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This booklet displays PCAOB auditing interpretations for audits of financial statements for fiscal years
beginning on or after December 15, 2024, including amendments related to:

1) General responsibilities of the auditor in conducting an audit which are effective for fiscal years
beginning on or after December 15, 2024 (PCAOB Release No. 2024-004, SEC Release No. 34-
100773); and

2) The supervision of audits involving other auditors and dividing responsibility for the audit with
another accounting firm which are effective for fiscal years ending on or after December 15,
2024 (that is, for fiscal years beginning on or after December 16, 2023) (PCAOB Release No.
2022-002, SEC Release No. 34-95488).

This booklet was prepared by staff of the Office of the Chief Auditor from the auditing interpretations on
the PCAOB's website. In the event of typographical or other technical errors in the interpretations
presented in this document, the rule text that the PCAOB Board adopted, and the Securities and
Exchange Commission ("SEC") approved as presented in the relevant SEC rule release, shall govern.



Auditing Interpretations

For Fiscal Years Beginning on and after 12/15/2024

Auditing Interpretations

The auditor should be aware of and consider auditing interpretations applicable to his or her audit. If the
auditor does not apply the auditing guidance included in an applicable auditing interpretation, the auditor
should be prepared to explain how he or she complied with the provisions of the auditing standard
addressed by such auditing guidance.

The following is a list of PCAOB auditing interpretations for audits of financial statements for fiscal years
beginning on or after December 15, 2024. Downloadable PDF booklets of the auditing interpretations that
are effective for audits of this and other periods are also available:

= PCAOB auditing interpretations for audits of financial statements for fiscal years ending on or
after Dec. 15, 2024

»  PCAOB auditing interpretations for audits of financial statements for fiscal years ending on
Dec. 15, 2020 through Dec. 14, 2024

= PCAOB auditing interpretations, as reorganized beginning Dec. 31, 2016, for audits of financial
statements for fiscal years ending before Dec. 15, 2020

Interpretations

= Al 11: Using the Work of a Specialist: Auditing Interpretations

= Al 12: Communications About Control Deficiencies in an Audit of Financial Statements: Auditing
Interpretations of AS 1305

= Al 13: lllegal Acts by Clients: Auditing Interpretations of AS 2405

= Al 15: Consideration of an Entity's Ability to Continue as a Going Concern: Auditing
Interpretations of AS 2415

= Al 17: Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments: Auditing
Interpretations of AS 2505

= Al 18: Consideration of an Entity's Use of a Service Organization: Auditing Interpretations of AS
2601

= Al 19: Required Supplementary Information: Auditing Interpretations of AS 2705

= Al 20: Other Information in Documents Containing Audited Financial Statements: Auditing
Interpretations of AS 2710

= Al 21: Management Representations: Auditing Interpretations of AS 2805

m Al 22: Subsequent Discovery of Facts Existing at the Date of the Auditor's Report: Auditing
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Interpretations of AS 2905

= Al 23: Departures from Unqualified Opinions and Other Reporting Circumstances: Auditing
Interpretations of AS 3105

= Al 24: Special Reports: Auditing Interpretations of AS 3305
= Al 25: Association with Financial Statements: Auditing Interpretations of AS 3320

= Al 26: Responsibilities Regarding Filings Under Federal Securities Statutes: Auditing
Interpretations of AS 4101

= Al 27: Letters for Underwriters and Certain Other Requesting Parties: Auditing Interpretations of
AS 6101

= Al 28: Evidential Matter Relating to Income Tax Accruals: Auditing Interpretations
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Al 11: Using the Work of a Specialist: Auditing
Interpretations

The auditor should be aware of and consider auditing interpretations applicable to his or her
audit. If the auditor does not apply the auditing guidance included in an applicable auditing
interpretation, the auditor should be prepared to explain how he or she complied with the
provisions of the auditing standard addressed by such auditing guidance.

1. The Use of Legal Interpretations As Evidential Matter to Support
Management’s Assertion That a Transfer of Financial Assets Has Met the Isolation
Criterion in Paragraph 9(a) of Financial Accounting Standards Board Statement
No. 140

.01 Introduction—Financial Accounting Standards Board (FASB) Statement No. 140,1 Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, requires that a transferor of
financial assets must surrender control over the financial assets to account for the transfer as a sale.
Paragraph 9(a) states one of several conditions that must be met to provide evidence of surrender of
control:

The transferred assets have been isolated from the transferor—put presumptively beyond the
reach of the transferor and its creditors, even in bankruptcy or other receivership.

Paragraph 27 of FASB Statement No. 140 describes in greater detail the evidence required to support
management's assertion that transferred financial assets have been isolated:

The nature and extent of supporting evidence required for an assertion in financial statements that
transferred financial assets have been isolated—put presumptively beyond the reach of the
transferor and its creditors, either by a single transaction or a series of transactions taken as a
whole—depend on the facts and circumstances. All available evidence that either supports or
guestions an assertion shall be considered. That consideration includes making judgments about
whether the contract or circumstances permit the transferor to revoke the transfer. It also may
include making judgments about the kind of bankruptcy or other receivership into which a
transferor or SPE might be placed, whether a transfer of financial assets would likely be deemed a
true sale at law, whether the transferor is affiliated with the transferee, and other factors pertinent
under applicable law. Derecognition of transferred assets is appropriate only if the available
evidence provides reasonable assurance that the transferred assets would be beyond the reach of
the powers of a bankruptcy trustee or other receiver for the transferor or any consolidated affiliate
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of the transferor that is not a special-purpose corporation or other entity designed to make remote
the possibility that it would enter bankruptcy or other receivership.

A determination about whether the isolation criterion has been met to support a conclusion regarding
surrender of control is largely a matter of law. This aspect of surrender of control, therefore, is assessed
primarily from a legal perspective.

.02 Effective Date and Applicability—This interpretation is effective for auditing procedures related to
transfers of financial assets that are required to be accounted for under FASB Statement No. 140, as
amended by FASB Technical Bulletin (FTB) No. 01-1, Effective Date for Certain Financial Institutions of
Certain Provisions of Statement 140 Related to the Isolation of Transferred Financial Assets.”

.03 Question—What should the auditor consider in determining whether to use the work of a legal
specialist3 to obtain persuasive evidence to support management's assertion that a transfer of financial
assets meets the isolation criterion of FASB Statement No. 1407?

.04 Interpretation—During the audit, an auditor may encounter complex or subjective matters
potentially material to the financial statements. Such matters may require special skill or knowledge and in

t3A

the auditor's judgmen require using the work of a specialist to obtain appropriate evidential matter.

.05 Use of a legal specialist may not be necessary to obtain appropriate evidential matter to support
management's assertion that the isolation criterion is met in certain situations, such as when there is a
routine transfer of financial assets that does not result in any continuing involvement by the transferor.*
.06 Many transfers of financial assets involve complex legal structures, continuing involvement by the
transferor, or other legal issues that, in the auditor's judgment, make it difficult to determine whether the
isolation criterion is met. In these situations, use of a legal specialist usually is necessary. A legal specialist
formulating an opinion as to whether a transfer isolates the transferred assets beyond the reach of the
transferor and its creditors may consider, among other things, the structure of the transaction taken as a
whole, the nature of any continuing involvement, the type of insolvency or other receivership proceedings
to which the transferor might become subject, and other factors pertinent under applicable law.

.07 If a legal opinion is used as evidence to support the accounting conclusion related to multiple
transfers under a single structure, and such transfers occur over an extended period of time under that
structure, the auditor should evaluate the need for management to obtain periodic updates of that
opinion to confirm that there have been no subsequent changes in relevant law or applicable regulations
that may change the applicability of the previous opinion to such transfers. The auditor also should
evaluate the need for management to obtain periodic updates of an opinion to confirm that there have
been no subsequent changes in relevant law or applicable regulations that may affect the conclusions
reached in the previous opinion in the case of other transfers (see paragraph 55 of FASB Statement No.
140).

.08 If management's assertion with respect to a new transaction is that the transaction structure is the
same as a prior structure for which a legal opinion that complies with this interpretation was used as
evidence to support an assertion that the transfer of assets met the isolation criterion, the auditor should
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evaluate the need for management to obtain an update of that opinion to confirm that there have been
no changes in relevant law, applicable regulations, or in the pertinent facts of the transaction that may
affect the applicability of the previous opinion to the new transaction.

.09 Question—If the auditor determines that the use of a legal specialist is required, what should he or
she consider in assessing the adequacy of the legal opinion?

