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IN T R O D U C T I O N T O T H E P A P E R
AIM OF THE PAPER
The aim of the paper is to develop knowledge and understanding of the process of
carrying out the assurance engagement, and its application in the context of the
professional regulatory framework.
OUTLINE OF THE SYLLABUS
A.
Audit framework and regulation
B.
Planning and risk assessment
C.
Internal control
D.
Audit evidence
E.
Review and reporting
FORMAT OF THE EXAM PAPER
The syllabus is assessed by a three hour paper-based examination with 15 minutes
of reading time. All questions are compulsory. The questions will cover all areas of
the syllabus.
Section A of the exam comprises 8 two mark questions and four one mark multiple
choice questions giving a total of 20 marks for that section.
Section B of the exam comprises four 10 mark questions and two longer 20 mark
questions. The 20 mark questions will predominantly examine one or more aspects
of audit and assurance from planning and risk assessment, internal control or audit
evidence, although topics from syllabus areas may also be included.
6
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C H A P T ER 1 – A S S U R A N C E
THE CONCEPT OF AUDIT AND ASSURANCE
Audit is the process and Assurance is the product. We auditors go through the
process of testing our client’s financial reports (audit) in order to give our client the
confidence that their report is what it seems to be (assurance).
The above is based on a business concept often referred to as “agency theory”. The
secondary agent (auditor) delivers assurance to the principal (shareholder) that the
report (financial statements) provided by the primary agent (director) is what it
appears to be (shows a true and fair view).
This is quite a sophisticated idea when expressed as above, so it may be worth
stepping back and looking at some practical applications of the agency theory. In
many situations, there are people who need to be assured about something:
●
parents need assurance that schools are suitably educating their children
●
diners need assurance that a restaurant is serving food that is safe to eat
●
shareholders need assurance that the published Financial Statements of a
company are not wrong
●
directors need assurance that the systems inside the company they run are
working.
It is often not possible to check the situation yourself – so you are likely to want to
rely on someone else to check it for you:
●
schools are checked by government inspectors
●
restaurants have health and safety checks
●
Annual published Financial Statements are checked by external (statutory)
auditors
●
Company systems are checked by internal auditors.
The objective of external audit
External audit is the name given to the formal audit process of auditing financial
statements prepared by directors in order to give an opinion on the truth and fairness
of those financial statements to shareholders. External audit is by far the most
common form of audit but its objective is the same as the objective of any other
audit service. The objective of external audit is assurance. The purpose of external
audit is the delivery of confidence in financial statements to the shareholders.
The development of assurance
Audit is ancient. There is evidence of audit going back to the birth of writing 5,000
years ago. But it might be worth noting three more recent rough dates:Circa 1900: The birth of the company and the idea of compulsory audit of fs.
Circa 1980: The development of auditing standards.
Circa 1990: the development of those auditing standards to focus on risk.
As you might imagine, the above dates are highly debatable, but they may give you
a feel for the history.
w w w . s t ud y i nt e r a c t i v e . o r g
9
CHAPTER 1 – ASSURANCE
The concepts of stewardship, agency and accountability
These ideas come straight out of agency theory. The directors of the company are
the stewards of the entity charged with giving the company direction. As they do so
they act as agents for the company, binding the company into contracts. But each
year the directors are held accountable for their stewardship by the shareholder
analysis of the company accounts.
The concepts of true &amp; fair presentation and reasonable
assurance
These two terms are difficult to define precisely. Both terms have come out of the
ancient mists of time and so both have different meanings to different people.
However, true &amp; fair is usually split, where true is taken to mean that the numbers
are accurate within materiality and fair is taken to mean an honest and clear
representation, with no bias.
Reasonable assurance is often described as a high degree of confidence based on the
opinion of a qualified auditor that can give no guarantees (ie high level assurance,
but not perfect).
The objectives of an assurance engagement
As discussed before the objectives of all assurance engagements is assurance. The
purpose of all assurance engagements is the same regardless of whether we are
talking about an external audit or any other assurance service. The purpose is to
give confidence to the principal.
The five elements of an assurance engagement
The elements come straight from the agency theory and are as follows.
Although each assurance engagement will differ in terms of the exact detail, each
has common features (elements):
1.
A subject matter.
2.
Three main parties:
●
The responsible person – the person preparing the subject matter being be
checked
●
The assurance provider – the party who forms the opinion on the subject matter
and gives the assurance
●
The intended user – the party who relies on the assurance report.
3.
A report – stating the assurance provider’s opinion.
4.
Standards – the assurance provider doing the checks will have some standards
to check against.
5.
Evidence – sufficient to allow the opinion to be given.
10
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Positive and negative assurance
The amount of checking can vary, as noted above.
If a lot of detailed checking is done, the “assurance-provider” will be able to conclude
that the responsible person has done their job properly, or has not. This is known
as “positive assurance”.
If a smaller amount of checking is done, the assurance provider may only be able to
report that “no errors/problems were found”, but may not feel able to confirm that
there are no errors ... because they have not checked enough to be sure. This is
known as “negative assurance”.
w w w . s t ud y i nt e r a c t i v e . o r g
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STATUTORY AUDITS
Statutory audit is the name given to the audit of annual financial statements. It is
called statutory because across the world, individual countries have passed
Companies Acts that require an audit of the annual financial statements.
Regulatory environment of statutory audit
Auditors are expected to register with an auditing body. Then the auditing body
expects that auditor to follow the International Standards on Auditing (ISA). The ISA
are the rules governing audit and cover the whole process of audit from planning
through testing to reporting.
The mechanisms for regulation of auditors
The principal mechanism is the monitoring unit. The monitoring unit in each country
audits the auditors. The monitoring unit does this by going from auditor to auditor
verifying adherence to ISA. Failure to adhere to ISA results in discipline by the
auditing body.
Statutory regulations
Auditors are appointed and removed by a simple majority of shareholders. But during
removal, the auditor has the right to communicate to shareholders to present the
auditor’s views. Resignation during a year-long engagement is rare. So auditors
resign simply by not offering themselves for reappointment. When they do so, they
are expected to explain why.
During the audit, the auditors will need to see the books and ask questions, of course.
So auditors have the statutory right to records and explanations.
The value and limitations of statutory audit
The main value of an audit is the credibility it gives to the financial statements – and
this should enhance confidence in providers of finance such as shareholders and
banks. The main limitation is that auditors have to rely on directors to provide all
the evidence and honest explanations, and history suggests they don’t. Given that
auditors cannot check every transaction, having to rely on the directors’ honesty and
integrity is a major limitation.
12
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THE REGULATORY ENVIRONMENT
Audit is a highly regulated industry. This is deliberate as audit is deemed to play a
central role in corporate governance.
International Standards on Auditing
The ISA are the rules that tell auditors how to do their job. They are developed by
the International Auditing and Assurance Standards Board (IAASB). The ISA have
been copied into national standards in most countries.
Corporate governance
Corporate governance refers to the way that companies are run/managed. It is an
all-encompassing concept that includes company relationships with shareholders,
society and the environment. “Those Charged with Governance” are those people
who are assessing the strategic direction and accountability of the company – i.e. the
company’s management, and more specifically the non-executive directors on the
audit committee.
Audit committees
Coming out of the ideas of corporate governance is the concept of the audit
committee.
Some companies have audit committees to help enhance audit
independence. When a client has an audit committee, then the auditor will channel
much of the audit communication through the audit committee.
The kinds of things that auditors might discuss with the audit committee are in
accordance with ISA 260 such as:
●
The auditor’s responsibilities in relation to the financial statement audit
●
The scope and timing of the audit
●
Significant findings arising on the audit
Any problems getting the evidence during the audit
●
Any independence issues
●
Possible modifications necessary to the audit report
●
Any management representation points requested
●
Any suspected or actual cases of fraud.
w w w . s t ud y i nt e r a c t i v e . o r g
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International codes of corporate governance
There is an almost endless swell of information available on corporate governance
and just a feel for the subject is more than enough. This subject is rarely examined
in depth at F8. However, those aspects relating closely to external or internal audit
cannot be ignored:
What is corporate governance?
●
In many organisations, those controlling it are not the same people who own
it.
●
In the largest organisations, owners may have such small individual stakes
that:
●
o
They do not care too much what the organisation does.
o
They are not prepared to challenge the directors.
o
They do not have the power to challenge the directors.
The biggest owners are often institutional shareholders – for example,
pension funds.
o
They are investing money on behalf of others – it is not theirs.
o
They tend to be “inactive” by nature, preferring not to “rock the boat”.
●
Globalisation has resulted in the biggest companies / organisations becoming
even larger than in the past – which is making the above issues even more
important.
●
Recent corporate disasters and the apparent increase in corporate fraud
and unethical business behaviour have led to a lack in trust in directors.
This all leads to the AGENCY PROBLEM.
The agency problem
In simple terms, if you want something done properly, the way you want it done …
Do It Yourself!
Agents are people employed to do something for you. The risk is that they do it for
themselves, or incompetently.
Corporate governance is a series of laws or guidance aimed at making
directors manage companies in the best interests of shareholders,
and other stakeholders.
In other words, it is an attempt to deal with the agency problem, by suggesting the
best practice for a company’s policies and procedures.
Who sets the rules?
In most countries, there is a national law or code of best practice, aimed primarily at
companies listed on stock exchanges. Often the stock exchange plays a part in
ensuring its member companies follow the law/code.
14
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In the UK, there is a Code of Corporate Governance which operates on a Comply or
Explain basis – companies can choose not to follow some parts of it, but if so must
disclose the reasons for this to shareholders, allowing shareholders to question their
decision.
Underlying concepts behind corporate governance
These are the fundamentals behind how companies (and more importantly those
involved with companies, primarily directors) should behave.
They are included here as useful background, and because some of the concepts are
very similar to how auditors are expected to behave (as you will see in the Ethics
chapter).
Fairness
All people affected by decisions (stakeholders) should be treated with equal
consideration.
Openness / transparency
All information should be made available to stakeholders, and in a clear manner. This
may suggest companies should not just follow disclosure rules, but also add
voluntary disclosures if it adds to transparency.
Independence
All those in a position of monitoring should be independent of those / what they are
monitoring:
●
Non-Executive Directors should be independent of the Executives, and of
company operations.
●
External auditors should be independent of the company, especially its
accounting department and processes.
●
Internal auditors should be independent of the company, as they are likely to
be involved in monitoring systems throughout the company’s operations.
Probity / honesty
This is not just telling the truth – it also means finding out the truth, not ignoring it
(not “turning a blind eye”).
Responsibility
Directors should understand and accept their responsibility to shareholders and other
stakeholders, and act in their best interests … and be willing to accept the
consequences if they fail in this responsibility.
Accountability
This links with responsibility. Directors must be willing to be held accountable for
their actions – and shareholders cannot exercise their own responsibility (as owners)
unless they have this information available.
w w w . s t ud y i nt e r a c t i v e . o r g
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Reputation
Directors must protect their own reputation, and that of the company they run, as
damage to either is likely to lead to more widespread damage to the company.
This raises an interesting debate about whether a director’s private life is in fact
private – since a bad personal reputation is likely to affect their business reputation
and hence that of the company.
Judgement
Directors must ensure they have all the necessary information and understanding in
order to be able to make sensible business decisions that improve the prosperity of
the company.
Integrity
This is quite a general term and has a crossover with some of the other terms above.
Integrity means honesty, fair-dealing, presenting information without any attempt to
bias opinion … and in a more general sense, “doing the right thing”.
The UK Corporate Governance Code (UK listed companies)
The main aspects of the UK Corporate Governance Code are set out below.
Directors
An effective board of directors:
●
Should lead company strategy.
●
Should include Non-Executive Directors (NEDs) who:
o
Contribute to strategy.
o
Assess performance of Executive Directors.
o
Oversee integrity of financial information, control systems, and risk
management.
o
Decide remuneration of Executive Directors.
o
Appoint, remove, and consider succession planning of Executive Directors.
●
Should meet regularly, with a formal agenda.
●
Should regularly organise an assessment of the Board’s performance in running
the company.
Chairman and chief executive officer (CEO)
●
Should not be the same person.
●
Chairman leads Board, and sets agenda for Board Meetings.
●
Chairman is key contact for shareholders.
●
Chairman should be independent on appointment.
●
Chairman is not the former CEO of the company.
●
CEO runs the company.
16
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Board balance
●
No one person, or group, should be able to dominate the Board.
●
At least &frac12; the Board, excluding the Chairman, should be independent NEDs.
●
Should be an appropriate balance of skills and experience.
●
Annual Report must detail which NEDs are considered independent.
●
Should appoint a Senior Independent Director – so shareholders have an
alternative to talking to the Chairman.
Appointments to the board
●
Nomination Committee, majority of whom are Independent NEDs.
●
Chaired by Chairman (unless Chairman is being discussed).
●
Have criteria for selection of new Board members.
●
Report its work in Annual Report.
●
Organise induction and training for all directors.
Annual performance review
●
Board, its committees, and individual directors should have performance
appraised at least annually.
Re-election of board members
●
All directors should be submitted for re-election at regular intervals, subject to
continued satisfactory performance (in UK, biggest companies must re-elect
directors annually).
Remuneration of directors
●
Enough to attract, retain and motivate, without being excessive.
●
Significant proportion should be performance-related.
●
Should consider industry pay levels.
●
NED remuneration should not be performance-related, but should reflect time
involvement of the role.
●
If a director is removed before the end of contract, provisions should be in place
to ensure they are not over-compensated for failure.
●
Notice periods no longer than 1 year.
Remuneration committee
●
At least 3 Independent NEDs as members.
●
Should set remuneration of all executive directors and the chairman, and senior
management.
●
Remuneration of NEDs is flexible – could be by Board as a whole, by
shareholders, or a separate Board Committee.
●
Shareholders must approve any long term share options.
w w w . s t ud y i nt e r a c t i v e . o r g
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Financial reporting
●
Board should present a balanced assessment of company’s position and future
prospects.
Internal control
●
Board should ensure a sound system of Controls
●
Annual review of effectiveness of Controls, and report this in Annual Report.
Audit committee and audit
●
Audit Committee of at least 3 Independent NEDs.
●
At least 1 member to have recent relevant financial experience.
●
Main role is liaison with the internal and external auditors on all matters.
Relations with shareholders
●
Regular dialogue with shareholders.
●
Chairman to ensure shareholder views communicated to Board.
Constructive use of AGM
●
Communicate with investors.
●
Encourage debate.
●
Allow the use of proxy votes.
Institutional shareholders
●
Should themselves ensure dialogue with directors.
●
Should make considered use of their considerable voting power.
The structure of audit committees
The structure and role of an audit committee is as follows:
●
Audit Committee of at least 3 Independent NEDs.
●
At least 1 member to have recent relevant financial experience.
●
Main role is liaison with the internal and external auditors on all matters.
Audit committees have the advantage of increasing auditor independence, keeping
an eye on the quality of audit work, and might also provide a useful source of expert
financial advice to the finance director. Their main disadvantage is that being nonexecutives, they might lack sufficient knowledge and understanding of the company.
Also, there is a risk that adding another layer of communication (ie not allowing the
auditors to liaise directly with the executives) might just add to company costs and
slow things down.
18
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Risk management and internal control
In simple terms, it is the responsibility of directors to assess business risks and design
systems to manage those risks. The auditor is only responsible for evaluating the
systems as part of normal audit procedures.
Audit process
And finally it is worth noting that audit is a process that is defined by the ISA and
can be represented by the following flowchart. The remainder of this course works
through the flowchart:
APPOINTMENT (ETHICS)

PLANNING (AUDIT STRATEGY)

PLANNING (DETAILED AUDIT PLAN)

INTERNAL CONTROLS
ASSESSMENT AND TESTING

REDUCED / DETAILED
SUBSTANTIVE TESTING

REVIEW (FINALISATION)

REPORTING (AUDIT REPORT)
w w w . s t ud y i nt e r a c t i v e . o r g
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Question: Tranmere Rovers
The following is the external audit report attached to recent financial statements:
Independent auditors’ report to the members of Tranmere Rovers Football
Club for the year ended 31 July {Year}.
We have audited the financial statements of Tranmere Rovers Football Club for the
year ended 31 July {Year} which comprise the Income statement (profit and loss
account), the statement of financial position (the balance sheet), the cash flow
statement and the related notes.
Respective responsibilities of directors and auditors
The directors’ responsibilities for preparing the annual report and the financial
statements are set out in the statement of directors’ responsibilities.
Our
responsibility is to audit the financial statements in accordance with relevant legal
requirements and International Standards on Auditing. We report to you our opinion
as to whether the financial statements give a true and fair view.
Basis of audit opinion
We conducted our audit in accordance with International Standards on Auditing,
issued by the Auditing Practices Board. An audit includes examination, on a test
basis, of evidence relevant to the amounts and disclosures in the financial
statements. It also includes an assessment of the significant estimates and
judgments made by the directors in the preparation of the financial statements, and
of whether the accounting policies are appropriate to the company’s circumstances,
consistently applied and adequately disclosed.
We planned and performed our audit so as to obtain all the information and
explanations we considered necessary in order to provide us with sufficient evidence
to give reasonable assurance that the financial statements are free from material
misstatement, whether caused by fraud or other irregularity or error. In forming our
opinion we also evaluated the overall adequacy of the presentation of information in
the financial statements.
Opinion
In our opinion the financial statements give a true and fair view of the state of the
company’s affairs as at 31 July {Year} and of its loss for the year then ended.
Audit Firm Limited Liability Partnership
Registered auditors, Liverpool, UK
3rd November {Year}
Required:
Explain the following terms referred to in the above audit report:
(a)
International Standards on Auditing (ISA);
(2 marks)
(b)
estimates and judgments;
(2 marks)
(c)
reasonable assurance;
(2 marks)
(d)
true and fair view;
(2 marks)
(e)
materiality.
(2 marks)
(10 marks)
20
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Question: Assurance Process
Auditors provide assurance within the concept of agency.
Required:
(a)
Explain the concept of agency and how the auditor provides assurance.
(5 marks)
Auditors conduct the process of audit within a regulatory environment and in
accordance with International Standards on Auditing.
Required:
(b)
Describe the principal activities of auditors during the audit process in
order that the auditor may give an opinion on financial statements.
(5 marks)
(10 marks)
w w w . s t ud y i nt e r a c t i v e . o r g
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w w w . s t ud y i nt e r a c t i v e . o r g
23
CHAPTER 2 – AUDIT ETHICS
CHAPTER CONTENTS
FUNDAMENTAL ETHICAL PRINCIPLES --------------------------------- 25
INTEGRITY
25
COMPETENCE AND DUE CARE
25
CONFIDENTIALITY
25
PROFESSIONAL BEHAVIOUR
26
OBJECTIVITY
26
THREATS TO OBJECTIVITY --------------------------------------------- 27
SELF-INTEREST
27
SELF-REVIEW
27
FAMILIARITY
27
INTIMIDATION
28
ADVOCACY
28
MANAGEMENT
28
AUDITOR’S RESPONSIBILITY AND SAFEGUARDS -------------------- 29
MANAGING ETHICAL THREATS
29
CONFLICTS OF INTEREST
30
HOW TO DEAL WITH CONFLICTS OF INTEREST
31
APPOINTMENT OF EXTERNAL AUDITORS ----------------------------- 32
PRE-CONDITIONS FOR AUDIT
32
WHO IS ALLOWED TO BE AN EXTERNAL AUDITOR?
32
OTHER PRE-ACCEPTANCE CONSIDERATIONS
33
ACCEPTANCE OF A CLIENT
33
RIGHTS AND DUTIES
34
RIGHTS
34
DUTIES
34
AUDITING STANDARDS AND QUALITY CONTROL
34
INTERNATIONAL STANDARDS ON AUDITING (ISAS)
35
FRAUD (ISA 240)
35
FRAUD – PREVENTION
35
FRAUD – DETECTION
35
LAWS AND REGULATIONS AFFECTING CLIENTS (ISA 250)
35
AUDITOR RESPONSIBILITIES
36
WHEN THE EXTERNAL AUDITOR LEAVES
36
ENGAGEMENT LETTERS ------------------------------------------------- 37
24
w w w . s t ud yi nt e r a c t i ve . o r g
C H A P T ER 2 – A U D I T E T H I C S
FUNDAMENTAL ETHICAL PRINCIPLES
Ethics is concerned with behaviour, and trying to ensure that auditors do “the right
thing” ... whatever that is!
As such, it is a difficult area to have rules, as it would usually be possible to imagine
a situation where the rules would lead to the wrong answer.
Typically therefore, ethics is about guidance, relying on the professionalism of
auditors to apply this guidance in an appropriate manner when faced with difficult
situations. This is known as the Conceptual Framework – applying fundamental
principles to each specific situation that arises, rather than following a list of rules.
Guidance is contained in the ACCA Code of Conduct ... but if every Institute had its
own ethical code, there would be several codes in the UK alone, and hundreds around
the World!
An International Code of Ethics has been developed by IFAC, in the hope of providing
countries with a starting point for developing their own Codes – and to try to create
some consistency in guidance around the World.
In the UK, the Auditing Practices Board has created a series of Ethical Standards
based on the IFAC Code, but altered slightly for the UK market. These Ethical
Standards have now been adopted by all UK Institutes, including the ACCA. The
ethical standards are as follows:
Integrity
Having a set of principles, such as honesty, and sticking to them consistently, thus
becoming a person who is reliable and trustworthy. This is often described as acting
in a straightforward manner.
Competence and due care
Maintain professional knowledge and skills, and ensure all relevant professional
standards are followed, in all professional work undertaken, as well as ensuring
enough time is taken to get work done to a suitably high standard.
Confidentiality
Respect the privacy of information obtained whilst working with clients and do not
disclose it to third parties unless there is a legal or professional obligation to do so.
If clients think their information is not safe, they will not tell auditors everything they
need to know. Should not use confidential information for personal gain, or to help
other third parties make personal gain.
Confidentiality in more detail
There are a small number of situations where auditors may decide, or may be forced
by law, to pass client information to a 3rd Party.
Information MUST be disclosed if:
●
client is suspected of money laundering
●
client is suspected of terrorism
w w w . s t ud y i nt e r a c t i v e . o r g
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●
client is suspected of treason
●
ACCA is investigating your work
●
a court order is obtained requiring you to disclose.
An auditor MIGHT decide to disclose information if:
●
client gives permission
●
the auditor feels it is in the public interest to know.
Professional behaviour
Should respect laws and regulations and not do anything that could discredit the
accountancy profession.
Objectivity
Those reading an audit report (or any other report from an assurance provider)
need to be confident that the audit opinion can be relied upon.
If the auditor is linked to the client in some way, there is a risk that:
●
the auditor provides the wrong opinion, either by accident or on purpose
●
even if the opinion is correct, people reading the audit report assume that the
opinion cannot be trusted.
It is therefore essential that the auditors are INDEPENDENT of their clients – if they
are (and they are seen to be) totally separate, then it is less likely that mistakes are
made, and greater trust will exist with those reading the Report.
26
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THREATS TO OBJECTIVITY
ACCA dedicate a whole section of their code to threats to objectivity and
independence. Any threat must be avoided or reduced to an acceptably low level,
but ACCA pick out the following in particular:
●
Self-Interest
●
Self – Review
●
Familiarity
●
Intimidation
●
Advocacy
●
Management
Self-interest
The threat that auditors act in their own personal interests (or are believed to be
doing so). Examples include:
●
owning shares in their client
●
receiving excessive gifts or hospitality from clients
●
receiving excessive fees from a single client
●
having personal or business relationships with clients
●
audit fees that are calculated in a way that might encourage unethical behaviour
by the auditor – contingent fees.
Self-review
The threat that if auditors do certain tasks for clients, their audit work may result in
checking their own work. Examples:
●
giving advice on accounting or control systems, then auditing them
●
preparing the accounting information, then auditing it
●
helping with calculations of numbers in the Financial Statements, then auditing
them.
Familiarity
The threat that if auditors are too familiar / friendly with a client, they might
deliberately or accidentally put too much trust in their client and not be sceptical
enough, leading to under-auditing. Examples include:
●
auditing companies where the auditor’s relatives or friends work
●
auditing the same company for many years in a row
●
if a client is offering a lot of hospitality, this may be a clue that there is too
close a relationship with the auditor
●
there are people working at the client who are recent ex-employees of the audit
firm.
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Intimidation
The threat caused by a client being in a position to put pressure on an auditor.
Examples are the same as Self-Interest ... the difference here is that the presumption
is that the client is being a bully – rather than the auditor is being nice to their client
out of their own choice.
Advocacy
The threat caused when auditors are asked to do other work that means they are
taking their client’s position on something. By taking this position, they may be seen
to be “on the client’s side”, rather than being independent. Examples include:
●
representing an audit client in a legal case or tax enquiry
●
taking legal action against a client, or being sued by a client

Helping a client raise finance from investors, or from their bank.
Management
The threat that auditors may agree to do other services that result in them making
decisions for clients. If they take on management functions, their independence is
likely to be questioned. In the ACCA F8 syllabus management is combined with
advocacy. So the combined rule is that auditors must neither be part of decision
making (management) nor appear to be part of decision making (advocacy).
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AUDITOR’S RESPONSIBILITY AND SAFEGUARDS
ACCA requires that members avoid all threats to the above principles of
professionalism, integrity, competence, confidentiality and objectivity. However, the
ACCA ethical guidelines focus particularly on threats to objectivity (independence)
and that is covered separately above. The main safeguard against breaches of the
code is discipline. In order to practice members must have membership of an
accounting body. If ACCA discovers a breach of the principles, then discipline will
follow. The ultimate discipline is removal from the membership.
Note, the principles are applied more tightly for more important audit clients, such
as listed companies and any other large entity with large numbers of stakeholders
(e.g. a charity) – these more important clients are known as Public Interest Entities
(PIE).
Managing ethical threats
Before accepting clients, auditors must assess any ethical threats and either put
appropriate safeguards in place or resign / reject appointment.
Safeguards include:
●
not owning shares in clients
●
keeping staff off the audit team if they are connected with the client
●
not accepting gifts or hospitality if they would appear valuable to the outside
world
●
ensuring clients accept responsibility for all management decisions, even where
the audit firm provides a lot of advice
●
not doing other non-audit work if it results in the audit work being undermined
●
not putting staff on the audit team if they have been employed by the client
within the last 2 years
●
no “contingency fees” - ie fees that are dependent on the result of the audit
work
●
rotate audit staff to ensure nobody works on the same audit so many years in
a row that they might become close to the client (Note – on Listed clients
the engagement partner must be changed at least every 5 years)
●
for any client where there is high risk, or a potential ethical threat, review of
the audit work by an independent partner BEFORE the audit report is signed (a
HOT Review)
●
not having any one client that is a big % of the audit firm’s total fee income:
Public
(PIE)
Interest
Entity
Not PIE
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Conflicts of interest
Example – Eekay
Eekay is a company specialising in pest control, removing rats, mice, squirrels etc.
from homes and businesses in the city of Elensville. They are the largest pest-control
company in the area. Eekay have asked your firm to become their auditors for the
following year.
