auditor con-
cludes that no level of assurance
can be provided, not provide any
assurance.

28. The auditor should date the re-

view report as of the date the re-
view is completed, which includes
performing procedures relating to
events occurring up to the date of
the report. However, since the
auditor’s responsibility is to re-
port on the financial statements
as prepared and presented by
management, the auditor should
not date the review report earlier
than the date on which the finan-
cial statements were approved by
management.
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Appendix 1

Example of an Engagement
Letter for a Review of Financial
Statements

The following letter is for use as a guide
in conjunction with the consideration
outlined in paragraph 10 of this ISA
and will need to be varied according to
individual requirements and circum-
stances.

To the Board of Directors (or the
appropriate representative of senior
management):

This letter is to confirm our under-
standing of the terms and objectives
of our engagement and the nature
and limitations of the services we
will provide.

We will perform the following ser-
vices:

We will review the balance sheet of
ABC Company as of December 31,
19XX, and the related statements of
income and cash flows for the year
then ended, in accordance with the
Intemnational Standard on Auditing
(or refer to relevant national stan-
dards or practices) applicable to re-
views. We will not perform an au-
dit of such financial staterents and,
accordingly, we will not express an
audit opinion on them. According-
ly, we expect to report on the finan-
cial statements as follows:
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(see Appendix 3 to this ISA)

Responsibility for the financial
statements, including adequate dis-
closure, is that of the management
of the company. This includes the
maintenance of adequate account-
ing records and internal controls and
the selection and application of ac-
counting policies. (As part of our
review process, we will request
written representations from man-
agement concerning assertions
made in connection with the re-
view?.)

This letter will be effective for fu-
ture years unless it is terminated,
amended or superseded (if applica-
ble).

Our engagement cannot be relied
upon to disclose whether fraud or
errors, or illegal acts exist. Howev-
er, we will inform you of any mate-
rial matters that come to our atten-
tion.

Please sign and return the attached
copy of this letter to indicate that it

3 This sentence should be used at the discretion
of the auditor.
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STATEMENTS 36356N33030L  ANAMLNIINL
30LOLOB
is in accordance with your under- 030l EIgHor, HmI opo 3gg-
standing of the arrangements for our Lod33935 hggbl dogd hogsigdy-
review of the financial statements. mo gobsblyo 56356 adagdols

d03mbomgol hggbgye asagdsb.

XYZ & Co XYZ & Co
Acknowledged on behalf of - JMIIS600b babgmom gomsligyegd
ABC Company by
(signed) (bygmAmy g6o)

Name and Title bobgemo, agoto @S P3bsdmgdmds
Date 0dMHao

910 22 910



ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

Appendix 2

Illustrative Detailed Procedures
that may be Performed in an
Engagement to Review Finan-
cial Statements

1. The inquiry and analytical review
procedures carried out in a review
of financial statements are deter-
mined by the auditor’s judgment.
The procedures listed below are for
illustrative purposes only. It is not
intended that all the procedures sug-
gested apply to every review en-
gagement. This Appendix is not in-
tended to serve as a program or
checklist in the conduct of a review.

General

2. Discuss terms and scope of the en-
gagement with the client and the en-
gagement team.

3. Prepare an engagement letter setting
forth the terms and scope of the en-
gagement.

4. Obtain an understanding of the
entity's business activities and the
system for recording financial in-
formation and preparing financial
Statements.

5. Inquire whether all financial infor-
mation is recorded:
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(a) completely;
(b) promptly; and

(c) after the necessary authorization.

6. Obtain the trial balance and deter-
mine whether it agrees with the gen-
eral ledger and the financial state-
ments.

7. Consider the results of previous au-
dits and review engagements, in-
cluding accounting adjustments re-
quired.

8. Inquire whether there have been any
significant changes in the entity
from the previous year (e. g.,
changes in ownership or changes in
capital structure).

9. Inquire about the accounting poli-
cies and consider whether:

(a) they comply with local or inter-
national standards;

(b) they have been applied appropri-
ately; and

(c) they have been applied consis-
tently and, if not, consider whether
disclosure has been made of any
changes in the accounting policies.
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10. Read the minutes of meetings of
shareholders, the board of directors
and other appropriate committees in
order to identify matters that could
be important to the review.

11. Inquire if actions taken at share-
holder, board of directors or com-
parable meetings that affect the fi-
nancial statements have been appro-
priately reflected therein.

12. Inquire about the existence of trans-
actions with related parties, how
such transactions have been ac-
counted for and whether related
parties have been properly dis-
closed.

13. Inquire about contingencies and
commitments.

14. Inquire about plans to dispose of
major assets or business segments.

15. Obtain the financial statements and
discuss them with management.

16. Consider the adequacy of disclo-
sure in the financial statements and
their suitability as to classification
and presentation.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

17. Compare the results shown in the
current period financial statements
with those shown in financial state-
ments for comparable prior periods
and, if available, with budgets and
forecasts.

18. Obtain explanations from manage-
ment for any unusual fluctuations
or inconsistencies in the financial
statements.

19. Consider the effect of any unad-
justed errors—individually and in
aggregate. Bring the errors to the at-
tention of management and deter-
mine how the unadjusted errors will
influence the report on the review.

20. Consider obtaining a representation
letter from management.

Cash

21. Obtain the bank reconciliations.
Inquire about any old or unusual
reconciling items with client per-
sonnel.

22. Inquire about transfers between
cash accounts for the period before
and after the review date.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

23. Inquire whether there are any re-
strictions on cash accounts.

Receivables

24. Inquire about the accounting poli-
cies for initially recording trade re-
ceivables and determine whether
any allowances are given on such
transactions.

25. Obtain a schedule of receivables
and determine whether the total
agrees with the trial balance.

26. Obtain and consider explanations
of significant variations in account
balances from previous periods or
from those anticipated.

27. Obtain an aged analysis of the trade
receivables. Inquire about the rea-
son for unusually large accounts,
credit balances on accounts or any
other unusual balances and inquire
about the collectibility of receiv-
ables.

28. Discuss with management the clas-
sification of receivables, including
noncurrent balances, net credit bal-
ances and amounts due from share-
holders, directors and other related
parties in the financial statements.

910

27

30AN303J30N BVNBSELIAN
O6306AN33T30L  303MN30L
30LOLIS
23. 3%3mgombgs 080l Mmomdady, oG-
1igdmdlL 7 96 Hoody g8 -
3% gymore LoblGgdol o6-
350390056 @b 3dgd0Mgda0.

dmarbmgbyda

24. a53mgombgs Lsgoddm dmmb-
m36780b mogesdoMggma Sathopb-
gobsogals a53mygbgdgemo dmom-
870 sotopbgol Immogojols
dgLobgd s 0dols asbLOBmgMs, oG-
Lgdmdl oy 56s Go0dg GgBgtgo
Sbgmo mIgHsgogdabsmgals.

25. dmobmgbgdal mogsmgol a06-
Gogob a536mds s adab a0b-
L3Bmgs, g8mbgggs o7 sths Bsome
%580 bogegm d5emabll.

26. SbLbd>-356356g90900L omgds 36-
35G0dms bsdmgdel 360836gmmem-
3960 adobigdel Bgbabgd Fobs
JgFemegdols ©d dmbammmebymo
658:gd0boash s dsmo gobbaemgs.

27. bogsdtm dmobmgbgdols bobesdayy
tnmdols 36smmoBols BmImgagds. asdm-
Joobgol Bsgotigds phggpmme
oo 36adM0dgdab, S6a56adge8y
PI0I2OR coro LygHggogm bs3-
01900 36 Lbgs 7hggpmem 653ogd-
ob 30898930l dglisbgd, SaMgmgg
8mobmgbgdol 83mmgdols gbsdeng-
demmdgdols dgbsbgd.

28. bymdagabymmdsbosh ghmor
dmabmgbgdal jmobegoajsoals
Logoobal aobbormgs 365303-
cobsthg 653mgdol, Fabmo
Laghgmogm 633mgdabs s oF-
gombgigdelash, @atgdgsmtgdo-
Loasb @s Lbgs ©s353d0Mgd o
baygdabasb dobsmgde msbby-

910



ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

29. Inquire about the method for iden-
tifying “slow payment” accounts
and setting allowances for doubtful
accounts and consider it for reason-
ableness.

30. Inquire whether receivables have
been pledged, factored or dis-
counted.

31. Inquire about procedures applied
to ensure that a proper cutoff of
sales transactions and sales returns
has been achieved.

32. Inquire whether accounts represent
goods shipped on consignment and,
if so, whether adjustments have
been made to reverse these transac-
tions and include the goods in in-
ventory.

33. Inquire whether any large credits
relating to revenue recorded have
been issued after the balance sheet
date and whether provision has been
made for such amounts.

Inventories

34. Obtain the inventory list and deter-
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

mine whether:

(a) the total agrees with the balance
in the trial balance; and

(b) the list is based on a physical
count of inventory.

35. Inquire about the method for count-
ing inventory.

36. Where a physical count was not
carried out on the balance sheet
date, inquire whether:

(a) a perpetual inventory system is
used and whether periodic com-
parisons are made with actual
quantities on hand; and

(b) an integrated cost system is used
and whether it has produced reli-
able information in the past.

37. Discuss adjustments made result-
ing from the last physical inventory
count.

38. Inquire about procedures applied
to control cutoff and any inventory
movements.

39. Inquire about the basis used in valu-
ing each category of the inventory
and, in particular, regarding the
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

elimination of inter-branch profits.
Inquire whether inventory is valued
at the lower of cost and net realiz-
able value.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

45. Inquire whether any inventory is
pledged, stored at other locations or
on consignment to others and con-
sider whether such transactions
have been accounted for appropri-
ately.

Investments (including associated com-
panies and marketable securities)

46. Obtain a schedule of the investments
at the balance sheet date and deter-
mine whether it agrees with the trial
balance.

47. Inquire about the accounting policy
applied to investments.

48. Inquire from management about the
carrying values of investments.
Consider whether there are any re-
alization problems.

49. Consider whether there has been
proper accounting for gains and
losses and investment income.

50. Inquire about the classification of
long-term and short-term invest-
ments.

Property and depreciation

51. Obtain a schedule of the property
indicating the cost and accumulated
depreciation and determine whether
it agrees with the trial balance.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

52. Inquire about the accounting policy
applied regarding the provision for
depreciation and distinguishing be-
tween capital and maintenance
items. Consider whether the prop-
erty has suffered a material, perma-
nent impairment in value.

53. Discuss with management the ad-
ditions and deletions to property ac-
counts and accounting for gains and
losses on sales or retirements. In-
quire whether all such transactions
have been accounted for.

54. Inquire about the consistency with
which the depreciation method and
rates have been applied and com-
pare depreciation provisions with
prior years.

55. Inquire whether there are any liens
on the property.

56. Discuss whether lease agreements
have been properly reflected in the
financial statements in conformity
with current accounting pronounce-
ments.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

Prepaid expenses, intangibles and
other assets

57. Obtain schedules identifying the
nature of these accounts and discuss
with management the recoverabil-
ity thereof.

58. Inquire about the basis for record-
ing these accounts and the amorti-
zation methods used.

59. Compare balances of related ex-
pense accounts with those of prior
periods and discuss significant
variations with management.

60. Discuss the classification between
long-term and short-term accounts
with management.

Loans payable

61. Obtain from management a sched-
ule of loans payable and determine
whether the total agrees with the
trial balance.

62. Inquire whether there are any loans
where management has not com-
plied with the provisions of the loan
agreement and, if so, inquire as to
management’s actions and whether
appropriate adjustments have been
made in the financial statements.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

63. Consider the reasonableness of in-
terest expense in relation to loan
balances.

64. Inquire whether loans payable are
secured.

65. Inquire whether loans payable have
been classified between noncurrent
and current.

Trade payables

66. Inquire about the accounting poli-
cies for initially recording trade
payables and whether the entity is
entitled to any allowances given on
such transactions.

67. Obtain and consider explanations
of significant variations in account
balances from previous periods or
from those anticipated.

68. Obtain a schedule of trade payables
and determine whether the total
agrees with the trial balance.

69. Inquire whether balances are rec-
onciled with the creditors’ state-
ments and compare with prior pe-
riod balances. Compare turnover
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

with prior periods.

70. Consider whether there could be
material unrecorded liabilities.

71. Inquire whether payables to share-
holders, directors and other related
parties are separately disclosed.

Accrued and contingent liabilities

72. Obtain a schedule of the accrued
liabilities and determine whether
the total agrees with the trial bal-
ance.

73. Compare major balances of related
expense accounts with similar ac-
counts for prior periods.

74. Inquire about approvals for such
accruals, terms of payment, compli-
ance with terms, collateral and clas-
sification.

75. Inquire about the method for de-
termining accrued liabilities.

76. Inquire as to the nature of amounts
included in contingent liabilities
910
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

and commitments.

77. Inquire whether any actual or con-
tingent liabilities exist which have
not been recorded in the accounts.
If so, discuss with management
whether provisions need to be made
in the accounts or whether disclo-
sure should be made in the notes to
the financial statements.

Income and other taxes

78. Inquire from management if there
were any events, including disputes
with taxation authorities, which
could have a significant effect on the
taxes payable by the entity.

79. Consider the tax expense in rela-
tion to the entity’s income for the
period.

80. Inquire from management as to the
adequacy of the recorded deferred
and current tax liabilities including
provisions in respect of prior peri-
ods..

Subsequent events

81. Obtain from management the lat-
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS _

est interim financial statements and
compare them with the financial
statements being reviewed or with
those for comparable periods from
the preceding year.

82. Inquire about events after the bal-
ance sheet date that would have a
material effect on the financial state-
ments under review and, in particu-
lar, inquire whether:

(a) any substantial commitments or
uncertainties have arisen subse-
quent to the balance sheet date;

(b) any significant changes in the
share capital, long-term debt or
working capital have occurred up
to the date of inquiry; and

(c) any unusual adjustments have
been made during the period be-
tween the balance sheet date and
the date of inquiry.

Consider the need for adjustments
or disclosure in the financial state-
ments.
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83. Obtain and read the minutes of 83. domabbol 3geagbol Mmool

meetings of shareholders, directors
and appropriate committees subse-
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

quent to the balance sheet date.

Litigation

84. Inquire from management whether
the entity is the subject of any legal
actions-threatened, pending or in
process. Consider the effect thereof
on the financial statements.

Equity

85. Obtain and consider a schedule of
the transactions in the equity ac-
counts, including new issues, retire-
ments and dividends.

86. Inquire whether there are any re-
strictions on retained earnings or
other equity accounts.

Operations

87. Compare results with those of prior
periods and those expected-for the
current period. Discuss significant
variations with management.

88. Discuss whether the recognition of
major sales and expenses have taken
place in the appropriate periods.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

89. Consider extraordinary and unusual
items.

90. Consider and discuss with manage-
ment the relationship between re-
lated items in the revenue account
and assess the reasonableness
thereof in the context of similar re-
lationships for prior periods and
other information available to the
auditor.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

Appendix 3

Form of Unqualified Review
Report

REVIEW REPORT TO.....

We have reviewed the accompany-
ing balance sheet of ABC Compa-
ny at December 31, 19XX, and the
related statements of income and
cash flows for the year then ended.
These financial statements are the
responsibility of the Company’s
management. Our responsibility is
to issue a report on these financial
statements based on our review.

We conducted our review in accor-
dance with the International Stan-
dard on Auditing (or refer to rele-
vant national standards or practic-
es) applicable to review engage-
ments. This Standard requires that
we plan and perform the review to
obtain moderate assurance as to
whether the financial statements are
free of material misstatement. A
review is limited primarily to inquir-
ies of company personnel and ana-
lytical procedures applied to finan-
cial data and thus provides less as-
surance than an audit. We have not
performed an audit and, according-
ly, we do not express an audit opin-
ion.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

Based on our review, nothing has
come to our attention that causes us
to believe that the accompanying
financial statements do not give a
true and fair view (or ‘are not pre-
sented fairly, in all material re-
spects,’) in accordance with Inter-
national Accounting Standards* .

Date AUDITOR

Address
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* Or indicate the relevant national accounting
standards.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

Appendix 4

Examples of Review Reports
other than Unqualified

Qualification For a Departure From
International Accounting Standards

REVIEW REPORT TO.....

We have reviewed the accompany-
ing balance sheet of ABC Compa-
ny at December 31, 19XX, and the
related statements of income and
cash flows for the year then ended.
These financial statements are the
responsibility of the Company’s
management. Our responsibility is
to issue a report on these financial
statements based on our review.

We conducted our review in accor-
dance with the International Stan-
dard on Auditing (or refer to rele-
vant national standards or practic-
es) applicable to review engage-
ments. This Standard requires that
we plan and perform the review to
obtain moderate assurance as to
whether the financial statements are
free of material misstatement. A
review is limited primarily to in-
quiries of company personnel and
analytical procedures applied to fi-
nancial data and thus provides less
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

assurance than an audit. We have not
performed an audit, and, according-
ly, we do not express an audit opin-
ion.

Management has informed us that
inventory has been stated at its cost
which is in excess of its net realiz-
able value. Management’s compu-
tation, which we have reviewed,
shows that inventory, if valued at the
lower of cost and net realizable val-
ue as required by International Ac-
counting Standards®, would have
been decreased by $X, and net in-
come and shareholders’ equity
would have been decreased by $Y.

Based on our review, except for the
effects of the overstatement of in-
ventory described in the previous
paragraph, nothing has come to our
attention that causes us to believe
that the accompanying financial
statements do not give a true and
fair view (or ‘are not presented fair-
ly, in all material respects,’) in ac-

910
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STATEMENTS

cordance with International Ac-
counting Standards®.

Date AUDITOR

Address

3 See footnote 4.
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Adverse Report For a Departure From
International Accounting Standards

REVIEW REPORT TO.....

We have reviewed the balance sheet
of ABC Company at December 31,
19XX, and the related statements of
income and cash flows for the year
then ended. These financial state-
ments are the responsibility of the
Company’s management. Our re-
sponsibility is to issue a report on
these financial statements based on
our review.

We conducted our review in accor-
dance with the International Stan-
dard on Auditing (or refer to rele-
vant national standards or practic-
es) applicable to review engage-
ments. This Standard requires that
we plan and perform the review to
obtain moderate assurance as to
whether the financial statements are
free of material misstatement. A
review is limited primarily to inquir-
ies of company personnel and ana-
lytical procedures applied to finan-
cial data and thus provides less as-
surance than an audit. We have not
performed an audit and, according-
ly, we do not express an audit opin-
ion.
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ENGAGEMENTS TO REVIEW FINANCIAL
STATEMENTS

As noted in footnote X, these finan-
cial statements do not reflect the
consolidation of the financial state-
ments of subsidiary companies, the
investment in which is accounted
for on a cost basis. Under Interna-
tional Accounting Standards$, the
financial statements of the subsid-
iaries are required to be consolidat-
ed.

Based on our review, because of the
pervasive effect on the financial
statements of the matter discussed
in the preceding paragraph, the ac-
companying financial statements do
not give a true and fair view (or ‘are
not presented fairly, in all material
respects,’) in accordance with Inter-
national Accounting Standardss.

Date AUDITOR
Address

¢ See footnote 4.
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ISAs contain the basic principles and
essential procedures (identified in bold
type black lettering) together with related
guidance in the form of explanatory and
other material. The basic principles and
essential procedures are to be interpreted
in the context of the explanatory and other
material that provide guidance for their
application.

To understand and apply the basic
principles and essential procedures to-
gether with the related guidance, it is nec-
essary to consider the whole text of the
ISA including explanatory and other ma-
terial contained in the ISA not just that
text which is black lettered.

In exceptional circumstances, an au-
ditor may judge it necessary to depart
from an ISA in order to more effectively
achieve the objective of an audit. When
such a situation arises, the auditor should
be prepared to justify the departure.

ISAs need only be applied to material
matters.
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The Public Sector Perspective (PSP)
issued by the Public Sector Committee of
the International Federation of Accoun-
tants is set out at the end of an ISA. Where
no PSP is added, the ISA is applicable in
all material respects to the public sector.
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ENGAGEMENTS TO PERFORM
AGRJEED-UPON PROCEDURES REGARDING
FINANCIAL INFORMATION

Introduction

1. The purpose of this International
Standard on Auditing (ISA) is to es-
tablish standards and provide guid-
ance on the auditor’s! professional
responsibilities when an engage-
ment to perform agreed-upon pro-
cedures regarding financial infor-
mation is undertaken and on the
form and content of the report that
the auditor issues in connection with
such an engagement.

2. This ISA is directed toward engage-
ments regarding financial informa-
tion. However, it may provide use-
ful guidance for engagements re-
garding non-financial information,
provided the auditor has adequate
knowledge of the subject matter in
question and reasonable criteria
exist on which to base findings. This
ISA isto beread in conjunction with
ISA 120 “Framework of Interna-
tional Standards on Auditing.”
Guidance in other ISAs may be use-
ful to the auditor in applying this
ISA.

'As explained in the Framework of International Stan-
dards on Auditing “... the term auditor is used
throughout the ISAs when describing both auditing
and related services which may be performed. Such
reference is not intended to irply that a person per-
forming related services need be the auditor of the
entily’s financial statements.”
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ENGAGEMENTS TO PERFORM

AGRJEED-UPON PROCEDURES REGARDING

FINANCIAL INFORMATION

3. An engagement to perform agreed-

upon procedures may involve the
auditor in performing certain pro-
cedures concemning individual items
of financial data (for example, ac-
counts payable, accounts receiv-
able, purchases from related parties
and sales and profits of a segment
of an entity), a financial statement
(for example, a balance sheet) or
even a complete set of financial
statements.
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Objective of an Agreed-upon
Procedures Engagement
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4. The objective of an agreed-upon 4. gnsbbdgdmmo dbmygreyhgdab
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procedures engagement is for the
auditor to carry out procedures
of an audit nature to which the
auditor and the entity and any
appropriate third parties have
agreed and to report on factual
findings.

5. As the auditor simply provides a re-

port of the factual findings of
agreed-upon procedures, no assur-
ance is expressed. Instead, users of
the report assess for themselves the
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ENGAGEMENTS TO PERFORM
AGRJEED-UPON PROCEDURES REGARDING
FINANCIAL INFORMATION
procedures and findings reported by
the auditor and draw their own con-

clusions from the auditor’s work.

6. The report is restricted to those par-
ties that have agreed to the proce-
dures to be performed since others,
unaware of the reasons for the pro-
cedures, may misinterpret the re-
sults.

General Principles of an
Agreed-upon Procedures
Engagement

7. The auditor should comply with
the “Code of Ethics for Profes-
sional Accountants” issued by
IFAC. Ethical principles govemning
the auditor’s professional responsi-
bilities for this type of engagement
are:

(a) integrity;
(b) objectivity;

(c) professional competence and
due care;

(d) confidentiality;
(e) professional behavior; and
(f) technical standards.

Independence is not a requirement
for agreed-upon procedures engage-
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ments; however, the terms or objec-
tives of an engagement or national
standards may require the auditor to
comply with the independence re-
quirements of IFAC’s Code of Eth-
ics. Where the auditor is not inde-
pendent, a statement to that effect
would be made in the report of fac-
tual findings.

8. The auditor should conduct an
agreed-upon procedures engage-
ment in accordance with this ISA
and the terms of the engagement,

Defining the Terms of the
Engagement

9. The auditor should ensure with
representatives of the entity and,
ordinarily, other specified parties
who will receive copies of the re-
port of factual findings, that there
is a clear understanding regard-
ing the agreed procedures and the
conditions of the engagement.
Matters to be agreed include the:

* Nature of the engagement includ-
ing the fact that the procedures
performed will not constitute an
audit or a review and that accord-
ingly no assurance will be ex-
pressed.
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« Stated purpose for the engagement.

« Identification of the financial in-
formation to which the agreed-
upon procedures will be applied.

» Nature, timing and extent of the
specific procedures to be applied.

* Anticipated form of the report of
factual findings.

» Limitations on distribution of the
report of factual findings. When
such limitation would be in con-
flict with the legal requirements,
if any, the auditor would not ac-
cept the engagement.

10. In certain circumstances, for ex-
ample, when the procedures have
been agreed to between the regula-
tor, industry representatives and
representatives of the accounting
profession, the auditor may not be
able to discuss the procedures with
all the parties who will receive the
report. In such cases, the auditor
may consider, for example, discuss-
ing the procedures to be applied
with appropriate representatives of
the parties involved, reviewing rel-
evant correspondence from such
parties or sending them a draft of
the type of report that will be issued.
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11. It is in the interests of both the cli-

ent and the auditor that the auditor
send an engagement letter docu-
menting the key terms of the ap-
pointment. An engagement letter
confirms the auditor’s acceptance of
the appointment and helps avoid
misunderstanding regarding such
matters as the objectives and scope
of the engagement, the extent of the
auditor’s responsibilities and the
form of reports to be issued.

12. Matters that would be included in

the engagement letter include:

* A listing of the procedures to be
performed as agreed upon between
the parties.

* A statement that the distribution of
the report of factual findings
would be restricted to the speci-
fied parties who have agreed to the
procedures to be performed.

