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This CICA publication is an “other
auditing and assurance publication”
under the hierarchy established in
Authority of Auditing and Assurance
Standards and Other Guidance,
paragraph 5021.02(d). It has not been
adopted, endorsed, approved, disap-
proved or otherwise acted upon by
the Auditing and Assurance Stan-
dards Board (AASB), any CICA board
or committee, the governing body

or membership of the CICA, or any
provincial Institute/Ordre. This publica-
tion has been prepared by the CICA
Auditing and Assurance Standards
staff to be included in the list of publi-
cations in Appendix B of Section 5021;
consequently, it may be presumed to
be appropriate. This publication may

help practitioners understand and ap- - - I
ply Recommendations and guidance

issued by the AASB. Before applying

the guidance in this publication, a FOR CHARTERED ACCOUNTANTS PERFORMING AUDIT AND REVIEW ENGAGEMENTS
practitioner should be satisfied that,

in his or her professional judgment, it
is relevant to the circumstances of the

Auditor Involvement with
Management's Internal
Control Certifications

Previous issues of Risk Alert are
available on the AASB’s website

(iwiaasb.o3). Suggestions for and CEOs and CFOs of most Canadian public ~ wording of these certificates — set out on
co-rr;rr;én-tsj ;r; Risk Alert are always companies and other reporting issuers a form provided by the CSA — even when
appreciated and may be dirscted to: (issuers) must certify their annual securi- internal control weaknesses have been
ties filings for years ending after June 29, identified. Instead, management will have
Glen de Freitas, CA 2006. The certificates that are filed with to disclose in the annual MD&A the nature
The Canadian Institute Canadian securities regulators include of any weaknesses identified in the design
zzg;i:gzsg:‘:;ﬂ;:?:ts matters pertaining to the design of their of internal control over financial reporting,
Standards Department entity’s internal control over financial the risks associated with those weak-
277 Wellington Street West reporting and the effectiveness of their ness and the plan, if any, to remediate the
Toronto, ON M5V 3H2 disclosure controls and procedures. weaknesses.
Tel:  (416) 204-3443 Management is not allowed to modify the
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1 These are the Certification of Annual Filings (the Certificate) required by Multilateral Instrument 52-109 (Ml
52-109). Required MD&A disclosures are also discussed in CSA Staff Notice 52-316, “Certification of Design
of Internal Control over Financial Reporting.” Excerpts of these documents are included on pages 5 and 6 of
this Risk Alert.
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The auditor is not required to provide

an opinion on these certifications and

disclosures; however the certifications and

disclosures will also have an impact on
auditors:

¢ Auditors will be associated with man-
agement’s MD&A disclosures about
any weaknesses in internal control.

e There is also a risk that some people,
including the entity’s directors, may not
understand the auditor’s role and re-
sponsibilities regarding internal control
over financial reporting.

This Risk Alert discusses these issues and
suggests actions auditors may take to
deal with them. Future publications will
expand the discussions of these and other
concerns relating to the auditor’s associa-
tion with certifications and work on internal
control as part of a financial statement
audit.

Auditor association with
management’s MD&A
assertions

Auditors are associated with information
in a designated public document (such as
MD&A). Consequently, they read and con-
sider the information in such documents
to assess whether it is inconsistent with
the financial statements also contained

in that document. Auditors consider that
information based on the knowledge
acquired during the financial statement
audit, with particular attention to matters
related to the financial statements. They
are not responsible for assessing whether
the document complies with securities
legislation or regulation, as they generally
will not have the legal expertise for that.
Nevertheless, if auditors believe that a
designated public document appears to
contain a material misstatement of fact,2

A material misstatement of fact is an untrue statement.

ora misrepresentation,3 they would follow
the recommendation and guidance in
Auditor Association with Annual Reports,
Interim Reports, and Other Public Docu-
ments, paragraphs 7500.31-.35.