There are 3 other major pest-control companies in the area, the largest of which is
Hyper Control, an audit client of your firm.
Hyper Control supplied some materials to Eekay last year, but Eekay are refusing to
pay the bill, as they are questioning the value of the materials supplied. A court case
to settle the dispute is due to start next week.
What are the problems with your firm taking on Eekay as an audit client?
Key points to consider
●
The 2 companies are competitors. Any business advice offered to one of them
would not be likely to be in the best interests of the other ... and to act against
the best interests of any client is not acceptable.
●
The court case makes matters worse.
●
Information about one of the companies could reach the other, because
information about both would be held by your firm. If audit paperwork is not
kept secure, or audit staff are not careful with their comments, sensitive
information relevant to the dispute could be passed across.
●
Since the 2 companies would both be aware of this risk, both may decide not
to tell your firm certain information – making it difficult to audit them properly.
●
If your firm knows that Hyper Control are thinking of dropping the case then
Eekay would not need a provision in their Financial Statements. But if Eekay
do not know this they may include a provision. Your firm could not tell them
the provision is not needed without breaching client confidentiality to Hyper
Control ... so there is no way to report that their Financial Statements are
wrong!
In situations like this, it is easy to find yourself in an impossible situation, where the
only suitable response would be resignation, which is not a pleasant outcome for any
of the parties involved.
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How to deal with conflicts of interest
When a new client is being considered, or an existing client has requested you to
continue as auditor for another year, your firm should consider whether any potential
conflicts of interest exist – and if they do, these should be discussed with the clients
concerned.
If no suitable solutions can be found, declining the assignment (or resigning
from an existing one) may be the only sensible way forward.
If a potential conflict is spotted early enough, there are potential safeguards for the
audit firm:
●
use 2 totally different teams of staff
●
potentially pick teams from 2 different offices of your firm
●
2 different partners to head the 2 teams
●
a 3rd independent partner to oversee keeping the 2 assignments apart
●
strict security over the files of each client
●
a HOT REVIEW of each piece of work (ie, before audit reports are signed)
●
obtain additional independent advice.
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APPOINTMENT OF EXTERNAL AUDITORS
In most countries, the auditors are reporting to the shareholders, so are appointed
by the shareholders.
The Board of Directors will propose a Firm and this will then be voted on by the
shareholders.
Usually, they are appointed on an annual basis at the AGM (i.e from one AGM to the
next AGM).
If auditors are needed mid-year (eg, because the previous Firm resigned) then it is
often possible for the Board of Directors to appoint a Firm up till the next AGM.
In most large companies, there will be a specialist Board Committee that will
recommend a Firm to the main Board – this committee is called the Audit
Committee.
Pre-conditions for audit
Before accepting the statutory audit for a client, the auditor must establish whether
or not the preconditions for an audit are present.
ISA 210 defines the preconditions for an audit as:
●
“The use by management of an acceptable financial reporting framework in the
preparation of the financial statements and the agreement of management and,
where appropriate, those charged with governance to the premise on which an
audit is conducted”.
●
In order to establish whether or not these preconditions are present, the auditor
should do the following:
o
Determine whether the financial reporting framework to be applied in the
preparation of the financial statements is acceptable; and
o
Obtain the agreement of management that it acknowledges and
understands its responsibility for the following:
▪
The preparation of the financial statements.
▪
Internal controls.
▪
Providing the auditor with unrestricted access to all information
necessary for the purposes of the audit.
Who is allowed to be an external auditor?
To be allowed to do external audits, someone must go through an approval process.
This helps to ensure quality. The process includes:
●
Must pass an approved set of professional examinations, set by a Recognised
Qualifying Body (RQB). Examples of RQBs include ACCA and ICAEW.
●
Must become a member (and stay a member!) of a Recognised Supervisory
Body (RSB). ACCA and ICAEW are also examples of RSBs.
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To be allowed to do the external audit of a particular company, there are additional
rules:
●
the auditor must not be a Director or Employee of the company, or of any
associated companies
●
the auditor must not be an Employee or Business Partner of a Director or
Employee of the company, or of any associated companies.
Beyond these rules, governments typically leave further detailed guidance to the RSB
to decide.
Other pre-acceptance considerations
Apart from Ethical issues as above, firms should also consider:
●
resources (time and staff) available to do the work
●
the fee(!)
●
client deadlines
●
the integrity of the client and its directors
●
the level of audit risk
●
Money Laundering Procedures must be followed (eg to verify the identity of the
client and the source of their funds)
●
whether firm has the competence to do the work
●
Whether the client has good credit (or the fee will never be received!!)
●
The incoming firm should also go through a process of Professional
Clearance:
o
ask potential client for permission to contact outgoing auditor
o
contact outgoing auditor, to ask if there is any information that should be
known when deciding whether to accept appointment
o
Note – the outgoing auditor is required to respond in a timely fashion to
such requests
o
The incoming firm considers the response, before deciding whether to
accept.
If.....:
●
the potential client refuses permission to contact the outgoing firm
●
the outgoing firm are refused permission to respond by the client
●
the response is received and suggests big problems at the client
then the incoming audit firm is likely to reject the assignment.
Acceptance of a client
Assuming the above procedures have all gone smoothly, the incoming firm are almost
appointed. Final procedures:
●
Ensure outgoing firm have resigned/been removed properly according to the
law.
●
Ensure own appointment has been done properly according to the law.
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●
Agree the terms of the audit engagement in accordance with ISA 210 by
o
Confirming that the preconditions for audit are present and;
o
Creating an engagement letter for the auditors and the client to sign.
Rights and duties
The auditor has certain rights and duties to make sure the auditor can do the job.
Rights
Auditors are usually given rights within national law, to help ensure they can do their
job properly.
Rights will vary between countries, as they are set by government.
Typical rights include:
●
access to all books and records
●
access to all information and explanations
●
the right to:
o
be given notice of a general meeting
o
attend the general meeting
o
speak at the general meeting
●
the right to resign without finishing the audit
●
the right to have information sent to shareholders, should the auditors wish to.
Duties
Auditor duties are also typically set by government, so will vary by country.
Typical duties:
●
to issue an audit report, giving opinions on:
o
truth and fairness of the Financial Statements.
o
whether the Financial Statements are properly prepared (within national
rules).
o
any other opinions required by government, eg:
▪
whether proper accounting records kept
▪
whether Directors’ Report is consistent with the FS.
●
when leaving a client, to issue a Statement of Circumstances explaining
whether there are any specific reasons for them leaving.
●
after leaving a client, to respond to any requests for information from the firm
of auditors who replace them.
Auditing standards and quality control
Just as there are accounting standards, there are also audit standards to give auditors
guidance (and in some cases rules) as to how they should perform their audit work.
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International Standards on Auditing (ISAs)
The International Standards on Auditing (ISAs) are set by the International Audit &amp;
Assurance Standards Board (IAASB), which is part of the International Federation of
Accountants (IFAC).
In 2009, the IAASB completed their project to review all of the ISAs and improve
their clarity. The updated ISAs are designed to enhance understanding and
implementation and are effective for audits of financial statements for periods
commencing on or after 15 December 2009.
Many countries have their own national audit standards however, for countries
without their own audit standards, the ISAs provide a set of standards that can be
adopted, or altered based on national requirements.
In the UK, the Auditing Practices Board has adopted the clarity ISAs (UK and Ireland),
which were edited from the original ISAs and are more comprehensive.
Fraud (ISA 240)
Many people assume that auditors are there primarily to find company fraud ...
however, this is NOT THE CASE!!!
An external auditor’s job is to give an opinion on the truth and fairness of the Financial
Statements.
However, fraud is likely to have an effect on the Financial Statements, and the audit
process may result in fraud being detected.
Fraud – prevention
Fraud prevention is entirely the responsibility of management and those charged
with governance. They aim to achieve this by having a good internal control
system, including an internal audit department who will be expected to be on the
lookout for fraud.
The external auditor has no legal obligation to prevent fraud – but has a professional
obligation to advise clients of how best to prevent it.
Fraud – detection
Fraud detection is also the responsibility of management and those charged with
governance, backed up by internal audit.
The external auditor’s responsibility in accordance with ISAs is to obtain reasonable
assurance that the financial statements are free from material misstatement,
whether caused by fraud or error.
In other words, the external auditor has a responsibility to plan and carry out their
work in such a way that material frauds are likely to be discovered.
Laws and regulations affecting clients (ISA 250)
There are a variety of laws and regulations governing companies; company law,
environmental law, health and safety regulation and employment law to name a few.
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Auditor responsibilities
Auditors cannot know and understand every law and regulation that affects every
client, but they should aim to be aware of those that could materially affect the
Financial Statements.
By doing this, they are more likely to spot breaches, even if management do not tell
them (or are themselves not aware).
If the auditor finds a material breach they have the following responsibilities:
●
Report the breach to management.
●
If the breach involves management, report to the highest level possible (eg
Audit Committee).
●
If the breach involves the highest level possible, may need to take legal advice.
●
Consider the effect of the breach on the accuracy of the Financial Statements –
the company may need to provide for a fine and failure to do so could result in
a qualified audit report.
●
If the breach is severe, consider the effect on the company’s going concern
status.
●
In some cases, a breach may have external reporting consequences.
When the external auditor leaves
Sometimes it is necessary for the auditors to RESIGN. If an auditor resigns, they
may wish to speak to the shareholders to explain their reasons. Therefore, the law
allows them to require the company to call a General Meeting (GM), or to require the
company to send a written explanation to shareholders.
Sometimes the Board of Directors, or some shareholders, may wish to REMOVE a
Firm of auditors before the annual vote at the AGM.
A General Meeting will need to be called so that the shareholders can vote on this
proposal.
Sometimes the auditors finish the annual audit and decide they do not wish to audit
the company in future years – as such, when the Board asks them to accept
nomination for the following year, the auditors politely decline as they DO NOT
WISH TO SEEK REAPPOINTMENT.
This may happen for several reasons:
●
client is growing too large
●
audit risk is seen to be getting too high
●
audit firm wish to focus on other clients
●
client has decided it is time to change.
36
w w w . s t ud yi nt e r a c t i ve . o r g
C H A P T ER 2 – A U D I T E T H I C S
ENGAGEMENT LETTERS
For any piece of work, it is sensible to have a contract that sets out the terms of the
assignment:
●
it reduces misunderstandings
●
it creates a legal basis for payment.
Audit work is no different, and ISA 210 requires an Engagement Letter to be signed
immediately after appointment for each audit assignment.
They tend to have a standard format and content:
●
Objective of the audit (ie to check the Financial Statements and report on them)
●
To clarify responsibilities of management
●
To prepare the Financial Statements
●
To provide all information and explanations, and all books and records
●
Reference to the relevant audit standards to be followed, and any other laws
and regulations that will guide the process
●
An explanation of the audit report and any other communication that will occur
during the process
●
Basis on which the fee will be calculated
●
Explanation of the audit process and the level of assurance that will be provided.
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Exam question: Ethics
Explain the FIVE fundamental principles of ACCA’s Code of Ethics and Conduct.
(5 marks)
Exam question: AB &amp; Co
It is important that an auditor’s independence is beyond question, and that he should
behave with integrity and objectivity in all professional and business situations. The
following are a series of questions which were asked by auditors of AB &amp; Co at a
recent update seminar on professional ethics:
(a)
Can I audit my brother’s company?
(2 marks)
(b)
Can I prepare the financial statements of a public company and still
remain as auditor?
(2 marks)
(c)
My client has threatened to sue the firm for negligence. Can I still
remain as auditor?
(2 marks)
(d)
I am a student of the Chartered Association of Certified Accountants.
Am I bound by the ethical guidelines of the Association?
(2 marks)
(e)
If I discover evidence of money laundering, should I continue to
protect client confidentiality and therefore keep quiet?
(2 marks)
Required:
Discuss the answers you would give to the above questions posed by the
auditors.
(10 marks)
Exam question: Melton
The directors of Melton Manufacturing have asked your firm to act as their auditors
for the year ended 30 September. They will be asking their existing auditors to
resign, as they do not provide a cost effective service.
The partner proposed for appointment to Melton Manufacturing holds a membership
certificate and a certificate of registration as a registered auditor through ACCA. The
proposed partner is scheduled for routine investigation by the ACCA regulation
monitoring unit.
Required:
(a)
Describe the investigations you would carry out and ethical matters
you would consider before you can accept the appointment as the
company’s auditor.
(8 marks)
(b)
(i) Explain why it is important that an auditor should send a letter of
engagement to the client prior to undertaking an audit. (2 marks)
(ii) Briefly describe the main contents of a letter of engagement which
you would send to the directors of Melton Manufacturing.
(5 marks)
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(c)
Explain the nature of the proposed partner’s two registrations at
ACCA and how these registrations relate to audit regulation.
(5 marks)
(20 marks)
Exam question: Fire &amp; Ice
The Managing Director of Fire &amp; Ice, Mr Troll, says he is fed up with you, the external
auditor. He has frequently complained that the audit provides no benefit to him as
Owner-Manager.
During the final audit last year you discovered that Mr Troll had been withdrawing
funds from the business which he refused to disclose as Directors remuneration and
therefore you were obliged to qualify your audit opinion. This was the final straw
and Mr Troll intends to remove you as auditor.
Required:
You are required to explain:
(a)
Why Mr Troll might feel the audit provides him with no benefit.
(2 marks)
(b)
The auditors’ duties and rights during an audit.
(c)
The directors’ duties as regards financial reporting and audit.
(8 marks)
(d)
How you may be removed from the office of auditor and the auditors’
rights during this process.
(3 marks)
(e)
The impact of the actions and attitude of Mr Troll on the search for a
replacement auditor.
(2 marks)
(3 marks)
(20 marks)
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OBJECTIVE AND GENERAL PRINCIPLES
Why plan? Why plan anything?!
Because unless you are very fortunate, any task that is not planned will probably go
wrong:
●
it will take too long
●
it will not address the key risks
●
it will slow down and potentially never reach a finish.
Planning an audit of financial statements (ISA 300)
It is a key requirement of ISA 300 that all audits are planned properly and that
includes having all audit team members attend a planning meeting. Planning helps
the auditor to:
●
Devote appropriate attention to important areas of the audit.
●
Identify and resolve potential problems on a timely basis.
●
Properly organise and manage the audit engagement so that it is performed in
an effective and efficient manner.
●
Identify audit risks.
●
Select engagement team members with appropriate levels of capabilities and
competence to respond to anticipated risks, and the proper assignment of work
to them.
●
Direct and supervise engagement team members and to review their work.
●
Co-ordinate the work done by auditors of components and experts.
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ASSESSING THE RISKS OF MATERIAL MISSTATEMENT
Risks are assessed by reference to the audit risk model.
AUDIT RISK = the risk of material misstatements in the FS,
which the auditor fails to detect
Risk of Material Misstatement
The Risk of Material Misstatement is the risk of material fraud (deliberate) or errors
(accidental) in the Financial Statements, and comprises 2 parts:
●
INHERENT RISK – the risk of material misstatement in the FS due to the nature
of the business and its transactions
●
CONTROL RISK – the risk that a company’s own checking procedures (internal
controls) fail to prevent or detect these material misstatements from
happening.
Detection Risk
Detection Risk is the risk that the auditor’s substantive tests fail to find material
misstatements in the FS
so...
AUDIT RISK = RISK of MATERIAL MISSTATEMENT x DETECTION RISK.
Or more usually…
AUDIT RISK = INHERENT RISK x CONTROL RISK x DETECTION
RISK
Using the audit risk model
1.
Assess the client’s inherent risk for each area of the FS, and overall.
2.
Assess whether the client’s internal controls are good enough to deal with these
inherent risks.
3.
If controls do not look strong (ie Control Risk is HIGH), then Detection Risk will
need to be kept LOW in order to manage overall audit risk. This can be done
by:
●
sending a more experienced audit team
●
carrying out more (or better) substantive tests.
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The auditor’s response to assessed risks (ISA 330)
Once audit risks have been identified, the auditor needs to respond to these risks in
an appropriate way. This will include taking steps such as:
●
Designing tests of control and substantive tests to address the risk areas.
●
Emphasising to the audit team the need to maintain professional scepticism.
●
Assigning more experienced staff or those with special skills or using experts.
●
Providing more supervision.
●
Incorporating additional elements of unpredictability in the selection of further
audit procedures to be performed.
●
Making general changes to the nature, timing or extent of audit procedures, for
example: performing substantive procedures at the period end instead of at an
interim date; or modifying the nature of audit procedures to obtain more
persuasive audit evidence.
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UNDERSTANDING THE AUDIT CLIENT
In accordance with ISA 315, auditors must ensure they understand the business that
they are auditing ... otherwise it would be very difficult to understand whether the
company’s control systems are appropriate, or its Financial Statements accurate.
So ... what information is needed?
EVERYTHING!!
Examples:
●
Who are the key stakeholders
o
shareholders
o
directors and key management
o
customers
o
suppliers
●
Financial Performance
●
Operations – what the company does
●
The Industry in which it operates
●
Future plans
●
Financing.
Getting this information
In order to gain this understanding of the client and assess possible risk, ISA 315
requires auditors to use the following procedures:
1.
Enquiries of management and others within the entity
2.
Observation and Inspection
3.
Analytical procedures.
Practically, this will involve things such as:
●
Visits and meetings with client
●
Client brochures
●
Client website
●
Industry publications
●
Web Search
●
Newspaper articles
●
Last year’s audit team
●
Industry experts.
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MATERIALITY, FRAUD, LAWS AND REGULATIONS
A misstatement is material if it is important enough for those reading the Financial
Statements to care that it is wrong.
There are 2 types of materiality:
●
QUANTITATIVE (Material by size)
●
QUALITATIVE (Material by nature).
Quantitative materiality
As a guide, errors are typically assessed as material if they are above any of the
following levels:
●
0.5 – 1 % of Sales Revenue (Turnover)
●
1 – 2 % of Total Assets
●
5 – 10 % of Profit Before Tax.
These are guidance only – different audit firms will have their own figures, as it is a
matter of professional judgement.
Qualitative materiality
Some errors in the FS are important because of WHAT they are, rather than the
actual size of the error.
For example:
●
anything involving the directors (eg their pay).
●
anything suggesting fraud or illegal acts.
Levels of materiality
Overall materiality
ISA 320 requires materiality to be determined for the financial statements as a whole
during the planning stage.
Specific areas
In some circumstances however, the users of the financial statements may have a
particular interest in a certain balance, transaction or disclosure and a different level
of materiality may be set for these areas. For example, users may be particularly
interested in related party transactions or a balance that affects a loan covenant and
it may be prudent for the auditors to set a lower level of materiality for these
particular areas.
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Performance materiality
ISA 320 also requires the auditors to set a level of performance materiality.
Performance materiality should be a smaller amount than the overall materiality and,
the total of:
1.
The identified but uncorrected misstatements, and
2.
The expected unidentified misstatements
should be less than performance materiality at the end of the audit.
Other issues
Materiality is likely to be assessed at the Interim Audit stage – which is before the
client’s accounting year has finished. The figures used are therefore likely to be last
year’s, or the budget, or the current year’s figures to date plus forecasts for the final
few months.
As such, the materiality assessment may change when the final audit is started, once
a better idea of the current year’s actual results is known.
Fraud
Of course, if an auditor suspects fraud then risk increases and so materiality comes
down. This has the effect of making the audit team work harder, as they should,
after all there may be fraud resulting in a material misstatement. Given the
importance of fraud, it must be discussed at the planning meeting so all audit staff
are aware of the potential for fraud taking place.
The above reminds us of the external auditors’ responsibility for fraud. As we know
from previous chapters the external auditor is not directly responsible for fraud
detection. However, the external auditor is responsible for material misstatement
detection and fraud can lead to material misstatement.
As discussed in the chapter on internal audit, the internal audit are frequently directly
responsible for fraud detection by virtue of their arrangement with the audit
committee.
Laws and regulations
This leads naturally to laws and regulations. As we know, the directors are
responsible for preparing financial statements that show a true and fair view. In
some countries, the government does not get involved in financial reporting directly.
But in other countries, like the UK and the USA, the government and other regulators
issue laws and regulations that becomes a composite part of the true and fair view.
So in those countries the auditor must understand the accounting standards (IFRS)
plus the laws and regulations on financial reporting. This is so the external auditor
can give an appropriate opinion in that jurisdiction.
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ANALYTICAL PROCEDURES
Analytical Procedures are used throughout the audit process, but are compulsory
during planning.
The method is:
●
Auditor uses knowledge of client’s business to form expectations about what
their Financial Statements should look like.
●
At the start of the audit, the client supplies the auditor with draft Financial
Statements. The auditor looks at the figures, and compares them with what
was predicted.
●
Those figures which do not appear to make sense, given the auditor’s
knowledge of the company, will require more audit testing than those figures
which are as predicted.
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PLANNING AN AUDIT (PLANNING DOCUMENTATION)
This component of the syllabus looks at the difficult subject of how auditors record
their planning based on the risk assessment.
Different auditors express themselves differently in this area, but most use a model
something like this:
Audit strategy: this document records the big picture. This document identifies the
big audit risks and gives the reader a feel for the general approach to the client audit.
Detailed audit plan: this records the detail. This document records which tests are
going to be done by which auditors on which days to address which risks. These
documents are frequently very detailed.
More explanation is provided below.
Audit strategy
There is more than one way to audit a company’s financial statements. For each
client, an appropriate strategy needs to be considered, which covers the scope,
timing and direction of the process:
●
brief summary of the company’s activities (and any changes during the last
year)
●
what is the reporting framework (eg What accounting standards does the
company follow, and what audit standards will be followed)
●
understanding key dates for reporting
●
deciding audit approach – should time be spent testing internal controls, or is
a full substantive approach more effective
●
preliminary assessment of materiality
●
Timing of audit work (eg is an interim audit necessary, what work should be
done at the client’s year end, which locations of the client will be visited and
when etc.)
●
Identification of higher risk areas in the financial statements.

Considering the need for experts on the audit team

Considering whether/how IT could be used on the audit (eg CAATs – chapter 8)
Detailed audit plan
This is a more detailed document, and follows from the strategy.
include:
●
It is likely to
A more detailed description of the client, including
o
financial performance
o
key changes in the business in the last year
●
Key accounting policies used
●
Materiality assessment
●
Results of Preliminary Analytical Procedures on the draft Financial Statements
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●
Likely audit approach for each area of the Financial Statements (which may
change once the results of controls testing are known)
●
Detailed description of all the high risk areas of the Financial Statements
●
Specific audit tests, and who will do them, in response to the risks
●
Timing of specific procedures (e.g. Stocktakes)
●
Detailed staffing and a time budget.
Interim and final audit
To take a little pressure off auditors after the year end, external auditors frequently
perform an interim audit. To keep it simple, the interim audit occurs shortly before
the year end and focuses on tests of control. Then the final audit occurs shortly after
the year end and focuses on substantive procedures on the draft FS now that they
are available.
w w w . s t ud y i nt e r a c t i v e . o r g
51
C H A P T E R 3 – P L A N N IN G
AUDIT DOCUMENTATION
It is essential that the entire audit process is documented, because:
●
Documents show that the audit work has been done properly
●
It enables senior staff to review the work of junior staff
●
It will help the audit team in future years
●
It encourages a methodical, high-quality approach.
Working papers will be retained for some years (usually at least 5) for safety.
Of course, the precise content of working papers will depend on the nature of the
work being performed and the size and complexity of the client.
However, there is some essential content that all working papers should have:
●
The name of the person who prepared it
●
The date it was prepared
●
The name of the person who reviewed it
●
The date it was reviewed
●
The name of the client
●
The accounting year end
●
A file reference, and cross-referencing to other pages in the file
●
Some explanation of the aim of the work that was done, how it was done
●
The conclusions of the work
●
If a sample was selected, which items were tested and how the sample was
chosen.
Current audit file
For each annual audit assignment, the working papers will be collected together in
the Current Audit File, and this file should be finished and complete soon after the
audit (within 60 days usually). In overall terms, the file will show the progression
from the original draft Financial Statements through to the final version, showing all
of the work that was done throughout the audit process.
There will be:
●
A Planning Section.
●
Sections for each main area of the Financial Statements, showing what work
was done.
●
A Completion section, showing the final tasks carried out at the end of the audit.
It will also include:
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o
A schedule of points for manager and partner attention, and how they
were resolved.
o
A schedule of points for next year’s audit.
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Permanent audit file
There is some information that will be of use to every annual audit, not just one year.
This information is kept on a Permanent File, and will include things such as:
●
Information about the company – what it does, locations, history etc.
●
Company Articles
●
Any long term company agreements (eg loan agreements)
●
An Organisation Chart showing who the key employees are at the company.
The Permanent File is very useful for audit staff who have never been to the client
before, as they can get an initial “feel” for the nature of the client.
Standardised working papers
Should audit firms have a standard set of audit papers, and have audit staff simply
fill in the gaps?
Or should staff be expected to produce their own paperwork for each audit?
Advantages of standardisation
●
Much easier to prepare and to review
●
Can help in training junior staff
●
Quicker – more efficient, given a lot of audit work is repetitive
●
Helps to ensure quality control.
Disadvantages of standardisation
●
No incentive for staff to think for themselves!
●
Standard documents only cope with standard things – tailoring for individual
clients may be necessary
●
If standard papers are not updated, every audit will make the same mistakes.
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Exam question: Risk &amp; Materiality
Audit risk is a combination of the risk that the financial statements being audited may
contain material errors and that these errors may not be detected by the auditor’s
testing procedures. Risk can be categorised as ‘low, medium or high’ and is evaluated
during the planning stage of an audit. The auditor should devote attention to the
critical areas of the financial statements by considering and evaluating materiality
and risks specific to the company. Materiality limits should be set at the planning
stage of the audit to act as a guideline for deciding whether adjustment should be
made to the financial statements.
Required:
(a)
Briefly describe what you understand by the terms ‘inherent risk’,
‘control risk’ ‘detection risk’ and ‘audit risk’.
(4 marks)
(b)
List eight factors which the auditor would bear in mind when
assessing the audit risk of a company. You should set out your
answer under the headings ‘inherent risk’ and ‘control risk’.
(4 marks)
(c)
Define and explain the Risk Equation, describing how it should be
used in audit planning.
(5 marks)
(d)
Discuss the considerations which would determine whether an item
is material in relation to financial statements.
(3 marks)
(e)
Discuss the validity of the statement that “materiality limits should
be set at the planning stage of the audit and should be rigidly
adhered to throughout the audit”.
(4 marks)
(20 marks)
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Exam question: Ruddington Furniture
You are the manager in charge of the audit of Ruddington Furniture for the year
ended 31 July and you have been asked to describe the work which should be carried
out in planning the audit and in monitoring its progress.
Ruddington Furniture buys domestic furniture from manufacturers and sells it to the
general public. The company’s head office and main warehouse are on the same
site, and there are sales branches with associated warehouses in different parts of
the country.
