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External Audit

Accurate financial reporting is essential to an institution’s safety and soundness. The board of directors
and the audit committee are responsible for ensuring that their institution operates in a safe and sound
manner. To achieve this goal and meet the safety and soundness guidelines implementing Section 39 of
the Federal Deposit Insurance Act (FDI Act) (12 USCS 1831p-1) (see 12 CFR 510), the board of
directors should ensure that their institution maintains effective internal controls (see Handbook
Sections 340, Internal Control, and 355, Internal Audit).

Management is responsible for effectively managing the institution’s risks and
making sound business decisions. They should also ensure that the financial

LINKS statements fairly report the savings association’s financial condition, results of
7 Program operations, and cash flows, and that the institution prepares its financial
77 Appendix A statements in accordance with generally accepted accounting principles (GAAP).
£ Append B Savings institutions must provide accurate and timely Thrift Financial Reports by
7 AppendixC law (12 USC 1464(v)). These reports setve an important role in risk-focused
7 Appendix D supervision programs, by contributing to pre-examination planning, off-site
"~ Appendix E monitoring programs, and assessments of an institution’s capital adequacy and

financial strength.

The OTS encourages all institutions to have an external audit. Some institutions must have an audit of
the institution’s financial statements by an independent public accountant (external auditor), or the
OTS may require an audit of an institution’s financial statements by an external auditor under certain
circumstances. All audits of savings associations, regardless of size, must comply with the requirements
outlined for management, the board of directors, and the external auditor in the FDICIA-required audit
section below.

For institutions that do not have an external audit, other acceptable external auditing programs include:

e A balance sheet audit in accordance with generally accepted auditing standards (GAAS) by an
external auditor.

e Attestation procedures that result in an external auditor’s report on an institution’s internal
control over financial reporting (attestation report).

e Agreed-upon procedures or state-required examinations.

Office of Thrift Supervision July 2002 Examination Handbook 350.1


http://www.ots.treas.gov/docs/4/422117.pdf
http://www.ots.treas.gov/docs/4/422129.pdf
http://www.ots.treas.gov/docs/4/422123.pdf
http://www.ots.treas.gov/docs/4/422124.pdf
http://www.ots.treas.gov/docs/4/422125.pdf
http://www.ots.treas.gov/docs/4/422126.pdf
http://www.ots.treas.gov/docs/4/422127.pdf
http://www.ots.treas.gov/docs/4/422128.pdf
Catalina.Holland
rescinded-cover

Catalina.Holland
Text Box
Replaced by Comptroller's Handbook – Internal and External Audits


Management Section 350

FDICIA-REQUIRED AUDIT

Audit of Savings Associations with $500 Million or More of Total Assets

Section 112 of the Federal Deposit Insurance Corporation Improvement Act (FDICIA) of 1991 and
the Federal Deposit Insurance Corporation’s (FDIC) implementing Regulation 12 CFR Part 363
requires savings associations with assets of $500 million or more to obtain an audit of the financial
statements by an independent public accountant.

Savings associations must comply with the provisions of the FDIC Regulation 12 CFR § 363.2, Annual
Reporting Requirements. Savings associations should file the required reperts With the FDIC and OTS
(appropriate Regional OTS Office) in accordance with the provisions offthis regulation.

Appendix B of this Section summarizes these provisions, and OZS audit requidements. Specific FDIC
provisions in Appendix A of Part 363 are discussed below.

Management:
e Prepare a statement declaring its responsibility for the anfiwal financial statements.
e Establish and maintain an adequate internal conitrol and*ptocedures for financial reporting.

e As of the end of the fiscal year, asséss the effeetiveness of the internal control and procedures
for financial reporting.

e Assess the effectiveness of he integnal conitrol and procedures for compliance with federal laws
and regulations relating to loamn§'to insiders and dividend restrictions.

Board of Directors:
e [Hstablish andaudif commdittee consisting of outside directors who are independent of
managementy In MioMeineumstances may an audit committee consist of less than a majority of

outside directots, Exceptions to the independent membership requirement should be rare.

e Determine the duties of the audit committee that should, at a minimum, include reviewing the
audit reports with the external auditor.

External Auditor:

e Attest to whether management’s assertion about the effectiveness of the internal control over
financial reporting is fairly stated.

e Participate in a peer review program that is acceptable to the FDIC.
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In addition, the FDIC requires the following reports:
e A management report on internal controls (management internal control report).

e An external auditor’s attestation report on management’s assessment of the effectiveness of
internal control over financial reporting in Accordance with Statements on Standards For
Attestation Engagements (SSAE) No. 10, Attestation Standards: Revisions and Recodification
(AT 101).

Information That Must Be Available to External Auditors

Section 931 of the Financial Institutions Reform, Recovery, and Enfor@ement Act of 1989 (FIRREA),
(12 USC § 1817(a)), requires FDIC- insured associations that engagefthe sewices0f an external auditor
to audit the association within the past two years to provide copie§ of thé following reports:

e The most recent report of condition, that is, the OTS ThftfeikinaneialdReport.
e The association’s most recent Report of Examinatien (ROE).
In addition, savings associations must provide th€ €xtesnal auditor with the following information:

e A copy of any supervisory agreement@tmcmorandum of understanding or written agreement
between a federal or state banking dgency and the association that is in effect during the period
covered by the audit.

e A report of any formal actign takemyby a federal or state banking agency during such period, or
any civil money penalty asséssed with respect to the association or any association-affiliated

party.

Regulatory personnelgshould detefmine if the association is in compliance with § 931 of FIRREA and
report instances®f noncomplidnce to the Regional Accountant.

Changes in Auditors

The FDIC requires the board of directors to provide a notice of termination or engagement of the
external auditor (see 12 CFR §§ 363.2 and 363.4). In addition, the external auditor must provide the
notice of termination (see 12 CFR § 363.3(c)) to the FDIC. OTS may request that the institution send
notice to the appropriate supervisory office.