Significant issues may arise from an enti-
ty’s MD&A disclosures on internal control.
For example, during a financial statement
audit, the auditors may have identified
improperly designed controls that ap-
peared to indicate a material weakness

in internal control. When management
prepared its MD&A, however, it may not
have identified that weakness, or it may
have omitted other weaknesses from its
MDA&A disclosure. Whether the improperly
designed controls identified by the audi-
tors should be disclosed in the MD&A in
accordance with CSA Staff Notice 52-316
is a compliance issue that would gener-
ally be beyond auditor expertise. Auditors
may, however, believe that, based on their
knowledge, the omission appears to be

a misrepresentation in the MD&A. Para-
graphs 7500.31-.35 discuss what audi-
tors might do in such circumstances. For
example, they might attempt to resolve the
matter with management. If the matter re-
mains unresolved, they should inform the
audit committee and the board of direc-
tors of the issue. In some situations, they
might even consider notifying the board
that they cannot consent to the use of the
auditor’s report and, ultimately, might have
to resign from the engagement.

Auditors might consider the following

when they try to resolve what appears to

be a misstatement of fact, or a misrep-

resentation regarding internal control, in

management’'s MD&A:

e Depending on the strategy and ap-
proach the auditors have taken in audit-
ing the financial statements, they would

A misrepresentation is an untrue statement of a material fact, or an omission of a material fact that must be
stated or that is necessary to ensure that a statement is not misleading in light of the circumstances in which it

is made.



not necessarily have obtained much

information about the possible internal

control weakness identified during the

audit but not reported in the MD&A.

Matters that could come to light when

they discuss this matter with manage-

ment include:

— the auditor may have misunderstood
and incorrectly evaluated the design
of the control;

— the control may not be a primary
control in the financial reporting
process;

— there may be other controls that
compensate for the apparent weak-
ness in the control that management
is aware of but the auditor is not.

A possible misstatement of fact or

misrepresentation in the MD&A could

have legal implications for compliance
with securities regulations. As assess-
ing such compliance would generally
be beyond auditor expertise, audi-

tors might suggest that management

consult its securities counsel or other

appropriate experts on the matter.

The auditors would document all signifi-

cant aspects of how they have dealt

with this matter, including:

— communications with management,
the audit committee and board of
directors;

— the reasons provided by manage-
ment, the audit committee or the
board of directors as to why the ap-
parent weakness was not disclosed
in the MD&A;

— their consideration of those reasons
and their conclusion as to whether
those reasons dispel their belief that
there has been a failure to identify a
weakness in internal control in the
MD&A.

e Should the matter not be readily
resolved, the auditors may wish to
consult with their own legal counsel.

Potential for misunderstanding
the auditor’s role and
responsibilities

Auditors consider an entity’s internal con-
trol as part of the financial statement audit.
Discussions with management, and those
charged with governance, about control
matters (including MD&A disclosures) are
an important aspect of the audit. Anec-
dotal evidence suggests, however, that
there is still relatively widespread misun-
derstanding of what a financial statement
audit entails, particularly with respect

to the auditor’s role and responsibilities
regarding internal control. Various people,
including directors, often think that the
auditors have a more extensive role in
internal control than is actually the case.
They may have an unrealistic expectation,
for example, that the auditors will always
identify any and all material weaknesses in
internal control while performing a finan-
cial statement audit.

To help prevent such misunderstanding,
and consistent with Section 5751, Com-
munications with Those Having Oversight
Responsibility for the Financial Reporting
Process, auditors may wish to clarify their
internal control role and responsibilities to
those charged with governance. Some
key points to consider including in such
communications are set out below.

¢ Auditors obtain an understanding of
internal control relevant to the audit,
but not all controls are relevant to every
audit.

Auditors must always obtain an under-
standing of an entity’s controls relevant
to the audit of the financial statements.
Controls relevant to the audit are those
likely to prevent, or detect and correct,
material misstatements in the financial
statements. But not all controls relating
to financial reporting are relevant to
every audit. Auditors use significant
professional judgment in determin-

ing what controls are relevant in the
circumstances of a particular financial
statement audit.