Your firm has been the auditor of the company for a number of years. All the
company’s accounting records are maintained on the computer at head office. When
a sale takes place at the branch, the salesman checks that the furniture the customer
requires is in stock, and if it is, the customer pays for the items by cash, cheque or
credit card (or charge card) and collects them from the warehouse. Where the items
are not in stock, it is possible to find whether they are available at another local
branch, or an order can be placed for the stock.
In previous years’ audits there have been problems at branches of the actual stock
being less than the computer book inventory quantities. Also, problems have been
experienced in identifying and valuing damaged inventory and goods returned by
customers. The company has a small internal audit department and their work
includes periodic visits to branches.
The company was subject to a management buy-out in February two years ago which
resulted in high gearing. You understand that because of a recession in the furniture
trade the company has liquidity problems and that currently it is negotiating with the
bank to obtain additional finance.
Required:
You are required to list and describe the matters you will consider and the
work you will carry out in planning the audit.
(20 marks)
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Exam question: Ambitious
The directors of Ambitious appointed a new sales manager towards the end of last
year. This manager devised a plan to increase sales and profit by means of a
reduction in selling price and extended credit terms to customers. This involved
considerable investment in new machinery early in the current year in order to meet
the demand which the change in sales policy had created.
The draft financial statements for the year ended 31 December current and
comparative are shown below. The sales manager has argued that the new policy
has been a resounding success because sales and, more importantly, profits have
increased dramatically.
Statement of Profit or Loss
Current Comparative
$’000
$’000
3,900
800
(3,260)
(580)
Revenue
Cost of sales
______
Gross profit
Selling expenses
Bad debts
Depreciation
Interest
640
(150)
(90)
(160)
(112)
______
Net profit
Tax
128
(50)
_______
220
(20)
(10)
(58)
(9)
_______
123
(47)
______
_______
Profit retained
Balance brought forward
78
1,015
76
939
______
_______
Balance carried forward
1,093
1,015
______
_______
Statement of financial position
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Statement of financial position
$’000
Current
$’000
Comparative
$’000
$’000
1,450
2,090
441
891
____
_______
3,540
1,332
Non current assets:
Factory
Machinery
Current assets:
Inventory
Receivables
Bank
Current liabilities:
Payables
Bank
Current assets less
Current liabilities
Non current liabilities
Borrowings
238
583
30
83
12
____
____
821
125
____
____
(275)
(65)
(42)
____
____
(340)
(42)
____
____
481
83
_______
________
4,021
1,415
(2,600)
_______
1,421
Share capital
Equity reserves
(100)
________
1,315
_______
________
328
1,093
300
1,015
_____
_______
1,421
1,315
_____
_______
Required:
(a)
To explain whether you believe that the performance for the current
year ended 31 December and the financial position at that date have
improved as a result of the new policies adopted by the company.
You should support your answer with appropriate ratios.
(12 marks)
(b)
To describe the matters you will investigate in your audit, as a result
of the above review.
(8 marks)
(20 marks)
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Exam Question: Working Papers
It has been recommended that ‘Audit working papers should always be sufficiently
complete and detailed to enable an experienced auditor with no previous connection
with the audit subsequently to ascertain from them what work was performed and to
support the conclusions reached.’
Required:
(a)
Describe four benefits that the auditor will obtain from working
papers that meet the above requirement.
(4 marks)
(b)
Describe four different review procedures that are applied to working
papers.
(4 marks)
(c)
Discuss the reliability of the following types of audit evidence, giving
two examples of each form of evidence.
(i) Evidence originated by the auditor
(ii) Evidence created by third parties
(iii)
Evidence created by the management of the client.
(3 marks)
(d)
In the case of a significant item requiring exercise of judgement show
what types of evidence should be recorded in the current audit file
and give reasons for inclusion. You should use a material claim for
damages to illustrate your answer.
(5 marks)
(e)
Briefly explain the purpose of the Permanent Audit File. List three
types of information typically retained in the Permanent Audit File and
state why they should be available for easy reference.
(3 marks)
(f)
Briefly explain the purpose of Standardised Procedures.
(2 marks)
(20 marks)
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INTERNAL CONTROL SYSTEMS
Why do companies have internal control systems?
●
To safeguard assets
●
To try to reduce fraud
●
To increase business efficiency
●
To reduce the risk of breaching laws or regulations
●
To improve accuracy of their accounting information
Why are external auditors interested in internal control systems?
●
Because if controls appear to be good, assurance is gained that the Financial
Statements are materially correct – meaning that substantive testing can be
reduced.
●
Because a good control system helps in the assessment of the strength and
integrity of client’s management.
What is an internal control system? (ISA 315)
It is generally accepted that a good Internal Control System is made up of 5
elements:
●
A strong Control Environment
●
Good Control Procedures
●
Good Risk Assessment
●
Good Information Systems
●
Effective Monitoring (typically the role of internal auditors).
Control environment
The control procedures are unlikely to be effective unless there is a strong control
environment:
●
●
●
Management Attitude needs to be strong:
o
managers follow same controls as staff, no override
o
those breaching controls are punished
o
controls are part of staff training.
Staff who are likely to follow the controls:
o
recruitment process to get “right” sort of people (eg no criminal record)
o
training to ensure all understand importance of controls.
Segregation of duties:
o
different parts of processes done by different people
o
nobody checks their own work
o
nobody has total control of all parts of a transaction.
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Control procedures
There are several types of control procedure:
C omparison
A uthorisation
R econciliations
C omputer Controls
A rithmetical
P hysical
or CARCAP for short.
Risk assessment
Clearly, if the risks are not identified properly at the start of a risk management
process, the wrong control procedures will be put in place ... and so the control
system will fail.
Unfortunately, this issue can never be completely avoided ... because whatever
controls you have in place, a clever criminal will inevitably find a way around them!
Information systems
You can only know if your controls are effective if you have accurate information
being produced. Inaccurate information may be hiding problems.
Monitoring
On paper, many systems sound fantastic and impossible to break. In reality, the
truth is often very different. Despite massive security, high profile buildings often
get broken into ... often because the controls that management THINK are happening
are in fact routinely ignored.
Companies should monitor their controls to ensure they are taking place, and are
achieving the desired effect.
Monitoring is typically carried out by Internal Auditors.
Substantive tests and tests of controls
As we saw in earlier, there are 2 basic methods for testing the accuracy of the
Financial Statements:
●
Substantive Tests – where the contents of the FS are checked by looking for
evidence that proves the figures and words are correct
●
Tests of Controls – where the systems that produce and protect the contents
of the FS are checked. If the systems work, then the resulting FS should be
accurate.
This chapter is focussed on the latter.
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THE USE OF INTERNAL CONTROL SYSTEMS BY AUDITORS
(RECORD, ASCERTAIN AND EVALUATE SYSTEMS)
Find out what system client has
Ask client, or read their internal procedures manuals.
Ensure system understood
May use “walk-through” tests, following one transaction through the system.
Record System
May use flowcharts, or questionnaires (ICQs, or ICEQs), or simply write it out in
words.
Internal Control Questionnaires (ICQ) ask “does client do control X” and “does client
do control Y”, whereas an Internal Control Evaluation Questionnaire (ICEQ) asks “can
problem A happen” and “can problem B happen”. As a result ICQ can be more
comprehensive, but ICEQ are targeted towards the risks and therefore focus only on
the control procedures that matter to the auditor.
Assess System
Does it help to keep the Financial Statements accurate?
Test System
If Controls look good, test them to ensure they operated throughout the accounting
year.
If the controls did operate properly, then assurance is gained that the Financial
Statements are accurate ... so substantive testing can be reduced.
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TRANSACTION CYCLES
The three principal cycles are the sales cycle, the purchases cycle and the payroll
cycle. The inventory cycle is derived from the purchases and sales cycle. However,
the bank cycle and the non-current asset cycle are also worth considering.
The sales cycle
ORDER RECEIVED
GOODS DESPATCHED
INVOICE SENT
PAYMENT RECEIVED
Key Documents
●
Sales Order
●
Goods Despatch Note (GDN)
●
Sales Invoice
●
Remittance Advice (for payment received)
All should be SEQUENCED and on STANDARD forms.
The Accounting System
●
When goods are despatched, stock records will be updated
●
The sales invoice will result in sales, debtors (or cash) being recorded ... and
the customer’s individual sales ledger account being debited
●
When payment is received debtors will be reduced, cash will be recorded ... and
the customer’s individual sales ledger account will be credited.
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Credit Notes
If there is a problem with the original invoice:
●
it was billed twice
●
the goods had to be returned
then a “negative invoice” known as a credit note will have to be raised.
Sales orders
Control objectives
●
only accept orders from customers who are likely to pay
●
only accept orders for an acceptable price
●
only accept orders for products we can supply
●
correctly record the order
●
deal with the order as quickly as possible.
Control procedures
●
external credit check on new customers
●
set up credit limits for all customers, based on past payment history
●
have standard price list, with staff instructed on maximum discount they are
allowed to offer
●
have standard products list, with staff instructed to ask senior manager if a
non-standard request is received
●
all orders either sent by customer in writing on standard sequenced order form,
or (if done by phone) read back over the phone, and confirmed in writing to
customer
●
all orders recorded in date order, and signed off as despatched once dealt with.
File of undespatched orders regularly reviewed and old orders investigated.
Tests of control
●
inspect copy of external credit check
●
try to enter sale transaction that would breach credit limit, to see if it is possible
●
compare discounts offered and prices charged with the official list
●
observe staff taking orders, to assess whether they are following the controls
●
inspect file of orders received to see if they are on standard sequenced forms
●
review file of old orders for signatures showing last time each order was
investigated.
Goods despatched
Control objectives
●
correct goods are sent (ie those that were ordered)
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●
goods sent are of sufficient quality
●
goods safely reach the customer
●
stock records are correctly updated
●
goods only leave the building because they are going to a customer (ie they are
not being stolen!).
Control procedures
●
agree GDN back to the sales order
●
quality check goods before they are sent
●
use good quality, reliable delivery methods
●
get customer to sign for goods when they are delivered
●
check sequence of GDNs recorded on stock system to ensure complete
●
perform stocktake on regular basis to compare stock records with actual
physical stock
●
have security guard who checks all deliveries leaving to ensure they are
accompanied by an authorised GDN.
Tests of control
●
inspect GDNs for a signature showing someone checked them back to sales
orders
●
observe goods despatch process for evidence of quality checks
●
inspect GDNs for signature of quality control department
●
inspect copies of GDNs for evidence of customer signature
●
try entering out-of-sequence GDN on stock system to see if it is rejected
●
attend company stocktake and observe counting procedures
●
observe goods leaving premises for evidence that security guard is checking for
approved GDN.
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The purchases cycle
REQUISITION AND ORDER RAISED
GOODS RECEIVED
INVOICE RECEIVED
PAYMENT MADE
Key Documents
●
Purchase Order
●
Goods Received Note (GRN)
●
Purchase Invoice
●
Remittance Advice (for payment made)
All should be SEQUENCED and on STANDARD forms.
The Accounting System
●
When goods are received, stock records will be updated
●
The purchase invoice will result in purchases, creditors (or cash) being recorded
... and the supplier’s individual purchase ledger account being credited
●
When payment is made creditors will be reduced, cash will be recorded ... and
the supplier’s individual purchase ledger account will be debited.
Purchase requisitions and orders
Control objectives
●
only place orders from customers who are likely to be able to supply the goods
●
only place orders for an acceptable price
●
only place orders with good quality suppliers
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●
correctly record the order
●
only order items that the business genuinely needs
●
orders do not get forgotten.
Control procedures
●
external credit check on new suppliers
●
get quotes / have “tender” process for all major purchases, and create preferred
suppliers list
●
all requisitions and subsequent orders in writing on standard sequenced forms,
or (if done by phone) read back over the phone by supplier, and confirmed in
writing by supplier
●
all requisitions checked to stock records to ensure an order does need to be
placed
●
all requisitions authorised by manager to confirm for business purposes
●
all orders recorded in date order, and signed off as received once dealt with.
File of unreceived orders regularly reviewed and old orders investigated.
Tests of control
●
inspect copy of external credit check
●
inspect copy of quotes / tender process to prove it took place
●
inspect copies of requisition forms for evidence of signature showing stock
records were checked, and an order is necessary
●
inspect copies of requisition forms for evidence of signature showing manager
has authorised the order
●
compare discounts offered and prices charged with the official list
●
observe staff taking orders, to assess whether they are following the controls
●
inspect file of orders received to see if they are on standard sequenced forms
●
review file of old orders for signatures showing last time each order was
investigated.
Goods received
Control objectives
●
correct goods are received (ie those that were ordered)
●
goods received are of sufficient quality
●
stock records are correctly updated
●
there is space in the warehouse when the goods arrive!
Control procedures
●
agree GRN back to the purchase order
●
quality check goods before they are accepted and signed for
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●
check sequence of GRNs recorded on stock system to ensure complete
●
perform stocktake on regular basis to compare stock records with actual
physical stock
●
send warehouse manager list of orders due to be received at the start of each
week.
Tests of control
●
inspect GRNs for a signature showing someone checked them back to purchase
orders
●
observe goods received process for evidence of quality checks
●
inspect GRNs for signature of quality control department
●
try entering out-of-sequence GRN on stock system to see if it is rejected
●
attend company stocktake and observe counting procedures
●
inspect the lists sent to warehouse manager.
w w w . s t ud y i nt e r a c t i v e . o r g
69
CHAPTER 4 – INTERNAL CONTROL
The payroll cycle
Since payroll is essentially a mechanical exercise, with standard calculations being
done for each employee, it is typically competed using computer software. Assuming
the software can be trusted, the main problems with payroll are likely to occur with
the information being input into the system.
In addition, there could be problems with the actual payments made to staff (and the
tax authorities).
Before the computer can do its calculations, the following information needs to be
available:
●
Employees’ names, addresses, annual salaries, tax details etc – this information
will be needed every time payroll is run, so it will stay on the computer system
permanently. It is called standing data.
●
The hours that each employee has worked (taken from clocking-in cards, or
timesheets).
●
Details of new employees to be added and employees who need to be removed
from the payroll (starters and leavers).
●
Details of any pay rises.
●
Details of any overtime worked.
Control objectives
●
That employees paid by the company actually exist
●
That employees are only paid for the hours worked
●
That overtime payments are made only when the hours were actually worked,
and that the overtime was genuinely required by the business
●
That only agreed pay rises are put onto the system
●
That starters and leavers are added / removed on the correct date, and at the
correct salaries
●
That details of hours worked (on timesheets, clock cards) are accurate
●
That employees receive their correct wages, and on time
●
That the tax authorities receive their correct amounts, and on time
●
That any data on the computer is kept private, not damaged by a virus /
unauthorised access etc.
Control procedures
●
For all new employees, obtain a photograph and a signed new employee form
●
Regularly reconcile the number of people on the payroll with the number of
employee files in the Human Resources department
●
Managers to check timesheets to verify that the hours claimed as worked
appear reasonable
●
Clock cards to be kept secure, to avoid the danger of them being altered by
staff
70
w w w . s t ud yi nt e r a c t i ve . o r g
C H A P T ER 4 – I N T E R N A L C O N T R O L
●
Clock card machine to be in an open location, possibly with CCTV, to discourage
staff from clocking in their friends
●
Overtime to be authorised by department managers in advance
●
Timesheets to be added up
●
Password protection on salary details
●
Once pay rises put through, a printout of new salaries is compared with the list
of planned pay rises
●
Each month, the salary calculations of any starters and leavers to be manually
checked
●
Once net pay calculated, a Net Pay list is produced, and reviewed by department
managers
●
Staff to be paid by bank transfer, rather than by cash (where possible)
●
Where staff paid in cash, staff required to sign to confirm receipt
●
Any cash to be stored in a safe before staff are paid
●
On a regular basis, the standing data on each member of staff is printed out
and checked against other evidence (eg employment contracts).
Inventory controls
Control objectives
●
That inventory is not stolen
●
That inventory is not damaged
●
That inventory records are accurate.
Control procedures
●
Valuable inventory items kept in secure warehouses with CCTV
●
Security guard patrols
●
Where necessary, inventory kept in areas where temperature is properly
regulated
●
Staff trained in how to handle delicate inventory items
●
Regular stocktakes.
Stocktaking
The counting of inventory / stock can be done in many different ways:
●
Annual year-end stocktake is maybe the most obvious, with every single
item counted as close to the accounting year end as possible.
o
Gives assurance that the year-end figure in the Financial Statements is
accurate
o
Such a big exercise it may require the company to close for a day
o
It may discover a problem (eg theft) 364 days after it happened!
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●
●
Continuous Stocktaking is where a company counts part of its inventory
every few weeks, the aim being that over the course of a year all items have
been checked to stock records at least once
o
A thief may be put off stealing if he knows his theft could be discovered
by a count tomorrow
o
Less disruptive than a full count.
Full count near the year-end is sometimes necessary where the year-end
date is not appropriate (e.g. company is too busy that day). The figures
counted are rolled forward / back by adding/subtracting purchases and sales
in the gap between the count and the year-end.
Purchase of non-current assets controls
Purchases of non-current assets are controlled in virtually the same way as purchases
in general. The only main differences are that assets:
●
Are likely to have been individually budgeted for at the start of the year,
because each purchase involves a significant sum of money
●
Are likely to be quality checked in more detail on arrival, as an asset that does
not work could bring a stop to production processes
●
Are likely to require more authorisation, as any asset purchase could be an
employee trying to use company funds to buy something for personal use.
Bank and cash controls
Control objectives
●
That money is not stolen
●
That money received is paid into company bank accounts quickly
●
That payments are for genuine business purposes.
Control procedures
●
Money on company premises kept in a safe
●
Where there are tills, these are:
o
Kept locked when no staff are present
o
Have prices of products pre-programmed
o
Only accessible to someone with a key, or a personalised swipe card
o
Reconciled daily (till record v actual cash in till)
●
Money taken to bank using security vans, which do not always take the same
route on the same day of the week
●
List of approved signatures for each bank account
●
Regular bank reconciliations
●
Cash receipts recorded immediately, and compared with date cash arrives in
bank account
●
Payments above a minimum figure require 2 signatures.
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TESTS OF CONTROL
In the next few chapters, controls will be looked at for several major areas of a
business. As an introduction to this, we need to understand what the terms control
objective, control procedure, and control test mean.
The easiest way is with an example.
Control objective
That only good quality products are sent to our customers.
Control procedures
Before goods are sent to customers, our quality control department test a sample to
ensure quality levels are high.
Feedback is obtained from customers to avoid any quality issues being repeated.
Control tests
Auditor observes quality control department testing items before they are
despatched.
Auditor enquires – asks quality control department how many items they test, and
what tests they do.
Auditor inspects despatch notes – because the quality control staff would sign them
to show they had finished their checks.
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THE EVALUATION OF INTERNAL CONTROL COMPONENTS
This considers the limitations of internal controls.
Limitations of internal control systems
Even if Control Systems are assessed as very strong, auditors will still do SOME
substantive testing. Controls are never completely reliable because:
●
staff make mistakes
●
staff collude to override systems
●
staff believe the cost of the control is greater than the benefit ... so refuse to
do it
●
controls are designed for normal events ... unique / new types of transaction
may bypass the system.
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COMMUNICATION ON INTERNAL CONTROL
If the auditor believes Controls could be improved, it would be professional to advise
the client of the deficiencies, the consequences of these deficiencies, and make
recommendations for improvement.
Communicating deficiencies in internal control to those
charged with governance and management (ISA 265)
ISA 265 requires that this communication is done in writing and on a timely basis
and we often refer to this as a “Management Letter” (not to be confused with the
management letter of representation, which we meet later in the course).
In practice, the management letter is sent to the client either after the controls
testing is completed, or at the end of the audit (if nothing urgent was found after the
controls testing).
The Management Letter has two parts:
●
covering letter
●
appendix.
The Covering Letter is a brief but formal letter explaining:
●
why the client is receiving this communication
●
that the deficiencies found are only those discovered during the audit ... there
may be other problems as well
●
that the advice is for internal use only and should not be passed to anyone else.
The Appendix has the detailed:
●
DEFICIENCIES
●
CONSEQUENCES
●
RECOMMENDATIONS.
It will also typically have space for the client to confirm what action they propose to
take.
If the auditor discovers that previously identified deficiencies have not been
corrected, they should ask the client why.
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Example
Deficiency
When goods arrive, nobody checks them to ensure they are goods that were ordered,
or that they are of sufficient quality.
Consequences
●
●
Poor quality goods could be accepted into stock, leading to:
o
poor quality goods being sent on to your customers
o
poor quality materials slowing down your production, blocking your
machinery, or injuring your staff
o
delays to your customers, because poor quality materials have to be
replaced
You may accept and then pay for goods that your company did not order and
has no business use for.
Recommendations
●
When goods arrive, a sample should be checked against agreed quality criteria.
●
If such checks will take time, you should agree a returns period with your
suppliers to allow you to check them properly.
●
Goods received should be checked back to the purchase order before they are
accepted into the warehouse.
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Question: Methods
Describe the methods an auditor may use to record, ascertain and evaluate
a system and how the results of the initial evaluation may be fed back to
management.
(7 marks)
Question: Low Cost Supermarkets
You are in the process of determining an audit approach to the following two areas,
as part of your audit of a low cost supermarket chain:
(a)
Bank
(2 bank accounts, full reconciliations, complex system)
(b)
Purchases
(1000’s of transactions, well-oiled system)
Required:
Compare the alternative audit approaches and select the best.
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Exam question: Burnden (Wages System)
Burden manufactures a range of components and spare parts for the textile industry.
The company employs 150 hourly-paid production workers and 90 selling,
distributing and administrative staff, including the three directors of the company.
There are two wages clerks who deal with the weekly payroll of the hourly-paid
employees. They are directly responsible to the assistant accountant.
The company uses a computerised time clock at the factory gate to record the hours
worked by the production employees. Each employee has a card with a magnetic
strip with his own identification code on it. This card is inserted in the computerised
time clock on the arrival and departure of the workers whereupon it records the hours
worked on the card. The cards are collected weekly by the wages clerks who simply
insert them individually into the microcomputer, which then reads them and prepares
the payroll. The production manager keeps the unused clock cards in a locked cabinet
in his office.
Wages are paid one week in arrears. The wages clerks compile the payroll by means
of the microcomputer system; pass the payroll to the assistant accountant who
scrutinises it before drawing the wages cheque, which is passed to one of the
directors for signature. Any pay increases are negotiated locally by representatives
of the employees. If any alterations are required to the standing data on the
microcomputer, then the wages clerks amend the records. For example, when a
wage increase has been negotiated, the rates of pay are changed by the wages clerks.
The cheque is drawn to cover net wages and the cashier makes arrangements for
collecting the cash from the bank. The wages clerks then make up the wages
envelopes. Whenever there is assistance required on preparing wages, the assistant
accountant helps the wages clerks. The payment of wages is carried out by the
production manager who returns any unclaimed wages to the wages clerks who keep
them in a locked filing cabinet. Each employee is expected to collect his unclaimed
wages personally.
New production employees are notified to the wages department verbally by the
production manager and when employees leave a note to that effect is sent to the
wages department by the production manager. All statutory deductions are paid to
the appropriate authorities by the chief accountant.
You have recently been appointed the auditor of Burden for the year ended 31
December and have just started your interim audit. You are about to commence
your audit evaluation and testing of the wages system.
Required:
(a)
Describe the weaknesses in the present wages and salaries system,
and suggest, with reasons, improvements which could be made to the
system (assuming that the only controls are those set out
above).
(18 marks)
(b)
Describe the appropriate audit approach to wages, based on the
above.
(2 marks)
(20 marks)
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Exam question: Dean (Purchases System)
You are the senior in charge of the audit of Dean. To assist you in your audit planning,
one of the audit team has provided the following description of the purchasing
system. No other controls exist apart from those described.
“The company has no buying department so employees place orders in their own
area of responsibility. A three part order form is used; copy 1 is retained by the
originator, copy 2 is sent to the goods inward department and copy 3 is sent to the
supplier.”
“Goods are received, but not checked, by the goods inwards clerk. Once received,
the advice note and purchase order for those goods are sent to the purchase ledger
clerk.”
“When the supplier’s invoice is received the purchase ledger clerk checks the
calculations on it, initials it and staples the advice note and purchase order to it. She
enters the invoice on to the purchase ledger.”
“The invoice is then sent to the manager responsible for the employee who ordered
the goods. The manager codes the invoice and returns it to the purchase ledger
clerk. Purchase invoices are coded, entered on an analysis sheet and posted to the
nominal ledger monthly by journal entry.”
“The cashier pays suppliers monthly on instructions from the purchase ledger clerk.
The purchase ledger control account is reconciled monthly by the purchase ledger
clerk who also reconciles suppliers’ statements.”
Required:
Required:
(a)
To identify six weaknesses and explain briefly its audit significance
(in terms of the types of errors that could result).
(9 marks)
(b)
To describe the effect it would have on your normal audit procedures.
(3 marks)
(12 marks)
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Exam question: Bingham (Sales System)
Your firm is the external auditor of Bingham Wholesale, and you have been assigned
to the audit of the sales system. Bingham Wholesale purchases textile products (e.g.
clothes) from manufacturers and sells them to retailers.
An initial review of the sales system has shown that control risk is likely to be low
with sufficient staff to achieve a proper division of duties. Thus, the audit manager
has decided that the audit approach should be to record, evaluate and perform
extensive tests of controls. If these confirm controls are effective, control risk will
be low, so only restricted substantive procedures will be carried out.
The company has a computerised accounting system which records purchases and
sales transactions and maintains records of debtors, creditors and stock (both quality
and value). Access to the computer for retrieval of information and input of data is
through terminals.
Required:
You are required to describe ten control tests you would use on controls you
would expect to see in operation over sales from ordering to final cash
collection.
(20 marks)
Question: Lake Foundry
Lake Foundry is a small company producing aluminium and copper components for
local industries. The company uses traditional methods of manufacture and is
managed by Mr W Shore and his son Mr A Shore. The ordinary share capital is owned
equally by the two men and the company is at present going through a transitional
stage, whereby Mr W Shore is retiring from the business and transferring the majority
of his shareholding to his son. The company employs 24 persons and has an annual
turnover of $650,000.
The accounting records comprise a memorandum (paper based) cash book, nominal
ledger, sales and purchase ledgers. At present, sales orders, which are normally
received on the telephone, are recorded in a two-part delivery note book only when
the order has been produced and is ready for despatch to the customer. When the
goods are delivered, one part of the delivery note is given to the customer and the
other part remains in the book.
The sales orders are normally for small quantities of goods and because of this, the
sales invoice is produced from the delivery note book at the end of each month. Mr
A Shore agrees a price for the job with each customer and writes this price on the
delivery note. The invoice is produced and posted to the sales ledger by Mrs V Shore,
Mr A Shore’s wife, at the end of each month. Mrs Shore is responsible for the
maintenance of all accounting records other than wages, which are produced and
prepared by a wages clerk.
You have recently been appointed as auditor of the company for the year ended 31
March and having ascertained and tested the system of internal control, you are
about to prepare the management letter.
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Required:
You are required to prepare a management letter for Lake Foundry.
