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PREFACE

At the beginning of the text are four chapters setting out the audit environment dealing with the 
role and organization of the accounting profession in the context of auditing, the nature and purpose of 
financial statement audits, an explanation of the nature and significance of ethical responsibilities in 
meeting professional expectations and a discussion as to the legal responsibility of auditors to those 
relying on their services.

The basic techniques of planning and performing the audit are explained in Chapters 5 to 9. Their 
application to major transaction classes and account balances and the issue of the auditors’ report is 
then described in Chapters 10 to 15. This aspect of the audit process is developed in a logical and 
consistent fashion explaining the implications of risk assessment in developing the audit strategy and 
the relevance of assertions in identifying the applicable audit objectives.

The final two chapters, 16 and 17, look to the impact of IT and e-Commerce and identify issues
likely to be of concern to the next generation of auditors.

At the time of writing the practice and regulation of auditing was undergoing a period of
substantial development and change. This includes:

• developments in corporate and enterprise governance;
• revision of ISAs as part of the IAASB’s ‘Clarity Project’;
• development of standards relating to assurance engagements (other than audit) as well as for other 

audit related and nonassurance services;
• the phased introduction of the UK Companies Act 2006 commencing in 2007  through to October 

2008;
• the EU Statutory Audit Directive (revised 8th Company Law);
• developments in ‘audit quality’ .

This text reflects these developments so far as their outcome can be reasonably anticipated in order to 
ensure that it reflects the current state of auditing at the time of publication. However, readers are 
expected to be aware of these developments and to amend their understanding of auditing by reference 
to developments after the date of publication. In particular, it should be noted that the IAASB project 
on revision of the reporting standard is incomplete. The text therefore assumes that the UK standard 
will continue to apply as at the date of publication. Readers should be aware that this is likely to be 
replaced by a revised International Standard on Auditing during the currency of this text.

Particular Features of This Text
• A glossary introducing technical terms used in auditing standards and throughout the text, as a ready 

means of reference by students.
• At the start of each chapter:

-  an overview of the chapter contents;
-  learning objectives applicable to that chapter;
-  international professional statements on auditing and accounting relevant to the chapter.

• Within each chapter:

-  learning checks at the end of each section to identify and reinforce the key issues, ideal for 
reviewing chapter content and for revision.



• At the end of each chapter:

-  a comprehensive bibliography of further reading;
-  multiple-choice questions to test the understanding of material presented in the chapter;
-  discussion questions to stimulate thinking and to promote discussion in class use;
-  professional application questions drawn mainly from the examinations of professional bodies in 

the UK and overseas which both encourage students in developing professional skills and prepare 
those intending to sit the examinations of such professional bodies.

• Answers to multiple-choice and professional application questions are provided at the end of the text 
to enable readers to test their comprehension and to provide a guide as to how to answer examina
tion questions.

Supplementary material available at www.wileyeurope.com/college/cosserat 
to colleges adopting the text
• An instructors’ manual containing extensive further questions and answers.
• PowerPoint presentation disks, which may either be used for onscreen presentations or printed out 

for use on overhead projectors.
• Additional online resources including supplementary material, updates and further questions and 

answers.

http://www.wileyeurope.com/college/cosserat
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PREFACE

Background to First and Second Editions
This text is based on an original US text by W alter G. Kell and Richard E. Ziegler adapted for use in 
Australia by Gudarshan Gill and Graham Cosserat. (The latest edition of the US text is authored by 
William C. Boynton and Raymond N. Johnson.) Gill and Cosserat developed the Australian text 
through six editions between 1985  and 200 1  during the course of which it has become a leading text 
adopted by many Australian universities and colleges. For the fifth and sixth editions Gill and Cosserat 
were joined by Philomena Leung, Associate Professor at the Royal M elbourne Institute o f Technology 
University, M elbourne, and Paul Coram o f the University of W estern Australia. During the course of 
its Australian development the book has benefited immensely from feedback from lecturers and 
students. It is, in every respect, a fully tried-and-tested text.

W ith the harmonization of auditing standards the decision was taken to produce a text of universal 
application to auditing worldwide. The text is now available in both an Australian and this, a UK, 
version, each of which is written to be fully com pliant with both domestic and international accounting 
and auditing standards. This reflects the development of auditing as a wholly universal profession and 
develops students capable of practising auditing in a truly global marketplace.

Overview to the Third Edition
This text is written for introductory courses in auditing at undergraduate, graduate and professional 
levels. The objective of the text is to provide a comprehensive and integrated coverage of the latest 
developments in the environment and methodology of auditing. In December 200 4  the Auditing 
Practices Board (APB) of the UK and Ireland adopted the majority of International Standards on 
Auditing (ISAs) (in adapted form). At the time of writing, the International Auditing and Assurance 
Standards Board (IAASB) is redrafting all its ISAs to improve their clarity and to make them easier to 
aPply and to translate (the ‘Clarity Project’). From a UK perspective the APB has devoted considerable 
resources to the lAASB’s ‘Clarity Project’ as part of the overall process of harmonizing financial reporting 
and auditing within the European Union. Other aspects of harmonization include ethical codes and 
professional conduct as well as corporate and enterprise governance. This edition also covers develop
ments in these areas. In the UK the Companies Act 200 6  introduced a wide range of new measures 
that has implications for investors, company directors and auditors and is featured in this edition.
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At the beginning of the text are four chapters setting out the audit environment dealing with the 
role and organization of the accounting profession in the context o f auditing, the nature and purpose of 
financial statement audits, an explanation of the nature and significance of ethical responsibilities in 
meeting professional expectations and a discussion as to the legal responsibility of auditors to those 
relying on their services.

The basic techniques o f planning and performing the audit are explained in Chapters 5 to 9. Their 
application to m ajor transaction classes and account balances and the issue o f the auditors’ report is 
then described in Chapters 10 to 15. This aspect o f the audit process is developed in a logical and 
consistent fashion explaining the im plications of risk assessment in developing the audit strategy and 
the relevance o f assertions in identifying the applicable audit objectives.

The final two chapters, 16 and 17, look to the impact of IT  and e-Comm erce and identify issues 
likely to be of concern to the next generation of auditors.

At the time o f writing the practice and regulation of auditing was undergoing a period of
substantial development and change. This includes:

• developments in corporate and enterprise governance;
• revision of ISAs as part of the IAASB’s ‘Clarity Project’;
• development of standards relating to assurance engagements (other than audit) as well as for other 

audit related and nonassurance services;
• the phased introduction of the UK Companies Act 2 0 0 6  commencing in 2 0 0 7  through to O ctober 

200 8 ;
• the EU Statutory Audit Directive (revised 8th Company Law);
• developments in ‘audit quality’ .

This text reflects these developments so far as their outcome can be reasonably anticipated in order to 
ensure that it reflects the current state o f auditing at the time o f publication. However, readers are 
expected to be aware of these developments and to amend their understanding o f auditing by reference 
to developments after the date of publication. In particular, it should be noted that the IAASB project 
on revision o f the reporting standard is incomplete. The text therefore assumes that the UK standard 
will continue to apply as at the date of publication. Readers should be aware that this is likely to be 
replaced by a revised International Standard on Auditing during the currency of this text.

Particular Features of This Text
• A glossary introducing technical terms used in auditing standards and throughout the text, as a ready 

means o f reference by students.
• At the start of each chapter:

-  an overview o f the chapter contents;
-  learning objectives applicable to that chapter;
-  international professional statements on auditing and accounting relevant to the chapter.

• W ithin each chapter:

-  learning checks at the end of each section to identify and reinforce the key issues, ideal for 
reviewing chapter content and for revision.
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• At the end of each chapter:

-  a comprehensive bibliography of further reading;
-  multiple-choice questions to test the understanding of material presented in the chapter;
-  discussion questions to stimulate thinking and to promote discussion in class use;
-  professional application questions drawn mainly from the exam inations of professional bodies in 

the UK and overseas which both encourage students in developing professional skills and prepare 
those intending to sit the examinations of such professional bodies.

• Answers to multiple-choice and professional application questions are provided at the end of the text 
to enable readers to test their comprehension and to provide a guide as to how to answer exam ina
tion questions.

Supplementary m aterial available at www.wileyeurope.com/college/cosserat 
to colleges adopting the text
• An instructors’ manual containing extensive further questions and answers.
• PowerPoint presentation disks, which may either be used for onscreen presentations or printed out 

for use on overhead projectors.
• Additional online resources including supplementary material, updates and further questions and 

answers.

http://www.wileyeurope.com/college/cosserat
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CHAPTER 1

0  LEARNING OBJECTIVES
After studying this chapter you should be able to:

1 appreciate how auditing developed

2 discuss the historical and other factors that influence the role o f auditors, and the resulting 
complexities o f meeting public expectations

3 explain the scope of auditing within the assurance framework and its relationship with other 
nonaudit services

4 describe the accounting profession in the United Kingdom and the constituencies that influence 
the profession and audit practices

5 explain the nature of and scope of assurance services performed by public accountants

6 explain the nature of nonaudit services, and describe several types performed by public accountants

7 distinguish different types o f audit activity and auditor

8 explain the regulatory framework for ensuring quality services

9 state the elements of quality control applicable for audits and assurance services.

0 PROFESSIONAL STATEMENTS
International Fram ew ork  fo r  A ssurance E ngagem ents
O bjective and  G enera l Principles G overning  an A udit o f  Financial Statem ents 
T h e A u d ito r’s R esponsibility to C o nsider F rau d  in an A udit o f  Financial 
Statements
Consideration o f  Law s a n d  R egulations in an A udit o f  Financial Statem ents 
Q uality C ontrol fo r  A udits o f  H istorical Financial In form ation  
T he Consideration o f  Environm ental M atters in the A udit o f  Financial Statements 
Quality C ontrol fo r Firm s that P erform  Audits a n d  Reviews o f  Historical 
Financial Inform ation, and  O ther A ssurance and  R elated Services E ngagem ents

Audit (as well as other assurance services) plays a vital role in business, government and our economy. 
The nature of this role will be explained in Chapter 2. Evidence o f its importance is provided by the fact 
that all of the following bodies are required to have an annual audit:

• all public and larger private companies
• government departments, local authorities, NH S Health Trusts and local authorities
• registered charities and other ‘not-for-profit’ organizations, including educational institutions.

IAASB 
ISA 20 0  
ISA 24 0

ISA 25 0  
ISA 22 0  
IA PS1010 
ISQ C  1



Auditing and the public accounting profession

It is estimated that well over a million audits annually are conducted in accordance with statutory 
requirements in the member states of the European Union.

Auditing services have been changing rapidly since the early 1990s. Audit practices have been 
evolving in response to growing public expectations of accountability and to the complexities in 
economic and technological advances being made in business organizations. An im portant recent 
development has been the challenge o f globalization and the need for harmonization of financial 
reporting in facilitating the most efficient allocation of investment funds globally. Harmonization 
applies not only to the financial reporting standards applied in preparing financial statements but also 
to the credibility attached to the audit process. As a vocation, therefore, a career in audit and assurance 
offers the opportunity to work in a challenging and rewarding dynamic business environment as well 
as providing the opportunity to develop a thorough understanding of a wide range of professional 
services and serve the interests of users of financial information.

This chapter traces the conceptual development of auditing over the years. It also provides a broad 
framework of the accounting and auditing profession and its related associations, a description of the 
general types of audit activity and a review of the system of quality procedures prescribed for the 
profession.

The Evolution of Auditing Practices
Auditing has developed from what, in the twelfth century, was primarily a check of the accounting for 
stocks and revenues by authorized officers of the Exchequer of England into a sophisticated profes
sional assurance service performed by independent accountants in the interests of their clients and 
other users of financial information. This section describes the development o f the auditing role over 
the years, with particular reference to the nature and objectives o f auditing, the responsibilities of 
auditors and the evolution of the accounting and auditing profession. This historical perspective is 
particularly relevant given the current shift away from traditional accounting and auditing services to a 
broad variety of assurance services more relevant to the emerging inform ation revolution.

The traditional conformance role of auditing
The traditional conform ance role of auditing first appeared in the United Kingdom during the 1800s. 
The nature of this role was articulated in m ajor legal case decisions at the end o f that century. In fact, 
the development of the auditing role is very much an outcome of court cases, as is seen in the following 
sections.

Auditing in the United Kingdom
The word ‘auditing’ comes from the Latin word au d ire , meaning ‘to hear’ . In the late Middle Ages in 
Britain, accounts o f revenue (tax receipts) and expenditure for manors and estates were both ‘heard’ by 
an auditor, whose task was to examine such accounts. W ith the spread of double-entry book-keeping, 
first described by Luca Pacioli in 1494 , associations o f accountants were formed, and auditing 
gradually established an important role.

Auditing as we know it today can be traced back to the development o f joint-stock corporations in 
the United Kingdom during the Industrial Revolution from the early 1800s. The increasing use of the
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company form of business organization led to growth of a professional class of managers who handled 
large sums o f capital on behalf o f shareholders. Recognizing the need for periodic reporting by 
managers to shareholders, the Jo in t Stock Companies Registration and Regulation (Joint Stock 
Companies Act) 1844  stipulated that ‘D irectors shall cause the Books of the Company to be balanced, 
and a full and fair Balance Sheet to be made up.’ The Act provided for the appointment of auditors who 
were empowered to examine the accounts o f the company.

Regulation 94  o f the UK Companies Act 1862  required the auditors to state in their report.

. . .  whether, in their Opinion, the Balance-Sheet is a full and fair Balance-Sheet, containing the particulars required 
by these Regulations, and properly drawn up so as to exhibit a true and correct view of the State o f the Company’s 
Affairs . . .  such Report shall be read, together w ith the Report o f the Directors, at the Ordinary M eeting.

Table 1.1 shows the development of the audit function through successive Companies Acts. In 
particular it shows how the audit first became compulsory for all companies in 1900 , how the auditors 
were required to have appropriate professional qualifications from 1948 and how the accounts to be 
reported on and the wording o f the report gradually evolved over time. Sometimes the legislation was 
revolutionary and designed to curb abuses, such as the introduction of compulsory audits for specific 
classes of business during the latter part of the nineteenth century. On other occasions the legislation 
merely confirmed and regularized practices that had become commonplace. By 1900  most companies 
with significant numbers of outside shareholders were audited and, by 1948, m ost auditors were 
professionally qualified.

Table 1.1 Developm ent o f audit requirements in com panies legislation

ACT AUDIT REQUIREMENTS/ 
RESPONSIBILITIES

INFORMATION TO 
BE AUDITED

REPORT
WORDING

1844 Joint Stock 
Companies Act

Required but neither 
independent nor professional

Balance sheet Full and fair

1856 Companies Act Not compulsory. Model set of 
articles, published as a Table to 
the Act, and whose adoption was 
optional, incorporated the audit 
requirements of the 1844 Act

Balance sheet Full and fair

1868 Regulation of 
Railways Act

Compulsory audit Uniform balance sheet —

1871

1879
1882

Gas

Banks
Electricity

Sim ilar requirements as for 
railways

1900 Companies Act Compulsory audit. Not by a 
director or officer. Auditor given 
right of access to books, 
records, information and 
explanations

Balance sheet True and correct

1948 Companies Act Professional audit Balance sheet True and fair
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1976
1980
1981

Companies Act Auditors’ powers progressively 
strengthened especially against 
arbitrary dismissal and given 
right of access to subsidiaries' 
records

Increasing disclosure 
requirements in P& L 
and notes to be 
covered by auditors’ 
report. True and fair 
override introduced

True and fair

1989 Companies Act Statutory regulation of auditors Recognition of 
accounting standards

True and fair

2006 Companies Act Reckless reporting by auditors  
becomes a criminal offence. 
Provisions for limitation of 
auditors’ liability introduced. 
Auditors to consider whether 
‘adequate’ accounting records 
have been kept

Recognition of 
international 
accounting standards

True and fair

It is sometimes suggested that the emphasis of the Companies Act auditing requirements has changed 
over the years from fraud and error detection to attesting the credibility o f financial statements for 
investment purposes. For example, in Lawrence R . D icksee’s book A uditing: A  Practical M anual fo r  
A uditors,1 published in 1892 , the objective o f an audit was said to be threefold:

• the detection o f fraud
• the detection of technical errors
• the detection of errors o f principle.

The Companies Act 2 0 0 6  recital of auditors’ responsibilities still reflects the unsophisticated methods 
employed by V ictorian directors to mislead their shareholders, notably the requirement to determine 
whether or not the com pany’s accounts are in agreement with the accounting records. W ith the 
increasing sophistication of creative accounting and the development of the securities markets, 
directors are more likely to defraud investors by producing accounts intended to mislead the securities 
markets rather than by the simple device of paying dividends out of capital. In recent additions to 
companies legislation we see an increasing concern with full disclosure and with increasing responsi
bility being imposed on auditors to determine whether the accounts are indeed fair.

The influence of case law on auditing
While ‘hearing’ the accounts and checking records were then the predominant functions of auditors, 
two major audit cases in the late 1800s helped to establish the fundamental principles of auditing. 
These cases, L o n d o n  a n d  G eneral Bank  (1 8 9 5 )2 and K ingston C otton M ill C o. (1 8 9 6 ),3 are described 
ln Chapter 4 . They make clear that auditing is a professional activity with auditors required to exercise 
reasonable care and skill, but that what is proper conduct in any set of circumstances is inevitably a 
subjective question which the court determines with hindsight.

The complexity of accounting and the business environment makes it impossible for auditors to 
detect all aspects o f fraudulent activity in an organization. Hence, the auditors’ responsibility for
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detecting fraud and errors continues to be a much-debated issue. Nonetheless, following these two 
landmark cases, efforts continued to be made to define the responsibilities of the auditors, with the 
primary duties being subsequently confirmed in legislation.

The developm ent o f  auditing in the United States
Auditing in the United States has developed along similar lines to those in the United Kingdom and 
both the profession and the courts in the United Kingdom closely watch developments in the 
United States.

In 1931 the Ultramares case in America prompted the accounting profession to clarify that the 
auditors were expressing an opinion and not giving a guarantee, and that the ‘balance sheet and the 
related statement of income and surplus present fairly . . . ’

In responding to severe criticism of the financial community and corporate management, the 
Congress of the United States passed the Securities Act 1933 and the Securities Exchange Act 1934. 
These Acts contained the requirements for the audit of financial statements of corporations seeking to 
issue securities, or corporations wanting to register with the Commission for the public trading of 
securities. The Acts placed a significant responsibility on professional accountants and increased their 
authority.

The hearings held by the Securities Exchange Commission into the McKesson &  Robbins fraud 
case in 1939 and the findings released the following year had an impact not only on audit procedures, 
but also on the development of auditing standards and the content of the auditors’ report. The 
confirmation of debtors and the observation of stock-taking procedures were made mandatory.

The development of an enhancing role
Apart from a change in the audit approach, auditors face an increasing demand for more account
ability and for more perceived benefits for users. One development has been the issue of formal 
standards to improve the quality and consistency of auditing. There is also an expectation that 
auditing, as a professional service, should not only provide assurance for the credibility of financial 
statements, but also enhance the integrity of financial information and its usefulness in decision 
making by management and other users.

D efining reasonable care and  skill
A number of cases, such as that of Thomas Gerrard &  Son Ltd  1967,4 have indicated that what constitute 
reasonable skill and care evolve with time. These cases made it clear that auditors should pay due regard 
to the possibility of fraud and actively investigate that probability should suspicious circumstances arise. 
The courts also continued to exercise their prerogative to assess the reasonableness of professional 
standards in specific circumstances and therefore what constitutes reasonable care and skill.

E nhancing the credibility o f  financial information

In the 1970s, auditors described their role as one of enhancing the credibility of financial information 
and furthering the operations of an effective capital market.5 In the New York Times of 6 April 1975, 
audits were said to affirm the truthfulness of financial statements and ensure that financial statements 
were ‘fairly presented’. This function was loosely linked to various audit practices, including:



• the review and testing of company records and the procedures and controls used to assemble 
financial information

• the approval to use various accounting principles
• the examination of financial statements to ensure they contained no material misstatements, omis

sions or misleading presentations of data.6

Auditing as a service to provide reasonable assurance to users
The International Auditing and Assurance Standards Board (IAASB) of the International Federation of 
Accountants (IFAC) defines an assurance engagement as one

in which a practitioner expresses a conclusion designed to enhance the degree of confidence that intended users 
can have about the evaluation or measurement of a subject matter that is the responsibility of a party, other 
than the intended users or the practitioner, against criteria.7

The IAASB’s International Framework fo r  Assurance Engagements states that an assurance engage
ment involves the following elements:

• a three-party relationship involving the practitioner, such as the independent auditor, the respon
sible party, such as the board of directors of a company, and the intended users, such as the 
company’s shareholders

• a subject matter, such as the financial statements, whereby the directors demonstrate their account
ability to the shareholders

• suitable criteria, such as truth and fairness in accordance with international financial reporting 
standards

• sufficient appropriate evidence, such as the company’s books and records
• a written assurance report, such as the auditors’ report.

Under the Framework, there are two types of assurance engagement: a reasonable assurance engage
ment and a limited assurance engagement.

The objective of a reasonable assurance engagement (such as an audit) is a reduction in assurance 
engagement risk to an acceptably low level in the circumstances of the engagement as the basis for a 
positive form of expression of the practitioner’s conclusion.