Auditors take many factors into account

in making this judgment, including:

— what would be considered a mate-
rial misstatement of the financial
statements;

— the significance of the related risk of
misstatement that a control is meant
to address;

— the size of the entity;

— the nature of the entity’s business,
including its organization and own-
ership characteristics;

— the diversity and complexity of the
entity’s operations;

— applicable legal and regulatory
requirements;

— the circumstances and the appli-
cable component of internal control;
and

— the nature and complexity of the
systems that are part of the entity’s
internal control, including the use of
service organizations.

As a result, the controls considered
relevant to a particular audit can
vary widely between various audit
engagements.
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o Auditors evaluate the design of controls

relevant to the audit and determine
whether they have been implemented.
Auditors are not, however, required to
determine whether relevant controls are
operating effectively.

Following generally accepted auditing

standards (GAAS), auditors:

— Evaluate whether an entity’s man-
agement has appropriately designed
controls relevant to the audit. This
involves considering, for example,
whether the right control has been
assigned to the right person within
the entity.

— Determine whether an entity’s
management has implemented the
controls relevant to the audit. Audi-
tors obtain evidence as to whether
management has gone beyond just
designing controls and has actually
made them operational.

Auditors consider management’s
design and implementation of controls
relevant to the specific circumstances
of the audit when assessing the risks of
material misstatement of the financial
statements and determining the nature,
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timing and extent of their substantive
procedures (i.e., procedures to detect
material misstatements).

Although it is not required by GAAS, au-
ditors may decide that, for a particular
engagement, it makes sense to rely on
the effective operation of some controls
in determining the substantive proce-
dures they will perform. In this case,
the auditors would go beyond evaluat-
ing the design of relevant controls, and
determining whether they have been
implemented, to also test whether the
controls on which they intend to rely
are operating effectively.

As a result of these issues, auditor
depth of understanding of internal
control resulting from the financial
statement audit can vary widely. The
auditors’ knowledge of internal control
will normally be greatest when they
decided that the audit strategy to be
followed for a particular engagement
should include performing tests of the
operating effectiveness of controls.
This approach is viable, of course,
only if management has put controls in
place that are operating effectively.

In any event, managers with ongoing
hands-on involvement in implementing
effective internal control are likely to
have a broader and more in-depth un-
derstanding of an entity’s controls than
the financial statement auditor would.

o Although an issuer’s auditors must
provide the audit committee with any
material information about weaknesses
in internal control that have come to
their attention, they may not be aware
of all the material weaknesses in inter-
nal control that do, in fact, exist.

As noted above, the strategy and
approach to audits can vary signifi-
cantly. For example, for audits where
the auditors do not test the operating
effectiveness of relevant controls, their
knowledge of internal control weak-
nesses may be limited. Also, any
communication they may issue to the
audit committee on internal control may
be relevant to that committee’s review
and approval of the MD&A disclosures
about a weakness in internal control
over financial reporting. That commu-
nication would not, however, provide a
sufficient basis for the audit committee
to determine whether such disclosures
comply with CSA staff Notice 52-316.



FORM 52-109F1 — CERTIFICATION OF ANNUAL FILINGS"

|, <identify the certifying officer, the
issuer, and his or her position at the
issuer’, certify that:

1. | have reviewed the annual filings (as

this term is defined in Multilateral Instru-
ment 52-109 Certification of Disclosure
in Issuers’ Annual and Interim Filings) of
<identify issuer’ (the issuer) for the pe-
riod ending ¢state the relevant date’;

. Based on my knowledge, the annual
filings do not contain any untrue state-
ment of a material fact or omit to state
a material fact required to be stated or
that is necessary to make a statement
not misleading in light of the circum-
stances under which it was made, with
respect to the period covered by the
annual filings;

. Based on my knowledge, the annual
financial statements together with the
other financial information included in
the annual filings fairly present in all
material respects the financial condi-
tion, results of operations and cash

flows of the issuer, as of the date and
for the periods presented in the annual
filings;

. The issuer’s other certifying officers and

| are responsible for establishing and

maintaining disclosure controls and

procedures and internal control over
financial reporting for the issuer, and we
have:

(a) designed such disclosure controls
and procedures, or caused them to
be designed under our supervision,
to provide reasonable assurance
that material information relating
to the issuer, including its consoli-
dated subsidiaries, is made known
to us by others within those entities,
particularly during the period in
which the annual filings are being
prepared;