Candidates should specifically refer to the following areas in the
management letter:
(a)
The cover letter, setting out the purpose of the letter.
(2 marks)
(b)
The appendix, incorporating any weaknesses and recommendations
for improvements in the internal control system of the company.
(8 marks)
(10 marks)
Exam question: Emergence
The growing recognition by management of the benefits of good internal control, and
the complexities of an adequate system of internal control have led to the
development of internal auditing as a form of control over all other internal controls.
The emergence of the internal auditor as a specialist in internal control is the result
of an evolutionary process similar in many ways to the evolution of independent
auditing.
Required:
You are required:
(a)
To explain why the internal and independent auditor’s review of
internal control procedures differ in purpose;
(4 marks)
(b)
To explain the reasons why an internal auditor should or should not
report his findings on internal control to the following selection of
company officials:
(i) The chief accountant;
(ii)
The board of directors;
(2 marks)
(c)
To list and briefly describe the work you would expect to be performed
by an internal audit department.
(6 marks)
(d)
To explain whether the independent auditor can place any reliance
upon the internal auditor’s work when the latter’s main role is to be
of service and assistance to management;
(6 marks)
(e)
To describe the effect of internal audit work on external audit work if
the former proves reliable.
(2 marks)
(20 marks)
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Audit evidence
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THE USE OF ASSERTIONS BY AUDITORS
There are many reasons why the financial statements may have errors, deliberate or
accidental, including things such as:
●
Transactions missed out.
●
Fake transactions recorded.
●
Transactions recorded at the wrong value.
●
Transactions recorded in the wrong accounting period.
As a result, the auditors must test a number of things (assertions) about each
balance in the financial statements. These assertions are different depending upon
whether you are testing a number in the Profit or Loss, or a balance on the Statement
of Financial Position.
The profit or loss assertions
The auditors must test the transactions in the Profit or Loss for:
Occurrence
Auditors must devise tests to ensure that the
transactions in the Profit or Loss actually took place
Completeness
Auditors must devise tests to ensure that all of the
transactions that took place during the year have
actually been recorded in the Profit or Loss
Accuracy
Auditors must devise tests to ensure that all of the
transactions that took place during the year have been
recorded at the correct amounts
Cut off
Auditors must devise tests to ensure that the
transactions that take place just before and just after
the year end have been recorded in the correct
accounting period
Classification
Auditors must devise tests to ensure that the
transactions have been recorded in the correct
account balances, eg interest payments recorded as
‘finance costs’ and not ‘admin expenses’
Presentation and
Disclosure
Auditors must devise tests to ensure that the
transactions have been presented and disclosed in
accordance with the relevant financial reporting
framework
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The statement of financial position assertions
The auditors must test items on the statement of financial position for:
Existence
Auditors must devise tests to ensure that the items on
the Statement of Financial Position actually exist in
real life
Completeness
Auditors must devise tests to ensure that all of the
items pertaining to the company (its assets, liabilities
etc.) have been recorded on the Statement of
Financial Position
Rights and
Obligations
(OWNERSHIP)
Auditors must devise tests to ensure that all of the
assets on the Statement of Financial Position are
owned by the company and all of the liabilities are an
obligation of the company
Valuation
Auditors must devise tests to ensure that the balances
are recorded at the correct value
Presentation and
Disclosure
Auditors must devise tests to ensure that the
transactions have been presented and disclosed in
accordance with the relevant financial reporting
framework
In the exam, you will be asked to devise audit tests for certain items in the financial
statements, eg trade receivables, purchases, non-current assets. Use the assertions
to help you generate ideas. To help you remember some of the assertions, you can
use simple but effective mnemonic, PROVE:
P
Presentation and Disclosure
R
Records must be accurate and complete
O
Ownership
V
Valuation
E
Existence
Also, bear in mind that some items have a lot of disclosure requirements (eg loans),
and others are pure disclosure items (eg contingent liabilities), so checking the
written disclosure notes are COMPLETE, ACCURATE and UNDERSTANDABLE to
shareholders is also important.
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AUDIT PROCEDURES
In order to perform substantive tests and tests of control, auditors can use a variety
of techniques. These are:
●
Inspection (examining records, documents or assets).
●
Observation (Watching a process or procedure being performed by someone
else).
●
External Confirmation (confirming something with a third party).
●
Re-calculation (checking the mathematical accuracy of documents or
records).
●
Re-performance (auditor independently re-performs procedures or controls
originally performed by the client).
●
Analytical procedures (making comparisons of financial information to try to
identify fluctuations or unusual results).
Exam hint
You can remember some of these techniques by using the mnemonic AEIOU.
A analytical Procedures
E External Confirmation
I inspection
O observation
Recalc U lation.
Analytical Procedures are based on COMPARING information in the Financial
Statements with other useful information, e.g. similar companies, or with your client’s
budgets, or prior year information. Where information is easily comparable (because
company activities are repetitive, similar competitors exist etc) and detailed company
data is reliable (e.g. because internal controls are strong), analytical procedures can
be a very efficient way to get evidence that figures appear materially correct.
Examples
To test the Existence of an asset, the auditor will select some assets from the client’s
list (asset register) and then physically inspect the asset in use by the company.
To test the Occurrence of a sale, the auditor will inspect the sales invoice, goods
despatch note, and maybe the original order (documents) to make sure that the
sale has taken place, and cannot be cancelled / returned by the customer.
ISA 500 audit evidence
ISA 500 (Audit Evidence) states that audit evidence should have certain
characteristics. It should be:
●
Sufficient;
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●
Reliable; and
●
Relevant.
Sufficiency
Sufficiency is a measure of quantity, i.e. auditors must obtain enough evidence to
form their opinion. Sufficiency is affected by:
●
Risk. The riskier an item is, the more evidence the auditors should obtain over
that item.
●
Materiality. The more material an item is, the more evidence the auditors
should obtain.
●
Reliability. The less reliable audit evidence is, the more if it is needed and
vice versa.
Reliability
To be useful, audit evidence must be reliable in terms of its source and its nature.
The following generalisations about the reliability of audit evidence are useful.
●
Auditor generated evidence is more reliable than client generated evidence.
●
Third party (independent) evidence is more reliable than client generated
evidence.
●
Original documents are more reliable than photocopies.
●
Written evidence is more reliable than oral evidence.
●
Evidence from well controlled systems is more reliable than evidence from
poorly controlled systems.
Relevance
Audit evidence is relevant if it proves (or goes some way to proving) one or more of
the financial statement assertions.
Evidence gathering at smaller audit clients
The accounting and internal control systems at smaller companies are often not as
sophisticated or as complex as those in larger companies. This will have some effect
on the type of audit evidence that can be gathered when auditing a smaller company.
At smaller companies, the ownership and management tends to be concentrated
amongst a small number of individuals who are very often actively involved in
managing the company on a day-to-day basis.
On one hand, this can improve the control environment of the company, as the
managers will be on hand to resolve any issues on a timely basis.
On the other-hand, however, the dominant position of management could be open
to abuse – leading to override of controls and inaccurate accounting records.
The lack of staff at smaller companies can also lead to an issue with segregation of
duties so often auditors will rely on substantive tests of detail when auditing smaller
clients, rather than tests of control.
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Exam question: Delphic
Delphic is a wholesaler of furniture (such as chairs, tables and cupboards). Delphic
sells to over 600 customers ranging from large retail chain stores to smaller owner
controlled businesses. The receivables balances therefore range from $125,000 to
$5,000.
Required:
Explain the audit procedures that should be carried out on the receivables
balance at Delphic, explaining the reason for each procedure.
(10 marks)
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Audit of specific items
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INVENTORY
Inventory is typically audited in two halves:
●
Attendance at client’s stocktake
●
The audit work done on the final audit visit.
The main assertions
For inventory, the most important assertions are:
Stocktake Attendance
●
Existence – inventory may have been stolen, or disposed of without being
recorded as sold / scrapped, or may never have existed in the first place.
●
Completeness – inventory belonging to the client may not have been recorded
in the inventory records.
●
Valuation – inventory may be damaged, or too old to sell.
●
Cut-Off – if the stocktake is on the last day of the accounting year, it will be
possible to see the final goods leaving and arriving. The company may record
goods movements on the wrong date, which could lead to them being recorded
in the wrong accounting year.
●
Rights and Obligations – inventory belonging to the client may be stored at
a different location. Inventory belonging to other companies may be stored
alongside the client’s inventory in their main warehouse.
Final Audit Visit
●
Cut-Off – now that the year end has passed, it will become clear if goods
movements, and the corresponding invoices, have been recorded the correct
side of the year end.
●
Valuation – inventory should be valued at the lower of cost or NRV. Now that
the year-end has passed, assessing realisable value should be easier … and
items that were damaged or old at the year end may have been repaired or
scrapped.
Audit tests – stocktake attendance
Before any substantive tests are carried out, the auditor needs to assess the amount
of substantive testing that needs to be done … by assessing the client’s internal
controls.
The stocktake IS an internal control – so the auditor will assess how well organised
the client’s stocktake procedures are – for example:
●
Are there clear instructions for the client’s counting team?
●
Is there a system to ensure that all areas are counted, and only once?
●
How are goods movements during the count going to be recorded?
●
Is a second team of checkers re-counting a sample of items after the first count?
If controls appear good, the amount of substantive tests can be reduced.
w w w . s t ud y i nt e r a c t i v e . o r g
93
C H A P T E R 6 – A U D I T O F S P E C IF I C I T EM S
Existence
●
Select a sample of inventory items from the inventory records and physically
inspect them.
Completeness
●
Select a sample of inventory items that can be seen in the warehouse, and trace
to the inventory records to verify included.
Rights and Obligations (Ownership)
●
Ask client’s staff if any of the items in the warehouse belong to other companies,
and if necessary obtain written management representation to confirm all
inventory on site belongs to the company.
●
If company inventory is held at other locations, obtain written representations
from people at these locations to confirm the inventory is there.
Cut-Off
●
Take copies of the final GDN and GRN of the accounting year, so that cut-off
can be tested in detail at the final audit visit.
Valuation
●
When at the stocktake, make a note of any items in the warehouse that appear
to be old, damaged, or are returns.
Audit tests – final audit visit
Completeness and Existence
●
Agree figures from the inventory records tested at the stocktake, to the final
inventory figures in the Financial Statements.
Cut-Off
●
Select the last few GDNs before the year end, and locate the corresponding
sales invoice, making sure that the sale and receivable are recorded before the
year-end.
●
Repeat the above test for GDNs immediately after the year-end, testing that
the sale and receivable are recorded after the year-end.
●
Repeat both of the above tests for GRNs and purchase invoices.
Valuation
Cost
●
For a sample of raw materials, agree the cost per unit back to purchase invoices.
●
For WIP, agree the costs incurred to date to production records and associated
invoices.
●
For a sample of Finished Goods:
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o
Agree the raw material costs back to purchase invoices
o
Agree the raw material quantities by:
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▪
Inspecting requisitions from stores
▪
Enquiring of production staff
▪
Observing the production process
o
Agree labour cost to personnel records
o
Agree labour hours by:
▪
Inspecting timesheets of production staff
▪
Enquiring of production staff
▪
Observing the production process
o
Recalculate the overhead absorption rate
o
Assess whether absorption method is reasonable:
o
▪
Only production overheads being absorbed
▪
Absorption basis is reasonable
Inspect results of client’s variance analysis, as this should give an overall
picture of the accuracy of standard cost information.
NRV
●
For a sample of inventory held at the year-end, inspect post year-end sales
invoices to confirm that the prices that were achieved were above cost.
●
For items held at the year-end that remain unsold:
o
Obtain aged inventory analysis to highlight the oldest items
o
Obtain management representation confirming board’s belief that the
items will be sold, and for more than cost
o
Inspect current standard price lists to verify they are in excess of cost.
Continuous counting systems
Sometimes a company may choose to count its inventory continuously, rather than
have a full count at the end of the year.
When a company employs such a system, the auditors should:
●
Obtain a copy of the inventory counting procedures and review them to ensure
that they are adequate.
●
Enquire of management as to whether all inventory lines are counted at least
once per year.
●
Observe counting taking place to ensure necessary controls are being
implemented.
●
Ask management how discrepancies are dealt with and resolved.
●
Perform a number of test counts on sample stock lines to ensure the inventory
records agree with the physical stock counts.
●
Perform an analytical review per stock line of inventory holding days at the end
of each month. Any significant movements may highlight a problem with count
procedures.
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TANGIBLE NON-CURRENT ASSETS
The main assertions
For tangible non-current assets, the most important assertions are:
●
Existence – assets may have been stolen, or disposed of without being
recorded as sold / scrapped, or may never have existed in the first place.
●
Valuation – assets may have inappropriate depreciation rates, or may have
had their original cost wrongly recorded, or there may have been errors with
revaluations.
●
Rights and Obligations – assets may not be the property of the company.
Audit tests
Existence
●
Select a sample of assets from the company’s asset register and physically
verify existence and in use by company.
●
For a sample of new assets purchased, consider likelihood that the new asset
replaces an existing asset – if so, check list of disposals to ensure a similar old
asset is present.
Valuation
●
Agree cost of new assets purchased to purchase documentation (invoice,
purchase agreement etc.).
●
Compare depreciation policies with:
o
Those used in previous years
o
Those in use by similar companies
o
Any company replacement policies.
●
Analyse history of gains and losses on asset disposals, and assess depreciation
policies in light of these results (repeated gains on disposal would suggest
company is depreciating too quickly).
●
Inspect asset register for assets still in use but with zero Net Book Values (this
would suggest depreciation is too quick).
●
For a sample of assets, recalculate depreciation charge for the year.
●
Compare depreciation charge with prior year, allowing for the effects of
additions, disposals etc.
●
For revalued assets:
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o
Agree valuations to valuation report
o
Assess independence, experience etc. of the valuer
o
Verify that surplus taken to separate revaluation reserve
o
Verify all similar assets have been revalued together
o
Recalculate depreciation to ensure it is based on the new value.
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Rights and Obligations (Ownership)
●
●
Inspect ownership documents, ensuring company’s name is correct:
o
Title deeds (or Land Registry confirmation)
o
Vehicle Registration Documents
o
Purchase agreements / invoices.
Inspect insurance policy documents to verify company’s assets included.
Completeness
●
For a sample of assets seen in use by the company, inspect asset register to
confirm included.
●
Inspect repairs and maintenance accounts for larger items that may be asset
by nature.
●
Match disposals with additions – most disposals are in order to replace with a
newer asset, so if a disposal has no corresponding addition, it may indicate an
unrecorded asset.
Cut-Off
●
For additions and disposals, inspect purchase / sales documents to verify the
date the asset was installed / ceased to be used by the company.
Presentation and Disclosure
●
Agree totals in asset register with figures in Financial Statements.
●
Agree brought forward balances with prior year Financial Statements.
●
Select a sample of assets and ensure included in the appropriate asset class.
●
Verify that the depreciation policies in use are the same as those disclosed in
the accounting policies note in the Financial Statements.
●
For revalued assets, inspect Financial Statements to ensure the relevant
disclosures have been made.
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INTANGIBLE NON-CURRENT ASSETS
The main assertions
For intangible non-current assets, the most important assertions are:
●
Existence – assets may not exist, especially as their intangible nature makes
them difficult to physically verify, meaning the money spent on them might be
more appropriately recorded as expenses.
●
Valuation – assets may have inappropriate amortisation rates, or may have
had their original cost wrongly recorded, or there may have been an impairment
during the year.
Audit tests – Development Costs
At F8, understanding of intangible assets is not expected at a detailed level, but one
area that might be tested is development costs (IAS 38). These costs should be
recorded as assets rather than expenses if certain criteria are met:

The development project is likely to be completed, and;

The finished product is expected to sell enough to pay back the investment.
Audit tests are aimed at checking whether these criteria exist.
Existence
●
Inspect board minutes for evidence that directors remain committed to finishing
the project.
●
Review project forecasts against actual costs to verify progress is being made
(and monitor this after the year end all the way up until the audit ends).
●
Inspect prototype and testing results to verify there is a potential product and
that it is on target to work as planned.
●
Assess company’s cash resources to verify they have the finance available to
complete the project.
●
Get written representation from company’s legal advisers that no laws exist
that would stop the development continuing.
●
Review industry publications to assess if competitors might release a similar
product first (or a better product) as this might render client’s product
unsellable
Valuation
●
Inspect copies of market research to verify sales are expected to happen
●
Compare planned amortization policy with sales forecasts to ensure matched
●
Compare planned amortization policy with competitors who develop similar
products
●
Obtain breakdown of development costs, select larger items and inspect
invoices to verify costs are part of the development project.
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RECEIVABLES
With receivables, the main exam area is customer balances (trade receivables). The
only other receivable likely to be tested is the audit of prepayments.
Trade receivables
The main assertions
●
Existence – balances may not represent genuine sales transactions.
●
Valuation – balances may be wrongly valued due to a failure to accurately
account for bad/doubtful debts, a failure to record discounts or refunds, or
errors in the original recording of sales invoices.
●
Cut-Off – if sales transactions near the year-end are recorded in the wrong
accounting year, then receivables could be over or under-stated.
Audit tests
Existence
●
Select a sample of receivable balances at year-end and agree entries back to
invoices.
●
With client permission, circularise a selection of client’s customers, requesting
a direct confirmation that their balance is accurate. If client refuses
permission, get alternative evidence for that balance (and ask client for a
written explanation of why they do not wish you to make contact with that
customer)
o
o
POSITIVE METHOD – involves either:
▪
Sending balance to customer and asking them to agree / disagree
with the figure
▪
Sending a request for the customer to tell you the balance they think
they owe
NEGATIVE METHOD – involves sending balance to customer and asking
them to respond only if they disagree with the balance.
Valuation
●
For a sample of year-end balances, agree to post year-end cash received from
customer.
●
Obtain aged receivables analysis and identify the oldest year-end balances that
remain uncollected.
●
Inspect correspondence between client and customers who have old balances,
to identify any disputes.
●
If necessary, obtain management representations confirming that the oldest
balances are believed to be collectible.
●
If there is a doubtful debt provision, re-perform the calculation that created it.
●
Inspect credit notes issued to customers since the year-end, and trace back to
the original invoices. If these invoices are for pre year-end sales, ensure that
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there is a provision at the year-end to recognize that these receivables are not
“receivable”!
●
Analyse year-end receivables ledger for any negative balances (ie credit
balances) and obtain explanations for these (many of them may indicate that a
customer was owed money back, which makes them a liability, rather than a
negative receivable).
●
Compare Receivables Days ratio with prior year and with similar companies, to
assess reasonableness.
Cut-Off
●
This is the same test as seen in the Inventory section of the Chapter, matching
up GDNs and sales invoices either side of the year-end.
Presentation and Disclosure
●
If any receivables are due to be collected more than 1 year after the year-end,
ensure that this fact is disclosed in the Financial Statements.
Prepayments
Companies often have to pay for things in advance – rent and rates, insurance,
professional subscriptions, training courses, phone, electricity service charges etc.
However, many of these items tend to be consistent year after year, so the audit
work is often not very detailed.
Audit tests
●
Compare list of prepayments with prior year, seeking explanations for any
unexpected differences.
●
For a sample of prepayments, agree items back to invoices and re-perform any
pro-rata calculations.
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PAYABLES
Payables testing is very similar to Receivables testing – most of the issues that can
arise with sales transactions are the same as those that can arise with purchases.
This is true for supplier balances (trade payables) and also for accruals, which are
very similar to prepayments in terms of audit approach.
The main difference with payables testing is that the auditor’s primary concern is not
the value of those items in the Financial Statements, but the value of liabilities that
have not been recorded at all!
Trade payables
The main assertions
For trade payables (supplier balances), the main assertions are:
●
Completeness – that all liabilities have been included at the year-end.
●
Valuation – that liabilities are recorded accurately.
●
Cut-Off – that transactions near the year-end are recorded in the correct
accounting year.
Audit tests
Completeness
●
Compare the list of supplier balances with previous year, seeking explanations
for any “missing” suppliers.
●
Review post year-end payments made by the company and trace to
documentation – these payments may be paying off year-end liabilities.
●
Select a sample of purchase orders and trace through goods received notes,
purchase invoices and supplier account to ensure recorded.
Valuation
●
With client permission, circularise a selection of client’s suppliers, requesting
a direct confirmation that their balance is accurate.
o
o
POSITIVE METHOD – involves either:
▪
Sending balance to supplier and asking them to agree / disagree
with the figure
▪
Sending a request for the supplier to tell you the balance they think
they are owed.
NEGATIVE METHOD – involves sending balance to supplier and asking
them to respond only if they disagree with the balance.
●
For a sample of suppliers, reconcile year-end ledger balance with the balance
on the year-end supplier statement, obtaining explanations for any differences.
●
Cast the list of supplier balances to ensure it adds up.
●
For a sample of year-end balances, agree to post year-end cash paid to supplier.
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●
Obtain aged payables analysis and identify the oldest year-end balances that
remain unpaid.
●
Inspect correspondence between client and suppliers who have old balances, to
identify any disputes.
●
Analyse year-end payables ledger for any negative balances (ie debit balances)
and obtain explanations for these (many of them may indicate that a supplier
owes money back, which makes them a receivable, rather than a negative
payable).
●
Compare Payables Days ratio with prior year and with similar companies, to
assess reasonableness.
Cut-Off
●
This is the same test as seen in the Inventory section of the Chapter, matching
up GRNs and purchase invoices either side of the year-end.
Accruals
As with prepayments, companies pay for a lot of things after they have enjoyed the
service – telephone calls, electricity usage, the audit fee!
However, many of these items tend to be consistent year after year, so the audit
work is often not very detailed.
Audit tests
●
Compare list of accruals with prior year, seeking explanations for any
unexpected differences.
●
Review post year-end expense payments for any items that may relate to
services enjoyed before the year-end.
Other liabilities
Companies often have a much wider variety of liabilities than they have receivables.
Audit tests
●
Agree year-end payroll liabilities back to the last month’s payroll calculations
and to post year-end payments to staff and tax authorities.
●
Agree year-end tax liabilities to year-end tax computations and post year-end
payments to the tax authorities.
●
Agree any loan balances to loan agreements.
●
For loan balances:
●
o
Verify correctly split between current and long-term liabilities
o
Ensure loan details correctly disclosed in Financial Statements.
For year-end provisions:
o
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Seek documentary evidence to confirm an amount is likely to be paid (eg
confirmation from lawyers of a legal case, or a warranty agreement to
confirm costs of repairing faulty products sent to customers)
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o
Compare prior year provision to actual amounts spent, to verify that their
estimation technique is accurate
o
Compare provision with prior year provision to assess reasonableness.
●
For contingent liabilities, read disclosures in Financial Statements and ensure
all known details are included in the explanation.
●
For provisions and contingent liabilities, obtain management representations to
confirm all known examples are in the Financial Statements.
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BANK AND CASH
Bank and cash balances are relatively simple to audit, and as such this area is not
tested on the exam as frequently as the other substantive testing areas covered
earlier in the Chapter.
However, there are some important pieces of audit work.
The main assertions
For bank and cash, the most important assertions are:
●
Existence – the cash may have been stolen or lost.
●
Valuation – balances may be misstated.
Audit tests
Existence
●
Agree bank balances to year-end bank statements.
●
Send bank letter to bank, requesting confirmation in writing of all bank
balances, loan balances (and anything else!) relating to the client.
●
For cash balances, select a sample of tills / petty cash boxes and perform a test
count.
Valuation
●
Obtain year-end bank reconciliation and confirm it has been done properly.
●
Check any outstanding items on the reconciliation to post year-end bank
statements to ensure they cleared without delay.
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SHARE
CAPITAL,
EMOLUMENTS
RESERVES
AND
DIRECTORS’
Share capital and dividends
●
Agree the share capital with the statutory documents governing the company’s
constitution.
●
Agree changes to share capital with the relevant resolutions.
●
Verify any issue of shares or other changes during the year to board minutes.
●
Confirm that cash or other consideration has been received.
●
Verify transfers of shares by reference to
o
Correspondence
o
Completed transfer forms
o
Cancelled share certificates
o
Minutes of directors’ meetings.
●
Check the balances in the shareholders’ accounts in the register of members
and the total list with the amount of issued share capital in the general ledger.
●
Agree dividends paid and proposed to the authority in minute books and check
calculation.
●
Check dividend payments with documentary evidence (eg dividend warrants).
Reserves
●
Check movements on reserves to supporting authority (eg movement on
revaluation reserve to non-current asset register and valuation report).
●
Confirm that the company can distinguish distributable reserves from those that
are not distributable.
●
Ensure appropriate disclosures of movements on reserves are made in the
company accounts.
Directors’ emoluments
Most audit procedures for directors’ emoluments will be carried out when the auditors
are testing payroll balances.
In addition however, they will have to carry out some procedures to ensure that
disclosure requirements have been met:
●
Check that directors’ emoluments have been properly approved
●
Compare emoluments disclosures to director contracts, company share option
schemes, company pension schemes
●
Consider whether or not the most common types of emoluments have been
omitted
●
Review the disclosure with regards to directors’ emoluments.
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Exam question: Trent Textiles (Inventory volumes)
Your firm is the auditor of Trent Textiles, and you are planning your audit work on
the inventory count, which will be carried out at the firm’s year end of 31 May.
Trent Textiles manufactures knitted garments, including pullovers. The production
process comprises:
(a)
Knitting the individual components (eg body and arms).
(b)
Sewing the components together to form the finished garment.
(c)
Cleaning, finishing, pressing, and folding the garments.
(d)
Packing the garments, ready for dispatch to the customer.
Trent Textiles does not have a perpetual inventory system, so the value of the stock
in the accounts is found from the inventory count at the year end. For management
purposes, Trent Textiles carries out a full stocktake every three months.
Your permanent file of the company confirms that it has a single factory and no
internal audit department.
You have been asked by the manager in charge of the audit to suggest the work you
will perform at the stages listed below.
Required:
You are required to describe:
(a)
The work you will carry out prior to the commencement of the inventory
count.
(4 marks)
(b)
The procedures you will check and the work you will carry out during
the inventory count to ensure the company’s staff have accurately
recorded the stock.
(8 marks)
(12 marks)
106
w w w . s t ud yi nt e r a c t i ve . o r g
C H A P T ER 6 – A U D I T O F S P E C IF I C I T EM S
Exam question: Silverhill (Inventory Cut-off &amp; NRV Valuation)
Your firm is the auditor of Silverhill Potteries, which is a wholesaler of pottery
products (eg cups, saucers, plates, mugs etc), and you are carrying out the audit for
the year ended 30 April.
You have been asked by the senior in charge of the audit the audit to carry out checks
on cut-off and to identify stock which may be worth less than cost and to check that
it has been valued correctly.
The company has a computerised inventory control system which records receipts
and dispatches of stock, current stock quantities and the age of the stock. You attend
a count of all the stock at the year end.
Required:
You are required:
(a)
To explain the procedures you would perform to confirm that inventory,
sales and purchases cut-off is accurate.
(5 marks)
(b)
Define in detail the basis for valuing inventory in accordance with
International Financial Reporting Standards.