For example, in an audit engagement the practitioner:

• identifies the risks that the subject matter may be materially misstated
• performs procedures to gather and evaluate evidence in response to those risks to reduce the overall 

level of risk that the subject matter is materially misstated to an acceptably low level
• expresses a positive opinion with respect to the agreed criteria, such as ‘in our opinion the financial 

statements (the subject matter) give a true and fair view (conform in all material respects with the 
criteria)'.

The objective of a limited assurance engagement is a reduction in assurance engagement risk to a level 
that is acceptable in the circumstances of the engagement, but where that risk is greater than for a 
reasonable assurance engagement, as the basis for a negative form of expression of the practitioner’s 
conclusion.

Auditing and the public accounting profession
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An example o f this is a review engagement where the practitioner obtains assurance primarily 
through inquiry and analytical procedures but not detailed verification o f transactions and balances 
(fewer evidence-gathering procedures than an audit). Further procedures are carried out only if there is 
reason to suspect the subject matter may be misstated. The resulting assurance is limited and expressed 
in a negative form, such as ‘nothing has come to our attention that causes us to believe that the subject 
matter does not conform, in all material respects, with the criteria'.

For practical purposes the IAASB also distinguishes between regulation of engagements to provide 
assurance on historical financial information (audits and reviews) and, in acknowledgement o f the 
growing demand for providing assurance on other subject matter, other types o f assurance engage
ments. Audits are regulated by International Standards on Auditing (ISAs) and International Auditing 
Practice Statements (IAPSs). Reviews are regulated by International Standards on Review 
Engagements (ISREs) and International Review Engagement Practice Statements (IREPSs).

Assurance engagements other than audits or reviews o f historical financial information are 
regulated by International Standards on Assurance Engagements (ISAEs).

In addition, because professional accountants may provide other services that do not provide 
assurance, the IAASB have also issued International Standards on Related Services (ISRSs). These cover:

•  agreed procedures  that result in a report as to findings after performance o f specified procedures
•  compilation engagements  (for example, preparation o f  financial statements) that provide no specific 

assurance but users derive benefit from the fact that the professional accountant has applied an 
appropriate level o f skill and care in performing the service.

It is important that, in providing nonassurance services, users are not misled into believing that any 
level o f assurance is being provided.

A ssurance services -  satisfying the inform ation needs o f  users

For many years, independent auditors have provided assurance on an entity’s financial statements. 
However, traditional financial reporting is being criticized for failing to meet developing users’ needs. 
In 1991, the American Institute o f Certified Public Accountants (AICPA) formed a special committee, the 
Jenkins Committee, to assess the needs of the users of financial information and recommend improve
ments to the financial reporting framework. One recommendation of the Committee was that business 
reporting should provide more forward-looking information. However, such recommendations were a 
conundrum for the world of financial reporting and the accounting profession in particular.8 On the one 
hand, there was justifiable demand for improvement in financial reporting. On the other hand, any 
change in the direction of providing more forward-looking information would, where auditors give 
assurance as to the presentation o f financial data, potentially increase auditors’ risk of exposure to 
liability/litigation. It is in this context that the AICPA formed another special committee on assurance 
services -  the Elliott Committee. The charge of the Elliott Committee was to:

. . .  analyse and report on the current state and future of the audit/assurance function and the trends shaping 
the audit/assurance environment, focusing on the current and changing needs of users of decision-making 
information and other stakeholders in the audit/assurance process, and how best to improve the related 
services.

Board o f  Directors, AICPA, Charge to AICPA Special Committee on
Assurance Services (Apr. 22,1994)
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The Elliott Committee recognized the need for the profession to diversify its product potential away 
from the traditional financial statement audit in the light of declining demand for that service. It 
recommended that this be achieved by embracing and significantly expanding the assurance services 
provided by the profession in order to consolidate its existing markets, and to capitalize on its 
competitive advantages in the emerging information markets.9 Furthermore, it recommended that 
the audit/attestation function should evolve into the assurance function, with a significant movement 
towards broader-based assurance services.10

The collapse o f the giant US corporation, Enron, at the end of 2001 provided an increased 
impetus in the development of improvements in financial reporting and auditing. Among proposals 
currently being considered are requirements for auditors to report on the effectiveness of entities’ risk 
frameworks and on the Operating and Financial Review that is to become a mandatory disclosure by 
listed companies.

While the professional, regulatory and standard setting bodies reassess their position regarding audit 
and assurance services, the professional firms continue to address the complexity of the changing needs 
of users and the rapid growth of information technology. In a 1997 publication by KPMG Peat Marwick 
LLP, William Kinney Jr, its Director of Assurance Services, announced that business viability and 
profitability assessments are essential elements of financial statement auditing today.11 He refers to the 
need to establish, as key audit steps, the audit procedures of strategy analyses, business processes, key 
indicators necessary to monitor business performance and risk assessment. The viability of the business 
strategy, the reasonableness of business plans and the effectiveness of internal controls are all essential 
matters about which decisions need to be made in determining audit procedures.

The following paragraph provides some indication of how auditing practices are evolving to yet 
another level -  an enhancing role that adds value to business reporting:

As the global economy, the business organisations operating within it, and organisations’ business strategies 
become increasingly complex and interdependent, we believe more attention should be paid to the development 
of audit methods and procedures that focus on assertions at the entity level -  methods and procedures that 
promise greater power to detect material misstatements as they allow the auditors to ground key judgements in 
a more critical and holistic understanding of the client’s systems dynamics. We further believe that today’s 
complex economic world requires a break from the auditing traditions that have evolved from the early balance 
sheet audit -  traditions under which the auditors’ attention is focused primarily at the sub-unit level, and his 
views about what is evidence are heavily skewed toward tangibility (i.e. the physical existence of assets, the 
existence of tangible documentation supporting transactions, etc.). Today’s auditors should place more weight 
on knowledge about the client’s business and industry, and its interactions with its environment, when forming 
an opinion about the validity of financial statement assertions .. 12

Auditing -  a shifting paradigm
From the previous sections, it is clear that the role of auditing has evolved through a number of stages. 
The relevance of auditing was established through its historical value in ensuring the correctness of the 
accounts, detecting fraud and errors and providing an independent opinion on the truth and fairness of 
financial statements for users. Nowadays, to address the complexity of the information needs of users, 
auditors are expected not only to enhance the credibility of financial statements, but also to provide 
value-added services, such as reporting on irregularities, identifying business risks and advising 
management on internal control weaknesses as well as consideration of other governance issues. 
Alongside the changes in audit expectations is the increasingly competitive audit environment,



where traditional audit services are blurred with nonaudit services. The paradigm of independent 
auditing can be argued to be shifting and the auditors’ role is being redefined. Changes in three major 
aspects of auditing are discussed below:

• its scope with respect of the detection of fraud and error
• the essential characteristics of audit independence
• the sustaining factor of auditors’ liability.

Detection o f  fraud an d  errors
Prior to the collapse of Enron in 2001, auditing had been moving away from the fraud detection emphasis 
as described on p. 4  of L.R. Dicksee’s Auditing: A Practical Manual for  Auditors. Greater emphasis had 
been placed on the truth and fairness of the financial statements as such, regardless of whether the 
misstatement was fraudulent or accidental. Enron showed that such an approach lulled auditors into 
disregarding deliberate management intent in producing fraudulent financial statements. However, two 
recent changes in auditing standards have strengthened the auditors’ responsibility to detect fraud, 
whether leading to the misappropriation of assets or the misstatement of financial statements.

First, auditors are now required to evaluate the effectiveness of an entity’s risk-management frame
work in preventing misstatements whether through fraud or otherwise, in all audits. Previously they had 
been required to undertake such an evaluation only where they chose to place reliance on that frame
work and reduce the extent of their own investigation. Moreover, all staff members engaged on an audit 
are required to communicate their findings to prevent situations where staff members, working inde
pendently on their own section of the audit, fail to appreciate the significance of apparently minor 
irregularities that, if combined, take on a more sinister aspect.13

Second, auditors are now required to be more proactive in their search for fraud. They are required 
to assess the risk of fraud occurring. This includes considering incentives, opportunities and rationa
lization among potential fraudsters that the fraudulent act may be justified. They are also expected to 
inquire more closely into the reasons behind such matters as errors in accounting estimates, unusual 
transactions that appear to lack business rationale and a reluctance to correct immaterial errors 
discovered by the audit. Again, the need for collaboration among audit team members is emphasized.14

Auditor independence
As auditors provide assurances on the credibility of the financial statements, the concept and practice of 
audit independence -  the cornerstone of auditing -  is also subject to much debate. The codes of ethics laid 
down by the professional bodies of accountants refer to a range of risks concerning actual and perceived 
independence. Independence is the essence that underlies the success and credibility of the accounting 
profession and its service to the public. It helps to provide the objectivity that permits the profession to 
perform its attestation and monitoring functions effectively. The current paradigm for addressing 
independence issues is based on the underlying belief that allowing auditors to perform nonaudit 
functions for audit clients, or to engage in management activities, presents the greatest potential for 
conflict. Those espousing this viewpoint would argue that auditors should do little nonaudit work for 
audit clients. After the collapse of Enron, the United States passed legislation banning auditors from 
providing a wide range of nonaudit services for their audit clients.15 However, as pointed out by 
Wallman,16 while this approach to audit independence may seem reasonable, it fails in a number of
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respects and may well be contrary to the public interest. It is perceived to have failed to recognize the 
complexity of audit practices, the sophisticated business environment and the acute competition in which 
accounting firms operate. The United Kingdom and other countries have failed to follow the US lead but 
have imposed rules for tighter control over and transparency of the provision, by auditors, of nonaudit 
services to audit clients. Moreover, responsibility for setting and enforcing ethical codes of conduct has 
been transferred from the professional bodies to independent regulators. Furthermore, the influence and 
status of the IFAC has increased and has effectively benchmarked the level of standards to be applied 
globally by its member bodies. These matters are further discussed in Chapter 3.

Auditor liability
Another example of changes in the auditing environment is in relation to auditors’ liability. In an audit 
conducted in accordance with the Companies Act 2006, the auditors are liable under statute and 
common law to the shareholders, who made the appointment and to whom auditors report, for any 
negligent performance of statutory duties. The auditors’ liability to the organization being audited is 
contractual and stems from having undertaken to perform, with due care, for the purpose of expressing 
an opinion on the financial statements. Although the duties of auditors cannot be restricted or reduced 
the Companies Act 2006 has introduced provisions that allow ‘limited liability agreements’ to be 
entered into. This will result in a reduction in the amount of damages paid out by auditors and their 
insurance companies. A considerable body of case law has built up over the years with respect to the 
duty of care auditors owe to the auditee and the owners of the entity.

The common law concerning the auditors’ liability to third parties is complex and has been subject 
to broad interpretation. The landmark case of Caparo Industries PLC vs. Dickman and Others (1990) 
1 All ER 568 saw the concept of proximity redefined. This case reversed the judgement in Hedley 
Byrne & Co. Ltd vs. Heller &  Partners (1963) 2 All ER 575 and restricted the auditors’ duty of care. As 
auditors they are responsible only to members of the company relying on audited financial statements 
for collective decisions as to the management of the company. The auditors hold no duty of care for 
economic loss suffered by potential investors and individual shareholders unless the auditors have held 
out, to such parties, that they could place reliance on the financial statements.

The development of auditing practices over the years suggests a possible shift of the auditors’ 
conformity role into a far more dynamic role of enhancing the value of financial reporting. Although 
the fundamental principle of audit assurance services has not changed explicitly, one can envisage the 
development of an expansion of assurance services within the audit function. On the other hand, there 
have been fundamental changes in the business environment within which auditors’ professional 
services are required. The increasing expectations of business entities and the high level of account
ability required of the auditors give rise to a change in the audit framework. It might be too early to 
predict the auditing practice of the future; however, it is apparent that there is a possible shift in the 
audit paradigm from a conformative attestation to the enhancing role of a value-added service.

The European Commission has also considered the issue of auditor liability from the perspective 
that variations in liability within member states may affect the internal market within the European 
Union. The results of a consultation exercise in 2007 confirmed that there was overwhelming support 
in favour of auditors being able to limit their liability. As a result the EU has recommended that from 
2008 member states commence preparations to limit auditors’ liability. The question of auditor 
liability is considered further in Chapter 4.
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LEARNING CHECK
• Auditing, in the last century, was confined to the conformance role of ascertaining the correctness of 

accounts and the detection of fraud and errors.

• The development of case law, globalization, company failures and other economic factors have 
impacted on the expectations of auditing.

• An audit is now considered to be a service to provide a reasonable level of assurance in which a 
positive opinion is rendered about an accountability matter.

• Although primarily concerned with financial statements, the auditor needs to examine analyses of 
strategy and business processes (as well as many other factors) as part of a complex process of 
providing audit assurance.

• The auditing environment is changing to facilitate the expanded role of audit and the provision of a 
wide range of other professional services. These include engagements that provide a limited level of 
assurance and those that do not provide assurance.

The Accounting Profession and its Associated Organizations
Accounting bodies have influenced the development of the profession and audit practice through:

• maintaining standards of qualifications achieved through accredited courses, examinations and 
practical experience for accountants seeking to become members

• furthering standards of practice achieved through research and the issuance of standards, the 
provision of continuing professional education and the establishment of codes of ethics and profes
sional conduct to be observed by the members

• ensuring professional conduct and effective regulation on quality of service.

In recent years the second function and elements of the third relating to matters that are described as
being in the public interest have been devolved to independent regulatory bodies at both national and
international levels.

Private sector organizations
In the United Kingdom the accounting profession traces its origins back to eighteenth century Scotland 
and the management of estates confiscated after the 1745 rebellion. From this beginning, legislation 
dealing with the management of bankrupt and deceased estates developed more rapidly in Scotland 
than in England. It was a natural progression from such work to take on other employment requiring 
the preparation and maintenance of accounting records, such as for growing industrial firms. In order 
to protect their image from the risk of adverse publicity brought about by the incompetent and even 
dishonest administration of estates, a group of accountants in Edinburgh set themselves up as a society 
committed to upholding sound ethical principles in the conduct of their professional practices. Soon, 
similar societies were springing up elsewhere in Scotland and then in England and Ireland. Membership
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of the newly formed professional bodies expanded rapidly with auditing becoming their major source 
of revenue in the closing decades of the nineteenth century. Local bodies joined forces with each other 
to create national bodies until, in 1880, the Institute of Chartered Accountants in England and Wales 
was formed and, in 1891, the Association of Chartered Certified Accountants.

The public accounting profession continues to be represented directly by these two prominent 
accountancy bodies and also by the Institute of Chartered Accountants of Scotland and the Institute of 
Chartered Accountants in Ireland. The three institutes of chartered accountants cooperate closely in 
matters such as setting ethical standards and investigating complaints against members and will be 
referred to collectively as the institutes. Membership of these bodies is voluntary but is nevertheless 
important. For example, membership is necessary to satisfy the registration qualification for company 
auditors. Membership provides for self-regulation within the profession in setting competency stan
dards. This is in the public interest.

The Association and the institutes provide a broad range of services to their respective members to 
assure that they serve the public interest in providing quality professional services. The accountancy 
profession is also active internationally. All of the bodies are represented on the International 
Accounting Standards Board (IASB), the International Federation of Accountants (IFAC) and on its 
standard-setting boards and committees. These include the International Accounting Education 
Standards Board (IAESB), the International Auditing and Assurance Standards Board (IAASB), the 
International Ethics Standards Board for Accountants (IESBA), which develops ethical standards and 
guidance for use by professional accountants, and the International Public Sector Accounting 
Standards Board (IPSASB). The work carried out by these standard-setting boards forms a valuable 
part of the process in developing accounting and auditing standards within the United Kingdom and 
Ireland both by way of representation and collaborative projects.

Association o f  Chartered Certified Accountants
The Association has over 115000 members and approximately 3 0 0 0 0 0  students and is expanding 
rapidly internationally. Over two-thirds of students come from outside the United Kingdom and 
Ireland -  the Association is represented in 170 countries. Almost one-third of its members are engaged 
in public practice, and almost half in commerce and industry. The remaining members are employed in 
the public sector or in education. The Association issues professional and technical statements, has a code 
of ethics, conducts education programmes aimed at continuing professional development, funds research 
and holds annual congresses. It maintains libraries and publishes a monthly journal (Accounting and 
Business) and a separate journal for student members (Student Accountant).

The Institute o f  Chartered Accountants in England and Wales
The Institute of Chartered Accountants in England and Wales was established by Royal Charter in 
1880. Until recently, it recruited educated and trained members in public practice. However, it is now 
encouraging commerce and industry to participate in the training of chartered accountants and is 
proactively seeking to broaden its international presence. It has over 128 000 members, a third of whom 
work in public practice. The services it provides to its members are similar to those of the Association 
and, additionally, include a highly successful advisory service to members on professional ethics. In 
addition to its monthly journal, Accountancy, the Institute publishes a quarterly research journal, 
Accounting and Business Research. Members who hold public practice certificates are subject to the
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Institute’s practice monitoring programme. It also has six specialist faculties covering areas of expertise 
in accountancy and related areas including one for audit and assurance. In 2005 the Institute established 
the Audit Quality Forum. This is highly respected and provides a platform for the debate of audit 
quality issues amongst the profession, regulators, investors, business and other interested parties.

Practice entities
Since the 1970s the accounting profession has been dominated by giant multinational firms. There 
were eight such firms in 1990 but, as a result of mergers, the number is now reduced to four, who 
between them audit the majority of companies quoted on stock exchanges around the world. The Big 
Four firms are continually engaged in innovative strategies in order to deliver the range of professional 
services demanded by clients. The growth of electronic commerce and technology is pushing the 
profession to develop continuous or ‘live’ audits and engage in a wider range of information-based 
management services. It is argued that accountants and auditors will need to be ‘reskilled’ in order to 
meet the dynamic growth in business advisory and consulting services.

Below the Big Four is a second tier of 10-15  national firms. These firms have offices in the major 
towns and cities in the United Kingdom and serve mainly medium sized and small clients. Their main 
strength is in the private and family company sector. Many of these firms have some form of 
association with smaller firms in other countries to handle the international needs of their clients.

Regional firms have offices within a limited geographical area and usually serve smaller clients 
relative to the size of those served by international and national firms. Local firms may consist of a sole 
practitioner or a relatively small partnership. These are by far the most common form of practice unit. 
Such firms serve small entities and individual clients providing mainly tax and write-up services. Some 
of the smaller regional and suburban firms have flourished by developing their own specialities such as 
specific aspects of tax practice, pension consulting, provision of litigation support and business 
advisory services. In summary, the expertise and experience of the practitioner and the size and 
resources of the practice entity dictate the range of services a firm is able to offer.

Vigorous competition has encouraged the growth of multi-service practice entities. The Big Four 
accountancy firms are able to provide a broad range of services to their clients although, in response to 
growing concern over the provision of nonaudit services to audit clients, the management consultancy 
arms have been demerged into separate business entities. Medium-to-small firms tend to be more 
localized and specialized in the nature of the services they offer.

Two of the leading UK firms of accountants, Price Waterhouse (now PricewaterhouseCoopers) and 
Peat Marwick Mitchell (now KPMG) established branch offices in New York at the end of the nineteenth 
century to oversee the interests of British investors into American companies. British accountants also 
opened up branch offices throughout the Commonwealth. An accounting profession modelled on the UK 
profession thus developed in the United States and most countries of the British Commonwealth. As a result 
accounting and auditing practices have also developed along similar lines in these countries, which has 
facilitated the development of international harmonization in recent years. This harmonization has been 
encouraged by UK and US firms who had developed links with each other and with firms elsewhere in the 
world. These links have proved particularly useful with the development of multinational industrial 
corporations after the Second World War. Audit reliability could be strengthened if the parent company 
auditors knew that associated auditing firms whose reputation they could rely upon were auditing 
subsidiaries.
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The structure of the audit market is currently a much debated topic. One of the major concerns is 
that because the big firms are so few in number the audit market lacks competition. This issue is 
considered further in Chapter 17.

London Stock Exchange
The London Stock Exchange (LSE) is a private sector entity that organizes a national market for 
company securities. The listed companies enter into a contract with the LSE to comply with their 
rules and regulations. Responsibility for setting listing rules has now been transferred to a statutory 
body, the UK Listing Authority under the oversight of the Financial Services Authority. However, prior 
to this the LSE played a useful role in directing the attention of the accounting profession to important 
financial reporting issues. In particular it was the LSE, together with the accountancy profession, that set 
up the Committee on Financial Aspects of Corporate Governance under the chairmanship of Sir Adrian 
Cadbury in 1992. The work of this committee set international precedents in developing improved 
financial reporting. Responsibility for development of the resultant Combined Code on Corporate 
Governance, incorporated within the Listing Rules, now lies with the Financial Reporting Council.

Standard setting bodies
Financial Reporting Council (FRC)
The independent regulator within the United Kingdom and Ireland is the Financial Reporting 
Council (FRC).