In addition, the auditor may consid-
er attaching to the engagement let-
ter a draft of the type of report of
factual findings that will be issued.
An example of an engagement let-
ter appears in Appendix 1 to this
ISA.
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Planning

13. The auditor should plan the work
so that an effective engagement
will be performed.

Documentation

14. The auditor should document mat-
ters which are important in provid-
ing evidence to support the report
of factual findings, and evidence
that the engagement was carried out
in accordance with this ISA and the
terms of the engagement.

Procedures and Evidence

15. The auditor should carry out the
procedures agreed upon and use the
evidence obtained as the basis for
the report of factual findings.

16. The procedures applied in an en-
gagement to perform agreed-upon
procedures may include:

* Inquiry and analysis.

* Recomputation, comparison and
other clerical accuracy checks.

» Observation.
* Inspection.

« Obtaining confirmations.
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ENGAGEMENTS TO PERFORM
AGRIEED-UPON PROCEDURES REGARDING
FINANCIAL INFORMATION

Appendix 2 to this ISA is an exam-
ple report which contains an illus-
trative list of procedures which may
be used as one part of a typical
agreed-upon procedures engage-

ment.

Reporting

17. The report on an agreed-upon pro-
cedures engagement needs to de-
scribe the purpose and the agreed-
upon procedures of the engagement
in sufficient detail to enable the
reader to understand the nature and
the extent of the work performed.

18. The report of factual findings
should contain:

(a) title;

(b) addressee (ordinarily the cli-
ent who engaged the auditor to
perform the agreed-upon proce-
dures);

(c) identification of specific finan-
cial or non-financial informa-
tion to which the agreed-upon
procedures have been applied;

(d) a statement that the proce-
dures performed were those
agreed upon with the recipient;

(e) a statement that the engage-
ment was performed in accor-
dance with the International
Standard on Auditing appli-
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cable to agreed-upon procedures
engagements, or with relevant
national standards or practices;

(f) when relevant a statement that
the auditor is not independent of
the entity;

(g) identification of the purpose
for which the agreed-upon pro-
cedures were performed;

(h) a listing of the specific proce-
dures performed;

(i) a description of the auditor’s
factual findings including suffi-
cient details of errors and excep-
tions found;

(j) statement that the procedures
performed do not constitute ei-
ther an audit or a review and, as
such, no assurance is expressed;

(k) a statement that had the audi-
tor performed additional proce-
dures, an audit or a review, other
matters might have come to light
that would have been reported;

(1) a statement that the report is,

restricted to those parties that
have agreed to the procedures to
be performed;

920

30333330 BNBXLIG  1EVMEOBNN-
OR6  RdJOTANEIBNG)  BITEITI VTN

FAMGIRIAGIL  FOGXHIBIBI

aaol\o oy 360300605 '30!»2»3-
obso, 6«:3@3300 dobsmgdos Ager-
26b3gdmmo dbmggroyhgdob
Hooot‘aaao%a a>haagdabaogab;

(3) bsJobmgdob gdnkzgzsdn 0dob
smboB3bab, hmd smmodymérn ob
3ol admu joogdgane badgméb-
bgm bmdagJ@obsgob;

(%) 03 30%60b Jomomgdsb, bobmgo-
bsg Rohobros Fgmabbdgdumemo
3baggeghgde;

(@) Ibbgmgdgme ymbsbgdyare
dbogoghgdob hsdmbsmgammb;

() »go¢ymbiab dagh smdmbgbommo
@5]hgdob smfghob, dsor Imbob
633mzbo Ig3omdgdabs oo bopam
bs gombpdab regdhdemab smfghob;

(3) 0dob smbogbob, bmd svyrgo-
Omt‘ml\ 3036 '33[:6-0@03-3@0
dbmpgrghgde b Fohimore-
206b b3 smodb, s 36 do-
dmbomgseb, sdo@ymdsy shsge-
3o 33b3b@aab (GFInbgdab)
3>dmbshzo b bogds;

(tm) 0dob smbod3bob, bmd, ;v svy-
modmbo hasdohgds @3-
s@gdon Ihapgreyhgdb, sg-
Qoob o6 3030150@30[;, '33[»-
dmms gsdmgmobogdmes bbgs
obgme bsjembgdaogy, baBgmag
bsJoom 03bgdmms asaoén'aol»
3540793

(3) 03ab domomgdsb, bmd rsbyg-
6s Igbegepmee 3649m3-
Gogmos od dbabgmamgob, bnd-
mgdo Vgmsbbdmbgb dbempg-
©gbgdob gbbmmgdsty;

920



920
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AGRJEED-UPON PROCEDURES REGARDING

FINANCIAL INFORMATION

(m) a statement (when applicable)
that the report relates only to the
elements, accounts, items or fi-
nancial and non-financial infor-
mation specified and that it does
not extend to the entity’s finan-
cial statements taken as a whole;

(n) date of the report;
(o) auditor’s address; and
(p) auditor’s signature.

Appendix 2 to this ISA contains an
example of a report of factual find-
ings issued in connection with an en-
gagement to perform agreed-upon
procedures regarding financial infor-
mation.

Public Sector Perspective

1. The report in a public sector engage-
ment may not be restricted only to
those parties that have agreed to the
procedures to be performed, but
made available also to a wider
range of entities or people (for ex-
ample, a parliamentary investiga-
tion about a specific public entity
or governmental department).

2. It also has to be noted that public

sector mandates vary significantly
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and caution has to be taken to dis-
tinguish engagements that are truly
“agreed upon procedures” from en-
gagements that are expected to be
audits of financial information, such
as performance reports.
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Appendix 1

Example of an Engagement
Letter for an Agreed-upon
Procedures Engagement

The following letter is for use as a guide
in conjunction with paragraph 9 of this
ISA and is not intended to be a stan-
dard letter. The engagement letter will
need to be varied according to individ-
ual requirements and circumstances.

Date

To the Board of Directors or other
appropriate representatives of the
client who engaged the auditor.

This letter is to confirm our under-
standing of the terms and objectives
of our engagement and the nature
and limitations of the services that
we will provide. Our engagement
will be conducted in accordance
with the Intemmational Standard on
Auditing (or refer to relevant nation-
al standards or practices) applicable
to agreed-upon procedures engage-
ments and we will indicate so in our
report.

We have agreed to perform the fol-
lowing procedures and report to you
the factual findings resulting from
our work:
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920



ENGAGEMENTS TO PERFORM

AGRIJEED-UPON PROCEDURES REGARDING

FINANCIAL INFORMATION

(describe the nature, timing and ex-
tent of the procedures to be per-
formed, including specific reference,
where applicable, to the identity of
documents and records to be read,
individuals to be contacted and par-
ties from whom confirmations will
be obtained.)

The procedures that we will perform
are solely to assist you in (state pur-
pose). Our report is not to be used
for any other purpose and is solely
for your information. ’

The procedures that we will perform
will not constitute an audit or a re-
view made in accordance with In-
ternational Standards on Auditing
(or refer to relevant national stan-
dards or practices) and, consequent-
ly, no assurance will be expressed.

We look forward to full cooperation
with your staff and we trust that they
will make available to us whatever
records, documentation and other
information requested in connection
with our engagement.

Our fees, which will be billed as
work progresses, are based on the
time required by the individuals as-
signed to the engagement plus out-
of-pocket expenses. Individual hour-
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ly rates vary according to the degree
of responsibility involved and the
experience and skill required.

Please sign and return the attached
copy of this letter to indicate that it
is in accordance with your under-
standing of the terms of the engage-
ment including the specific proce-
dures which we have agreed will be
performed.

XYZ & Co

Acknowledged on behalf of
ABC Company by

(signed)

Name and Title

Date
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Appendix 2

Example of a Report of Factual
Findings in Connection with
Accounts Payable

REPORT OF FACTUAL
FINDINGS

To (those who engaged the auditor)

We have performed the procedures
agreed with you and enumerated below
with respect to the accounts payable of
ABC Company as at (date), set forth
in the accompanying schedules (not
shown in this example). Our engage-
ment was undertaken in accordance
with the International Standard on Au-
diting (or refer to relevant national stan-
dards or practices) applicable to
agreed-upon procedures engagements.
The procedures were performed sole-
ly to assist you in evaluating the valid-
ity of the accounts payable and are sum-
marized as follows:

1. We obtained and checked the addi-
tion of the trial balance of accounts
payable as at (date) prepared by
ABC Company, and we compared
the total to the balance in the related
general ledger account.
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2. We compared the attached list (not 2. 3g3905690 Inogo ImdFmegdge-

shown in this example) of major
suppliers and the amounts owing at
(date) to the related names and

amounts in the trial balance.

3. We obtained suppliers’ statements
or requested suppliers to confirm

balances owing at (date).

0% 036G o Los (53 6ad7dde
36 5ol dmygdgemo) ©d yomygF
@o JMYRogmGgdol oga0sbgd-
ob gbbgde . emebomgals Lapey
0 d5rn3blol 096bgdcsb.

3. 8og02900 IMIFmegdcgdol gob-

6J%0 domoa jpomgbocmo 63Tmgd-
ol dgldbgd ... emabsmgob.

4. We compared such statements or 4. iggb 39g7cofge gb 3Fyolgda 56

confirmations to the amounts re-
ferred to in 2. For amounts which
did not agree, we obtained recon-
ciliations from ABC Company. For
reconciliations obtained, we iden-
tified and listed outstanding in-
voices, credit notes and outstanding
checks, each of which was greater
than $xxx. We located and exam-
ined such invoices and credit notes
subsequently received and checks
subsequently paid and we ascer-
tained that they should in fact have
been listed as outstanding on the

reconciliations.

We report our findings below:
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Bgatigdob 3fyobob ma7gaGZ0
036bgd0l Rsdmbamgocndo.

am3338mde 3@dmhBgbomo gogdgm-
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a) With respect to item 1 we found o) Jofggm Ibdecsb ®sjogdatiy-

the addition to be correct and the

total amount to be in agreement.

d7emo bygegmo domabliol 35g3-
dols 3bbs LfmGos ©d gdmbgy-

3% doemosb xo8L;

b) With respectto item 2 we found the  3) 8gmehg I76Je 96 333300MgdY-
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amounts compared to be in agree-

ment.

¢) With respect to item 3 we found
there were suppliers’ statements for
all such suppliers.

d) With respect to item 4 we found
the amounts agreed, or with respect
to amounts which did not agree, we
found ABC Company had prepared
reconciliations and that the credit
notes, invoices and outstanding
checks over $xxx were appropri-
ately listed as reconciling items with
the following exceptions:

(Detail the exceptions)

Because the above procedures do not
constitute either an audit or a review
made in accordance with Intemational
Standards on Auditing (or relevant na-
tional standards or practices), we do not
express any assurance on the accounts
payable as of (date).

Had we performed additional proce-
dures or had we performed an audit or
review of the financial statements in
accordance with International Stan-
dards on Auditing (or relevant nation-
al standards or practices), other mat-
ters might have come to our attention
that would have been reported to you.
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(mgeo2ydoR safyhgo
899mbs jemaligdo)

G306 399mm Bod3mmgmomo IGm-
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803mbocngobogal s6as g6 37ogbo-
@0 s eegeb bogHosdmGabm bLgab-
©IMgqdab (96 gHmgbymo Lgob-
©3Mggdabs oy IGadgozol) dglo-
3530bae, hggh o6 p0dmgbogogo
39630 MHFA76gdsb dmfmegdorsbd
@5 ImdLobhgdoesb FoMdmamdam
3oedg)dgdesh cigsgdey-
door... eeobsogol.

Am3 BoggqeoMgdabs ©sdoggdomo
IGmgegtigdo 56 gobsblymo o6-
adMadggdob smoge s 30dmbocn-
39 s7eogol bygG@IFmGobe bigob-
RIMgndal (96 ghmgbymo Lgsb-
esMggdabs oy IGoggogol) Fglbo-
3330bac, B3gb yyMommgdob avgadab-
goengdroc bbgos Lo jombgddy, Gobsg
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Our report is solely for the purpose set
forth in the first paragraph of this re-
port and for your information and is not
to be used for any other purpose or to
be distributed to any other parties. This
report relates only to the accounts and
items specified above and does not ex-
tend to any financial statements of
ABC Company, taken as a whole.

AUDITOR
Date

Address
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©3bsGoe 1: jmAJommogoyo aota-
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International Standards on Auditing
(ISAs) are to be applied in the audit of
financial statements. ISAs are also to be
applied, adapted as necessary, to the au-
dit of other information and to related
services.

700l LdgEMIBMGolem bigobrstmy-
s (ISAs—Intemational Standards on Auditing)
04963096 gabablgMo 3635033900k o7
ogol eAmb. srdJgafgdgmo bsbo gl
Lg3brsagde as3maygbads Lbgs obgme:-
5g0als dgeogolmgalidy ©s dJResmob
©8393806 5870 ImAbabyGgdolsmgoals.

930

930



ENGAGEMENTS TOCOMPILE
FINANCIAL INFORMATION

30AN303030) VNBOELIFN
06VME@ISGONL  JMIATHGONL
30LOLIB

1SAs contain the basic principles and
essential procedures (identified in bold
type black lettering) together with related
guidance in the form of explanatory and
other material. The basic principles and
essential procedures are to be inter-
preted in the context of the explanatory
and other material that provide guidance
for their application.

To understand and apply the basic
principles and essential procedures to-
gether with the related guidance, it is nec-
essary to consider the whole text of the
ISA including explanatory and other ma-
terial contained in the ISA not just that
text which is black lettered.

In exceptional circumstances, an au-
ditor may judge it necessary to depart
from an ISA in order to more effectively
achieve the objective of an audit. When
such a situation arises, the auditor should
be prepared to justify the departure.

ISAs need only be applied to mate-
rial matters.

3700l LogMmsdmobm bgabesmy:
9380 (ISAs) 3mg37c0s dofhamame IMaby-
0J300 @3 570e2)dge0 JGMuIRIRgde (4
Jugde addmymagomos 3o BRaggoa),
23Mgmgy $3bodb @ )9gdeMgdgme do-
a00gdgd0 Sblibs-30633Mgndgdals s Lbgs
sboczols baboar. gl dofromomo IGabgo-
Igd0 @y JhmpgeIGgde sefdjyme 6es
ogbgls a8 sbLB>-g3635Mggdgdobs ©s Lbgs
Babacagbols b s Bo, Bemdezgdoy iz
3oeymggb dsae go8mygbgdol Faligdb.

dofamoro IGabo 3gdols s gy
dgee IHmgegGgdal, saGgogy dsmmsb
2539380679070 dacomgdgdel asbsggdse
12 333mboygbgdemo bagamms ligabesmy-
900l dogmo ggdbgob, Jso mErals 53 Ligab-
©3Mggddn Boogeme sbLb>-go63atiggdy
dabs s bbgs dsbaemal, gomgaemalifabgds
©d 36 Ibmeme 08 ggJLeobs, HEmBgmoy
ad3mymgommes 33do BGoggoo.

3%3mbs yemal Fgdobggggdde symo-
6m»3s gadergds bagomme Bamgommb
bgobraMggdorsb asmabgggs, Gams
296m 933de7Gor 3obabmegegeeml
dogol doBsba. 533356 bogoynsda
Yrogmia 3o Pbes oyml slgoa
adeobgggol @obabadymgdcmee.

ool bogHimsdmtabm bLgsbeaty-
200 gbgde bmenmg 3GLgdem Lo joobydls.

The Public Sector Perspective (PSP)
issued by the Public Sector Committee
of the International Federation of Ac-
countants is set out at the end of an ISA.
Where no PSP is added, the ISA is appli-
cable in all material respects to the pub-
lic sector.

Lgd3bamgol dmmmb gobbaaygeos bab-
a28Foqm Lgdamols Jg@bigdsngs, Gmdy
@og §3dmbgs dPesmeaBos LagHos-
8mobm ggeqfogoels bobymdFegm Lat
amfols gmBoggedd. areay babgendfege by
JamGo o6 stols Fomdmragbome, sgmagel
bagGmadmmobom bgsbramge dobsmgdod
bobgemdfogm  LydamBoob @sjogdatgdy
@0 gggms Mbgdomo dbIgdgobagab.
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Introduction

1. The purpose of this International
Standard on Auditing (ISA) isto es-
tablish standards and provide guid-
ance on the accountant’s' profes-
sional responsibilities when an en-
gagement to compile financial infor-
mation is undertaken and the form
and content of the report the accoyn-
tant issues in connection with such
a compilation.

2. This ISA is directed toward the com-
pilation of financial information.
However, it is to be applied to the
extent practicable to engagements to
compile non-financial information,
provided the accountant has ad-
equate knowledge of the subject
matter in question. Engagements to
provide limited assistance to a client
in the preparation of financial state-
ments (for example, on the selection
of an appropriate accounting policy),
do not constitute an engagement to
compile financial information. This
1SA is to be read in conjunction with
ISA 120 “Framework of Interna-
tional Standards on Auditing.”

'For the purposes of this ISA and to distinguish
between an audit and a compilation engagement
the term ‘accountant’ (rather than ‘auditor’) has
been used throughout to refer to a professional
accountant in public practice.
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2. Fobodmgdamy bgsbratgo gbgds go-
66L73h0 0bgmBdagaol ymdIacns-
(10U, 783 dobio 838myabads Bglo-
g gemas 3ho50656L M0 abgmer-
o3nab jmddacoyoo goGoagdg-
dabargabyg, o7, Gobsjgotiggmos,
dmomggl as0hbos dm(gdgme
Lo goabob 3gbaggmabio b, aatho-
a799d0, Gmdmgdoy a7emobibB8mdgb
209 3gmebsangeb FpBrgegeo ob-
36900l a9F930L 0bablje o6~
3960d900b 8m3Borgdado (Bsgdemo-

o2, Bgboggobo dgasmegmo oo
(oglgphs Jeczog ol BB, o
fo3moragbb 50bsblgee cbgme:-
35p00L 3mBIomop07m adG0agdgdl.
F0623gdomky Lgsbrstmgo Fojomb-
3 76> ogbgl s7eogol bagdms-
Iehobm bigobrotg 120-006 “sgm0-
800 L3EMOTMGELm LigIbragad-
als LeGgdeaFyme bagydgemgde”
IFone.

! Fobodmgdamg by dbagnl 3a86gdabamgal,
33Mgmgg 930abs @3 JmAJacmayand bagddo-
36mdals Imab 336bbgsg500L FaHamboRgboc,
Ifmggbombimo dymsmeGob 3rbabadbagem
boxathm badbabthido 396im 0ygbgdgh 600l
dYrazaghb, gor) syeepm@l.
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Objective of a Compilation
Engagement

3. The objective of a compilation en- 3. yn3d3omaggombo asboagdab dobsbos

930

gagement is for the accountant to
use accounting expertise, as op-
posed to auditing expertise, to
collect, classify and summarize fi-
nancial information. This ordi-
narily entails reducing detailed data
to a manageable and understandable
form without a requirement to test
the assertions underlying that infor-
mation. The procedures employed
are not designed and do not enable
the accountant to express any assur-
ance on the financial information.
However, users of the compiled fi-
nancial information derive some ben-
efit as a result of the accountant’s
involvement because the service has
been performed with professional
competence and due care.

4. A compilation engagement would or-

dinarily include the preparation of
financial statements (which may or
may not be a complete set of finan-
cial statemnents) but may also include
the collection, classification and sum-
marization of other financial infor-
mation.

70
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f23g0mae. 98 IGmgLl Bggy-
tgdag 8mdyggds ©ge o dm-
63398g30L 8943909 = SrgomRsR by
omago @s gobvggdo gmcidom Fo-
8manbs 0d I joggdgdols gabgotiy
d0b Bmabmgbals 456939, FmBengdagy
bagygdaeor gragl 93 cbgmEdsysl.
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6ol 30908670 ©d oMy Sdemggh
dmormg gl bodgomgdsl, aodmb-
3§mb H15037 4366800 (H§336709)
066U 0bgm@ds(308g. Jogbges-
goe 33abo, ;3mBJamsyo7Mo 4obsb-
Lo obagmedsgools dmdbIatigdemy
b0 3s0by gdYmdgb 393300
Lo agdgmb dgmomegHod ogh
e gdgeo badBsmeb, Goe-
396 3mAbobyMgde LBmgds bs-
0boem IGmagbombomadloms s
aaemobb3agHgdoo.

4. 3m33omooHo aotoagds hggy-

@dMog omgomobfobgdl eobsb-
bydo s6aaRadagdol 8mdBacgdol
(b ILodengdgmos ogmb gabob-
Lyto s6aaModagdol Lyemo o6
soliigmo 3mBIemgden), Bopsd
Bnodagds sbggg emgsrnobifebgdegh
bbgo 5aboblige obgmBAsyeols
3Pmgdols, grasliogopomgdolss s @
87000,
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General Principles of a Compila-
tion Engagement

5.

6.

The accountant should comply
with the “Code of Ethics for Pro-
fessional Accountants” issued by
IFAC. Ethical principles governing
the accountant’s professional respon-
sibilities for this type of engagement.
are:

(a) integrity;
(b) objectivity;

(c) professional competence and due
care;

(d) confidentiality;
(e) professional behavior; and
() technical standards.

Independence is not a requirement
for a compilation engagement. How-
ever, where the accountant is not in-
dependent, a statement to that ef-
fect would be made in the accoun-
tant’s report.

In all circumstances when an
accountant’s name is associated
with financial information com-
piled by the accountant, the ac-
countant should issue a report.

Defining the Terms of the
Engagement

30N303330) VNBISLVFN
06TVM&HISDBO0L  JMFANTHSGNOL
3oObId

Jmaaoqnoeo-ﬂéo 3°khoa9d0b
%my o0 3babzodgdo

5. dgmamdgbo gbros ozegregh dymagm-

036010 lnabm.\'améol.\m a9c0-
géh30ob Jogh 339m3gdnm “dbm-

agbombagm dqmamdghos geregob
4mrepdbb”. 3933360 go dob gotogy

33906 o J9gd0Mgdem dmomme -
3ob IGmagborme 3mgomgmdgdals
3963b38mgMgmo  doMaomoro
gomagto Iobgo 3gdas:

(o) Jsgomlbgds,
(3) mdogdgHimds,

() IEmgqbogmo JmAIgegbe gHmds
@5 baomabam ygtacmgds,

(@) ymbgorgbyoomymmds,
() IGmggbogee Jpgg

(3) 83603360 bgobmoMggdo.

©3Im7oRgdemds 3G Stols gm-
3Jomogoyfio gooagdaols dmambmg-
6o. Bobgresgem 580bs, oy dymom-
630 @3m7j0Rgdgee 57 sthals, dsh
6o aebogborml 5dali Fglobgd
dyeogye @obyghade.

6. gagms I53mbgg3sT0, bapgbsg

dgmamdbob babgme sbegobo-
9% dnmampbob dogh ymdda-

mobgdym 50bsbbyh obgmbds-
@osbmab, dnmameyghds whes
35b3gb abygbs.
3.\603380[) 306m3330b
eabsbosmgds

7. The accountant should ensure that 7. 3wmsm@gbo nbes esbfagbegb,

there is a clear understanding be-
tween the client and the accoun-
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11. The accountant should obtain a 1. 3gmsm@gho Bmpsmsre b

930

general knowledge of the business
and operations of the entity and
should be familiar with the ac-
counting principles and practices
of the industry in which the en-
tity operates and with the form
and content of the financial infor-
mation that is appropriate in the
circumstances.

12. To compile financial information,
- the -accountant requires a general
understanding of the nature of the
entity’s business transactions, the
form of its accounting records and
the accounting basis on which the
financial information is to be pre-
sented. The accountant ordinarily
obtains knowledge of these matters
through experience with the entity
or inquiry of the entity’s personnel.

13. Other than as noted in this ISA, the
accountant is not ordinarily required
to:

(a) make any inquiries of manage-
ment to assess the reliability and
_completeness of the information
provided;

(b) assess internal controls;
(c) verify any matters; or

(d) verify any explanations.

3°9(36mb badgmbbgm bydog)deb
bsJdosbmdsb s mdghayegah,

mbes o3bmdrgb o3 abhyob
dmmomdbhumm 3bhabyo 393bs cos
3bs]doyab, 6«133@'300 bsJde-
3bmdb. lnaa-gbsam b-g%oaﬂ(bo,
agbgmgy dobo gos.\shgbo ob-
gmbdsgoob gbsgghob ggmbdabs
©> B0basbbb.

12. g0656ltio 0bgm@dsgoal go-

8Jomsgoobmgols d7momegHo Jhes
964300l bs3ygH6ae bgdaggacs
bogd0obmdal bobosmdo, dobo
dpmomegMymo ©m37d96gs300b
gmGHsLs ©s dImayme -
o(bgol Logydgmmgd8e, Gob dobge-
gomo P6d ogmb Fomeagboco
g0bablgGo 0bgmds;os. djm-
850 033396 (3mmbsl Aggegdting
ba397Mbgm Lgdngdemsb 3dsmbal
3%9mpmomgdom 56 Bolo mabad
3GmAmgdol  40dm jombgom dme
Jmggdl.