(3 marks)
(c)
(i)
State the types of stock which may be worth less than cost;
(2 marks)
(ii)
Describe the investigations you will carry out to identify this
stock;
(5 marks)
(iii) Describe the audit work you will carrying out to determine the net
realisable value of the stock you have found from your
investigations in part (c) (ii) above.
(5 marks)
(20 marks)
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Exam question: Fenton (Inventory System)
You are the auditor of Fenton Electronics, which has recently installed a computerised
bar code system to record goods received, sales and inventory quantities. The
company is a retailer of electrical products.
In this computerised system:
(a)
when the goods are received, the goods received department:
(i)
either read the bar code on the box containing the product, or input the
bar code number manually, and
(ii)
manually input the number of items received (eg a box may contain 100
video tapes)
the quantity of items received is added to the quantity of inventory recorded on
the computer.
(b)
when goods are sold to the customer, the bar code of the product is either read
or input manually, and the computer produces the sales invoice using the selling
price of the product, as recorded on the computer’s standing data file. The
quantity of items sold is deducted from the inventory quantity recorded on the
computer.
(c)
periodically, the stock is counted and these areas are compared with those on
the computer. The inventory quantities on the computer are amended when
significant differences are found.
(d)
the system allows:
(i)
details of new products and the selling prices of products to be added or
amended;
(ii)
stock quantities to be amended from differences found at the stock count;
(iii)
special prices to be charged to customers (e.g. where the product is
damaged or discontinued).
The main products the company sells comprise:
(a)
slower moving products, such as televisions, video recorders, video cameras
and audio equipment;
(b)
fast moving, low value products, such as batteries, video and audio tapes.
Required:
You are required to:
(a)
Describe the controls which should be incorporated into the computer
system to ensure that details of goods received are correctly entered
into the computer.
(4 marks)
(b)
(i)
Suggest how frequently inventory counts should be carried out;
and
(ii)
Describe the procedures the company should carry out to ensure
the inventory quantities in the computer system are accurate.
(6 marks)
(10 marks)
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Exam question: Simons (PPE)
You have been asked to carry out the audit of the property plant and equipment of Simons
Engineering Limited for the year ended 31 March. The draft accounts show the following
movements on non current assets in the year:
Cost or Valuation
At 1st April
Additions
Disposals
At 31st March
Depreciation
At 1st April
Charge for the year
On disposals
At 31st March
Net book value at 31st March
Freehold
Land &amp;
Buildings
Plant &amp;
Machinery
Motor
Vehicles
TOTAL
$
353,000
292,000
_______
645,000
_______
$
406,000
86,000
(29,000)
________
463,000
_______
$
173,000
65,000
(47,000)
_______
191,000
_______
$
932,000
443,000
(76,000)
________
1,299,000
________
132,000
12,900
_______
144,900
_______
187,000
43,000
(25,000)
_______
205,000
_______
74,000
42,000
(32,000)
_______
84,000
_______
393,000
97,900
(57,000)
_______
433,900
_______
500,100
_______
258,000
_______
107,000
_______
865,000
_______
During the current year ended 31 March the company purchased some land and built a
new factory, which was completed during the year.
The company maintains a PPE register for all information related to property plant and
equipment, and it depreciates its fixed assets at the following rates:
Land and buildings
2% on cost
Plant and machinery
10% on cost
Motor vehicles
25% on cost
It is the company’s policy to charge a full year’s depreciation on assets in the year of
purchase and no depreciation in the year of sale.
Required:
(a)
List and describe the audit tests you would perform to verify the amounts
shown in property plant and equipment in the company’s accounts for the
current year ended 31 March.
(15 marks)
(b)
If the company did not maintain a PPE register, describe the problems
you would experience and how it would affect your audit work and
opinion. (5 marks)
(20 marks)
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Exam question: Sherwood (Receivables)
Sherwood Textiles manufactures knitted clothes and dyes these clothes and other
textiles. You are carrying out the audit of the accounts of the company for the year
ended 31 March which shows a turnover of about $10 million, a profit before tax of
about $800,000.
You are attending the final audit in June and are commencing the audit of trade
receivables, which are shown in the draft accounts at $2,060,000.
The interim audit (ie controls testing) was carried out in February and it showed that
there was a good system of internal control in the sales system, as no serious errors
were found in the control tests.
The company’s sales ledger is maintained on a computer, which produces at the end
of each month:
(i)
a list of transactions for the month
(ii)
an aged list of balances, and
(iii)
statements.
Required:
(a)
List and briefly describe the audit tests you would carry out to verify
trade receivables at the year end - you are not required to describe how
you would carry out a debtors’ circularisation.
(10 marks)
(b)
Explain the difference between positive and negative circularisation.
(2marks)
(c)
Describe the audit work you would carry out on the following replies to
a positive debtors’ circularisation:
(i)
balance agreed by debtor;
(2 marks)
(ii)
balance not agreed by debtor;
(3 marks)
(iii) debtor does not reply to the circularisation.
(3 marks)
(20 marks)
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Exam question: Bon Voyage (Bank and Cash)
You are the partner in charge of the audit of Bon Voyage, a company which runs a travel
agency business through a head office in London and ten retail shops spread throughout
the country, six of which have been opened during the last year. A medium-term bank
loan was negotiated to cover the additional working capital required for this expansion.
Summarised balance sheet extracts for the two years ended 30 November, current and
comparative are as follows:
Balance Sheet of Bon Voyage limited at 30 November
Current
$
Tangible non current assets
Current assets:
Trade debtors
prepayments
197,500
Bank
37,600
Cash (floats, unbanked cash,
travellers’ cheques)
67,000
Current liabilities
Trade creditors
$
163,000
Comparative
$
$
119,000
141,400
41,200
52,500
__________
__________
302,100
235,100
166,200
146,400
__________
__________
Net current assets
Total assets less current liabilities
Non current liabilities
Bank loan
Share Capital
Profit reserve
135,900
88,700
__________
__________
298,900
207,700
60,000
-
__________
___________
238,900
207,700
__________
__________
20,000
218,900
20,000
187,700
__________
___________
238,900
207,700
__________
__________
Required:
(a)
To describe four matters which may be covered in a bank letter and
explain why they are important for the auditor.
(4 marks)
(b)
To outline the evidence required when carrying out the year-end audit
of the following balance sheet items as at 30 November:
(i)
bank and bank loans.
(5 marks)
(ii)
cash (floats, unbanked cash and travellers’ cheques).
(5 marks)
(15 marks)
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Exam question: Farrington (Payables)
You are the manager in charge of the internal audit of Farrington, a company which
manufactures biscuits and confectionery. You wish to employ a junior member of
staff to audit the trade payables, accruals and provisions as shown in the balance
sheet at the year-end and are in the process of preparing audit programmes which
clearly explain the purpose and extent of the work at each stage of the audit.
The draft figures for current liabilities as at 31 October (with comparative figures) are
as follows:
Trade payables
Sundry accruals
Provisions:
Legal action*
Factory repairs**
31 October
current comparative
$
$
261,521
177,625
21,162
18,177
40,000
72,000
62,000
__________
__________
394,683
257,802
__________
__________
*
This provision relates to a legal action brought by a competitor who
claims that their manufacturing process has been illegally copied.
**
This provision, which was first set up in the prior year, relates to
sums required to be spent on urgent repairs to the factory
foundations and structural steelwork.
Required:
Detail work required to audit the following:
(a)
Trade payables;
(5 marks)
(b)
Provisions.
(5 marks)
(10 marks)
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Other audit issues
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AUDIT SAMPLING (ISA 530)
Sample size
Auditors are unlikely to examine every transaction, largely because it would be
physically impossible, but also because they are only looking for material
misstatements, not every misstatement. As such, they are likely to pick samples
(note, to be “audit sampling”, every item in a population must have a chance of being
selected).
The question is, how many items from a population should be tested?
Methods of selecting a sample
Any method involving random selection, and the use of probability theory to assess
the results, is called statistical sampling.
Specific methods include:
Random sampling
To achieve true randomness, a computer may be used to select items to test.
Humans may introduce bias into the process, deliberately or otherwise.
Monetary unit sampling
Also known as value-weighted sampling, this method picks every 38th DOLLAR,
rather than every 38th item.
For example, in a population of $1million of transactions, and a sample size of 10
items, the transactions selected could be the ones that take the total through
$100,000, $200,000, $300,000 etc.
This method is more likely to select higher value transactions, whilst giving every
transaction a possibility of being selected.
Other methods of choosing a sample, such as “haphazard” (where auditor chooses
items himself with no obvious method, leading to the risk of bias in the items
selected) and “block” (where, for example, invoices 1247-1267 are selected, leading
to the risk that the sample is not representative of the entire range of invoices) are
best avoided.
Sampling risk and non-sampling risk
If auditors are only going to test a sample, and then try to form an opinion about the
population, they need their samples to be representative of the overall population.
Sampling Risk is the risk that the sample is not representative. The risk can be
reduced by testing a greater number of items, or by being more careful in the items
selected.
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Non-sampling risk is the risk that the audit staff carrying out the test form the
wrong opinion about the population, even though the sample was representative.
This risk can be reduced by using a more experienced audit team.
Other sampling terms
Stratification
Stratification is the process where a population is broken down into pieces, before
a sample is then chosen. By making the sample more focussed, overall sample size
could be reduced, making the audit more efficient.
It could be used to guarantee that some of each type of transaction is selected in a
sample – eg by breaking a population of sales invoices into those raised on each day
of the week, a sample of 30 could be broken down into 6 Monday invoices, 6 Tuesday
invoices etc.
Extrapolation (Projection)
Extrapolation (Projection) is the process of taking the result of a sample and
projecting up to the overall population. If Sales total $10million, and a sample is
selected that totals $1million, then 10% of the total has been tested. If errors
totalling $37,000 are found in the sample, it could be suggested that the population
has errors of $370,000 … assuming the sample was representative!
Tolerable errors (tolerable deviation rate and tolerable error)
In a test of control, the tolerable deviation rate is the maximum number of times
that a control can fail before the auditor concludes that the control is weak and cannot
be relied upon.
Often the tolerable deviation rate for controls testing is zero. However, if the auditor
knows the client systems well and has confidence in them, they may sometimes
accept up to two failures in a control and still deem the control to be strong.
In a substantive test, the tolerable misstatement is the maximum monetary error
that the auditor is willing to accept in an account balance or class of transactions.
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COMPUTER ASSISTED AUDIT TECHNIQUES
Auditors can use computers and computer software to assist the audit process.
Computer controls
This technique of using an audit computer to audit the client fs works best in a highly
computerised environment which utilises computer controls. Computer controls are
often classified into two blocks; general controls and application controls.
General controls
General Controls cover the computer environment as a whole.
There is no point having complicated computer software controls if nobody has
thought about the more basic issues such as:
●
Making regular back-ups of data and storing them off-site
●
Having an IT Helpdesk and training
●
Keeping all computers in locked rooms
●
Having a disaster recovery plan
●
All computers having log-in codes
●
Programmers are not users (segregation of duties)
●
Anti-virus software
●
Firewall.
Application controls
Application Controls are the controls over the data in the system. Controls need to
cover Input, Processing and Output, as well as the standing data on the system:
●
Batch Control Totals
●
Sequence Tests
●
Range / Field Limits
●
Check Digits
●
Exception Reports
●
Checks of amendments to Standing Data
●
Passwords!
w w w . s t ud y i nt e r a c t i v e . o r g
117
C H A P T E R 7 – O T H E R A U D I T I S S U ES
Test data
When clients have computer systems, there are likely to be controls programmed in
to the software.
To test whether the system is working as it should, often the easiest technique is to
put some fake data into the system to see whether it is correctly dealt with. For
example:
●
Transactions that are deliberately too high or too low – to see if the system
rejects them.
●
Transactions out of sequence.
●
Trying to amend date using an unauthorised password.
Test Data has some problems:
●
Must remember to remove it afterwards.
●
Client may not be willing to have false transactions entered onto their system.
Audit software
As its name suggests, audit software is a general term for computer programs that
are designed to assist the audit process, for example:
●
Reorganising data into a more useful format for the auditor (eg customer
balances by age).
●
Can handle large quantities of data very quickly.
●
Detailed analytical procedures (eg receivables days by customer, inventory
turnover by product)
●
Checking the arithmetic – that things that should add up, do add up. With very
large computer files, this is very helpful!
●
Re-performance of calculations.
●
Checking accuracy of client computer files (eg that they add up, and that aged
analysis is correct).
●
Selecting samples of particular items (eg all items entered under a particular
password, all items entered on a Tuesday etc).
●
Sequence completeness checks.
●
True random samples.
Problems with audit software
●
May not be compatible with client system.
●
May corrupt client data.
●
Cost and time of use, and staff training.
●
Will client allow full access to their computer systems?
Also, CAATs are most reliable if used on live data during working hours, so if client is
not willing to agree to this it can reduce their persuasiveness as evidence.
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Other ways IT can assist audit process
●
Ensuring all audit documents are cross-referenced automatically.
●
Creating standard paperwork that can become the start for the next year audit.
●
Word processing of audit plans and working papers into a common style.
●
Standardised packages available to record accounting systems of client in many
different forms (eg flowcharts).
●
Can email computerised working papers to office during audit, for quicker
review process. Can also upload to intranet, to allow review whilst audit
continues
●
Computer system can auto-record how audit staff are spending their time, to
allow for more accurate billing.
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THE WORK OF OTHERS
Sometimes it is necessary for auditors to rely on the work of others.
ISA 620 – Using the work of an auditor’s expert
Auditors may choose not to do audit work themselves, but rely on work carried out
by others, either an expert supplied by the client (“Management’s Expert”) or an
expert recruited directly by the auditor (“Auditor’s Expert”).
●
Experts, such as:
o
lawyers
o
valuers
o
industry experts
●
the client’s Internal auditors
●
another firm of external auditors.
Sometimes, in specialist areas, the auditor may have no choice but to use the advice
of experts. In the case of the client’s internal auditors, it is more likely a matter of
efficiency – internal and external auditors perform some similar tasks, and if the
internal auditors have already performed work that the external auditors want to do
themselves, it may make sense to check the internal auditors have done their work
properly, then place reliance on it.
But ...
The External Auditor keeps full responsibility for their audit opinion (and normally
cannot mention reliance on experts in the audit report) ... so when relying on the
work of others, it is essential to make sure these people’s work is RELIABLE:
●
Are they suitably qualified?
●
Do they have the experience?
●
Are they independent of the client
●
Did they carry out their work in a professional manner, planning and
documenting their process and following professional standards where
appropriate?
ISA 402 – audit considerations relating to an entity using
a service organisation
Where client outsources a function (eg payroll) to a service organisation, the auditor
may need to rely on the work (and therefore the controls) of the service organisation.
In order to do this, the auditor may choose to rely on a report on the strength of
controls at the outsource company.
If this report produced by auditor of service organisation, the client auditor will need
to assess the competence and independence of the auditor of the service organisation
and also, the adequacy of the report issued.
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NOT-FOR-PROFIT ORGANISATIONS
Not-for-profit organisations include charities and government departments. The
audit of fs in these entities follows the exact same lines as the audit of fs in for-profit
entities. There is essentially no difference between audits regardless of the
underlying motives of the client. Auditing the fs of a chocolate maker, a formula one
motor racing team and a children’s charity is essentially the same.
However, you are expected to be aware of two issues that do make not-for-profit
audit more risky. The first is that most not-for-profit organisations will operate in a
financial reporting environment that applies supplementary regulation on top of
financial reporting standards. The second issue is that not-for-profit organisations
by their nature are usually of general interest to the public and so the audit report
will often have a wider readership than the equivalent sized for-profit entity.
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Question: Circular
The following receivables’ ledger was provided by your client, Circular.
A
B
C
D
E
F
G
H
I
J
K
L
M
N
$’000
9
2
4
3
7
2
2
9
2
22
2
3
6
12
Required:
(a)
Describe the two principle methods of statistical audit sampling and
explain how they relate to tests of controls and substantive
procedures and explain which sampling method would be appropriate
to selecting a sample from the above receivables records for
circularisation.
(5 marks)
(b)
Using a sampling interval of $10,000 identify the sample from the
above for circularisation.
(3 marks)
(c)
Explain how the perception of risk could affect the sample interval.
(2 marks)
(10 marks)
Question: Stratification
The term “stratification” is sometimes used in the context of audit sampling.
Required:
Explain how stratification is applied to a non-homogeneous population. Use
the audit of wages to illustrate your answer.
Question: Acceptable
The term “acceptable error rate” (tolerable error rate) is sometimes applied to control
test sampling
Required:
Explain how the acceptable error rate applies to tests of control.
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Exam question: Audit Sampling
It is important to recognise that audit sampling may be constructed on a nonstatistical basis. If the auditor uses statistical sampling, probability theory will be
used to determine sample size and random selection methods to ensure each item
or $1 in value of the population has the same chance of selection.
Non-statistical sampling is more subjective than statistical sampling, typically using
haphazard selection methods and placing no reliance on probability theory. However,
in certain circumstances statistical sampling techniques may be difficult to use. The
auditor will review the circumstances of each audit before deciding whether to use
statistical or non-statistical sampling.
Required:
(a)
List three situations where the auditor would be unlikely to use audit
sampling techniques.
(3 marks)
(b)
Explain what you understand by the following terms:
(i) random sampling;
(ii)
monetary unit sampling.
(4 marks)
(c)
Describe the factors which the auditor should consider when
determining the size of a sample.
(5 marks)
(d)
Describe to what extent statistical sampling enhances the quality of
the audit evidence.
(4 marks)
(e)
Explain how judgement is used in statistical and non-statistical
sampling.
(4 marks)
(20 marks)
Exam question: Newark (Computer Assisted Audit Techniques)
Newark has a large Computing and Data Processing Department. Recently, the
company has used its Data Processing Department to develop a new computerised
sales and receivables ledger system which is integrated with the stock control
system.
The sales system uses a bar code reader, but allows the sales clerk to override certain
fields, for example, the number of units sold.
Required:
You are required:
(a)
To describe the main Computer Assisted Audit Techniques that are
used by auditors.
(5 marks)
(b)
To describe tests you could perform using computer audit software
on Newark’s year end sales ledger file (receivables).
(3 marks)
(c)
To describe the test data appropriate to test the sales system.
(3 marks)
(11 marks)
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SUBSEQUENT EVENTS
Subsequent events are those events occurring between the year-end and the date
that the financial statements are authorised for issue (ie signed by the directors) that
may affect the numbers or disclosures in the year-end financial statements.
The auditor has a responsibility to review subsequent events before they sign their
audit report and may have to take action if they become aware of subsequent events
arising between the date the audit report is signed and the financial statements are
distributed to shareholders.
Events after the reporting period
Subsequent events is the auditing of events after the reporting period (EARP) often
still known by the old name of post balance sheet events (PBSE). So, before looking
at the audit standard, here is a quick reminder of the accounting issue governed by
IAS 10 Events After the Reporting Period (EARP).
An EARP is any event which takes place between the year-end, and the date on which
the FS are approved by the Board (ie signed). Such events are mostly irrelevant to
the previous accounting period, but:
●
if an EARP gives more information about the true position of the company at its
recently completed year-end, it is an ADJUSTING event and whatever
adjustments are needed must be made
●
if the EARP is not adjusting under the above criteria, it may still be so significant
that it requires a disclosure note in the FS, even though none of the balances
will be changed (ie no debits or credits). This is a NON-ADJUSTING event.
Examples:
●
a sale of inventory after the year-end is below cost, suggesting that at the y/e
the item’s NRV was also probably below cost, so the inventory is written down
(impaired) at the y/e (ADJUSTING EVENT).
●
a fire destroys several company buildings post y/e. There was no fire at the
y/e so it is not adjusting. But if the disruption and repair cost is significant, a
disclosure note may be necessary in the FS (NON-ADJUSTING EVENT).
Audit of subsequent events
The auditing of IAS 10 works as follows:
In order to audit all EARP and ensure they are properly adjusted or disclosed, the
auditor cannot finish the audit until the FS have been signed (as this is the point
where IAS 10 events are finished).
The auditor must also be aware that events that happened before the FS were signed
may not become known until a few days/weeks later. THEY ARE STILL EARP!!!
There are two particular problems:
1.
Events Between Year-End and FS Signing
Auditor remains “actively” auditing everything in the FS until the FS are signed.
Once signed, the auditor normally signs the audit report on the same day (or
shortly afterwards).
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2.
Events Between Year-End and FS Signing (but discovered AFTER audit
report signed)
Late discovery! But if the EVENT took place before the FS were signed, and is
adjusting or disclosable, it MUST be accounted for (or IAS 10 will have been
breached).
Two possibilities:
(1)
(2)
If client changes the FS in line with IAS 10, then they re-sign a new
corrected set of FS, meaning the FS signing date (and hence the IAS 10
date) has moved forwards, so the auditor must ensure the correction has
been done properly.
o
the auditor must extend audit work on ALL things in the FS because
more EARP now need to be checked (up to the new FS signing date).
o
once the extra audit work is done, a new audit report is signed (after
the new later FS signing date).
If client refuses to change the FS in line with IAS 10, then the auditor has
a problem – the FS are wrong but the audit report is already signed and
with the client.
o
auditor needs to inform shareholders that FS are wrong.
o
if a listed company, likely to make a Stock Exchange announcement.
o
may tell shareholders at AGM (using right to speak).
o
likely to need legal advice, and may consider resignation.
One final point – if the FS have already been SENT (“issued”) to the shareholders and
all that remains in the AGM, any revised audit report should clearly state that it
replaces the original audit report dated xx.xx.xx, so that the shareholders understand
why they are getting a new audit report and new FS. An Emphasis of Matter
paragraph (see Audit Reports) would be used to do this.
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OTHER INFORMATION
FS are typically sent to shareholders as part of a larger Annual Report. Most of the
content of the Annual Report is not audited. As such, why do auditors care about
it? The answer is that:
●
●
Something in the Annual Report may be inconsistent with the FS, leading
shareholders to think the FS may be wrong (even if the audit report says the
FS are true and fair). As such, the Annual Report is undermining the audit
report, and auditors have a professional duty to stop this from happening. If
Board refuse to change the Annual Report:
o
an “Other Matter” paragraph is added to the audit report, usually below
the Opinion section
o
the paragraph refers to the relevant page of the Annual Report
o
the paragraph makes clear that the audit Opinion is not affected by this.
Something in the Annual Report may clearly be wrong or misleading, but is
totally unrelated to the FS. This is not, strictly speaking, a problem for the
auditor as the audit report and FS are not affected. However professional duty
to protect shareholders is likely to involve auditors telling the shareholders at
the AGM (which will probably require legal advice in advance).
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GOING CONCERN
Auditors have a responsibility to consider whether or not it is appropriate for the
accounts to be prepared on a going concern basis. If there are doubts over going
concern, auditors must ensure that these are adequately disclosed.
Auditors therefore will need to:
●
Identify going concern risks.
●
Apply audit procedures to assess a company’s going concern status.
Indications of going concern problems
The possibilities are extensive but auditors should look out for potential indicators
such as:
●
Net liabilities
●
Operating losses
●
Major debt repayments due
●
Loss of major customers or suppliers
●
Loss of key staff
●
Withdrawal of financing such as overdrafts
●
Cash flow problems
●
Technological advancements causing client’s product to become obsolete
●
Major litigation.
Audit procedures
The actual procedures that auditors will carry out will vary from client to client
depending upon the exact circumstances but will tend to involve procedures such as:
●
Review and discuss cash-flow forecasts to ensure company has enough cash to
continue in operation for the next year.
●
Review budgets and interim financial statements to assess projected results
over the next year and identify any concerns over profitability.
●
Inspect correspondence with the company’s bankers to assess the availability
of financing such as overdrafts and loans.
●
Inspect business plans to assess company’s efforts to expand into new areas to
replace unprofitable operations.
●
Inspect employee contracts to ensure company is replacing key staff and
providing incentives for current staff.
●
Inspect correspondence to understand possible consequences of legal action
being brought against the company.
●
Inspect new sales contracts to ensure company is replacing customers who
have been lost.
●
Consider management’s process for identifying going concern problems and
how they propose to respond to those problems.
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MANAGEMENT REPRESENTATIONS
ISA 580 requires auditors to obtain written representations from management on
matters material to the financial statements where other sufficient, appropriate audit
evidence cannot reasonably be expected to exist. Ideally these representations
should be signed at the same time as the financial statements, so that they are
“current”.
Matters included in a management representation letter
General matters
Directors confirm that:
●
They are responsible for the financial statements
●
They have provided the auditor with all relevant information and access as
agreed in the terms of the audit engagement
●
All transactions have been recorded in the financial statements
●
They are responsible for internal controls and for preventing and detecting fraud
●
The going concern basis is appropriate
●
All related party transactions have been disclosed
●
There are no undisclosed subsequent events that require adjustment or
disclosure.
Specific matters
Included here is anything else that the auditor would like a representation on, for
example:
●
That a certain debt is recoverable
●
All bank accounts have been disclosed
●
Any plans to reorganise the business or discontinue product lines have already
been disclosed.
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AUDIT FINALISATION
This involves three sub-processes.
First the auditor reviews the evidence to verify that it is sufficient and appropriate to
give an opinion. If it is not, then the auditor must get more evidence (if possible).
Then secondly the auditor must review the final financial statements (ISA 520) to
verify that they do show a true and fair view. Audit is often a destructive process
and it is highly likely the final FS will be radically different from the draft FS. So the
auditor must be clear on the composition of the final FS to which the opinion will be
attached. In particular, the auditor should check that the final FS figures match the
auditor’s expectations, bearing in mind all client knowledge and understanding that
has been collected during the audit process so far.
Then thirdly the auditor must consider uncorrected misstatements (and areas where
evidence provided by the client is insufficient).
This third and last sub-process can be highly contentious. The auditor will try to
persuade the directors to correct any material misstatements (and provide missing
evidence). But if this persuasion is unsuccessful, then this will lead to the
modification of the audit report (and to the next chapter).
Auditors must inform clients of all misstatements discovered unless “clearly trivial” –
and if you are not sure whether it is trivial, then clearly it is not!!
Any changes that the client chooses not to make should result in a written
representation to the auditor explaining why.
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Question: Robbed incorporated
Five weeks after the year end, the internal audit of Robbed incorporated discovered
a fraud. A branch financial controller had stolen $30m over a period of four weeks
straddling the year end. The internal audit team reported that $10m had been stolen
from a bank account before the year end and a further $20m was stolen from the
same account after the year end. The financial controller had since disappeared.
However, he had managed to suppress his fraud by leaving the transactions entirely
unrecorded and using his power within the branch to deflect any questions.
You are the supervisor of the external auditors, Outside partners. You have been
asked to audit subsequent events. It is now ten weeks after the year end. The
external audit is coming to an end and the directors plan to sign the financial
statements shortly.
Required:
(a)
Explain the financial reporting of Events After the Reporting Period
(IAS 10).
(2 marks)
(b)
Explain how Robbed should account for the above discovery of a
fraud.