Work Paper Reviews

The FDIC’s policy is to review the audit work papers of Part 363 institutions that have been assigned,
or expect to be assigned, a composite CAMELS rating of 4 or 5. The FDIC will coordinate the review
with the institution’s supervisory agency. For additional information on work paper reviews, see the
discussion under Regulatory Concerns in this Handbook Section.
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Peer Review Reports

FDICIA requires that firms performing audits on institutions with assets in excess of $500M enroll in a
peer review program, and that each firm files a copy of its peer review report with the FDIC. In a peer
review program, one accounting firm basically examines another firm’s quality control for accounting
and auditing practices on selected engagements and functional areas. This review encompasses the
organizational structure of the policies adopted and the procedures established by a firm to provide it
with reasonable assurance that it complies with professional standards.

The Chief Accountant’s office obtains copies of the peer review reports from the FDIC, and maintains
an updated database that it periodically distributes to the Regional Accountants. OTS will make copies
of the reports available upon request. If any firm has significant deficigficies neted in its peer review
report, OTS staff will notify the Regional Accountant for further action.

OTS-REQUIRED AUDIT

Audit of Savings Association Holding Companies with $500 Million or
More of Total Assets

Under 12 CFR § 562.4, OTS requires a savings asseciatiofitholding company to obtain an audit of the
financial statements by an external auditor whemythe total assets of the consolidated savings association
subsidiary(ies) are $500 million or mog€. The heélding company should comply with the reporting
requirements at Item 21, Financial Statéments ingthe H-(b)11 Annual Report.

Modification or Waiver

OTS may grant a savingsgassociation holding company’s request for a modification or waiver of the
external audit requiremefit under any of the following circumstances:

e The savings agSociation Helding company engages in very limited activities other than control of
subsidiary $avingsasseciation(s) and it submits the subsidiary savings association’s separate
external audited financial statements.

e The accounting basis of the holding company makes consolidated financial statements or an
external audit impractical.

e The external audit would represent an unusual and unreasonable regulatory burden.

The savings association holding company must make a written request for a waiver to OTS’s Regional
Director or designee. The request must describe the circumstances that the savings association holding
company believes warrant the proposed modification or waiver.
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Audit of Savings Associations That Receive a Composite CAMELS Rating
of 3,4,0r5

OTS requires savings associations, without regard to size, that receive a composite CAMELS rating of
3, 4, or 5, as of its most recent safety and soundness examination, to obtain an audit of its financial
statements by an external auditor.

Required Reports

In addition to the audited financial statements, the savings association must submit:

e Any audit-related reports including, but not limited to, internalf control teports from the
external auditor that contain conclusions and recommendations gélatedito the audit.

e Any other OTS-requested supplemental information, or schedules

OTS accepts the audited consolidated financial statement$ of the'8avings association holding company
in lieu of separate audited financial statements of the savings association.

Filing Requirements

If OTS requires a savings association to obtainfan audit, it must forward three copies of the required
reports to the Regional Director or designec withimp90 days of the fiscal year-end, or within 15 days of
receipt, whichever is earlier.

When a savings association withfa compostt@CAMELS rating of 3, 4, or 5 has assets of $500 million or
more, it must file either the requifed savings association audit report, or the consolidated savings
association holding compdny audit_ repert, with both the FDIC and OTS. The filings should comply
with FDIC Regulation £art 368 and FDIC guidelines at Appendix A to Part 363.

Waivers

A savings association may dispense with an audit if OTS determines that an audit is not the most
effective means to address the safety and soundness concerns that caused the composite CAMELS
rating of 3, 4, or 5. The waiver provision only applies to OTS required audits. It does not apply to
audits required by public securities filing requirements, or § 112 of FDICIA and the FDIC
implementing Regulation 12 CFR Part 363. The savings association must make a written request for a
waiver to the OTS Regional Director or designee. The written request must include:

e The basis for the composite CAMELS rating of 3, 4, or 5, and the specific reasons why the
savings association believes an audit would not address the source of the safety and soundness
concerns in the most effective manner; and

e As an alternative, specify procedures and describe how they will address the source of the safety
and soundness concerns identified by the examination; or
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e Indicate the reasons why they consider an alternative to an audit as unnecessary.

OTS will respond to a timely request for an audit waiver from the savings association.

Safety and Soundness Considerations for Granting Waiver Requests

OTS may grant a savings association’s request for a waiver of the external audit requirement if the
CAMELS rating of 3, 4, or 5 is due to safety and soundness concerns that an external audit would not
effectively address.

Safety and soundness concerns may include areas of supervisory judgm@fity Often the association
cannot reduce these areas to objective criteria that can be audited efféctively. Safety and soundness
concerns may represent areas in which you have specialized knowledge afid expettise; or the concerns
may represent areas normally not included in the scope of an extegfial audit.

Under such circumstances, you may consider requesting specific procedureé to address these areas. You

may also rely on your judgment about other procedures ghat willjspceifically address your supervisory
concerns. Examples of these areas include the following cltcumstanees:

e Adequacy of capital levels.
e Deficient credit underwriting policies and loan doGumentation that management is correcting.

e Low level of earnings or poor quality of earflings whose source the examiners investigated in a
recent examination and managementis correeting.

e Liquidity, interest rate risk, andgdther safety and soundness or compliance matters.
While recognizing the ditits 6f an c¢Xternal audit, there are circumstances when pervasive safety and

soundness concerns_warfafit an eXternal audit. These include, but are not limited to the following
concerns:

o Identified weakness in the internal audit function or the internal control structure and
procedures for fifancial reporting.

e Jack of confidence in the board of directors or management with regard to integrity, ethical
values, competence, operating philosophy, and overall corporate governance exercised by the
board.

e Questionable transactions with affiliates.
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Case-by-Case Safety and Soundness Required Audit

OTS may require at any time, for any safety and soundness reasons identified by the Director, an
independent audit of the financial statements of, or the application of procedures agreed-upon by OTS
to, a savings association, savings association holding company, or affiliate by an external auditor.