. 39s Fabsdegdamy bgsbromgd

396bomgma Fg8mbggggdabs,
dome gl o6 Imgmbmggds:

(®) bymBdmgsbgemmdob godmy-
ombgs, Gams Bgogobmls 3oy
d3mo abgm®mBsgool Loody-
©mmds s bobthymy;

(3) oo ymbgHmeols Baéobabo;
(&) 908 b goonbols aorexdmifagds @

(=) Goody obbﬁo-aoﬁﬂoﬁegbob
a53dmfdgds.

14. If the accountant becomes aware 4. o dnmsanobimgol (3bmdogmo
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that information supplied by
management is incorrect, incom-
plete, or otherwise unsatisfactory,
the accountant should consider
performing the above procedures
and request management to pro-
vide additional information. If
management refuses to provide
additional information, the ac-
countant should withdraw from
the engagement, informing the
entity of the reasons for the with-
drawal.

15. The accountant should read the

compiled information and con-
sider whether it appears to be ap-
propriate in form and free from
obvious material misstatements.
In this sense, misstatements include:

+ Mistakes in the application of the
identified financial reporting frame-
work.

* Nondisclosure of the financial re-
porting framework and any known
departures therefrom.

+ Nondisclosure of any other signifi-
cant matters of which the accoun-
tant has become aware.

The identified financial reporting
framework and any known depar-
tures therefrom should be dis-
closed within the financial infor-
mation, though their effects need
not be quantified.
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16. If the accountant becomes aware

of material misstatements, the ac-
countant should try to agree ap-
propriate amendments with the
entity. If such amendments are not
made and the financial informa-
tion is considered to be mislead-
ing, the accountant should with-
draw from the engagement.
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UboBgbgdTo, ongdys o sdrob suyye-

Qabaqm domo ?aQaaaaob 29%6-
a5h0dgds.

16. oy dmmam@gho sm3mahgbb 34

bgdom Hbumbeymdab, Isk b b
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Bgnsbbdgds badgmbbgm bg&oaﬂo-
6. ovy sbgmo gbFmbgdgdo +b6
354990099 0> 0bsbbuybho oboyemb-
35300 dohbgmaro 0Jbgds Izreator,
dgmsemdgho gbres 3sdmgorgh
3°hoagdacosb.

Responsibility of Management b9 3deogsbyarmdnls

Jobgbobdggdcrmds

17. The accountant should obtainan I7. 3ygmsm@ghobsegoeb (36mdome

acknowledgment from manage-
ment of its responsibility for the
appropriate presentation of the
financial information and of its
approval of the financial infor-
mation. Such acknowledgment
may be provided by representations
tfrom management which cover the
accuracy and completeness of the
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Reporting on a Compilation
Engagement

18. Reports on compilation engage-
ments should contain? the follow-

ing:
(a) title;
(b) addressee;

(c) a statement that the engage-
ment was performed in accor-
dance with the ISA applicable to
compilation engagements, or
with national standards and
practices;

(d) when relevant, a statement that
the accountant is not indepen-
dent of the entity;

(e) identification of the financial
information noting that it is
based on information provided
by management;

(f) a statement that management
is responsible for the financial in-
formation compiled by the ac-
countant;

(g) a statement that neither an au-
dit nor a review has been car-
ried out and that accordingly no

2 It may also be appropriate for the accountant to
refer to the special purpose for which or party
for whom the information has been prepared. Al-
tematively, or in addition, the accountant may add
some form of caution designed to ensure that it is
not used for purposes other than those intended.
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assurance is expressed on the fi-
nancial information;

(h) a paragraph, when considered
necessary, drawing attention to
the disclosure of material depar-
tures from the identified finan-
cial reporting framework;

(i) date of the report;
(j) accountant’s address; and
(k) accountant’s signature.

Appendix 2 to this ISA contains ex-
amples of compilation reports.

19. The financial information com-

piled by the accountant should
contain a reference such as “Un-
audited,” “Compiled without Au-
dit or Review” or “Refer to Com-
pilation Report” on each page of
the financial information or on
the front of the complete set of
financial statements.

78

3040303030 VNBO6LIFN
06VMHISGOOL  SMIANTHAN0L
3JLOLIB

3;301'500'0@0 6.\033 3.\6.\5@0.\
(6F3mbgds) ;30636beyr 0bgyendads-
g%y

(0) bsJobmgdob FgdmbzgzaTo obge

2d%5(3b, bageo3 gdaromgds 3odok-

aomydumo 06535 g30bsbbaha 26
33bho3agdobogob mieagbomo
hobohmgdogesb sbbgdom a50936-

30303%;
(o) ceobyzbob mabomb;
(3) dgmampbob dobsdabmbs o

() dmem@bob bgmImfghab.

Fabodgdsty Lgobmomgols 35-2
563G mdn pobbomyemos jm-
3Jodgago ©oliggbol 6ad73g0.

19. dwmman@bob dJogh ymddomadhy-

dumm 530bs6byd obymbdsgesdoe
q30bs6bmbo abgmbdsgoob gmg-
o 339¢0%g o6 gababbybo 26-
396h0Tgdob bbhyano ybhgdymob
3330 Jomomgdnmoe wbos ogmb,
bmd: “5b ha®sbhgdmms smwoedo”,
“4mddomoahgdgmos smmodob ob
dodmbomgob gobhnTg” 26 “obo-
mgo gmddemazosby oabyabs”.

930



ENGAGEMENTS TO COMPILE
FINANCIAL INFORMATION

Appendix 1

Example of an Engagement
Letter for a Compilation
Engagement

The following letter is for use as a guide
in conjunction with the considerations
outlined in paragraph 7 of this ISA and
will need to be varied according to indi-
vidual requirements and circumstances.
This example is for the compilation of
financial statements.

(Date)

To the Board of Directors or the ap-
propriate representatives of senior
management:

This letter is to confirm our under-
standing of the terms of our engage-
ment and the nature and limitations
of the services we will provide.

You have requested that we perform
the following services:

On the basis of information you pro-
vide, we will compile, in accordance
with the International Standard on
Auditing (or refer to relevant national
standards or practices) applicable to
compilation engagements, the bal-
ance sheet of ABC Company as of
December 31, 19XX and related
statements of income and cash flows
for the year then ended on a cash
basis. We will not carry out audit or
review engagement procedures in
relation to such financial statements.
Consequently, no assurance on the

336N3J3330 BNBIELIAN
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obogabs.
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5 fFoozoo gaebyyhipde, Gmd
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3Mbool dmomeGym doemoblls
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financial statements will be ex-
pressed. Our report on the financial
statements of ABC Company is
presently expected to read as follows:

(see Appendix 2 to this ISA)

Management is responsible for both
the accuracy and completeness of
the information supplied to us and is
responsible to users for the financial
information compiled by us. This
includes the maintenance of ade-
quate accounting records and inter-
nal controls and the selection and
application of appropriate account-
ing policies. Our engagement cannot
be relied upon to disclose whether
fraud or errors, or illegal acts exist.
However, we will inform you of any
such matters which come to our at-
tention.

The information will be prepared in
accordance with {identified financial
reporting framework]. Any known
departures from this framework will
be disclosed within the financial
statements and when considered nec-
essary will be referred to in our com-

80
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pilation report.

We understand that the intended use
and distribution of the information
we have compiled is [specify] and
that should this change in a material
respect, that you will inform us.

We look forward to full cooperation
with your staff and we trust that they
will make available to us whatever
records, documentation and other in-
formation requested in connection
with our compilation.

Our fees, which will be billed as

work progresses, are based on the

time required by the individuals as-
signed to the engagement plus out-
of-pocket expenses. Individual hour-
ly rates vary according to the degree
of responsibility involved and the
experience and skill required.

This letter will be effective for fu-
ture years unless it is terminated,
amended or superseded.

Please sign and return the attached
copy of this letter to indicate that it

930
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is in accordance with your under-
standing of the arrangements for our
compilation of your financial state-
ments.

XYZ & Co

Acknowledged on behalf of
ABC Company by

(signed)

Name and Title

Date
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Appendix 2

Examples of Compilation
Reports

Example of a Report on an Engage-
ment to Compile Financial State-
ments

COMPILATION REPORT TO.....

On the basis of information provid-
ed by management we have com-
piled, in accordance with the Inter-
national Standard on Auditing (or
refer to relevant national standards
or practices) applicable to compila-
tion engagements, the balance sheet
of ABC Company as of December
31, 19XX and statements of income
and cash flows for the year then end-
ed. Management is responsible for
these financial statements. We have
not audited or reviewed these finan-
cial statements and accordingly ex-
press no assurance thereon’.

ACCOUNTANT
Date

Address

3See footnote 2.
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Example of a Report on an Engage-
ment to Compile Financial State-
ments with an Additional Para-
graph that Draws Attention to a De-
parture from the Identified Finan-
cial Reporting Framework

COMPILATION REPORT TO.....

On the basis of information provid-
ed by management we have com-
piled, in accordance with the Inter-
national Standard on Auditing (or
refer to relevant national standards
or practices) applicable to compila-
tion engagements, the balance sheet
of XYZ Company as of December
31, 19XX and the related statements
of income and cash flows for the
year then ended. Management is re-
sponsible for these financial state-
ments. We have not audited or re-
viewed these financial statements
and accordingly express no assurance
thereon* .

We draw attention to Note X to the
financial statements because man-
agement has elected not to capital-
ize the leases on plant and machin-

4 See footnote 2.
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ery which is a departure from the
identified financial reporting frame-
work.

ACCOUNTANT
Date

Address
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Appendix: Glossary

©3bsmo: gemmbato

This International Auditing Practice
Statement was prepared and approved
jointly by the International Auditing Prac-
tices Committee of the Intemnational Fed-
eration of Accountants and the Commit-
tee on Banking Regulations and Supervi-
sory Practices of the Group of Ten major
industrialized-countries and Switzerland
in November 1983 for publication in Feb-
ruary 1984.

This Statement is published to provide
practical assistance to external indepen-
dent auditors and also internal auditors
and inspectors on inter-bank confirmation
procedures. This statement is not intended
to have the authorily of an International
Standard on Auditing.

§0603gd56g sgmogal bogGhos-
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omdo ebegbgogee Jagybobs s dyge-
3900l Lads63m LaJd0abmdal Maay-
@atgdals @s Ldgesdbyrggme bajde
36mdab gmBog g0l dog 1983 Fenols bemgd-
3gMdo 1984 Fnal ogdgGgocdo godm-
bodagybpimee.
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Amd 3dmbregh s7magol bagHmsdmeobm
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Introduction dgbsgsamo

1. The purpose of this Statement is to 1. FoboBugdstyg wgdcgdol Badabos

provide assistance on inter-bank
confirmation procedures Lo the ex-
ternal independent auditor and also
to bank management, such as inter-
nal auditors or inspectors. The guid-
ance contained in this Statement
should contribute to the effective-
ness of inter-bank confirmation pro-
cedures and to the efficiency of pro-
cessing replies.

2. An important audit step in the ex-

amination of bank financial state-
ments and related information is to
request direct confirmation from
other banks of both balances and
other amounts which appear in the
balance sheet and other information
which may not be shown on the face
of the balance sheet but which may
be disclosed in the notes to the ac-
counts. Off balance sheet items re-
quiring confirmation include, such
items as guarantees, forward pur-
chase and sale commitments, repur-
chase options, and offset arrange-
ments. This type of audit evidence
is valuable because it comes directly

©obdamgds 3.)'3Vnmb as@y,
eddmyjopdye dJr0smAl,
dafgmgg 3630l byenddmgebyme-
30b, BmamMo(es Bows sj@ogmG -
30 @5 abbIgdamigda, 356 jmodmiho-
Lo ©abgaMol dogdol IGmyy-
©Mg00b Bogotgdado. sabedb o
©gd7mgdel Jomomgdgdom by-
@ddmgobgmmds byl gnfymol
356 j003dmc0bo @sbigmol JGmgg
@70y @ Jsbybab Bowmgdol
3Gegbob 999J87MoR @ gaee
gogentor hsgatigdal.

2. 33630 g10ballgho SbasFadagdols

@ JLob @sogdatigdymo ab-
qm®3sgool 899mfdgdabol ygg-
ody 0dghgmmgeb sweogmigen
JAmygegmob Fomdmaragbl Lbgs
306393036 Johadotho @ibg M-
ob Amabmghbs dymomggm doc-
36b3o bohggbgde bsdmgdabs o
Lbgo cmabbgdab dgliobgd, satgogy
Lbgo obgmedsesdy), HmAgeog
Bgodagds Pdjocme 36 Robegl
doemablowab, 333Ms8 3mpgdjemo
oymb gababbjyco 26a3Gedagdals
dblbo-g063gqdom d360dg635030.
dom3bbastigdyg dgbgdaborgals
8mobmgbomo @by Mo dmagogh
obigen 3gbengdb, Gmamopas gohsb-

from an independent source and, 80900, GMOFHHEYD0 YoRGO-3oyee-
therefore, provides greater assur- gob gornegdymgdgde, Ju78byoe-
ance of reliability than that obtained gob mgombade, @ Jhonghobsmg

solely from the bank’s own records.
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3. The auditor, in seeking to obtain
inter-bank confirmations, may en-
counter difficulties in relation to
language, terminology, consistent
interpretation and scope of matters
covered by the reply. Frequently,
these difficulties result from the use
of different kinds of confirmation
requests or misunderstandings
about what they are intended to
cover.

4. Audit procedures may differ from
country to country, and conse-
quently local practices will have
relevance to the way in which in-
ter-bank confirmation procedures
are applied. While this Statement
does not purport to describe a com-
prehensive set of audit procedures,
nevertheless, it does emphasize
some important steps which should
be followed in the use of a confir-
mation request.
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control over business relations, with
individuals or groups of financial
institutions, is the ability to obtain
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INTER-BANK CONFIRMATION PROCEDURES

confirmation of transactions with
those institutions and of the result-
ing positions. The requirement for
bank confirmation arises from the
need of the bank’s management and
its auditors to confirm the financial
and business relationships between
the following:

¢ the bank and other banks within
the same country;

¢ the bank and other banks in differ-
ent countries; and

o the bank and its non-bank custom-
ers.

While inter-bank relationships are
similar in nature to those between
the bank and a non-bank customer,
there may be special significance in
some inter-bank relationships, for
example, in connection with certain
types of “off balance sheet” trans-
actions, such as contingencies, for-
ward transactions, commitments
and offset agreements.

Use of Confirmation Requests

6. The guidance set out in the follow-

ing paragraphs is designed to assist
banks and their auditors to obtain
independent confirmation of finan-
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INTER-BANK CONFIRMATION PROCEDURES

cial and business relationships
within other banks. However, there
may be occasions on which the ap-
proach described within this State-
ment may also be appropriate to
confirmation procedures between
the bank and its non-bank custom-
ers. The procedures described are
not relevant to the routine inter-
bank confirmation procedures
which are carried out in respect to
the day to day commercial transac-
tions conducted between banks.

. The auditor should decide from
which bank or banks to request con-
firmation, have regard to such mat-
ters as size of balances, volume of
activity, degree of reliance on inter-
nal controls, and materiality within
the context of the financial state-
ments. Tests of particular activilies
of the bank may be structured in
different ways and confirmation re-
quests may, therefore, be limited
solely to inquiries about those ac-
tivities. Requests for confirmation
of individual transactions may ei-
ther form part of the test of a bank’s
system of internal control or be a
means of verifying balances appear-
ing in a bank’s financial statements
at a particular date. Therefore, con-
firmation requests should be de-
signed to meet the particular pur-
pose for which they are required.
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INTER-BANK CONFIRMATION PROCEDURES

8. The auditor should determine which
of the following approaches is the
most appropriate in seeking confir-
mation of balances or other infor-
mation from another bank:

« listing balances and other informa-
tion, and requesting confirmation
of their accuracy and complete-
ness, or

* requesting details of balances and
other information, which can then
be compared with the requesting
bank’s records.

In determining which of the above
approaches is the most appropriate,
the auditor should weigh the quali-
ty of audit evidence he requires in
the particular circumstances against
the practicality of obtaining a reply
from the confirming bank.

. Difficulty may be encountered in
obtaining a satisfactory response
even where the requesting bank sub-
mits information for confirmation
to the confirming bank. It is impor-
tant that a response be sought for
all confirmation requests. It is not
usual practice to request a response
only if the information submitted is
incorrect or incomplete.
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Preparation and Dispatch of
Requests and Receipt of Replies

10. The auditor should determine the.

appropriate location to which the
confirmation request should be sent,
for example a department, such as
internal audit, inspection and other
specialist department, which may be
designated by the confirming bank
as responsible for replying to con-
firmation requests. It may be appro-
priate, therefore, to direct confirma-
tion requests to the head office of
the bank (in which such depart-
ments are often located) rather than
to the location where balances and
other relevant information are held.
In other situations, the appropriate
location may be the local branch of
the confirming bank.

11. Whenever possible, the confirma-

tion request should be prepared in
the language of the confirming bank
or in the language normally used for
business purposes.

12. Control over the content and dis-

patch of confirmation requests is the
responsibility of the auditor. How-
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ever, it will be necessary for the re-
quest to be authorized by the re-
questing bank. Replies should be re-
turned directly to the auditor and to
facilitate such a reply, a pre-ad-
dressed envelope should be en-
closed with the request.
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Content of Confirmation
Requests
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13. The form and content of a confir- 13. @obgol dmmbmgbol FaHoemals

mation request letter will depend on
the purpose for which it is required,
on local practices and on the re-
questing bank’s account procedures,
for example, whether or not it
makes extensive use of electronic
data processing.

14. The confirmation request should be

prepared in a clear and concise man-
ner to ensure ready comprehension
by the confirming bank.

15. Not alt information for which con-

firmation is usually sought will be
required at the same time. Accord-
ingly, request letters may be sent at
various times during the year deal-
ing with particular aspects of the
inter-bank relationship.
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16. The most commonly requested in-

formation is in respect of balances
due to or from the requesting bank
on current, deposit, loan and other
accounts. The request letter should
provide the account description,
number and the type of currency for
the account. It may also be advis-
able to request inforration about nil
balances on correspondent ac-
counts, and correspondent accounts
which were closed in the twelve
months prior to the chosen confir-
mation date. The requesting bank
may ask for confirmation not only
of the balances on accounts but also,
where it may be helpful, other in-
formation, such as the maturity and
interest terms, unused facilities,
lines of credit/standby facilities, any
offset or other rights or encum-
brances, and details of any collat-
eral given or received.

17. An important part of banking busi-

ness relates to the control of those
transactions commonly designated
as “off balance sheet.” Accordingly,
the requesting bank and its auditors
are likely to request confirmation of
contingent liabilities, such as those
arising on guarantees, comfort let-
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ters and letters of undertaking, bills,
own acceptances, and endorse-
ments. Confirmation may be sought
both of the contingent liabilities of
the requesting bank to the confirm-
ing bank and of the confirming bank
to the requesting bank. The details
supplied or requested should de-
scribe the nature of the contingent
liabilities together with their cur-
rency and amount.

18. Confirmation of asset repurchase

and resale agreements and options
outstanding at the relevant date
should also be sought. Such confir-
mation should describe the asset
covered by the agreement, the date
the transaction was contracted, its
maturity date, and the terms on
which it was completed.

19. Another category of information,

for which independent confirmation
is often requested at a date other
than the transaction date, concemns
forward currency, bullion, securities
and other outstanding contracts. It
is well established practice for
banks to confirm transactions with
other banks as they are made. How-
ever, it is the practice for audit pur-
poses to confirm independently a
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sample of transactions selected
from a period of time or to confirm
all the unmatured transactions with
a counterparty. The request should
give details of each contract includ-
ing its number, the deal date, the ma-
turity or value date, the price at
which the deal was transacted and
the currency and amount of the con-
tract bought and sold, to and from,
the requesting bank.

20. Banks often hold securities and

other items in safe custody on be-
half of customers. A request letter
may thus ask for confirmation of
such items held by the confirming
bank, at a specific date. The confir-
mation should include a description
of the items and the nature of any
encumbrances or other rights over
them.
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Appendix
Glossary

This appendix defines certain terms
used in this Statement. The list is not
intended to include all terms used in
an inter-bank confirmation request.
Definitions have been given within a
banking context, although usage and
legal application may differ.

Collateral

Security given by a borrower to a lender
as a pledge for repayment of a loan,
rarely given in the case of inter-bank
business. Such lenders thus become
secured creditors; in the event of de-
fault, such creditors are entitled to pro-
ceed against collateral in settlement of
their claim. Any kind of property may
be employed as collateral. Examples of
collaleral are: real estate, bonds, stocks,
notes, acceptances, chattels, bills of
lading, warehouse receipts and as-
signed debts.

Contingent Liabilities

Potential liabilities, which only crys-
tallize upon the fulfillment of or the
failure to fulfill certain conditions.
They may arise from the sale, transfer,
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INTER-BANK CONFIRMATION PROCEDURES

endorsement, or guarantee of negotia-
ble instruments or from other financial
transactions. For example, they may
result from:

« re-discount of notes receivable, trade
and bank acceptances arising under
commercial letters of credit;

* guarantees given; or

¢ letters of support or comfort.

Encumbrance

A claim or lien, such as a mortgage
upon real property, which diminishes
the owner’s equity in the property.

Offset

The right of a bank, normally evi-
denced in writing, to take possession
of any account balances that a guaran-
tor or debtor may have with it to cover
the obligations to the bank of the guar-
antor, debtor or third party.

Options

The right to buy or sell or to both buy
and sell securities or commodities at
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INTER-BANK CONFIRMATION PROCEDURES

agreed prices, within a fixed duration
of time.

Repurchase (or Resale) Agreement

An agreement between seller and buy-
er that the seller (or buyer) will buy (or
sell) back notes, securities, or both
property at the expiration of a period
of time, or the completion of certain
conditions, or both.

Safe Custody

A facility offered by banks to their cus-
tomers to store valuable property for
safe keeping.

Line of Credit/Standby Facility

An agreed maximum amount of funds
which a bank has made or undertakes
to make available over a specified pe-
riod of time.
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This International Auditing Practice
Stalement was approved by the Interna-
tional Auditing Practices Commiltee in
June 1987 for publication in October
1987.

The auditor should understand and
consider the characteristics of the CIS en-
vironment because they affect the design
of the accounting system and related in-
temal controls, the selection of internal
controls upon which he intends to rely.
and the nature, timing and extent of his
procedures.

This Statement is issued as a supple-
ment to ISA 400 “Risk Assessments and
Internal Control.” It does not form a part
of the ISA or International Auditing Prac-
tice Statement 1008 “Risk Assessments
and Internal Control—CIS Characteristics
and Considerations,” and is not intended
10 have the authority of an ISA.

This Statement forms part of a series
intended to help the auditor implement the
ISA and the Statement referred to above
by describing various CIS environments
and their effect on the accounting system
and related internal controls and on audit
procedures.
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CIS ENVIRONMENTS—STAND-ALONE
MICROCOMPUTERS

Introduction

1. The purpose of this Statement is to

help the auditor implement ISA 400
“Risk Assessments and Internal
Control," and International Audit-
ing Practice Statement 1008 "Risk
Assessments and Internal Control—
CIS Characteristics and Consider-
ations,” by describing microcom-
puter systems used as stand-alone
work-stations. The Statement de-
scribes the effects of the microcom-
puter on the accounting system and
related internal controls and on au-
dit procedures.
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Microcomputer Systems doybhmymidomdghymo

boboaaabo

2. Microcomputers, often referredtoas 2. 30)Ghmd30yg9Ggd0, HmIgmody
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"personal computers” or "PCs," arc
economical yet powerful self-con-
tained general purpose computers
consisting typically of a processor,
memory, video display unit, data
storage umit, keyboard and connec-
tions for a printer and communica-
tions. Programs and data are stored
on removable or non-removable
storage media.
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3. Microcomputers can be used to pro-

cess accounting transactions and
produce reports that are essential to
the preparation of financial state-
ments. The microcomputer may
constitute the entire computer-based
accounting system or merely a part
of it.

4. Generally, computer information

systems (CIS)' environments in
which microcomputers are used are
different from other CIS environ-
ments. Certain controls and security
measures that are used for large
computer systems may not be prac-
ticable for microcomputers. On the
other hand, certain types of inter-
nal controls need to be emphasized
due to the characteristics of micro-
computers and the environments in
which they are used.
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Microcomputer Configurations

5. A microcomputer can be used in
various configurations. These in-
clude:

* a stand-alone workstation operated
by a single user or a number of
users at different times;

« a workstation which is part of a
lIocal area network of microcom-
puters; and

* a workstation connected to a cen-
tral computer.

6. The stand-alone workstation can be
operated by a single user or a num-
ber of users at different times ac-
cessing the same or different pro-
grams. The programs and data are
stored in the microcomputer or in
close proximity and, generally, data
are entered manually through the
keyboard. The user of the stand-
alone workstation who processes
accounting applications may be
knowledgeable about programming
and typically performs a number of
functions, (i. e., entering data, op-
erating application programs and, in
some cases, writing the computer
programs themselves). This pro-
gramming may include the use of
third-party software packages to
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develop electronic spreadsheels or
database applications.