(2 marks)
(c)
Describe three substantive audit procedures to verify that the above
event was appropriately recorded in the current financial statements
for the year just ended.
(3 marks)
(d)
Describe three further substantive audit procedures to identify if
there are other subsequent events in the ten weeks since the current
year end.
(3 marks)
It is now two weeks later. The external audit was completed shortly after the above
tests were conducted. The FS were signed off by the directors 7 days ago and the
audit report was signed by the engagement partner that same day. The auditors
were satisfied that the fraud had been appropriately reported. As a result, an
unmodified audit opinion was included in the audit report.
The FS and audit report are currently at the printers and are due to be mailed to
shareholders within the next 4 days, with the AGM due to take place next month.
This morning, the finance director of Robbed called to tell you that a major customer
had gone bust 2 days before the FS were signed off, but the directors had only just
discovered that the customer had collapsed. The evidence presented to the finance
director this morning was a letter from the liquidator that indicates that the customer
had been struggling for at least six months. However, the customer had been
successful for many years and so Robbed was entirely unaware of the problem until
this morning. The customer owed a material balance at the year end, and none of
this balance is expected to be collected.
Required:
(e)
Explain what the directors should do about this new information to
comply with IAS 10, and explain how the auditors should respond if
the directors do, or do not, deal with the matter properly. (10 marks)
(20 marks)
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Question: Struggle
Struggle limited is an incorporated business operating in the pharmaceuticals
industry. It has one main product that accounts for 60% of sales. This product is a
drug covered by a patent and this patent makes it impossible for competitors to
produce this drug legally. However, over recent years, illegal generic copies of this
drug have been sold via the internet and this has hit both sales volumes and sales
prices. So profit margins have fallen steadily over the last five years.
The patent is near the end of its life now. There are two years remaining on these
rights and so in three years from now it will be possible for competitors to make this
product and sell it to the market in open and legal competition with Struggle.
Required:
(a)
Briefly explain the going concern assumption.
(b)
Describe five tests to apply to Struggle to identify whether Struggle
is a going concern.
(5 marks)
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AUDIT REPORTS
The Audit Report is based on a standard layout, set out in ISA 700 Forming an Opinion
and Reporting on Financial Statements
In different countries the precise layout will change, as the audit report is governed
not just by audit standards, but also by what individual governments require.
The standard layout is:
●
Title (including the word “Independent”)
●
Addressee
●
Introduction
●
Respective Responsibilities of Directors and Auditors
●
Basis of Opinion
●
Opinion
●
Signature and Date.
The Opinion section may have additional opinions in it, due to national requirements
(eg in UK, auditors must give an opinion on the company’s Directors’ Report, as well
as on the Financial Statements).
Standardised audit reports
The Audit Standard provides a standard layout for an audit report. Individual
countries have tailored the standard for their own purposes, but it remains the case
that in individual countries, all audit reports look broadly similar.
This can have advantages and disadvantages:
Advantages
●
Comparability between companies for shareholders.
●
It guarantees a minimum level of content.
Disadvantages
●
It guarantees no more than the minimum level of content!
●
In being standardised, the language may be seen as overly technical.
●
It may restrict an auditor’s ability to say what they really wish to say.
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Audit reports – possibilities
There are several different possible forms of audit report, depending on the situation.
For this exam, there are 7 “outcomes” that you need to understand.
The different outcomes are in groups, as follows:
Unmodified report
This is the standard report that is the outcome for the vast majority of companies.
In this situation:
●
The auditors believe the Financial Statements are true and fair.
●
The auditors believe the Financial Statements were properly prepared.
●
There is nothing else the auditors wish to report.
Modified reports
There are 6 modifications to know:
Modifications to the Opinion (ISA 705)
1.
A qualification due to a misstatement of an amount or disclosure in the
Financial Statements.
2.
A qualification due to insufficient evidence being available on the audit.
3.
An adverse opinion – where the auditors disagree with the truth and fairness
of the Financial Statements overall.
4.
A disclaimer of opinion, where there is such a significant amount of evidence
missing that the auditors are unable to give an opinion at all.
Emphasis of Matter and Other Matter Paragraphs (ISA 706)
5.
An Emphasis of Matter, where there is nothing wrong with the Financial
Statements, and no missing evidence… but there is something major disclosed
in the FS that the auditors wish to draw to the shareholders’ attention.
6.
An Other Matter, which can arise for a number of reasons but is usually used
where there is an inconsistency in the unaudited “Other Information” (as seen
in the previous chapter).
1.
Qualification due to material misstatement
When there is a single material mistake in the Financial Statements (or a small
number of individual mistakes), the overall Financial Statements remain true and
fair.
The auditor reports that, Except for the effect of the error(s), the Financial
Statements give a true and fair view.
There are many examples that would lead to this opinion, for example:
●
Failure to provide for a material doubtful debt
●
Material error in the calculation of depreciation
●
The treatment of a material expense as an asset.
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2.
Qualification due to insufficient evidence
With this problem, the auditor was unable to fully carry out his work due to a lack of
the usual evidence. Whilst he is happy that the overall Financial Statements show a
true and fair view, he has concerns about possible material errors with a particular
balance (or balances).
The auditor reports that, Except for any adjustments that might have been
necessary, had the auditor seen the evidence, the Financial Statements give a true
and fair view.
Examples include:
●
The auditor was unable to attend the year-end stocktake (eg due to being
appointed auditor after the year end)
●
There are lots of cash transactions (where there is not a lot of documentary
evidence).
3.
Adverse opinion
This is a form of misstatement that is so strong, it affects the opinion of the Financial
Statements as a whole (pervasive).
The most common form of this in the exam is a disagreement that the company is a
going concern. As such, the auditor is disagreeing with the entire basis of
preparation of the Financial Statements, which is likely to result in disagreement with
many of the figures in the Financial Statements.
The auditor reports that the Financial Statements do not give a true and fair view.
4.
Disclaimer of opinion
This is when a fundamental amount of evidence is missing and the auditor feels
unable to report on the overall truth and fairness of the Financial Statements.
Imagine turning up to an audit client to be told that all of the accounting records
were lost the previous day in a fire, and that there are no back-ups. Without any
evidence, the auditor is unable to do an audit, so cannot give an opinion.
The auditor reports that “we are unable to form an opinion”.
5.
Emphasis of matter
Sometimes the auditor is happy that the Financial Statements are true and fair, and
that all evidence has been received. However, there is something disclosed in the
FS which is very important and the auditor wants to ensure that shareholders do not
ignore it.
The most common example of this is where the company is disclosing a threat to its
going concern status (as required under IAS 1). The threat is correctly disclosed,
but because it relates to going concern the auditor wants to highlight it anyway.
The Emphasis of Matter paragraph must:
●
Say which disclosure note needs to be read
●
Make clear that the audit OPINION on the FS is not affected.
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6.
Other matter paragraphs
Sometimes the auditors may wish to mention a matter in the audit report, which is
not related to the financial statements. They do this in the ‘Other Matter’ paragraphs.
Examples of issues that may be mentioned in the other matters paragraph are:
●
Elaboration of the auditor’s responsibilities.
●
Restrictions on distribution or use of the auditor’s report.
●
If there is a mistake/inconsistency in the unaudited documents attached to the
Financial Statements (‘Other information’).
●
It is the last one of these which is most likely to be examined, for example with
the company’s Chairman’s Statement (in the Annual Report). The Chairman’s
Statement is NOT part of the financial statements and as such is not audited,
so if there is something in the Chairman’s Statement which appears to be
inconsistent with the financial statements contents, this inconsistency cannot
be mentioned in the audit report OPINION section.
Instead, an Other Matter paragraph is added below the Opinion to draw attention to
the inconsistency.
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Question: Fourfold
Fourfold partnership is an audit firm. Fourfold is at the final stages of audit in the
context of four clients. There have been problems in each of the clients and directors
in each case refuse to adjust the financial statements or provide further evidence.
So no further resolution is possible. The situation at each client is given below:
(a)
Chu Limited
The above recognised a receivable of $12 million in full in spite of clear evidence
of an impairment at the year end. They did not provide for a bad debt despite
the fact the customer went bust just after the year end. Profit was $50 million.
(b)
Nimbus Limited
The above made a very poor attempt to conduct their inventory count. You
attended the inventory count. However, there was insufficient evidence that
the stock valuation at $10 million is accurate. Revenue was $300 million and
profit $20 million.
(c)
Miramee Limited
The above is a manufacturer and retailer. Roughly two thirds of the business
is from manufacture and the other third is from retail. However, the financial
statements exclude the manufacturing segment altogether. The financial
statements present exclusively the retail segment as if it were the only business
of the entity.
(d)
JJ Limited
The above is a cash retailer. There is no system to confirm the accuracy of
cash sales.
Required:
For each of the above outline the audit report opinion and the basis for each
opinion.
(5 marks each)
(20 marks)
Question: Going
Describe how the audit report is affected when there are concerns about the
ability of the company to continue as a going concern.
(4 marks)
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Internal audit
w w w . s t ud y i nt e r a c t i v e . o r g
143
CHAPTER 10 – INTERNAL AUDIT
CHAPTER CONTENTS
INTERNAL AUDIT AND CORPORATE GOVERNANCE ----------------- 151
AUDIT COMMITTEES
151
INVOLVEMENT OF EXTERNAL AUDIT IN GOVERNANCE
152
INVOLVEMENT OF INTERNAL AUDIT IN GOVERNANCE
152
DIFFERENCES BETWEEN THE EXTERNAL AUDITOR AND THE
INTERNAL AUDIT FUNCTION ----------------------------------- 153
THE SCOPE OF THE INTERNAL AUDIT FUNCTION ------------------- 154
INTERNAL AUDIT REPORTS
155
OUTSOURCING INTERNAL AUDIT ------------------------------------- 156
OTHER ISSUES WITH INTERNAL AUDIT------------------------------ 157
144
w w w . s t ud yi nt e r a c t i ve . o r g
C H A P T ER 1 0 – I N T E R N A L A U D I T
INTERNAL AUDIT AND CORPORATE GOVERNANCE
Companies have many internal systems – risk management, internal controls,
accounting systems.
The Directors need to be assured that the systems are working.
A team of auditors, who may be from inside or outside the company, will check
whether these systems are working properly.
The criteria that the auditors will use are likely to be their own experience of what
makes a good system, combined with legal requirements and corporate governance.
An audit report will be written to the Directors, stating whether the systems are
working and making recommendations for future improvement.
This Exam Paper is aimed at understanding the work done by both external and
internal auditors, with the majority of the syllabus aimed at the work of external
auditors.
Audit committees
The main area of corporate governance relevant to Paper F8 is the involvement of
external and internal auditors, and this introduces the concept of audit committees.
The audit committee’s role is to be the liaison between the Board of Directors and
both sets of auditors. As such, it is likely to:
●
Shortlist a firm of external auditors for the shareholder vote at the AGM
●
Consider whether the external auditors remain independent
●
Negotiate a fee proposal for the external audit
●
Receive the external auditor’s report, management letter, and any other
communication
●
Decide on the resources needed for internal audit
●
Decide whether to use in-house internal audit or to outsource
●
Recruit the Chief Internal Auditor
●
Receive all internal audit reports
●
Overall, monitor the financial reporting and internal control systems of a
company.
By having auditors liaise with the audit committee rather than with the Board directly,
the independence and effectiveness of the audit functions should be improved.
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Involvement of external audit in governance
Corporate Governance rules / guidelines typically state that:
●
A company should produce a balanced annual report
●
Companies should have a “sound” system of internal controls.
In these two areas, external auditors can play an important role. They form an
opinion on the annual Financial Statements, and may be asked to give opinions on
other areas of the Annual Report.
In producing a Management Letter, auditors are assisting management in their duty
to have effective internal control systems.
In a wider sense, the external auditors are in a position to advise clients on whether
corporate governance rules / guidelines are being followed.
Involvement of internal audit in governance
Internal Audit is part of an effective risk management and internal control system, a
central area of good corporate governance. As such, internal audit does not just
assist good governance, it is an integral part of it
Internal Audit will be involved in:
●
Reporting to the Board on the effectiveness of risk management processes
●
Reporting to the Board on the effectiveness of internal controls
●
Reporting to the board on whether corporate governance requirements are
being met
●
Fraud investigations
●
Reporting to the board on whether the internal management accounting
systems are producing reliable information.
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DIFFERENCES BETWEEN THE EXTERNAL AUDITOR AND
THE INTERNAL AUDIT FUNCTION
Both the external auditor (EA) and the internal auditor (IA) are of course auditors.
So there are similarities. But there are also differences, highlighted in the following
table:
Comparison of External and Internal Auditing
External Audit
Internal Audit
Appointed By
Shareholders
Directors
Reporting To
Shareholders
Directors
What they Check
Annual Financial
Statements
Risk Management
Systems (anything
management ask them to
check!)
Legal Requirement?
Usually Yes
Typically No
Independence
They Must Be
Ideally, but hard to
achieve
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THE SCOPE OF THE INTERNAL AUDIT FUNCTION
Business risk management process
Companies need to manage their risks. Internal auditors will report to the Audit
Committee on how well this risk management process is working.
Business Risk Types
There are dozens of types of risk that businesses face. As such, there is no standard
list to learn. However, a basic list could be:
●
Industry Risks – risks from the particular industry, such as competitors,
technology change
●
Legal and Compliance Risks – some of these affect all businesses (health and
safety, employment law) but others will affect different types of companies in
different ways
●
Financial Risks – the risks of interest rate rises, customers not paying, changes
in foreign exchange rates etc.
●
Operational Risks – the risks of buildings not being available, staff leaving or
being ill, customer and supplier issues etc.
Prioritising Risk
Not all risks can be managed at the same time. Businesses will prioritise risks by
impact and likelihood.
Managing Risk
There are several ways to manage risk:
●
Reduce Risk – by using internal controls
●
Avoid Risk – by not engaging in that business activity
●
Transfer Risk – eg by paying someone else to take the risk (insurance, for
example)
●
Share Risk – eg joint venture
●
Accept Risk – and do nothing!
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Operational audits
There are many types of operational audit, and these can be company-wide or
specific to a particular department.
Here is an example:
Value for Money (VFM) Audit
Auditors assess the:
●
Effectiveness
●
Efficiency
●
Economy
of the company, or a particular department (eg IT, Human Resources).
Effectiveness
this is a measure of whether a company / department is
meeting its objectives.
Efficiency
this is a measure of how well a company / department
uses its resources (staff, space, money etc.).
Economy
this a measure of how cost efficient a company /
department is.
Internal audit reports
Internal auditors make reports to directors and management as a result of work
performed. These reports are internal to the business and are unlikely to be shared
with third parties other than the external auditors.
There are no formal requirements for the format of such reports however there is a
generally accepted format for reports in business, which includes:
●
Terms of reference
●
Executive summary
●
Body of the report
●
Appendices for additional information.
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OUTSOURCING INTERNAL AUDIT
Should a company have its own in-house internal audit department, or should it pay
outside experts to supply an internal audit service as and when it is needed?
Advantages of outsourcing
●
Saves paying full time salaries and other associated staff costs
●
Get the expertise of the outside specialists
●
Should improve the independence of internal audit work
●
Get the experience of internal auditors who have recently seen inside other
companies.
Disadvantages of outsourcing
●
Can be expensive if company has a lot of internal audit work to do
●
Cost of monitoring people outside the company
●
Cost of researching an outside firm, creating a legal agreement, monitoring
quality
●
Loss of control
●
Confidentiality breaches
●
Cultural differences between outsource partner and company
●
May be slower to respond than internal staff.
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OTHER ISSUES WITH INTERNAL AUDIT
Reliance on internal auditors (ISA 610)
It is likely that the internal auditors will do some work that is useful to the external
auditors, who may therefore choose to rely rather than repeat it.
Also, when assessing risk at the planning stage of the audit, external auditors should
discuss issues with the internal auditors as they (the internal auditors) are likely to
have useful information relevant to the risk analysis.
Examples of relevant internal audit tasks include:
●
Testing of the accuracy of management accounts during the year.
●
Controls testing throughout the year.
●
Stocktake attendance (eg if there are many locations, the external and internal
auditors could share them out to ensure that some auditors are attending as
many as possible).
Refer forward to the chapter on internal controls and the Question Emerging for more
detail of the factors affecting how much reliance will be placed on this work … but the
client is likely to expect reliance to be placed, and a corresponding reduction in their
audit fee!!!
External Auditors will only place reliance on the work of a client’s internal auditors if:
●
The internal auditors are considered to be independent enough.
●
The internal auditors are professionally qualified.
●
The internal auditors are suitably experienced.
●
The internal audit work has been planned, documented and reviewed.
Before planning reliance, the external auditors will re-perform a sample of the
internal audit work to ensure it has been carried out properly.
For areas which require a significant amount of professional jusdment, external
auditors will do the work themselves rather than relying on the internal auditors’
work.
In limited situations the external auditor might even want to use a client’s internal
audit staff to perform part of the external audit work, but this would require a lot of
care to ensure the reliability of the work done and is likely to happen only on rare
occasions (and only in areas of low audit risk).
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Exam question: Fraud
Conglomerate public limited company is a listed company that operates in the
building and manufacturing industries. It has an internal audit department who
report directly the main board of directors. The internal audit department conduct
audit as instructed by the board, but also operate under an engagement contract
referred to as the internal audit charter.
Conglomerate suffered a fraud at one large manufacturing plant during the year and
is concerned there may be other frauds in the company that have not been
discovered. The directors would like to understand what responsibilities the internal
and external auditors have for fraud detection.
Required:
(a)
Contrast the responsibility of the internal audit for fraud with the
responsibility of the external audit for fraud.
(6 marks)
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ANSWERS
These answers are of course simply suggested answers. I say “of course” because I
hope you already know that there are almost always a nearly infinite number of ideas
that score marks in an audit exam.
If the examiner requires that you state three controls over sales then the chances of
you giving the same three controls as the examiner are very remote. But provided
you state three reasonable controls and express yourself adequately clearly then you
will score the same three marks as the examiner.
This can be a culture shock for students expecting one right answer. However, once
you get into the groove, this aspect of audit is enormously freeing. It means that
any answer you give is right, so long as you answer the question.
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CHAPTER 1
Tranmere
(a)
ISA
The ISA are the rules that auditors are required to follow when auditing financial
statements.
Content
The ISA cover the whole of audit from planning through testing and on to
reporting.
(b)
Estimates and judgments
Financial reporting is full of guesswork. To produce FS it is necessary for
directors to use their judgment when making estimates.
Example – Depreciation
For example, when charging depreciation it is necessary for directors to
estimate the useful economic lives of machines.
(c)
Reasonable assurance
This is the confidence that the audit report gives that the FS do show a true
and fair view.
Guarantee
It is important to note that the opinion is just an opinion and does not give
guarantees.
(d)
True
This is often taken to mean arithmetical accuracy within the limits of materiality.
Fair
This is often taken to mean an honest and clear presentation that reflects
performance and position.
(e)
Materiality
This is the idea that material items could affect users and therefore immaterial
items could not affect users.
Context and size
Context is just as important as size. For example, any error on directors’ pay
is likely to be material.
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Assurance Process
(a)
Agency theory
Investment
Shareholder
s
Directors
FS
Assurance
Auditor
Audit
Agency
The shareholders delegate the direction of the company to directors who act as
primary agents for the shareholders and the company.
Auditor
But in order to obtain assurance that FS do show a true and fair view,
shareholders also appoint an auditor as a secondary agent.
Audit
The auditor then audits the FS essentially by going through the FS line by line
using the process in (b).
Evidence
The evidence generated by these tests then gives the auditor the picture that
FS show a true and fair view.
Assurance
The auditor then delivers this opinion to shareholders in the form of an audit
report and thereby delivers assurance.
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(b)
Audit process
Controls approach
Substantive approach I/S
Plan
I/S
B/S
Believe weak
Evaluate
system
Believe strong
Control
tests
Full
substantive
testing
Reduced substantive
testing
Review
Report
(1)
Plan
Firstly auditors review the client and the FS to identify audit risks and design a
plan to address those risks.
(2)
Evaluate system
Next auditors evaluate the client system to see if it is strong and therefore
control tests would be useful.
(3)
Control tests (Tests of control)
These test controls to see if these controls are operating as they should be.
(4)
Substantive tests (substantive procedures)
These test the substance of the balances in the FS to verify those balances show
a true and fair view.
(5)
Review
The auditor then reviews the evidence to verify the evidence is sufficient. Then
the auditor reviews the final FS to verify the true and fair view.
(6)
Report
Finally the auditor gives his opinion on the true and fair view of those FS.
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CHAPTER 2
Ethics
Five fundamental principles of ACCA’s Code of Ethics and Conduct
P – Professionalism
I – Integrity
C – Confidentiality
C – Competence
O - Objectivity
P - Professionalism
An auditor is expected to be professional. So an auditor’s behaviour should be in
accordance with best practice in the audit profession.
I - Integrity
An auditor is expected to behave with integrity by reference to society as a whole.
C - Confidentiality
An auditor should keep the client’s secrets.
C - Competence
An auditor has a duty of care to follow the ISA.
O - Objectivity
An auditor must remain independent of directors and client company.
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AB &amp; Co
(a)
Conclusion
No, you cannot audit your brother’s company because the family tie would
breach your independence.
Perception
Even if your ties to your brother are weak and so you are actually independent
of your brother, you still cannot act as auditor because you will be seen to be
dependent.
(b)
Public company
Clearly it is impossible to be independent of yourself; so, no, you cannot audit
your own public FS.
Private company
However, for a private company, this rule is bent and you can audit your own FS;
strictly by having two teams, one accounting team and one audit team.
(c)
Conclusion
No, you cannot remain as auditor as litigation means that independence is
breached.
Removal
But anyway this seems like a silly question as surely you will be removed from
office by the client.
(d)
Student
Of course students are bound by the Ethical Guidelines as they are student
members.
Practice
The application in practice may be slightly different to that of the audit partners
but the ethical principles still remain.
(e)
Confidentiality
It is a basic principle that auditors should keep clients’ secrets.
Confidentiality overrides
However, there are circumstances when confidentiality must be breached and
money laundering is an example. But before whistle blowing, you should
consult your lawyer.
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Melton
(a)
There are two main considerations:
(i)
Do I want the job? (Client assessment)
(ii)
Can I have the job? (Professional clearance)
Client assessment
The auditor should consider all the many common sense commercial issues that
business people think about when considering working with one another.
Fees
The first consideration would be whether fees matched the amount of work
involved.
Risks
The next consideration is the client risks.
industry and size.
That is such considerations as
Time
Also the auditor must consider if there is sufficient time in the audit calendar to
put in a new client.
Expertise
Then the auditor must assess whether the audit team has sufficient expertise
for this client.
Other points
Any of the following points would score and many besides:
Conflict of interest
Systems
Management personality
Management style
160
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Professional clearance
Then the incoming auditor must check with the outgoing auditor using this flow
chart:
Ask client if you
can speak to
outgoing auditor
No
Reject client
Cannot
Justify
Yes
Yes, problems
Ask client to
Justify the
problems
Ask outgoing auditor
‘Are there any reasons
I should not take the job?’
No
Can Justify
Accept client
Conclusion
Then, provided the above issues are addressed, we will take the audit
appointment.
(b)
(i)
Confirmation
The engagement letter confirms the terms of the contract.
Misunderstandings
The written nature of the letter should help to prevent future misunderstanding.
In other words, if the client comes back to you later and complains that you
have failed to report an immaterial fraud, or some other nonsense, then you
can refer the client back to the written contract that the directors signed laying
out the scope of audit.
(ii)
Engagement letter contents (FARSES)
The engagement letter covers the audit process (ARSES) whilst the cover letter
covers the Fees (F).
A - Address
The engagement letter is addressed to directors as primary agents for
shareholders.
R - Respective responsibilities
The first main paragraph outlines the responsibilities of directors and auditors
as regards financial responsibility.
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S – Scope
This huge section explains the process of audit in detail.
E – Evidence
This section describes the nature of audit evidence including the ideas of
sufficiency and adequacy.
S - Signatures
The engagement letter is signed by both auditor and directors.
F – Fee cover note
Then the fees are discussed in a covering letter.
(c)
Membership
First of all auditors must be qualified members of a recognised supervisory body
(RSB) (ex ACCA).
Registration
But beyond membership, individual auditors must be registered as auditors with
their RSB.
Monitoring unit
The RSB then send out auditors to audit the auditors, approximately every three
years.
ISA
This monitoring unit checks auditors to ensure they are compliant with
International Standards on Audit.
Action
If the monitoring unit identify delinquent auditors, then they can recommend
that they are removed from the register.
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Fire &amp; Ice
(a)
Agency theory
Money
Directors
&amp;
Company
Shareholders
FS
Report appointment
Audit
Auditor
Audit works with agency theory, where the auditor checks on the directors’ FS
on behalf of shareholders.
Owner-managed breakdown
But the logic of the above breaks down when the shareholder has to ask the
auditor whether he has lied to himself as director.
(b)
Auditor’s duties
The auditor has two duties which are inseparable:
(i)
Audit
An auditor must conduct an audit in accordance with the ISA.
(ii)
Report
An auditor must report his opinion to shareholders.
Rights
There are two in particular:
(i)
Access
Auditors have the right of access to company records.
(ii)
Explanations
Auditors have the right to explanations from directors.
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(c)
Directors’ primary duty re financial reporting
The primary duty is to produce FS that show a true and fair view.
Secondary duties (RESPONSE)
There are seven:
R – Records – Directors are responsible for adequate records.
E – Estimates – Directors are responsible for ensuring estimates and
judgements are reasonable.
S – Standards – Directors are responsible for ensuring that FS follow the
International Accounting Standards.
P – Policies – Directors are responsible for selecting appropriate policies.
ON – Going concern – Directors are responsible for applying the going concern
basis as appropriate.
S – Systems – Directors are responsible for ensuring that systems are adequate.
E – Error – Directors are responsible for the detection of error and fraud.
(d)
Removal
Auditors are removed by a majority resolution of shareholders but notice is
required for the general meeting.
Right one - Circularisation
Auditors have the right to write to shareholders to put their point of view.
Right two – Speak
Auditors have the right to speak at the general meeting to put their point of
view.
(e)
Opinion shopping
We are being sacked primarily because of our qualification of the audit report.
New auditor
So, Fire &amp; Ice will find it difficult to get a new auditor because of ‘Professional
clearance’. (see question Melton).
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CHAPTER 3
Risk &amp; Materiality
(a)
Inherent risk
Inherent risk is the risk that a material misstatement may come into existence
because of the factors related to the nature of the client.
Control risk
Control risk is the risk that a material misstatement will get through the control
system unprevented.
Detection risk
Detection risk is the risk that the material misstatement will get through the
auditor undetected.
Audit risk
So, audit risk is the risk of the material misstatement occurring, then getting
by the control system unprevented, then getting by the auditor undetected and
into the FS.
In other words, it is the risk of an auditor giving the wrong opinion.
(b)
Inherent risk
Tiredness – The risk of errors occurring increases when staff are tired.
Incompetence – The risk of errors increases as staff experience and expertise
decreases.