(b)designed such internal control over
financial reporting, or caused it to
be designed under our supervision,
to provide reasonable assurance

regarding the reliability of financial
reporting and the preparation of
financial statements for external

purposes in accordance with the
issuer's GAAP; and
(c) evaluated the effectiveness of the
issuer’s disclosure controls and
procedures as of the end of the
period covered by the annual fil-
ings and have caused the issuer to
disclose in the annual MD&A our
conclusions about the effective-
ness of the disclosure controls and
procedures as of the end of the pe-
riod covered by the annual filings
based on such evaluation; and
5. | have caused the issuer to disclose in
the annual MD&A any change in the
issuer’s internal control over financial
reporting that occurred during the
issuer’'s most recent interim period
that has materially affected, or is rea-
sonably likely to materially affect, the
issuer’s internal control over financial
reporting.

Form 52-109F1 — Certification of Annual Filings which CEOs and CFOs are required to sign and submit to relevant securities commissions for financial years ending after

June 29, 2006.
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CSA STAFF NOTICE 52-316
CERTIFICATION OF DESIGN OF INTERNAL CONTROL
OVER FINANCIAL REPORTING

Purpose of notice

This notice communicates staff's views re-
garding the ability of the certifying officers
of a reporting issuer to certify the design of
the issuer’s internal control over financial
reporting (ICFR) as required by Multilat-
eral Instrument 52-109 — Certification of
Disclosure in Issuers’ Annual and Interim
Filings (the Certification Instrument) if the
certifying officers are aware of a weakness
in the design of the issuer’s ICFR.

Background

The Certification Instrument came into
force in all CSA jurisdictions, except Brit-
ish Columbia and Quebec, on March 30,
2004. The Certification Instrument came
into force in Quebec on June 30, 2005
and in British Columbia on September 19,
2005.

With limited exceptions, the Certification
Instrument applies to all reporting issuers
other than investment funds.

The Certification Instrument requires a
reporting issuer to file an annual certificate
for each financial year ending after June
29, 2006 in Form 52-109F1 (the full annual
certificate) without modification. The full
annual certificate requires the certifying
officers to certify, among other things, that
they have “designed ... internal control
over financial reporting, or caused it to

be designed under [their] supervision, to
provide reasonable assurance regarding
the reliability of financial reporting and

the preparation of financial statements for
external purposes in accordance with the
issuer’s GAAR”

Issuers have asked us whether certifying
officers can certify the design of ICFR if the
certifying officers are aware of a weakness
in the design that has not been remediat-
ed. We will address this issue in more de-
tail in a proposed amended and restated
version of the Certification Instrument that
we intend to publish later this year, but in
the interim this notice responds to these
inquiries.

Staff’s views

We acknowledge that there are circum-
stances in which the certifying officers of
a reporting issuer can conclude that they
are able to certify that they have designed
the issuer’s ICFR as required by the full
annual certificate even though the certify-
ing officers have identified a weakness in
the design. In our view, the certifying of-
ficers can certify the design of the issuer’s
ICFR if the issuer’s disclosure about the
identified weakness presents an accurate
and complete picture of the condition of
the design of the issuer’s ICFR.

The Certification Instrument does not
explicitly require the certifying officers to
cause the issuer to disclose a weakness in
the design of the issuer’s ICFR but it does
require the certifying officers to cause the
issuer to disclose in the annual MD&A the
certifying officers’ conclusions about the
effectiveness of the disclosure controls
and procedures (DC&P). In our view, the
conclusions about the effectiveness of the
DC&P should include disclosure of identi-
fied weaknesses in the DC&P.

Given the substantial overlap between
the definitions of DC&P and ICFR, it is our
view that the certifying officers therefore
should cause the issuer to disclose in the
annual MD&A the nature of any weak-
ness in the design of the issuer’s ICFR,
the risks associated with the weakness
and the issuer’s plan, if any, to remedi-
ate the weakness. If no such plan exists,
the issuer should consider disclosing its
reasons for not planning to remediate the
weakness.
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