7. A local area network is an arrange-

ment where two or more microcom-
puters are linked together through
the use of special software and com-
munication lines. Typically, one of
the microcomputers will act as the
file server which manages the net-
work. A local area network allows
the sharing of resources such as
storage facilities and printers. Mul-
tiple users, for example, can have
access to information, data and pro-
grams stored in shared files. A lo-
cal area network may be referred to
as a distributed system.

8. Microcomputers can be linked to

central computers and used as part
of such systems, for example, as an
intelligent on-line workstation or as
part of a distributed accounting sys-
tem. Such an arrangement may be

105

dMBaNIBIAI  LINBBMGIDONM

WLGIBIBL  (JLb) BOMIBNM—BIBLBO-

J233300  304AMIMIAN TGIAIBN

3bols 3m3a7gthda, 33dmygbgdama
IAmahadgdals JGogol ©d Smgo-
9% dg8mbgggede mgommb seanb-
@b Jm8lo7ggMe IGmaMadgdl).
©23IGmamdgds dgbadmms amgor-
olsfobgdegl 3gLady atiab IGm-
3Modamoe J3Ghgbggmymgals Jo-

3083%0b 38mygbgdeb gezgdeGemby-
20 addmmgenomo (bGocgdal 36

8mboggdms 3380l IGMaMadgdals
2obad73sgpd .

. 303Gmym3lo7eghgdob Jugaols

@momygto 3mbs ajgcaobbdmdl
LadgBom seporzols oo demfymdals,
Hmegbag @G 96 Igea JoyBm jm-
o960 gRcBabgmmob ©oyog-
oMgdaes bigyesnio Ihmads-
33em0 786G3bggcmymageo @s bogm-
3100 jogom badgdem. ygMdme, ghor
96mo dojhmymdIayggtoe dm-
435e290b, Bmamy goacn byFggGo
@y dfmmagh Jugewb. Jugmab
@mdmyGo dmbol 3gdggmdom
dgbodmgdgmo brgds olgma
Agbigbgdob adbsFomgds, Gmame-
01303 dmbayg8ms dgdbobggeme dmf-
ymdacnmdgdo s badgiee dmfym-
docmdgdo (Ihobgggda), dogoeo-
oo, bbgomslbgs 3mab3sthgdgeml
3730mds Fg7demas 0d obymEdao-
b6, dmbagygBgdmsb wd JGm-
aM33300136, EmBengday absbgds g
Gafomgdye goomgddo. Jugaals
mmjdeny® dmbob 3gadagds gfm-
emb ad6aFacmgdyao bobggds.

8. 30)hm 3mBIn7agigdo godmgds

©3J038069dgmo  agmb j36-
8MO@IG 3m3Jo7egtond s aly
3°8e047659mbgh, Rrergmedy sbgoro
Lobggdab 6sfoma, Bsgomomor,
Gimaméy gmbogfo mIgHgomo

1001



CIS ENVIRONMENTS—STAND-ALONE
MICROCOMPUTERS

referred to as an on-line system. A
microcomputer can act as an intel-
ligent terminal because of its logic,
transmission, storage and basic
computing capabilities.

9. Since control considerations and the

characteristics of the hardware and
software are different when a mi-
crocomputer is linked to other com-
puters, such environments are de-
scribed in other Supplements toISA
400 "Risk Assessments and Inter-
nal Control." However, to the ex-
tent that a microcomputer which is
linked to another computer can also
be used as a stand-alone worksta-
tion, the information in this State-
ment is relevant.
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Characteristics of
Microcomputers
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10. Although microcomputers provide  10. 8ogbgeagse 08abs, Bm3 doghmgm-
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the user with substantial computing
capabilities, they are small enough
to be transportable, are relatively in-
expensive and can be placed in op-
eration quickly. Users with basic
computer skills can learn to oper-
ate a microcomputer easily since
many operaling system software
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and application programs are "user-
friendly" and contain step-by-step
instructions. Another characteristic
is that operating system software,
which is generally supplied by the
microcomputer manufacturer, is
less comprehensive than that found
in larger computer environments;
e.g., it may not contain as many con-
trol and security features, such as
password controls.

11. Software for a wide range of mi-

crocomputer applications can be
purchased from third-party vendors
to perform (e.g., general ledger ac-
counting, receivable accounting and
production and inventory control).
Such software packages are typi-
cally used without modification of
the programs. Users can also de-
velop other applications with the
use of generic software packages,
such as electronic spreadsheets or
database, purchased from third-
party vendors.
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12. The operating system software,
application programs and data can
be stored on and retrieved from re-
movable storage media, including
diskettes, cartridges and removable
hard disks. Such storage media,
owing to its small size and portabil-
ity, is subject to accidental erasure,
physical damage, misplacement or
theft, particularly by persons unfa-
miliar with such media or by unau-
thorized users. Software, programs
and data can also be stored on hard
disks, that are not removable.
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Internal Control in Microcom-
puter Environments
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13. Generally, the CIS environment in  13. mam6ag Fqlo, abgoro jub as6igdm,
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which microcomputers are used is
less structured than a centrally-con-
trolled CIS environment. In the
former, application programs can be
developed relatively quickly by us-
ers possessing only basic data pro-
cessing skills. In such cases, the
controls over the system develop-
ment process (e.g., adequate docu-
mentation) and operations (e.g., ac-
cess control procedures), which are
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essential to the effective control of
alarge computer environment, may
not be viewed by the developer, the
user or management as being as
important or cost-effective in a mi-
crocomputer environment. How-
ever, because the data are being pro-
cessed on a compulter, users of such
data may tend to place unwarranted
reliance on the financial informa-
tion stored or generated by a micro-
computer. Since microcomputers
are oriented to individual end-users,
the degree of accuracy and depend-
ability of financial information pro-
duced will depend upon the inter-
nal controls prescribed by manage-
ment and adopted by the user. For
example, when there are several
users of a single microcomputer,
without appropriate controls, pro-
grams and data stored on non-re-
movable storage media by one user
may be susceptible to unauthorized
access, use, alteration or theft by
other users.
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14. In a typical microcomputer envi-
ronment, the distinction between
general CIS controls and CIS appli-
cation controls may not be easily
ascertained. Paragraphs 15-32 de-
scribe security and control proce-
dures that can help improve the
overall level of internal control.

Management Authorization for
Operating Microcomputers

15. Management can contribute to the
effective operation of stand-alone
microcomputers by prescribing and
enforcing policies for their control
and use. Management'’s policy state-
ment may include:

* management responsibilities;

« instructions on microcomputer use;
* training requirements;

« authorization for access to pro-

grams and data;

* policies to prevent unauthorized
copying of programs and data;
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* security, back-up and storage re-
quirements;

» application development and docu-
mentation standards;

« standards of report format and re-
port distribution controls;
* personal usage policies;

* data integrity standards;

* responsibility for programs, data
and error correction; and

« appropriate segregation of duties.
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Physical Security—Equipment

16. Because of their physical charac- 16. 3s:m0 go8ojéa dobolinsmgdagd-
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teristics, microcomputers are sus-
ceptible to theft, physical damage,
unauthorized access or misuse. This
may result in the loss of informa-
tion stored in the microcomputer,
for example, financial data vital to
the accounting system.

17. One method of physical security is
to restrict access to microcomput-
ers when not in use by using door
locks or other security protection
during non-business hours. Addi-
tional physical security over micro-
computers can be established, for
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example, by:

* locking the microcomputer in a
protective cabinet or shell;

« using an alarm system that is acti-
vated any time the microcompuler
is disconnected or moved from its
location;

¢ fastening the microcomputer to a
table; or

* installing a locking mechanism to
control access to the on/off switch.
This may not prevent microcom-
puter theft, but may be effective
in controlling unauthorized use.

Physical Security—Removable
and Non-Removable Media

18. Programs and data used on a mi-

crocomputer can be stored on re-
movable storage media or non-re-
movable storage media. Diskettes
and cartridges can be removed
physically from the microcomputer,
while hard disks are normally sealed
in the microcomputer or in a stand-
alone unit attached to the microcom-
puter. When a microcomputer is
used by many individuals, users
may develop a casual attitude to-
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ward the storage of the application
diskettes or cartridges for which
they are responsible. As a result,
critical diskettes or cartridges may
be misplaced, altered without autho-
rization or destroyed.

19. Control over removable storage

media can be established by plac-
ing responsibility for such media
under personnel whose responsibili-
ties include duties of software cus-
todians or librarians. Control can be
further strengthened when a pro-
gram and data file check-in and
check-out system is used and des-
ignated storage locations are locked.
Such internal controls help ensure
that removable storage media are
not lost, misplaced or given to un-
authorized personnel. Physical con-
trol over non-removable storage
media is probably best established
with locking devices.

program and data files, it is appro-
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priate to keep current copies of dis-
kettes, cartridges and hard disks in
a fireproof container, either onsite,
offsite or both. This applies equally
to operating system and utility soft-
ware and backup copies of hard
disks.

Program and Data Security

21. When microcomputers are acces-

sible to many users, there is a risk
that programs and data may be al-
tered without authorization.

22. Because microcomputer operating

system software may not contain
many control and security features,
there are several internal control
techniques which can be built into
the application programs to help
ensure that data are processed and
read, as authorized and that acciden-
tal destruction of data is prevented.
These techniques, which limit ac-
cess to programs and data to autho-
rized personnel, include:

* segregating data into files orga-
nized under separate file directo-
ries;

« using hidden files and secret file
names;
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« employing passwords; and

* using cryptography.

23. The use of a file directory allows

the user to segregate information on
removable and non-removable stor-
age media. For critical and sensi-
tive information, this technique can
be supplemented by assigning se-
cret file names and "hiding" the
files.

24. When microcomputers are used by
multiple users, an effective internal
control technique is the use of pass-
words, which determine the degree
of access granted to a user. The
password is assigned and monitored
by an employee who is independent
of the specific system to which the
password applies. Password soft-
ware can be developed by the en-
tity, but in most instances it will be
purchased. In either case, internal
controls can be strengthened by in-
stalling software that has a low like-
lihood of being thwarted by users.
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tial or sensitive programs and infor-
mation from unauthorized access
and modification by users. It is gen-
erally used when sensitive data are
transmitted over communication
lines, but it can also be used on in-
formation processed by a micro-
computer. Cryptography is the pro-
cess of transforming programs and
information into an unintelligible
form. Encryption and decryption of
data require the use of special pro-
grams and a code key known only
to those users to whom the programs
or information is restricted.

26. Directories and hidden files, user

authentication software and cryp-
tography can be used for microcom-
puters that have both removable and
non-removable storage media. For
microcomputers that have remov-
able storage media, an effective
means of program and data security
is to remove diskettes and cartridges
from the microcomputer and place
them in custody of the users respon-
sible for the data or the file librar-
ians.
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27. An additional access control for

confidential or sensitive informa-
tion stored on non-removable stor-
age media is to copy the informa-
tion to a diskette or cartridge and
delete the files on the non-remov-
able storage media. Control over the
diskette or cartridge can then be es-
tablished in the same manner as
over other sensitive or confidential
data stored on diskettes or car-
tridges. The user should be aware
that many software programs in-
clude an “erase" or "delete” func-
tion, but that such a function may
not actually clear erased or deleted
files from the hard disk. Such func-
tions may merely clear the file name
from the hard disk’s directory. Pro-
grams and data are in fact removed
from the hard disk only when new
data are written over the old files or
when special utility programs are
used to clear the files.
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ing of data and generation of re-
ports. The degree of accuracy and
dependability of financial informa-
tion produced will depend on the in-
temnal controls prescribed by man-
agement and adopted by users, as
well as on controls included in the
application programs. Software and
data integrity controls may ensure
that processed information is free
of errors and that software is not
susceptible to unauthorized manipu-
lation (i.e., that authorized data are
processed in the prescribed man-
ner).

29. Data integrity can be strengthened

by incorporating internal control
procedures such as format and range
checks and cross checks of results.
A review of purchased software
may determine whether it contains
appropriate error checking and er-
ror trapping facilities. For user de-
veloped software, including elec-
tronic spreadsheet templates and
database applications, management
may specify in writing the proce-
dures for developing and testing
application programs. For certain
critical applications, the person who
processes the data may be expected
to demonstrate that appropriate data
were used and that calculations and
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other data handling operations were
performed properly. The end-user
could use this information to vali-
date the results of the application.

applications that are processed on
the microcomputer can strengthen
software and data integrity controls
further. Such documentation may
include step-by-step instructions, a
description of reports prepared,
source of data processed, a descrip-
tion of individual reports, files and
other specifications, such as calcu-
lations.

31. If the same accounting application

is used at various locations, appli-
cation software integrity and con-
sistency may be improved when
application programs are developed
and maintained at one place rather
than by each user dispersed
throughout an entity.
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Hardware, Software and Data
Back-Up

32. Back-up refers to plans made by
the entity to obtain access to com-
parable hardware, software and data
in the event of their failure, loss or
destruction. In a microcompuler en-
vironment, users are normally re-
sponsible for processing, including
identifying important programs and
data files to be copied periodically
and stored at a location away from
the microcomputers. It is particu-
larly important to establish back-up
procedures for users to perform on
a regular basis. Purchased soflware
packages from third-party vendors
generally come with a back-up copy
or with a provision to make a back-

up copy.

The Effect of Microcomputers
on the Accounting System and
Related Internal Controls

33. The effect of microcomputers on
the accounting system and the as-
sociated risks will generally depend
on:
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« the extent to which the microcom-
puter is being used to process ac-
counting  applications;

* the type and significance of finan-
cial transactions being processed;
and

e the nawre of files and programs
utilized in the applications.

34. The characleristics of microcom-
puter systems, described earlier in
this Statement, illustrate some of the
considerations in designing cost-
effective control procedures for
stand-alone microcomputers. A
summary of some of the key con-
siderations and their effects on gen-
eral CIS and CIS application con-
trols is described below.
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General CIS Controls—Segrega-
tion of Duties

Jbb bogBiom ymbgimemao —
dmgoengmdgdol @sbsfocngds

35. In a microcomputer environment, 35. 3o036Gm mdlogeggm adHgdm-

it is common for users to be able to
perform two or more of the follow-
ing functions in the accounting sys-
tem:

* initiating and authorizing source
documents;

* entering data into the system;
* operating the computer;

» changing programs and data files;
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« using or distributing output; and
* modifying the operating systems.

In other CIS environments, such
functions would normally be seg-
regated through appropriate gener-
al CIS controls. This lack of segre-
gation of functions in a microcom-
puter environment may:

« allow errors to go undetected; and

* permit the perpetration and con-
cealment of fraud.

CIS Application Controls

36. The existence and use of appropri-
ate access controls over soflware,
hardware and data files, combined
with controls over input, process-
ing and output of data may, in coor-
dination with management policies,
compensate for some of the weak-
nesses in general CIS controls in
microcomputer environments. Ef-
fective controls may include:

* a system of transaction logs and
batch balancing;

» direct supervision; and

» reconciliation of record counts or
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hash totals.

Control may be established by an
independent function which would
normally:

* receive all data for processing;

» ensure that all data are authorized
and recorded;

« follow up all errors detected dur-
ing processing;

e verify the proper distribution of
output; and

erestrict physical access to applica-
tion programs and data files.

The Effect of a Microcomputer
Environment on Audit
Procedures

37. In a microcomputer environment,
it may not be practicable or cost-
effective for management to imple-
ment sufficient controls to reduce
the risks of undetected errors to a
minimum level. Thus, the auditor
may often assume that control risk
is high in such systems.

38. In this situation, the auditor may
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find it more cost-effective, after
obtaining an understanding of the
control environment and flow of
transactions, not to make a review
of general CIS controls or CIS ap-
plication controls, but to concen-
trate the audit efforts on substantive
tests at or near the end of the year.
This may entail more physical ex-
amination and confirmation of as-
sets, more tests of details, larger
sample sizes and greater use of com-
puter-assisted audit techniques,
where appropriate.

39. Computer-assisted audit techniques

may include the use of client soft-
ware (database, electronic spread-
sheet or utility software), which has
been subjected to review by the au-
ditor, or the use of the auditor’s own
software programs. Such software
may be used by the auditor, for ex-
ample, to add transactions or bal-
ances in the data files for compari-
son with control records or ledger
account balances, to select accounts
or transactions for detail testing or
confirmation or to examine data-
bases for unusuat items.
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40. In certain circumstances, however,

the auditor may decide to take a dif-
ferent approach. These circum-
stances may include microcomputer
systems that process a large num-
ber of transactions when it would
be cost-effective to perform audit
work on the data at a preliminary
date. For example, an entity pro-
cessing a large number of sales
transactions on a stand-alone micro-
computer may establish control pro-
cedures which reduce control risk;
the auditor may decide, on the ba-
sis of a preliminary review of con-
trols, to develop an audit approach
which includes testing of those con-
trols on which he intends to rely.

41. The following are examples of con-

trol procedures that an auditor may
consider when he intends to rely on
internal accounting controls related
to stand-alone microcomputers:

JM3NIVSISIN  LHYNEVMA3DGNM

WLGI3I30L  (JLL)  BOGIBM—BIEBO-

d3303020  INIAMSMBNIBIHIBN

sgagdols Igba@hggoe mygocmyda
89bgaMgdabogal 56 abdabg -
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d49303T20  ANIAMIMIN VSIHIB0
(a) Segregation of duties and balanc-

ing controls:

(2) Amgzoemgmdgdols obsFomgds ms
999ax28909em0 3mbgGmeo:

* Segregation of functions as listed
in paragraph 36.

s g36dp0gdol @sbsFomygds,
Gmamty babggbgdos 36-9
J36ggd0;

« Rotation of duties among em- e dmgamgmdgdal dgbsggagds
ployees. dma7doggoms dmmols;

* Reconciliation of system bal- o bobiggdol 65dmgdal gxgtgds
ances to general ledger control Bmogotio agotob b ymbgMm-
accounts. m S635M0Tgd;NG;

* Periodic review by management » bym3dmgobymmdols oy ob-

of the processing schedule and

reports which identify individu-

als that used the system.

gmcdsgool ©@sd7dsggdols
©> 363060dgdal dgeagbol
a56Mogol JgMomegmo go-

©olobx 3o, baorsbog Hobl als
Joimgbgdgdo, GmImygdag
04969596 Loliggdsb.

(b) Access to the microcomputer
and its files:

(3) 0 45m 3mBIo7ggFobe o dobo
gooengdol bygemdobofgamdmds

* Placement of the microcomputer o 3036 3m3Io7gggtab Bmarsgly
within sight of the individual 35 03 Jofmo mgscosbyegol
responsible for controlling ac- 36930, GMIgmosy s olhoso
cess to it. Jm3Jogggtobs @ Bobo goo-

@gdom boGagdemmdsdy jmb-

a®meab Jsbgbobdagdemds;

» The use of key locks on the com-
puter and terminals.

o 3m3J07a9Mabs @d §gHdebs-
@gdaboogals Babisggea Lob-
8930l a53mygbgdo;

* The use of passwords for access e og6hmjmdIoyggHol IGm-
to the microcomputer’s pro- aMa89%0bs s dmbopgdoms
grams and data files. goomgdaborgol JsGmezgdols

a93mynbgdo;

* Restriction on the use of utility
programs.

e 3g3mymgs 8mdlobyMy Jhm-
a6a37d0L 393mygbgdaedy.

(c) Use of third-party software: (a) 39L537 Aol IGMaMITY0
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« Review of application software

prior to purchasing, including
functions, capacity and controls.

SMANISIGTIT0  LINEBMHI>GNM

WLGJ3T3L  (JLL)  BOMIBM—BO6(OT-

 Adequate testing of the software
and the modifications to it prior

to use.

* Ongoing assessment of the ad-
equacy of the software to meet

1001

user requirements.
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The auditor should understand and
consider the characteristics of the CIS
environment because they affect the de-
sign of the accounting system and relat-
ed internal controls, the selection of in-
ternal controls upon which he intends to
rely, and the nature, timing and extent of
his procedures.

This Statement is issued as a supple-
ment to ISA 400 “Risk Assessments and
Internal Control.” It does not form a part
of the ISA or International Auditing Prac-
tice Statement 1008 “Risk Assessments
and Internal Control—CIS Characteris-
tics and Considerations,” and is not in-
tended to have the authority of an ISA.

This Statement forms part of a series
intended to help the auditor implement
the ISA and the Statement referred to
above by describing various CIS environ-
ments and their effect on the accounting
system and related internal controls and
on audit procedures.
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(o6 abobo go5agbob bbb dyse:-
&7 setmagbgobs ©s FgbadsBabio Tocs
JMbghimemal 3gmmegdds, Joes Jmbger-
@ob 3gomegdol dgAfigaedy, Gmawgdlsy
6@ @3gytebmb ogo, s3Fgmgy s~
BMAIR0 Ihmpgeghgbols balinsoBy, gaegd-
bd @ dmpygegdeds.

sebodbyme epdgwybs §rdmygdgmas
a3e0gal bygGosdmeinbm Lgsboaty 400-
obs = ‘Golsjobs FgobRde @ Boms JmbgGrem-
o 3g5Lg00l 808baon. ago 3G FohB8moce-
2960 37080 LygAmIBmtiabim IMadgn ol
©gdgegds 1008-0b — ‘Golsjals Iggobigds
@3 domd Jmbgtimmo — 3mdJo7ggigmo
boabam@dsgom Lolggdgdols Jsbobosmyg-
demgdo @3 ddae gobbnmgs™ Fgdoweagbgem
Bofocab @d o a0l 30808670 adal-
sngal, Gm3 Lo agdmdegl s7geegeb
Lagmadmeanbm bigobrafgol Jamgdad-
mbocgdoo.

b =gdgegds gfo-gfion 0d egdyey-
330100609, FimBgemoy 333n867cos odal-
songob, Hm3 @ogbdsGmb sengm@l S7eo-
8oL bagFosdmalim bgabramggdabs o
<0¥ggdgdel  aeBbeeyogazgdade Lbge-
olbgs Lobal 3mBlo7egdgme Loobgme-
2agom abgPiol 3568gBmb oefohols goon,
aMgmgy badbymo bobiggdgdol 3g3m-
J09epdeb saffgfon dyasmePyme -
Gopbgal bobggdsdy, Bobmsb wsjogdaig-
b3 oy Jmbgimmbs o s3Eogmigm
ey GgdBy.




1002

CISENVIRONMENTS—ON-LINE
COMPUTER SYSTEMS

Introduction

1. The purpose of this Statement is to

help the auditor implement ISA 400
“Risk Assessments and Internal
Control,” and Intemnational Auditing
Practice Statement 1008 “Risk As-
sessments and Internal Control—
CIS Characteristics and Consider-
ations,” by describing on-line com-
puter systems. The Statement de-
scribes the effects of an on-line com-
puter system on the accounting sys-
tem and related internal controls and
on audit procedures.

On-Line Computer Systems

2. Computer systems that enable users

to access:data and programs directly
through terminal devices are referred
to as on-line computer systems. Such
systems may be based on mainframe
computers, minicomputers or micro-
computers structured in a network
environment.

. On-line systems allow users to ini-
tiate varioys functions directly. Such
functions include:

JM3RINVSIGIT0 LINETIMABOBNM LOLEIIINL
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ob—"6ab ol dgqobgds ©s ors
3mbpmezo— gmBlogaggeme baob-
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degd0 s dsmo gomgacabifabgds”
a9bbmgogemgdado mIgHsgogm Gg-
70830 3m37dsgy JmIJogegGmo
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3o sefgtomos m3ghsgogm Mgg00-
80 3338539 gmBJoggAgeze bobeg-
3ol 353egbs dgmomeigre Sa-
Gopbgols Lobggdsdg, Fsbmab wsgog
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2. Jm33agegtgea Liobggdgdo, Amo-
cgdog 3mBb3atgdgeml dmboyygdgd-
ol s IAmyMmsdgdabacde 0ds-
Gongals bodgomgdsl sdenggls go-
806sc o dmfymdocmmdgdoeab,
(Bmdocmns MIghogoge 970930
8m870s39 JmBJo7egigeo bobgy
330l Labgenfemegdaa sigoo Lobag-
95d0 Bg0dengds gg7dbgdmmgl 9o
Jugmpe etgdmao dm3ydsgy Ly
358m (7boggMliseny), dobo s o
Gm 3m3307g9Mg0b.
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* entering transactions (e.g., sales
transactions in a retail store, cash
withdrawals in a bank and shipment
of goods in a plant);

* making inquiries (e.g., current cus-
tomer account or balance informa-
tion);

* requesling reports (e.g., a list of in-
ventory items with negative “‘on
hand” quantities); and

¢ updating master files (e.g., setting
up new customer accounts and
changing general ledger codes).