Audit of De Novo Savings Associations

OTS generally requires an external audit as a condition of approval for de novo savings associations.
The conditions of approval will describe the reporting and filing requirements.

Notification by OTS of Audit Requirement

When OTS requires an entity to obtain an external audit for reasghis other thaaftts CAMELS rating or
size, OTS’s Regional Director will notify, in writing, the savifigs a§sociation or savings association
holding company.

Audit of Trust Activities

Audit requirements for institutions with permigsien, to exercise fiduciary powers are in 12 CFR {§
550.440 through 550.480. Those institutionsgshould also fefer to the Trust and Asset Management
Regulatory Handbook for audit requirements, paliciesjiand procedures.

OTS-REQUIRED AGREEDsWWJPON PROCEDURES

OTS may require a savings assQeiati®n, savings association holding company, or affiliates to obtain the
services of an external auditor to perfgrm agreed-upon procedures to address certain aspects of an
entity’s operations, opegationsdt outstde servicers, adherence to specified laws, regulations, policies and
accounting principles, or'@gher speéific concerns.

OTS may requif€ an efitity to obtain specified procedures, under any of the following conditions:

e When the examifation process will not address supervisory concerns for the specified element,
account, items of the financial statements, outside servicer, or other matters.

e When the specified procedures could supplement the examination process.

e When an external audit is not the most effective means to address the specified element,
account, items of the financial statements or other matters of supervisory concern.

e When identified or suspected insider abuses exist.
e When there is identified or suspected defalcation.

e When there is identified or suspected criminal activity.
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e When objective criteria exist for reasonably measuring compliance with specified laws,
regulations, and policies.

Notification by the OTS

OTS’s Regional Director, or designee, will notify the entity in writing, when we require it to engage the
services of a qualified external auditor to perform agreed-upon procedures.

Required Procedures and Reports

Once you determine that agreed-upon procedures are an effective meafts to“address the safety and
soundness concerns, identify the specific elements, accounts, items of thefinancialistatements, or other
matters that the external auditor and the institution must address.

OTS generally requires the external auditor to perform the progedures. &Fhe external auditor must
report in accordance with GAAS for attestation engagemen®s. @IS mayfalso provide such procedures
directly, or develop procedures in consultation with the ekternal auditor:

Filing Requirements

If OTS requires an entity to obtain agreed-upen précedures, the institution must forward three copies
of the specified procedures report to thegRegional Ditector, or designee, within 30 days of receipt of
the report, or 30 days from the date of ghe procedures, whichever is less. The entity must also forward a
copy of the signed engagement letter t@\the Regional Director, or designee, before the external auditor
conducts fieldwork.

Auditor Requirements For Required Audit or Required Agreed-Upon
Procedures

The external auditdr of, othex g@alified person who performs the audit or the agreed-upon procedures
must meet the followifigaminimum requirements at OTS Regulation § 562.4(d)(1), (2), (3), and (4):

e Be registered orlieensed to practice as a public accountant, and maintain good standing, under
the laws of the state or other political subdivision of the United States where the home office of
the entity is located.

e Agree in the engagement letter to provide copies to OTS of any work papers, policies, and
procedures relating to services performed pursuant to § 562.4. See Appendix D for a sample
letter to request audit work papers.

e Comply with the American Institute of Certified Public Accountants (AICPA) Code of
Professional Conduct, and meet the Securities and Exchange Commission’s (SEC)
independence requirements.
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e Receive, or be enrolled in, a peer review. The OTS accepts the following peer review guidelines:
— The external peer review should be generally consistent with AICPA standards.

— An organization independent of the auditor or firm being reviewed should conduct the
review.

— The organization should conduct a review at least as frequently as is consistent with AICPA
standards.

— The external peer review should include, if available, at leastgone audit of an insured
depository institution or consolidated depository institution holdiag company. (The external
auditor should make the peer review report available to the @TS upon request).

— The auditor or firm under review should take corrective action requited under any qualified
peer review report on a timely basis.

AUDITS REQUIRED BY SEC AND OTS FORPUBLIC SECURITIES FILING
PURPOSES

Holding companies of savings assogi@ions ‘and ‘Subsidiaries of savings associations (service
corporations and operating subsidiarie§) that offer public securities must register and file appropriate
documents with the SEC. If a savings ‘association, rather than a holding company or subsidiaries, lists
securities on a stock exchange afid has méregahan 500 stockholders, it must register the securities, and
file its reporting documents, with QTS nder Section 12 of the Securities Exchange Act of 1934 (34
Act). Section 12(1) of the 34 Act assigns(the reporting functions to OTS for thrift securities and grants
OTS the power to make ruleshand¥égulations to execute these functions. Section 3(a)(5) (15 USC §
77c(a)(5)) of the SecuritiesgAct of#1933 ("33 Act) exempts thrift securities from registration with the
SEC under the *33fAct) Thexulés and regulations for public offerings of a savings association are in 12
CFR Part 563g:

Regulations under 12)CFR Part 563c¢ establish the qualifications and independence requirements for an
external auditor engaged to perform services for companies with a class of securities registered pursuant
to the Securities Exchange Act of 1934. The qualifications and independence requirements in 12 CFR
Part 563c¢ are generally consistent to those issued by the SEC.

To perform these services, the external auditor should be registered and in good standing under the
laws of the place of his or her residence or principal office. Neither the external auditor nor the
associated auditing firm should have acquired, or have a commitment to acquire, any direct financial
interest or any material indirect financial interest in the company. In addition, neither should be
connected to the company as a promoter, underwriter, voting trustee, officer, or employee. At least
annually, the external auditor should disclose to the audit committee in writing the relationship between
the auditor and its related entities that, in the auditor’s professional judgment, may reasonably bear on
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independence. The external auditor should further state that he or she is independent of the company,
as well as discuss independence with the audit committee.

