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Knowledge-Based Audits™ of Commercial Entities
By Denise M. Silva and Robert K. Pearson

Highlights

CCH'’s Knowledge-Based Audits ™ of Commercial Entities provides practitioners with
an effective approach for conducting audits of commercial entities. This guide
features an in-depth discussion of CCH’s Knowledge-Based Audit™ (KBA) meth-
odology, a risk-based methodology that is fully compliant with the Auditing
Standards Board’s (ASB) clarified auditing standards. The KBA methodology
drives audit strategy that is scalable to any size engagement, participating in any
industry, while aiding the auditor in achieving efficiencies and effectiveness
resulting in overall cost-saving by helping to reduce the tendency to overaudit.
In addition to the discussion of CCH’s Knowledge-Based Audit™ (KBA) method-
ology, this guide also provides practical examples, as well as a complete set of
Knowledge-Based Audit™ workpapers® that complement this guide. These
workpapers include practice aids, audit programs, checklists, questionnaires,
workpapers, sample correspondence, and sample auditor’s reports—that take the
practitioner through an engagement from the initial evaluation of a client to the
issuance of the auditor’s reports on the financial statements. Additionally, the
workpapers included with this guide, also provide the audit procedures, check-
lists, sample correspondence needed, if the auditor determines it is necessary to
test the operating effectiveness of entity’s internal controls over financial report-
ing. These tools are available through CCH’s Accounting Research Manager.

2013 Edition

This edition of the Knowledge-Based Audits™ of Commercial Entities provides guid-
ance on the implementation of the standards and rules promulgated by the ASB,
as well as includes best practices based on the guidance promulgated by the
Public Company Accounting Oversight Board (PCAOB) and other regulators.
This guide has been updated to include guidance on the ASB’s Statement on
Auditing Standards (SAS) No. 126, The Auditor’s Consideration of an Entity’s
Ability to Continue as a Going Concern, as well as accounting requirements of the
Financial Accounting Standards Board (FASB), current through Accounting Stan-
dards Update (ASU) No. 2011-12, Comprehensive Income (Topic 220). In addition,
the audit guide has been completely restructured to flow better with the execu-
tion of an audit. Other updates include the following:

® Chapter 1, AICPA: The Clarified Standards, Convergence, Current Activities,
Attestation, Quality Control, and Ethical Standards: New chapter incorporates
in one place a discussion of all of the standards that should be considered
when conducting an audit of a commercial entity. The application of these
standards is integrated throughout the rest of the guide.

* Chapter 21, Fair Value Measurements: New chapter includes a comprehen-
sive discussion of the accounting and auditing of fair value measurements.
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Throughout the text, Practice Points have been included that highlight the
significant issues and audit findings observed during peer review inspections
activities. With the incorporation of the ASB clarity standards, CCH’s Knowl-
edge-Based Audits,™ provides the best practice information available; enabling
accountants to prepare for and auditors to conduct high quality audits of
financial statements.

CCH Learning & Development Academy Training & Consulting

The latest addition to the suite of training and consulting solutions is the CCH
Learning and Development Academy (“Academy”). The Academy’s services
combine technical accounting, software, and professional skills training into
single, integrated, workflow intensive programs tailored for specific organiza-
tional roles.

Upon proper completion of Academy programs, students ranging from new staff
to managing partners will be able to hit the ground running with current, real
world education and experience, utilizing all the software, content tools, and soft
skills necessary to perform their job. Academy graduates will earn certifications
and become a part of the CCH Learning and Development Academy Alumni
Community, where technical and business knowledge is discussed and shared.
Because the Academy is a highly technical, all-inclusive, hands-on program, it is
considered the premier training and consulting solution from CCH for account-
ing professionals.

The CCH Learning & Development Academy’s will include intensive audit
curriculum under the School of Audit. Additional Audit programs are planned
for the future as well as the launch of the School of Tax in 2010. The nature of the
Academy umbrella allows CCH to add additional Schools such as Accounting,
Internal Audit, or Information Technology in the years to come.

The Academy is the premier provider of role-based, comprehensive, curriculums
offering services for all levels within the firm; with learning tracks for each role
within a firm.