4. Many different types of terminal
devices may be used in on-line
computer systems. The functions
performed by these terminal de-
vices vary widely depending on
their logic, transmission, storage
and basic computer capabilities.
Types of terminal devices in-
clude:

(a) General Purpose Terminals, such
as:

* Basic keyboard and screen—used
for entering data without any
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@3 bododm jmddagggegm bod-
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dormmdol go Jgdos:

(o) LygBom JoBbgdal ggMdabas-
@0, AmamGogos:
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validation within the terminal and
for displaying data from the com-
puter system on the screen. For
example, in entering a sales or-
der, the product code is validated
by the main computer and the
result of the validation is dis-
played on the terminal screen.

* Intelligent terminal—used for the
functions of the basic keyboard
and screen with the additional
functions of validating data within
the terminal, maintaining trans-
action logs and performing other
local processing. In the above
sales order example, the correct
number of characters in the prod-
uct code is verified by the intelli-
gent terminal and existence of the
product code master file is veri-
fied by the main computer.

* Microcomputers—used for all of
the functions of an intelligent ter-
minal with additional local pro-
cessing and storage capabilities.
Continuing the above example, all
verification of the product code
may be performed on the micro-
computer.
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(b) Special Purpose Terminals, such
as:

* Point of sale devices—used to
record sales transactions as they
occur and to transmit them to the
main computer. On-line cash reg-
isters and optical scanners used
in the retail trade are typical point
of sale devices.

» Automated teller machines—used
to initiate, validate, record, trans-
mit and complete various bank-
ing transactions. Depending on
the design of the system, certain
of these functions are performed
by the automated teller machine
and others are performed on-line
by the main computer.

5. Terminal devices may be located ei-

ther locally or at remote sites. Local
terminal devices are connected di-
rectly to the computer through
cables, whereas remote terminal de-
vices require the use of telecommu-
nications to link them to the com-
puter. Terminal devices may be used
by many users, for different pur-
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poses, in different locations, all at
the same. time. Users may be within
the entity or outside, such as cus-
tomers or suppliers. In such cases,
application software and data are
kept on-line to meet the needs of the
users. These systems also require
other software, such as access con-
trol software and software which
monitors on-line terminal devices.

6. In addition to the users of these

systems, programmers may use
the on-line capabilities through
terminal devices to develop new
programs and maintain existing
programs. Computer supplier
personnel may also have on-line
access to provide maintenance
and support services.

Types of On-Line Computer
Systems
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tion is entered into the system, how
it is processed and when the results
are available to the user. For pur-
poses of this Statement, on-line
computer systems functions are clas-
sified as follows:

* On-Line/Real Time Processing

* On-Line/Batch Processing

* On-Line/Memo Update (and Sub-
sequent Processing)

* On-Line/Inquiry

¢ On-Line Downloading/Uploading
Processing
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tem, individual transactions are en-
tered at terminal devices, validated
and used to update related computer
files immediately. An example is
cash receipts which are applied di-
rectly to customers’ accounts. The
results of such processing are then
available immediately for inquiries or
reports.
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9. In a system with on-line input and 9. m3IgFogo7ma/Is g M0 ©oIYdegy-

batch processing, individual transac-
tions are entered at a terminal de-
vice, subjected to certain validation
checks and added to a transaction
file that contains other transactions
entered during the period. Later, dur-
ing a subsequent processing cycle,
the transaction file may be validated
further and then used to update the
relevant master file. For example,
journal entries may be entered and
validated on-line and kept on a trans-
action file, with the general ledger
master file being updated on a
monthly basis. Inquiries of, or re-
ports generated from, the master file
will not include transactions entered
subsequent to the last master file

update.
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On-Line/Memo Update (and
Subsequent Processing)
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10. On-line input with memo update 10. 3mbs(338g00l m3g@ogoyeo Bggobo

processing, also known as shadow
update, combines on-line/real time
processing and on-line/batch process-
ing. Individual transactions immedi-
ately update a memo file containing
information which has been ex-
tracted from the most recent version
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of the master file. Inquiries are made
from this memo file. These same
transaclions are added to a transac-
tion file for subsequent validation
and updating of the master file on a
batch basis. For example, the with-
drawal of cash through an automated
teller machine, where the withdrawal
is checked against the customer’s
balance on the memo file, is imme-
diately posted to the customer’s ac-
count on that file to reduce the bal-
ance by the amount of the with-
drawal. From the user’s perspective,
this system will seem no different
than on-line/real time processing
since the results of data that are en-
tered are available immediately, even
though the transactions have not
been subjected to complete valida-
tion prior to the master file update.
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11. On-line inquiry restricts users atter-  11. m3g@ogogma/aodmjombgs 3ay-
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minal devices to making inquiries of
master files. In such systems, the
master files are updated by other
systems, usually on a batch basis.
For example, the user may inquire
of the credit status of a particular
customer, prior to accepting an or-
der from that customer.
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On-Line Downloading/Uploading
Processing

12. On-line downloading refers to the
transfer of data from a master file to
an intelligent terminal device for fur-
ther processing by the user. For ex-
ample, data at the head office repre-
senting transactions of a branch may
be downloaded to a terminal device
at the branch for further processing
and preparation of branch financial
reports. The results of this process-
ing and other locally processed data
may be uploaded to the head office
computer.

Characteristics of On-Line
Computer Systems

13. The characteristics of on-line com-
puter systems may apply to a num-
ber of the types of on-line systems
discussed in the previous section.
The most significant characteristics
relate to on-line data entry and vali-
dation, on-line access to the system
by users, possible lack of visible
transaction trail and potential pro-
grammer access to the system. The
particular characteristics of a specific
on-line system will depend on the
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design of that system.

14. When data are entered on-line, they

are usually subject to immediate vali-
dation checks. Data failing this vali-
dation would not be accepted and a
message may be displayed on the
terminal screen, providing the user
with the ability to correct the data
and re-enter the valid data immedi-
ately. For example, if the user en-
ters an invalid inventory part num-
ber, an error message will be dis-
played enabling the user to re-enter
a valid part number.

15. Users may have on-line access to

the system that enables them to per-
form various functions (e.g., to en-
ter transactions and to read, change
or delete programs and data files
through the terminal devices). Un-
limited access to all of these func-
tions in a particular application is
undesirable because it provides the
user with the potential ability to make
unauthorized changes to the data and
programs. The extent of this access
will depend upon such things as the
design of the particular application
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and the implementation of software
designed to control access to the sys-
tem.

16. An on-line computer system may
be designed in a way that does not
provide supporting documents for all
transactions entered into the system.
However, the system may provide
details of the transactions on request
or through the use of transaction logs
or other means. Illustrations of these
types of systems include orders re-
ceived by a telephone operator who
enters them on-line without written
purchase orders, and cash withdraw-
als through the use of automated
teller machines.

17. Programmers may have on-line ac-
cess to the system that enables them
to develop new programs and modify
existing programs. Unrestricted ac-
cess provides the programmer with
the potential to make unauthorized
changes to programs and obtain un-
authorized access to other parts of
the system. The extent of this ac-
cess depends on the requirements of
the system. For example, in some
systems, programmers may have
access only Lo programs maintained
in a separate program development
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and maintenance library; whereas, in
emergency situations which require
changes to programs that are main-
tained on-line, programmers may be
authorized to change the operational
programs. In such cases, formal con-
trol procedures would be followed
subsequent to the emergency situa-
tion to ensure appropriate authori-
zation and documentation of the
changes.

Internal Control in an On-Line
Computer System

18. Certain general computer informa-
tion systems (CIS)' controls are par-
ticularly important to on-line process-
ing. These include:

* Access controls—procedures de-
signed to restrict access to pro-
grams and data. Specifically, such
procedures are designed to prevent
or detect:

'This term is used throughout this Statement in
place of electronic data processing (EDP) used
in prior Statement “EDP Environments—On-Line
Computer Systems.”
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-unauthorized access to on-line ter-
minal devices, programs and
data;

- entry of unauthorized transac-
tions;

- unauthorized changes to data files;

- use of operational computer pro-
grams by unauthorized person-
nel; and

- use of computer programs that
have not been authorized.

These access control procedures
include the use of passwords and
specialized access control software
such as on-line monitors that main-
tain control over menus, authori-
zation tables, passwords, files and
programs that users are permitted
to access. The procedures also in-
clude physical controls such as the
use of key locks on terminal de-
vices.

Controls over passwords—proce-
dures for the assignment and main-
tenance of passwords to restrict ac-
cess to authorized users.
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¢ System development and mainte-
nance controls—additional proce-
dures to ensure that controls essen-
tial to on-line applications, such as
passwords, access controls, on-line
data validation and recovery pro-
cedures, are included in the sys-
tem during its development and
maintenance.

* Programming controls—procedures
designed to prevent or detect im-
proper changes to computer pro-
grams which are accessed through
online terminal devices. Access
may be restricted by controls such
as the use of separate operational
and program development libraries
and the use of specialized program
library software. It is important for
on-line changes to programs to be
adequately documented.

* Transaction logs—reports which are
designed to create an audit trail for
each on-line transaction. Such re-
ports often document the source of
a transaction (terminal, time and
user) as well as the transaction’s
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details.

19. Certain CIS application controls are

particularly important to on-line pro-
cessing. These include:

* Pre-processing authorization—per-
mission to initiate a transaction,
such as the use of a bank card lo-
gether with a personal identifica-
tion number before making a cash
withdrawal through an automated
teller machine.

» Terminal device edit, reasonable-
ness and other validation tests—
programmed routines that check the
input data and processing results
for completeness, accuracy and
reasonableness. These routines
may be performed on an intelligent
terminal device or on the central
computer.

Cut-off procedures—procedures
which ensure that transactions are
processed in the proper account-
ing period. These are particularly
necessary in systems which have a
continuous flow of transactions. For
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example, in on-line systems where
sales orders and shipments are be-
ing recorded through the use of on-
line terminal devices in various lo-
cations, there is a need to coordi-
nate the actual shipment of goods,
inventory relief and invoice pro-
cessing.

File controls—procedures which
ensure that the correct data files are
used for on-line processing.

Master file controls—changes to
master files are controlled by pro-
cedures similar to those used for
controlling other input transaction
data. However, since master file
data may have a pervasive effect
on processing results, more strin-
gent enforcement of these control
procedures may be necessary.

Balancing—the process of estab-
lishing control totals over data be-
ing submitted for processing
through the on-line terminal devices
and comparing the control totals
during and after processing to en-
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sure that complete and accurate
data are transferred to each pro-
cessing phase.

Effect of On-Line Computer
Systems on the Accounting
System and Related Internal
Controls

. 20. The effect of an on-line computer
system on the accounting system and
the associated risks will generally
depend on:

« the extent to which the on-line sys-
tem is being used to process ac-
counting applications;

* the type and significance of finan-
cial transactions being processed;
and

« the nature of files and programs uti-
lized in the applications.

21. Risk of fraud or error in on-line sys-
tems may be reduced in the follow-
ing circumstances:

« If on-line data entry is performed
at or near the point where transac-
tions originate, there is less risk that
the transactions will not be re-
corded.
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¢ If invalid transactions are corrected

and re-entered immediately, there
is less risk that such transactions
will not be corrected and re-sub-
mitted on a timely basis.

If data entry is performed on-line
by individuals who understand the
nature of the transactions involved,
the data entry process may be less
prone to errors than when it is per-
formed by individuals unfamiliar
with the nature of the transactions.

If transactions are processed im-
mediately on-line, there is less risk
that they will be processed in the
wrong accounting period.

22. Risk of fraud or error in on-line

computer systems may be increased
for the following reasons:

¢ If on-line terminal devices are lo-

cated throughout the entity, the
opportunity for unauthorized use of
a terminal device and the entry of
unauthorized transactions may in-
crease.

* On-line terminal devices may pro-
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vide the opportunity for unautho-
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- modification of previously entered
transactions or balances;

- modification of computer pro-
grams; and

- access to data and programs from
remote locations.

« If on-line processing is interrupted
for any reason, for example, due
to faulty telecommunications, there
may be a greater chance that trans-
actions or files may be lost and that
the recovery may not be accurate
and complete.

* On-line access to data and programs
through telecommunications may
provide greater opportunity for ac-
cess to data and programs by un-
authorized persons.

23. On-line computer systems may also

have an effect on internal controls.
The characteristics of on-line com-
puter systems, as described earlier
in this Statement, illustrate some of
the considerations influencing the
effectiveness of controls in on-line
computer systems. Such character-
istics may have the following conse-
quences:

* There may not be source docu-
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ments for every input transaction.

* Results of processing may be highly
summarized; for example, only to-
tals from individual on-line data
entry devices can be traced to sub-
sequent processing.

» The on-line computer system may
not be designed to provide printed
reports; for example, edit reports
may be replaced by edit messages
displayed on a terminal device
screen.
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Systems on Audit Procedures
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an online computer system:
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CAAT: (see International Auditing
Practice Statement 1009 “Com-
puter-Assisted Audit Techniques™)
due to matters such as:

- the need for auditors with techni-
cal skills in on-line computer sys-
terns;

- the effect of the on-line computer
system on the timing of audit pro-
cedures;

- the lack of visible transaction
trails;

- procedures carried out during the
audit planning stage (see para-
graph25);

- audit procedures performed con-
currently with on-line processing
(see paragraph 26); and

- procedures performed after pro-
cessing has taken place (see para-
graph 27).

25. Procedures carried out during the

planning stage may include:

« The participation on the audit team
of individuals with technical profi-
ciency in on-line computer systems
and related controls.
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* Preliminary determination during
the risk assessment process of the
impact of the system on the audit
procedures. Generally, in a well-
designed and controlled on-line
computer system, it is likely that
the auditor will place greater reli-
ance on internal controls in the sys-
tem in determining the nature, tim-
ing and extent of audit procedures.

26. Audit procedures performed con-

currently with on-line processing
may include compliance testing of
the controls over the on-line appli-
cations. For example, this may be
by means of entering test transac-
tions through the online terminal de-
vices or by the use of audit software.
These tests may be used by the au-
ditor either to confirm his under-
standing of the system or to test con-
trols such as passwords and other
access controls. The auditor would
be advised Lo review such tests with
appropriate client personnel and to
obtain approval prior to conducting
the tests in order to avoid inadvert-
ent corruption of client records.

21. Procedures performed after process-

ing has taken place may include:
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* Compliance testing of controls over
transactions logged by the on-line
system for authorization, complete-
ness and accuracy.

* Substantive tests of transactions and
processing results rather than tests
of controls, where the former may
be more cost-effective or where the
system is not well-designed or con-
trolled.

* Re-processing transactions as either
a compliance or substantive pro-
cedure.

28. The characteristics of on-line com-
puter systems may make it more ef-
fective for the auditor to perform a
pre-implementation review of new
on-line accounting applications than
to review the applications after in-
stallation. This pre-implementation
review may provide the auditor with
an opportunity to request additional
functions, such as detailed transac-
tion listings, or controls within the
application design. It may also pro-
vide the auditor with sufficient time
to develop and test audit procedures
in advance of their use.
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1987.

The auditor should understand and
consider the characteristics of the CIS en-
vironment because they affect the design
of the accounting system and related in-
ternal controls, the selection of internal
controls upon which he intends to rely,
and the nature, timing and extent of his
procedures.

IRsdergel =gdymgds @9 epgdgmes
d7eogab baghoedmeobm JHadaool jm-
Boggaob 3oy 1987 femob 0gbabde 1987
Femob ergmBdgi8a addmbagggybpdmoe.

37e0g™Mo 76w 06mdrgl ©d corgom-
olFobgdgh Jbls a3gdmls Babolindogdengdl,
G3eadb abnbo gagegbol obwegbalb djmom-
#F7mo datapbgols ©d Igbodsdelo oo
JMbgmenal 3gmmegddy, Bomd JmbgGHim-
ol 3gomegdels dgMhigge8s, MmBamgdlyy
e @gyAebeob ago, Safgmy) SgR0gmG-
@o IHmygemgdab bolosmBy, gomgdbs o
3oy gengdody

1003

153

1003



CIS ENVIRONMENTS—DATABASE SYSTEMS

JdMANTVSIGIT0  LOINEBMAIIBOM
LOLGJBIBO0L (JLL) B3d&@IIM —
3MBYBI3INMY 30BOL LOLSIFIAN

This Statement is issued as a supple-
ment to ISA 400 “Risk Assessments and
Internal Control.” It does not form a part
of the ISA or Intemnational Auditing Prac-
tice Statement 1008 “Risk Assessments
and Intemal Control—CIS Characteristics
and Considerations,” and is not intended
to have the authority of an ISA.

This Statement forms part of a series
intended to help the auditor implement the
ISA and the Statement referred to above
by describing various CIS environments
and their effect on the accounting system
and related internal controls and on audit
procedures.
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Introduction

1. The purpose of this Statement is to

help the auditor implement ISA 400
“Risk Assessments and Internal
Control,” and International Audit-
ing Practice Statement 1008 “Risk
Assessments and Internal Control—
CIS Characteristics and Consider-
ations,” by describing database sys-
tems. The Statement describes the
effects of a database system on the
accounting system and related in-
ternal controls and on audit proce-
dures.

Database Systems

2. Database systems are comprised

principally of two essential compo-
nents—the database and the data-
base management system (DBMS).
Database systems interact with
other hardware and software aspects
of the overall computer system.

3. A database is a collection of data that

is shared and used by a number of
different users for different pur-
poses. Each user may not necessar-
ily be aware of all the data stored in
the database or of the ways that the
data may be used for multiple pur-
poses. Generally, individual users
are aware only of the data that they
use and may view the data as com-
puter files utilized by their applica-

155

JM330TSIAIRN LONBEBMEISONM
LOLSJ3I30L (JLL) BdOAIBM =
3MBsBIBMD d3d0BOL LOLSIFIBN

Ugbsgagmo
1. §obodegdathy @gdymgdal 30Bsbas

©3gbdoGml s7e0gm®b smogals
Lagomodm@obm bgabestgol —
»®abjob dgmoligds @ dogs ymb-
8Omma* @y s7mogab Loghams-
ol IGagdee0b @gdgemadals —
“6abjolb Bgqolgde ©d doy Jmb-
8hmema - jib Bobsbinomgdeagdo o
o010 asbbommgs” asbbmogmade-
do dmboygdms 3530L Labggdadols
s gMao. 43 egd7mgdedo snfym-
o@0d Imbopgdms dadob Lobggdol
3932065 dgrocgfymo sefagh-
gob Lol 53587, bk @ojogdatg-
b7 Boo ymbgGmebs ©d sgma-
$MAIR IGmygeghodsy.

dmbogdms 3980l bobggdgdo
2. 3mboygdms 3580l 3Jmby Lnbgg-

8930 doGomoesr 3gogogh o
26bgdod JmBImbybgl: dmba(9d-
0o 3385b> s Imbaygdms da8als
dcmgob Labgydsl (3d3L). m-
65(399m9 d580b Labggdgde YHho-
096mJdgegdsdes Immasbo jo-
3307896 gmo bobggdol bbgs
09603360 @ IGmamadgme
1786 7639@ymgals sLIggdggdmab.

3. dmbogdms ds8s Fomdmoranbl

Amba(g8ms b yigdl, Gmdgeag
@iboFogdymos ©d godmaygby-
35 Lbgomalbgs dmdbdsmgdezal
909 ULbgomolbys wobod-
bmgdaa. bogomegdymm o6
26Gol, H™I mommymds dmdb-
635098y aymregl dmbsjygdms
338530 sMAligdymo yazgmo Imbo-
0990 96 ols Igomegde, GmAgmms
359ggmdom Bgbodmms 53 dm-

1003



CIS ENVIRONMENTS—DATABASE SYSTEMS

tions.

4. The software that is used to create,
maintain and operate the database
is referred to as DBMS software.
Together with the operating system,
the DBMS facilitates the physical
storage of the data, maintains the
interrelationships among the data,
and makes the data available to ap-
plication programs. Usually, the
DBMS software is supplied by a
commercial vendor.

5. Database systems may reside on any
type of computer system, including
a microcomputer system. In some

. microcomputer environments, data-
base systems are used by a single
user. Such systems are not consid-
ered to be databases for the purposes
of this Statement. The contents of
this Statement, however, are appli-
cable to all multiple user environ-
ments.

1003
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6. Database systems are distinguished 6. 3m6aggBms da8ob Lobggdalmgols

1003

by two important characteristics:
data sharing and data independence.
These characteristics require the use
of a data dictionary (paragraph 10)
and the establishment of a database
administration function (paragraphs
11-14).

Data Sharing

7. A database is composed of data

which are set up with defined rela-
tionships and are organized in a
manner that permits many users to
use the data in different application
programs. Individual applications
share the data in the database for
different purposes. For example, an
inventory item unit cost maintained
by the database may be used by one
application program to produce a
cost of sales report and by another
application program to prepare an
inventory valuation.
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Data Independence From Applica-
tion Programs

dmbopgdadol @sdmyowyd-
@mds godmygbgdomo
JBmymsdgdabgob

8. Because of the need for data shar- 8. 3mbo(3539d0ls asbsfocgdol s7po-

ing, there is a need for data inde-
pendence from application pro-
grams. This is achieved by the
DBMS recording the data once for
use by various application pro-
grams. In non-database systems,
separate data files are maintained
for each application and similar data
used by several applications may be
repeated on several different files.
In a database system, however, a
single file of data (or database) is
used by many applications, with
data redundancy kept to a minimum.

9. DBMS’s differ in the degree of data
independence they provide. The
degree of data independence is re-
lated to the ease with which person-
nel can accomplish changes to ap-
plication programs or to the data-
base. True data independence is
achieved when the structure of data
in the database can be changed with-
out affecting the application pro-
grams, and vice versa.
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Data Dictionary

10. A significant implication of data

sharing and data independence is
the potential for the recording of
data only once for use in several ap-
plications. Because various applica-
tion programs need to access this
data, a software facility is required
to keep track of the location of the
data in the database. This software
within the DBMS is known as adata
dictionary. It also serves as a tool to
maintain standardized documenta-
tion and definitions of the database
environment and application sys-
tems.
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ous application programs empha-
sizes the importance of centralized
coordination of the use and defini-
tion of data and the maintenance of
its integrity, security, accuracy and
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completeness. Coordination is usu-
ally performed by a group of indi-
viduals whose responsibility is typi-
cally referred to as “database admin-
istration.” The individual who
heads this function may be referred
to as the “database administrator.”
The database administrator is re-
sponsible generally for the defini-
tion, structure, security, operational
control and efficiency of databases,
including the definition of the rules
by which data are accessed and
stored.

12. Database administration tasks may

also be performed by individuals
who are not part of a centralized
database administration group.
Where the tasks of database admin-
istration are not centralized, but are
distributed among existing organi-
zational units, the different tasks
still need to be coordinated.
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13. Database administration tasks typi-

cally include:

* Defining the database structure—
determining how data are defined,
stored and accessed by users of the
database in order to ensure that all
their requirements are met on a
timely basis.

» Maintaining data integrity, securily
and completeness—developing,
implementing and enforcing the
rules for data integrity, complete-
ness and access. Responsibilities
include:

- defining who may access data
and how the access is accom-
plished (i.e., through passwords
and authorization tables);

- preventing the inclusion of in-
complete or invalid data;

- detecting the absence of data;

- securing the database from un-
authorized access and destruc-
tion; and

- arranging total recovery in the
event of a loss.

» Coordinating computer operations
related to the database—assigning
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responsibility for physical com-
puter resources and monitoring
their use relative to the operation
of the database.

* Monitoring system performance—
developing performance measure-
ments to monitor the integrity of
the data and the ability of the da-
tabase to respond to the needs of
users.

* Providing administrative support—
coordinating and liaising with the
vendor of the DBMS, assessing
new releases issued by the vendor
of the DBMS and the extent of
their impact on the entity, install-
ing new releases and ensuring that
appropriate internal education is
provided.

14. In some applications, more than one
database may be used. In these cir-
cumstances, the tasks of the data-
base administration group will need
to ensure that:

» adequate linkage exists between
databases;

« coordination of functions is main-
tained; and
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 data contained in different data-
bases are consistent.

Internal Control in a Database
Environment

15. Generally, internal control in a da-
tabase environment requires effec-
tive controls over the database, the
DBMS and the applications. The
effectiveness of internal controls

depends to a great extent on the na- -

ture of the database administration
tasks, described in paragraphs 11-
14, and how they are performed.

16. Due to data sharing, data indepen-
dence and other characteristics of
data-base systems, general com-
puter information systems (CIS)?
controls normally have a greater in-
fluence than CIS application con-
trols on database systems. General
CIS controls over the database, the
DBMS and the activities of the da-
tabase administration function have
a pervasive effect on application
processing. The general CIS con-
trols of particular importance in a
database environment can be clas-
sified into the following groups:

2This term is used throughout this Statement in
place of electronic data processing (EDP) used
in prior Statement “EDP Environments—Da-
tabase Systems.”
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« standard approach for development
and maintenance of application

programs;

* data ownership;

¢ access to the database; and

» segregation of duties.