The overall aim of the FRC is to promote confidence in corporate reporting and governance. The 
FRC Board, which from November 2007  has replaced the former FRC Board and Council, is 
composed of the Chair, a nonexecutive Deputy Chair, the Chief Executive, seven nonexecutive 
directors and the Chairs of the FRC’s six operating bodies. The FRC appoints members to its operating 
bodies and committees, which are:

• Accounting Standards Board (ASB) -  responsible for the issue of Financial Reporting Standards (FRSs);
• Auditing Practices Board (APB) -  responsible for issuing auditing standards (ISAs (United Kingdom 

and Ireland)) and other guidance relevant to auditors and reporting accountants;
• Board For Actuarial Standards (BAS) -  responsible for setting actuarial technical standards;
• Professional Oversight Board (POB) -  provides independent oversight of the audit, accountancy and 

actuary professions and monitors the audit quality in relation to economically significant entities;
• Financial Reporting Review Panel (FRRP) -  reviews company compliance with accounting 

requirements;
• Accountancy and Actuarial Discipline Board (AADB) -  responsible for operating and administering 

disciplinary schemes for the accounting and actuarial professions. The focus of the AADB is the 
investigation of public interest cases;

• Committee on Corporate Governance -  responsible for promoting high standards of corporate 
governance.

All of these bodies are important to the audit function and will be referred to further in the text.
In appointing members the FRC is required to consider the respective requirements of expertise 

and independence. Technical expertise predominates in the case of the ASB but independence and a
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majority of lay members (those who are not members of the accounting profession) predominate in the 
case of the POB and the AADB. Expertise is necessary among members of the APB but a majority 
should not be practising auditors.

The APB is also responsible for establishing ethical standards on independence, objectivity and 
integrity applicable to independent auditing and assurance services. The professional bodies are respon
sible for setting ethical codes of conduct for members. (These matters are dealt with in Chapter 3.)

The constitution of the FRC and its subsidiary bodies is drawn up so as to maximize their 
independence and freedom from any accusation that the standard-setting process is captured by any 
group in its own self-interest. The FRC is committed to the Better Regulation Commission principles of 
good regulation. Further information about the work of the FRC and its operating bodies can be found 
on the FRC’s Web site: www.frc.org.uk.

International Accounting Standards Board (IASB)
At present financial statements prepared in accordance with International Financial Reporting 
Standards (IFRS) issued by the IASB are fully acceptable on any stock exchange except in the United 
States (although significant progress has been made towards achieving convergence in standards and 
acceptance of IFRS in the United States). Also, from 2008, foreign private issuers are permitted to file 
IFRS financial statements without a reconciliation to US GAAP. The ASB has adopted IFRS as the basis 
for the development of its own standards. Many other countries also use IFRS as the basis for financial 
reporting. In the European Union IFRS must form the basis for group financial statements prepared by 
listed companies.

The IASB is governed and funded by the International Accounting Standards Committee 
Foundation. This is an independent entity governed by a body of Trustees. The Trustees represent 
both geographic and sectional interests, such as the accounting profession, preparers and users, and are 
required to fill vacancies in their ranks to maintain a similar representation. They appoint the members 
of the IASB having backgrounds as auditors, preparers and users who have the sole responsibility and 
authority to set IFRS in consultation with national standard setters. As with the FRC, the intention is to 
maintain the independence of the standard-setting mechanism from any attempt to manipulate that 
process.

The International Federation o f  Accountants (IFAC)
The IFAC is the global organization for the accountancy profession. It has 157 members and associ
ates, which are primarily national professional accountancy bodies in 123 countries, Through its 
independent standard-setting boards, it develops international standards on ethics, auditing and 
assurance, education, and public sector accounting standards. The IFAC’s mission is to serve the 
public interest by strengthening the worldwide accountancy profession. It promotes high-quality 
professional standards, furthers the international convergence of such standards and speaks out on 
public interest issues.

International Auditing and Assurance Board (IAASB)
The IAASB is an independent standard-setting board of the IFAC.

Until recently the aims of the IFAC (and the IAASB) have been purely advisory. The decision to 
endorse or adopt recommendations has been made by authoritative bodies in each country and it is

http://www.frc.org.uk
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these bodies that take on responsibility for ensuring an absence of bias in those recommendations. 
With the decision by the European Commission to require the application of IAASB standards on all 
statutory audits performed within member states, the status of the IAASB has been raised from 
advisory to authoritative. At a worldwide level in 2007 over 100 countries were identified as having 
adopted IAASB standards or using them as a basis for national standards. The United Kingdom and 
Ireland first adopted a tranche of International Standards on Auditing (ISAs) in December 2004. These 
are identified as ISAs (United Kingdom and Ireland).

The International Ethics Standards Board for Accountants (IESBA)
The IESBA develops ethical standards and guidance for use by professional accountants. Standards 
issued by the IESBA must be incorporated into the ethical codes of member bodies.

Statutory audit regulation
The Companies Act 2006 lays down provisions for the purposes of securing that only persons who are 
properly supervised and appropriately qualified are appointed company auditors, and that audits by 
persons so appointed are carried out properly and with integrity and with a proper degree of 
independence.

To be eligible for appointment as a company auditor a person must be a member of a recognized 
supervisory body and eligible for appointment under the rules of that body.

Properly supervised
A supervisory body is one that maintains and enforces rules as to persons eligible to seek appointment 
as company auditors and the conduct of company audit work that is binding on its members. 
Supervisory bodies must maintain registers of their members open to public inspection. Members 
must describe themselves, after their signature on the auditors’ report, as ‘registered auditor’. It is an 
offence for a person to act as a company auditor if he or she is not eligible to do so. A second audit may 
be required for any company audited by an ineligible auditor.

For recognition as a supervisory body the Companies Act 2006 requires that there must be rules 
and practices to ensure that:

• persons eligible for appointment as company auditor are:

-  appropriately qualified;
-  fit and proper persons;

• audit work is conducted with integrity by persons with no conflicts of interest;
• technical standards are established and applied;
• there are procedures for maintaining competence (such as postqualifying education);
• there are adequate arrangements and resources for effective monitoring and enforcement of 

compliance with its rules;
• rules relating to membership, eligibility and discipline are fair and reasonable and provide for 

appeals;
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• there are effective arrangements for investigating complaints both against eligible persons and the 
body itself;

• persons eligible under its rules are able to meet claims against them by means of adequate indemnity 
insurance or otherwise;

• high standards of integrity in the conduct of audit work are promoted and maintained by 
cooperation with other bodies.

Appropriately qualified
For the most part an appropriate qualification will be membership of a qualifying body being a UK 
body offering a professional qualification in accountancy. A qualifying body must have rules, which it 
has power to enforce, with respect to:

• requirements for admission to a course of study leading to the qualification
• those approved for the purposes of giving practical training.

European Union
European Union company law in the form of EU company law directives must be enacted by member 
states. For example the Companies Act 1989 incorporated into UK law the requirements of the Eighth 
EU Company Law Directive applicable to statutory audits. In 2006 the Revised Eighth Directive 
(incorporated into UK law under the Companies Act 2006) broadened the scope of application of 
former legislation by specifying the duties of statutory auditors, their independence and ethics, by 
introducing requirements for external quality assurance, ensuring better public oversight over the audit 
profession and improving cooperation between oversight bodies in the EU.17

Financial Services Authority (FSA)
The FSA is an independent nongovernmental body, given statutory powers by the Financial Services 
and Markets Act 2000. One of the FSA’s aims is to promote efficient, orderly and fair financial capital 
markets. It regulates most financial services markets, exchanges and firms. One of its subsidiary 
bodies, the UK Listing Authority, lays down requirements for the admission of securities for listing 
on the stock exchange. This includes both the financial reporting and auditing requirements listed 
companies are to meet.

y  LEARNING CHECK__________________________________

• The practice of auditing is influenced by three main types of constituency: private sector organiza
tions, standard setters and regulatory bodies.

• Although the private organizations are largely self-regulating they are required to comply with 
the requirements of the standard setters and regulatory organizations and are monitored 
by them.



CHAPTER 1

Services Provided by Public Accountants
Accountants in public practice provide a variety of services. These can be classified as assurance 
services or nonassurance services.

Assurance services
An assurance service is one in which a public accountant issues a written com m unication that expresses 
a conclusion about the reliability of a written assertion that is the responsibility o f another party. In 
recent years, there has been a growing demand for a variety o f assurance services. These services (as 
already referred to in previous sections) include the audit or review o f historical financial statements 
and the audit or review of other financial inform ation. Other examples o f matters on which assurance 
may be required include:

• value for money;
• nonfinancial performance measures;
• internal control effectiveness;
• risks facing the enterprise;
• systems reliability;
• e-Comm erce assurance;
• social matters (for example employment policies);
• environmental issues;
• compliance/behaviour (such as corporate governance, compliance with regulations).

Nonassurance services
The principal types o f nonassurance services provided by public accountants are those of traditional 
accounting, taxation , management consulting or advice and insolvency and business recovery. The 
com m on characteristic of these services is that they do not result in the expression o f an opinion, 
negative assurance or other form  of assurance, by the public accountant. N evertheless, the client 
benefits from the technical expertise and knowledge provided by the public accountant in the 
perform ance of the engagement. Exam ples of such services include com pilations and agreed 
procedures.

Traditional accounting and taxation services
A public accountant may be engaged by a client to perform  a variety o f accounting services such as 
manual or autom ated book-keeping, journalizing and posting adjusting entries and preparing 
financial statem ents. Accountants who specialize in taxation  are thoroughly knowledgeable about 
the intricacies o f the tax  laws. M ost accountancy firms have tax  specialists and many have separate 
tax  departments. T a x  services include assistance in filing tax  returns, tax  planning, estate planning 
and representation o f clients before government agencies in relation to tax  m atters. T a x  services 
constitute a significant part of the practice o f most accountancy firms. The preparation o f financial 
statements and the filing o f tax  returns are tw o exam ples of com pilation services. In performing any 
of these services, the public accounting firm serves as a substitute for, or a supplement to, the
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accounting personnel o f the client. The accounting firms do not assume the decision-m aking role of 
management, which remains responsible for the preparation o f financial statem ents and the filing of 
tax returns.

Management consulting or advisory services
Management consulting or advisory services entail providing advice and technical assistance to clients 
to help them better use their capabilities and resources to achieve their objectives. Examples o f such 
services include advising on staff recruitment, the use and acquisition o f inform ation technology and 
the provision of internal audit services.

When providing management consulting services, the practitioner is acting as an outside expert 
business consultant and, in this capacity, should not be making management decisions. M any o f the 
larger accounting firms have separate management advisory services departments. Today, manage
ment advisory services revenues represent a significant proportion o f the total billings of many 
accounting firms.

Insolvency and business recovery
Many accounting firms provide a professional service in the area of insolvency and business recovery. 
These services are provided pursuant to the Insolvency Acts, the Companies Act 2 0 0 6  and other 
statutes. W hen businesses are in difficulty, secured creditors might intervene in a variety o f ways in 
order to protect their interests. Accounting firms might take on the assignment to review and perhaps 
reconstruct companies that are still solvent but have underlying difficulties. Also, much of the work 
required in the area o f insolvencies and liquidations is quasi-legal administrative work. It relates 
generally to establishing and documenting competing claims and obtaining inform ation required for 
alternative courses of action.

Accounting firms nowadays embrace of the use of inform ation technology. Each of the Big Four 
now has its own W eb site. Students are strongly advised to consult these W eb sites for up-to-date 
information on the nature o f services provided by leading edge firms in the accounting profession.

I LEARNING CHECK
• Public accountants are engaged to carry out a variety of services. Assurance services are those which 

involve providing an opinion on written assertions (for example an audit or a review), whereas other 
types of professional accountancy and related advisory services require the expertise and compe
tence o f the auditor or accountant but do not provide assurance, for example com pilation of 
financial information.

Types of Audit Activity and Auditor
Audit and other assurance engagements can involve different types of activity and be performed by 
different types o f auditor.
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Types of audit activity
As well as financial statement audits other types of audit activity and assurance engagements may be 
undertaken in connection with financial and nonfinancial information as referred to above. Here are 
just a few examples to compare with a financial statement audit:

• the adequacy of internal control systems
• compliance with statutory, regulatory or contractual requirements
• economy, effectiveness and efficiency in the use of resources (value-for-money auditing)
• environmental practices.

Financial statement audit
ISA 200, Objective and General Principles Governing an Audit o f  Financial Statements states that:

The objective of an audit of financial statements is to enable the auditor to express an opinion whether the 
financial statements are prepared, in all material respects, in accordance with an applicable financial reporting 
framework.

The financial statement audit involves obtaining and evaluating evidence about an entity’s financial 
affairs in order to establish the degree of correspondence between the management’s assertions and the 
established criteria, such as Financial Reporting Standards and legal requirements. This type of audit is 
performed by independent auditors appointed by the shareholders of the company, or by equivalent 
proprietors of nonincorporated entities whose financial statements are being audited. The auditors 
must be qualified and able to exercise their skills in an independent and objective manner. The nature 
and extent of the audit examination are functions of the requirements of these entities in terms of the 
audit mandate. Sections 475 and 4 9 5 -8  of the Companies Act 2006  provide guidelines for an audit 
stipulated by that Act. This is further explained in Chapter 2.

Internal control effectiveness
At present, auditors may review certain of the controls laid down by management to ensure the 
reliability of their financial accounting information in the course of undertaking a financial statement 
audit. If they discover weaknesses in those controls they will advise management as will be explained in 
Chapter 14. However, assessing internal control is not the purpose of a financial statement audit and 
reports to management refer only to weaknesses discovered incidentally to the examination of the 
financial statements. The Turnbull Report in the United Kingdom18 and the Sarbanes-Oxley Act in the 
United States require directors to evaluate and to report on the effectiveness of their entity’s internal 
controls. It is expected that the directors would be assisted in this matter by their independent 
auditors or other public accountants. Guidelines for the provision o f such services are discussed in 
Chapter 3.

Com pliance audit
A compliance audit involves obtaining and evaluating evidence to determine whether certain financial 
or operating activities of an entity conform to specified conditions, rules or regulations. The
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established criteria in this type of audit may come from a variety of sources. Management, for example, 
may prescribe policies (or rules) pertaining to overtime work, participation in a pension scheme and 
conflict of interests. Compliance audits based on criteria established by management may be under
taken frequently during the year. This type of audit is usually carried out by company employees who 
perform an internal audit function.

Business enterprises, not-for-profit organizations, government units and individuals are 
required to prove compliance with a myriad of regulations. In many instances, the audit opinion 
issued under the requirements of the Companies Act 2006  has elements of a compliance audit, 
where the audit is required to express an opinion on the company’s compliance with the provision 
of the Act.

In the public sector, the term audit is used to denote an examination that reports on the legality and 
control of operations and the probity of those dealing with public funds, including the expression of an 
opinion on an entity’s compliance with statutory requirements, rules, ordinances or directives that 
govern its activities.

Findings related to a compliance audit are generally reported to the authority that established the 
criteria and may include:

• a summary of findings or
• an expression of assurance as to the degree of compliance with those criteria.

Value-for-money audit
A value-for-money (VFM) audit involves obtaining and evaluating evidence about the efficiency, 
economy and effectiveness of an entity’s operating activities in relation to specified objectives. This 
type of audit activity may also be referred to as a performance, operational or management audit. The 
term ‘value-for-money audit’ is usually applied in the public sector. The other terms are common to 
both private and public sectors. Auditing literature provides strong support for equating the concep
tual definitions of a VFM  audit, performance auditing, operational auditing and management 
auditing.

In a business enterprise, the scope of a value-for-money audit (management audit) may encompass 
all the activities of a division, or a function which applies across a number of business units. In the 
public sector, a value-for-money audit is an independent, expert and systematic examination of the 
management of an organization or function for the purposes of:

• forming an opinion about the extent of the economy, efficiency and effectiveness and
• the adequacy of internal procedures for promoting and monitoring the economy, efficiency and 

effectiveness

of such organization or function. In this context ‘economy’ can be defined as the acquisition of 
financial, human, physical and information resources of appropriate quality and quantity at the lowest 
reasonable cost, and ‘efficiency’ is the use of a given set of resource inputs to maximize outputs and 
focuses on the achievement of an intended outcome. The auditors in a value-for-money audit task 
provide a report on the extent to which predetermined goals have been achieved economically and 
efficiently.
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Political pressure and global awareness have made corporate social and environmental responsibility a 
high priority in achieving good corporate image.

An environmental audit is undertaken to assess and report on the environmental performance and 
position of companies on the environment in relation to relevant law, company policy and good 
practice. An environmental audit goes beyond legal requirements and covers all aspects of company 
impact on the environment (for example production methods, transport, supply chain, energy con
servation and sustainability). Environmental audits will normally require a range of specialist skills 
and expertise.

Similarly, the objective of a social audit is to determine the extent of a company’s social respon
sibility and compliance with company policies as well as legal requirements.

Where such audits are performed and statements thereon are made by management, reporting 
accountants are often requested to undertake an assurance engagement and provide an assurance 
report on the statements made by management.

Furthermore, environmental matters may have an impact on the financial statements and therefore 
must be considered in the process of a financial statement audit. Some examples of environmental 
matters affecting financial statement accruals, impairment of assets, disclosures or the basis of 
preparation include, for example:

• pollution prevention system, the cost of which may be accrued for remediation costs
• liability relating to transportation of or contamination by hazardous waste or
• obsolescence of stock due to environmental laws and regulations.

Auditors are required to carry out their audit with an attitude of professional scepticism, recognizing 
that the audit may reveal conditions and events that would lead to questioning whether the entity is 
complying with relevant environmental laws and regulations. International Standard on Auditing 
ISA 250, Consideration o f  Laws and Regulations in an Audit o f  Financial Statements, requires auditors 
to obtain a general understanding of the legal and regulatory framework applicable to the entity. 
In addition, International Audit Practice Statement IAPS 1010, The Consideration o f  Environmental 
Matters in the Audit o f  Financial Statements, lists a number of factors that the auditors should take into 
consideration when obtaining knowledge of the business and when identifying risk and internal 
controls in respect to environmental matters.

The environmental audit is the subject of a discussion paper issued in 1995 by the International 
Auditing Practices Committee.19

Internal audit

While the previous audit activities are classified according to the outcome of the activity, an internal 
audit merely refers to any of the above audit activities carried out by audit professionals who are 
employees of the entity being audited. Internal audit is a management tool used by the organization to 
enhance internal control. The role of internal auditors varies. It may involve straightforward internal 
checking, complex systems review, intensive forensic investigations, internal appraisals of operations 
and financial planning, or, in some cases, a financial statement audit. It is possible that the independent 
auditors may be able to work with the internal auditors in some aspects of the work where objectives 
are similar.

Social and environmental audits
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Internal audit professionals are sometimes qualified accountants. The Institute of Internal 
Auditors, which was formed in the United States in 1941, operates in chapters worldwide. The UK 
chapter offers a number of professional development services to its members.

With the growth of consultancy and audit-related services demanded by clients, public accounting 
firms are seen to engage themselves in internal audit tasks. The outsourcing of internal audit, whereby 
the expertise of an accounting firm is employed to carry out an audit-related service of an internal audit 
nature, is a recent trend.

Types of auditor
Individuals who are engaged to audit economic actions and events for individuals and legal entities are 
generally classified into three groups: independent auditors, internal auditors and government auditors.

Independent auditors
Independent auditors, sometimes referred to as external auditors, are either individual practitioners or 
public accounting firms who render professional auditing services to clients. By virtue of their educa
tion, training and experience, independent auditors are qualified to perform audits and other assurance 
services. The clients of independent auditors may include profit-making business enterprises, 
not-for-profit organizations, government agencies and individuals. Like members of the medical and 
legal professions, independent auditors work on a fee basis. There are similarities between the role of 
an independent auditor in a public accounting firm and a solicitor who is a member of a law firm. 
However, there is also a major difference: the auditor is expected to be independent of the client in 
making an audit and in reporting the results, whereas the solicitor is expected to be an advocate for the 
client in rendering legal services. Audit independence involves both conceptual and technical con
siderations. It is enough to say at this point that to be independent, an auditor should be both without 
bias with respect to the client under audit and appear to be objective to those relying on the results of 
the audit. M ore attention will be given to independence in later chapters.

The audit of companies in the United Kingdom can be performed only by auditors registered with a 
supervisory body. The purpose of registration is to ensure that audits are performed by persons who are 
properly supervised and appropriately qualified. The criteria for registration of auditors have been 
referred to earlier in the chapter.

Internal auditors
Internal auditors are involved in providing an independent appraisal activity, called internal auditing, 
within an organization as a service to the organization. The objective of internal auditing is to assist the 
management of the organization in the effective discharge of its responsibilities. The importance of the 
internal audit function in minimizing risk is such that the Combined Code on Corporate Governance 
requires listed companies without an internal audit function to explain why they do not regard an 
internal audit function as necessary.

Traditionally internal auditors have been employed directly by the entity. However, this tends to 
impair their ability to deter wrongdoing by the more senior executives because it might threaten their 
continued employment. In recent years it has become common for public accounting firms to provide
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an internal audit service that improves the independence of those undertaking internal audit activities 
as well as ensuring the quality of the service provided. Moreover, a good internal audit may reduce the 
cost of the independent audit. The potential cost savings are maximized where the internal audit 
function is provided by the same firm that acts as independent auditor. This practice, however, has 
recently come in for criticism in that it potentially impairs the independence of the independent auditor 
as will be explained in Chapter 3.