CCH Learning Center

CCH'’s goal is to provide you with the clearest, most concise, and up-to-date
accounting and auditing information to help further your professional develop-
ment, as well as a convenient method to help you satisfy your continuing
professional education requirements. The CCH Learning Center" offers a com-

* CCH is registered with the National Asso-
ciation of State Boards of Accountancy
(NASBA) as a sponsor of continuing profes-
sional education on the National Registry of
CPE Sponsors. State boards of accountancy
have final authority on the acceptance of indi-
vidual courses for CPE credit. Complaints re-
garding registered sponsors may be
addressed to the National Registry of CPE
Sponsors, 150 Fourth Avenue North, Nash-
ville, TN 37219-2417.

CCH is registered with the National As-
sociation of State Boards of Accountancy as a
Quality Assurance Service (QAS) sponsor of
continuing professional education. Participat-
ing state boards of accountancy have final
authority on the acceptance of individual
courses for CPE credit. Complaints regarding
QAS program sponsors may be addressed to
NASBA, 150 Fourth Avenue North, Suite 700,
Nashville, TN 37219-2417.
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plete line of self-study courses covering complex and constantly evolving ac-
counting and auditing issues. We are continually adding new courses to the
library to help you stay current on all the latest developments. The CCH
Learning Center courses are available 24 hours a day, seven days a week. You'll
get immediate exam results and certification. To view our complete accounting
and auditing course catalog, go to: http:/cch.learningcenter.com.

Accounting Research Manager™

Accounting Research Manager is the most comprehensive, up-to-date, and
objective online database of financial reporting literature. It includes all authori-
tative and proposed accounting, auditing, and SEC literature, plus independent,
expert-written interpretive guidance. And, in addition to our standard account-
ing and SEC libraries, you can enjoy the full spectrum of financial reporting with
our Audit library.

The Audit library covers auditing standards, attestation engagement stan-
dards, accounting and review services standards, audit risk alerts, and other vital
auditing-related guidance. You’ll also have online access to our best-selling
GAAS Practice Manual, Knowledge-Based Audits™ of Commercial Entities, Knowledge-
Based Compilations and Reviews, Attestation Guide, CPA’s Guide to Effective Engage-
ment Letters, and CPA’s Guide to Management Letter Comments and be kept up-to-
date on the latest authoritative literature via the GAAS Update Service.

With Accounting Research Manager, you maximize the efficiency of your
research time while enhancing your results. Learn more about our content, our
experts, and how you can request a FREE trial by visiting us at http:/
www.accountingresearchmanager.com.

Automate your Engagement Guides with ProSystem fx
Engagement

By integrating your Engagement Guides with ProSystem fx Engagement, you can
achieve a fully paperless audit workflow. ProSystem fx Engagement, the newest
member of the CCH ProSystem fx Office suite, enables firms to increase conve-
nience and efficiency by automating workpaper preparation, management, and
workflow within a state-of-the-art paperless engagement system. ProSystem fx
and CCH are pleased to offer this high-quality combination of software and
content to the accounting community. To sample ProSystem fx Engagement,
please call 1-800-PFX-9998, or visit the ProSystem fx web site at CCHGroup.com/
ProSystem.

© 2012 CCH. All Rights Reserved.
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Our Peer Review Policy

Thank you for ordering the 2013 Knowledge-Based Audits™ of Commercial Entities.
Each year we bring you the best engagement guides available with accompany-
ing electronic workpapers and practice aids. To confirm the technical accuracy
and quality control of our materials, CCH voluntarily submits to a peer review of
our publishing system and our publications.

Our publications are reviewed every step of the way—from concept devel-
opment to production—to ensure that we bring you the finest guides and
workpapers on the market. In addition to peer review, our publications are
updated annually and undergo strict technical and content reviews by qualified
practitioners. This ensures that our books and practice aids are compliant with
the most current standards and have “real world” applicability.



Peer Review Letter

III/ Caldwell, Becker, Dervin, Petrick & Co., L.L.P.

CERTIFIED PUBLIC ACCOUNTANTS

Quality Control Materials Review Report

November 12, 2009

Executive Board
CCH, a Wolters Kluwer business
and the National Peer Review Committee

We have reviewed the system of quality control for the develop and mai of
Knowledge-Based Audit™ Procedures (2010 Edition) (hereafter referred to as materials) of CCH, a
Wolters Kluwer business (the organization) and the resultant materials in effect at October 31,
2009. Our quality control materials peer review was conducted in accordance with the Standards
for Performing and Reporting on Peer Reviews established by the Peer Review Board of the
American Institute of Certified Public Acc The organization is responsible for designing a
system of quality control and complying with it to provide users of the materials with reasonable
assurance that the materials are reliable aids to assist them in conforming with those professional
standards that the materials purport to encompass. Our responsibility is to express an opinion on
the design of the system and the organization’s compliance with that system based on our review.
The nature, objectives, scope, limitations of, and the procedures performed in a Quality Control
Materials Review are described in the standards at www .aicpa.org/prsummary.