Standard Approach for

Development and Maintenance

of Application Programs
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17. Since data are shared by many us-  17. Go@gsb 3mbs(gdgde asbofoey-

ers, control may be enhanced when
a standard approach is used for de-
veloping each new application pro-
gram and for application program
modification. This includes follow-
ing a formalized, step-by-step ap-
proach that requires adherence by
all individuals developing or modi-
fying an application program, it also
includes performing an analysis of
the effect of new and existing trans-
actions on the database each time a
modification is required. The result-
ing analysis would indicate the ef-
fects of the changes on the security
and integrity of the database. Imple-
menting a standard approach to de-
velop and modify application pro-
grams is a technique that can help
improve the accuracy, integrity and
completeness of the database.
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18. In a database environment, where 18. dmbapgdms da8als a3gdm3o, Lo

1003

many individuals may use programs
to input and modify data, a clear and
definite assignment of responsibil-
ity is required from the database
administrator for the accuracy and
integrity of each item of data. A
single data owner should be as-
signed responsibility for defining
access and security rules, such as
who can use the data (access) and
what functions they can perform
(security). Assigning specific re-
sponsibility for data ownership
helps to ensure the integrity of the
database. For example, the credit
manager may be the designated
“owner” of a customer’s credit limit
and would therefore be responsible
for determining the authorized us-
ers of that information. If several
individuals are able to make deci-
sions affecting the accuracy and in-
tegrity of given data, the likelihood
increases of the data becoming cor-
rupted or improperly used.
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Access to the Database 8mbsygdms 8s80bswdo
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19. User access to the database can be  19. 8mbsyg8mo 580l bgeBalis§gem-

restricted through the use of pass-
words. These restrictions apply to
individuals, terminal devices and
programs. For passwords to be ef-
fective, adequate procedures are re-
quired for changing passwords,
maintaining secrecy of passwords
and reviewing and investigating at-
tempted security violations. Relat-
ing passwords to defined terminal
devices, programs and data helps to
ensure that only authorized users
and programs can access, amend or
delete data. For example, the credit
manager may give salesmen author-
ity to refer to a customer’s credit
limit, whereas a warehouse clerk
may not have such authorization.
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20. User access to the various elements

of the database may be further con-
trolled through the use of authori-
zation tables. Improper implemen-
tation of access procedures can re-
sult in unauthorized access to the
data in the database.

Segregation of Duties

21. Responsibilities for performing the

various activities required to design,
implement and operate a database
are divided among technical, de-
sign, administrative and user per-
sonnel. Their duties include system
design, database design, administra-
tion and operation. Maintaining ad-
equate segregation of these duties
is necessary to ensure the complete-
ness, integrity and accuracy of the
database. For example, those per-
sons responsible for modifying per-
sonnel database programs should
not be the same persons who are
authorized to change individual pay
rates in the database.
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The Effect of Databases on the
Accounting System and Related
Internal Controls
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22. The effect of a database system on 22, 3mbayg8ms daBabs ad3mgbs dgmoce-
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« the extent to which databases are
being used by accounting applica-
tions;

o the type and significance of finan-
cial transactions being processed;

¢ the nature of the database, the
DBMS (including the data dictio-
nary), the database administration
tasks and the applications (e.g.,
batch or on-line update); and

« the general CIS controls which are
particularly important in a data-
base environment.

23. Database systems typically provide
the opportunity for greater reliabil-
ity of data than non-database sys-
tems. This can result in reduced risk
of fraud or error in the accounting
system where databases are used.
The following factors, combined
with adequate controls, contribute
to this improved reliability of data:

* Improved consistency of data is
achieved because data are re-
corded and updated only once,
rather than in non-database sys-
tems, where the same data are
stored in several files and updated
at different times and by different:
progrars.

1003 168

JMa3NV&IAIN LOOEDMAISBOM
LOL&IATBOL (Jbb) BSMIAM —
3MBOBIAMO 3dBOL LOLGI3IBN

* dJRI@EHPYmo sefopbgob IAm-
8653900L g Imbo3gdms ds-
8ol 409dmygbgdols batalibly;

o dbod7doggdgmo gobsblymo
™IgHoogdol §038y wo 3603
3bgenmdady;

» dmbapgdms dadols balinamBg, 338l
89 (3> ImAals mboygdms jogs-
maBy), Imbo(3gdms 3580l sre8ob-
obg@opogmo FoGomgol sdm(e-
63989 > IGmamsdgdols baboomdy
(35396700 ob o MmIgMogn
o adbabrgdowma);

o JUb bagBam gmbgFimemal 3y
0mejlddy, Gmdgmmay gob-
boggmtigdma 360d36gmds
96039dsm dmbsgdmo 3580l
8599 do.

23. 3mbs(gdms da8ob Lobggdgdoa,

Gmameag Fobo, 3mbagdms Lsdy
emmdob Jghm wore dgbadmgdcm-
dsb 98M63922ymagt, gocMy dby
o0 Lobiggdgdo, Ldmag 56 aELgdmdl
3mba(3590 3985, Bmba(3g80:d doBals
8Jmby Lolsggdgdl Bg7demasm oo
ommdaly @ g3emgdol Galsy
ol 353306905 dmomeGymo o
Gogbgols bobg 89380, Bgdegae god
8mMgd0 s@y339870 Jmbghm-
@msb ghmse bgal 7fymdgh dm-
63399 Ldodgemmdals sBamemgdol:

o 79xmdgbrgds 3mbaggdms Lgado-
@7Rmds, Morgdbay dmbagdgd-
ols Rof Mo o gobabermgds bregds
gabge, 03 bobggdgdaliogdb b
Lbgog9%0m, baeap 56 SMLgdmal
3mba(3gBms 3385 @ bars) gHmo
@3 03039 dmboBgde gobsfocy-
370 bbgoralibgs goocegddo oo

1003



CIS ENVIRONMENTS—DATABASE SYSTEMS

* Integrity of data will be improved
by effective use of facilities in-
cluded in the DBMS, such as re-
covery, restart routines, general-
ized edit and validation routines,
and security and control features.

¢ Other functions available with the
DBMS can facilitate control and
audit procedures. These functions
include report generators, which
may be used to create balancing
reports, and query languages,
which may be used to identify in-
consistencies in the data.
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24. Alternatively, risk of fraud orerror  24. 53als Ladetnbdotme cdamomm-

may be increased if database sys-
tems are used without adequate con-
trols. In a typical non-database en-
vironment, controls exercised by
individual users may compensate
for weaknesses in general CIS con-
trols. However, in a database sys-
tem, this may not be possible, as
inadequate database administration
controls cannot always be compen-
sated for by the individuat users. For
example, accounts receivable per-
sonnel cannot effectively control
accounts receivable data if other

1003 169

dabs 96 gemdals ol jo Bgodemgds
a0836@mb, oy Imboygdms da8als
bobggdgdol addmygbgds brgds
3294396360 JmbgBmezab 3398y
80376 3dMgdmdalaag 36 by
33l 8mboa(3gBms 3389, Jomggamo
AmAbsgdemal Jogth aobbme-
0092039 Jmbgfmeb Bypdezes
Jub-obs Logam jmbgtimemda 36~
Lgdgmo 6o jmmgabgdgdel gm-
339bboges. 330l Bogbaeggor, dm-
6o3g3ms d380b 3jmby Liobggdsdo
390l 353901905 Fgbadmmms Bgdeyg-
dgemog go oymb, Gowgeb dmbaygd-

1003



CIS ENVIRONMENTS—DATABASE SYSTEMS

personnel are not restricted from
modifying accounts receivable bal-
ances in the database.
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The Effect of Databases on
Audit Procedures
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vironment will be affected princi-
pally by the extent to which the data
in the database are used by the ac-
counting system. Where significant
accounting applications use a com-
mon database, the auditor may find
it cost-effective to utilize some of
the procedures in the following
paragraphs.

26. In order to obtain an understand-

ing of the database control environ-
ment and the flow of transactions,
the auditor may consider the effect
of the following on audit risk in
planning the audit:

o the DBMS and the significant ac-
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CIS ENVIRONMENTS—DATABASE SYSTEMS

counting applications using the
database;

* the standards and procedures for
development and maintenance of
application programs using the
database;

* the database administration func-
tion;

* job descriptions, standards and pro-
cedures for those individuals re-
sponsible for technical support,
design, administration and opera-
tion of the database;

* the procedures used to ensure the
integrity, security and complete-
ness of the financial information
contained in the database; and

¢ the availability of audit facilities
within the DBMS.

27. During the risk assessment process,

in determining the extent of reliance
on intemnal controls related to the
use of databases in the accounting
system, the auditor may consider
how the controls described in para-
graphs 17-21 are used in the system.
If he subsequently decides to rely
on these controls, he would design
and perform appropriate compli-
ance tests.
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28. Where the auditor decides to per-
form compliance or substantive
tests related to the database system,
audit procedures may include using
the functions of the DBMS (see
paragraph 23) to:

* generate test data;

e provide an audit trail;

« check the integrity of the database;

« provide access to the database or a
copy of relevant parts of the data-
base for the purpose of using au-
dit software (see International Au-
diting Practice Statement 1009
“Computer-Assisted Audit Tech-
niques™); or

* obtain information necessary for
the audit.

When using the facilities of the
DBMS, the auditor will need to ob-
tain reasonable assurance regarding
their correct functioning.

29. Where the auditor determines he

cannot rely on the controls in the
database system, he would consider
whether performing additional sub-

28

29.
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stantive tests on all significant ac-
counting applications which use the
database would achieve his audit
objective, as inadequate database
administration controls cannot al-
ways be compensated for by the in-
dividual users.

30. The characteristics of database sys-

tems may make it more effective for
the auditor to perform a pre-imple-
mentation review of new account-
ing applications rather than to re-
view the applications after installa-
tion. This pre-implementation re-
view may provide the auditor with
an opportunity to request additional
functions, such as built-in audit rou-
tines, or controls within the appli-
cation design. It may also provide
the auditor with sufficient time to
develop and test audit procedures
in advance of their use.

30.
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was approved for publication by the In-
ternational Auditing Practices Commit-
tee and by the Basle Supervisors’ Com-
mittee at their respective meetings in
March 1989. It has a common release
date of July 1989.

Banks play a vital role in economic
life and the continued strength and sta-
bility of the banking system is a matter
of general public concern. The separate
roles of bank supervisors and external
auditors are important in this regard. The
growing complexity of banking makes it
necessary that there be greater mutual
understanding and, where appropriate,
more communication between the bank
supervisors and external auditors.

The purpose of this Statement is to
provide information and guidance on how
the relationship between bank auditors
and supervisors can be strengthened to
mutual advantage. However, as the nature
of this relationship varies significantly
from country to country the guidance
may not be applicable in its enlirety to
all countries. The International Auditing
Practices Committee and the Basle Su-
pervisors’ Committee hope, however,
that it will provide a useful clarification
of the respective roles of the two pro-
fessions in the many countries where the
links are close or where the relationship
is currently under study.
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Introduction

1. Banks play a central role in the
economy. They hold the savings of
the public, provide a means of pay-
ment for goods and services and fi-
nance the development of business
and trade. To perform these func-
tions securely and efficiently, indi-
vidual banks must command the
confidence of the public and those
with whom they do business. The
stability of the banking system, na-
tional and international, has there-
fore come to be recognized as a
matter of general public interest. This
public interest is reflected in the way
banks in all countries, unlike most
other commercial companies, are
subject to supervision of their finan-
cial soundness (usually referred to
as prudential supervision) by central
banks and other official agencies.
Banks’ financial statements are also
subject to examination by external
auditors. The auditor’s opinion lends
credibility to such statements and
thereby assists in promoting confi-
dence in the banking system.

2. As the business of banking grows in
complexity, both nationally and in-
ternationally, the tasks of both bank
supervisors and external auditors are
becoming more and more demand-
ing. In many respects bank supervi-
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sors and external auditors face a
similar challenge and increasingly
their roles are being perceived as
complementary. Not only are super-
visors relying to a greater extent on
the results of the auditors’ work, but
they are increasingly turning to the
accounting profession to undertake
additional tasks which contribute to
the performance of their supervisory
responsibilities. At the same time,
auditors, in carrying out their func-
tions, are looking to the supervisors
for information which can help in
discharging their functions more ef-
fectively.

3. The International Auditing Practices
Committee and the Basle Supervi-
sors’ Committee share the view that
greater mutual understanding and,
where appropriate, communication
would improve the effectiveness of
bank audit and supervision to the
benefit of both disciplines.

4. Three parties have roles and respon-
sibilities in relation to the prudent
conduct of a bank’s business,
namely, management of the bank it-
self, the bank’s external auditors and
the supervisory authorities. The roles
and responsibilities of each partici-
pant in different countries derive
from both law and custom. This
Statement is not concerned with
challenging or changing these roles
1004
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or responsibilities. Rather, it is in-
tended to provide a better under-
standing of the precise nature of the
role of bank auditors and supervi-
sors, since a misconception of such
roles could lead to inappropriate re-
liance being placed by one on the
work of the other.

5. This Statement seeks to remove these

possible misconceptions and to sug-
gest how each might make more ef-
fective use of the work performed
by the other. The Statement accord-

ingly:

* defines the primary responsibility
of management (paragraphs 7-10);

* examines the essential features of
the roles of supervisors and audi-
tors (paragraphs 11-33);

e reviews the extent to which the
roles overlap (paragraphs 34-42);
and

* suggests a mechanism for more ef-
fective co-ordination between su-
pervisors and auditors in the ful-
fillment of their separate tasks
(paragraphs 43-58).
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‘THE RELATTONSHIP BETWEEN BANK
SUPERVISORS AND EXTERNAL AUDITORS

The Statement has been drawn up in
full awareness of the significant dif-
ferences that exist in national insti-
tutional frameworks, notably in ac-
counting standards, in supervisory
techniques and in the extent to
which, in some countries, the audi-
tors currently perform tasks at the
request of the supervisory authori-
ties. It recognizes that in some coun-
tries bank supervisors and auditors
already have closer relationships than
are indicated in the Statement. The
arrangements suggested in the State-
ment should be considered as being
complementary to and not as replac-
ing existing relationships. While the
Statement is not intended to be pre-
scriptive, it is hoped that the views
expressed herein will have relevance
for all situations, although they will
obviously address the situations in
some countries more directly than
those in others.
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7. The primary responsibility for the 7. 33630b bog8056mdody Bmagatia
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conduct of the business of a bank is
vested in the board of directors and
management appointed by it. This
responsibility includes ensuring.

« that those entrusted with banking
tasks are professionally competent
and that there are sufficiently ex-
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perienced staff in key positions;

« that proper control systems exist
and are functioning;

« that the operations of the bank are
conducted with due regard to pru-
dence including the assurance that
adequate provisions are maintained
for losses;

o that statutory and regulatory direc-
tives, including directives regarding
solvency and liquidity, are ob-
served; and

* that the interests not only of the
shareholders but also of the deposi-
tors and other creditors are ad-
equately protected.

8. Management is responsible for pre-
paring financial statements in accor-
dance with national law; such state-
ments must give “‘a true and fair view
of”’ (or “present fairly”) the bank’s
financial position and the results of
its operations in accordance with
generally accepted national account-
ing principles as they apply to banks.
This responsibility includes ensuring
that the auditor who examines and
reports on such statements is pro-
vided with all necessary information
that can materially affect the finan-
cial statements and consequently his
opinion thereon. The management
also has the responsibility to provide
all information to the supervisory

1004
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agencies which such agencies are
entitled by law or regulation to ob-
tain. The information provided to
supervisory agencies normally in-
cludes the financial statements which
are often used by supervisors in their
appraisal of the financial condition
of the bank.

9. Management is responsible for the
establishment and the efficient op-
eration of an internal audit function
in abank appropriate to its size and
to the nature of its operations. This
function constitutes a separate com-
ponent of intemnal control undertaken
by specially assigned staff within the
bank with the objective of determin-
ing whether, amongst other things,
intenal controls are well designed
and properly operated. Management
is responsible for ensuring that the
internal audit function is adequately
staffed with persons of the appro-
priate skills and technical compe-
tence who are free from operating
responsibilities and who report to top
management, and that timely and
appropriate action is taken on their
findings.
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10. These responsibilities of the man-
agement are in no way diminished
by the existence of a system for the
supervision of banks by central
banks or other official agencies or
by a requirement for a bank’s finan-
cial statements to be subject to audit
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11. The customary role of the supervi- 1l. 3jrsdbgreggmol gHorogoyme

sor, and one that is often written into
statute, is to protect the interests of
bank depositors. In practice, how-
ever, this role has increasingly com-
bined with a wider duty to safeguard
the soundness and stability of the
banking system. In some countries,
supervision may also be directed to-
wards ensuring compliance with
monetary or exchange rate policies.
However, in this Statement the fo-
cus is on the prudential aspect of the
supervisor’s role.

12. The ultimate power on which the
authority of most supervisors is
based is the power to authorize or
license an entity to conduct a bank-
ing business and to withdraw such
authorization or license. In order to

1004
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qualify for and retain a banking li-
cense, entities must observe certain
prudential requirements. These re-
quirements may differ from country
to country in their precise specifica-
tion; some may be closely defined
in regulation and others may be more
broadly drawn, allowing the super-
visory authorily a measure of dis-
cretion in their interpretation. How-
ever, the following basic require-
ments for authorization are gener-
ally to be found in most systems of
supervision:

¢ persons who control and manage
the business of a bank must be hon-
est and trustworthy and must pos-
sess appropriate skills and experi-
ence; ’

¢ the bank must have adequate capi-
tal to withstand the risks inherent
in the nature and size of its busi-
ness; and

* the bank must have sufficient li-
quidity to meet outflows of funds.

Further and more detailed require-
ments are often prescribed, includ-
ing minimum numerical ratios for
capital and liquidity adequacy. What-

1004
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ever the precise form of the regula-
tions, however, their objective is to
set conditions to ensure that banks’
managements conduct their business
prudently and have adequate finan-
cial resources to overcome adverse
circumstances and protect depositors
from loss.

13. Failure by a bank to observe the
various conditions or requirements
for authorization will provide grounds
for the supervisor to consider with-
drawing the license. But withdrawal
of a license, effectively terminating
the business, may well precipitate
insolvency and, therefore, is gener-
ally a sanction of last resort, to be
used only when it is clear that no
other possibilities for corrective ac-
tion remain. As a less drastic proce-
dure, in order to remedy incipient
weaknesses, supervisors generally
have powers to issue formal direc-
tives to a bank requiring it to take
action to strengthen some aspect of
its business, for example, by inject-
ing additional capital or improving
internal controls. However, recourse
to legal powers is rarely necessary
and ongoing supervision is generally
conducted on the basis of informal
guidance and persuasion.

1004

13.

184

306J0L BIRIFLIRITIBALY RS 3064
IIR0SMAHIBNL VAHNIATIMBS

8700l Bomgmom, J>aMed Gmgmto
12985270y 36 Jbms oymls JsMga-
Jotigdgmo Sdggda, dsmn dodsbos
Jotmdgdols 3g486s 0dobs B8G76gge-
Lagmgoe, Gmd 33630l bymddemg-
2bgmmds ambogfigmae sfomdmgd-
@9l 0530l b3J30s6mMdL o A6
2gb Lo ydathabio gobabligto Ggbym-
Lgdo sGebgmbsyMmgmo dmgegbad-
ab adsbomoborg s 3569dhggdols
8oMomobiasb @absogow.

33630b BogtH mogolio Jamgded-
mbommgdol Bmabmgbgdolis ©o bb-
goeslbgs Jommdgdal msGmgggs
booropl 7Jdbol 8gwedbgeggels,
6&md a3bobommb eogbBoals Bed-
o830l bs goobo. Boa™ad caygb-
8oob RodmEIMBg398 (Goy 9993
700w Fyz98L Logdosbmbdals) Fgbs-
degdgens osBdomml asmabreols
TPAmMdS o 30ebrm, nogmgds Go
4302089 YgoaFglimdse, godmoy-
96g%s Fbmmme 35306, Hmeglsy
28396159, Bind bbgo a4edmbalifmeg-
dgo embobdogdols Bogomgdal
gLodemgdeamds 56 sGbgdmdl s
dmBgbomo 65 jmgobgdgdel godm-
babfmgdmoe. Gmamey Fabo, dy
G000 6o jergdoe 33536 IGmyg
27l FomBmoragbl 3gesdbye-
39e2gdob Jgegds, 3odmbygb mge
(oo eofgdgoggde b6 35d0
Lovgols, baag dmebmgborze agbgds
336 30bs Lio7J3056mdals BremBgemady Sb-
Jndeols asbadmogMgdgmo ombolid-
079900l Bogatigds, dogscomar, ©0
sggd000 Jodogscmols dggsbs b
Bod JmbgFmeol a>79xmdglgdo.
agdyd 0gfogogmo PPe@dad-
obomgdals 458mygbgds 0dgnsmor
stfols Ladom o 3gesdbgeggmm

1004



1004

THE RELATIONSHIP BETWEEN BANK
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14. One of the main pillars of pruden-

tial supervision is capital adequacy.
In most countries there are minimum
capital requirements for the estab-
lishment of new banks and capital
adequacy tests are a regular element
in ongoing supervision. In line with
the method agreed among the super-
visory authorities represented on the
Basle Supervisors’ Committee, capi-
tal adequacy is measured in most
countries by comparing the capital
resources of a bank with its total as-
sets and off-balance-sheet engage-
ments, weighted to reflect the rela-
tive risk inherent in the various cat-
egories of assets or off-balance-sheet
items. For major international banks
the members of the Basle Supervi-
sors’ Committee have agreed that a
minimum standard for this ratio of
8% should apply. Capital is also of-
ten used as a standard against which
to measure or to limit the risks in-
herent in the types of transactions
undertaken by banks.

15. Banks are subject to a variety of

risks. The most significant of these,
in terms of historical loss experience,
is credit risk—the risk that a bor-
rower will not be able to repay his
loan when due. It is not the

14.
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supervisor’s role to direct banks’
lending policies, but he has an inter-
est in seeing that banks have effec-
tive credit review procedures which
are applied consistently. He also
seeks to ensure that credit risk is
adequately diversified by means of
rules to limit exposures, whether in
terms of individual borrowers, indus-
trial or commercial sectors or par-
ticular countries. Supervisors also
seek to monitor and limit a range of
other banking risks, such as liquid-
ity and funding risk, interest rate and
investment risk, foreign exchange
risk and off-balance-sheet risk. In-
creasingly, supervisors are attempt-
ing to develop systems of measure-
ment which will capture the extent
of exposure to specific risks. These
systems often form the basis for spe-
cific controls or limils on the vari-
ous categories of exposure.

16. One of the most important determi-
nants of a bank’s stability, though
one of the most difficult to assess, is
the quality of its assets. It is there-
fore essential for the supervisor to
be confident that adequate provisions
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have been made, for example in re-
lation to bad and doubtful debts.
While the correct valuation of assets
is the primary responsibility of man-
agement, it is often a matter of judg-
ment and supervisors seek to satisfy
themselves that this judgment is
properly and reasonably exercised.
For example, supervisors may seek
to ensure that banks adequately rec-
ognize the risk arising from their loans
to heavily-indebted countries, per-
haps by laying down guidelines or
requirements for adequate levels of
provisions.

17. Accurate and prudent valuation of
assets is of great importance for su-
pervisors because it has a direct
bearing on the determination of the
amount of net assets held by a bank
and the amount of shareholders’ eg-
uity (capital plus retained earnings).
As already indicated, capital is widely
used as the supervisory standard
against which exposures are mea-
sured or limited. In general, unless
he makes his own independent ex-
amination, the supervisor relies in
large part on the management’s judg-
ment of the correct valuation of as-
sets and on the auditor’s examina-
tion of that valuation.

187

336400 BIRHILINIII3NLY RO 304D
SIRNSMGINL IG0NIAONMBS

©3%§d7690 70 aymb glodadolo
G9336ggdol, Bsgomama, bagdgm
3oe2gdob, BgBgMggbol s@ligdmso.
do7bgeage adobs, HmB sdgoggdeb
Lfmmo Bggobgds byenddmgebymm-
dols g3gezem Joligboldagdeaedss, g
Lo goobo bBoMse Bbxgmmdobs @
aobbocmgol Logsbos; 3geodbye-
30200 pomm3nb a6 §36ebyb,
G b joobo bfmGoc @d dgbog-
3Gobor aymb ass8mgdaee, Bogvez-
0md, 8ee3bgrggegde dgadagds
9092mb, HmI 35639335 orgy-
3987 3ogsbmb 3dadge ogece-
asbgdyeze Jagybgdabisorgel asgs-
7 bgbbgdmsb @sgogdetigdyme
tab g, doadcnoeE, 9wy jgos Mo
3856g300b 334360b Bglobgd G-
3m39bangdall 36 dmabmgbgdals
399335390000

17. adgoggdob 3jbgom ms LfmMog

B9zoligdob oo 30dgbgenmds sl
85ee3bgeggmobsmgol, Gorash gb
Joirado® 730390Mrgds dabjol
§00bs ofgoggdobs o basgyem
Jodogomab (jodogoma Il
adpbofomgdgme dmagds) as6-
badagob. eamey 739 S2obadbs,
39300 gaGome godmaygbgds,
mpmig Lalgeadbgeggmm bm™ds,
3ol Imbgegems) 08mdgds 26
dpofiegds Mabyy @odagdagdemy
dob bathobbo. Bzggemgdtog, aohes
03 339mbggggdabs, Gorgbyy
89=0dbgrgymo By orgdg
879m§agdal sbmyogemgdl, ago
360336gmmgbse gyFiebmds by
@8dmg06gmmdal dmbadeigdgdl
sga0ggdols Lo Bgmeligdols Bglob-
g0 ©> 93 Iggolgdal sgeegmtiab
3096 Bogatgdgm 3g3m§dgdsl.