.10 Interpretation—In assessing the adequacy of the legal opinion, the auditor should consider
whether the legal specialist has experience with relevant matters, including knowledge of the U.S.
Bankruptcy Code, and other federal, state, or foreign law, as applicable, as well as knowledge of the
transaction upon which management's assertion is based. For transactions that may be affected by
provisions of the Federal Deposit Insurance Act, the auditor should consider whether the legal specialist
has experience with the rights and powers of receivers, conservators, and liquidating agents under that
Act. The auditor should obtain an understanding of the assumptions that are used by the legal specialist,
and make appropriate tests of any information that management provides to the legal specialist and upon
which the specialist indicates it relied. For example, testing management's information underlying a legal
specialist's assumption regarding the adequacy of consideration received may depend on the nature of the
transaction and the relationship of the parties. When the legal specialist's opinion has assumed the
adequacy of consideration for transfers from a particular legal entity to its wholly owned subsidiary,
changes in the subsidiary's capital accounts plus other consideration generally would be sufficient audit
evidence as to the adequacy of consideration. In the case of other transfers, such as those that are not to
a wholly owned subsidiary of a particular legal entity that is the transferor, obtaining additional audit
evidence may be necessary to evaluate management's assertion with regard to the adequacy of
consideration upon which the legal specialist relied, because changes in the transferee's capital accounts
do not solely benefit the transferring entity.

A1 The auditor also should consider the form and content of the documentation that the legal
specialist provides and evaluate whether the legal specialist’s findings support management's assertions
with respect to the isolation criterion. FASB Statement No. 140's requirement regarding reasonable
assurance that the transferred assets would be isolated provides the basis for what auditors should
consider in evaluating the work of a legal specialist.

12 Findings of a legal specialist that relate to the isolation of transferred financial assets are often in
the form of a reasoned legal opinion that is restricted to particular facts and circumstances relevant to the
specific transaction. The reasoning of such opinion may rely upon analogy to legal precedents that may not
involve facts and circumstances that are comparable to that specific transaction. The auditor also should
consider the effect of any limitations or disclaimers of opinion in assessing the adequacy of any legal
opinion.

13 An example of the conclusions in a legal opinion for an entity that is subject to the U.S. Bankruptcy
Code that provides persuasive evidence, in the absence of contradictory evidence, to support
management'’s assertion that the transferred financial assets have been put presumptively beyond the
reach of the entity and its creditors, even in bankruptcy or other receivership, follows:

"We believe (or it is our opinion) that in a properly presented and argued case, as a legal
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matter, in the event the Seller were to become a Debtor, the transfer of the Financial
Assets from the Seller to the Purchaser would be considered to be a sale (or a true sale) of
the Financial Assets from the Seller to the Purchaser and not a loan and, accordingly, the
Financial Assets and the proceeds thereof transferred to the Purchaser by the Seller in
accordance with the Purchase Agreement would not be deemed to be property of the
Seller's estate for purposes of [the relevant sections] of the U.S. Bankruptcy Code."

The following additional paragraph addressing substantive consolidation applies when the entity to which
the assets are sold (as described in the opinion) is an affiliate of the selling entity and may also apply in
other situations as noted by the legal specialist. For example, if a so-called "two-step" structure has been
used to achieve isolation, this paragraph usually will be required with respect to the transferee in the first
step of such structure (see paragraph .15 and related footnotes for additional guidance on the second step
of a two-step structure as described in paragraph 83 of FASB Statement No. 140). When the transferor has
entered into transactions with an affiliate that could affect the issue of substantive consolidation, the
opinion should address the effect of that involvement on the opinion.

"Based upon the assumptions of fact and the discussion set forth above, and on a reasoned
analysis of analogous case law, we are of the opinion that in a properly presented and
argued case, as a legal matter, in a proceeding under the U.S. Bankruptcy Code, > in which
the Seller is a Debtor, a court would not grant an order consolidating the assets and
liabilities of the Purchaser with those of the Seller in a case involving the insolvency of the
Seller under the doctrine of substantive consolidation."

In the case of a transferor that is not entitled to become a debtor under the U.S. Bankruptcy Code, a legal
opinion regarding whether the isolation criterion is met would consider whether isolation is satisfactorily
achieved under the insolvency or receivership laws that apply to the transferor.

.14 Following are two examples of the conclusions in a legal opinion for an entity that is subject to
receivership or conservatorship under provisions of the Federal Deposit Insurance Act. The conclusions in
these two examples provide persuasive evidence, in the absence of contradictory evidence, to support
management’s assertion that the transferred financial assets have been put presumptively beyond the
reach of the entity and its creditors, even in conservatorship or receivership. Insolvency and receivership
laws applicable to depository institutions, and how those laws affect the legal isolation criterion, differ
depending upon the nature of the depository institution and its chartering authority. Accordingly, legal
opinions addressing the legal isolation criterion may be formulated in different ways to accommodate
those differences.®

Example 1: "We believe (or it is our opinion) that in a properly presented and argued case,
as a legal matter, in the event the Seller were to become subject to receivership or
conservatorship, the transfer of the Financial Assets from the Seller to the Purchaser would
be considered to be a sale (or a true sale) of the Financial Assets from the Seller to the
Purchaser and not a loan and, accordingly, the Financial Assets and the proceeds thereof
transferred to the Purchaser by the Seller in accordance with the Purchase Agreement
would not be deemed to be property of, or subject to repudiation, reclamation, recovery,

or recharacterization by, the receiver or conservator appointed with respect to the Seller."’
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Example 2: "The Federal Deposit Insurance Corporation (FDIC) has issued a regulation,
‘Treatment by the Federal Deposit Insurance Corporation as Conservator or Receiver of
Financial Assets Transferred by an Insured Depository Institution in Connection with a
Securitization or Participation,' 12 CFR section 360.6 (the Rule). Based on and subject to
the discussion, assumptions, and qualifications herein, it is our opinion that:

A. Following the appointment of the FDIC as the conservator or receiver for the Bank:
(i) The Rule will apply to the Transfers,

(i) Under the Rule, the FDIC acting as conservator or receiver for the Bank could not,
by exercise of its authority to disaffirm or repudiate contracts under 12 U.S.C.
§1821(e), reclaim or recover the Transferred Assets from the Issuer or
recharacterize the Transferred Assets as property of the Bank or of the
conservatorship or receivership for the Bank,

(iii) Neither the FDIC (acting for itself as a creditor or as representative of the Bank or
its shareholders or creditors) nor any creditor of the Bank would have the right,
under any bankruptcy or insolvency law applicable in the conservatorship or
receivership of the Bank, to avoid the Transfers, to recover the Transferred Assets,
or to require the Transferred Assets to be turned over to the FDIC or such
creditor, and

(iv) There is no other power exercisable by the FDIC as conservator or receiver for the
Bank that would permit the FDIC as such conservator or receiver to reclaim or
recover the Transferred Assets from the Issuer, or to recharacterize the
Transferred Assets as property of the Bank or of the conservatorship or
receivership for the Bank; provided, however, that we offer no opinion as to
whether, in receivership, the FDIC or any creditor of the Bank may take any such
actions if the Holders [holders of beneficial interests in the transferred assets]
receive payment of the principal amount of the Interests and the interest earned
thereon (at the contractual yield) through the date the Holders are so paid; and

B.  Prior to the appointment of the FDIC as conservator or receiver for the Bank, the Bank
and its other creditors would not have the right to reclaim or recover the Transferred
Assets from the Issuer, except by the exercise of a contractual provision [insert
appropriate citation] to require the transfer, or return, of the Transferred Assets that

exists solely as a result of the contract between the Bank and the Issuer."®

The following additional paragraph addressing substantive consolidation applies when the entity to which
the assets are sold or transferred (as described in the opinion) is an affiliate of the selling entity and may
also apply in other situations as noted by the legal specialist.9 For example, if a so-called two-step
structure has been used to achieve isolation, the following paragraph usually will be required with respect
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to the transferee in the first step of the structure (see paragraph .15 and related footnotes for additional
guidance on the second step of a two-step structure as described in paragraph 83 of FASB Statement No.
140). When the transferor has entered into transactions with an affiliate that could affect the issue of
substantive consolidation, the opinion should address the effect of that involvement on the opinion.

"Based upon the assumptions of fact and the discussion set forth above, and on a reasoned
analysis of analogous case law, we are of the opinion that in a properly presented and
argued case, as a legal matter, in a receivership, conservatorship, or liquidation proceeding
in respect of the Seller, a court would not grant an order consolidating the assets and
liabilities of the Purchaser with those of the Seller."

Certain powers to repudiate contracts, recover, reclaim, or recharacterize transferred assets as property of
a transferor that are exercisable by the FDIC under the Federal Deposit Insurance Act may, as of the date
of the transfer, be limited by a regulation that may be repealed or amended only in respect of transfers

occurring on or after the effective date of such repeal or amendment.'?

With respect to the powers of a
receiver or conservator that may not be exercised under that regulation, it is acceptable for attorneys to
rely upon the effectiveness of the limitation on such powers set forth in the applicable regulation,
provided that the attorney states, based on reasonable assumptions, that: (1) the affected transfer of
financial assets meets all qualification requirements of the regulation, and (2) the regulation had not, as of
the date of the opinion, been amended, repealed, or held inapplicable by a court with jurisdiction with
respect to such transfer. The opinion should separately address any powers of repudiation, recovery,
reclamation, or recharacterization exercisable by a receiver or conservator notwithstanding that regulation
(for example, rights, powers, or remedies regarding transfers specifically excluded from the regulation) in a
manner that provides the same level of assurance as would be provided in the case of opinions that
conform with requirements of paragraph .13, except that such opinion shall address powers arising under
the Federal Deposit Insurance Act. The considerations in the immediately preceding three sentences are
adequately addressed either by the example 1 opinion or the example 2 opinion described in this
paragraph or by the variations described in the second paragraph of footnote 8 and in footnote 9.