Organisation – The risk of error increases the more chaotic the client
organisation.
Time pressure – The risk of error increases the greater the time pressure on
accounting staff.
Others – Complex transactions, profit pressure, boredom, cultural issues.
Control risk
Authorisation – The risk of the system failing to detect an error goes up if there
is less authorization.
Segregation – The risk of the system failing to detect an error goes up if there
is insufficient segregation.
Passwords – The risk of a system failing to prevent an error goes up in an
environment with no passwords.
Reconciliation – The risk of a system failing to prevent an error goes up in an
area without reconciliations.
Mnemonic for controls = OAP SPASM
This mnemonic is of marginal value in the exam, but it does give a flavour of
the types of control.
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Organisation
Authorisation
Physical
Segregation
Personnel
Accounting
Supervision
Management
(c)
Audit risk equation
This is defined as follows:
IR x CR x DR = AR
Translation
This equation says if an error occurs
And
The system fails to prevent it
And
The auditor does not detect it
Then
The auditor will give the wrong opinion
Application
It is used in the deepest philosophies of modern audit and underpins everything
we do.
Audit risk
Auditors are prepared to accept a low audit risk which then feeds into different
levels of audit work.
Two simple situations
This is not an easy mathematical model.
Client
sets
Situation 1
Situation 2
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sets
Auditor
sets
Auditor
sets
IR
CR
DR
AR
Low
High
Low
Low
High
Low
Low
Low
Volume of
substantive
tests
Reduced
Full
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Audit process
This gives us the audit process:
Plan
Believe weak
Evaluate
system
I/S
Believe strong
Control
tests
Full
substantive
testing
Reduced substantive
testing
Review
Report
(d)
Materiality
Materiality is determined by two factors:
(i)
Size – Clearly the bigger the error the greater the materiality.
(ii)
Context – But the context of the error is relevant to its materiality as well.
Some errors are material by nature.
Example
A small fraud of &pound;10,000 by directors of a company with a profit of &pound;10m is
immaterial by size but material by context and so is material.
(e)
Planning stage
It is true materiality threshold is calculated at the planning stage.
Calculation – The threshold can be 10% of profit (or a more complicated
calculation).
Rigid adherence – But it is not true that it is rigidly adhered to. Materiality
threshold is just a guide.
Change – In fact, the materiality threshold can change, eg, if the auditor
discovers a fraud.
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Ruddington
Matters
Planning work
Furniture retail the auditor must assess
the effects of the recession and how
has the client responded to it.
The auditor should browse other similar
retailer’s websites to identify how
competitors have responded. Then
discuss with the client how Ruddington
have they responded.
Branches the auditor needs to
understand the size and scale of the
branch network and how they
communicate with HQ.
The auditor should obtain the individual
branch financial statements and review
the branch to head office
communication system.
Prior year’s audit the auditor needs to
establish what happened in the prior
year from the prior year audit file.
The auditor should review the prior
year working paper file and confirm
that there were no contentious areas.
Cash the auditor needs to understand
how the client manages cash.
The auditor should establish with the
client by telephone call to cashier how
cash security is handled.
Stock quantities the auditor needs to
know whether the problem with stock
quantities still persists.
Auditor should review the manual
interim stocktake report.
Stock values the auditor needs to
understand if the valuation problems
continue this year;
The auditor should review the current
year goods returned reports to identify
volume of goods returned.
Matters
Planning work
Internal Audit the auditor needs to
know if any reliance can be placed on
the work completed by IA.
The auditor needs to make an
assessment of the scope, function and
independence of the IA by reading the
IA engagement letter.
Management Buy Out (MBO) this is
effectively a change of shareholder;
The auditor will review prior year
working papers (especially board
minutes regarding the MBO) to
understand the nature of the new
shareholdings.
The auditors must refresh their
memory regarding the terms of the
MBO;
High gearing the auditor needs to
confirm if the client continues to be
highly geared;
The auditor should calculate gearing
using the draft financial statements and
consider the implications on the going
concern.
Bank the auditor needs to understand
the stage of negotiations.
The auditor should attend a meeting
with the bank and the client to confirm
the status of bank relations.
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Ambitious
(a)
Gross profit margin
Current
Comparative
640/3,900
220/800
= 16.4%
= 27.5%
240/4,021
132/1,415
= 6%
= 9.3%
238/3,260 x 365
30/580 x 365
= 27 days
= 19 days
583/3,900
83/800 x 365
= 55 days
= 38 days
275/3,260 x 365
42/580 x 365
= 31 days
27 days
2,600/4,021 x 100
100/1,415 x 100
= 65%
= 7%
GPM = GP/Sales
Return on capital employed
ROCE = PBIT/Debt + Equity
Inventory days
Stock days =
C stock/COS
Receivable days
Debtor days =
Trade debtors/Sales
Payable days
Creditor days =
Trade creditors/COS
Gearing
Gearing =
Debt/Debt + Equity
GPM (High &gt; 30%)
The GPM has been squeezed (27.5%  16.4%) but this is probably as a result
of the policy change to reduce selling prices.
ROCE (High &gt; 10%)
The ROCE has decreased significantly (9.3%  6%). This seems to be bad for
investors as they are now getting a reduced return.
Inventory days (High &gt; 20 days)
The stock days is up (19  27 days) which will have an adverse effect on cash
flow. May be the stock controller is overworked.
Receivable days (High &gt; 30 days)
The debtor days is up (38  55 days) which is also bad for cash flow. May be
the debtor controller is overlapping the extended credit policy.
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Payable days (High &gt; 30 says)
The creditor days is roughly constant which is how an expansion should be
managed. May be Ambitious is keen to maintain supplier goodwill.
Gearing (High &gt; 50%)
The current gearing is high (high &gt; 50%) so there is an increased risk of
insolvency due to the greater the risk of default on interest.
Conclusion
The performance and position appear to have worsened as a result of the sales
policy.
(b)
GPM
The GPM squeeze corroborates the sales reduction story, but to confirm the
sales price have actually reduced, I would compare current sales price list to
last year’s equivalent.
ROCE
I would confirm whether the shareholders have reacted to a reduced ROCE by
reviewing share price.
Inventory
I would obtain stock aged analysis and go and look at old stock to assess its
value.
Receivables
I would obtain a credit policy, identify all debtors in excess of this credit period
and assess potential bad debts.
Payables
I would confirm that supplier goodwill has been maintained by reviewing the
supplier credit terms offered by suppliers.
Gearing
I would review recent lender correspondence to confirm that there has been no
default on loan interest.
Bank
I would review cash flow forecasts to confirm that overdraft is expected to clear
soon after year end.
Going concern
I would review the new year strategies to confirm that Ambitious has plans that
will stabilize the company by looking in the board minutes.
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Working papers
(a)
Four benefits
Evidence
By creating working papers as described, an auditor generates evidence in
accordance with the ISA.
Justification
Working papers as described can be used to justify an audit opinion, especially
in the event of litigation.
Review
By writing evidence down, the auditor makes review by the audit manager
possible.
Consistency
Also, written working papers help to ensure consistency of quality and provide
training from year to year.
(b)
Four reviews
Hot review
The supervisor reviews the audit work of juniors whilst the file is still active.
Cold review
The manager from one office is sent to another to assess the quality of audit
work on a sample of completed audit files.
Peer review
This is only really used by small firms where one firm checks another firm and
then vice versa.
Monitoring unit review
In most countries there is a body set up to audit the quality of auditors’ audit.
This unit is often called the monitoring unit and is a form of review.
(c)
Reliability
Reliability is highly subjective and depends on the evidence. However, roughly
speaking, auditor evidence and external evidence is reliable and internal
evidence is unreliable.
(i)
Auditor evidence
Generally considered reliable.
Example (1): auditor test count at client stock count.
Example (2): auditor calculation of GPM.
(ii)
External evidence
Generally considered reliable.
Example (1): Bank confirmation letter.
Example (2): competitor price list.
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(iii)
Internal evidence
Generally considered unreliable.
Example (1): directors’ minutes.
Example (2): client price list.
(d)
Evidence
Original claim
The original claim from the claimant should be included in the current audit file
to assert the existence of a liability.
Lawyers report
The client lawyers report should be included to assert the valuation of the
liability.
Prior case reports
The reports from previous similar litigation should be included to support the
obligation assertion.
Accident report
The original accident report should be included to evidence the timing of the
liability and so influence cut-off.
Cash book
Any relevant post year end cash book entries should be included to further
support the valuation assertion.
(e)
PAF
As the name suggests, the permanent audit file is used to hold information of
continuing use to the audit from year to year.
(f)
Information
Reason
Engagement letter
Organisational chart
Site map
As a reminder of the terms
As a reminder of the names
As a reminder of the factory layout.
Standardised audit papers
These are simply lists of audit tests compiled by audit firms to act as a checklist
of auditing each section of the b/s and i/s in turn.
Standardisation
As the name suggests, the main purpose of these test lists is standardisation,
that is a high minimum standard for worldwide audit for an audit firm.
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CHAPTER 4
Methods
Record
There are two methods to record a system:
Narrative
You can describe a system by telling a story. It is easy to do but not easy to use.
Flow chart
You can use a coded flow of bubbles and arrows. It is difficult to do but once done it
is easy to use.
Ascertain
There is only one way to ascertain a system and that is to walk a document right
through from start to end (walk through tests).
Evaluate
There are three ways to evaluate a system:
Common sense
You do not need anything other than common sense to figure out a rubbish system
is rubbish.
ICQs – Internal control questionnaires
These are rarely used these days because of their lack of focus. However, they ask
a list of positive questions expecting a positive answer.
Example question: Are goods checked for quality on arrival?
Preferred answer: Yes
ICEQs – Internal control evaluation questionnaires
These far more focuses negative questions expect a negative answer.
Example question: Is it possible for staff to steal clients’ money?
Preferred answer: No (because there is too much segregation).
Low Cost (abbreviated)
(a)
Bank
Low volume, so substantive approach quicker.
(b)
Purchases
Combination of high volume and strong system, so control approach quicker.
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Burnden (abbreviated)
(a)
(b)
Weakness (deficiency)
Recommendation (control)
Unmanned gate clocking
Security guard
Automatic payroll
Computer hours compared to time sheet
Unused clock cards in cabinet
Unused clock cards in safe in personnel
Local negotiations
Central negotiations
Wages clerks amend standing data
Personnel amend standing data
Payment in cash
Payment by electronic funds transfer
Unclaimed cash wages in cabinet
Rare unclaimed cash in safe
Verbal appointment
Written appointment
Statutory deductions by chief
Statutory deductions by clerks
System
The Burnden system is weak.
Approach
So substantive auditing necessary.
Dean
(a)
Purchases system
Weakness (deficiency)
Significance (error)
No buying department
The company has no buying
department.
So purchases will be inefficient and
duplication may occur.
Unnumbered purchase orders
There are no numbers on the
Purchase order notes (PONs).
So a PON might go missing and Dean
would not know.
Not checked
The goods are not checked on
arrival.
So damaged goods might be accepted
by Dean.
GRN
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There is no goods received note.
So Dean will not know how much
inventory is in stock.
No check between documents
The purchase clerk does not
compare the following to ensure
they agree:
-
So invoices might be recognised on
the systems for goods not received.
PON (purchase order note)
GRN (goods received note)
PI (purchase invoice)
Coding
The manager is not an expert in
accounting coding but codes
invoices.
So invoices may be incorrectly
analysed in the system.
Analysis sheet
The use of an analysis sheet and
journals is completely unsystematic.
So it will be almost impossible for
Dean to know who they owe.
Payments
Cash flow is authorised by the
purchase ledger clerk who is likely
to know about cash flow
management.
So the purchase ledger clerk should
set himself up as a supplier and pay
himself.
Reconciliation
There is a complete lack of
segregation between payables
ledger control account
reconciliation and the payables
ledger.
(b)
So there might be a fraud and Dean
would not know.
Normal audit for purchase
Normally we would use the control approach for a sales audit.
Dean sales system
But the Dean sales system is weak so we would have to use a full substantive
approach.
Effect
The duration and expense of the audit would be much greater.
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Bingham
(a)
Question guidance here – note that the requirement asks for control tests which
are quite different from the weaknesses that are present in a system. But more
importantly, you need to ensure that you include control tests from ordering to
final cash collection. You cannot just write 10 control tests for just one area of
the sales system. To help get good coverage of the system, you could use
ODIACO to help remember the stages in a sales or purchases system.
O
Ordering – could be either of goods or services and could be either sales
or purchases order
D
Delivery – receipt of or despatch of goods
I
Invoicing – either the issue of a sales invoice or a purchase invoice
A
Accounts – the recording of the transaction and the management of the
customer and supplier records
C
Cash – both in terms of cash receipts from customers and payments to
suppliers
O
Overall environmental controls – these controls underlie the whole
process within the organisation
This is a hard question because you have to invent the controls by using your
imagination and then further you must use your imagination to figure out how
you would test your own invented control. That is the bad news. The good
news is that there are an almost infinite number of controls that businesses use
to control sales. So you have enormous freedom of expression. Absolutely any
control that might be used in sales is acceptable. So be creative in making up
your controls and then be simple and clear in testing that control.
Ordering
Sales order notes
I would ensure that the sales order notes (SON) are in sequential number order
by viewing the SONs and confirming that the number sequence is sequential
with no gaps.
Credit check
I would confirm that all customers have been subjected to a credit check by
sampling a number of new customers and inspecting the completed credit
search / reference documentation.
Delivery
Goods despatch notes
I would ensure that for every despatch there is a supporting GDN, by sampling
a number of SON (sales order notes) and comparing the details to the attached
GDN.
Despatch
I would ensure that the goods despatch department check the quality of the
goods at point of despatch by observing the process on a number of occasions.
Invoicing
Sales invoices
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I would ensure that for each sale a corresponding sales invoice is generated at
despatch by sampling a number of GDN and matching the details to the
corresponding sales invoice date.
VAT
I would ensure that the appropriate amount of sales tax (output tax) is charged
on the sales invoice by inspecting a number of sales invoices and re-calculating
the VAT due.
Accounts
Aged analysis
I would ensure that an aged analysis is used for credit control by inspecting the
aged analysis report at a number of month ends.
DLCAR – debtors ledger control account reconciliation
I would ensure that the debtor’s ledger control account reconciliation is
performed and reconciled each month by inspecting and re-performing the
reconciliation at each month end.
Cash
Cheques
I would confirm that cheques received in the post are banked daily (promptly)
by agreeing the date in the paying in book to the date in the cheques received
book on a number of occasions.
Posting
I would confirm that the cash received has been posted to the appropriate
debtors account by sampling a number of BACS remittances and confirming
that they have been allocated against the correct debtor’s balance.
Overall environment
Internal Audit
I would ensure that the Internal Audit conduct a quarterly review of the sales
system by reviewing their review reports issued on the sales system.
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Lake
(a)
Their address
Our address
Date
Dear Sirs
Recommendations for improvement
Purpose
Explain the purpose of the letter to help the client.
Disclaimer
Explain not systems analysis and not comprehensive.
(b)
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Appendix (abbreviated)
Weakness
Recommendation
Memorandum records
(on paper)
computer records
No SON
use SON
No SON confirmation
get SON confirmation from customer
GDN not numbered
number
No Customer signed GDN
get
Monthly invoice
invoice with delivery
No price confirmation
obtain
Lack of segregation
segregate cash, purchases and sales.
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Emergence
(a)
Purpose of external audit
The purpose of external audit (EA) is to give an opinion on the true and fair
view of financial statements (FS) to shareholders.
Purpose of EA audit of controls
So, EA do not have to audit the controls to give an opinion on the FS but they
do so because the control approach is quicker.
Purpose of internal audit
The purpose of internal audit (IA) is to report to directors on anything directors
want them to audit.
Purpose of IA audit of controls
So, quite simply, IA audit controls when they are asked to by directors.
Directors want an audit of controls because controls make their business more
(or less) efficient.
(b)
Agency theory and EA/IA
Shareholders
Directors
Directors
EA
Staff
IA
Independence (Objectivity)
Internal audit (IA) should be dependent on directors as a whole but independent
of the company.
Conclusion
Reporting lines:
(c)
(i)
So the IA should not report to the chief accountant.
(ii)
So the IA should report to the board (or even better an audit committee).
Internal audit work
Some IA work they have in common with EA but they also do other things as
well.
(i)
Substantive tests
First IA tests the substance of numbers in the FS to see if they show a true and
fair view.
Example – a debtors’ circularisation.
(ii)
Control tests
Then IA tests controls to see if they are operating as they should be.
Example – a test to ensure sales invoices are sequentially numbered.
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(iii)
Value for money audit (VFM)
But IA also test the:
(E) efficiency
(E) economy
(E) effectiveness
of the company.
Example – a review of the economy of suppliers.
(iv)
Specials
IA can also be asked to audit one-off issues.
Example – IA can do a fraud investigation.
(d)
Yes
Yes, EA can rely on IA if certain criteria are fulfilled (RELIED).
(R) Response
Response from management to IA must be positive or IA will be demotivated
and unreliable.
(E) Expertise
The IA team must have expertise and qualifications in audit and business (eg,
Chartered Accountant and Chartered Surveyor).
(L) Limitless scope
The IA must be able to go anywhere and see everything.
(I) Independence
The IA must report to the Board of Directors (or Audit Committee).
(E) Evidence
The IA must have substantive and control test evidence.
(D) Documents
The IA must have documents that are:
S – Sufficient
R – Relevant
R – Reliable
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(e)
EA tests on IA
The EA would test the IA tests on the controls and numbers.
Sampling
The effect of sampling would be to reduce EA work, say:
50,000,000 sales

IA sample 1,000 sales

EA sample 30 IA tests
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CHAPTER 5
Delphic
A
Analytical review
I would calculate the debtor days at the last 12 month end and review any
discrepancies for potential misstatement.
E
Enquiry
I would ask the credit controller whether there are any problem debtors at the
year end and consider writing them off.
I
Inspection
I would inspect the debtors’ aged analysis report and focus on old debtors to
assess recoverability.
O
Observation
I would observe the meetings between client and customer to assess any
possible breakdown in relationship.
U
Computation
I would reperform the receivables ledger control accounts reconciliation to
verify the reasonableness of debtor records.
P
Presentation
I would inspect FS to confirm recoverable debtors are disclosed (Book debtors
– Provision for bad debts).
R
Records
I would obtain a sample of goods dispatch notes (GDNs) either side of the year
end and verify the related invoice is recognised in the correct period.
O
Ownership
I would inspect a sample of sales invoices and ensure the client’s name
(company) appear as supplier.
V
Valuation
I would inspect the debtors’ list for any credit balances and verify these have
moved to payables.
E
Existence
I would circularise a sample of trade debtors to confirm their existence.
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CHAPTER 6
Trent
(a)
Stocktake planning procedures
(i)
Timing
I would confirm the timing of the stocktake with the stock manager.
(ii)
Procedures
I would obtain a copy of stocktake procedures and confirm they are adequate.
(iii)
Tidiness
I would need to confirm that the store room is tidied before the stocktake.
(iv)
Counters
I would need to confirm that the stock counters are independent of stocktake
count so I would need a list of the counters on the day.
(v)
Interim stocktake reports
(vi)
Last year’s audit file
(vii) Discussion with stock controller
(viii) Address
(b)
(i)
I would ensure that the stock counters are given clear instructions on
stocktake by observing the initial meeting.
(ii)
I would ensure that each team member is independent of stock they are
counting by talking to them.
(iii)
I would ensure each stock team has two people by observation:
-
Counting
-
Recording
(iv)
I would ensure that the stocktakers record on sequentially numbered
stock sheets by flicking through the sheets before they are handed out.
(v)
I would ensure that the stock areas are clearly marked out by inspecting
the stocktake map and paint on the stock room floor.
(vi)
I would ensure that a sample of stocktake counts is accurate by
recounting.
(vii) I would ensure that damaged items are noted by staff by looking for
damaged items myself.
(viii) I would ensure that the work in progress is correctly split between (a),
(b) and (c) by inspection of WIP and stock sheets.
(ix)
Obsolete.
(x)
Signature.
(xi)
Sequence.
(xii) Quarantine.
Example: Stock sheet
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Stock sheet number 11
Date: 31 May
Stock counters: Joe and Francis
Stock area: Finished goods
Stock
Stock reference
Volume
Notes
Plain white
27342/7
7
2 shirts have yellow
patches
Plain grey
27342/8
Signature __________________
Signature __________________
Silverhill
(a)
Sales cut-off (i)
I would sample a few GDNs (goods dispatch notes) before the year end and
ensure that the dispatch is included in sales and debtors and excluded from stock.
Sales cut-off (ii)
I would sample a few GDNs after the year end and ensure that the dispatch is
excluded from sales and debtors and included in stock.
Purchases cut off (i)
I would sample a few GRNs (goods received notes) before the year end and
ensure the receipt is included in purchases and creditors and included in stock.
Purchases cut off (ii)
I would sample a few GRNs after the year end and ensure that the receipt is
excluded from purchases and payables and excluded from inventory.
Opposite direction testing
We should also test in the opposite direction, that is from accounting records to
base records so a sample of debtors is checked to GDNs and a sample of
creditors to GRNs.
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(b)
Inventory
Inventory is valued at the lower of cost and net realizable value.
Cost
Cost is all past expenditure in bringing inventory to its present location and
condition.
NRV
Net realizable value is the future expected selling price less any costs to sale.
Example
Cost
Materials
Labour
Electricity
Delivery
Cost
30
20
5
5
___
60
___
NRV
Market price
Advertising
NRV
63
(5)
___
58
___
Lower &pound;58.
(c)
(i)
Damaged
Most obviously damaged stock is unlikely to recover its loss.
Obsolete
But also obsolete stock is unlikely to be sold for more than lost.
(ii)
Spotting problem stock
(A) Analytical review
Calculate stock days for each stock line and look for stock days greater than 30
days.
(E) Enquiry
Ask stock controller ‘Is there any damaged or obsolete stock?’ and corroborate
by inspection.
(I) Inspection
Inspect stock sheets and identify notes on problem stock as picked out by stock
counters and corroborate by inspection of actual stock.
(O) Observation
I would observe the sales team trying to sell stock lines and identify any stock
lines that are difficult to sell as possible problem lines.
(U) Recomputation
I would recompute the aged analysis and select any stock lines aged over 30
days as possible problem lines.
(iii) Valuing problem stock
(A) Analytical review
I would search the web for competitor selling prices to give an idea of market
value.
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(E) Enquiry
Ask sales person ‘Do you agree with the estimate of market value?’ and
corroborate to sales person’s note.
(I) Inspection
I would inspect after year-end sales price on sales day book to confirm estimate
of market price.
(O) Observation
I would observe a sales management meeting to identify likely costs of selling
and corroborate to old invoices.
(E) Enquiry
Ask the advertising journal directly ‘How much do adverts cost?’ to corroborate
costs to sales.
(U) Recomputation
I would simply recalculate NRV to make sure the client’s arithmetic is correct.
Fenton
(a)
Goods received
Beep
The computer should beep when it has read the bar code so that the goods
received clerk knows that the computer has read the code.
Visual display unit (VDU)
Then the VDU should flash up the name of the product and wait for clerk to
press ‘y’ for ‘yes’.
Date
The date and the time of the goods receipt should be automatically produced
based on computer internal clerk.
Range
The number of items delivered and manually input could be double checked by
weighing machine to verify the range of the items input.
(b)
(i)
Continuous/Perpetual stock keeping
All stock must be counted once per year but not necessarily all at once.
Fenton recommendation
I recommend stocktaking as follows:
Slow moving
1/12 counted per month
Fast moving
1/6 counted per month
(ii)
Stocktake
First Fenton should have stocktakes as per the recommendation above.
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Reconciliation
Then the actual (from the stocktake) should be compared to computer volumes
(from the system) in a process called ‘reconciliation’.
Investigation
Any big discrepancies should be investigated and explained by the system.
Input
Then the actual must be input into the system over the original computer
records.
Simons
(a)
Land and buildings
P - Presentation
I would review the accounting policy note in the draft FS and verify it says
depreciation ‘Buildings 2% on cost’ and not ‘land and buildings’.
R – Records
I would agree the additions of &pound;292,000 to the cost schedule:
&pound;
Land
Raw materials
Labour
Legal and direct admin
100,000
50,000
110,000
32,000
_______
&pound;292,000
_______
O – Ownership
I would verify the ownership of the new land to the title deeds.
V – Valuation
I would verify the estimated life of the building of 50 years to a surveyor’s
report.
E – Existence
I would confirm existence of the new building by a physical inspection.
Plant and machinery
A – Analytical review
I will confirm the new additions are being depreciated at the same rate as the
disposed machines because it looks like the old useful economic life was right.
E – Enquiry
I would ask the factory manager ‘Are you aware of any machines not in use?’
and follow up for possible impairments.
I – Inspection
I would inspect the new machines to confirm they are up and operating (if not
they should not be depreciated).
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O – Observation
I would observe the factory at work and investigate any machines apparently
not in use for possible impairment.
U – Recomputation
I would recompute the depreciation charge to confirm its accuracy.
Motor vehicles
P – Presentation
I would verify that the profit on disposal has been stripped out of the operating
profit reconciliation in the cash flow statements (CFS).
R – Records
I would agree the figures in the note to the FS to the underlying fixed asset
register.
O – Ownership
I would confirm ownership of the new vehicles to purchase invoices.
V – Valuation
I would inspect insurance correspondence to confirm any ‘write-offs’ are written
off in the FS.
E – Existence
I would confirm the existence of new vehicles to registration documents.
(b)
Fixed asset register
A FA register is a detailed document that records everything you could possibly
want to know about each item of PPE:
-
Cost
-
Accumulated depreciation
-
Supplier
-
Date of purchase
Effect on audit
If the above was lost, then it would make auditing fixed assets much harder
because we would have to ask and scrape around for information.
Cost
Of course this will increase the cost of the audit which we may not be able to
pass on to the client.
Limitation
If the loss of the register made it impossible to audit the fixed assets, then a
limitation of scope would result.
Qualification
If the above happened, then the audit opinion would be qualified.
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Sherwood
(a)
P - Presentation
I would inspect the debtors’ note to identify the trade debtors amongst the
other receivables:
Trade
Prepayments
VAT
$m
2,060
x
x
_____
xx
_____
R - Records
I would inspect the list of transactions for the month (for a sample of months)
for credit notes and agree the credit balance to the related sales invoice.
O – Ownership
I would confirm the right to collect a sample of sales invoices in debtors by
agreeing those invoices to customer accepted GDN (goods dispatch note).
V - Valuation
I would inspect the aged analysis and verify all receivables over three months
old have been written off in the FS.
E – Existence
I would confirm existence of trade receivables by debtors’ circularisation.
A – Analytical review
I would calculate debtor days at each month end in order to identify any window
dressing.
E – Enquiry
I would ask the credit controller ‘Are you aware of any problem customers?’
and I would follow up for potential impairment.
I – Inspection
I would inspect a sample of statements and agree statement balances to
debtors’ ledger balances.
O – Observation
I would observe the sales team behaviour for any reckless selling and consider
possible bad debts.