Government auditors
Audits of government departments are the responsibility of the National Audit Office headed by the 
Comptroller and Auditor General. The Comptroller and Auditor General is appointed directly by 
Parliament, not by the government, and reports to the Public Accounts Committee of Parliament. The 
Public Accounts Committee has the power to require the Comptroller and Auditor General to under
take specific audits and investigations of government departments in addition to the required reporting 
on departmental accounts. Most of the audit work on government departments is undertaken by staff 
of the National Audit Office, although outside experts, including firms of public accountants, may be 
called in to undertake special investigations.

The audits of local authorities are regulated by the Audit Commission under the Controller of 
Audit who is appointed by the Secretary of State for the Environment. The Audit Commission may 
appoint one of its own officers or a firm of public accountants as the auditors of the local authority. 
The auditors then report to the Commission, not to the local authority, and have the power to initiate 
legal proceedings against the authority and its officers for unlawful expenditure or losses.

For most other public sector bodies, the sponsoring government department is responsible for 
appointing the auditors, determining the auditors’ terms of reference to the extent that they are not 
specified by statute, and taking appropriate action on receipt of the auditors’ report.

As noted previously, this text deals primarily with financial statement audits performed by 
independent auditors practising as members of the public accounting profession. We will learn more 
about financial statement audits in the next chapter. For now, we turn our attention to some important 
background information about the public accounting profession.

0  LEARNING CHECK__________________________________

• The different types of audit include the financial statement audit, the compliance audit, the 
value-for-money audit and the environmental audit. Internal audit refers to all types of audit 
activity carried out by internal employees of the organization.

• Independent auditors are those auditors who provide audit and other services for the public and are 
independent of the auditees.

• Internal auditors are employees of the organizations who are appointed to carry out certain types of 
audit or review functions within the organization.

• Government auditors are employees of the government who are employed to carry out different 
types of public sector audits.
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Regulatory Framework for Ensuring Quality Services
Every profession is concerned about the quality of its services and the public accounting profession is 
no exception. Quality audits are essential to ensure that the profession meets its responsibilities to 
clients, to the general public and to regulators who rely on independent auditors to maintain the 
credibility of financial information. To help assure quality audits, the profession and the regulators 
have developed a multi-level regulatory framework. This framework encompasses many of the 
activities of the organizations associated with the profession that were described in previous sections 
of this chapter. For the purposes of describing the multi-level framework, these activities may be 
organized into the following components:

• Standard setting. The Financial Reporting Council (FRC), International Accounting Standards 
Board (IASB) and International Auditing and Assurance Standards Board (IAASB) establish stan
dards for financial reporting, auditing, quality control and codes of ethics to govern the conduct of 
accountants and practice entities.

• Firm regulation. Each public practice entity adopts policies and procedures to ensure that practising 
accountants adhere to professional standards.

• Self-regulation. The accounting profession has implemented a comprehensive programme of self
regulation including mandatory continuing professional education, and a programme of quality 
control and practice monitoring.

• Independent regulation. The government has the power to recognize professional accountancy 
bodies as meeting the statutory criteria as supervisory and qualifying bodies. Company audits 
may only be undertaken by auditors who are properly supervised and appropriately qualified.

Each component is discussed further in the following sections.

Standard setting
The roles of the FRC, IASB and IAASB in setting standards for the various types of assurance services 
have been noted in previous sections. The accounting bodies also establish rules of professional 
conduct for accountants as discussed more fully in Chapter 3. All these professional pronouncements 
provide guidance to individual practitioners who aspire to do high-quality work.

Quality control standards
The pursuit of quality practice must occur at the firm level as well as the individual level. The quality of 
auditing services rendered by a firm is dependent upon auditing standards and upon quality control 
policies for the firm’s auditing practice as a whole and procedures for each engagement. The statement 
relevant to audit practice as a whole is International Standard on Quality Control ISQC 1, Quality 
Control for Firms that Perform Audits and Reviews o f  Historical Financial Information, and Other 
Assurance and Related Services Engagements. This statement describes general quality controls 
applicable to the audit practice as a whole. ISA 220, Quality Control for Audits o f  Historical 
Financial Information, requires the engagement partner to ensure that the firm’s quality control 
procedures are appropriately applied in each audit engagement.



CHAPTER 1

an internal audit service that improves the independence of those undertaking internal audit activities 
as well as ensuring the quality of the service provided. M oreover, a good internal audit may reduce the 
cost of the independent audit. The potential cost savings are maximized where the internal audit 
function is provided by the same firm that acts as independent auditor. This practice, however, has 
recently come in for criticism in that it potentially impairs the independence of the independent auditor 
as will be explained in Chapter 3.

Government auditors
Audits of government departments are the responsibility of the N ational Audit Office headed by the 
Com ptroller and Auditor General. The C om ptroller and Auditor General is appointed directly by 
Parliament, not by the government, and reports to the Public Accounts Committee of Parliament. The 
Public Accounts Committee has the power to require the Comptroller and Auditor General to under
take specific audits and investigations of government departments in addition to the required reporting 
on departmental accounts. M ost of the audit w ork on government departments is undertaken by staff 
o f the N ational Audit Office, although outside experts, including firms of public accountants, may be 
called in to undertake special investigations.

The audits of local authorities are regulated by the Audit Commission under the Controller of 
Audit who is appointed by the Secretary o f State for the Environment. The Audit Commission may 
appoint one of its own officers or a firm of public accountants as the auditors of the local authority. 
The auditors then report to the Commission, not to the local authority, and have the power to initiate 
legal proceedings against the authority and its officers for unlawful expenditure or losses.

For most other public sector bodies, the sponsoring government department is responsible for 
appointing the auditors, determining the auditors’ terms of reference to the extent that they are not 
specified by statute, and taking appropriate action  on receipt of the auditors’ report.

As noted previously, this text deals prim arily with financial statement audits performed by 
independent auditors practising as members o f the public accounting profession. W e will learn more 
about financial statement audits in the next chapter. For now, we turn our attention to some important 
background inform ation about the public accounting profession.

f  LEARNING CHECK___________________________________
• The different types of audit include the financial statement audit, the compliance audit, the 

value-for-money audit and the environm ental audit. Internal audit refers to all types of audit 
activity carried out by internal employees o f  the organization.

• Independent auditors are those auditors w ho provide audit and other services for the public and are 
independent of the auditees.

• Internal auditors are employees o f the organizations who are appointed to carry out certain types of 
audit or review functions within the organization.

• Government auditors are employees o f the government who are employed to carry out different 
types of public sector audits.
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Regulatory Framework for Ensuring Quality Services
Every profession is concerned about the quality of its services and the public accounting profession is 
no exception. Quality audits are essential to ensure that the profession meets its responsibilities to 
clients, to the general public and to regulators who rely on independent auditors to maintain the 
credibility o f financial inform ation. T o  help assure quality audits, the profession and the regulators 
have developed a multi-level regulatory framework. This framework encompasses many of the 
activities of the organizations associated with the profession that were described in previous sections 
of this chapter. For the purposes o f describing the multi-level framework, these activities may be 
organized into the following components:

• Standard setting. The Financial Reporting Council (FRC), International Accounting Standards 
Board (IASB) and International Auditing and Assurance Standards Board (IAASB) establish stan
dards for financial reporting, auditing, quality control and codes of ethics to govern the conduct of 
accountants and practice entities.

• Firm regulation. Each public practice entity adopts policies and procedures to ensure that practising 
accountants adhere to professional standards.

• Self-regulation. The accounting profession has implemented a comprehensive programme of self
regulation including mandatory continuing professional education, and a programme of quality 
control and practice monitoring.

• Independ en t regulation. The government has the power to recognize professional accountancy 
bodies as meeting the statutory criteria as supervisory and qualifying bodies. Company audits 
may only be undertaken by auditors who are properly supervised and appropriately qualified.

Each component is discussed further in the following sections.

Standard setting
The roles o f the FRC , IASB and IAASB in setting standards for the various types o f assurance services 
have been noted in previous sections. The accounting bodies also establish rules of professional 
conduct for accountants as discussed more fully in Chapter 3. All these professional pronouncements 
provide guidance to individual practitioners who aspire to do high-quality work.

Quality control standards
The pursuit of quality practice must occur at the firm level as well as the individual level. The quality of 
auditing services rendered by a firm is dependent upon auditing standards and upon quality control 
Policies for the firm ’s auditing practice as a whole and procedures for each engagement. The statement 
relevant to audit practice as a whole is International Standard on Quality Control ISQ C  1, Quality  
Control fo r Firm s that P erfo rm  Audits and  Review s o f  H istorical Financial Inform ation, and O ther  
Assurance an d  R elated Services E ngagem ents. This statement describes general quality controls 
aPplicable to the audit practice as a whole. ISA 2 2 0 , Quality C ontrol fo r  Audits o f  Historical 
Financial In form ation , requires the engagement partner to ensure that the firm’s quality control 
Procedures are appropriately applied in each audit engagement.



CHAPTER 1

The firm is required to establish a system of quality control designed to provide it with reasonable 
assurance that the firm and its personnel comply with professional standards and applicable regulatory 
and legal requirements and that reports issued by the firm or engagement partners are appropriate in 
the circumstances. The system of quality control is required to include documented policies and 
procedures addressing:

• leadership responsibilities for quality within the firm;
• ethical requirements;
• acceptance and continuance of client relationships and specific engagements;
• human resources;
• engagement performance;
• engagement quality control review;
• monitoring.

Firm leadership and responsibilities
These are basic principles and essential procedures regarding leadership and responsibilities within the 
firm to promote an internal culture that recognizes that quality is essential in performing engagements. 
There is a requirement that the firm’s policies and procedures are inspired by and overseen by the 
leaders of the firm and who bear ultimate responsibility for the firm’s system of quality control.

Ethics
The firm is required to establish policies and procedures designed to provide it with reasonable 
assurance that the firm and its personnel comply with relevant ethical requirements. In this way, 
ethical requirements are given due weight and recognition. With regard to independence specifically, 
the firm is required to establish policies and procedures to provide it with reasonable assurance that the 
firm and its personnel maintain independence. It is also required to establish policies and procedures 
designed to provide it with reasonable assurance that it is notified of matters that may pose a threat to 
independence so that appropriate action can be taken to resolve such situations. The firm is also 
required to obtain, at least annually, confirmation of compliance with its policies and procedures on 
independence from all firm personnel required to be independent by the IFAC’s Code o f  Ethics for 
Professional Accountants and national requirements.

The firm is required to establish policies and procedures that require the rotation of the engage
ment partner after a specified period of time for all audits of financial statements of listed entities. The 
firm is also required to set out criteria against which audits of nonlisted entities as well as assurance and 
related services engagements should be evaluated for the purpose of determining whether the engage
ment partner should be rotated.

Acceptance and continuance of client relationships and specific engagements 
The firm should have basic principles and essential procedures regarding acceptance and continuance 
of client relationships and specific engagements. These involve the integrity of the client, the compe
tence of the firm to provide the engagement service and ability to comply with ethical requirements.

Human resources
The firm is required to establish policies and procedures to provide it with reasonable assurance that it 
has sufficient personnel with the competencies and commitment to ethical principles necessary to



perform its engagements in accordance with professional standards. It is also required that the firm 
assigns an engagement partner and appropriate staff with the necessary competencies to undertake 
each engagement.

Engagement performance
The firm must establish principles and procedures to ensure that each engagement is properly per
formed in accordance with professional standards and applicable regulatory and legal requirements 
including an appropriate level of supervision and review. These policies and procedures must require 
consultation on contentious matters and provide for the resolution of differences of opinion.

Engagement quality control review
Such reviews are required for all financial statement audits of listed entities. The firm is also required to 
set out criteria against which other audit, assurance and related services engagements should be 
evaluated to determine whether they should be subject to engagement quality control reviews. An 
engagement quality control review includes an objective evaluation of the engagement team’s evalua
tion of independence, significant risks identified and responses, the significant judgements made by the 
engagement team, appropriateness of consultations, the significance of misstatements identified, 
matters to be communicated to management, those charged with governance and other parties, 
whether working papers reflect the work performed and conclusions reached, and the appropriateness 
of the report. The review involves discussion with the engagement partner, a review of the financial 
statements or other subject matter and the report. The actual extent and depth of review depend on the 
complexity and risk of the engagement as well as the experience of the engagement team.

Monitoring
The firm is required to establish policies and procedures to provide them with reasonable assurance 
that their quality control policies and procedures are relevant, adequate and complied with in practice. 
The monitoring process includes both ongoing consideration and evaluation of the elements of the 
system of quality control, and the periodic inspection of a selection of completed engagements, with 
the inspection cycle ordinarily spanning no more than three years.

The firm is also required to establish policies and procedures for dealing with formal complaints 
and allegations about whether the work performed fails to comply with applicable professional 
standards.

Firm regulation
Firm regulation occurs within the public accounting firm. A prime example is implementing a system 
of quality control as mandated by quality control standards discussed in the preceding section. This 
means that the firm’s day-to-day actions will comply with the policies and procedures pertaining to 
quality control elements. For example, to assist staff in meeting professional standards, firms generally 
provide on-the-job training and require their professionals to participate in continuing professional 
education courses. Personnel who adhere to standards for professional services will receive pay rises 
and promotions. Personnel whose work is substandard should be counselled and, if improvement is not 
forthcoming, their employment terminated. Motivation also results from the desire to avoid the 
expense and damage to a firm’s reputation that accompanies litigation and other actions brought

Auditing and the public accounting profession
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The firm is required to establish a system of quality control designed to provide it with reasonable 
assurance that the firm and its personnel comply with professional standards and applicable regulatory 
and legal requirements and that reports issued by the firm or engagement partners are appropriate in 
the circumstances. The system of quality control is required to include documented policies and 
procedures addressing:

• leadership responsibilities for quality within the firm;
• ethical requirements;
• acceptance and continuance of client relationships and specific engagements;
• human resources;
• engagement performance;
• engagement quality control review;
• monitoring.

Firm leadership and responsibilities
These are basic principles and essential procedures regarding leadership and responsibilities within the 
firm to promote an internal culture that recognizes that quality is essential in performing engagements. 
There is a requirement that the firm’s policies and procedures are inspired by and overseen by the 
leaders of the firm and who bear ultimate responsibility for the firm’s system of quality control.

Ethics
The firm is required to establish policies and procedures designed to provide it with reasonable 
assurance that the firm and its personnel comply with relevant ethical requirements. In this way, 
ethical requirements are given due weight and recognition. With regard to independence specifically, 
the firm is required to establish policies and procedures to provide it with reasonable assurance that the 
firm and its personnel maintain independence. It is also required to establish policies and procedures 
designed to provide it with reasonable assurance that it is notified of matters that may pose a threat to 
independence so that appropriate action can be taken to resolve such situations. The firm is also 
required to obtain, at least annually, confirmation of compliance with its policies and procedures on 
independence from all firm personnel required to be independent by the IFAC’s Code o f  Ethics for 
Professional Accountants and national requirements.

The firm is required to establish policies and procedures that require the rotation of the engage
ment partner after a specified period of time for all audits of financial statements of listed entities. The 
firm is also required to set out criteria against which audits of nonlisted entities as well as assurance and 
related services engagements should be evaluated for the purpose of determining whether the engage
ment partner should be rotated.

Acceptance and continuance of client relationships and specific engagements 
The firm should have basic principles and essential procedures regarding acceptance and continuance 
of client relationships and specific engagements. These involve the integrity of the client, the compe
tence of the firm to provide the engagement service and ability to comply with ethical requirements.

Human resources
The firm is required to establish policies and procedures to provide it with reasonable assurance that it 
has sufficient personnel with the competencies and commitment to ethical principles necessary to
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perform its engagements in accordance with professional standards. It is also required that the firm 
assigns an engagement partner and appropriate staff with the necessary competencies to undertake 
each engagement.

Engagement performance
The firm must establish principles and procedures to ensure that each engagement is properly per
formed in accordance with professional standards and applicable regulatory and legal requirements 
including an appropriate level of supervision and review. These policies and procedures must require 
consultation on contentious matters and provide for the resolution of differences of opinion.

Engagement quality control review
Such reviews are required for all financial statement audits of listed entities. The firm is also required to 
set out criteria against which other audit, assurance and related services engagements should be 
evaluated to determine whether they should be subject to engagement quality control reviews. An 
engagement quality control review includes an objective evaluation of the engagement team’s evalua
tion of independence, significant risks identified and responses, the significant judgements made by the 
engagement team, appropriateness of consultations, the significance of misstatements identified, 
matters to be communicated to management, those charged with governance and other parties, 
whether working papers reflect the work performed and conclusions reached, and the appropriateness 
of the report. The review involves discussion with the engagement partner, a review of the financial 
statements or other subject matter and the report. The actual extent and depth of review depend on the 
complexity and risk of the engagement as well as the experience of the engagement team.

Monitoring
The firm is required to establish policies and procedures to provide them with reasonable assurance 
that their quality control policies and procedures are relevant, adequate and complied with in practice. 
The monitoring process includes both ongoing consideration and evaluation of the elements of the 
system of quality control, and the periodic inspection of a selection of completed engagements, with 
the inspection cycle ordinarily spanning no more than three years.

The firm is also required to establish policies and procedures for dealing with formal complaints 
and allegations about whether the work performed fails to comply with applicable professional 
standards.

Firm regulation
Firm regulation occurs within the public accounting firm. A prime example is implementing a system 
of quality control as mandated by quality control standards discussed in the preceding section. This 
means that the firm’s day-to-day actions will comply with the policies and procedures pertaining to 
quality control elements. For example, to assist staff in meeting professional standards, firms generally 
provide on-the-job training and require their professionals to participate in continuing professional 
education courses. Personnel who adhere to standards for professional services will receive pay rises 
and promotions. Personnel whose work is substandard should be counselled and, if improvement is not 
forthcoming, their employment terminated. Motivation also results from the desire to avoid the 
expense and damage to a firm’s reputation that accompanies litigation and other actions brought
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against the firm for alleged noncompliance with professional standards. Auditors’ exposure to litiga
tion is discussed in Chapter 4.

Self-regulation
The institutes and the Association independently undertake quality assurance practice reviews as part of 
their responsibilities as supervisory bodies. In order to continue to hold an auditing certificate, members 
have to demonstrate compliance with quality control standards. Members are obliged to give assurance 
that the established quality control requirements are being met. Practice inspectors appointed by the 
institutes and the Association visit all practices on a cyclical basis. Findings from the reviews are 
confidential. The reviewed practice is given an assessment made by the reviewer. If there are unsatisfac
tory findings, the practitioner is required to take remedial action and will be subject to re-review within 
an agreed time frame. Serious deficiencies are dealt with through disciplinary procedures. The primary 
focus of practice reviews, or self-regulation, is educational. Also, at the request of the DTI the Audit 
Quality Forum was established by the ICAEW in December 2004. Its programme is about working in the 
public interest to promote quality and confidence in corporate reporting.

Independent regulation
Regulatory activities of the professional accountancy bodies are monitored by the Professional 
Oversight Board in respect of training, professional development, ethical matters, professional con
duct and discipline, registration and monitoring. This review also includes ensuring that the profes
sional bodies take appropriate action with respect to decisions by the Accountancy and Actuarial 
Discipline Board, such as removal of a member’s practising certificate where recommended by that 
Board. In addition, firms auditing listed and other public interest entities are subject to direct 
monitoring by the Audit Inspection Unit of the Professional Oversight Board.

A further source of regulation is through the monitoring of published financial statements by the 
FSA and FRRP as referred to earlier in the chapter. If the Panel finds auditors failing to encourage 
adherence to financial reporting standards where appropriate it may raise the matter with the auditors’ 
supervisory body or the Accountancy and Actuarial Discipline Board, with a view to possible dis
ciplinary action being taken.

A significant, additional regulatory mechanism occurs through the courts where an accountant 
may face a lawsuit for negligence and incur costs and damages for failure to comply with the 
profession’s standards of practice. This aspect is considered in Chapter 4.

All these forms of regulation are important. They are interrelated and aspire to the overall objective 
of improving the quality of audit practice. However, each uses a different means to achieve the desired 
objective. Each acts as a sieve in detecting substandard practice and preventing audit failure.

^  LEARNING CHECK___________________________________

• The regulatory framework to ensure quality service includes the system of standard setting and 
regulations.

• The standard setting process provides quality control standards with which auditors should comply.
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• Regulatory controls exist within firms, in the profession’s own regulatory procedures in terms of
memberships, standards, behaviour and quality, and through independent bodies such as the FRC’s
Professional Oversight Board and at an international level, IFAC.

g |  SUMMARY
This chapter has provided an overview of the auditing environment. Auditing practice has evolved over 
the last century from a relatively straightforward activity of checking books and accounts to a dynamic 
role of enhancing the credibility of financial information by way of audit and other assurance services. 
The development of audit practice has demonstrated a shift in public expectations, especially in terms 
of the auditors’ role. The chapter also briefly described the impact of such changes on auditor 
independence and audit liabilities. With a number of complex factors influencing the scope and 
responsibilities of auditors, a trend towards having to satisfy the information needs of users has 
become the key topical issue.

As the market becomes more sophisticated, so, too, appear to be the information needs of users. 
The expertise and competence of auditors are sought for a variety of financial services, requiring the 
auditors to give different levels of assurance. The traditional conformance role of auditing is no 
longer seen to be relevant, and auditors are now expected to be able to add value to their clients’ 
functions.