If the institution produces interim financial reports, the external auditor must review the financial
statements prior to inclusion in the quarterly 10-Q reports using procedures in Statement on Auditing
Standards (SAS) No. 71, Interim Financial Information. SAS No. 71, as amended by SAS No. 90, requires
the external auditor to discuss the quality of the institution’s accounting principles with the audit
committee before filing the information. The auditor can limit the quarterly discussion to the impact of
significant events, transactions, and changes in accounting estimates the auditor considered in
performing the review procedures.

The audit committee has several responsibilities with regard to the £€Xternal audit for public filing
savings associations. For listed companies with a market capitalizagion above $200 million, the audit
committee, as part of proxy and information statements for meétings at whieh directors are elected,
must report whether the audit committee performed the followingyfuaétions:

e Reviewed and discussed audited financial statements yith management.

e Communicated with the company’s external auditoffany mattérs required to be discussed under
SAS No. 61, Communications with Audit CommittecShSAS No. 61, as amended by SAS Nos.
89 and 90, requires the external auditor t@,diseuss the “quality, not just the acceptability” of a
company’s accounting principles with_the audit committee. The discussion must be “open and
frank, and generally should includefsuch mattegs as the consistency of the entity’s accounting
policies and their application, and the clarity and completeness of the entity’s financial
statements, which include related,diselosures.”

e Received the written disclosufes and the letter from the external auditor, and discussed the
external auditor’s independencegwithi'the external auditor.

e Recommendedgogthe Board of directors that the company’s annual report or Form 10K include
the audited fiftancial statcments.

Savings associationgymust include certain information about their audit committee in a proxy statement
(Schedule A, Item 7)53f the registered savings association has an audit committee, the proxy statement
should provide the following items:

e Audit committee information required under SEC regulation 17 CFR Part 229.306 (Regulation
S-K, Audit Committee Report).

e Board of director adoption of a written charter for the audit committee. The charter should
specity the following:

— The scope of the audit committee’s responsibilities, and how it carries out its
responsibilities.
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— That the external auditor is ultimately accountable to the board of directors and the audit
committee.

— That the board of directors and audit committee has the authority and responsibility to
select, evaluate, and replace the external auditor.

— A copy of the written charter, if any, as an appendix to the proxy statement at least once
every three years.

If there is no audit committee, the names of the board committee performing the equivalent functions
or the names of the entire board must appear.

The NYSE, AMEX, and NASD require listed companies to disclosé, whether audit committee
members are independent. Under their rules, if a member is @6t independefit, then the institution
should disclose the nature of the relationship that makes the member nog independent, and list the
reasons for the board’s determination. Even if not listed ongofiggef the abéve exchanges, the institution
should disclose whether audit committee members argfindependent.“In 2000, the above exchanges
expanded their definition of independence for auditgcommittee members. In general, membership is
precluded from the audit committee if any of the followihg applyfo the individual:

e Is currently employed with the company ofyan affiliate.

e s currently employed, or has held gmploymentiin the past three years, with the current parent
of predecessor company.

e Is currently, or within the fpast thsee years, has been a member of the immediate family of a
current executive officemof thé'company or an affiliate.

e Is currently an exeeutiie of another business organization where any of the company’s
executives seryefon, thelorganization’s compensation committee.

e Is currently aypaftnct, ‘€ontrolling shareholder, or executive officer of a business organization
that has a businegs relationship with the company.

e Currently has a direct business relationship with the company.

These rules also require that at least three audit committee members, each of whom must be, or
become, “financially literate,” include one member with accounting or financial expertise. To be
financially literate, the member should be able to read and understand financial statements, including a
balance sheet, income statement, and cash flow statement.
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VOLUNTARY EXTERNAL AUDITING PROGRAMS

Audit of Savings Associations with Less Than $500 Million of Total
Assets

Audit Committees

To ensure the adequacy of its internal and external auditing programs, OTS encourages the board of
directors of each institution that is not otherwise required to do so to establish an audit committee
consisting entirely of outside directors. If this is impracticable, the board should organize the audit
committee so that outside directors constitute a majority of the membership.

The audit committee’s duties may include reviewing the independes€e of the extérnal auditor annually,
reviewing and approving the annual audit plans and external audi€”engagément, consulting with
management, overseeing performance and setting expectations fef the #bles of both internal and
external audits, seeking an opinion on an accounting issde, afid oversécing the quarterly regulatory
reporting process.

The audit committee may become involved in emergingyissuesg’key business decisions, ventures, and
associated risks. It may also maintain dialog withmsegulators. The audit committee should report
periodically to the full board of directors.

At least annually, the board or audit gdmmittee should review the institution’s activities that present
significant financial reporting risks. The board) or audit committee should consider the potential
benefits of an audit of the instigafion’s$inancial statements or the institution’s internal control over
financial reporting, or both. They shemld also consider additional procedures for a particular year or
several years to cover areasgof pafticularly high risk or special concern. The board should record their
reasons supporting theirdecisions imyth€ minutes.

Based on its reviewgmthe board should select an external auditing program that is appropriate for the
institution considering its riskS, size, and the nature, scope, and complexity of its activities. As an
important compenefit- offlan institution’s overall risk management process, an external auditing
program, as discussed in this Section, represents procedures performed, generally by an external
auditor, to test and ewaluate high-risk areas of an institution’s business. The procedures should be
sufficient for the external auditor to express an opinion on the financial statements or to report on the
results of the procedures performed.

Types of External Auditing Programs for Voluntary Audits

OTS encourages all OTS-regulated institutions to have a full-scope financial statement audit. In lieu of
a full-scope financial statement audit, institutions not required to have an audit may elect a balance
sheet audit or an attestation report on internal control assertions as the external auditing program. The
external auditor performs these types of external auditing programs. Agreed-upon procedures or state-
required examinations are also acceptable.
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Financial Statement Audit

In a financial statement audit, the external auditor expresses an opinion on the fairness with which the
financial statements present, in all material respects, the financial position, results of operations, and
cash flows, in conformity with GAAP. The auditor will also state if the audit was in accordance with
GAAS. The auditor identifies those circumstances in which the institution did not consistently observe
GAAP in the preparation of the financial statements for the current period, and should obtain
reasonable assurance that material misstatements are detected.