.15 A legal letter that includes an inadequate opinion, inappropriate limitations, or a disclaimer of
opinion, or that effectively limits the scope of the opinion to facts and circumstances that are not
applicable to the transaction, does not provide persuasive evidence to support the entity's assertion that
the transferred assets have been put presumptively beyond the reach of the transferor and its creditors,
even in bankruptcy or other receivership. Likewise, a legal letter that includes conclusions that are
expressed using some of the following language would not provide persuasive evidence that a transfer of
financial assets has met the isolation criterion of FASB Statement No. 140 (see paragraphs .20 and .21 of
this interpretation):

m  "We are unable to express an opinion . . ."
m "ltis our opinion, based upon limited facts .. ."
m  "Weare of theview..." or "it appears..."

m "Thereis a reasonable basis to conclude that .. ."
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®  "In our opinion, the transfer would either be a sale or a grant of a perfected security interest . . ." 1

m "In our opinion, there is a reasonable possibility . . ."

m "In our opinion, the transfer should be considered a sale . . ."

m "ltis our opinion that the company will be able to assert meritorious arguments . . ."
m "In our opinion, it is more likely than not . . ."

m "In our opinion, the transfer would presumptively be .. ."

m "In our opinion, it is probable that . . ."

Furthermore, conclusions about hypothetical transactions may not be relevant to the transaction that is
the subject of management’s assertions. Paragraph .06 of AS 1105, Audit Evidence, states, "[t]o be
appropriate, audit evidence must be both relevant and reliable in providing support for the conclusions on
which the auditor's opinion is based." Additionally, conclusions about hypothetical transactions may not
contemplate all of the facts and circumstances or the provisions in the agreements of the transaction that
is the subject of management’s assertions, and generally would not provide persuasive evidence.'?

.16 Question—Are legal opinions that restrict the use of the opinion to the client, or to third parties
other than the auditor, acceptable audit evidence?

17 Interpretation—No. In some cases, the auditor may decide it is necessary to contact the specialist
to determine that the specialist is aware that his or her work will be used for evaluating the assertions in
the financial statements. Given the importance of the legal opinion to the assertion in this case, and the
precision that legal specialists use in drafting such opinions, an auditor should not use as evidence a legal
opinion that he or she deems otherwise adequate if the letter restricts use of the findings expressed
therein to the client or to third parties other than the auditor. In that event, the auditor should request
that the client obtain the legal specialist's written permission for the auditor to use the opinion for the
purpose of evaluating management's assertion that a transfer of financial assets meets the isolation
criterion of FASB Statement No. 140.

.18 An example of a letter from a legal specialist to a client that adequately communicates permission
for the auditor to use the legal specialist's opinion for the purpose of evaluating management 's assertion
that a transfer of financial assets meets the isolation criterion of FASB Statement No. 140 is as follows:

"Notwithstanding any language to the contrary in our opinions of even date with respect to certain
bankruptcy issues relating to the above-referenced transaction, you are authorized to make available
to your auditors such opinions solely as evidential matter in support of their evaluation of
management'’s assertion that the transfer of the receivables meets the isolation criterion of FASB
Statement No. 140, provided a copy of this letter is furnished to them in connection therewith. In
authorizing you to make copies of such opinions available to your auditors for such purpose, we are
not undertaking or assuming any duty or obligation to your auditors or establishing any lawyer-client
relationship with them. Further, we do not undertake or assume any responsibility with respect to

10
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financial statements of you or your affiliates." >
.19 A letter from a legal specialist to a client might authorize the client to make copies of the legal
opinion available to the auditor to use in his or her evaluation of management's assertion that a transfer of
financial assets meets the isolation criterion of FASB Statement No. 140, but then state that the auditor is
not authorized to rely thereon. Such "use but not rely on" language, or other language that similarly
restricts the auditor's use of the legal specialist's opinion, does not adequately communicate permission
for the auditor to use the legal specialist’'s opinion as evidential matter. The auditor may wish to consult
with his or her legal counsel in circumstances where it is not clear that the auditor may use the legal
specialist's opinion.

.20 Question—If the auditor determines that it is appropriate to use the work of a legal specialist, and
either the resulting legal response does not provide persuasive evidence that a transfer of assets has met
the isolation criterion, or the legal specialist does not grant permission for the auditor to use a legal
opinion that is restricted to the client or to third parties other than the auditor, what other steps might an
auditor consider?

21 Interpretation—When other relevant evidential matter exists, the auditor should consider it before
reaching a conclusion about the appropriateness of management's accounting for a transfer. However,
since the isolation aspect of surrender of control is assessed primarily from a legal perspective, the auditor
usually will not be able to obtain persuasive evidence in a form other than a legal opinion. In the absence
of persuasive evidence that a transfer has met the isolation criterion, derecognition of the transferred
assets is not in conformity with generally accepted accounting principles and the auditor should consider
the need to express a qualified or adverse opinion in accordance with paragraphs .18 through .43 of AS
3105, Departures from Unqualified Opinions and Other Reporting Circumstances. However, if permission
for the auditor to use a legal opinion that he or she deems otherwise adequate is not granted, this would
be a scope limitation and the auditor should consider the need to express a qualified opinion or to disclaim
an opinion in accordance with AS 3105.05—-.09 and AS 3105.44-.47.

Footnotes - Al 11: Using the Work of a Specialist: Auditing Interpretations

L Financial Accounting Standards Board (FASB) Statement No. 140, Accounting for Transfers and
Servicing of Financial Assets and Extinguishments of Liabilities, is a replacement of FASB Statement No.
125 and is effective for transfers and servicing of financial assets and extinguishments of liabilities
occurring after March 31, 2001, except as provided in paragraphs 19-25 of FASB Statement No. 140 as
amended by FASB Technical Bulletin (FTB) No. 01-1, Effective Date for Certain Financial Institutions of
Certain Provisions of Statement 140 Related to the Isolation of Transferred Financial Assets.

2 FTB No. 01-1 amends FASB Statement No. 140 to change the effective date for paragraphs 9(a), 27,
28, and 80-84 of FASB Statement No. 140 for transfers of financial assets by certain financial
institutions. Paragraphs 6-8 of FTB No. 01-1 also provide additional transition time for transfers by
financial institutions to certain master trusts.

3 Client's internal or external attorney who is knowledgeable about relevant sections of the U.S.

11
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Bankruptcy Code and other federal, state, or foreign laws, as applicable.

3A" Reference to the judgment of the auditor throughout this interpretation has the same meaning as
“professional judgment” as described in AS 1000, General Responsibilities of the Auditor in Conducting
an Audit.

4 FASB Emerging Issues Task Force Topic No. D-99, Questions and Answers Related to Servicing
Activities in a Qualifying Special-Purpose Entity under FASB Statement No. 140, characterizes no
continuing involvement with the transferred assets as "no servicing responsibilities, no participation in
future cash flows, no recourse obligations other than standard representations and warranties that the
financial assets transferred met the delivery requirements under the arrangement, no further
involvement of any kind."

If a contractual provision (such as a call or removal of accounts provision) gives the transferor the
unilateral ability to require the return of specific financial assets, the auditor should consider the effect
of paragraph 9(c) of FASB Statement No. 140.

°> Foran entity subject to additional regulation (e.g., a broker-dealer subject to the Securities Investor
Protection Act), the legal opinion also generally should address the effect of such regulation and the
policies of the regulators implementing such regulations (e.g., the Securities Investor Protection
Corporation).

5 Foran entity subject to conservatorship or liquidation under the National Credit Union Act, the
examples and discussion in this paragraph would be modified to make appropriate references to
"liguidation" and "liquidating agent" and additional information relating to rights and regulations of the
National Credit Union Administration.

/" When the opinion indicates that isolation is achieved without reference to a true sale, the opinion
also should provide reasonable assurance that the transferred assets are beyond the reach of the
transferor and its creditors other than the transferee to the same extent that is provided in example 2,
paragraph B.

8 See the second paragraph of footnote 4.

Paragraph B is not required if the opinion includes both a conclusion, as set forth in example 1, that the
transfer constitutes a "true sale" and the conclusions set forth of example 2, paragraph A. It is not
necessary to include any provision of example 2 if the opinion is as set forth in example 1.

@ An additional substantive consolidation opinion is not required if the opinion states that its
conclusion includes the inability to recover the transferred financial assets or recharacterize the transfer
by application of the doctrine of "substantive consolidation."

10" The applicable regulation is 12 CFR section 360.6, effective September 11, 2000.

11 Certain transferors are subject only to receivership (and not to proceedings under the U.S.
Bankruptcy Code or the Federal Deposit Insurance Act) under laws that do not allow a receiver to reach
assets in which a security interest has been granted. In such circumstances, an opinion that concludes
that the transfer would either be a sale or a grant of a security interest that puts the transferred assets
beyond the reach of such receiver and other creditors would provide persuasive evidence that the
isolation criterion is met. In certain circumstances, a legal specialist may provide an opinion on both
steps of a two-step structure. Such language would be acceptable in an opinion for a transfer of assets

12
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in the second step of a two-step structure as described in paragraph 83 of FASB Statement No. 140
provided that the opinion on the transfer in the first step is consistent with paragraphs .13 or .14 of this
interpretation.