The collapse of Enron has also focused attention on the regulation of the audit function. In 
restoring public confidence the former regulatory role of professional accountancy bodies with respect 
to standard setting and monitoring has been transferred to independent bodies such as the Financial 
Reporting Council. Moreover, in the interests of facilitating European and global investment, stan
dards on financial reporting and auditing set by international standard setting bodies are replacing 
standards set nationally so as to reassure investors as to the consistency of financial reporting and 
auditing worldwide.
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MULTIPLE-CHOICE QUESTIONS
Wphoose the best answer for each o f  the following. (Answers are on p. 639)

1.1 What was the predominant objective of an ‘audit’ before 1900?
(a) To ensure that the financial statements were free from all material errors.

„• J  (b) To detect fraud.
(c) To ensure that all internal controls were operating effectively.
(d) To check all transactions of the company.

Ofjit What would not be described as part of the conformance role of auditing?
(a) Evaluate reasonableness of business plans.

1: (b) Check that the organization complies with statutory matters.
(c) Ensure the organization conforms with policies and procedures correctly.
(d) Ensure that all material errors have been detected.

1.3 What is the main concern of the accounting profession in relation to an increase 
in the level of assurance required for audits?
(a) Their time budgets will become tighter.
(b) It will increase their exposure to liability.
(c) It is not what an audit is designed to achieve.
(d) It will not sufficiently satisfy users’ needs.

What provides the highest level of assurance?
* ' (a) Audit.

(b) Agreed-upon procedures.
(c) Review.
(d) It depends on the nature of the engagement.

i -1.5 What has been the primary growth area in recent years for the public accounting profession?
(a) Auditing services.
(b) Consulting services.
(c) Taxation services.
(d) Insolvency services.

1.8 The primary objective of a financial statement audit is to:
'A (a) ensure that the company is free from all fraud.

(b) provide assurance about the future viability of the entity.



CHAPTER 1

(c) express an opinion on the truth and fairness of the accounts.
(d) ensure the company complies with all aspects of the Companies Act.

1.7 When hiring a new staff member, what should the firm consider to comply with quality 
control standards?
(a) The person should have a broad range of interests to ensure that they become ‘well- 

rounded employees’.
(b) The person should have adequate qualifications.
(c) The person should have proven skills in working within a team environment.
(d) The person should have high morals to ensure that they will comply with all ethical 

standards.

0  DISCUSSION QUESTIONS
1.1 Compare and contrast the conformance and enhancing roles of auditing.

1.2 Discuss reasons why responsibility for setting standards for financial reporting and auditing is 
being transferred from the profession to independent nongovernmental bodies.

1.3 Explain the concept of assurance and locate audits within an assurance framework.

1.4 Compare and contrast the functions of internal and independent auditors.

1.5 Describe assurance services offered by public accountants other than financial statement audits.

0  PROFESSIONAL APPLICATION QUESTIONS
(Suggested answ ers are on pp. 651 -652 )

1.1 A u dit objectives
You have obtained employment in the accounting firm of Dickens &  Partners as an audit 
assistant. You have heard that the firm is not very modern in its approach. On the first day 
at work, M r Dickens calls you into his office and hands you a copy of Auditing: A Practical 
Manual for Auditors by Lawrence Dicksee, published by Gee &  Co. of London in 1892. The 
partner proudly claims ‘This is the Bible of auditing.’ You open the book (after blowing the dust 
off the cover) and read the following statement on p. 7: ‘ . . .T h e  detection of fraud is a most 
important portion of the auditor’s duties. Auditors, therefore, should assiduously cultivate this 
branch of their activities.’

From your limited audit knowledge, this does not appear to be ‘current practice’.

R equ ired
Write a brief memo to the audit partner, Mr Dickens, discussing major changes that have occurred in 
the objectives of auditing since the publication of Dicksee’s book in 1892.
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1.2 Types o f  audit and auditors
After performing an audit, the auditor determines that:

1. The Department of Transport is in violation of an established government employment practice.
2. The supervisor is not carrying out the responsibilities that have been assigned.
3. The accounts clerk has not been stealing from the company.
4. A company’s receiving department is inefficient.
5. The company’s financial statement presents a true and fair view.
6. The company has an adequate provision to fill the mine pit at the expiration of the lease term.
7. Controls over the sales invoicing system are operating effectively.
8. A department is not meeting the company’s prescribed policies concerning overtime work.
9. The tax office is complying with government regulations and its financial statements are stated 

fairly.

Required
1. Indicate, for each o f  the above, the type of audit that is involved: (i) financial, (ii) compliance, 

(iii) value for money, (iv) environmental or (v) internal.
2. Identify the type of auditor most likely to be involved: (i) independent, (ii) internal or 

(iii) government.
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* 0  LEARNING OBJECTIVES
After studying this chapter you should be ab le to:

1 explain the relationship between accounting and auditing

2 describe the conditions that create a demand for, and the benefits and limitations of, financial 
statement audits

3 discuss the legal and professional issues in appointing independent auditors

4 describe the auditors’ relationship with the board of directors, audit committee and other 
important groups

5 state the statutory and other duties of the independent auditors

6 state the statutory and other duties of directors pertaining to financial statements

7 discuss the objective and scope of auditing standards

8 explain the impact and importance of auditing standards on the profession

9 describe the main stages in the audit process

10 discuss the issues in formulating audit reports

11 describe the contents of an auditors’ report

12 appreciate the circumstances where the auditor issues a modified audit report.

^  PROFESSIONAL STATEMENTS
ISA 200 Objective and General Principles Governing an

Audit o f  Financial Statements 
ISA 210 Terms o f  Audit Engagements
ISA 610 Considering the Work o f  Internal Audit
ISA (United Kingdom and Ireland) 700 The Auditor’s Report on Financial Statements 
APB Bulletin 2006/06 Auditor’s Reports on Financial Statements in the

United Kingdom

As noted in Chapter 1, financial statement audits play an important role in our free market economy. 
This chapter begins by, examining several fundamentals underlying financial statement audits. The 
chapter then looks at issues surrounding the appointment of independent auditors, important auditor 
relationships and the auditors’ responsibilities and rights -  issues that, collectively, underpin the 
conduct of financial statement audits. It also identifies the sources and form of the auditing standards 
that must be applied in the performance of audits. The main stages in the audit process are summarized
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with reference to their coverage in later chapters. Finally, the auditors’ report on financial statements is 
introduced in order to provide an appreciation of the end-product of a financial statement audit. For 
this purpose, while having general regard to global ISA requirements, application to UK company law 
and accounting and auditing requirements is provided for illustration and discussion by reference to 
ISAs (United Kingdom and Ireland).

Fundamentals Underlying Financial Statement Audits
This section begins by examining the relationship between accounting and auditing. It then 
identifies an important assumption on which auditing is based and considers the conditions that 
have created a demand for auditing, as well as the economic benefits and limitations of a financial 
statement audit.

Relationship between accounting and auditing
There are significant differences between the accounting process by which financial statements are 
prepared and the process of auditing these statements. Each process has different objectives and 
methods, and the parties responsible for each are not the same. Accounting methods involve identify
ing the events and transactions that affect the entity. Once identified, these items are measured, 
recorded, classified and summarized in the accounting records. The outcome of this process is the 
preparation and distribution of financial statements in accordance with FRSs (or IAS/IFRSs) and 
regulatory requirements. The ultimate objective of accounting is the communication of relevant and 
reliable financial information that will be useful for stewardship and decision-making. An entity’s 
employees are involved in the accounting process and ultimate responsibility for the financial state
ments lies with the entity’s directors.

The audit of financial statements involves obtaining and evaluating evidence on management’s 
financial statement assertions. Auditing culminates in the issue of an auditors’ report that contains the 
auditors’ opinion on whether the financial information gives a true and fair view. In the United 
Kingdom and Ireland auditors are responsible for adhering to auditing standards (ISAs issued by the 
IAASB as adopted for the United Kingdom and Ireland) both in gathering and evaluating evidence, and 
in issuing an auditors’ report that contains the auditors’ conclusion. This conclusion is expressed in the 
form of an opinion on the financial information. Rather than creating new information, auditing adds 
credibility to the financial statements prepared by management. The relationship between accounting 
and auditing in the financial reporting process is illustrated in Figure 2.1.

Verifiability of financial statement data
Auditing is based on the assumption that financial data are verifiable. Data are verifiable when two or 
more qualified individuals, working independently of one another, reach essentially similar conclu
sions from an examination of the data. Verifiability is primarily concerned with the availability of 
evidence attesting to the validity of the data being considered. In some disciplines, data are considered 
verifiable only if the examiners can prove beyond all doubt that the data are either true or false, or right
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I FINANCIAL REPORTING

ACCOUNTING AUDITING
(Guided by Financial Reporting Standards) (Guided by Auditing Standards)

Responsibility of auditor
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|
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Figure 2.1 Relationship between accounting and auditing.

or wrong; however, this is not the case in accounting and auditing. Auditors seek only a reasonable 
basis for the expression of an opinion on the truth and fairness of the financial statements.

In making the examination, auditors obtain evidence to ascertain the validity and propriety of the 
accounting treatment of transactions and balances. In this context, validity means sound or well 
grounded. Propriety means conforming to established accounting rules and customs. Financial state
ments contain many specific assertions about individual items. With respect to stock, for example, 
management asserts that the stock is in existence, owned by the reporting entity and properly stated at 
the lower of cost and net realizable value in accordance with SSAP 9/IAS 2. In auditing the financial 
statements, the auditors believe the individual assertions are verifiable (or auditable) based on evidence 
available and that it is possible to reach a conclusion about the truth and fairness of the report taken as 
a whole by verifying the accounts that comprise the report. The use and importance of audited 
financial statements provide evidence that the assumption of verifiability is well founded.

Responsibility of management

Aiajyse «vents and transaction*.

Measure and record transaction 
data.
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Need for financial statement audits
The Statement of Principles issued by the Accounting Standards Board (ASB) states that relevance and 
reliability are the two primary qualities that make accounting information useful for decision-making. 
(Internationally, the IASB’s Framework for the Preparation and Presentation o f  Financial Statements 
has a similar conceptual approach.) Users of financial statements look to the independent auditors’ 
report for assurance that these and other qualitative characteristics and underlying assumptions have 
been met. The need for independent audits of financial statements is attributed to four conditions, which 
are discussed further below: (i) conflict of interest, (ii) consequence, (iii) complexity and (iv) remoteness. 
In the absence of a monitoring mechanism, these four conditions collectively contribute to information 
risk; the risk that the financial information may be innaccurate, incomplete or biased. Thus, it can be 
said that an audit enhances the credibility of financial statements by reducing information risk.

Conflict o f  interest
Many users of financial statements are particularly concerned about an actual or potential conflict of 
interest between themselves and the management of the entity. This apprehension extends to the fear 
that the financial statements and accompanying data, being provided by management, may be 
intentionally biased in management’s favour. Conflicts of interest may exist also among the different 
classes of users of financial statements such as shareholders and creditors. Thus, users seek assurance 
from independent auditors that the information is both (i) free from management bias and (ii) neutral 
with respect to the various user groups; that is they seek an assurance that the information is not 
presented in a way that favours one user group over another.

Consequence
Published financial statements represent an important and, in some cases, the only source of informa
tion used in making significant investment, lending and other decisions. Thus, users want the financial 
statements to contain as much relevant data as possible. This need is recognized by the extensive 
disclosure requirements imposed by the Companies Act 2006. Because of the significant economic, 
social and other consequences of their decisions, users look to the independent auditors for assurance 
that the financial statements are prepared in accordance with an appropriate accounting framework 
and that the statements contain all the appropriate disclosures.

Complexity
Both the subject matter of accounting and the process of preparing financial statements are becoming 
more and more complex. The debates and problems that occur with respect to accounting methods for 
financial instruments, leases, pensions, taxes and earnings per share are some examples of the 
difficulties faced by preparers, auditors and users of financial statements. As the subject matter 
becomes more complicated there is a greater risk of misinterpretation and unintentional error. Users 
are therefore finding it more difficult or even impossible to evaluate the quality of financial statements. 
Accordingly, they are relying on the expertise and opinion of independent auditors to assess the quality 
of the information provided by the financial statements on their behalf.
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Remoteness

Few users have direct access to the accounting records from which financial statements are prepared. 
Furthermore, in instances when records are available for scrutiny, time and cost constraints normally 
prevent users from making a meaningful examination. Remoteness prevents users from directly 
assessing the quality of the statements. Under such circumstances, users have two alternatives:
(i) to accept the quality of the financial data in good faith, or (ii) to rely on the attestation of a third 
party. In terms of financial data included in financial statements, users clearly prefer the second 
alternative.

Explanatory theories of auditing
The separation of ownership from control is the necessary feature of the corporate form that creates a 
demand for auditing. On this basis, some explanatory theories are discussed here,1 namely:

• agency theory (stewardship/monitoring hypothesis)
• information hypothesis and
• insurance hypothesis.

Agency theory
In an agency relationship, investors, as principals, entrust their resources to managers (the company’s 
directors) as agents. There is a behavioural assumption that all parties involved in the relationship will 
act rationally and will attempt to maximize their benefits. Company promoters seek to raise capital for a 
venture in which they, as directors, will act as agents for the principals. The promoters anticipate that 
investors will suspect that they, the principals, will misuse the investors’ capital. This is known as agency 
risk; the expectation that the agent’s self-interest will diverge from the principals’ interest. To compen
sate themselves for this risk, investors will require a higher rate of return -  they will pay less for the 
shares than their intrinsic value. To minimize the size of this risk premium, which effectively adds to the 
cost of acquiring capital, the promoters will offer a monitoring mechanism in the form of regular reports 
providing an account of the agent’s performance. Furthermore, the directors will recognize the value of 
an audit in further reducing agency risk. Directors will incur additional costs for an audit if these costs 
are less than the related increase in the cost of the company’s share capital if no audit were offered.

Information hypothesis
Investors require information to make an assessment of the expected returns and risks associated with 
their investment decision-making. They demand audited financial information because it is a means of 
improving the quality of the financial information on which their decisions are based. An audit is also 
valued as a means of improving financial data for internal decision-making. Audits can detect errors 
and motivate employees to exercise more care in preparing records in anticipation of an audit. There is 
some degree of overlap of the information hypothesis with the stewardship/monitoring hypothesis 
(or agency theory). Information that is useful in monitoring an agent’s performance is also useful for 
making investment decisions. In the stewardship/monitoring hypothesis, the agent is the source of 
demand for audits; the information hypothesis stresses the increase in the reliability of information as 
an input to decision-making.
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This is a more recent explanation of the demand for auditing. Insurance is an important factor in the 
litigation crisis (discussed in Chapter 4). Wallace describes the insurance hypothesis as follows:

The ability to shift financial responsibility for reported data to auditors lowers the expected loss from litigation 
or related settlements to managers, creditors, and other professionals involved in the securities market. 
As potential litigation awards increase, this insurance demand for an audit from managers and professional 
participants in financial activities can be expected to grow.2

Wallace identifies four reasons why managers and professionals look to auditors for insurance:

• An audit function is well accepted by society. Professionals and managers can substantiate that they 
exercised reasonable care by using auditing services.

• Auditors have developed in-house legal expertise, and may provide more efficient insurance cover
age as a co-defendant than an insurance company could provide as a third party.

• While an insurance company will make a cost-benefit choice of legal defence versus settlement out 
of court based on monetary loss, the common interests of the auditors and management will ensure 
the proper consideration of the effects of litigation on the reputation of the parties.

• The courts view auditors as a means of socializing risk; that is, because auditors are held responsible 
for business failures they, in turn, shift this cost first to clients through higher fees and then to society 
through higher prices and lower returns on investment. Risks otherwise faced by investors are borne 
by society.

Another dimension of the insurance hypothesis is the incentive of politicians to require audits. Whenever 
there are notable corporate failures -  for example the financial failure of Enron -  it is often convenient 
for the politicians/legislators to make auditors the scapegoats. The usual question in these situations is 
‘why didn’t the auditor discover and disclose the problem?’ As Wallace goes on to say:

Political benefits are derived from mandating audits, increasing liability exposure of auditors to provide greater 
remedies to individual investors who lose money in the market, and focusing attention on audit failure which 
places auditors in the defendant’s chair.3

Government regulators and politicians can insure themselves against blame by requiring that corpo
rate entities be audited by public accounting firms. In fact, this provides support for the legislative 
demand theory.

The demand for auditing services is an induced demand from government agencies. As explained in 
Chapter 1, statutory audits have been required in the United Kingdom since 1844 with the introduction 
of the Joint Stock Companies Act and in the United States since 1934, when the ‘certification’ of 
financial statements was stipulated under the Securities Act.

A quasijudicial model of the auditors’ role is articulated through the actions of the legislature and 
the judiciary. Auditors are conferred rights and duties under the Companies Acts 2006 (as well as 
earlier legislation) to make a quasijudicial inquiry as to the truth and fairness of the accounts. The 
judiciary examines the role of the auditors in adjudicating conflicts between the auditors and members 
of society. Reference to case law determines the extent of due care auditors may be expected to bring to 
bear in the performance of their professional responsibilities and those parties to whom the duty of care

Insurance hypothesis
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is owed. This is also discussed in Chapter 4. Some argue that the role of the auditors is not adequately 
defined in terms of the auditors’ strict legal responsibility. Society’s expectations impose other 
responsibilities. The public perception of auditors’ responsibilities has been debated and researched 
since the mid-1970s. It is discussed in the latter part of Chapter 3.

Economic benefits of an audit
Irrespective of the view held or the dominance of any particular explanatory theory, auditing provides 
several benefits. These include:

Access to capital markets
Public companies must satisfy statutory audit requirements in accordance with the Companies Act 
2006. The UK Listing Authority imposes its own requirements for listing securities. Without audits, 
companies may be denied access to the capital markets.

Lower cost o f  capital
Small companies often have financial statement audits to obtain bank loans on more favourable 
borrowing terms. Because of reduced information risk resulting from audited financial state
ments, potential creditors may offer low interest rates and potential investors may be willing to 
accept a lower rate of return on their investment. In short, audited financial statements improve 
an entity’s credibility.

Deterrent to inefficiency and fraud
Financial statement audits can be expected to have a favourable effect on employee efficiency and 
honesty. Knowledge that an independent audit is to be made is likely to result in fewer errors in the 
accounting process and reduce the likelihood of misappropriation of assets by employees. Similarly, 
the auditors’ involvement in an entity’s financial reporting process is a restraining influence on 
management. The fact that its financial statement assertions are to be verified reduces the likelihood 
that management will engage in fraudulent financial reporting.

Control, risk assessment and operational improvements
Auditing standards require that auditors gain an understanding of internal controls and business risk as 
part of the overall process of assessing the risk of material misstatements occurring in the financial 
statements (ISA 315, Understanding the Entity and its Environment and Assessing the Risks o f  
Material Misstatement). Based on observations made during a financial statement audit, the indepen
dent auditors are in a position to make recommendations to management on risks facing the enterprise, 
how controls could be improved and how greater operating efficiencies within the entity’s organization 
might be achieved. This economic benefit is especially valuable to small and medium-sized entities.

It has been observed that the release of audited financial information generally has little or no 
direct effect on the market price of a company’s securities. This is because financial results and
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audit findings are often made available by management to the financial press before the formal 
issuance of the audited financial statements. However, such financial statements help to assure the 
efficiency of the financial markets by deterring the prior dissemination of inaccurate information or 
by limiting its life.

Limitations of a financial statement audit
Under s. 854(1) and (2) of the Companies Act 2006, the annual return of a company must be lodged 
with the Companies Registrar. While all public and larger private companies are required to file a copy 
of the signed financial statements and reports, small private companies may submit an abbreviated 
statement.

Traditionally, the financial statements have been regarded as primarily for the benefit of the 
members of a company. By receiving full and accurate information on the financial affairs of their 
company, members are able to assess the performance of its management. A financial statement audit 
performed in accordance with ISAs provides an objective assurance of the credibility of the assertions 
by management. However, as there are constraints (such as the timing of the annual general meeting, 
the cost-effectiveness of the independent audit and the broad range of interpretation and judgement 
required in the application of accounting standards), the financial statement audit is subject to a 
number of inherent limitations. Some of these limitations are discussed below.

Time lapse
There is a lapse of time between the balance sheet date and the presentation of the auditors’ report. 
It may result in the auditors assessing ‘dated’ information, which may be of a more dynamic nature. 
On the other hand, the shorter the lapse, the less time is available for the auditors to evaluate the 
financial information fully. Although the suggestion by the ASB4 to require listed and other public 
interest companies to publish a short form financial statement, similar to the existing Preliminary 
Announcement required by the UK Listing Authority, within 6 weeks of the financial year end was not 
enacted, the Companies Act 2006 requires that AGMs are held and financial statements filed within 
6 months of the year end.

Audit testing on samples and other selected data
Audit testing may involve either using sampling methods to obtain representative data, or selecting 
individual items for testing, exercising an element of judgement based on the auditors’ understanding 
of the business. Audit testing based on sampling has limitations. The level of evidence sought is 
persuasive rather than conclusive.