In our opinion, the system of quality control for the development and maintenance of the quality
control materials of CCH, a Wolters Kluwer business was suitably designed and was being
complied with during the year ended October 31, 2009, to provide users of the materials with
reasonable assurance that the materials are reliable aids to assist them in conforming with those
professional standards the materials purport to encompass. Also, in our opinion, the quality control
materials referred to above are reliable aids at October 31, 2009. Organizations can receive a rating
of pass, pass with deficiency(ies), or fail. CCH, a Wolters Kluwer business has received a peer
review rating of pass.

CALDWELL, BECKER, DERVIN, PETRICK & CO, LLP.
CALDWELL, BECKER, DERVIN, PETRICK & CO., L.L.P.

20750 Ventura Boulevard, Suite 140 « Woodland Hills, CA 91361
(818) 704-1040 * FAX (818) 704-5530
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Preface

The primary objective of Knowledge-Based Audits™ of Commercial Entities, is to
show practitioners the most effective approach for conducting high-quality au-
dits of commercial entities. Knowledge-Based Audits™ of Commercial Entities, pro-
vides practical discussion and consideration of the day-to-day management of
commercial entity audit engagements. The guide reduces the technical language
of ASB official pronouncements, rules and regulations to easy-to-read and easy-
to-understand advice and procedures. Designed to enhance the quality of your
practice, this guide presents an approach that will help you perform your audit
engagements effectively and efficiently.

Throughout, Knowledge-Based Audits ™ of Commercial Entities, includes numer-
ous Knowledge-Based Audit™ documents—practice aids, audit programs, check-
lists, questionnaires, workpapers, sample correspondence, and sample auditor’s
reports—that will take you through an engagement from the initial evaluation of
a client to the issuance of the auditor’s reports on internal controls over financial
reporting and the financial statements. This guide can be used for audits of
financial statements, and for audits in which the auditor determines it necessary
to test the operating effectiveness of internal controls.

Knowledge-Based Audits™ of Commercial Entities, covers all major audit topics,
including the following:

e Overview of ASB clarified auditing standards and rules, as well as an
overview of the Knowledge-Based Audits ™ methodology;

¢ Financial statement assertions and internal control frameworks;
¢ Preliminary engagement activities and audit planning;

¢ Audit strategy and overall audit approach;

e Audit risk and materiality;

e Risk assessment procedures, including obtaining an understanding of the
entity and its environment and its internal controls over financial reporting,
as well as assessing risk of material misstatement, to include inherent and
control risk;

e Fraud risk assessment, including the importance of the team discussion;

* Audit sampling for both the tests of operating effectiveness of internal
control and substantive tests of details;

e Analytical procedures: used in planning, used as substantive tests, and as
part of evaluating and concluding the audit engagement;

e Potential errors and fraud schemes in specific audit areas and examples of
fraud-related audit procedures;

e Evaluation and testing of an entity’s internal controls over financial report-
ing, including required communications;

¢ All major audit areas: cash; investments and derivatives; accounts receiva-
ble; inventory; property, plant, and equipment; other assets; accounts paya-
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ble and accrued expenses; debt obligations; income taxes; equity; revenue
and expenses; related-party transactions, contingent liabilities; significant
estimates; share-based payments, and fair value measurements and
disclosures;

® Audit evidence and workpaper documentation requirements;

® Financial accounting and reporting disclosures, including comprehensive
disclosure checklists;

* General audit procedures at various stages of the audit; and

® Auditor’s reports and other required communications.