Balance Sheet Audit

As an alternative, the external auditor may perform a balance sheet audit. A balance sheet audit is an
audit of an institution’s balance sheet and any accompanying footnoges. ‘Bhe extefnal auditor performs
the balance sheet audit in accordance with GAAS. It should be of stifficient'$eopé to enable the auditor
to express an opinion on the fairness of the balance sheet presenfationdn accordance with GAAP.

Attestation Engagement

Another alternative is an attestation engagement. In amjattésgation engagement, management evaluates
and documents its review of the effectiveness of theéjinstitiition’s internal control over financial
reporting in the identified risk areas as of a specifie repéftidate. Management should prepare a written
assertion that specifies the criteria managemenguscdyto evaluate the effectiveness of the institution’s
internal control for financial reporting i the ideatificd risk areas. The written assertion should state
management’s opinion on the effectivéness ofg@ntcrhal control for this specified financial reporting.
Under SSAE No. 10, if management refuses to provide the external auditor with a written assertion, the
auditor should include a referenée to a scopedifitation, and accordingly, modify his or her engagement
report.

In an attestation engagémentfpthé¥€xternal auditor performs tests on the internal controls of the
specified financial reportihgfin order to attest to management’s assertion. If the external auditor concurs
with management§ assertiofy, een if the assertion discloses one or more instances of material internal
control weaknegs, theduditor provides a report attesting to management’s assertions.

Agreed-Upon Procedures

Agreed-upon procedures are procedures specified by the institution and the external auditor or other
qualified person to test activities in certain areas. For state-required examinations, states may specify the
procedures and require institutions to have these procedures performed annually by their directors or
other independent persons.

Agreed-upon procedures do not involve reporting on the fairness of the institution’s financial
statements or attesting to the effectiveness of internal control over financial reporting. The external
auditor or other qualified person presents the procedures and the findings or results of the procedures
to the board or the audit committee so that they may draw their own conclusions regarding work
performed.
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The board of directors should consider whether an external auditor or other qualified person should
perform the agreed-upon procedures or the procedures required for the state examination. If
performed by an external auditor, the auditor must conduct the work under, and may be held
accountable for departures from, professional standards. However, agreed-upon procedures
engagements require different professional standards than those used for an audit of an institution’s
financial statements or its balance sheet.

OTS expects institutions that historically have had an audit of their financial statements by an external
auditor or other type of external auditing program to continue to do so. For those that have another
type of external auditing program, OTS expects them to continue to have the same, or a more
extensive, external auditing program in the future.

Requested Reports For Voluntary External Auditing Pregrams

OTS requests that all savings associations and savings associationgholding companies that
voluntarily obtain an audit of the financial statementsy%or, have séme other type of external
auditing program performed, file any and all audit-reélated reportswith the appropriate regional
office.

OTS also requests that all institutions notify themappropsiatc” supervisory office when they initially
engage an external auditor, or when they ¢hange, or terminate the services of their auditor. See
Appendix C, Interagency Policy Statement offgExtesnal Auditing Programs of Banks and Savings
Associations.

The preferable time for an institutien toschedulé the performance of an external auditing program is as
of an institution’s fiscal year-end: Howeyer, @y quarter-end date that coincides with a regulatory report
date provides similar benefits.

Generally, check whethier thé institution has filed its external auditing reports with its supervisory
office. If not, you shouldcquestia copy of the most recent reports during the periodic safety and
soundness examigation.

Auditor Selection

OTS requires that an external auditor who meets the minimum requirements described in 12 CFR §
562.4(d)(1), (2), and (3) for required audits conduct the voluntary audit of the financial statements. If an
institution chooses a balance sheet audit or attestation engagement as its external auditing program, an
external auditor who meets the minimum 12 CFR § 562.4(d)(1), (2), and (3) requirements should also
perform these programs. Unlike required audits, the regulations do not require auditors performing
voluntary audits to receive, or be enrolled, in a peer review.

Preferably, an external auditor will also perform agreed-upon procedures or procedures for a state-
required examination. The external audit firm or other qualified persons selected to conduct an external
auditing program and their staff carrying out the work should have experience with financial institution
accounting and auditing, or similar expertise, and should be knowledgeable about relevant laws and
regulations.
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Review of Voluntary External Auditing
Programs

In your review of voluntary external auditing programs, you should consider the following factors:
e An institution’s size.

e The nature, scope, and complexity of its business activities.

e Its risk profile.

e Actions taken to remedy identified weaknesses.

e The extent of its internal audit program.

e Compensating controls.

You should exercise judgment and discretion in evaluatiig the adequacy of an institution’s external
auditing program. Reports from voluntary external audit§andiextérnal auditing programs should receive
the same level and type of review as those subniiffedypursuant to FDICIA-required and OTS-required
audits.

AUDIT OF FINANCIAL STATEMENTS BY AN EXTERNAL AUDITOR (AUDIT)

Objective of Financial (Acecounting

The fundamental objectisfeé of financialfaccounting is to provide reliable financial information about
economic resources and obligations of a business enterprise.

Objective aof an Audit

Similar to the objeetive of financial accounting, the fundamental objective of an audit conducted in
accordance with GAAS is to determine whether the financial statements fairly present, in all material
respects, the financial position, results of operations, and cash flows of the institution in accordance
with GAAP.

The audit should provide reasonable assurance that the financial statements are free of material
misstatements, whether caused by error or fraud. Informative disclosures in the financial statements
must follow GAAP, or the report must state otherwise.

Audit Standards

External auditors should follow the AICPA Code of Professional Ethics. It requires that auditors
perform external audits according to GAAS. GAAS, as distinct from accounting standards, are
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concerned not only with the auditor’s professional qualifications, but also the judgment the auditor
exercises in the performance of an audit and with the quality of the audit procedures. There are three
categories of GAAS:

e General standards.
e Fieldwork standards.
e Reporting standards.