1004



THE RELATIONSHIP BETWEEN BANK
SUPERVISORS AND EXTERNAL AUDITORS

18. Supervisors attach considerable im-
portance to the need for banks to
have a well-designed organizational
structure and to operate efficient in-
formation and control systems for
the management of risk. Similarly,
supervisors are concemned to ensure
that accounting records are properly
maintained and that standard ac-
counting procedures are followed so
that:

« the whole banking operation is ef-
fectively and efficiently handled;

» management has a sound basis for
monitoring, controlling and plan-
ning the different exposures under-
taken; and

« the possibility of staff, management
or customer fraud is reduced.

The growth in the complexity of fi-
nancial markets has created a match-
ing need for systems of internal con-
trol designed to meet the needs of a
growing number of new types of
transactions. The development of
sophisticated real-time electronic data
processing systems has greatly im-
proved the potential for control, but
in turn has brought with it additional
risks arising from the possibility of
computer failure or fraud.
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THE RELATIONSHIP BETWEEN BANK
SUPERVISORS AND EXTERNAL AUDITORS

19. Supervisors are concemed to en-
sure that the quality of management
is adequate for the nature and scope
of the business. In regulatory envi-
ronments in which on-site inspec-
tions are regularly carried out, the
examiners have an opportunity to
notice signs of management failing.
Elsewhere, the supervisor normally
arranges to interview management
on a regular basis and pursues other
opportunities for contacts where
they arise. Whatever the nature of
the regulatory environment, the su-
pervisor tries to use these opportu-
nities to form an opinion about the
competence of management and to
ensure that it has a clear idea of its
strategy. Similarly, he seeks to dis-
cover whether the bank is properly
equipped to carry out its functions
in terms of the skills and competence
of its staff and the equipment and
facilities at its disposal.

20. According to the nature of the su-
pervisory rules, the method of en-
suring that they are followed tends
to vary from country to country. In
essence, there are two main tech-
niques which can be used:

* on-site examinations; and

1004 189

36INL BIRIFBIRVIIVZNLO R 336D
SIRNEMAIB0L DAOINIGOIM3D

19. 850s8bgreggmade 361765396 adady,

Hm3 BoBogob bacolbo Bgqbsdsdg-
dmegl 39630L LaJBasbmdols babe-
oo @ bdgadl. abgo doga-
oMb g3hg8mBo, by Bgml-
39090 Ggagestigmse gy
boogeegds bmmdy, 993dm§ay-
3engdlb bodgommgds gdemggom 3983
BBomb bgmBdegabgmmdab Fotig-
g0 o Bogemmgabgdgdo.
bgs 3980bg390dn 3gradbgrggeme
G)a1@IG IR Sgotgdl ao-
ba7369393L bym8drmgobgam-
33Lnsb y gmbgadegdolamgal oy
26980 Ubgo Bgladepdazmdndtiog, g
330l LoTgomgdo sGbLgdmab.
Geagmthog 56 76 agmb doGgar-
e0fgbgeze 43hgdm, Byesdbegyee
peommdls 93 Jgbodmmgdenmdgdab
333my36383b 08olymgeb, Gmd 5860
3504360b byemddmgabgmamdals jom-
83989600l Bglobgd mo wMY-
37b2gb, G 3sb Boomor gldab
mogabo LgMoggaes. sbygg 8ges-
3bgrgoeze pommb 0ol 336337
390, BgboggGobo ool oy ofs
336 30 Bg00tagdma mogabo g6-
gonpal gaBbobentiggeypese b
233Gedezgdols ggoezagagsyoals @
3m33980bye0l, 53fgengy 3ol asbjach-
a7egdsdo dgmao dobdobs-dmfym-
docomdgdabs s bbgo Ladgomgdge-
obs ogocmbiadabioon.

20. La3yadbymggeem Falgdols d69d-

ab 3gLadodaboe domo ®dpgols
78636g9eymgols dgmmggde bbgs-
©obbge Jgoysbsde Lbgowslibgon-
33700, 36 bgdomag Mo doGoosreo -
dgomeo s6ligdmdls:

* segoedy 3g9mfagds @

1004



THE RELATIONSHIP BETWEEN BANK
SUPERVISORS AND EXTERNAL AUDITORS

» the collection and interpretation of
regular reporting returns and other
statistical data.

Supervisory systems make use of
both techniques, although the degree
of reliance placed on one or the oth-
er will vary from country to country.

21. On-site examination is demanding
in terms of supervisory resources
and cannot, except in the case of
very small banks, regularly address
more than a small part of the
institution’s activities. In some coun-
tries, examination techniques tend to
concentrate on the quality of the loan
assets and the documentation sup-
porting them and the adequacy of
internal controls set by management.
In other countries, examination fo-
cuses not only on loan assets, but
also on other types of exposure re-
ferred to in paragraph 15. Where loan
quality classification systems are in
use, the inspectors will routinely ex-
amine a sample of loans to check
whether they have been cormrectly
classified. Inspectors will also pay
attention to policies with regard to
provisions for bad and doubtful debts
and will judge whether provisions are
adequate in the light of the perceived
quality of the loan-book. In the case
of banks with wide-ranging activi-
ties or complex networks, attention
will also be focused on the extent to
which control is exercised and the
risk managed on a global basis. In
special circumstances, where the
supervisory authority is already
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aware of particular problems, the
examination would be more nar-
rowly focused.

22. The examination of reporting returns

and statistical data is less costly and
the expense is shared more evenly
between the banks (whose own in-
ternal information systems must be
adapted to provide data) and the su-
pervisory authority (which is respon-
sible for designing the returns and
interpreting the data). The reporting
returns will normally provide a de-
tailed breakdown of the composition
of the balance sheet (including off-
balance-sheet items) and of the profit
and loss account. The information
should, in principle, be sufficient to
enable the supervisor to form a view
of a bank’s exposure to the various
categories of risk. Examination of
reporting returns submitted at regu-
lar intervals allows the supervisor to
monitor developments in the busi-
ness in a more frequent and timely
manner than is the case with on-site
inspection. However, reporting re-
turns have the following limitations:
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SUPERVISORS AND EXTERNAL AUDITORS

« they are generally designed for
completion by the banking system
as a whole and may not capture
adequately new types of risk or the
particular activities of an individual
institution;

* their usefulness in providing early
warning to the supervisor depends
on the quality of banks’ own inter-
nal information systems and the
accuracy with which the returns are
completed; and

* even with reliable, comprehensive
data, experienced judgment is
needed to interpret the results.
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The Role of the Bank’s External
Auditor

336 40b ashg smotymbob
896Jpogde

23. The primary objective of an audit 23. a3y sgRegmmal Jog hodoggdy-

of a bank by an extemal auditor is
to enable the auditor to express an
opinion as to whether the published
financial statements of the bank give
a “true and fair view of”’ (or “‘present
fairly”) the bank’s financial position
and the results of its operations for
the period for which such statements
are prepared. The auditor’s report
is normally addressed to the share-
holders, but is used by many other
parties, such as depositors, other
creditors and supervisors. The
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THE RELATIONSHIP BETWEEN BANK
SUPERVISORS AND EXTERNAL AUDITORS

auditor’s opinion helps to establish
the credibility of the financial state-
ments. The user, however, should
not interpret the auditor’s opinion as
an assurance as to the future viabil-
ity of the bank or an opinion as to
the efficiency or effectiveness with
which the management has con-
ducted the affairs of the bank, since
these are not the objectives of the
audit.

24. To form an opinion on the financial

statements, the auditor seeks to ob-
tain reasonable assurance as (o
whether the information contained
in the underlying accounting records
and other source data is reliable and
sufficient as the basis for the prepa-
ration of financial slatements and also
whether the relevant information is
properly communicated in the finan-
cial statements. For this purpose, the
auditor:

* makes a study and evaluation of
the accounting systems and inter-
nal controls on which he wishes to
rely;

* tests the operation of those con-
trols to assist in determining the na-
ture, extent and timing of other au-
diting procedures; and
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* carries out such tests, inquiries and
other verification procedures of ac-
counting transactions and account
balances as he considers appropri-
ate in the circumstances.

25. In carrying out the audit of a bank,
the independent auditor recognizes
that certain features of banks may
cause special problems. Thus:

* banks have custody of large vol-
umes of money, including cash and
negotiable instruments, whose
physical security has to be assured.
This applies both to the storage and
the transfer of money and makes
banks vulnerable to misappropria-
tion or fraud. They therefore need
to establish formal operating pro-
cedures, well defined limits for in-
dividual discretion and rigorous sys-
tems of internal control;

* banks engage in a large volume and
variety of transactions both in terms
of number and value. This neces-
sarily requires complex accounting
and internal control systems and
widespread use of electronic data
processing;
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THE RELATIONSHIP BETWEEN BANK
SUPERVISORS AND EXTERNAL AUDITORS

¢ banks in most countries normally
operate through a wide network of
branches and departments which
are geographically dispersed. This
necessarily involves a greater de-
centralization of authority and dis-
persal of accounting and control
functions with consequent difficul-
ties in maintaining uniform operat-
ing practices and accounting sys-
tems, particularly when the branch
network transcends national bound-
aries;
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banks usually assume significant
commitments without any transfer
of funds. These items, normally
called “off-balance-sheet” items,
may not involve accounting entries
and consequently the failure to
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THE RELATIONSHIP BETWEEN BANK
SUPERVISORS AND EXTERNAL AUDITORS

26. A detailed audit of all transactions
of a bank would not only be time-
consuming and extremely expensive
but also wholly impracticable. The
auditor therefore bases his examina-
tion on the testing and evaluation of
the intenal control systems designed
to ensure the accuracy of the ac-
counting records and security of the
assets, on the use of sampling tech-
niques and analytical review proce-
dures and on the verification and
assessment of the assets and liabili-
ties. In particular, he is concerned
about the recoverability and conse-
quently the carrying value of loans,
investments and related assets and
about the identification and adequate
disclosure in the financial statements
of all material commitments and li-
abilities, contingent or otherwise.

27. While the auditor has sole responsi-
bility for his report and for deter-
mining the nature, timing and extent
of his procedures, much of the work
of the internal audit department can
be useful to the audilor in his exami-
nation of the financial information.
The auditor, therefore, as part of his
audit evaluates the internal audit
function insofar as he believes that
it will be relevant in determining the
nature, timing and extent of his pro-
cedures.
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28. Judgment permeates the auditor’s 28, sjcogmab bad3dsm gythebm-

work. The auditor has to use his
judgment, inter alia, in:

*deciding upon the nature, timing and
extent of his audit procedures;

* evaluating the results of those pro-
cedures; and

+ assessing the reasonableness of the
judgments and estimates made by
management in preparing the finan-
cial statements.
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29. An auditor plans and conducts the 29. sjegmta 0d3gs6or 3gadagh @o

audit to have a reasonable expecta-
tion of detecting misstatements in the
bank’s financial statements which,
individually or in aggregate, are ma-
terial in relation to the financial in-
formation presented by those state-
ments. The auditor considers mate-
riality at both an overall level and in
relation to individual account bal-
ances and disclosures. The assess-
ment of what is material is a matter
for the auditor’s professional judg-
ment, but it is influenced by his per-
ception of the needs of the user of
the bank’s financial statements and
by his assessment of the risk that
material misstatements in such infor-
mation may remain undetected and
of the consequences thereof. Mate-
riality may also be influenced by
other considerations such as legal
and regulatory requirements,
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whether relating to the financial in-
formation as a whole or to individual
items thereof. Therefore, an auditor
may apply different levels of mate-
riality for different components of
the financial statements. Similarly,
the level of materiality used by an
auditor when reporting on a bank’s
financial statements may be differ-
ent from the level used when mak-
ing special reports to a bank’s su-
pervisor.

30. In forming his opinion on the finan-
cial statements, the auditor carries
out procedures designed to obtain
reasonable assurance that the finan-
cial statements are properly stated
in all material respects. Because of
the test nature and other inherent
limitations of an audit, together with
the inherent limitations of any sys-
tem of internal control, there is an
unavoidable risk that even some
material misstatements may remain
undiscovered. The risk of not de-
tecting a material misstatement re-
sulting from fraud is greater than the
risk of not detecting a material mis-
statement resulting from error, be-
cause fraud usually involves acts
designed to conceal it, such as col-
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lusion, forgery, deliberate failure to
record transactions or intentional
misrepresentation being made to the
auditor. Unless the auditor’s exami-
nation reveals evidence to the con-
trary, the auditor feels entitled to ac-
cept representations as truthful and
records and documents as genuine.
However, the auditor plans and per-
forms his audit with an attitude of
professional skepticism, accepting
that he may encounter conditions or
events during his examination that
would lead him to question whether
fraud or error exist.

31. A matter of particular concern to

the auditor is obtaining assurance that
appropriate accounting policies have
been followed by the bank and that
these have been consistently em-
ployed. The financial statements of
banks are prepared in the context of
the legal and regulatory requirements
prevailing in different countries and
accounting policies are influenced by
such regulations.

32. When the auditor discovers an er-

ror material to the financial state-
ments, including the use of an inap-
propriate accounting policy, an as-
set valuation with which he does not
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agree or a failure to disclose essen-
tial information, he requires that the
financial statements be adjusted to
correct the error. If management re-
fuses to make the correction the au-
ditor issues a qualified or an adverse
opinion on the financial statements.
Sueh a report would have a serious
impact on the credibility and even
stability of the bank, and manage-
ment therefore usually takes the steps
necessary to avoid it. Likewise, an
auditor would not issue an unquali-
fied opinion if he has not been pro-
vided with all the information or ex-
planations he requires.

33. As a supplementary but not neces-
sarily integral part of his role, the
auditor usually fumishes manage-
ment with a management letter. This
letter customarily contains comments
on such matters as deficiencies in
internal control or other errors or
omissions which have come to the
auditor’s attention during the course
of the audit, but which do not war-
rant a qualification in his audit re-
port because he has been able to
carry out additional procedures to
compensate for a weakness in con-
trol or because the errors have been
corrected in the financial statements
or are immaterial in'this context. In
some countries, an auditor also sub-
mits, either as part of a statutory re-
quirement or by convention, a long-
form report to management or to the
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supervisory authorities on specified
matters such as the composition of
accounting balances or of the loan
portfolio, liquidity and earnings, ra-
tios, the adequacy of internal con-
trol systems, an analysis of banking
risks, or compliance with legal or
supervisory requirements.
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The Relationship Between the
Supervisor and the Auditor
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34.In many respects the supervisorand 34. 3336 bajombdo Bgeedbyreggmbe
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the auditor have complementary con-
cerns regarding the same matters
though the focus of their concerns
may be different. Thus:

* the supervisor is primarily con-
cerned with the stability of the bank
in order to protect the interests of
the depositors. Therefore, he moni-
tors its present and future viability
and uses financial statements to as-
sist in assessing its developing ac-
tivities. The auditor, on the other
hand, is primarily concerned with
reporting on the financial position
of the bank and on the results of
its operations. In doing so, he also
considers the bank’s continuing vi-
ability (generally for a period not
to exceed one year from the bal-
ance-sheet date) in order to sup-
port the “going concern” basis on
which the financial statements are
prepared;
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« the supervisor is concemed with the
maintenance of a sound system of
internal control as a basis for safe
and prudent management of the
bank’s business. The auditor, in
most situations, is concerned with
the assessment of internal control
to determine the degree of reliance
he can place on the system in plan-
ning and carrying out his work; and

« the supervisor is concerned with the
existence of a proper accounting
system as a prerequisite for obtain-
ing reliable information for the mea-
surement and control of risk. The
auditor is concerned to obtain as-
surance that the accounting records
from which financial statements are
prepared have been properly main-
tained.

35. 1t is therefore necessary that, when
a supervisor uses audited financial
statements in the course of his su-
pervisory activities, he recognizes
that the statements have been pre-
pared for a purpose which is differ-
ent from the purpose for which he
may wish to use them. In particular,
he needs to bear in mind:

» the accounting policies used in the
preparation of the statements and
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their appropriateness for the pur-
poses for which he wishes to use
them;

the “going concern™ basis on which

the financial statements are drawn
up and according to which asset and
liability values are determined;

that financial statements are pre-
pared on the basis of judgments
and estimates made by the man-
agement and assessed by the audi-
tor, which makes the information
contained, to some extent, subjec-
tive;

* that the financial position of the
bank may have been affected by
subsequent events since the finan-
cial staternents were drawn up; and

« that, given the different purposes
for which internal control is evalu-
ated and tested by the supervisor
and the auditor, he cannot assume
that the auditor’s evaluation of in-
ternal control for the purposes of
his audit will necessarily be ad-
equate for the purposes for which
the supervisor needs an evaluation.

36. Nonetheless, there are many areas

where the work of the supervisor
and of the auditor can be useful to
each other. Management letters and
long-form reports submitted by au-
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ditors can provide supervisors with
valuable insight into various aspects
of bank’s operations. It is the prac-
tice in many countries for such re-
ports to be made available to the su-
pervisors.

37. Similarly, auditors can obtain help-
ful insights from information origi-
nating from the supervisory author-
ity. When a supervisory inspection
or a management interview takes
place, the conclusions drawn from
the inspection or interview are cus-
tomarily communicated to the bank.
These communications can be use-
ful to auditors inasmuch as they pro-
vide an independent assessment in
important areas such as the ad-
equacy of provisions for bad and
doubtful debts and focus attention
on specific areas of supervisory con-
cem. Supervisory authorities may
alsodevelop certain informal pruden-
tial ratios or guidelines which are
made available to the banks and
which can be of assistance to audi-
tors in performing analytical reviews.

38. When communicating with manage-
ment, both supervisors and auditors
need to be aware of the benefits
which can flow to each other from
knowledge of the matters contained
in such communications. It would
therefore be advantageous for com-
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munications of this nature to be made
in writing, so that they would form
part of the bank’s records to which
the other party should have access.

39. There may be circumstances in
which either the auditor or the su-
pervisor becomes aware of impor-
tant information which he believes
is not available to, and which needs
to be communicated to, the other
party. Such circumstances may, for
example, arise:

* where the auditor becomes aware
of facts which mightendanger the
existence of a bank;

* where either the auditor or the su-
pervisor detects an indication of
fraud at a senior level;

« where the auditor intends to resign
in the course of an audit;

« where the auditor has an irreconcil-
able difference of view with man-
agement over a material aspect of
the financial statements, as a result
of which he is intending to issue an
audit opinion which is not unquali-
fied;

* where the supervisor has informa-
tion which can materially affect the
financial statements or the auditor’s
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report; and

* where the auditor believes a matter
should be communicated to the
supervisor and management has
failed to make such communica-
tion when requested to do so.

40. In order to preserve the concerns
of both parties regarding the confi-
dentiality of information acquired
while carrying out their respective
functions, it is normal that, when
contacts between the supervisor and
the auditor become necessary, man-
agement of the bank is also present
or at least informed, though in a few
countries procedures for bilateral
contacts between the supervisor and
the auditor exist. However, even
where they do not exist, rare and
exceptional circumstances may arise
which justify direct communication
between supervisors and auditors.
The primary condition for excluding
the management of the bank from
discussions would be that its pres-
ence would compromise their pur-
pose. Some countries have therefore
removed the confidentiality con-
straints from both parties to enable
important and otherwise confiden-
tial information to be exchanged.
Where there is an Audit Committee,
a supervisory board or a similar
body, the party initiating bilateral
consultation should consider whether
it needs simultaneously to inform that
body of the substance of the prob-
lem under discussion.
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41. It is becoming common in a num-
ber of countries for the auditor to
carry out specific assignments or to
issue special reports in accordance
with statutes or at the request of the
supervisor to assist the supervisor in
discharging his functions. These du-
ties may, inter alia, include reporting
upon whether, in his opinion:

« specified cover ratios or other pru-
dential requirements included in re-
porting returns have been accu-
rately completed;

*licensing conditions have been com-
plied with;

» the transactions of the bank which
have come to the auditor’s atten-
tion in the course of the audit are
in accordance with specified laws
applicable to banks; and

* the systems for maintenance of ac-
counting and other records and/or
the systems of internal control are
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adequate.

42. The supervisor has a clear interest
in ensuring high standards of bank
auditing. Accordingly, he will seek
to maintain close contact with the
professional auditing bodies. In some
countries, the supervisor has statu-
tory powers over the appointment
of auditors, such as the right of ap-
proval or removal, and the right to
commission an independent audit.
These powers are intended to en-
sure that auditors appointed by banks
have the experience, resources and
skills necessary in the circumstances.
Where there is no obvious reason
for a change of auditor, supervisors
would also normally wish to investi-
gate the circumstances in which a
bank has failed to reappoint an au-
ditor.

Criteria for a Possible Extension
of the Auditor’s Role as a Con-
tribution of the Supervisory
Process

43. Itis necessary that requests to au-
ditors to assist in specific supervi-
sory lasks be made in the context of
a well defined framework, perhaps
even written into national legislation.
It is considered that the following
criteria need to be established.
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44, Firstly, the basic responsibility for 44. Jofggemo, 8gesfbgeggmols 38676

1004

supplying complete and accurate in- 3a22ymas bfhgmo ©o 37bgo dbgm@-
formation to the supervisor must re- 3000 76Es @aMhgl 3640l by
main with the bank management. 8dgabgemmdab doHamargo Jsbigb-
The auditor’s role is to verify and to ob3apenmdols e, s7engmGols

lend additional credibility to that in-
formation. As such he does not as-
sume any of the responsibilities of
the supervisor but assists the super-
visor to make his judgments more
effectively.

45. Secondly, the normal relationship

between the auditor and his client
needs to be safeguarded. There must
thus be either a statutory basis for
the work or a contractual agreement
between the bank and the supervi-
sory authority. If there are no other
statutory requirements or contractual
arrangements, all information flows
between supervisors and auditors
need to be channelled through the
bank except in exceptional circum-
stances. Thus, the supervisory au-
thority would request the bank to
arrange to obtain the information it
requires from the auditor and such
information would be submitted to
the supervisor through the bank. Any
meetings between the auditors and
supervisors would, except as indi-
cated in paragraph 40 above, be at-
tended by representatives of the
bank; and the bank’s approval
would be required for transmitting
to the supervisory authority copies
of management letters and long-form
reports.
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46. Thirdly, before concluding any ar-
rangements with the supervisor, the
auditor should consider whether any
conflicts of interest may arise. If so,
these should be satisfactorily re-
solved before the commencement of
the work, normally by obtaining the
prior approval of the bank’s man-
agement to undertake the assign-
ment.

47. Fourthly, the supervisory require-
ments must be specific and clearly
defined in relation to the informa-
tion required. This means that the
supervisor needs as far as possible
to describe in quantitative terms the
standard against which the bank’s
performance can be measured, e.g.,
by giving minimum levels or ratios
which banks should meet so that the
auditor can report whether or not
they have been achieved. If, for ex-
ample, information is required on the
quality of loan assets, the supervi-
sor has to specify what criteria are
to be used in classifying the audited
loans according to risk category.
Similarly, wherever possible, some
understanding must be reached be-
tween supervisors and auditors re-
garding the concept of materiality.

48. Fifthly, the tasks which the auditor
is asked by the supervisor to per-
form need to be within his compe-
tence, both technical and practical.
He may, for example, be requested
1004
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to assess the extent of a bank’s ex-
posure to a particular borrower or
country, but he would not without
clear and specific guidance be in a
position to judge whether any par-
ticular exposures are excessive. In
addition, audits are carried out at in-
tervals and not continuously, so that,
for example, it is not reasonable to
expect the auditor to carry out acom-
plete evaluation of internal control
or to monitor a bank’s compliance
with all supervisory rules except
through an ongoing program of work
over a period of time.

49. Sixthly, the auditor’s task for the
supervisor must have a rational ba-
sis. This means that except in spe-
cial circumstances the task must be
complementary to his regular audit
work and can be performed more
economically or more expeditiously
than by the supervisor, either because
of the auditor s specialized skills or
because duplication is thereby
avoided.

50. Finally, certain aspects of confi-
dentiality need to be protected, in
particular the confidentiality of in-
formation obtained by the auditor
through his professional relationships
with other clients and not available
to the bank or the public.
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Specific Directions in Which the
Auditor’s Role Can Be Extended

51. The way in which the auditor’s role
can be extended depends on the na-
ture of the national supervisory en-
vironment. For example, if an ac-
tive approach is followed by the su-
pervisor, with frequent and rigorous
inspection, the assistance which
might be asked of the auditor would
normally be minimal. If, on the other
hand, there is a history of less direct
supervision, primarily based on the
analysis of reporting returns pro-
vided by bank’s management, as op-
posed to inspection, or if supervi-
sory resources are limited, the su-
pervisor can profit from the assis-
tance which the auditor can offer in
providing his opinion on the reliabil-
ity of the information obtained.