12 eor example, a memorandum of law from a legal specialist usually analyzes (and may make
conclusions about) a transaction that may be completed subsequently. Such memorandum generally
would not provide persuasive evidence unless the conclusions conform with this interpretation and a
legal specialist opines that such conclusions apply to a completed transaction that is the subject of
management'’s assertion.

13 This language may appear in the legal specialist's opinion rather than in a separate letter. In that
case, the wording would be modified slightly to indicate the context.

(4] [Footnote deleted.]

Copyright © 2001, American Institute of Certified Public Accountants, Inc.
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Al 12: Communications About Control Deficiencies in
an Audit of Financial Statements: Auditing
Interpretations of AS 1305

The auditor should be aware of and consider auditing interpretations applicable to his or her
audit. If the auditor does not apply the auditing guidance included in an applicable auditing
interpretation, the auditor should be prepared to explain how he or she complied with the
provisions of the auditing standard addressed by such auditing guidance.

View AS 1305, Communications About Control Deficiencies in an Audit of Financial Statements

Note: In an audit of financial statements only, auditing interpretation 1 to AS 1305, Communications About
Control Deficiencies in an Audit of Financial Statements, "Reporting on the Existence of Material
Weaknesses," continues to apply except that the term "reportable condition" means "significant
deficiency" as defined in paragraph .02 of this standard. Within the example report within paragraph 4 of
the interpretation, the third sentence is replaced with the definition of a material weakness in paragraph
A7 of Appendix A, Definitions, of AS 2201, An Audit of Internal Control Over Financial Reporting That Is
Integrated with An Audit of Financial Statements.

1. Reporting on the Existence of Material Weaknesses

.01 Question—AS 1305 requires the auditor to report to the audit committee or to individuals with
equivalent authority and responsibility significant deficiencies noted during an audit of financial
statements. It permits the issuance of reports that include a statement about whether any of the
significant deficiencies identified are material weaknesses. In connection with an audit, may the auditor
issue a written report on material weaknesses separate from the report on significant deficiencies?

.02 Interpretation—Yes. AS 1305 does not preclude the auditor from issuing a separate report stating
whether he or she noted any material weaknesses during the audit. Reports on material weaknesses
should—

m Indicate that the purpose of the audit was to report on the financial statements and not to
provide assurance on internal control.

m Include the definition of a material weakness.

m State that the communication is intended solely for the information and the use of the audit
committee, management, and others within the organization and is not intended to be and
should not be used by anyone other than these specified parties. When there are requirements
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established by governmental agencies to furnish such reports, specific reference to such
regulatory authorities may be made.

.03 AS 1305 prohibits the auditor from issuing a written report representing that no significant
deficiencies were noted during the audit. Therefore, in issuing a report stating that no material
weaknesses were noted, the auditor should not imply that no significant deficiencies were noted.

.04 The following is an illustration of a report encompassing the above requirements:

In planning and performing our audit of the financial statements of ABC Corporation for
the year ended December 31, 19XX, we considered its internal control in order to
determine our auditing procedures for the purpose of expressing our opinion on the
financial statements and not to provide assurance on the internal control. Our
consideration of the internal control would not necessarily disclose all matters in the
internal control that might be material weaknesses under the standards of the Public
Company Accounting Oversight Board (United States). A material weakness is a condition
in which the design or operation of one or more of the internal control components does
not reduce to a relatively low level the risk that misstatements caused by error or fraud in
amounts that would be material in relation to the financial statements being audited may
occur and not be detected within a timely period by employees in the normal course of
performing their assigned functions. However, we noted no matters involving the internal
control and its operation that we consider to be material weaknesses as defined above.

This report is intended solely for the information and use of the audit committee (board
of directors, board of trustees, or owners in owner-managed enterprises), management,
and others within the organization (or specified regulatory agency) and is not intended to
be and should not be used by anyone other than these specified parties.

.05 If conditions believed to be material weaknesses are disclosed, the report should describe the
weaknesses that have come to the auditor's attention. The last sentence of the first paragraph of the
report illustrated in paragraph .04 should be modified as follows and paragraphs describing the material
weaknesses should follow the first paragraph:

However, we noted the following matters involving internal control and its operation that
we consider to be material weaknesses as defined above.

.06 In some cases reports on material weaknesses may include comments on specific aspects of
internal control or on additional matters. For example, a regulatory agency may require comments on the
accounting system and controls (but not on the control environment) or on compliance with certain
provisions in contracts or regulations. In such cases the language in paragraph .04 should be modified to:

a. identify clearly the specific aspects of internal controls or the additional matters covered by the
report

b. distinguish any additional matters from internal control
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c. describe in reasonable detail the scope of the review and tests concerning the additional matters

d. express conclusions in language comparable to that in paragraph .04 or .05, as appropriate

.07 The identification of the specific aspects of internal control or additional matters covered in the
report should be as specific as the auditor considers necessary to prevent misunderstanding in this
respect. Such identification can be made in some cases by reference to specific portions of other
documents such as contracts or regulations.

[2.] Audit Considerations for the Year 2000 Issue

[.08-.17] [Paragraphs deleted.]

Copyright © 2004, American Institute of Certified Public Accountants, Inc.
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Al 13: lllegal Acts by Clients: Auditing Interpretations
of AS 2405

The auditor should be aware of and consider auditing interpretations applicable to his or her
audit. If the auditor does not apply the auditing guidance included in an applicable auditing
interpretation, the auditor should be prepared to explain how he or she complied with the
provisions of the auditing standard addressed by such auditing guidance.

View AS 2405, Illegal Acts by Clients

Summary Table of Contents

.01 Consideration of Internal Control in a Financial Statement Audit and the Foreign Corrupt
Practices Act

.03 Material Weaknesses in Internal Control and the Foreign Corrupt Practices Act

1. Consideration of Internal Control in a Financial Statement Audit and the
Foreign Corrupt Practices Act

.01 Question—The auditing standards require the auditor to obtain a sufficient understanding of
internal control to plan the audit and to determine the nature, timing, and extent of tests to be
performed. Is the auditor of an entity subject to the Securities Exchange Act of 1934 required, because of
the Foreign Corrupt Practices Act of 1977 and the provisions of AS 2405, Illegal Acts by Clients, to expand
his consideration of internal control beyond that which is required by AS 2110, Identifying and Assessing
Risks of Material Misstatement?

.02 Interpretation—No. There is nothing in the Act or the related legislative history that purports to
alter the auditor's duty to his client or the purpose of his consideration of internal control. The Act creates
express new duties only for companies subject to the Securities Exchange Act of 1934, not for auditors.

2. Material Weaknesses in Internal Control and the Foreign Corrupt Practices Act

.03 Question—What course of action should be followed by the auditor of an entity subject to the
internal accounting control provision of the Foreign Corrupt Practices Act of 1977 to comply with AS 2405
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when a material weakness in internal control comes to his attention?

.04 Interpretation—The standards applied by an auditor in determining a material weakness in internal
control may differ from the standards for determining a violation of the Act. Nevertheless, a specific
material weakness may ultimately be determined to be a violation and, hence, an illegal act. Therefore,
the auditor should inquire of the client's management and consult with the client's legal counsel as to
whether the material weakness is a violation of the Act.

.05 In consultation with management and legal counsel, consideration should be given to corrective
action taken or in process. If management has concluded that corrective action for a material weakness is
not practicable, consideration should be given to the reasons underlying that conclusion, including
management's evaluation of the costs of correction in relation to the expected benefit to be derived.! Ifit
is determined that there has been a violation of the Act and appropriate consideration is not given to the
violation, the auditor should consider withdrawing from the current engagement or dissociating himself
from any future relationship with the client (see AS 2405.22).

.06 A violation of the internal accounting control provision of the Act would not, in and of itself, have a
direct effect on amounts presented in audited financial statements. However, the contingent monetary
effect on an entity ultimately determined to have willfully violated the internal accounting control
provision of the Act could be fines of up to $10,000 for the violation. The auditor should consider the
materiality of such contingent monetary effect in relation to the audited financial statements taken as a
whole. Other loss contingencies, as defined by FASB Statement No. 5 [AC section C59], ordinarily would
not result from a weakness in internal control which gives rise to such a violation of the Act.

Footnotes (Al 13 - lllegal Acts by Clients: Auditing Interpretations of AS 2405):

L The legislative history of the Act indicates that cost-benefit considerations are appropriate in
determining compliance with the accounting provisions of the Act. For example, the Senate committee
report stated that "the size of the business, diversity of operations, degree of centralization of financial
and operating management, amount of contact by top management with day-to-day operations, and
numerous other circumstances are factors which management must consider in establishing and

maintaining an internal accounting control system."

Copyright © 1997, American Institute of Certified Public Accountants, Inc.