Over-reliance on expert systems
It is common practice within audit firms to conduct audits using either general or specialized computer 
audit packages and other expert systems. Auditors may tend to rely heavily on such expert systems to 
evaluate audit risk areas (such as the possibility of management fraud), especially when the audit is 
conducted under time and cost constraints.
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Auditors are required to form a professional judgement on areas that may be highly specialized, or 
which are not dealt with by financial reporting or auditing standards (for example in industries that are 
highly technologically developed, or in respect of accounting items concerning the environment). Audit 
judgement, in such situations, can be influenced by a number of factors. Also, professional judgement 
is required in determining an adequate materiality level for misstatements in the financial statements, 
or for determining whether the going concern assumption is appropriate for the financial statements of 
a business that faces financial or operating difficulties.

Report format limitations
Auditors are required to report within a standard format of auditors’ reports. The precise wording of 
audit reports is determined generally by a combination of auditing standards (for example, in the 
United Kingdom at the time of writing ISA 700 (United Kingdom and Ireland) The Auditors Report on 
Financial Statements), company law and other regulatory requirements. The auditors’ report and, 
indeed, the body of the financial statements are subject to interpretation. The standard format of the 
auditors’ report may not necessarily reflect fully the complexities involved in the audit process, the 
judgements made and the intended messages in the audit opinion. In fact, the debate on audit report 
content has continued for many years despite the existence of approved auditing standards. More 
recently, in December 2007, the APB issued a Discussion Paper, The Auditor’s Report: A Time for  
Change f  This document provides a timely opportunity to reconsider the audit report content and its 
communicative value and take into account Companies Act 2006 requirements, the EU’s Statutory 
Audit Directive and the lAASB’s proposed revisions to ISA 700.

Furthermore, estimates and judgements are an inherent part of the accounting and auditing 
process, and no one, including auditors, can foresee the outcome of uncertainties; an audit cannot 
add exactness and certainty to the financial statements when these factors do not exist.

Despite these limitations, a financial statement audit adds credibility to the financial information. 
As a result, financial statutory audits have become an indispensable part of our society.

Forming professional judgements in highly specialized areas

y  LEARNING CHECK__________________________________

• Accounting is the process of identifying, measuring and reporting economic transactions; whereas 
auditing is a function to obtain evidence that supports management’s assertions in respect of the 
accounting process and to review and report on its outcome.

• Financial statement audits are required by the Companies Act on larger companies. They are 
necessary because of such factors as:

-  the potential conflict of interest of management;
-  the likely consequences of financial statements in influencing economic decisions made by the 

public;
~ the complexity of the financial information;
-  accessibility problems for users of companies’ financial information.
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• Auditing is generally required to satisfy the need of users based on a stewardship arrangement, 
demand for information and as an insurance factor.

• The economic benefits of an audit are numerous. They provide, for example, an informed access to 
capital markets, a potentially lowered cost of capital, a deterrent to inefficiency and fraud, a means 
o f improving control and operations and generally reduce information risk.

• Financial statement audits can be limited by such factors as the lapse of time before the 
audited financial statements are published, the inherent limitations in the audit process itself, 
the need to rely on expert systems, technical uncertainties and the prescribed format of audit 
reports.

The Appointment of the Independent Auditors
The appointment of the independent auditor is governed by the Companies Act 2006. This section 
outlines the basic principles of auditor appointment, the applicable statutory provisions and the 
procedures for resignation and removal of auditors.

Principles of appointment of auditors
As a general rule, the members of a company (shareholders with voting rights) appoint auditors. In the 
case of a newly formed company, the first auditors must be appointed by the directors within a month 
after incorporation. The duration of the first appointment is only until the first annual general meeting 
(AGM), at which auditors are appointed by the members. Any vacancy in the office of auditor is to be 
filled at subsequent AGMs. Once auditors are appointed, the company is liable to pay the auditors’ 
reasonable fees and expenses in carrying out the audit. Subject to reappointment at each AGM, 
auditors hold office until their death, removal or resignation. The removal or resignation of auditors 
is governed by the Companies Act 2006. Auditors also cease to hold office after a company goes into 
liquidation.

Where a vacancy occurs in the office of auditor, other than a vacancy caused by their removal, the 
directors may fill the vacancy. In this event, the auditors appointed hold office until the next AGM.

A person may be appointed to act as the auditor of a company only if he or she has so consented in 
writing before the appointment. Appointment without such consent is of no effect and constitutes an 
offence by the company and any officer in default.

Further statutory provisions u nder the ‘small companies regim e’
Under s. 381 of the Companies Act 2006  the ‘small companies regime’ provides relief from a variety of 
requirements in relation to accounts and audit. In practice the legislation is intended to benefit small 
private companies and reduce the burden of unnecessary statutory requirements. Whereas under 
previous legislation similar relief was available by ‘election’, under the new act the relief is automa
tically given as the default position. This means that for example annual general meetings for the 
purpose of laying of accounts and annual appointment of auditors are not required unless small 
companies that meet the qualifying conditions (under s. 382 (1) to (6)) decide otherwise or where
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members holding at least 10%  of the voting rights so requested. The qualifying conditions are met by a 
company in a year in which it satisfies two or more of the following requirements:

• turnover -  not more than £5 .6  million
• balance sheet total (i.e. total assets) -  not more than £2 .8  million
• number o f  em ployees -  not more than 50.

Public companies, banking and insurance companies and certain other types of financial investment 
and management companies are excluded from the small companies regime as are those companies 
which are members of an ineligible group.

Small companies with a turnover not exceeding £5 .6  million (the maximum allowed under EU law) 
are generally not required to appoint an auditor unless shareholders holding at least 10%  of the voting 
shares request the company to prepare audited financial statements for a particular year (ss. 476 
and 477). The audit exemption limit has been progressively raised from turnover of £ 90  000 when first 
introduced in 1993 with no adverse consequences. About 68%  of eligible companies take advantage of 
the exemption. Others continue to submit their financial statements voluntarily to audit for reasons 
such as access to capital.

Registration of auditors
The Companies Act 20 0 6  requires that audits be conducted by individuals or firms who are members 
of a recognized supervisory body and eligible under the rules of that body (s. 1212). Regulations 
pertaining to this requirement are described in Chapter 1. An auditing firm cannot act as auditor of a 
company unless at least one member of the firm is registered as a company auditor.

There are benefits for a registration procedure for company auditors. A list o f registered company 
auditors is maintained for public reference. Registration provides an assurance of the qualification, level 
of competence and experience of the auditor concerned. Moreover, formal registration and postregis
tration procedures allow a regular quality control of the auditor in practice. Alongside the registration 
requirements are conditions that require the accounting bodies to maintain and monitor a comprehen
sive and mandatory code of ethics and other rules and to continue the professional development of 
members. The influence of IFAC requirements and, in Europe, revisions to the Eighth Directive in 2006 
(The Statutory Audit Directive) with the Companies Act 2006 have further strengthened this process.

Removal and resignation of auditors
Auditors may be removed from office only by resolution of the company at a general meeting for 

which special notice of 28  days is required. When a company receives special notice of a resolution to 
remove the auditors, it must send a copy of the notice to the auditors. The auditors are then given the 
opportunity to make representation in writing, with copies of the representation being sent to all 
members entitled to attend the meeting. The auditors have the right to be heard at the meeting. Where 
auditors are removed from office at a general meeting, the company may appoint other auditors at that 
meeting. These provisions regarding removal of auditors have the effect of strengthening the auditors’ 
independence. Auditors who qualify their opinion on the financial statements cannot be removed by 
the directors without due process and the company in a general meeting. This issue is considered more 
fully in Chapter 3.



CHAPTER 2

Where the auditor of a company decides to resign, the company must be notified in writing 
(Companies Act 2006 s. 517). Whenever auditors of unquoted companies leave office they are required 
to make a statement of any circumstances to be brought to the attention of members or creditors or a 
statement that there are no such circumstances (s. 519). Under the Companies Act 2006 (s. 519) 
auditors of quoted companies must always provide a statement of circumstances surrounding their 
departure. The purpose of such a statement is explained in Chapter 3.

0, LEARNING CHECK_________________________________

• Companies (except for small private companies) are required to appoint an independent auditor.

• Appointment is by the members at the AGM except that directors appoint the first auditor and fill 
casual vacancies.

• Company auditors must be members of a recognized supervisory body and eligible for appointment 
as a company auditor under its regulations.

• The removal of auditors must be by resolution of the company.

• Auditors may resign at any time and must notify the company in writing.

• Whenever auditors of unquoted companies leave office they must make a ‘statement of circum
stances’ or a statement that there are no circumstances that should be brought to the attention of 
members or creditors. Quoted company auditors must always make a statement of circumstances 
surrounding their leaving office.

Duties of Company Auditors
When auditors accept an appointment, they enter into a contractual relationship with the company. 
The audit engagement letter (as required by ISA 210 Terms o f  Audit Engagements) is agreed and signed 
by the auditors and the client and sets out the principal duties and responsibilities of the auditors (as 
well as the directors). There are both express and implied terms in such contracts. These, for example, 
include the auditors’ duty to:

• carry out an audit
• report to members their opinion, based on the audit, as to whether the financial statements are 

properly drawn up so as to give a true and fair view and comply with the applicable reporting 
framework and other applicable regulations

• be independent of the company
• exercise a reasonable degree of skill and care
• in most jurisdictions there are specific statutory duties imposed on auditors under national law. In 

the UK audits are carried out in accordance with the Companies Act 2006. In the following 
paragraphs, references are to sections of that Act.
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Statutory duties of auditors
The auditors are required to provide an auditors’ report to the members (i.e. shareholders with voting 
rights) of the company concerning the financial statement audit. Currently, the format of the auditors’ 
report is governed by auditing standard ISA 700 The Independent Auditor’s Report on a Complete Set 
o f  General Purpose Financial Statements supplemented by APB Bulletin 2006/6. The matters on which 
the auditors must express their opinions are specified by statute. There are also other regulatory 
matters that, under certain circumstances, are required to be disclosed and reported upon by auditors.

Duty to report
Auditors are under a statutory duty to report on the company’s financial statements for an accounting 
period and on the accounting records relating to those financial statements (s. 495). In the case of a 
private company a copy of the auditors’ report must be sent out to members under s. 423, with the 
financial statements and directors’ report, and in the case of a public company, laid before the 
company in general meeting under s. 437.

Contents o f  the auditor’s report
Sections 4 9 5 -4 9 7  set out the matters which must be contained in an auditors’ report. The report must:

• include an introduction identifying the annual accounts that are the subject of the audit and the 
financial reporting framework that has been applied in their preparation;

• include a description of the scope of the audit identifying the auditing standards in accordance with 
which the audit was conducted;

• state clearly whether, in the auditor’s opinion, the annual accounts give a true and fair view;
• have been properly prepared in accordance with the relevant financial reporting framework; and
• have been prepared in accordance with the requirements of the Companies Act 2006 (and, where 

applicable, Article 4 of the IAS Regulation).

Under s. 496 the auditor must state in his report on the company’s annual accounts whether in his 
opinion the information given in the directors’ report for the financial year for which the accounts are 
prepared is consistent with those accounts.

In the case of quoted companies, s. 497  states that, in the audit report, the auditor must report to 
the company’s members on the auditable part of the directors’ remuneration report and state whether 
in his opinion that part of the directors’ remuneration report has been properly prepared in accordance 
with the Companies Act 2006.

There are also certain matters that must be reported on ‘by exception’; as required by s. 497 the 
following conditions must be reported upon if there is any deficiency, or failure to comply:

• whether the auditor has obtained all the information and explanations required
• whether adequate accounting records have been kept
• whether returns from branch offices are adequate
• whether the financial statements are in agreement with the records and returns
• whether in the case of a quoted company, the auditable part of its directors’ remuneration report is 

not in agreement with the accounting records and returns.
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The audit report must be signed (in the name of the auditor or by the senior statutory auditor on behalf 
of the firm) and dated (s. 503).

In addition to statutory requirements the auditor is required to review a statement of compliance 
with the FRC’s Combined Code on Corporate Governance (June 2006) requirements under the Listing 
Rules of the Financial Services Authority.

The audit opinion
The auditor’s report must be ‘qualified’ or ‘unqualified’ and must also include a reference to any matters 
to which the auditor wishes to draw attention by way of emphasis without qualifying the report (s. 495).

The precise wording of opinions expressed in an auditors’ report is also determined by ISA 700 
supplemented by APB Bulletin 2006/6. Essentially, an ‘unqualified’ opinion means that the auditor has 
no reservations concerning the financial statements whereas a qualified opinion means that the auditor 
does have reservations concerning the financial statements. The forms of audit opinion are refered to 
later in the chapter and covered in detail in Chapter 15.

Duty to carry out the audit with due care and skill
Auditors are required to perform the audit in accordance with ISAs in accordance with the APB, 
professional body requirements and EU law (The Statutory Audit Directive) as a minimum perfor
mance standard. In addition, auditors must comply with relevant ethical codes in the conduct of audit 
and other professional services. Chapter 3 considers the nature of these procedures and Chapter 4 
reviews case law in relation to professional liability arising where the auditor is charged with a failure 
to apply a duty of care and skill to the required standard.

Duty to be independent
The Companies Act 2006 (s. 1214) reinforces the requirement that the auditors for a company must be 
independent by disqualifying certain categories of person connected with the company. If at any time 
during his term of office a statutory auditor becomes prohibited from acting under section 1214, 
he must immediately resign from office and give notice in writing to the audited person that he has 
resigned by reason of his lack of independence (s. 1215). Supervisory bodies are required to have rules 
and practices relating to independence. These rules will be explained in Chapter 3.

y  LEARNING CHECK_________________________________

• The statutory duties of auditors are stipulated in the Companies Act 2006. They include the duty to 
report to members in accordance with legislative requirements.

Independent Auditor Relationships
In a financial statement audit, the auditors maintain professional relationships with four important 
groups. These are: (i) management; (ii) the governing body; (iii) internal auditors; (iv) shareholders.
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The importance of these relationships, particularly in respect of public interest companies, is 
further emphasized in European and UK law requirements as well as the Combined Code on 
Corporate Governance (the Code) issued by the Financial Reporting Council.5

Management
The term ‘management’ refers collectively to individuals who actively plan, coordinate and control 
the operations and transactions of the entity. In an auditing context, management refers to the entity 
officers including executive directors, chief accountant and key supervisory personnel. During the 
course of an audit, there is extensive interaction between the auditors and management. To obtain 
the evidence needed, the auditors often require confidential data about the entity. It is imperative, 
therefore, to have a relationship based on mutual trust and respect. An adversarial relationship will 
not work. According to Mautz and Sharaf’s Philosophy o f  Auditing (1961) a fundamental assump
tion (or ‘postulate’) is that ‘there is no necessary conflict of interest between the auditor and the 
management of the enterprise under audit.’ In other words cooperation is assumed. In practice the 
approach the auditors should take towards management’s assertions may be characterized as one of 
professional scepticism. This means the auditors should neither disbelieve management’s assertions 
nor glibly accept them without concern for their truthfulness. Rather, the auditors should 
recognize the need to evaluate objectively the conditions observed and evidence obtained during 
the audit.

Governing body
The board of directors of an entity is responsible for ensuring that the entity operates in the best 
interests of the members. The auditor’s relationship with the directors depends largely on the composi
tion of the board. When the board consists primarily of executive officers of the entity, the auditors’ 
relationship with the board is the same as with management. However, when the board has a number 
of outside or nonexecutive directors, a different relationship is possible. Outside members are not 
officers or employees of the entity. In such cases, the board, or a designated audit committee composed 
exclusively or primarily of outside members of the board, can serve as an intermediary between the 
auditors and management, and have oversight responsibilities for the financial reporting and auditing 
process. The relationship that exists between all responsible for the governance of client companies and 
the auditor is critical to independent and effective auditing. ISA 260 Communication o f  Audit Matters 
with those Charged with Governance provides guidance to assist in the mutual understanding of the 
scope of audit and respective responsibilities, share information and make constructive and timely 
observations. Effective communication is seen as a ‘two-way’ process.

Authoritative guidance on corporate governance including the role of the audit committee is the 
Combined Code on Corporate Governance (the Code) issued by the Financial Reporting Council.6 
Compliance with the Code is not mandatory but the UK Listing Authority requires listed companies to 
disclose, in their annual report, the extent of compliance with the Code and to explain reasons for 
significant departures. A principal feature of the Code’s requirements is the establishment of an audit 
committee composed of nonexecutive directors. The role of the audit committee has been enhanced in 
the wake of inquiries into the implications of the Enron collapse in the United Kingdom. The Higgs
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Report7 looked into the appointment and role of nonexecutive directors and the Smith Report8 made 
recommendations on the role and duties of the audit committee.

As recommended by the Higgs Report, the Code lays down criteria for the appointment of 
nonexecutive directors, placing considerable stress on their independence. It further recommends 
that at least half of the members of the board of directors be independent nonexecutive 
directors.

The principal function of the audit committee is the oversight of financial reporting and auditing. 
The Code includes the following statement:

The main role and responsibilities of the audit committee should be set out in written terms of reference and
should include:

• to monitor the integrity of the financial statements of the company and any formal announcements relating 
to the company’s financial performance, reviewing significant financial reporting judgements contained in 
them;

• to review the company’s internal financial controls and, unless expressly addressed by a separate board risk 
committee composed of independent directors, or by the board itself, to review the company’s internal 
control and risk management systems;

• to monitor and review the effectiveness of the company’s internal audit function;
• to make recommendations to the board, for it to put to the shareholders for their approval in general 

meeting, in relation to the appointment, reappointment and removal of the independent auditor and to 
approve the remuneration and terms of engagement of the independent auditor;

• to review and monitor the independent auditor’s independence and objectivity and the effectiveness o f the 
audit process, taking into consideration relevant UK professional and regulatory requirements;

• to develop and implement policy on the engagement of the independent auditor to supply nonaudit services, 
taking into account relevant ethical guidance regarding the provision of nonaudit services by the independent 
audit firm;

• to report to the board, identifying any matters in respect of which it considers that action or improvement is 
needed and making recommendations as to the steps to be taken.

Note that appointment of the independent auditor is the responsibility of the audit committee. 
If the board does not accept the audit committee’s recommendation, the reasons should be set out 
in the annual report. If there is no internal audit function, the audit committee must reconsider 
the need for such a function annually and explain the reasons for the absence of such a function 
in the annual report. The Statutory Audit Directive requires public interest entities within 
member states to have an audit committee in place. It states that the responsibilities of audit 
committees must include the monitoring of financial reporting and auditing matters (including 
independence).

Internal auditors
Independent auditors ordinarily have a close working relationship with the entity’s internal 
auditors. The independent auditors also have a direct interest in the work of internal auditors 
that pertains to the entity’s internal control structure. From the perspective of the independent 
auditors, internal auditing is a component of the entity’s control environment. As an indepen
dent unit within the entity it examines, evaluates and monitors the adequacy and effectiveness of 
the internal control structure.
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The work of the internal auditors in conducting tests of controls is likely to influence the nature, 
tuning and extent of independent auditors’ audit procedures. International Standard on Auditing 
ISA 610, Considering the Work o f  Internal Audit, requires the independent auditors to assess the 
work of the internal auditors for the purpose of planning the audit and developing an effective audit 
approach. The internal auditors’ work cannot be used as a substitute for the independent auditors’ 
work. However, it may be possible for the external auditor to reduce the extent of audit procedures 
if the internal auditor has performed procedures relevant to the external auditor. ISA 610 requires 
that, in determining the effect of such work on the audit, the independent auditors should consider 
such matters as: (i) the organizational status, (ii) the scope of work, (iii) technical training and 
proficiency of internal auditors and (iv) due professional care observed in the work of internal 
auditors.

Shareholders
Shareholders rely on the audited financial statements for assurance that management has properly 
discharged its stewardship responsibility. The auditors therefore have an important responsibility to 
shareholders as the primary users of the auditors’ report. During the course of an audit engagement, the 
auditors are not likely to have direct personal contact with shareholders who are not officers, key 
employees or directors of the entity. The Companies Act 2006 has improved shareholders’ access to 
audit matters by virtue of s. 527. This gives power to shareholders of quoted companies to require the 
company to publish on its Web site a statement on matters relating to the audit of the company’s 
accounts (including the auditor’s report and the conduct of the audit) and circumstances connected 
with the auditor ceasing office that the shareholders propose to raise at the next accounts meeting. 
Auditors’ appointment, removal or resignation is ultimately determined by (or influenced by) the 
shareholders. In theory, the directors’ powers to appoint the auditors are limited. However, in practice, 
the recommendations of the directors are generally accepted by the members of the company. It is for 
this reason that the Combined Code on Corporate Governance (and the EU Statutory Audit Directive) 
requires the audit committee (not the full board) to recommend the independent auditors’ appoint
ments and oversee the audit function.

LEARNING CHECK
• The independent auditors must retain a degree of professional scepticism when dealing with the 

management of the organization, while maintaining objectivity and mutual respect. The auditors 
must be independent and must be seen to be independent in the conduct of the audit, in exercising 
professional judgement and in giving advice.

• Governance of companies is being increasingly devolved to an audit committee consisting of 
independent nonexecutive directors. It is the audit committee that should recommend appointment 
of the independent auditor, oversee their performance and consider the desirability of employing the 
same firm of accountants for the provision of nonaudit services.
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• The independent auditors should review the work and the status o f the internal auditors (i.e. 
effectively review the internal audit function within the organization) in order to be satisfied, if 
necessary, that it can be relied upon for the purposes of the financial statement audit.