List of Abbreviations
The following reference abbreviations are used in this guide:
® AU-C —ASB Auditing Standard (i.e., Codified Clarified Standard)
® ASC—FASB’s Accounting Standards Codification ™

® QC—The quality control standards series in AICPA Professional Standards
(Volume 2)

ET—The Code of Professional Conduct in AICPA Professional Standards
(Volume 2)

TIS—The Technical Questions and Answers series in AICPA Technical Prac-
tice Aids (Volume 1)
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CHAPTER 1

AICPA: THE CLARIFIED
STANDARDS, CONVERGENCE,
CURRENT ACTIVITIES,
ATTESTATION, QUALITY CONTROL,
AND ETHICAL STANDARDS

CONTENTS
Auditing Standards Issued by the AICPA’s Auditing Standards Board 1003
Substantive Changes 1004
Primarily Clarifying Changes 1005
Primarily Formatting Changes 1006
Standards Not Yet Issued in the Clarity Project 1007
Auditing Standards 1007

AU-C Section 200, Overall Objectives of the Independent Auditor and
the Conduct of the Audit in Accordance with Generally Accepted

Auditing Standards 1007
AU-C Section 210, Terms of Engagement 1008
AU-C Section 220, Quality Control for an Engagement Conducted in
Accordance with Generally Accepted Accounting Standards 1009
AU-C Section 230, Audit Documentation 1010
AU-C Section 240, Consideration of Fraud in a Financial Statement

Audit 1011
AU-C Section 250, Consideration of Laws and Regulations in an Audit

of Financial Statements 1014
AU-C Section 260, The Auditor's Communication with Those Charged

with Governance 1015
AU-C Section 265, Communicating Internal Control Related Matters

Identified in an Audit 1015
AU-C Section 300, Planning an Audit 1016
AU-C Section 315, Obtaining an Understanding of the Entity and Its
Environment and Assessing the Risks of Material Misstatement 1017
AU-C Section 320, Materiality in Planning and Performing an Audit 1018
AU-C Section 330, Performing Audit Procedures in Response to

Assessed Risks and Evaluating the Audit Evidence Obtained 1019
AU-C Section 402, Using a Service Organization 1020
AU-C Section 450, Evaluation of Misstatements Identified During the

Audit 1021
AU-C Section 500, Audit Evidence 1021
AU-C Section 501, Audit Evidence—Special Considerations for

Selected Items 1022

AU-C Section 505, External Confirmations 1022
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AU-C Section 510, Opening Balances—Initial Audit Engagements,

Including Reaudit Engagements 1022
AU-C Section 520, Analytical Procedures 1023
AU-C Section 530, Audit Sampling 1024
AU-C Section 540, Auditing Accounting Estimates, Including Fair Value
Accounting Estimates, and Related Disclosures 1024
AU-C Section 550, Related Parties 1025
AU-C Section 560, Subsequent Events and Subsequently Discovered

Facts 1026
AU-C Section 570, The Auditor’s Consideration of an Entity’s Ability to

Continue as a Going Concern 1027
AU-C Section 580, Written Representations 1028
AU-C Section 585, Consideration of Omitted Procedures After the

Report Release Date 1029
AU-C Section 600, Special Considerations—Audits of Group Financial
Statements (Including the Work of Component Auditors) 1029
AU-C Section 610, The Auditor’s Consideration of the Internal Audit

Function in an Audit of Financial Statements 1032
AU-C Section 620, Using the Work of an Auditor’s Specialist 1033
AU-C Section 700, Forming an Opinion and Reporting on Financial

Statements 1034
AU-C Section 705, Modifications to the Opinion in the Independent

Auditor’s Report 1035
AU-C Section 706, Emphasis-of-Matter Paragraphs and Other-Matter
Paragraphs in the Independent Auditor’s Report 1036
AU-C Section 708, Consistency of Financial Statements 1036
AU-C Section 720, Other Information in Documents Containing Audited
Financial Statements 1038
AU-C Section 725, Supplementary Information in Relation to the

Financial Statements as a Whole 1038
AU-C Section 730, Required Supplementary Information 1040

AU-C Section 800, Special Considerations—Audits of Financial

Statements Prepared in Accordance with Special Purpose Frameworks 1041
AU-C Section 805, Special Considerations—Audits of Single Financial
Statements and Specific Elements, Accounts, or Items of a Financial

Statement 1042
AU-C Section 806, Reporting on Compliance with Aspects of

Contractual Agreements or Regulatory Requirements in Connection

with Audited Financial Statements 1043
AU-C Section 810, Engagements to Report on Summary Financial

Statements 1044
AU-C Section 905, Alert that Restricts the Use of the Auditor’s Written
Communication 1046

AU-C Section 910, Financial Statements Prepared in Accordance with a
Financial Reporting Framework Generally Accepted in Another Country 1046
AU-C Section 915, Reports on Application Requirements of an