18



Al 15: Consideration of an Entity's Ability to Continue as a Going Concern: Auditing Interpretations of AS 2415

For Fiscal Years Beginning on and after 12/15/2024

Al 15: Consideration of an Entity's Ability to Continue
as a Going Concern: Auditing Interpretations of AS
2415

The auditor should be aware of and consider auditing interpretations applicable to his or her
audit. If the auditor does not apply the auditing guidance included in an applicable auditing
interpretation, the auditor should be prepared to explain how he or she complied with the
provisions of the auditing standard addressed by such auditing guidance.

View AS 2415, Consideration of an Entity's Ability to Continue as a Going Concern

1. Eliminating a Going-Concern Explanatory Paragraph From a Reissued Report

.01 Question—An auditor may be asked to reissue his or her report on financial statements and
eliminate the going-concern explanatory paragraph that appeared in the original report. Such requests
ordinarily occur after the conditions that gave rise to substantial doubt about the entity's ability to
continue as a going concern have been resolved. For example, subsequent to the date of the auditor's
original report, an entity might obtain needed financing. In such circumstances, may the auditor reissue his
or her report and eliminate the going-concern explanatory paragraph that appeared in the original report?

.02 Interpretation—An auditor has no obligation to reissue his or her report.1 However, if the auditor
decides to reissue the report,2 the auditor should perform the following procedures when determining
whether to reissue the report without the going-concern explanatory paragraph that appeared in the
original report:

m  Audit the event or transaction that prompted the request to reissue the report without the going-
concern explanatory paragraph.

m Perform the procedures listed in paragraph .12 of AS 2801, Subsequent Events, at or near the date
of reissuance.

m Consider the factors described in paragraphs .06 through .11 of AS 2415, Consideration of an
Entity’s Ability to Continue as a Going Concern, based on the conditions and circumstances at the
date of reissuance.

The auditor may perform any other procedures that he or she deems necessary in the circumstances.
Based on the information that the auditor becomes aware of as a result of performing the procedures
mentioned above, the auditor should reassess the going-concern status of the entity.
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[2.] Effect of the Year 2000 Issue on the Auditor’s Consideration of an Entity’s
Ability to Continue as a Going Concern

[.03-.27] [Paragraphs deleted.]

Footnotes (Al 15 - Consideration of an Entity's Ability to Continue as a Going

Concern: Auditing Interpretations of AS 2415):

L If the auditor decides not to reissue his or her report, the auditor may agree to be engaged to audit

the financial statements for a period subsequent to that covered by the original report. This might be
the case, for example, if the entity is experiencing profitable operations.

2 Paragraph .05 of AS 3110, Dating of the Independent Auditor’s Report, states that an auditor may
either "dual-date" or "later-date" his or her reissued report.

Copyright © 2004, American Institute of Certified Public Accountants, Inc.
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Al 17: Inquiry of a Client's Lawyer Concerning
Litigation, Claims, and Assessments: Auditing
Interpretations of AS 2505

The auditor should be aware of and consider auditing interpretations applicable to his or her
audit. If the auditor does not apply the auditing guidance included in an applicable auditing
interpretation, the auditor should be prepared to explain how he or she complied with the
provisions of the auditing standard addressed by such auditing guidance.

View AS 2505, Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments

Summary Table of Contents

.01 Specifying Relevant Date in an Audit Inquiry Letter
.04 Relationship Between Date of Lawyer's Response and Auditor's Report

.06 Form of Audit Inquiry Letter When Client Represents That No Unasserted Claims and
Assessments Exist

.08 Documents Subject to Lawyer-Client Privilege

.10 Alternative Wording of the lllustrative Audit Inquiry Letter to a Client's Lawyer

.15 Client Has Not Consulted a Lawyer

.18 Assessment of a Lawyer's Evaluation of the Outcome of Litigation

.24 Use of the Client's Inside Counsel in the Evaluation of Litigation, Claims, and Assessments

.28 Use of Explanatory Language About the Attorney-Client Privilege or the Attorney Work-
Product Privilege

.31 Use of Explanatory Language Concerning Unasserted Possible Claims or Assessments in
Lawyers' Responses to Audit Inquiry Letters

1. Specifying Relevant Date in an Audit Inquiry Letter

.01 Question—Should the auditor request the client to specify, in his audit inquiry letter to a lawyer
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prepared in accordance with AS 2505, Inquiry of a Client's Lawyer Concerning Litigation, Claims, and
Assessments, the date by which the lawyer's response should be sent to the auditor. Also, should the letter
request the lawyer to specify in his response the latest date covered by his review (the "effective date")?

.02 Interpretation—Yes. It should be recognized that, to adequately respond to an audit inquiry letter,
lawyers will ordinarily employ some internal review procedures which will be facilitated by specifying the
earliest acceptable effective date of the response and the latest date by which it should be sent to the
auditor. Ordinarily, a two-week period should be allowed between the specified effective date of the
lawyer's response and the latest date by which the response should be sent to the auditor. Clearly stating
the relevant dates in the letter and specifying these dates to the lawyer in a timely manner will allow the
responding lawyer an adequate amount of time to complete his review procedures and assist the auditor
in coordinating the timing of the completion of his field work with the latest date covered by the lawyer's

review.

.03 Further, the lawyer should be requested to specify the effective date of his response. If the
lawyer's response does not specify an effective date, the auditor can assume that the date of the lawyer's
response is the effective date.

2. Relationship Between Date of Lawyer's Response and Auditor's Report

.04 Question—The illustrative form of audit inquiry letter included in the Appendix [AS 2505A] to AS
2505 requests a response as to matters that existed at the balance sheet date and during the period from
that date to the date of the response. What is the relationship between the effective date of the lawyer's
response and the date of the auditor's report?

.05 Interpretation—Paragraphs .10 through .12 of AS 2801, Subsequent Events, indicate that the
auditor is concerned with events, which may require adjustment to, or disclosure in, the financial
statements, occurring through the date of his or her report. Therefore, the latest date of the period
covered by the lawyer's response (the "effective date") should be as close to the date of the auditor's
report as is practicable in the circumstances. Consequently, specifying the effective date of the lawyer's
response to reasonably approximate the expected date of the auditor's report will in most instances
obviate the need for an updated response from the lawyer.

3. Form of Audit Inquiry Letter When Client Represents That No Unasserted
Claims and Assessments Exist

.06 Question—The illustrative audit inquiry letter included in the Appendix [AS 2505A] to AS 2505
assumes that the client specifies certain unasserted claims and assessments. However, in some cases,
clients have stated that there are no such claims or assessments (to be specified to the lawyer for
comment) that are probable of assertion and that, if asserted, would have a reasonable possibility of an
unfavorable outcome. What appropriate revision to the wording of the letter can be used in such
situations?

.07 Interpretation—Wording that could be used in an audit inquiry letter, instead of the heading and
first paragraph in the section relating to unasserted claims and assessments included in the Appendix [AS
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2505A] to AS 2505, when the client believes that there are no unasserted claims or assessments (to be
specified to the lawyer for comment) that are probable of assertion and that, if asserted, would have a
reasonable possibility of an unfavorable outcome as specified by FASB Statement No. 5, Accounting for
Contingencies [AC section C59], is as follows:

Unasserted claims and assessments—We have represented to our auditors that there are
no unasserted possible claims that you have advised us are probable of assertion and
must be disclosed, in accordance with Statement of Financial Accounting Standards No. 5.
(The second paragraph in the section relating to unasserted claims and assessments
would not be altered.)

4. Documents Subject to Lawyer-Client Privilege

.08 Question—AS 2505.05¢, states: "Examine documents in the client's possession concerning
litigation, claims, and assessments, including correspondence and invoices from lawyers." Would this
include a review of documents at the client's location considered by the lawyer and the client to be subject
to the lawyer-client privilege?

.09 Interpretation—No. Although ordinarily an auditor would consider the inability to review
information that could have a significant bearing on his audit as a scope restriction, in recognition of the
public interest in protecting the confidentiality of lawyer-client communications (see AS 2505.13), AS
2505.05c¢ is not intended to require an auditor to examine documents that the client identifies as subject
to the lawyer-client privilege. In the event of questions concerning the applicability of this privilege, the
auditor may request confirmation from the client's counsel that the information is subject to that privilege
and that the information was considered by the lawyer in responding to the audit inquiry letter or, if the
matters are being handled by another lawyer, an identification of such lawyer for the purpose of sending
him an audit inquiry letter.

5. Alternative Wording of the lllustrative Audit Inquiry Letter to a Client's Lawyer

.10 Question—The Appendix [AS 2505A] of AS 2505 provides an illustrative audit inquiry letter to legal
counsel. That inquiry letter is based on the assumptions that (1) management of the company has
prepared and furnished to the auditor and has set forth in the audit inquiry letter a description and
evaluation of pending or threatened litigation, claims, and assessments and (2) management has identified
and specified for comment in the audit inquiry letter unasserted claims or assessments that are probable
of assertion and that, if asserted, would have at least a reasonable possibility of an unfavorable outcome.
In many engagements, circumstances may render certain portions of the illustrative letter inappropriate.
For instance, many clients ask their lawyers to prepare the list that describes and evaluates pending or
threatened litigation, claims, and assessments rather than have management furnish such information.
How can the wording of the inquiry letter be modified to recognize circumstances that differ from those
assumed in the illustrative letter and to be more specific regarding the timing of the lawyer's response?