• Auditors do not have direct contact with shareholders. However, the shareholders normally rely on 
the auditors to add credibility to the financial statements and can raise audit matters for discussion at 
accounts meetings.

Management’s and Auditors’ Responsibilities for Annual Accounts 
under the Companies Act
Previous sections o f this chapter have dealt with the relationship between accounting and auditing, 
and the relationship between the independent auditors and management. This section further 
describes the division of responsibility between management and the auditors in the financial 
reporting process.

Division of responsibility
Fundamental to a financial statement audit is the division o f responsibility between management and 
the independent auditors. This difference in responsibility is well established.

Paragraph 24  o f ISA 2 0 0 , Objective and General Principles Governing an Audit o f  Financial 
Statements, states:

W hile the aud itor is responsible for form ing and expressing an opinion on the financial statem ents, the 
responsibility for preparing and presenting the financial statem ents . . .  is that o f  the m anagem ent o f  the 
entity . . . .  The audit o f  the financial statem ents does n o t relieve m a n a g e m e n t. . .  o f [its] responsibilities.

The Companies Act 2 006  stipulates that directors are to:

• Ensure that the company keeps adequate accounting records. The accounting records must enable 
accounts to be prepared that are in accordance with the Act (s. 386).

• Prepare the profit and loss and balance sheet o f the company for each financial year (s. 394).
• This is to be done in accordance with either the Act or international accounting standards (IAS) (s. 395).
• If this is not done they are to give particulars and reasons for any departures therefrom (s. 396).
• Refrain from approving the accounts unless they give a true and fair view (s. 393).

LEARNING CHECK
• M anagement is primarily responsible for the preparation and presentation o f financial statements.

• Detailed responsibilities of the directors are included in the Companies Act. These include keeping 
adequate accounting records and preparing, approving and presenting financial statements that 
show a true and fair view.
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Auditing Standards
Internationally, auditing standards in the form of ISAs (as well as standards for other assurance and 
audit related services) are set by the IAASB as described in Chapter 1. ISAs do not have direct legal 
authority unless they have been adopted under national law. For example, the EU’s Statutory Audit 
Directive has made it a requirement for audits within member states of the EU to be performed in 
accordance with ISAs. Even so, where formal legal adoption has not taken place, as part of the Member 
Body Compliance Program, IFAC members and associates (mostly national professional institutes) are 
required to demonstrate how they have used best endeavours, subject to national laws and regulations, 
to implement the standards issued by IFAC and the International Accounting Standards Board.

The IAASB has issued guidance for national auditing standard setters that adopt its international 
standards with limited modifications.

Until 2004 auditing standards applicable to audits conducted in the United Kingdom and Ireland 
were independently set by the Auditing Practices Board (APB). In December 2004, the APB issued a 
suite of ISAs for application in the United Kingdom and Ireland based on and complying with those 
issued by the IAASB. It is important to note that the principles of ISAs (United Kingdom and Ireland) 
issued by the APB are the same as ISAs issued by the IAASB in order to conform, but may differ because 
of augmentation in terms of reference to national, legal or professional requirements or terminology.

International convergence is ongoing and each year the IAASB organize a meeting of national 
auditing standard setters from around the world to reach consensus on the development of auditing 
standards at an early stage. Currently, the participating national auditing standard setters are from the 
following countries: Australia, Canada, China, France, Germany, India, Japan, New Zealand, South 
Africa, The Netherlands, United Kingdom and United States.

The development of ISAs is not unlike that of accounting standards. Once a project is identified, 
IAASB staff develop an issues paper which is considered by the IAASB. A project task force may be 
established. The next stage is the publication of an exposure draft, usually accompanied by an 
explanatory memorandum. Responses to the exposure draft are considered and a definitive standard 
is then issued. The APB plays an active role in the IAASB’s development of standards, determining a UK 
response to exposure drafts and negotiating appropriate modifications with the IAASB.

ISAs contain:

• the basic principles and essential procedures with which auditors are required to comply in the 
planning, conduct and reporting of an audit

• explanatory and other material to assist the auditors in interpreting and applying the basic principles 
and essential procedures.

The basic principles and essential procedures are identified separately in bold type (black lettering) in 
each of the standards and must be complied with whenever a financial statement audit is conducted. 
A departure from the basic principles and procedures must be explained in the auditors’ report as a 
limitation on the scope of the audit. Practical assistance in implementing ISAs is provided by 
International Auditing Practice Statements (IAPSs).

In addition to the engagement standards, the IAASB also issues International Standards on Quality 
Control to be applied by those providing engagement services.

ISAs issued by the IAASB as at January 2008 are shown in Table 2.1.



Table 2.1 Auditing standards

CHAPTER 2

ISA 200 Objective and General Principles Governing an Audit of Financial Statements 
ISA 210 Terms of Audit Engagements 
I SA 220 Quality Control for Audits of Historical Financial Information 
ISA 230 (Revised) Audit Documentation
ISA 240 (Redrafted) The Auditor's Responsibilities Relating to Fraud in an Audit o f Financial Statements 
ISA 250 Consideration o f Laws and Regulations in an Audit o f Financial Statements 
ISA 260 Communications o f Audit Matters with Those Charged with Governance 
ISA 300 (Redrafted) Planning an Audit o f Financial Statements
ISA 315 (Redrafted) Identifying and Assessing the Risks o f Material Misstatement Through Understanding the Entity and Its Environment 
ISA 320 Audit Materiality
ISA 330 (Redrafted) The Auditor’s Responses to Assessed Risks
ISA 402 Audit Considerations Relating to Entities Using Service Organizations
ISA 500 Audit Evidence
ISA 501 Audit Evidence -  Additional Considerations for Specific Items
ISA 505 External Confirmations
ISA 510 Initial Engagements -  Opening Balances
ISA 520 Analytical Procedures
ISA 530 Audit Sampling and Other Means o f Testing
ISA 540 Audit of Accounting Estimates
ISA 545 Auditing Fair Value Measurements and Disclosures
ISA 550 Related Parties
ISA 560 Subsequent Events
ISA 570 Going Concern
I SA 580 Management Representations
ISA 600 (Revised and Redrafted) Special Considerations -  Audit of Group Financial Statement (Including the 

Work o f Component Auditors)
ISA 610 Considering the Work o f Internal Auditing 
ISA 620 Using the Work o f an Expert
I SA 700 The Independent Auditor's Report on a Complete Set o f General Purpose Financial Statements 
ISA 701 Modifications to the Independent Auditor's Report 
ISA 710 Comparatives
ISA 720 Other Information in Documents Containing Audited Financial Statements 
ISA 800 The Auditor's Report on Special Purpose Audit Engagements

Source: Copyright © January 2008 by the International Federation of Accountants (IFAC). All rights reserved. Used with permission of IFAC. 
Auditing Standards. IAASB International Audit and Assurance Board. ISAs issued by the IAASB as at January 2008.

It should be noted that at the time of writing the IAASB is carrying out the ‘Clarity Project’. This 
involves redrafting (and in some cases revising) the wording of standards in issue. From a UK and 
Ireland perspective the APB is involved in this project and commenting on the revised and redrafted 
standards prior to adoption for United Kingdom and Ireland purposes. The Clarity Project is discussed 
further in Chapter 17.

Students should refer to IFAC’s Web site (www.ifac.org) and the APB’s section of the FRC’s Web 
site (www.frc/apb) to obtain an up-to-date position of auditing standards and other pronouncements 
in issue and the progress of the ‘Clarity Project’.

It can be argued that auditing pronouncements tend to codify what is generally accepted practice. 
There is no conceptual basis to support a particular practice. Various matters are dealt with in 
isolation. Unlike the Statement of Principles in the United Kingdom that provides a framework in 
support of Financial Reporting Standards, there is no comparable project by the IAASB to counter 
misconceptions about the role and practice of auditing.

http://www.ifac.org
http://www.frc/apb
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Importance of auditing standards
Auditing standards in the form of ISAs set a minimum standard of technical proficiency in auditing, 
codifying current best practice. They are applicable in each financial statement audit undertaken by 
independent auditors regardless of the size of the entity, the form of business organization, the type of 
industry, or whether the entity is for profit or not for profit. Shareholders and other users are informed 
in the scope section of the auditors’ report that the audit has been conducted in accordance with 
recognized auditing standards.

The professional accounting bodies, as recognized supervisory bodies, are required to have rules 
and practices as to technical standards to be applied. Auditing standards constitute an appropriate set 
of technical standards for this purpose. Furthermore, the professional bodies must have arrangements 
for monitoring and enforcing compliance with those standards. For example, failure to comply with 
ISAs may result in inquiry by the professional body with the possibility of disciplinary action being 
taken. Where legally adopted they provide a measure by which the minimum level of care required in 
performing an audit can be judged, and to assist in cases of negligence.

^  LEARNING CHECK__________________________________

• At an international level, auditing standards (ISAs) are set by the IAASB. Member bodies of IFAC are 
required to apply ISAs to the extent that they do not conflict with national law. In some jurisdictions 
(e.g. EU countries) auditors are required by law to conduct statutory audits in accordance with ISAs. 
ISAs address key issues concerning auditing, such as responsibilities of auditors, the detailed audit 
process of audit planning, evaluating internal control, ascertaining audit evidence, soliciting the 
work of other experts and other areas of audit judgement and reporting.

• Auditing standards are important to maintain quality service and to safeguard the auditors 
when called upon to justify their opinion. Shareholders and other users of auditors’ reports 
can also be assured of the minimum standards employed by the auditors in arriving at the 
audit opinion.

The Audit Process
The main stages in the audit process
The main stages in the audit process can be summarized as follows:

• Obtaining and accepting the engagement -  This must be done in accordance with ethical codes of 
conduct and is dealt with in Chapter 6.

• Planning the audit -  The auditor will need to decide on an audit strategy (an overall approach) and 
then a detailed audit plan. In order to do this the auditor must obtain an understanding of the 
business and its risks including that relating to internal control. Chapters 6 and 7 examine these 
areas in more detail.
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• Audit performance and evidence gathering -  The auditor will perform the audit in accordance with 
the audit strategy and plan and obtain evidence designed to support the assertions (the amounts and 
disclosures) reflected in the financial statements. Chapters 8-13  deal with these matters.

• Evaluation o f  results and formulating a conclusion -  Having completed the audit testing in accor
dance with the audit plan, the auditor will assess the results of the procedures performed and carry 
out a final review to determine whether or not the financial statements are fairly stated. This stage of 
the audit is covered in Chapter 14.

• Audit reporting -  The auditor reports to the shareholders in accordance with legal and professional 
requirements. Audit reports are introduced below and covered in Chapter 15.

All stages of the audit process must be conducted in accordance with the ISAs discussed earlier in the 
chapter.

^  LEARNING CHECK__________________________________

• The audit process can be summarized in the following stages: audit acceptance; planning; audit 
performance and evidence gathering; evaluation of results and formulating a conclusion; audit 
reporting.

Auditors’ Report 
Communication and auditors’ reports
The auditors’ report is the auditors’ formal means of communicating to interested parties a conclusion 
about the audited financial information. The general purpose of the audit report is to give assurance 
and/or highlight problems with regard to the truth and fairness of the financial statements and 
compliance with the applicable reporting framework, law and other relevant regulation. It may be 
possible also to draw other inferences from the audit report. For example, if the auditor has no 
reservations in respect of the financial statements and therefore issues an ‘unqualified’ report (see 
below), the reader of the audit report may reasonably assume that the financial statements are 
generally reliable, free from major fraud and that the company is a going concern. As history has 
demonstrated by way of a number of spectacular company failures, such assumptions may be 
misplaced. Furthermore, many areas of interest (to shareholders and others) are not covered by the 
audit report. Examples include company fraud generally, management efficiency and company viabi
lity. The wording of audit reports has often been criticized. In 1979 Department of Trade Inspectors 
criticized the use of ‘hieratic’ language (neither comprehensible or adequately explained).

Some of the issues with regard to the wording of audit reports include:

• different users of the report and purposes for reliance on the audit report
• the language and terminology used and the precise meaning of messages included (intended and 

inferred)
• the user’s level of understanding
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• alternative reporting approaches are possible, for example ‘free-form’ reporting where the auditor 
designs the wording in reports in an attempt to deal with the specifics of each audit undertaken, as 
opposed to ‘standardized’ wording (as developed by the profession and required by auditing 
standards, such as ISA 700).

Because of its importance in a financial statement audit, a basic understanding of the form and content 
of the auditors’ report is essential. The prime objective of the standard report format is to communicate 
the work done by the auditors to users of audited financial statements, and the character and 
limitations of an audit. A second objective is to clearly differentiate between the responsibilities of 
management and of the independent auditors in the financial statement audit. The third objective is to 
state clearly the level of assurance provided by the auditors’ opinion. An example of an auditors’ report 
on financial statements is presented in Table 2.2.

Form and contents of auditors’ reports
The factors that have influenced the development and determine the contents of audit reports are a 
combination of national law, auditing standards (such as ISAs) and professional body requirements. 
The form and contents under ISA 700 are discussed below:

Title
It is appropriate to indicate that an independent auditor has prepared the report.

Addressee
The report is ordinarily addressed either to the shareholders or the board of directors of the entity 
whose financial statements are being audited. Under UK and Irish law the report is addressed to the 
members of the company.

Introductory paragraph
The introductory section identifies the financial statements and the accounting convention. Where 
the report is included in a bound document with the financial statements, it is usually sufficient to 
identify the page numbers. Where the auditors’ report is a separate document or the financial 
statements are to be made available on the Internet, the name of the entity and accounting period 
need to be specified.

Statements o f  the respective responsibilities o f  management and the auditor 
The objective of this section is to distinguish clearly between the responsibility of the governing body 
and the auditors. The report should include a statement that the financial statements are the respon
sibility of the entity’s management and a statement that the responsibility of the auditor is to express an 
opinion on the financial statements based on the audit. The responsibilities of the governing body are 
usually given in a separate statement. If they are not, they should be stated within the auditors’ report. 
This section acknowledges that responsibility for the financial statements rests with the members of the 
governing body and is intended to refute the notion that the auditors develop the representations 
underlying the financial statements.
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Scope o f the audit
This paragraph identifies the auditing standards followed, such as ISAs, and describes the nature and 
scope of the audit.

The report should include a statement that the audit was planned and performed to obtain 
reasonable assurance about whether the financial statements are free of material misstatement. 
(In the United Kingdom and Ireland, that statement should include reference to material misstatement 
caused by fraud or other irregularity or error.)

The auditors’ report should describe the audit as including:

(a) examining, on a test basis, evidence to support the financial statement amounts and disclosures;
(b) assessing the accounting principles used in the preparation of the financial statements (for appro

priateness, consistency and disclosure);
(c) assessing the significant estimates made by management in the preparation of the financial statements;
(d) evaluating the overall financial statement presentation.

The report should include a statement by the auditor that the audit provides a reasonable basis for the 
opinion.

A closer inspection of the wording in this section identifies several limitations of an audit. These include:

• the notion of reasonable (but not absolute) assurance;
• the limitation of the extent of the audit to the discovery of material misstatements, not all 

misstatements;
• reliance on a test basis such that there is a risk that evidence not examined may be important in 

assessing the overall truth and fairness of the financial statements; and
• reliance on judgement in assessing estimates and judgements made by management, making it clear 

that financial statements are not based entirely on facts.
• Further disclosures are needed where the scope of audit is restricted relative to auditing standards and
• the financial statements are subject to fundamental uncertainties.

Opinion paragraph
This is intended to make clear that the report relates to an opinion being expressed by professional, 
experienced and expert persons. Note that it is not appropriate to use phrases such as ‘we certify’, ‘we 
guarantee’ or ‘we are certain (or positive)’.

ISA 700 requires that the opinion paragraph of the auditors’ report should clearly indicate the 
financial reporting framework used to prepare the financial statements (including identifying the 
country of origin of the financial reporting framework when the framework used is not 
International Accounting Standards) and state the auditor’s opinion as to whether the financial 
statements give a true and fair view (or are presented fairly, in all material respects) in accordance 
with that financial reporting framework and, where appropriate, whether the financial statements 
comply with statutory requirements.

The opinion refers to the entity’s financial position, results of operations and cash flows and the 
notes to the financial statements. The meaning of the phrase ‘true and fair’ has caused much debate. 
It has never been legally defined but is ‘symbolic’. Accounting ‘truth’ does not equate to scientific truth. 
This is because accounting ‘truth’ incorporates artificial and convenient underlying assumptions,
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concepts and judgements (for example, recognition and measurement criteria, the use of accounting 
estimates and so forth). Whereas truth may be taken to indicate qualities of fact, reality, correctness, 
accuracy, compliance with accepted ‘rules’ (such as law, GAAP, FRSs, IASs), ‘fairness’ indicates (for 
example) without bias or ambiguity, objective, appropriate selection of accounting policies, reason
able estimation and adequate presentation and disclosure.

In some jurisdictions, notably the United States, the phrase ‘presents fairly’ is preferred whereas in 
the United Kingdom the auditor is required by law to form an opinion as to whether the financial 
statements show a ‘true and fair view’. Either phrase is generally taken to mean that:

• the financial statements have been prepared using appropriate accounting policies consistently applied
• the financial statements have been prepared in accordance with relevant legislation and an identified 

financial reporting framework with departures adequately explained and justified
• there is adequate disclosure relevant to a proper understanding.

It follows therefore that the terms ‘true and fair’ and ‘presents fairly’ are dynamic concepts, capable of 
redefinition in the light of changing accounting treatments and standards. There is continuing debate 
amongst the accounting and auditing profession and users of financial statements regarding the 
meaning, use and equivalence (as stated by ISA 700) of the terms ‘presents fairly’ and ‘true and fair 
view’. This is but one of the issues raised in the APB’s Discussion Paper, The Auditor’s Report: A Time 
for Change? (December 2007).

Date o f  the report
The auditor should date the report as of the completion date of the audit. This informs the reader that the 
auditor has considered the effect on the financial statements and on the report of events and transactions 
of which the auditor became aware and that occurred up to that date. In the United Kingdom and Ireland 
it should not be earlier than the date that management have approved the financial statements.

Auditor’s address
This is the location (usually the city) where the auditor has his office.

Auditor’s signature
The report should be signed in the name of the audit firm, the personal name of the auditor or both, as 
appropriate.

Table 2.2 Example of an unmodified auditor’s report

This is an example of a UK audit report under current APB requirements and the Companies Act 1985 in the following circumstances:

•  Company does not prepare group financial statements.
•  Company does not meet the UK Companies Act definition of a quoted company.
•  UK GAAP used for individual company financial statements.
•  Financial statements contain no surround information other than the directors’ report.

INDEPENDENT AUDITORS’ REPORT TO THE MEMBERS/SHAREHOLDERS OF XYZ LIMITED
We have audited the financial statements of (name of entity) for the year ended . . .  which comprise [state the primary financial statements 
such as the Profit and Loss Account, the Balance Sheet, the Cash Flow Statement, the Statement of Total Recognized Gains and Losses] and 
the related notes. These financial statements have been prepared under the accounting policies set out therein.

(continued overleaf)
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Table 2.2 (continued)

Respective responsibilities of directors and auditors
The directors’ responsibilities for preparing the financial statements in accordance with applicable law and UK Accounting Standards (UK 
Generally Accepted Accounting Practice) are set out in the Statement of Directors' Responsibilities.

Our responsibility is to audit the financial statements in accordance with relevant legal and regulatory requirements and International 
Standards on Auditing (United Kingdom and Ireland).

We report to you our opinion as to whether the financial statements give a true and fair view and are properly prepared in accordance with 
the Companies Act 1985. We also report to you whether in our opinion the information given in the Directors’ Report is consistent with the 
financial statements.

In addition we report to you if, in our opinion, the company has not kept proper accounting records, if we have not received all the 
information and explanations we require fo r our audit, or if information specified by law regarding directors’ remuneration and other 
transactions is not disclosed.

We read the Directors’ Report and consider the implications for our report if we become aware of any apparent misstatements within it. 

Basis of audit opinion
We conducted our audit in accordance with International Standards on Auditing (United Kingdom and Ireland) 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 judgements 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 which 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, in accordance with UK Generally Accepted Accounting Practice, of the state of the 
company’s affairs as a t . . .  and of its profit [loss] fo r the year then ended the financial statements have been properly prepared in accordance 
with the Companies Act 1985 the information given in the Directors' Report is consistent with the financial statements.

Registered auditors Date

Source. Adapted from APB Bulletin 2006/06 Auditors’ Reports on Financial Statements in the United Kingdom: Example 2  -  Non-Pubiiciy 
Traded Company -  Auditor's Report on Individual Company Financial Statements.

Modified audit reports
It is not always possible for the auditor to issue an unmodified audit report as in the example above. 
Tw o situations are possible:

• Where the auditor provides additional information (referred to as an ‘emphasis of m atter’) in the 
audit report to draw the reader’s attention to fundamental uncertainties (for example the outcome of 
a major court case) but does not qualify the audit opinion; and

• Where the auditor has reservations about the financial statements and cannot issue an unqualified 
audit opinion because either:

-  the scope o f the audit has been limited (for instance where accounting records are not 
available); or

-  the auditor disagrees with the financial statements as presented by management (for example 
failure to provide for a significant doubtful debt).