The general standards require that the person, or persons, who performsgthc andit meet the following
professional qualifications:

e Possess adequate technical training and proficiency.
e Maintain independence in mental attitude.

e [Exercise due professional care in the performamce of, the audit and the preparation of the
reportt.

Fieldwork standards include the following req@irements:
e Adequately planned work.
e Properly supervised assistantsgifyany:

e Proper study and evalwatiomof existing internal controls to determine audit scope, audit
procedures, and the eftent of testing:

e Sufficient evidemee,to formuldte an opinion on the financial statements under audit.

Reporting standardsdeduiepthat the external auditor state whether the institution presents its financial
statements in accordance with GAAP.

Limitations of Audits and Audited Financial Statements

Although auditing standards require the use of due care and professional skepticism, a properly
designed and executed audit does not guarantee that the audit will detect all misstatements of amounts
or omissions of disclosures in the financial statements. Moreover, an external audit is not designed or
executed for regulatory purposes, and thus, does not guarantee that the auditor addressed OTS safety
and soundness considerations. You should be cognizant of these and other limits inherent in an audit.
The following examples illustrate some common limitations of audits:

e The auditor is not responsible for deciding whether an institution operates wisely. An
unqualified audit report means that the association reports transactions and balances in
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accordance with GAAP. It does not mean that the transactions make business sense, that the
association manages associated risks in a safe and sound manner, or that the association can
recover balances upon disposition or liquidation.

e The auditor attempts to understand financial reporting internal controls sufficient enough to
plan the audit, and determine the nature, timing, and extent of tests to perform. This does not
mean that the external auditor extensively reviews controls over all areas. The external auditor
may use various levels of testing depending on the risk of a specific area.

e The auditor’s report states that the financial statements present fairly the financial position. This
means that, given evidence and current environment, the association cafy, recover reported
assets in the normal course of business. It does not mean that undeffwriting standards, operating
strategy, loan monitoring systems, and workout procedures are adéquatéto mitigate losses if the
environment changes.

e GAAP financial statements offer only limited disclosus€8 6fyrisks, and uncertainties, and other
safety and soundness factors on which an institution’§ viability'depends.

REGULATORY CONCERNS

The following documents are part of the supervi§ery process for monitoring savings associations:
e Audited financial statements along with the &ternal auditor’s report.

e [xternal auditor’s attestation reposrt ot internal control report over financial reporting, if

applicable.

e External auditor’s ianageiment letter.

When OTS or thé TDIC requig€s an external audit, the audit must be completed on a timely basis. The
regional office 1§, respomsible for determining that each association files a required audit report on a
timely basis. The régional office should date stamp the required audit report upon receipt.

For required external audits, OTS policy requires savings associations to submit copies of the audit
report, attestation report on internal control over financial reporting, and any other audit-related
reports to the regional office. The regional office must maintain one complete set in the supervisory
files (supervisory file copy) attached to the completed Audit-Related Report Checklist found in
Appendix A of this Handbook Section. You should receive another set (examination file copy) with a
copy of the appropriate checklists.

For all types of audits, required or otherwise, Regional staff should consider maintaining a tracking
system of external audits by savings associations, which would include the name of the auditor, and
various other information.
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When OTS or FDIC requires an audit examination, examination managers are responsible for the
review and timely follow-up of the various audit reports and correspondence. They should review audit
reports, financial statements, reports on internal control and other audit-related reports within 90 days
of receipt. Examination managers should add any items of supervisory interest to the supervisory
concerns, objectives, and strategies section of the regulatory profile. Based on this review, the
examination manager should take the following steps:

e Set out the timing and nature of any required follow-up as indicated on the checklist.

e Update the activity agenda section of the regulatory profile to reflect any planned actions
resulting from the review.

e Consult the Regional Accountant when the follow-up includes gésues ‘about GAAP, GAAS, or
enforcement matters.

OTS will generally reject, as unsatisfactory, a report of auditidisclaimin@ an opinion on the audited
financial statement, unless the reason for the disclaimer 4§ beyond the ‘€ontrol of the association or the
Regional Accountant approves it.

The regional office is also responsible for feguestinghexternal auditing program reports from
institutions not required by regulation or othefwisc'te have an external auditing program.

Chapter 18 of the AICPA Audit and Agéounting Guide, Audits of Banks and Savings Institutions (May
1, 2000), and AICPA Statement of Amditing Standards No. 58 describe the standard types of audit
reports. The Regional Accountantimaintains copies of these materials.

Audit Requirements

Reports from voluntar§ extegfial audits and external auditing programs should receive the same level
and type of review aggthose'submitted pursuant to FDICIA-required and OTS-required audits.

Independencefof External Auditor

The audit committee“should hire and terminate the external auditor. To maintain independence from
management, the external auditor ideally reports to the outside directors of the board. You should
question the independence and objectivity of the external auditor when the auditor appears to be
reporting to management, appears to be an advocate for management, or generally appears to be
working more for management than the board of directors.

Instances in which you should question independence include but are not limited to the following
examples:

e Management approves the external auditor’s presentations to the board
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e Management prevents the external auditor from meeting with the board unless management
was present

e The board of directors appears to lack the sophistication to understand or appropriately discuss
audit or accounting issues with the external auditor

e The auditing staff does not have unrestricted access to the board or audit committee without
management knowledge or approval.

Under these circumstances, you may decide to test the independence of the auditor through reviews of
loan listings, contracts, stockholder listings, and other appropriate measurg$.

See also AICPA Interpretation (101-13) and rulings (101, 103, 104gand105) regarding independence
standards.

You should refer any concerns about independence togthe, Reégionalf"Accountant. The Regional
Accountant may consult with the Chief Accountant.