Applicable Financial Reporting Framework 1047
AU-C Section 920, Letters for Underwriters and Certain Other

Requesting Parties 1049
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AU-C Section 925, Filings with the U.S. Securities and Exchange

Commission Under the Securities Act of 1933 1049
AU-C Section 930, Interim Financial Information 1050
AU-C Section 935, Compliance Audits 1051
Quality Control Standards 1051
Leadership Responsibilities for Quality within the Firm (Tone atthe Top) 1052
Relevant Ethical Requirements 1052
Acceptance and Continuance of Client Relationships and Specific
Engagements 1057
Human Resources 1058
Engagement Performance 1061
Monitoring 1063

AUDITING STANDARDS ISSUED BY THE AICPA’S AUDITING
STANDARDS BOARD

In 2004, in light of the creation of the Public Company Accounting Oversight
Board (PCAOB), pursuant to the Sarbanes-Oxley Act of 2002, as well as the move
toward globalization of auditing standards, the AICPA’s Auditing Standards
Board (ASB) undertook the task of making U.S. generally accepted auditing
standards (GAAS) easier to read, understand, and apply; and to converge the
auditing standards with International Standards on Auditing (ISAs) issued by
the International Auditing and Assurance Standards Board (IAASB), while at the
same time avoiding or mitigating unnecessary conflict with PCAOB standards.

Although the ASB expects that most of the ISA requirements will also be
requirements of U.S. GAAS, the Board recognizes that there will be instances in
which U.S. GAAS requirements will be different in order to address issues
specific to the United States. Among other improvements, U.S. GAAS now
specifies more clearly the objectives of the auditor and the requirements with
which the auditor has to comply in conducting an audit in accordance with U.S.
GAAS.

In some cases, extant individual AU Sections have been clarified “one for one”
into individual clarified standards. In other cases, some AU Sections have been
grouped together or separated and clarified into one or more clarified standards.
As a result, topics currently associated with certain AU Section numbers may
have been retitled and assigned different AU-C Section numbers. The ASB
emphasizes that although the purpose of redrafting the auditing standards was
for clarity and convergence and not to create additional requirements, auditors
will need to make some adjustments to their audit practices and methodologies
as a result of the Clarity Project.

The clarified standards, which include Statements on Quality Control Standards
(SQCSs) and Statements on Auditing Standards (SASs), have been redrafted
using set drafting convention called the Clarity format, which includes:

* Introduction. The introduction explains the purpose and scope of the
standard.
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® Objective. The objective defines the context in which the requirements are
set.

® Definitions. The definitions section, included where relevant, explains
specific meanings of unique terms in the standard.

® Requirements. The requirements set out what the auditor is required to do
in order to achieve the objective of the standard. Requirements are ex-
pressed using the words “the auditor should” for presumptively
mandatory requirements and “the auditor must” for unconditional (i.e.,
mandatory) requirements.

® Application and Other Explanatory Material. Application and Other Explana-
tory Material paragraphs are cross-referenced to the requirements of the
standard. The paragraphs are considered integral to the standard and
auditors are expected to read and understand these paragraphs, in addi-
tion to the main requirements of the standard, in order to meet the
standard’s objective.

® Where appropriate, the standards also include “special considerations”
relevant to audits of smaller entities and audits of governmental entities.

Upon their initial release, the clarified standards will be referred to with an “AU-
C” identifier. The AU-C identifier is temporary and is used to avoid confusion
with references to existing AU Sections. The AU-C identifier will revert to AU in
2014, by which time the clarified standards will have become effective for all
engagements.

The clarified auditing standards are effective for audits of financial statements for
periods ending on or after December 15, 2012 (i.e., 2012 calendar-year audits).
For audit firms to experience a smooth transition, it is important to inform,
educate, and train staff, as well as begin planning 2012 year-end engagements
early.

The ASB has organized the clarified standards according to the following
categories:

¢ Substantive Changes

Primarily Clarifying Changes
¢ Primarily Formatting Changes
® Standards Not Yet Issued in the Clarify Project

All of the standards listed below will be introduced in this chapter and discussed
in more detail throughout the audit guide.

Substantive Changes

AU-C Sections in this category are considered to likely affect an auditing firm’s
methodology and engagements because they contain substantive or other
changes, having one or both of the following characteristics:

® Change(s) to the audit methodology that may require effort to implement.

® A number of small changes that, although not individually significant,
may affect audit engagements.