U – Recomputation
I would recompute the provision for bad debts and agree to trade receivables
in the FS.
(b)
Positive circularisation
This process requires that we write to receivables asking them to positively
agree a debtor balance by written reply.
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Negative circularisation
This requires that we write to debtors but suggests that debtors only reply if
they disagree with our balance. If we do this method, we assume no reply
means agreement.
(c)
(i)
Debtor agreement
If a debtor writes back to us to agree the balance we sent him, then we double
check the agreed figure on the response to the debtors’ ledger and then file the
response.
Other tests
Then the debtor would be subject to other tasks like those in (a) above.
(ii)
Disagreement
If the debtor disagrees with our figure, then we need to find out why. Normally
this is easy because the customer tells us.
Investigate
If the customer does not explain the difference, then we would investigate such
things as goods in transit (GIT), cash in transit (CIT), credit notes, etc.
Adjustment
Then once the difference is reconciled, we can ask the client to adjust the debtor
as a profit.
(iii) No reply
If the debtor does not reply, then I would circularise that customer again.
Still no reply
If still no reply, would ask the client if I can phone them. May be I can get
them to agree the balance over the phone.
Still no reply
If it really proves impossible to get the customer to verify the debtor, then the
classic test is after date receipts – simply look at payments received from that
customer after the year end.
Bon (abbreviated)
(a)
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Matter
Reason
Accounts numbers
To identify hidden accounts
Account balances
To give reliability to statements
Security
To assess disclosure of security
Loan contract terms
To assess disclosure of interest and payments
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(b)
(i)
Bank
Bank reconciliation
Bank statements
Overdraft terms
Bank loans
Contract
Cash book receipt
Cash flow forecast repayment.
(ii)
Cash Floats
Float reconciliation
Receipts
Unbanked cash
Till reconciliation
Till roll
Traveller’s cheques
Issue book
Forex rate for foreign TCs
Farrington
(a)
Trade creditors
A – Analytical review
I would calculate creditor days for this year end and last year end because it is
possible the increase in creditors is expansion.
Trade creditors
Creditor days =
x 365
Cost of sales
E – Enquiry
I would ask the purchases manager ‘Are there any problem creditors?’ and
follow up for possible understatement.
I – Inspection
I would inspect a sample of GRNs (goods received notes) either side of the year
end and verify correct inclusion/exclusion from creditors.
O – Observation
I would observe a meeting between my client and a supplier to assess the
relationship and the going concern assumption.
U – Recomputation
I would recompute the creditors’ ledger control and reconciliation.
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(b)
Provisions
P – Presentation
I would verify these two short term liabilities are included in current liabilities
in the balance sheet.
R – Records
I would agree the estimate of legal damages to lawyer correspondence.
O - Obligation
I would confirm the obligation to factory repairs to contract (legal obligation)
and website (constructive obligation).
V – Valuation
I would agree the $72,000 to a surveyor report to verify valuation.
E – Existence
I would confirm the existence of the litigation to court documentation.
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CHAPTER 7
Circular
(a)
Substantive tests
These tests verify the substance of the numbers (and the words) in the financial
statements to give an opinion on the true and fair view.
Monetary unit sampling (MUS)
Because they are obsessed with monetary value, substantive tests utilise
monetary unit sampling.
Control tests
Control tests simply test controls to see if they are working as they should be.
Random sampling
They do not care about monetary value, so control tests use random sampling.
Receivables circularisation
This involves the auditor writing direct to the customers to ask them to agree
the debtor balance. So it is a test focused on monetary value. Therefore, it is
a substantive test.
(b)
Debtors
Balance
&pound;000
A
B
C
D
E
F
G
H
I
J
K
L
M
N
9
2
4
3
7
2
2
9
2
22
2
3
6
12
Accumulated balance
9
11
15
18
25
27
29
38
40
62
64
67
73
85
Sample
(0  9)
(9  11)
(11  15)
(15  18)
(18  25)
(25  27)
(27  29)
(29 389)
(38  40)
(40  62)
(62  64)
(64  67)
(73  73)
(85  85)
Conclusion
So we would write to B, E, H, I, J, M and N.
(c)
Risk
If the auditor’s perception of risk increases (say because he suspects a fraud),
then the auditor will want to write to more debtors.
Interval
To do this the interval is reduced.
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Stratification
A population with two separate populations is broken into those two sub-populations
and audited separately.
Wages
Wages is a particular good example because it has two very different subpopulations: directors’ pay and staff pay.
These two are tested quite differently:
Directors’ pay – Substantive approach
Staff pay – Controls approach
Acceptable
The acceptable error rate (sometimes known as the ‘tolerable error rate’) is the
number of errors an auditor will accept in a sample during a control test.
Two acceptable error rates (AERs)
There are two AERs used in practice dependent upon confidence in the system and
the client:
AER
Confidence
0
2
Low
High
Audit sampling
(a)
We select the entire population in the following circumstances:
Risk
When the risk is very high (eg, suspected fraud), we test every transaction/
balance.
Small population
When population is small (eg, two bank accounts), we test every transaction/
balance.
Directors’ pay
Because of shareholders’ obsession with directors’ pay we test all the directors.
(b)
Random sampling
For random sampling each item as an equal chance of selection.
Control tests
Random sampling is used for control tests because it has no interest in
monetary value.
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Monetary unit sampling (MUS)
For MUS each &pound;1 has equal chance of selection.
Substantive testing
MUS is used for substantive testing because of its focus on monetary value.
(c)
Type of test
First the auditor should consider which type of test is required (control test or
substantive test).
Risk
Then the auditor should consider the risk in the balance or transaction stream.
Population
The auditor should bear in mind the size of the population.
History
The auditor should consider the evidence of previous year’s test.
Qualification
The auditor should consider the qualification of staff involvement as this might
imply the likely frequency of errors.
(d)
ISA
Statistical sampling techniques are a requirement of the International
Standards of Auditing.
Extrapolation
They are required because you can extrapolate from a statistical sample to a
population.
Court
Statistical sampling will look better than the alternative if we are unfortunate
enough to be taken to court.
Fraud
Statistical sampling will usually have a better chance of spotting a fraud than
the alternative.
(e)
Non-statistical sampling
This is essentially pure judgement; we choose which items we want to test.
Statistical sampling
Surprisingly, this is mostly judgement with a little statistics surfing on the top.
Examples of judgement used in statistical sampling are as follows:
-
Type of test used
-
Sample size
-
Stratification
-
Risk
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Newark
(a)
Computer assisted audit techniques (CAATs)
Essentially CAATS simply means using a computer to audit the client’s computer
and so audit the FS. There are two forms of test so there are two forms of
computer-based test.
Computer control tests
This involves using an auditor computer to perform tests of control. It is often
called ‘test data’ because it usually involves making up fake data in order to
test those controls.
Test data
So the auditor uploads the client’s programs (system) onto his computer and
then inputs audit data.
Computer substantive tests
This involves an auditor using a computer to perform substantive procedures.
It is often called ‘audit software’ because the auditor uses software to perform
the substantive tests.
Audit software
So the auditor uploads the client’s data onto his computer and then applies
audit programs.
(b)
Table
Client
Auditor
Computer control tests
Programs
Data
Computer substantive tests
Data
Programs
Receivables days
The computer will calculate receivable days at each month end and look for
discrepancies to identify any window dressing.
Receivables ledger control account reconciliation (RLCAR)
The computer will re-perform the RLCAR to verify the accuracy of internal
recording.
Sales tax
The computer will re-perform the calculation of sales tax on a sample of
receivable invoices to verify the valuation of receivables.
(c)
Product codes
The computer will ensure that sales invoices can only be raised for product
codes on the product list by attempting to input sales for products not on the
list.
Date
The computer will ensure that the sales invoice date always matches dispatch
date by attempting to input other dates.
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Units sold
The computer will ensure that units sold cannot exceed a ceiling by attempting
to input volumes above that ceiling.
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CHAPTER 8
Robbed
(a)
Summary
Of course, all material financial events need reporting in fs. But equally obviously,
events need reporting in the right period. EARP are often the discovery of problems.
But EARP should be reported when the problem actually occurred and not when the
discovery was made. IAS10 was issued to make this clear.
Adjusting EARP
These are events that occur after the year end that give evidence of a condition
existing at the year end. So the fs are adjusted.
Non-adjusting EARP
These are events that occur after the year end that have no connection to the year
end. So the figures in the fs remain unadjusted. But usually when the issue is
significant the event is disclosed in the notes.
(b)
Discovery
The discovery of the fraud is the EARP. But of course of far greater significance then
the discovery is the fraud itself.
$10m
The $10m was stolen before the year end and has not been recorded. So it must be
recorded in the current fs. This is an adjusting EARP. Frankly the $10m would almost
certainly be disclosed as well.
$20m
This was stolen after the year end and the cash was in the bank at the year end. So
it would be silly to pretend that the cash was not in the bank at the year end, because
it was. So there is no adjustment in the current fs figures. This is a non-adjusting
EARP. But the amount is so huge that almost certainly the $20m would require
disclosure in the notes.
(c)
Bank Statements
The external auditor should inspect the bank statements either side of the year end
and trace the fraudulent transactions to verify that the fraud did split $10m/$20m in
the way the IA have said.
Insurance
Review insurance documentation to see if there is any unrecorded asset for a likely
insurance payment.
FS
The external auditor should inspect the fs and confirm that the fraud has been
recorded as described in part (b) to verify the presentation of fs accords with
standards.
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(d)
Other branches
The external auditor should review the bank statements of other branches to see if
similar fraudulent transactions have occurred elsewhere in the entity.
IA
The eternal auditor should read all the other IA reports since the year end to see if
the IA have made other discoveries that require consideration.
Minutes
The external auditor should read the board minutes since the year end to see if this
reveals any issues that need disclosure in the current fs.
(e)
EARP
The debtor went bad before the FS were signed, so the customer’s insolvency is an
EARP. Given that the EARP indicates the asset was probably not receivable as at the
y/e, the debtor should be written off. This is an adjusting event.
Change
Even though the FS have been signed off, the fs still need to be changed because
they are wrong. The fs include an asset that is not an asset. Also this is because
the EVENT occurred before they were signed (even if knowledge of the event was
delayed).
Alteration
If the directors alter the FS to put this right, the auditors must:
●
verify the correction has been done properly
●
verify that no other adjustments have been made in the FS
●
audit the “gap” from the date of initial FS signing to the new FS signing date,
as their “active duty” period has now been extended (because EARP now run
up to the new FS signing date)
●
issue a new audit report, dated on or after the new FS signing date
No alteration
If the directors refuse to change the FS, and refuse to allow a new audit report to be
written (the FS are not true and fair, so a qualified opinion is now needed), the auditor
should take legal advice, will consider resignation (lack of client integrity), and may
report the matter at the AGM (for a listed company, a Stock Exchange announcement
may be necessary as well).
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Struggle
(a)
Going concern assumption
The old idea of the going concern assumption is something like this: A reader
of FS may assume that the entity will continue for the foreseeable future unless
told otherwise.
Risks
However, the new adaptation of this idea looks at risks. The relevant
accounting standards (IAS32 and IFRS7) require entities disclose their risks
especially any that might bring the entity down whilst not requiring entities to
make any promises about the future.
(b)
Substantive procedures
(A) Analysis
I will calculate gearing and compare to industry average to identify whether
Struggle is a going concern.
(E) Enquire
I will ask directors about new products in the pipeline to replace the one main
product to identify whether Struggle is a going concern.
(I) Inspection
I will surf the net looking for generic competition with Struggle Limited to
understand the seriousness of illegal competition to identify whether Struggle
is a going concern.
(O) Observation
I will observe board meetings and especially listen to directors’ thoughts about
the future to identify whether Struggle is a going concern.
(U) Recomputation
I will recompute the calculations in the budgets and assess the picture that they
paint for the future to identify whether Struggle is a going concern.
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CHAPTER 9
Fourfold
Material
Pervasive
(a)
Misstatement
Insufficient evidence
Except for
Misstatement
Except for
insufficient
Evidence
Adverse
Disclaimer
Type: Misstatement
The auditor has a disagreement with directors over the misstatement in
receivables. An impairment has been wrongly ignored.
Significance: Material
The problem is material because it exceeds threshold materiality:
Threshold Problem
Materiality &lt;
10% ($50m)
$12m
Conclusion: Except for misstatement
So the audit report opinion will be modified ‘except for misstatement’.
Opinion
Chu Limited failed to recognise a receivables impairment of $12m in spite of
customer insolvency straight after the year end.
Except for the above material misstatement the rest of the FS show a true and
fair view.
(b)
Type: Insufficient evidence
The poor inventory count resulted in insufficient evidence to support the stock
valuation so, because of the scope limitation, we do not know for sure if the
$10m is right or wrong.
Significance: Material
The problem exceeds threshold materiality and so is material:
Threshold Problem
Materiality &lt;
10% ($20m)
$10m
Conclusion: Except for insufficient evidence
So the result is an opinion modified ‘except for insufficient evidence’.
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Opinion
Nimbus Limited made a very poor attempt to conduct their inventory count. As
a result inventory valued at $10m cannot be verified.
Except for the above insufficient evidence, in my opinion the FS show a true
and fair view.
(c)
Type: Misstatement
The exclusion of more than half of the entity from the FS is obviously a mistake.
Significance: Pervasive
The mistake is so massive that it makes every line in the FS wrong.
Conclusion: Adverse
So the audit opinion would be modified to an adverse opinion.
Opinion
Miramee Limited has excluded its manufacturing segment from its FS. This
segment represents roughly two thirds of the business. As a result, in my
opinion, the FS do not show a true and fair view.
(d)
Type: Insufficient evidence
The books are so poor that JJ present almost no evidence to support the FS.
Significance: Pervasive
Cash sales is what JJ does but there are no records for cash sales so we do not
know what cash has flowed in nor what cash has flowed out.
Conclusion
The result would be a disclaimer opinion.
Opinion
JJ is a cash retailer with no cash sales system at all so there is insufficient
evidence to support any figure in the FS. As a result I can offer no opinion on
the FS.
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Going
The ISA on going concern uses a flowchart which may be simplified as follows:
Risks of insolvency? No
(Struggling?)
Yes
Disclosed?
Yes
Unmodified report
Unmodified opinion
(2)
Modified report
No
Modified opinion
(1)
Material misstatement
Undisclosed risks of insolvency
Accounting Standards require disclosure of risks of insolvency so if there are risks of
insolvency and they are not disclosed obviously a modified opinion is required
(material misstatement (1)).
Disclosed risks of insolvency
But if there are risks of insolvency and they are honestly disclosed then this is both
true and fair so the opinion must be unmodified (2).
Emphasis
However, the ISA requires an emphasis paragraph to slot into the audit report:
A
Address
I
Introduction
R
Responsibilities
B
Basis of opinion
O
Opinion (unmodified)
S
Signature
An emphasis paragraph would slot into the above unqualified report between the B
and the O. The emphasis would look something like this:
Emphasis – This entity has risks of insolvency. These are discussed in note (x).
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CHAPTER 10
Fraud
External auditor (EA) responsibility
EA are required to audit financial statements (FS) and report their opinion to
shareholders.
EA responsibility for fraud
So it follows from the above that EA have absolutely no direct responsibility for the
detection of fraud.
Material misstatement
However, EA are responsible for detecting material misstatements whether from
error or fraud. This gives EA an indirect responsibility for material fraud detection.
Internal audit (IA) responsibility
IA are required by directors to audit whatever directors require auditing.
IA responsibility for fraud
So when the IA have been asked to investigate for fraud, obviously the IA are
responsible for the detection of fraud.
IA general responsibility for fraud
However, IA will be expected to be aware of the possibility of fraud even when
auditing something else. For example, if IA are investigating purchases efficiency
they would still be expected to keep an eye out for fraud. This general responsibility
would appear in the IA charter.
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A
Audit framework and regulation
1.
The concept of audit and other assurance engagements
a)
Identify and describe the objective and general principles of external audit
engagements.[2]
b)
Explain the nature
engagements.[1]
c)
Discuss the concepts of accountability, stewardship and agency.[2]
d)
Define and provide the objectives of an assurance engagement.[1]
e)
Explain the five elements of an assurance engagement.[2]
f)
Describe the types of assurance engagement.[2]
g)
Explain the level of assurance provided by an external audit and other review
engagements and the concept of true and fair presentation.[1]
2.
External audits
a)
Describe the regulatory environment within which external audits take place.[1]
b)
Discuss the reasons and mechanisms for the regulation of auditors.[1]
c)
Explain the statutory regulations governing the appointment, rights, removal
and resignation of auditors.[1]
d)
Explain the regulations governing the rights and duties of auditors.[1]
e)
Describe the limitations of external audits.[1]
f)
Explain the development and status of International Standards on Auditing
(ISAs).[1]
g)
Explain the relationship between International Standards on Auditing and
national standards.[1]
3.
Corporate governance
a)
Discuss the objectives, relevance and importance of corporate governance.[2]
b)
Discuss the provisions of international codes of corporate governance (such as
OECD) that are most relevant to auditors.[2]
c)
Describe good corporate governance requirements relating to directors’
responsibilities (e.g. for risk management and internal control) and the
reporting responsibilities of auditors.[2]
d)
Analyse the structure and roles of audit committees and discuss their benefits
and limitations.[2]
e)
Explain the importance of internal control and risk management.[1]
f)
Discuss the need for auditors to communicate with those charged with
governance.[2]
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4.
Professional ethics and ACCA’s Code of Ethics and Conduct
a)
Define and apply the fundamental principles of professional ethics of integrity,
objectivity, professional competence and due care, confidentiality and
professional behaviour.[2]
b)
Define and apply the conceptual framework, including the threats to the
fundamental principles of self-interest, self-review, advocacy, familiarity, and
intimidation.[2]
c)
Discuss the safeguards to offset the threats to the fundamental principles.[2]
d)
Describe the auditor’s responsibility with regard to auditor independence,
conflicts of interest and confidentiality.[1]
5. Internal audit and governance, and the differences
between external audit and internal audit
a)
Discuss the factors to be taken into account when assessing the need for
internal audit.[2]
b)
Discuss the elements of best practice in the structure and operations of internal
audit with reference to appropriate international codes of corporate
governance.[2]
c)
Compare and contrast the role of external and internal audit.[2]
6. The scope of the internal audit function, outsourcing and
internal audit assignments
B
a)
Discuss the scope of internal audit and the limitations of the internal audit
function.[2]
b)
Explain outsourcing.[1]
c)
Explain the advantages and disadvantages of outsourcing the internal audit
function.[1]
d)
Discuss the nature and purpose of internal audit assignments including value
for money, IT, financial, regulatory compliance, fraud investigations and
customer experience.[2]
e)
Discuss the nature and purpose of operational internal audit assignments. [2]
f)
Describe the format and content of audit review reports and make appropriate
recommendations to management and those charged with governance.[2]
Planning and risk assessment
1.
Obtaining and accepting audit engagements
a)
Discuss the requirements of professional ethics in relation to the acceptance of
new audit engagements.[2]
b)
Explain the preconditions for an audit.[2]
c)
Explain the process by which an auditor obtains an audit engagement.[2]
d)
Justify the importance of engagement letters and their contents.[1]
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2.
Objective and general principles
a)
Identify the overall objectives of the auditor and the need to conduct an audit
in accordance with ISAs .[2]
b)
Explain the need to plan and perform audits with an attitude of professional
scepticism, and to exercise professional judgment.[2]
3.
Assessing audit risks
a)
Explain the components of audit risk.[1]
b)
Explain the audit risks in the financial statements and explain the auditor’s
response to each risk.[2]
c)
Define and explain the concepts of materiality and performance materiality.[2]
d)
Explain and calculate materiality levels from financial information.[2]
4.
Understanding the entity and its environment
a)
Explain how auditors obtain an initial understanding of the entity and its
environment.[2]
b)
Describe and explain the nature, and purpose of, analytical procedures in
planning.[2]
c)
Compute and interpret key ratios used in analytical procedures.[2]
5.
Fraud, laws and regulations
a)
Discuss the effect of fraud and misstatements on the audit strategy and extent
of audit work.[2]
b)
Discuss the responsibilities of internal and external auditors for the prevention
and detection of fraud and error.[2]
c)
Explain the auditor’s responsibility to consider laws and regulations.[2]
6.
Audit planning and documentation
a)
Identify and explain the need for and important of planning an audit.[2]
b)
Identify and describe the contents of the overall audit strategy and audit plan. [2]
c)
Explain and describe the relationship between the overall audit strategy and
the audit plan.[2]
d)
Explain the difference between interim and final audit.[1]
e)
Describe the purpose of an interim audit, and the procedures likely to be
adopted at this stage in the audit.[2]
f)
Describe the impact of the work performed during the interim audit on the final
audit.[2]
g)
Explain the need for, and the importance of, audit documentation.[1]
h)
Describe the form
documentation.[2]
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i)
C
Explain the procedures to ensure safe custody and retention of working
papers.[1]
INTERNAL CONTROL
1.
Internal control systems
a)
Explain why an auditor needs to obtain an understanding of internal control
relevant to the audit.[1]
b)
Describe and explain the five components of internal control
[2]
i)
the control environment
ii)
the entity’s risk assessment process,
iii)
the information system, including the related business processes, relevant
to financial reporting, and communication
iv)
control activities relevant to the audit
v)
monitoring of controls
2. The use and evaluation of internal control systems by
auditors
a)
Explain how auditors record internal control systems including the use of
narrative notes, flowcharts, internal control questionnaires and internal control
evaluation questionnaires.[2]
b)
Evaluate internal control components, including deficiencies and significant
deficiencies in internal control.[2]
c)
Discuss the limitations of internal control components.[2]
3.
Tests of control
a)
Describe computer systems controls including general IT controls and
application controls.[2]
b)
Describe control objectives, control procedures, activities and tests of control
in relation to:
i)
The sales system
ii)
The purchases system
iii)
The payroll system
iv)
The inventory system
v)
The cash system
vi)
Non-current assets
4.
Communication on internal control
a)
Discuss and provide examples of how the reporting of significant deficiencies in
internal control and recommendations to overcome those significant
deficiencies are provided to management.[2]
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D
AUDIT EVIDENCE
1.
Financial statement assertions and audit evidence
a)
Explain the assertions contained in the financial statements about:
(i)
Classes of transactions and events;
(ii)
Account balances at the period end;
(iii)
Presentation and disclosure
[2]
b)
Describe audit procedures to obtain audit evidence, including inspection,
observation, external confirmation, recalculation, re-performance, analytical
procedures and enquiry.[2]
c)
Discuss the quality and quantity of audit evidence.[2]
d)
Discuss the relevance and reliability of audit evidence.[2]
2.
Audit procedures
a)
Discuss substantive procedures for obtaining audit evidence.[2]
b)
Discuss and provide examples of how analytical procedures are used as
substantive procedures.[2]
c)
Discuss the problems associated with the audit and review of accounting
estimates.[2]
d)
Describe why smaller entities may have different control environments and
describe the types of evidence likely to be available in smaller entities. [1]
e)
Discuss the difference between tests of control and substantive procedures.[2]
3.
Audit sampling and other means of testing
a)
Define audit sampling and explain the need for sampling.[1]
b)
Identify and discuss the differences between statistical and non-statistical
sampling.[2]
c)
Discuss and provide relevant examples of the application of the basic principles
of statistical sampling and other selective testing procedures.[2]
d)
Discuss the results of statistical sampling, including consideration of whether
additional testing is required.[2]
4.
The audit of specific items
For each of the account balances stated in this sub-capability:
Explain the audit objectives and the audit procedures in relation to:
a)
b)
210
Receivables:[2]
i)
direct confirmation of accounts receivable
ii)
other evidence in relation to receivables and prepayments, and
iii)
completeness and occurrence of sale.
Inventory:[2]
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c)
d)
e)
f)
g)
i)
inventory counting procedures in relation to year-end and continuous
inventory systems
ii)
cut-off
iii)
auditor’s attendance at inventory counting
iv)
direct confirmation of inventory held by third parties,
v)
valuation
vi)
other evidence in relation to inventory.
Payables and accruals:[2]
i)
supplier statement reconciliations and direct confirmation of accounts
payable,
ii)
obtain evidence in relation to payables and accruals, and
iii)
purchases and other expenses.
Bank and cash[2]
i)
bank confirmation reports used in obtaining evidence in relation to bank
and cash
ii)
other evidence in relation to bank and
iii)
other evidence in relation to cash.
Tangible and intangible non-current assets[2]
i)
evidence in relation to non-current assets and
ii)
depreciation
iii)
profit/loss on disposal.
Non-current liabilities, provisions and contingencies[2]
i)
evidence in relation to non-current liabilities
ii)
provisions and contingencies.
Share capital, reserves and directors’ emoluments:[2]
i)
evidence in relation to share capital, reserves and directors’ emoluments.
5.
Computer-assisted audit techniques
a)
Explain the use of computer-assisted audit techniques in the context of an
audit.[1]
b)
Discuss and provide relevant examples of the use of test data and audit
software.[2]
6.
The work of others
a)
Discuss why auditors rely on the work of others.[2]
b)
Discuss the extent to which external auditors are able to rely on the work of
experts, including the work of internal audit.[2]
c)
Explain the audit
organisations.[2]
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E
d)
Explain the extent to which reference to the work of others can be made in
audit reports.[1]
7.
Not-for-profit organisations
a)
Apply audit techniques to not-for-profit organisations.[2]
REVIEW AND REPORTING
1.
Subsequent events
a)
Explain the purpose of a subsequent events review.[1]
b)
Explain the responsibilities of auditors regarding subsequent events.[1]
c)
Discuss the procedures to be undertaken in performing a subsequent events
review.[2]
2.
Going concern
a)
Define and discuss the significance of the concept of going concern.[2]
b)
Explain the importance of and the need for going concern reviews.[2]
c)
Explain the respective responsibilities of auditors and management regarding
going concern.[1]
d)
Identify and explain potential indicators that an entity is not a going concern.[2]
e)
Discuss the procedures to be applied in performing going concern reviews. [2]
f)
Discuss the disclosure requirements in relation to going concern issues. [2]
g)
Discuss the reporting implications of the findings of going concern reviews. [2]
3.
Written representations
a)
Explain the purpose of and procedure for obtaining written representations.[2]
b)
Discuss the quality and reliability of written representations as audit evidence. [2]
c)
Discuss the circumstances where written representations are necessary and the
matters on which representations are commonly obtained.[2]
4.
Audit finalisation and the final review
a)
Discuss the importance of the overall review of evidence obtained.[2]
b)
Describe procedures an auditor should perform in conducting their overall
review of financial statements.[2]
c)
Explain the significance of uncorrected misstatements.[1]
d)
Evaluate the effect of dealing with uncorrected misstatements.[2]
5.
Audit reports
a)
Identify and describe the basic elements of the auditor’s report.[1]
b)
Explain unmodified audit opinions in the auditor’s report.[2]
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c)
Explain modified audit opinions in the audit report.[2]
d)
Describe the format and content of emphasis of matter and other matter
paragraphs.[2]
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