Review of External Audit Work Papers

Purpose and Benefits

The purpose of reviewing external audit work papess is to gain insight into the scope of the external
auditor’s work and assessment of the \financial \condition of the institution. To assess the financial
condition of the institution, the externalyauditor performs procedures that evaluate the reliability of
financial statement assertions fbasedgon GAAS. A review of the external audit work papers and
conversations with the extegnal auditor should provide you insight into the following areas:

e The complexity of an,institution’s transactions.

e The extent of an institutiof’s transactions that are assumption driven.

e The scope, extefit, and depth of the external auditor’s external audit work.

e The material weaknesses and reportable conditions regarding an institution’s internal control
and financial reporting practices.

e The accuracy and completeness of Thrift Financial Report (TFR) information.
e The reliability of the institution’s assertions made in the TFR.
A review of the external audit work papers should assist you in the following activities:

e Performing financial analyses of the institution.
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e Identifying areas of concern or accounting complexity. For example, the audit work papers may
document management’s reasons for an aggressive accounting practice. After the review, you
should understand management’s rationale, and assess whether a less aggressive accounting
practice is more appropriate from a safety and soundness standpoint.

e Detecting trends and information not otherwise revealed in the monitoring process.
e Determining the scope of the examination:

— You may reduce the scope of the examination in certain areas based on the extent, scope,
and findings of the external audit work.

— You may expand the examination scope in certain high-ri§k areagybased on the external
audit work.

— You may expand the scope in certain areas basedfon the extesfral auditor’s findings that
disclose matters of supervisory concern.

e Evaluating the institution’s internal control over finaneial” reporting. If an association has
serious internal control weaknesses or deficienciésmyeunshould discuss the full extent of such
problems with the external auditor to detetmineywhether you should expand the scope of the
examination.

e Identifying areas where external audit work can supplement examination procedures.

e Identifying external audit work_that¥provides insight into certain financial statement assertions,
or that is sufficient tog€nable you to limit certain examination procedures. For example, the
external audit wotkfpapets may®document management’s methodology for assessing the
appropriate level offallewancegfor loan and lease losses or valuation estimates, including the
assumptions agdd methodolo@les used to value servicing and residual assets. The external audit
work papegs§ should _doctment the specific audit procedures performed to test and analyze
those estimatesd After the review, you should understand management’s approach and any
exposure areas. Ifthe findings are acceptable for safety and soundness purposes, you may use
the information to plan and supplement the examination procedures in this area.

Other benefits realized from external audit work paper reviews are:

e Discovering policy and procedures, or transactions and balances, subject to additional
examination procedures.

e Developing an understanding of the external auditor’s risk assessment process.

e Developing an understanding of management’s support for certain transactions and balances.
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e Improving examination focus. You may find that you can concentrate on high-risk areas and
de-emphasize areas that have been adequately covered by the audit.

There are certain situations that may necessitate requesting the external audit work papers for review.
Situations that might trigger an external audit work paper review include the following examples:

e The institution holds assets and liabilities subject to significant management judgment regarding
valuation. Examples include the following assets and liabilities:

— High-risk loans.

— Repossessed assets.

— Debt securities with significant credit loss concerns.
— Servicing assets, if material.

— Residual interests from securitizations, in which thejearrying value is not readily determined
by market quotes.

— Significant potential losses from litigafion.
— Other off-balance sheet activitiés.

e New or outstanding securitiZation aggiviti€s including private-label securitizations and other
complex transactions.

e Material loan amoungs seryiced bysbthers.
e Significant balafices, or ehangés in Other Assets or Other Liabilities.

e Significant busificss plan changes that affect organizational goals, including new or growing
business lines.

e Recent acquisition or disposition transactions, including purchase business combinations.
e Institutions with significant goodwill and other intangible assets.

e Problematic computer processing that reinforces the need for general ledger account
reconcilement.

e Large number of adjusting journal entries and/or significant balance sheet changes that would
affect general ledger account reconciliation.

e Reported earnings or other financial measures substantially better than peer group.
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e Institutions engaging in aggressive income recognition.

e Strained relationship between management and/or the boatrd of directors and the external audit
firm.

e Significant changes in the external audit program including recent unexplained or sudden
change in external audit firm.

e Recent unexplained delays in issuance of audited financial statements.
e Issues regarding independence, objectivity, or competence of the extesfral auditor.

e Accounting or internal audit staff that is inadequate in relationgto the'Size, n@ture, complexity,
and scope of activities of the institution.

e Recent or significant turnover in accounting or internal@uditigtaft.

e Significant transactions with owners (parent c@mpafiy or gtockholders), affiliates, Special
Purpose Entities, or other related parties.

e Significant changes in Due To/Due From'agcoutits.

e History of late TFR filings or TFR amendmeants:

e Significant safety and sounda€ss ‘concepass

e Large unexplained resefves, suspensgaccounts, or large tax reserves.

If external audit work ‘papers exist for lower-risk areas, such as confirming loans, and they appear
accurate and reliablejjyoutmaygtse them to avoid duplicating efforts to gain the same or similar
information. Hgweveg, when you use external audit work papers in lieu of performing the actual work
yourself, you are'pldcing reliance on a work product not necessarily designed for regulatory purposes.

In high-risk areas where the external audit work appears reliable, the work papers may be used to
design and supplement examination procedures accordingly.

Coordination with Regional Accountant

After reviewing work papers, refer any of the following concerns to the Regional Accountant:
e Regulatory reporting issues.

e The need for expanded verification procedures.

e Questions about the application of GAAP, GAAS or Statements on Standards for Attestation
Engagements (SSAE).
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e Unacceptable diversity in practices.!

e Deficiencies, in general.

The Regional Accountant will assist you in choosing a course of action, which may be to discuss the
issue with the auditor in an attempt to resolve it. In addition, the Regional Accountant may consult with
other appropriate divisions, such as the Chief Accountant, Enforcement, and/or Compliance.

Obtaining External Audit Work Papers

OTS policy requires that the auditor agree in the engagement letter to pr@videtaccess to and copies of
any work papers, policies and procedures related to services performed. €12 CFR §562.4(d)(2)).

If possible, the field manager or the assigned EIC should evaludte thepnecdyto review external audit
work papers prior to the beginning of the exam. If the institution #§kdown te have activities that trigger
a review of external audit work papers, the field manger @ IC should make arrangements for the
work papers to be available as soon as possible. This will facilitateyusing the results to tailor the scope
of the examination review.