A1 Interpretation—AS 2505.09, outlines the matters that should be covered in a letter of audit inquiry.
Although AS 2505 provides an illustrative audit inquiry letter to legal counsel, it should be modified, if
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necessary, to fit the circumstances. The modified illustrative audit inquiry letter that follows is based on a
typical situation: management requests the lawyer to prepare the list that describes and evaluates
pending or threatened litigation, claims, and assessments, and also represents that there are no
unasserted claims or assessments that are probable of assertion and that, if asserted, would have a
reasonable possibility of an unfavorable outcome as specified by FASB Statement No. 5, Accounting for
Contingencies [AC section C59]. It also includes a separate response section with language that clarifies the
auditor's expectations regarding the timing of the lawyer's response.

"In connection with an audit of our financial statements as of (balance-sheet date) and
for the (period) then ended, please furnish our auditors, (name and address of auditors),
with the information requested below concerning certain contingencies involving matters
with respect to which you have devoted substantive attention on behalf of the Company
in the form of legal consultation or representation." [When a materiality limit has been
established based on an understanding between management and the auditor, the
following sentence should be added: This request is limited to contingencies amounting to
(amount) individually or items involving lesser amounts that exceed (amount) in the
aggregate.]

12 Pending or Threatened Litigation, Claims, and Assessments

"Regarding pending or threatened litigation, claims, and assessments, please include in your
response: (1) the nature of each matter, (2) the progress of each matter to date, (3) how the
Company is responding or intends to respond (for example, to contest the case vigorously or seek
an out-of-court settlement), and (4) an evaluation of the likelihood of an unfavorable outcome and
an estimate, if one can be made, of the amount or range of potential loss."

13 Unasserted Claims and Assessments

"We have represented to our auditors that there are no unasserted possible claims or
assessments that you have advised us are probable of assertion and must be disclosed in
accordance with FASB Statement No. 5 [AC section C59]. 1 We understand that
whenever, in the course of performing legal services for us with respect to a matter
recognized to involve an unasserted possible claim or assessment that may call for
financial statement disclosure, you have formed a professional conclusion that we should
disclose or consider disclosure concerning such possible claim or assessment, as a matter
of professional responsibility to us, you will so advise us and will consult with us
concerning the question of such disclosure and the applicable requirements of FASB
Statement No. 5 [AC section C59]. Please specifically confirm to our auditors that our
understanding is correct."

14 Response

"Your response should include matters that existed as of (balance-sheet date) and
during the period from that date to the effective date of your response."

"Please specifically identify the nature of and reasons for any limitations on your
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response."

"Our auditors expect to have the audit completed about (expected completion date).
They would appreciate receiving your reply by that date with a specified effective date no

earlier than (ordinarily two weeks before expected completion date)."2

6. Client Has Not Consulted a Lawyer

.15 Question—AS 2505.06 requires an auditor to request that the client's management send a letter of
inquiry to those lawyers with whom management has consulted concerning litigation, claims, or
assessments. In some instances, management may not have consulted a lawyer. In such circumstances,
what should the auditor do to obtain sufficient, competent evidential matter regarding litigation, claims,
and assessments?

.16 Interpretation—AS 2505 is expressly limited to inquiry of lawyers with whom management has
consulted. If the client has not consulted a lawyer, the auditor normally would rely on the review of
internally available information as outlined in AS 2505.05 and .07, and the written representation of
management regarding litigation, claims, and assessments as required by paragraphs .060 and p of AS
2805, Management Representations. In those circumstances, the representation regarding litigation,
claims, and assessments might be worded as follows:

"We are not aware of any pending or threatened litigation, claims, or assessments or
unasserted claims or assessments that are required to be accrued or disclosed in the
financial statements in accordance with FASB Statement No. 5 [AC section C59], and we
have not consulted a lawyer concerning litigation, claims, or assessments."

17 If information comes to the auditor's attention that may indicate potentially material litigation,
claims, and assessments, the auditor should discuss with the client its possible need to consult legal
counsel so that the client may evaluate its responsibility under FASB Statement No. 5 [AC section C59] to
accrue or disclose loss contingencies. Depending on the severity of the matter, refusal by the client to
consult legal counsel in those circumstances may result in a scope limitation, and the auditor should
consider the effect of such a limitation on his audit report.

7. Assessment of a Lawyer's Evaluation of the Outcome of Litigation

.18 Question—AS 2505.09d(2), states that a letter of audit inquiry should include a request for the
lawyer's evaluation of the likelihood of an unfavorable outcome of pending or threatened litigation, claims,
and assessments to which he has devoted substantive attention. However, written responses from lawyers
vary considerably and may contain evaluation wording that is vague or ambiguous and, thus, of limited use
to the auditor. What constitutes a clear response and what should the auditor do if he considers the
response unclear?

.19 Interpretation—The American Bar Association's Statement of Policy Regarding Lawyers' Responses
to Auditors' Requests for Information (ABA Statement) is reprinted as Exhibit Il [AS 2505C] to AS 2505.
While Paragraph 5 of the ABA Statement [AS 2505C] states that the lawyer "may in appropriate
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circumstances communicate to the auditor his view that an unfavorable outcome is 'probable' or
remote’," he is not required to use those terms in communicating his evaluation to the auditor. The
auditor may find other wording sufficiently clear as long as the terms can be used to classify the outcome
of the uncertainty under one of the three probability classifications established in FASB Statement No. 5,
Accounting for Contingencies [AC section c59).3

.20 Some examples of evaluations concerning litigation that may be considered to provide sufficient
clarity that the likelihood of an unfavorable outcome is "remote" even though they do not use that term

are:

m  "We are of the opinion that this action will not result in any liability to the company."

m "ltis our opinion that the possible liability to the company in this proceeding is nominal in
amount."

m  "We believe the company will be able to defend this action successfully."
m  "We believe that the plaintiff's case against the company is without merit."

m "Based on the facts known to us, after a full investigation, it is our opinion that no liability will be
established against the company in these suits."

21 Absent any contradictory information obtained by the auditor either in other parts of the lawyer's
letter or otherwise, the auditor need not obtain further clarification of evaluations such as the foregoing.

22 Because of inherent uncertainties described in AS 2505.14 and in the ABA Policy Statement [AS
2505C], an evaluation furnished by the lawyer may indicate significant uncertainties or stipulations as to
whether the client will prevail. The following are examples of lawyers' evaluations that are unclear as to
the likelihood of an unfavorable outcome:

m "This action involves unique characteristics wherein authoritative legal precedents do not seem to
exist. We believe that the plaintiff will have serious problems establishing the company's liability
under the act; nevertheless, if the plaintiff is successful, the award may be substantial."

m '"ltis our opinion that the company will be able to assert meritorious defenses to this action." (The
term "meritorious defenses" indicates that the company's defenses will not be summarily
dismissed by the court; it does not necessarily indicate counsel's opinion that the company will
prevail.)

m  "We believe the action can be settled for less than the damages claimed."

m  "We are unable to express an opinion as to the merits of the litigation at this time. The company
believes there is absolutely no merit to the litigation." (If client's counsel, with the benefit of all
relevant information, is unable to conclude that the likelihood of an unfavorable outcome is
"remote," it is unlikely that management would be able to form a judgment to that effect.)

m  "In our opinion, the company has a substantial chance of prevailing in this action." (A "substantial
chance," a "reasonable opportunity,” and similar terms indicate more uncertainty than an opinion
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that the company will prevail.)

.23 If the auditor is uncertain as to the meaning of the lawyer's evaluation, he should request
clarification either in a follow-up letter or a conference with the lawyer and client, appropriately
documented. If the lawyer is still unable to give an unequivocal evaluation of the likelihood of an
unfavorable outcome in writing or orally, the auditor should look to the guidance in paragraphs .28
through .32 of AS 3105, Departures from Unqualified Opinions and Other Reporting Circumstances, to
determine the effect, if any, of the lawyer's response on the auditor's report.

8. Use of the Client's Inside Counsel in the Evaluation of Litigation, Claims, and
Assessments

.24 Question—AS 2505.06 requires an auditor to request that the client's management send a letter of
inquiry to those lawyers with whom management has consulted concerning litigation, claims, and
assessments. Sometimes, the client's inside general counsel or legal department (hereinafter referred to
as "inside counsel") is handling litigation, claims, and assessments either exclusive of or in conjunction with
outside lawyers. In such circumstances, when does inside counsel's response constitute sufficient,
competent evidential matter regarding litigation, claims, and assessments?

.25 Interpretation—AS 2505.08 states that "Evidential matter obtained from the client's inside general
counsel or legal department may provide the auditor with the necessary corroboration." Inside counsel
can range from one lawyer to a large staff, with responsibilities ranging from specific internal matters to a
comprehensive coverage of all of the client's legal needs, including litigation with outside parties. Because
both inside counsel and outside lawyers are bound by the ABA's Code of Professional Responsibilities,
there is no difference in their professional obligations and responsibilities. In some circumstances, outside
lawyers, if used at all, may be used only for limited purposes, such as data accumulation or account
collection activity. In such circumstances, inside counsel has the primary responsibility for corporate legal
matters and is in the best position to know and precisely describe the status of all litigation, claims, and
assessments or to corroborate information furnished by management.