52. Nowadays, however, few countries
are practicing a supervisory approach
which does not contain elements of
both approaches. As banking devel-
ops in complexity, inspection is prov-
ing more and more demanding in

.terms of supervisory resources.
Many supervisory authorities which
practice on-site inspection are thus
being driven to place greater reliance
on reporting returns and to look to
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the auditors for assistance in those
areas for which their skills are par-
ticularly suited.
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ing specific tasks.
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a°%adagdol gm0l 26edl,
sc3mbbies, Bemd aregoendy 38mfdy-
3abs o6 3970 batabbo Labiyhg-
2 Jooghabmadsl JBAabagezymgl
33ag060e, sigm J30y69030 Byesd-
baeggezgde dbezs Jg@m 3gaoe Bo-
35605776 @obabdshigdmor s7e-
&mBPRL byjoge e Rogoegbgdeo.

54. Examples of the specific supervi- 54. gggdmor gobbomgmod 8geodbge-

sory tasks to which auditors are spe-
cifically suited are:

* the verification of prudential re-
turns. In a number of countries, su-
pervisors find it helpful to require
banks to obtain the auditor’s opin-
ion that selected returns have been
properly extracted from the bank’s
records;

» the evaluation of a bank’s informa-
tion and control systems on the
basis of criteria provided by the su-
pervisor. With the increase in the
complexity and volume of transac-
tions and increasing reliance on
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electronic data processing systems,
the need for adequate control sys-
tems becomes even more impera-
tive;

* the expression of an opinion on ad-
herence to appropriate accounting
policies, particularly with regard to
provisions against potential losses.
Supervisors are increasingly look-
ing to auditors for advice as to
whether accounting policies fol-
lowed are appropriate and whether
policies for providing for bad and
doubtful debts are adequate; and

« the examination of the accounting
records and control systems regard-
ing the bank’s fiduciary (including
safe custody) activities, in countries
where these are not considered as
part of the normal audit function.
Where the volume of fiduciary ac-
tivities is material in the context of
a bank’s size, supervisors are con-
cemed to ensure that these activi-
ties are properly segregated from
the bank’s own operations and that
adequate controls are in place to
ensure against possible fraud or
misappropriation.

55. In those countries where contacts

between the auditors and the super-
1004
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visors have been close over a long
period, a bond of mutual trust has
been built up and extended experi-
ence has enabled each to benefit
from the other’s work. Experience
in those countries indicates that the
conflicts of interest that auditors may
in principle perceive as preventing
close collaboration with supervisors
assume less importance in practice
and do not present an obstacle to a
fruitful dialogue.

The Need for a Continuing
Dialogue Between Supervisory
Authorities and the Auditing
Profession

56. If supervisors are to derive benefit
from the work of auditors on a con-
tinuing basis, supervisors need to take
the auditing profession as a whole
into their confidence in relation to
current areas of supervisory con-
cemn. This can probably be achieved
most effectively through periodic dis-
cussions at the national level between
the supervisory authorities and the
professional accounting bodies. Such
discussions could cover areas of
mutual concern, for example the
treatment of claims on heavily-in-
debted countries. It would be of con-
siderable assistance to auditors in
making informed judgments if they
were to have as clear an understarid-
ing as possible of the supervisory au-
thorities’ knowledge and attitude on
such matters. In the course of such
discussions, supervisors should also
have an opportunity to express their
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views on accounting, policies and
auditing standards generally and on
specific audit procedures in particu-
lar. This would assist in improving
the standard of auditing generally for
banks. It may well be advisable for
the banks’ own associations to be
involved in discussions on some of
these topics to ensure that the views
of all parties are taken into account.

57. Discussions between supervisory
authorities and the professional ac-
counting bodies could also usefully
range over major auditing issues and
topical accounting problems, such as
the appropriate accounting tech-
niques for newly developed instru-
ments and other aspects of financial
innovation and securitization. These
discussions could assist in the evo-
lution of the most appropriate ac-
counting policies in the circum-
stances.

58. Both supervisory agencies and the
accountancy profession are con-
cemed to ensure that there is uni-
formity between different banks in
the application of appropriate ac-
counting policies. Supervisory agen-
cies are often able to exercise a more
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THE RELATIONSHIP BETWEEN BANK
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persuasive influence over banks in
achieving uniform policies because
of their regulatory powers, while
auditors are often better placed to
monitor the actual application of such
policies. A continuing dialogue be-
tween supervisory agencies and the
profession could therefore signifi-
cantly contribute towards the harmo-
nization of accounting standards at
the national level.
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PARTICULAR CONSIDERATIONS IN THEAUDIT GOIIITN AMLIBAIBIBO 3BNAI

OFSMALL BUSINESSES LOBHBMOS STRNSDHI
Introduction dgbsgamo
1. International Standards on Auditing L 33wogal bagfamsBmtolio bgsbests-

(ISAs) apply to the audit of finan-
cial information of any entity regard-
less of its size. Small businesses pos-
sess acombination of characteristics
which make it necessary for the au-
ditor to adapt his audit approach to
the circumstances surrounding the
small business engagement.

. The term ‘small business’ is used in
this Statement to refer to businesses
that have few employees or a low
level of turnover or of total assets.
Such businesses usually display ei-
ther or both of the following charac-
teristics:

* limited segregation of duties; or

* domination by the senior manage-
ment or owner over all essential
aspects of the business.

3. The purpose of this Statement is to
assist the auditor in applying ISAs in
the situations typically found in small
businesses.
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PARTICULAR CONSIDERATIONS IN THE AUDIT
OF SMALL BUSINESSES

ing functions than larger businesses
since it may not be economical to
employ personnel with specialist ac-
counting skills. Although it is
management’s responsibility to en-
sure that assets are safeguarded and
that a proper accounting system is
maintained, it is common for the
managers of a small business to con-
centrate their efforts on operational
areas such as sales and marketing.

5. When accounting resources are lim-
ited there are two possible conse-
quences:

* Record-keeping may be informal or
inadequate. There is, therefore, a
greater risk that financial statements
will be inaccurate or incomplete.

* As there may be greater reliance
placed on the auditor to assist in
the preparation of accounting
records and financial statements,
the managers of small businesses
may incorrectly assume that they
have been relieved of their respon-
sibility for accurate financial report-

ing.

6. Because a small business typically
does not have many accounting em-
ployees it is often not practicable to
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segregate duties among different in-
dividuals to the same extent as in
other businesses.

7. As aresult of limited segregation of
duties, it may not be possible to rely
on internal control to detect fraud or
errors. For example, the number of
employees in the small business may
create an environment where person-
nel who are responsible for account-
ing records also have access 10 as-
sets that are easily concealed, moved
or sold. Similarly, when there are few
employees, it may not be possible
lo set up a system of independent
checking of their work, with the re-
sult that there is a greater risk that
errors will not be detected.

8. Furthermore, because of the limited
segregation of duties, the use of com-
puter facilities by a small business
may have the effect of increasing
control risk. For example, in a mi-
crocomputer environment it is com-
mon for users to be able to perform
two or more of the following func-
tions in the accounting system:

* initiating and authorizing source
documents;

* entering data into the system;
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* operating the computer;

« changing programs and data files;
« using or distributing output; and
+ madifying the operating systems.

For an understanding of the auditing
considerations relating to computer
facilities, reference should be made
to the relevant ISAs and Internation-
al Auditing Practice Statements' and,
in particular, International Auditing
Practice Statement 1001 *“CIS Envi-
ronments—Stand-Alone Microcom-
puters.”

Domination by Senior Manage-
ment or Owner

9. Senior management, or owners of a
small business who actively partici-
pate in the management of the busi-
ness, may dominate the operation of

'The relevant International Standards on Audit-
ing and International Auditing Practice State-
meants are:

ISA 401 “Auditing in a Computer Information
Systems Environment."”

Intemational Auditing Practice Statement 1009
“Computer-Assisted Audit Techniques.”

ISA 400 “Risk Assessments and Intemal Con-
trol.”

International Auditing Practice Statement 1008
“Risk Assessments and Internal Control—
CIS Characteristics and Considerations,”
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OF SMALL BUSINESSES

the entity in all essential aspects such
as the internal control systems and
the production of the financial state-
ments.

10. This may have some advantages,

as such domination can compensate
for otherwise weak internal control
procedures. For example, in cases
where there is a limited segregation
of duties in the area of purchasing
and cash disbursements, internal
control is improved when the senior
management or owner personally
signs all check drafts. When the se-
nior management or owner is not
involved, there is a greater risk that
employee fraud or error may occur
and will not be detected.

11. The major disadvantage of such

domination is that internal controls
can be overridden. Senior manage-
ment or owners may have the op-
portunity because of their position
to override prescribed procedures.
The risk of management fraud is
therefore greater. For example, the
senior management or owner can di-
rect personnel to make disburse-
ments that they would otherwise not
make in the absence of supporting
documentation.
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PARTICULAR CONSIDERATIONS IN THEAUDIT
OF SMALL BUSINESSES

12. When senior management or own-
ers dominate the operation of the
entity they could exert an influence
that results in material misstatements
in the financial statements.

13. Nevertheless, in all entities it is the
responsibility of management to en-
sure that assets are safeguarded and
to establish and maintain an account-
ing system which should provide for
the orderly assembly of accounting
information and appropriate analy-
sis to enable reliable financial state-
ments to be prepared on a timely
basis. Thus, even in a small busi-
ness, the accounting system will
need to be designed in such a man-
ner to provide reasonable assurance
that:

« all the transactions and other ac-
counting information which should
be recorded have in fact been re-
corded;

«fraud or error in processing account-
ing information will become appar-
ent; and

* assets and liabilities recorded in the
1005
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PARTICULAR CONSIDERATIONS IN THEAUDIT
OFSMALL BUSINESSES

accounting system exist and are
recorded at the correct amounts.

Impact of Small Business
Characteristics on the Audit

Considerations Engagement

14. The auditor may determine that it
is not possible to obtain sufficient
evidence to form an opinion on the
financial statements because of
weaknesses which may arise from
the characteristics of the small busi-
ness (e.g., inadequate record-keep-
ing). In these circumstances the au-
ditor may decide not to accept the
engagement or, after acceptance, to
withdraw from the engagement or
todisclaim an opinion.

15. It is in the interest of both client
and auditor that the auditor sends an
engagement letter, before the com-
mencement of the engagement, to
help in avoiding misunderstanding
with respect to the engagement. (For
further guidance, see ISA 210
“Terms of Audit Engagements.”)

Audit Considerations and Proce-
dures

16. The characteristics of small busi-
nesses affect the approach to the
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PARTICULAR CONSIDERATIONS IN THEAUDIT
OF SMALL BUSINESSES

audit of financial statements. The
paragraphs that follow describe mat-
ters to be considered by the auditor
when auditing the financial state-
ments of a small business.

17. In the audit of small businesses, as
in all audits, the auditor obtains an
understanding of the business and
the entity’s system of recording and
processing transactions and assesses
the adequacy of the system as a ba-
sis for the preparation of financial
statements. The auditor considers
the overall design of the accounting
system and obtains an understand-
ing of how it reflects the transactions
of the entity in order to be able to
plan and carry out the audit. The au-
ditor also considers whether suffi-
cient appropriate and reliable evi-
dence from the accounting system
and from the examination of the fi-
nancial statements of the entity can
be obtained to support an opinion.
(See ISA 300 “Planning,” and ISA
400 *Risk Assessments and [nternal
Control,” and International Auditing
Practice Statement 1008 “Risk As-
sessments and Internal Control—
CIS Characteristics and Consider-
ations.”)

18. In the audit of a small business the
lack of segregation of duties and the
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OF SMALL BUSINESSES

possible override of internal controls
by senior management or owners
generally give rise to difficulties for
the auditor because there is either a
lack of controls or insufficient evi-
dence as to the effectiveness of their
operation and the completeness and
accuracy of the records (i.e., con-
trol risk is high). Particular difficul-
ties include the possible understate-
ment of income (by the non-record-
ing or mis-recording of sales) and the
inclusion of expenses which should
be categorized as the personal ex-
penses of the senior management or
owner.

19. In many situations, it will be pos-

sible to reach a conclusion that will
support an unqualified opinion on the
financial statements by obtaining
evidence from extended substantive
procedures, such as performing ad-
ditional tests of detail and analysis
of costs and margins. However, in
some businesses, such as those
where most transactions are for cash
and there is no regular pattern of
costs and margins, the available evi-
dence may be inadequate to support
an unqualified opinion on the finan-
cial statements. Even when there
appears to be effective controls it
may be more efficient for the audi-
tor to confine audit procedures to

19.
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OF SMALL BUSINESSES

those of a substantive nature.

20. In the audit of a small business, it is

particularly important for the audi-
tor to obtain management represen-
tations, firstly because of the danger
of the auditor’s role and responsibil-
ity in relation to the financial state-
ments being misunderstood (as ex-
plained in paragraph 5 above) and
to remind management of its respon-
sibility to ensure the completeness
and accuracy of accounting records
and the safeguarding of the entity’s
assets. Nevertheless the auditor can-
not rely solely on the representations
of management to obtain assurance
as Lo the completeness of the ac-
counting records. (For further guid-
ance, see ISA 580 “Management
Representations.”)

tends to assess control risk as high
for small businesses. As stated in ISA
400 “Risk Assessments and Internal

20.
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Control,” “the auditor should make
management aware, as SOON as prac-
tical and at an appropriate level of
responsibility, of material weaknesses
in the design or operation of the ac-
counting and intemal control sys-
tems, which have come to the
auditor’s attention.” Because the
auditor will not have necessarily
tested all internal controls which
management operates, the auditor
also states that the weaknesses noti-
fied are only those which have come
to light as a result of the audit. Rec-
ommendations for improvement
may also be made in this communi-
cation.

The Auditor'’s Report

22. When reporting on the financial

statements of a small business the
guidance contained in ISA 700 “The
Auditor’s Report on Financial State-
ments” applies. In particular, when
the auditor is unable to design or
carry out procedures to obtain suffi-
cient appropriate audit evidence as
to the completeness and accuracy of
accounting records, this may consti-
tute a limitation on the scope of the
auditor’s work resulting in a qualifi-
cation of the opinion or, in circum-
stances when the possible effects of
the limitation are so significant that
the auditor is unable to express an
opinion on the financial statements,
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PARTICULAR CONSIDERATIONS IN THEAUDIT
OF SMALL BUSINESSES

Appendix 1

Example of an Auditor’s Report
Qualified When Completeness of Ac-
counting Records is Not Substanti-
ated—Scope Limitation Which Does
Not Prevent the Auditor from Ex-
pressing an Opinion

AUDITOR’S REPORT TO

We have audiled the financial state-
ments' in accordance with Interna-
tional Standards on Auditing,? except
as explained in the following para-

graph.

The Company’s recorded sales in-
clude $X in respect of cash sales.
There was no system of control over
such sales on which we could rely
for the purpose of our audit and there
were no satisfactory audit procedures
that we could perform to obtain rea-
sonable assurance that all cash sales
were properly recorded.

In our opinion, except for the effects
of such adjustments, if any, as might
have been determined to be neces-

! Provide suitable identification, such as by ref-
erence 10 page numbers or by identifying the in-
dividual statements.

*Or refer to relevant national standards or prac-
tices.
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sary had we been able to satisfy our-
selves as to the completeness and
accuracy of the accounting records
in respect of sales, the financial state-
ments give a true and fair view of
(or ‘presents fairly in all respects’)
the financial position of...at...and the
results of its operations for the year
then ended in accordance with...?
(and comply with...%).

AUDITOR

GITIIIX0 IMLOBAIBIAN JBNAI
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QY dRaomo, ©d Gy boemmg
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ol mIgMagogdals safopbgols Lok
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oGlbgdomo SbIgdgob pomgoe-
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99L”) badgAbgm bigdagdeeb gabsb-
bt Beamdathigmdol . eoabingd
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SIRNGEMEGN

Date

Address

ostoma
dobsdsG oo

3 Indicate the relevant national standards orre-  *dogoemgm dgbsdsdalie ghmabyme o6

fer to International Accounting Standards.

4 Refer to relevant statutes or law.
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PARTICULAR CONSIDERATIONS IN THEAUDIT
OF SMALL BUSINESSES

Appendix 2

Example of an Auditor’s Report With
Disclaimer of Opinion When Com-
pleteness of Accounting Records is
Not Substantiated—Scope Limita-
tion Which is So Significant that the
Auditor is Unable to Express an
Opinion

AUDITOR'S REPORT TO

We have audited the financial state-
ments' in accordance with Interna-
tional Standards on Auditing, except
as explained in the following para-

graph.

The Company’s sales were made en-
tirely on a cash basis. There was no
system of control over such sales on
which we could rely for the purpose
of our audit and there were no satis-
factory audit procedures that we
could perform to obtain reasonable
assurance that all cash sales were
properly recorded.

! Provide suitable identification, such as by ref-
erence to page numbers or by identifying the in-
dividual statements.

?Or refer to relevant national standards or prac-
tices.

BIVJIIRN 3MLOBLAIBIBN 3VNED
LOGIAIMOD SIRNEDHD

Qasoémo 2

a-aQod)mbﬂb Qob‘msob Soava'ao,
hmpgbsg ob mabb s3bomndb ogob-
sbbyha 3633bh0Tggdob Tgbobgd
s%hob 33dmn ds®y, é3cop36 dmmogm-
déagmo hsbafgbgdob bobbygmg b
ahols Qabobgmaa'ﬂ@o—oggooob
d:bIodab Igborgs, hadgmo
0degbare 36036gmmmgabos, hmd aq-
odmbb b Igndmas dmboBbgd-
ob g2dmends

SIRNSMAHOL ROLA3ED
030L

Bggh Bogogofgm gobsblgfn 6-
adodagdab smega’ s7w0gol Log-
@33mGobim bgsbriMggdol dabye-
g007?, 08 Bofarmob gofes, Madyy
Lagdatas Bgdegg 93851330

Jm333605 Ggocmadaposl sbme-
00720l Beomme boeo $633@03-
Lf G gd0o. Ggomadaool sbgem md-
93309087 36 2lgdmdrs Shsbso-
o jmbgmmal Lobggds, GmIge-
Lay Fgodengds ©IgyHRbmdmzon
sqmogol dodom. goy ©odo3dsy-
MPorzdYER0 SIROGHITE0 Iy
etgde Bagogafgo cabadjmgdy-
o a3M3bgool dobamgdor edob
3gbobgd, Gmd boe gy Mgore-
085300b ygaems mIgoges Laasba
eme sababs satopbgodo.

! Bodmaygscodge Ighadadabag dngmaaym
8306edab Gomegbmda 36 Jmb Mgy Jmse
dsbsbgmgm 36336Gndagdo.

2 56 do;ymomge Bbadadabo gHmgbyo Lgob-
300 oy Jocgdgme IGoda0ys.

1005 233 1005



PARTICULAR CONSIDERATIONS INTHE AUDIT BQORIIIV0 3MLOBLAIBIBN ABNAMI
OF SMALL BUSINESSES LIBIGAMMY dYVRNGDBI

Because of the significance of the Fobo 3085380 aobbomgmo Lo jomb-
matter discussed in the preceding ol 860836gcmdals a08m Bggb o6
paragraph, we are not in a position dgag30dmmod @ a6 odmgbsgagm
to, and do not, express an opinion Bggbl 3mbaBhgdsl gabablig® ob-

on the financial statements. ad(hodagdedy.
AUDITOR 0IRNEMA0N
Date osMoma
Address dobodocamn
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THE AUDIT OF INTERNATIONAL
COMMERCIAL BANKS

LOIAOISBMANLO JMIIGBOIRN
3064330L dIRNGN

This Statement has been prepared by
the International Auditing Practices
Committee (IAPC) of the International
Federation of Accountants after consul-
1ation with the Basle Committee on
Banking Supervision® (formerly known
as the Committee on Banking Regula-
tions and Supervisory Practices). It was
approved for publication by the IAPC at
its meeting in November 1989. It has a
common release date of February 1990.

The purpose of this Statement is to
provide practical assistance to auditors
in the audit of international commercial
banks. It is not intended to have the au-
thority of an International Standard on
Auditing.

Fobadrydarmy epdgegds dmdlaepdy-
@03 dPadmggGos bogAmsdmGoblo

qaegageels sgeegob bagGosdmGobo
IGadgogol jmdoggaol 8ogc Ladabym
Logdal B7odbyrggmmdal* dsdgemals
JM30g3806 (oMg (bmdacae aym bo-
336 m LsJdol Mgggmoigdels mo
Bg=a3bggeamdol IGaggagel gmBasg-
8L Labgezem) Jmblgegapagdol dgeg-
35 d3eogol bogAodmGobe IMsd-
0gol gmBognads gb epdyegde 3sdm-
g5 359,00 1989 Fezols BeogBdciols
dg 3690583, ad3mgagybgdol mofomse
@32306cs 1990 Fezols argdyigocze.

2gd7mgdal 3a8sbod JRogdge e
23b3agbs aogfom 3geagm™adl Lyg-
odmtiolm jm3ghpogeme 06350l o7
eogdo. @IYYdd 36 b 336 7m3bo-
@o adabamgal, Hm3 LdGagdemmdegl
sogol LygMmadmobm Lgibramgals
2920338mboczgdann.

“The Basle Committee on Banking Supervision com-
prises representatives of the central banks and super-
visory authoritics of the Group of Ten countries (Bel-
gium, Canada, France, Germany, ltaly, Japan, Nether-
lands, Sweden, Switzerland, United Kingdom and
Ubited States) and Luxembourg. The supervisory au-
thorities of the countries represented on the Basle
Committec attach considerable importance to thor-
ough and reliable standards of external audit. How-
ever, there are considerable differences in the way in
which individual supervisory authorities use the work
of auditors in their supervisory arrangements. Some
authorities have specific regulations relating to the
scope of the audit and the suggestions made in this
Staterent are not intended to limit or alter those ar-
rangements but it is hoped that they will be helpful
guidance where auditors and supervisors are involved
together in the supervisory process.
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THE AUDITOF INTERNATIONAL LYIGOIBMIANLM JMBIGBOTEN
COMMERCIAL BANKS 3064330L >IROSD
1. Introduction 1. Igbsgsamo

1.1 The Intemational Auditing Practices L1 dgsmggtos baghamsdmeabm gqe-

1006

Committee (IAPC) of the Interna-
tional Federation of Accountants
(IFAC) issues standards (ISAs) on
generally accepted auditing practices
and on related services and on the
form and content of the auditor’s
reports. These standards are in-
tended to improve the degree of uni-
formity of auditing practices and re-
lated services throughout the world.
The purpose of this Statement is to
provide additional guidance to audi-
tors by amplifying and interpreting
these standards in the context of the
audit of international commercial
banks. It is not, however, intended
to be an exhaustive listing of the pro-
cedures and practices to be used in
such an audit.

1.2. For the purpose of this Statement:

« abank is a type of financial institu-
tion that is recognized as a bank
by the regulatory authorities in the
countries in which it operates and
usually has the exclusive right to
use the term “bank” as part of its
name;

» a commercial bank is a bank whose
primary function is the acceptance
of deposits and the making of loans.
A commercial bank will often also
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95500l 570gob bagHmsdmabm
IHoggogols 3mBaggen ad8mlipgdls
o7ogob bogBMmsBmEobm bgsb-
@atggdl (sLl) baymggemosme so-
Sgd 7@ d7Eog M IHogga jobs @
35L0030 @3 30gF0Mgdb 7 Bedkssbrdg
339, sahgmgg Seogmol byg
6ol gmA3sLs @b Bobossmbidy. gb
Lig3bedtggdo ad808b7mmas dmgmb
dbmgenomdo S7og Mo Ihsdgngobs
© 35besb @ ogdomgdyme Imd-
bab7hgdal gFHompgotmgbgdab
batolbob asbogdxmdgbgdmor.
§0b53gdotmy @gd7mgdob 308s6ns
3PR0gMGmS P8MIbagmymas ©ad-
3870000 domncgdgdam sabodbjmo
Ligobrotggdob adgMmdboos ©d 33k
stiggdom bagMmosdmtobm jmdgh-
gogmo 3363590l scoegals Jmbyg-
Jugdo. o799 gb o6 6036agh adols,
Gmd rpdgw@gdsdo dmgdymad
IGm(3geMgdels ©o IGsggoggme
omegdol 33mAFyHago Rodm-
Bomgdmn, Bmdgenay 5933960 e
&0l ML 40dmayqgbgds.

12 8mg8gemo @gdgegdols 3086gd0bargab:

* 356 30 30l alsgmo goJab bagabsb-
ben e glgdyezgde, Bendyeey oo
3hdmas Gmamehy 5630 od
d39460L Bathgagemotigdgco me-
396m 30l 30q, Loeay 0o gbt
pombGotigdls, s hggaezgdtng sz
abgexgBogto aegds gdmoy-
96ml g