The request for access to the audit work papesSpshould be i1 writing and addressed to the external
auditor with coordination through the Regiosal A€gountant. While the Regional Accountant need not
participate in the audit work paper review, he ofjgshewill act as the liaison and participate if necessary.
There are instances when the RegionalfAccountangdoes not necessarily need to get involved. These
would include routine reviews where significant accounting issues are not expected. However, there are
times when the Regional Accountant sheuld bé actively involved. For example, include the Regional
Accountant when reviews invol§e the dmplementation of a significant new accounting pronouncement.

Auditors are generally cogperative, as théy are interested in assessing the effect of examination concerns
on the financial stateménts. The review of audit work papers and the discussion of significant items and
complex transactiopspwithithe external auditors can help you assess whether the financial reporting is
safe and sound.

The auditor may réquest that you “acknowledge” certain representations and conditions set forth in a
letter from the auditthg firm before allowing you access to or releasing to you copies of the work
papers. It is not unreasonable for the auditor to request that you acknowledge receipt of documents.
This is a common business practice and their proof of compliance with your request. OTS policy allows
you to sign a document only to acknowledge receipt of an accounting firm’s letter and any copies of
work papers,? policies, and procedures delivered with such letter. However, any attempt by an auditor
to impose conditions, agreements, or understandings on you or OTS is contrary to the auditor’s

! Industry practice may have moved from the acceptable range of GAAP to outside of the range.

2 When OTS requests copies of external audit work papers, the audit firm personnel generally make the photocopies for you. This allows
the audit firm to maintain control over the work papers. When you have questions, call your Regional Accountant.
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agreement in the engagement letter. Therefore, do not sign any document that implies that OTS has
agreed to any conditions in the letter.

Notify the Regional Accountant if any external auditor seeks to avoid inclusion of the required
agreement in the engagement letter under OTS Regulation 12 CFR 562.4(d)(2), or to evade, or impose
conditions, on the obligation to provide OTS access to or copies of work papers, policies, and
procedures relating to services performed. We provide a sample copy of a letter to request work papers
in Appendix D and an acknowledgement letter in Appendix E.

In limited circumstances, a subpoena may be necessary to gain access to the external audit work papers.
In these cases, the examination staff and the Regional Accountant will coifaégRegional Enforcement
and arrange for the subpoena. In these cases, you will provide written figdings to the Regional Director.

FDIC Policy for Audit Work Paper Review

The FDIC issued guidance stating that it will review auditgwerk papersffor each insured institution
subject to Part 363 that has been assigned, or expects tofbe assighed; @ CAMELS rating of 4 or 5. In
each case, the FDIC will contact the institution’s primary federal regulator to arrange, if possible, a joint
review of the work papers. When a savings association is‘@an QTS-supervised institution, the FDIC
indicates that it will contact the appropriate OTSpsupervisory oftfice to determine in what manner, and
which agency should notify the institution ofgthe pcomingreview. After the OTS supervisory office
and the FDIC make that determination, one ‘agencypwill inform the institution in advance that the
agencies are contacting the auditor toftequest audit work papers. One agency will also notify the
holding company.

Communications with (Auditérs

When conducting an audif of the finangial statements of a savings association, the external auditor can
consider, in accordanc@ with#GAAS, the regulatory authorities as a source of competent evidential
matter. Accordinglygthe external duditor may review communications from, and make inquiries of, the
regulatory authogities. We enggurage savings associations and their auditors to confer with OTS when
they consider it‘appropfiates-Such contacts may include meetings with you to assist in planning audits,
or auditors may “attend examination planning, interim, and exit conferences with association
management and examiners. They may also attend other meetings between management or the board
of directors (or a committee thereof) and examination personnel when you consider it appropriate.

You should provide associations with advance notice of the starting and completion dates of
examinations so management can coordinate the audit fieldwork with the examination. Management
should inform auditors in advance of scheduled examinations and meetings.

When requested by the association and the auditor, the examination manager may communicate
examination findings prior to the completion of the examination. We encourage the examination
manager to comply with such requests. This fosters better communications and improves the quality of
financial reports. We also encourage you to communicate with auditors in the field after notifying the
examination manager. You should communicate to the auditor all supervisory concerns and
information except those involving confidential enforcement actions, such as imminent
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conservatorships or receiverships. As a general guideline, you should communicate interim examination
findings whenever the following occurs:

e The examination process results in substantiated findings that significantly affect the financial
information reported by the association.

e The association is about to report quarterly or annual financial information to the OTS or other
outside parties, such as shareholders or the general public.

Obviously, under such circumstances, prompt communication is important. Material examination
adjustments made shortly after an association issues a financial statemengfeanfeause significant public
disclosure and securities problems.

The regional office should make examination work papers availalgle to exterialfauditors upon request.
If you have not issued the ROE, stamp any copies of work papets pfovided to the external auditor as
“DRAFT.” To access work papers, the external auditor smmst make the request in writing to the
examination manager. The examination manager may dedline requests‘for good cause but such denials
should be unusual. A reasonable denial would include ghe following situations:

e Specific work papers requested contain confidential liti@ation matters such as criminal referrals.

e Litigation against the auditor is pending or contemplated.

Finally, to obtain access to work papers, the auditor must sign a statement of consent to the Prohibition
of Disclosure or Release notice.

Prohibition of Disclosure or Release

The report of examinafien, gégulatory correspondence, and examination work papers are the property
of OTS. OTS makesgdocummnents available to the independent audit firm for its confidential use relating
to its audit of th€ savihgs assdciation engaging the audit firm. Neither the audit firm nor any of its
employees may disclgsé®@mmake these documents, or any portion of them, public in any manner.

If an external auditofigeceives a subpoena or any legal process calling for the production of any OTS
documents held by the auditor, the auditor must notify the Regional Director immediately. You should
advise the attorney and, if necessary, the court of the above prohibition and refer them to § 510.5 of the
OTS regulations.
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