.26 Audit inquiry letters should be sent to those lawyers, which may be either inside counsel or outside
lawyers, who have the primary responsibility for, and knowledge about, particular litigation, claims, and
assessments. If inside counsel in handling litigation, claims, and assessments exclusively, their evaluation
and response ordinarily would be considered adequate. Similarly, if both inside counsel and outside
lawyers have been involved in the matters, but inside counsel ha s assumed the primary responsibility for
the matters, inside counsel's evaluation may well be considered adequate.4 However, there may be
circumstances when litigation, claims, or assessments involving substantial overall participation by outside
lawyers are of such significance to the financial statements that the auditor should consider obtaining the
outside lawyers' response that they have not formulated a substantive conclusion that differs in any
material respect from inside counsel's evaluation, even though inside counsel may have primary
responsibility.

27 If both inside counsel and outside lawyers have devoted substantive attention to a legal matter,
but their evaluations of the possible outcome differ, the auditor should discuss the differences with the
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parties involved. Failure to reach agreement between the lawyers may require the auditor to consider
appropriate modification of his audit report.

9. Use of Explanatory Language About the Attorney-Client Privilege or the
Attorney Work-Product Privilege

.28 Question—In some cases, in order to emphasize the preservation of the attorney-client privilege or
the attorney work-product privilege, some clients have included the following or substantially similar
language in the audit inquiry letter to legal counsel:

We do not intend that either our request to you to provide information to our auditor or
your response to our auditor should be construed in any way to constitute a waiver of the
attorney-client privilege or the attorney work-product privilege.

For the same reason, some lawyers have included the following or substantially similar language in their
response letters to auditors:

The Company [OR OTHER DEFINED TERM] has advised us that, by making the request set
forth in its letter to us, the Company [OR OTHER DEFINED TERM] does not intend to waive
the attorney-client privilege with respect to any information which the Company [OR
OTHER DEFINED TERM] has furnished to us. Moreover, please be advised that our
response to you should not be construed in any way to constitute a waiver of the
protection of the attorney work-product privilege with respect to any of our files involving
the Company [OR OTHER DEFINED TERM].

Does the explanatory language about the attorney-client privilege or the attorney work-product
privilege result in a limitation on the scope of the audit?

.29 Answer—No. According to the Report by the American Bar Association's Subcommittee on Audit
Inquiry Responses, explanatory language similar to the foregoing in the letters of the client or the lawyer is
not a limitation on the scope of the lawyer's response. The report states that such language simply makes
explicit what has always been implicit, namely, the language states clearly that neither the client nor the
lawyer intended a waiver. The report further states that non-inclusion of either or both of the foregoing
statements by the client or the lawyer in their respective letters at any time in the past or the future would
not constitute an expression of intent to waive the privileges. The Report by the American Bar Association's
Subcommittee on Audit Inquiry Responses is reprinted in paragraph .30.

.30 Report of the Subcommittee on Audit Inquiry Responses*

Because of a recent court case and other judicial decisions involving lawyers' responses to auditors'
requests for information, an area of uncertainty or concern has been brought to the Subcommittee's
attention and is the subject of the following comment:

This Committee's report does not modify the ABA Statement of Policy, nor does it constitute an
interpretation thereof. The Preamble to the ABA Statement of Policy states as follows:
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Both the Code of Professional Responsibility and the cases applying the evidentiary privilege
recognize that the privilege against disclosure can be knowingly and voluntarily waived by the
client. It is equally clear that disclosure to a third party may result in loss of the "confidentiality"
essential to maintain the privilege. Disclosure to a third party of the lawyer-client communication
on a particular subject may also destroy the privilege as to other communications on that subject.
Thus, the mere disclosure by the lawyer to the outside auditor, with due client consent, of the
substance of communications between the lawyer and client may significantly impair the client's
ability in other contexts to maintain the confidentiality of such communications.

Under the circumstances a policy of audit procedure which requires clients to give consent and
authorize lawyers to respond to general inquiries and disclose information to auditors concerning
matters which have been communicated in confidence is essentially destructive of free and open
communication and early consultation between lawyer and client. The institution of such a policy
would inevitably discourage management from discussing potential legal problems with counsel for
fear that such discussion might become public and precipitate a loss to or possible liability of the
business enterprise and its stockholders that might otherwise never materialize.

It is also recognized that our legal, political, and economic systems depend to an important
extent on public confidence in published financial statements. To meet this need the accounting
profession must adopt and adhere to standards and procedures that will command confidence in
the auditing process. It is not, however, believed necessary, or sound public policy, to intrude upon
the confidentiality of the lawyer-client relationship in order to command such confidence. On the
contrary, the objective of fair disclosure in financial statements is more likely to be better served by
maintaining the integrity of the confidential relationship between lawyer and client, thereby
strengthening corporate management's confidence in counsel and to act in accordance with
counsel's advice.

Paragraph (1) of the ABA Statement of Policy provides as follows:

(1) Client Consent to Response. The lawyer may properly respond to the auditor's requests
for information concerning loss contingencies (the term and concept established by
Statement of Financial Accounting Standards No. 5, promulgated by the Financial
Accounting Standards Board in March 1975 and discussed in Paragraph 5.1 of the
accompanying commentary), to the extent hereinafter set forth, subject to the following:

(a) Assuming that the client's initial letter requesting the lawyer to provide
information to the auditor is signed by an agent of the client having apparent
authority to make such a request, the lawyer may provide to the auditor
information requested, without further consent, unless such information
discloses a confidence or a secret or requires an evaluation of a claim.

(b) Inthe normal case, the initial request letter does not provide the necessary
consent to the disclosure of a confidence or secret or to the evaluation of a claim
since that consent may only be given after full disclosure to the client of the legal
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consequences of such action.

(c) Lawyers should bear in mind, in evaluating claims, that an adverse party may
assert that any evaluation of potential liability is an admission.

(d) Insecuring the client's consent to the disclosure of confidences or secrets, or the
evaluation of claims, the lawyer may wish to have a draft of his letter reviewed
and approved by the client before releasing it to the auditor; in such cases,
additional explanation would in all probability be necessary so that the legal
consequences of the consent are fully disclosed to the client.

In order to preserve explicitly the evidentiary privileges, some lawyers have suggested that clients
include language in the following or substantially similar form:

We do not intend that either our request to you to provide information to our auditor or your
response to our auditor should be construed in any way to constitute a waiver of the attorney-client
privilege or the attorney work-product privilege.

If client's request letter does not contain language similar to that in the preceding paragraph, the
lawyer's statement that the client has so advised him or her may be based upon the fact that the client has
in fact so advised the lawyer, in writing or orally, in other communications or in discussions.

For the same reason, the response letter from some lawyers also includes language in the following or
substantially similar form:

The Company [OR OTHER DEFINED TERM] has advised us that, by making the request set forth in
its letter to us, the Company [OR OTHER DEFINED TERM] does not intend to waive the attorney-
client privilege with respect to any information which the Company [OR OTHER DEFINED TERM] has
furnished to us. Moreover, please be advised that our response to you should not be construed in
any way to constitute a waiver of the protection of the attorney work-product privilege with respect
to any of our files involving the Company [OR OTHER DEFINED TERM].

We believe that language similar to the foregoing in letters of the client or the lawyer simply makes
explicit what has always been implicit, namely, it expressly states clearly that neither the client nor the
lawyer intended a waiver. It follows that non-inclusion of either or both of the foregoing statements by the
client or the lawyer in their respective letters at any time in the past or the future would not constitute an
expression of intent to waive the privileges.

On the other hand, the inclusion of such language does not necessarily assure the client that, depending
on the facts and circumstances, a waiver may not be found by a court of law to have occurred.

We do not believe that the foregoing types of inclusions cause a negative impact upon the public policy
considerations described in the Preamble to the ABA Statement of Policy nor do they intrude upon the
arrangements between the legal profession and the accounting profession contemplated by the ABA
Statement of Policy. Moreover, we do not believe that such language interferes in any way with the
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standards and procedures of the accounting profession in the auditing process nor should it be construed
as a limitation upon the lawyer's reply to the auditors. We have been informed that the Auditing Standards
Board of the AICPA has adopted an interpretation of SAS 12 recognizing the propriety of these statements.

Lawyers, in any case, should be encouraged to have their draft letters to auditors reviewed and
approved by the client before releasing them to the auditors and may wish to explain to the client the
legal consequences of the client's consent to lawyer's response as contemplated by subparagraph 1(d) of
the Statement of Policy.

December 1989

10. Use of Explanatory Language Concerning Unasserted Possible Claims or
Assessments in Lawyers' Responses to Audit Inquiry Letters

31 Question—In order to emphasize the preservation of the attorney-client privilege with respect to
unasserted possible claims or assessments, some lawyers include the following or substantially similar
language in their responses to audit inquiry letters:

"Please be advised that pursuant to clauses (b) and (c) of Paragraph 5 of the ABA
Statement of Policy [American Bar Association's Statement of Policy Regarding Lawyers'
Responses to Auditors' Requests for Information] and related Commentary referred to in
the last paragraph of this letter, it would be inappropriate for this firm to respond to a
general inquiry relating to the existence of unasserted possible claims or assessments
involving the Company. We can only furnish information concerning those unasserted
possible claims or assessments upon which the Company has specifically requested in
writing that we comment. We also cannot comment upon the adequacy of the Company's
listing, if any, of unasserted possible claims or assessments or its assertions concerning
the advice, if any, about the need to disclose same."

Does the inclusion of this or similar language result in a limitation on the scope of the audit?

.32 Interpretation—No. Additional language similar to the foregoing in a letter of a lawyer is not a
limitation on the scope of the audit. However, the ABA Statement of Policy [AS 2505C] and the
understanding between the legal and accounting professions assumes that the lawyer, under certain
circumstances, will advise and consult with the client concerning the client's obligation to make financial
statement disclosure with respect to unasserted possible claims or assessments.” Confirmation of this
understanding should be included in the lawyer's response.

Footnotes (Al 17 - Inquiry of a Client's Lawyer Concerning Litigation, Claims, and

Assessments: Auditing Interpretations of AS 2505):

LA parenthetical statement such as "(excerpts of which can be found in the ABA's Auditor's Letter
Handbook)" might be added here if the auditor believes that it would be helpful to the lawyer's
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understanding of the requirements of FASB Statement No. 5 [AC section C59]. The Audlitor's Letter
Handbook contains, among other things, a copy of AS 2505, the ABA's Statement of Policy Regarding
Lawyers' Responses to Auditors' Requests for Information [AS 2505C], and excerpts from FASB
Statement No. 5 [AC section C59].

2 Two auditing interpretations (see paragraphs .01-.05) address relevant dates in an audit inquiry letter
and the relationship between the date of the lawyer's response and the audit report date.

3 FASB Statement No. 5 [AC section C59] uses the terms "probable," "reasonably possible," and
"remote" to describe different degrees of likelihood that future events will confirm a loss or an
impairment of an asset or incurrence of a liability, and the accounting standards for accrual and
disclosure are based on those terms.

4 This does not alter the caveat in AS 2505.08 that "evidential matter obtained from inside counsel is
not a substitute for information outside counsel refuses to furnish."

: "Excerpted from 'Statement of Policy Regarding Lawyers' Responses to Auditors' Requests for
Information,' The Business Lawyer, vol. 31, no. 3, April 1976, copyright 1976 American Bar Association,
reprinted by permission of the American Bar Association."

> See Paragraph 6 of the ABA Statement of Policy [AS 2505C] and its Commentary [AS 2505C]. In
addition, Annex A to the ABA Statement of Policy [AS 2505C] contains the following illustrative language
in the lawyers' response letter to the auditors: "Consistent with the last sentence of Paragraph 6 of the
ABA Statement of Policy and pursuant to the Company's request, this will confirm as correct the
Company's understanding as set forth in its audit inquiry letter to us that whenever, in the course of
performing legal services for the Company with respect to a matter recognized to involve an unasserted
possible claim or assessment that may call for financial statement disclosure, we have formed a
professional conclusion that the Company must disclose or consider disclosure concerning such possible
claim or assessment, we, as a matter of professional responsibility to the Company, will so advise the
Company and will consult with the Company concerning the question of such disclosure and the
applicable requirements of FASB Statement No. 5, Accounting for Contingencies [AC section C59]."

Copyright © 1996, 1997, 2004, American Institute of Certified Public Accountants, Inc.
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Al 18: Consideration of an Entity's Use of a Service
Organization: Auditing Interpretations of AS 2601

The auditor should be aware of and consider auditing interpretations applicable to his or her
audit. If the auditor does not apply the auditing guidance included in an applicable auditing
interpretation, the auditor should be prepared to explain how he or she complied with the
provisions of the auditing standard addressed by such auditing guidance.

View AS 2601, Consideration of an Entity's Use of a Service Organization

Summary Table of Contents

.01 Describing Tests of Operating Effectiveness and the Results of Such Tests

.04 Service Organizations That Use the Services of Other Service Organizations (Subservice
Organizations)

.35 Responsibilities of Service Organizations and Service Auditors With Respect to Forward-
Looking Information in a Service Organization’s Description of Controls

.38 Statements About the Risk of Projecting Evaluations of the Effectiveness of Controls to Future
Periods

1.Describing Tests of Operating Effectiveness and the Results of Such Tests

.01 Question—Paragraph .44f of AS 2601, Consideration of an Entity’s Use of a Service Organization,
specifies the elements that should be included in a description of tests of operating effectiveness, which is
part of a report on controls placed in operation and tests of operating effectiveness. AS 2601.44f states:

". .. The description should include the controls that were tested, the control objectives the
controls were intended to achieve, the tests applied and the results of the tests. The description
should include an indication of the nature, timing, and extent of the tests, as well as sufficient detail
to enable user auditors to determine the effect of such tests on user auditors' assessments of
control risk. To the extent that the service auditor identified causative factors for exceptions,
determined the current status of corrective actions, or obtained other relevant qualitative
information about exceptions noted, such information should be provided."
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When a service auditor performs an engagement that includes tests of operating effectiveness, what
information and how much detail should be included in the description of the "tests applied" and the
"results of the tests"?

.02 Interpretation—In all cases, for each control objective tested, the description of tests of operating
effectiveness should include all of the elements listed in AS 2601.44f, whether or not the service auditor
concludes that the control objective has been achieved. The description should provide sufficient
information to enable user auditors to assess control risk for financial statement assertions affected by the
service organization. The description need not be a duplication of the service auditor's detailed audit
program, which in some cases would make the report too voluminous for user auditors and would provide
more than the required level of detail.

.03 In describing the nature, timing, and extent of the tests applied, the service auditor also should
indicate whether the items tested represent a sample or all of the items in the population, but need not
indicate the size of the population. In describing the results of the tests, the service auditor should include
exceptions and other information that in the service auditor'sjudgmentlA could be relevant to user
auditors. Such exceptions and other information should be included for each control objective, whether or
not the service auditor concludes that the control objective has been achieved. When exceptions that
could be relevant to user auditors are noted, the description also should include the following information:

m  The size of the sample, when sampling has been used
m  The number of exceptions noted

m The nature of the exceptions

If no exceptions or other information that could be relevant to user auditors are identified by the tests, the
service auditor should indicate that finding (for example, "No relevant exceptions noted").

2. Service Organizations That Use the Services of Other Service Organizations
(Subservice Organizations)

.04 Question—A service organization may use the services of another service organization, such as a
bank trust department that uses an independent computer processing service organization to perform its
data processing. In this situation, the bank trust department is a service organization and the computer
processing service organization is considered a subservice organization. How are a user auditor's and a
service auditor's procedures affected when a service organization uses a subservice organization?

.05 Interpretation—When a service organization uses a subservice organization, the user auditor
should determine whether the processing performed by the subservice organization affects assertions in
the user organization's financial statements and whether those assertions are significant to the user
organization's financial statements. To plan the audit and assess control risk, a user auditor may need to
consider the controls at both the service organization and the subservice organization. AS 2601.06 through
.17 provide guidance to user auditors on considering the effect of a service organization on a user
organization's internal control. Although AS 2601.06-.17 do not specifically refer to subservice
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organizations, when a subservice organization provides services to a service organization, the guidance in
these paragraphs should be interpreted to include the subservice organization. For example, in situations
where subservice organizations are used, the interaction between the user organization and the service
organization described in AS 2601.06 would be expanded to include the interaction between the user
organization, the service organization and the subservice organization.

.06 Similarly, a service auditor engaged to examine the controls of a service organization and issue a
service auditor's report may need to consider functions performed by the subservice organization and the
effect of the subservice organization’s controls on the service organization.

.07 The degree of interaction and the nature and materiality of the transactions processed by the
service organization and the subservice organization are the most important factors to consider in
determining the significance of the subservice organization’s controls to the user organization’s internal
control. AS 2601.11-.16 describe how a user auditor's assessment of control risk is affected when a user
organization uses a service organization. When a subservice organization is involved, the user auditor may
need to consider activities at both the service organization and the subservice organization in applying the
guidance in these paragraphs.

.08 Question—How does a user auditor obtain information about controls at a subservice
organization?

.09 Interpretation—If a user auditor concludes that he or she needs information about the subservice
organization to plan the audit or to assess control risk, the user auditor (@) may contact the service
organization through the user organization and may contact the subservice organization either through
the user organization or the service organization to obtain specific information or (b) may request that a
service auditor be engaged to perform procedures that will supply the necessary information.
Alternatively, the user auditor may visit the service organization or subservice organization and perform
such procedures.

.10 Question—When a service organization uses a subservice organization, what information about
the subservice organization should be included in the service organization’s description of controls?

A1 Interpretation—A service organization's description of controls should include a description of the
functions and nature of the processing performed by the subservice organization in sufficient detail for
user auditors to understand the significance of the subservice organization’s functions to the processing of
the user organizations' transactions. Ordinarily, disclosure of the identity of the subservice organization is
not required. However, if the se