These and other audit reporting matters are further examined in Chapter 15.
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Management responsibility statement
fa the first section of this chapter, it was noted that management is responsible for preparing the 
financial statements and the auditors are responsible for auditing the information and expressing an 
opinion on it. The auditor is required to refer to this division of responsibility in the auditors’ report. 
Auditors may, nonetheless, assist in the preparation of the financial statements. For example, they may 
counsel management as to the applicability of a new Financial Reporting Standard, or propose 
adjustments to the entity’s financial statements based on audit findings. However, management’s 
acceptance of this advice and the inclusion o f the suggested adjustments in the financial statements 
do not alter the basic separation of responsibilities. Ultimately, management is responsible for all 
decisions concerning the form and content o f the financial statements.

It is common practice for such a statement o f management’s or directors’ responsibility to be made 
separately from the auditors’ report but adjacent to it. The statement should refer to the following 
directors’ responsibilities:

• for preparing financial statements giving a true and fair view, including:

-  selection and consistent application o f appropriate accounting policies;
-  making reasonable and prudent judgements and estimates;
-  stating whether applicable accounting standards have been followed;
-  preparing financial statements on a going concern basis where appropriate;

• for keeping proper accounting records, including:
-  responsibility for safeguarding the assets;
-  detection o f fraud and other irregularities.

LEARNING CHECK____________________________________

• Audit reports can be ‘unmodified’ or ‘modified’. W here an audit report is modified because there has 
been a limitation of scope or due to a disagreement the auditor will be unable to issue a report 
containing an ‘unqualified’ audit opinion. In some cases, the auditor issues a modified audit report 
that contains an ‘emphasis o f matter’, without qualifying the audit opinion.

SUMMARY
This chapter distinguished auditing from accounting, and highlights the nature and scope of financial 
statement audits. Financial statement audits are governed primarily by the Companies Act 2 0 0 6 , and 
this chapter discussed details o f the regulations relating to the requirements of the audit, auditor 
appointment and responsibilities of the auditor.

The relationship between accounting and auditing in the financial reporting process involves a basic 
division of responsibilities between the management of an entity and its independent auditors. 
Management is responsible for preparing the financial statements in accordance with applicable account
ing standards and regulatory requirements, and the auditors are responsible for expressing an opinion on 
the financial statements on the audit process performed in accordance with ISAs issued by the IAASB.
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Users of financial statements look to the auditors for assurance that the financial information 
meets the qualitative characteristics of relevance and reliability, and that the financial statements, 
taken as a whole, give a true and fair view. The auditors’ report on financial statements clearly 
distinguishes the responsibilities of management and the auditors, explains the character and limita
tions of an audit, and expresses the auditors’ opinion as to whether the financial statements give a true 
and fair view. An unqualified audit opinion can only be given when the auditor concludes that the 
financial statements give a true and fair view. A management responsibility statement is included in the 
financial statements to highlight the division of responsibilities between management and the inde
pendent auditors.
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10  MULTIPLE-CHOICE QUESTIONS
Iboose the best answer fo r each o f  the following. (Answers are on pp. 639-640)

f  Which of the following relates to the auditing function in the financial reporting process:
(a) analyse events and transactions 

*. (b) distribute auditors’ report to shareholders in the annual report 
(c) obtain and evaluate evidence concerning the financial statements 
(d) prepare financial statements in accordance with the identified financial reporting 

framework?

2 Even if there were no statutory requirement for an audit, some people su re s t that self-interest 
would still impel management to engage auditors to audit the financial statements. What 

^ theory of auditing is this predominantly based on:
** (a) information hypothesis
 ̂ (b) agency theory

£  (c) insurance hypothesis
(d) none of the above -  if there were no statutory requirement, there would be no audits

!pt3 An independent audit provides a number of benefits to the company because it:
(a) assures the readers of financial statements that all fraud has been detected 

V . (b) confirms the accuracy of management’s financial representations
(c) guarantees that financial information is true and fair
(d) lends credibility to the financial statements.

S.4 Who is responsible for the appointment of the auditors to a company:
*£ (a) managing director of the company
Hi. (b) members of the company
V-_ (c) audit committee of the company
ï  (d) Registrar of Companies?

J *  What would be a valid reason for the company to remove its auditors:
(a) evidence that the auditors did not perform a proper review of the company’s fixed assets 

ÿ  (b) a disagreement between the auditors and management -  resulting in a very poor working 
;Jk< relationship
* (c) an increase in the audit fee charged for the year

(d) a difference of opinion between management and the auditors over the appropriate 
*, accounting treatment of goodwill?

S t *  What is the meaning of the principle that requires the auditors to be independent:
(a) the auditors must be without bias with respect to the client under audit
(b) the auditors must adopt a critical attitude during the audit
(c) the auditors’ sole responsibility is to third parties
(d) the auditors may have a direct ownership interest in their client’s business if it is not 

material?
i& k !;
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2.7 Which of the below is a prime objective of auditing standards:
(a) to provide guidance on all procedural matters to be followed during an audit
(b) to give assurance to auditors that they are performing the audit appropriately so they will 

not be subject to litigation
(c) to ensure that the auditors are fulfilling all their duties as required by law
(d) to detail mandatory procedures and principles with which the auditors must comply?

2.8 Independent auditors’ primary reporting responsibility is to the:
(a) members of the board of directors
(b) Companies House
(c) creditors of the entity
(d) members of the entity.

0  DISCUSSION QUESTIONS
2.1 Relevance and reliability are the primary qualitative characteristics of financial reports. 

Consider the argument that the auditors’ need for verifiability results in financial reporting 
standards that emphasize reliability at the expense of relevance.

2.2 To what extent are the explanatory theories of auditing conflicting or complementary?

2.3 It is sometimes argued that the corporate form of entity and the capital markets on which it 
depends could not exist without an effective audit function. Consider the implications if 
society lost faith in the integrity of the audit function.

2.4 Under the Companies Act the members at the AGM appoint the auditors. Why is it often 
suggested that the directors appoint the auditors to the extent that the Combined Code 
specifically requires the audit committee to recommend the independent audit firm to be 
appointed?

2.5 Discuss the reasoning behind requiring auditors to make a statement on ceasing to hold office.

2.6 Discuss the relative merits of auditing standards being set nationally reflecting the circum
stances prevailing in each country and of adopting ISAs.

2.7 The auditors’ report dwells excessively on what the auditors are not responsible for instead of 
what they are responsible for. Do you agree?

2.8 Identify terminology used in the audit report that might be easily understood by those who 
read an auditors’ report.

0  PROFESSIONAL APPLICATION QUESTIONS
(Suggested answers are on pp. 652-653.)

2.1 Relationship between accounting and auditing
Listed below in alphabetical order are the steps that are included in preparing, auditing and distribut
ing financial statements:
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1. Analyse events and transactions.
2. Classify and summarize recorded data.
3. Deliver auditors’ report to entity.
4. Distribute financial statements and auditors’ report to shareholders in annual report.
5. Express opinion in auditors’ report.
6. Measure and record transaction data.
7. Obtain and evaluate evidence concerning the financial statements.
8. Prepare financial statements per identified financial reporting framework.
9. Verify that financial information gives a true and fair view.

Required
(a) Prepare a diagram of the relationship between accounting and auditing in the preparation and 

audit of financial statements. Show each of the steps in the proper sequence.
(b) ‘Management and the independent auditors share the responsibility for the assertions contained in 

the financial statements.’ Evaluate and discuss the accuracy of this statement.

2.2 Management and auditor responsibilities
Footnotes are important in determining whether the financial statements give a true and fair view.
Following are two sets of statements concerning footnotes.

1. Auditor A says that the primary responsibility for the adequacy of disclosure in the financial 
statements and footnotes rests with the auditor staff member in charge of the audit. Auditor B 
says that the partner in charge of the engagement has the primary responsibility. Auditor C says that 
the staff person who drafts the statements and footnotes has the primary responsibility. Auditor D 
contends that it is the client’s responsibility.

2. It is important to read the footnotes to financial statements, even though they often are presented in 
technical language and are incomprehensible. The auditors may reduce their exposure to third- 
party liability by stating something in the footnotes that contradicts completely what they have 
presented in the balance sheet or profit and loss statement.

Required
Evaluate the above statements and indicate:

• those (or, in the case of the first statement, which auditor) you agree with, if any; and
• those whose reasoning is misconceived, incomplete or misleading, if any.

Source: Adapted with permission. © The American Institute of Certified Public Accountants.
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0 LEARNING OBJECTIVES
A fter studying this chapter you shou ld  be ab le  to:

1 explain the role of a professional accountant

2 stare the objectives and implications of professional ethics

3 explain the key principles of codes of professional conduct

4 identify the key principles and rules of professional independence

5 state the importance of audit quality and standards for technical competence

6 discuss the responsibilities for fraud, irregularities and illegal acts and money laundering

7 explain the current audit environment affecting the auditors’ ethical behaviour

8 discuss recommendations for bridging the audit expectation gap

9 explain the concept of corporate governance as it relates to auditors.

* PROFESSIONAL STATEMENTS
ISA 240 The Auditor’s Responsibilities Relating to Fraud in an Audit o f  Financial 

Statements
ISA 250 Consideration o f  Laws and Regulations in an Audit o f  Financial Statements
ISQC 1 Quality Control for Firms that Perform Audits and Reviews o f  Historical

Information and Other Assurance and Related Services Assignments

One of the distinguishing characteristics of any profession is the existence of a code of professional 
conduct or ethics for its members. In Chapter 1, we noted that one of the original roles of professional 
bodies of accountants was the establishment of codes of professional conduct. Concern over the adequacy 
of auditor independence that may have been a contributory factor in Enron’s collapse perhaps influenced 
the transfer of responsibility for ethical guidance relating to independence, objectivity and integrity 
applicable to independent auditing and assurance to the Auditing Practices Board (APB) in 2003.

However, ethical behaviour requires consideration of more than just rules of conduct. No profes
sional code of ethics can anticipate all the situations for which a personal judgement on ethical 
behaviour is required. Accordingly, we begin this chapter with a discussion of the role of professional 
accountants. We then examine the codes of ethics governing professional conduct with an emphasis on 
the organization of the public accounting practice and, in a separate section, audit independence. The 
chapter then considers the extent of auditors’ professional responsibilities, particularly for the detec
tion of fraud and money laundering, and considers the current debate as to whether this meets users’ 
reasonable expectations.
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The Role of a Professional Accountant
This section describes the role of an accountant in society as a professional and an individual. The 
concept of a profession is first discussed to identify some characteristics and skills that differentiate 
professionals from nonprofessionals and to provide a context for understanding the role of a profes
sional accountant. The role of the professional accountant can be defined as one in which the fiduciary 
relationships involved in the performance of accounting services are examined for interested parties, 
with the altruistic purpose of benefiting society as a whole. This section then goes on to discuss 
accountants’ duties -  specifically, the services they offer -  and to examine the significance of the ethical 
values raised.

The concept of a profession
To distinguish professional occupations from those that are not, Greenwood outlines five attributes of 
a profession.1 These are:

• a systematic body of theory
• authority
• community sanction
• ethical codes
• a culture.

Greenwood stresses, however, that the true difference between a professional and a nonprofessional is 
quantitative not qualitative as these five attributes are also possessed by nonprofessionals to a lesser 
degree. Well-organized and undisputed professions display these identified attributes to the maximum 
extent.

The skills that characterize a profession flow from and are supported by a body of knowledge that 
has been organized into systematic theories or propositions that underpin and rationalize complex 
operations. Preparation for a profession requires not only intellectual cultivation, but also practical 
experience. For example, the Companies Act 2006 specifies that, to be eligible to audit companies in 
the United Kingdom, auditors must be members of a recognized qualifying body (which are those 
professional bodies meeting the Act’s requirements). These bodies must require a minimum educa
tional attainment of university entrance level or seven years’ relevant professional experience. 
Candidates must also undertake a course of theoretical instruction, receive three years’ approved 
practical training and pass examinations testing theoretical knowledge and the ability to apply that 
knowledge before being admitted to membership.

Professional culture
Every profession operates through a network of groups such as professional firms, universities and 
research centres and the professional bodies that act as a focus of common interests and aims. The 
interactions of social roles required by these groups generate a social configuration unique to the 
profession, namely a professional culture. A professional culture distinguishes itself from a
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nonprofessional culture through its values, norms and symbols of practice. The professional value is 
the belief that the profession provides a service to society as a social good which benefits the commu
nity. The norms of a professional group form, for its members, both guides to behaviour in social 
situations and role definitions. The controlling values, behavioural norms and symbols of practice 
distinguish professional from nonprofessional occupations. The concept of a profession thus evolves 
around the five elements referred to above. In relation to this concept, Brooks 2 identifies the duties of a 
profession as including the maintenance of:

• competence in the field of expertise and knowledge
• integrity in client dealings
• objectivity in the offering of services
• confidentiality in client matters
• discipline over members who do not discharge these duties according to public expectations.

These duties are vital to the quality of service provided by the professional in maintaining a proper 
fiduciary relationship with clients. The client, in turn, trusts or relies upon the professional’s judgement 
and expertise. The maintenance of such trust or credibility inherent in the fiduciary relationship is 
fundamental to the role of a professional person.

Regulation
The complexity of a professional’s role means that clients must rely on their expertise. This reliance 
provides the professional with a monopoly of judgement and authority in specific spheres. A profes
sional’s benefit to society is demonstrated by his or her superior performance in fulfilling a highly 
competent and sophisticated role in that society. Clients are not in a position to evaluate independently 
the quality of the service provided. This makes the professional subject only to peer scrutiny. However, 
the profession must continue to assure society of its benefits in order to maintain its authority and 
monopoly. The powers and privileges sanctioned by the community include the profession’s control 
over its accrediting process and the privilege of both confidentiality and a relative immunity from 
community judgement on technical matters.

The monopoly enjoyed by a profession directly with its clients and the community is fraught 
with hazards. For example, a monopoly may be abused due to self-interests. To counter this, a 
profession normally has a built-in regulatory code to compel ethical behaviour on the part of its 
members. A profession’s ethical code is partly formal and partly informal. The formal part is the 
written code to which the individual usually swears to abide by admission to the profession. 
Through its ethical code, the profession’s commitment to social welfare becomes a matter of public 
interest, thereby helping to ensure the continued confidence of society. A professional code possesses 
altruistic overtones and is public service oriented. The specifics of ethical codes are generally 
described in terms of client-professional and colleague-colleague relations. Also, a profession 
generally enforces observation of its ethical code through controlling measures designed to engender 
self-discipline.

Increasingly society is challenging the traditional powers of professional bodies and subjecting 
them to scrutiny by outsiders and independent regulation. Whether this arises from an increasing
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tendency among professionals to bow to commercial pressure and to relax their ethical standards, or a 
growing awareness among society that self-regulatory codes have often been a device for disguising 
self-interest in protecting the profession’s monopoly, is a matter for debate. Nevertheless now, more 
than ever before, professional bodies as well as firms in practice are required to be increasingly 
transparent in the exercise of their self-regulatory powers. For example Article 40 of the EU Eighth 
Directive sets out requirements for transparency reports by audit firms. In 2003 the APB assumed 
responsibility for setting ethical standards on independence, objectivity and integrity applicable to 
independent auditing and assurance services and in December 2004 issued a series of five Ethical 
Standards (ES1-ES5) dealing with these matters. In addition, the Accountancy and Actuaries 
Discipline Board (AADB) is responsible for investigating breaches of ethical behaviour affecting the 
public interest and the Professional Oversight Board (POB) is responsible for independent oversight of 
the regulation of the accountancy and auditing profession by the professional accountancy bodies. The 
APB, the AADB and the POB are all committees of the Financial Reporting Council. Also, as member 
bodies of IFAC, the professional accountancy bodies throughout the world are required to implement 
ethical requirements that are no less stringent than IFAC’s Code of Ethics for Professional 
Accountants.

The duties of an accountant
The credibility of an accountant’s services is founded on the values, norms and symbols displayed by 
accountants in the performance of their duties. Such duties involve not only the exercise of competence 
in the technical aspects of financial services, but also, more importantly, integrity and objectivity in 
discharging these services.

The duties o f a professional accountant
Consistent with Greenwood’s proposition, the accounting profession has features that accord with 
four of the five attributes he identified:

• it has an established body of knowledge
• it has organized bodies to exercise its authority in the discharge of services to the public
• it maintains community sanction concerning its control over memberships and accreditation
• it attains a high image in society through its professional culture.

As explained above, the profession has surrendered aspects of its control over technical and ethical 
standards to independent bodies.

A professional accountant, whether engaged in auditing or management, or as an employee or a 
consultant, is expected to be both an accountant and a professional. That means professional accoun
tants are expected to have special technical expertise associated with accounting and an understanding 
of related fields (such as law, management, economics, taxation and information technology) that 
exceeds that of the lay person. In addition, they are expected to adhere to the general professional 
duties and values described above, as well as to those specific standards established by the professional 
body to which they belong.
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Brooks considers that the accounting profession has the duties, rights and values detailed below -  
each of which is also attributable to a professional accountant.

• Duties that must be carried out to sustain a fiduciary relationship:

-  displaying behaviour that espouses responsible values;
-  paying continual attention to the requirements of clients and other stakeholders;
-  acquiring and maintaining the skills and required knowledge;
-  maintaining a credible reputation for the profession;
-  maintaining an acceptable personal reputation.

• Rights allowed:
-  right to represent oneself as a designated professional who is able to provide importance fiduciary 

services;
-  right to be involved in the development of accounting and audit practice;
-  right to establish entrance standards and to examine candidates;
-  right to require self-regulation and discipline of members of the profession based on specified 

codes of conduct;
-  right to have access to certain or all areas of accounting and auditing activity.

• Values required to carry out duties and maintain rights:

-  honesty;
-  integrity;
-  wish to exercise due care;
-  objectivity;
-  confidentiality;
-  competence;
-  a commitment to put the needs of the public, the client, the profession and the employer ahead of 

any self-interest.

Deviation from these expected norms can result in a lack of credibility for, or confidence in, the entire 
profession. In recent years, the spate of corporate collapses and the considerable number of allegations 
made against accountants (and auditors) have resulted in a credibility crisis for the profession, 
triggering public inquiries into the affairs of the profession in general. Such was the case with the 
Treadway Commission3 in the United States and the passage, in 2002, of the Sarbanes—Oxley Act in 
that country following the collapse of Enron. In the United Kingdom the profession collaborated with 
the London Stock Exchange in setting up the Cadbury Committee4 enquiring into financial aspects of 
corporate governance, recognizing the need to involve the directors of companies as well as the 
accounting profession in seeking a solution. More recently, the Department of Trade and Industry 
(DTI) set up the Co-ordinating Group on Audit and Accounting Issues to review the United Kingdom’s 
regulatory practices for statutory audit and financial reporting. Simultaneously, the DTI undertook a 
review of the regulatory regime of the accountancy profession. It was this review that led to the transfer 
of ethical standards and professional oversight to bodies under the control of the Financial Reporting 
Council.5 The recommendations of the Co-ordinating Group on Audit and Accounting Issues led to 
developments in the role of audit committees described in Chapter 2. The Group also made recom
mendations relating to auditor independence which will be considered later in this chapter.



0  LEARNING CHECK

Professional ethics

• Professional persons possess five characteristics:

-  education within a specialized body of knowledge;
-  the authority of an organized constitution with an ability to practise for the public interest;
-  the community’s sanction for such a constitution to operate independently and with minimal 

interference;
-  an enforceable code of conduct;
-  a self-defined culture.

• Accountants’ performance of professional services is safeguarded by a set of demonstrated values, 
acceptable norms of behaviour and by the fact that their work is governed by codes of ethical 
conduct.

• The values necessary to discharge their duties are honesty, integrity, competence and due profes
sional care.

Professional Ethics and the Accountant
Ethics is concerned with the evaluation of choices where the options are not clear, or where there is 
no absolute right or wrong answer. The study and practice of ethics is important in order to enable 
an accountant to examine critically a situation where there is a conflict of loyalties and interests, 
involving issues that relate to the role and responsibilities of an accountant (both as an individual 
and a professional). Minz6 goes one step further in his perception of what ethics means. He sees it as 
a system or code of conduct based on moral duties and obligations that include how one should 
behave; this code deals with the ability to distinguish right from wrong, and the commitment to do 
what is right. He also defines professionalism as the conduct, aims or qualities which characterize a 
professional person. The fundamental ethical characteristics required of professional accountants 
are competence, objectivity and integrity. While professional ethics may, as Minz argues, largely 
refer to the written code of ethics put forward by a professional body, the practice of ethical 
behaviour requires:

• an understanding of ethical issues
• a framework within which a responsible decision can be made
• an awareness of the consequences of such decisions.

The nature of ethics
The word ‘ethics’ is derived from the Greek word ethos, meaning ‘character’. While morality focuses 
on the ‘right’ and ‘wrong’ of human behaviour, ethics focuses on how and why people act in a certain 
manner. It concerns itself more with a study of morality. (Notwithstanding this difference, the two 
terms are sometimes used interchangeably.) Ethics provides a framework of beliefs and a reasoned and 
systematic analysis of decisions, in order to help individuals acquire the skills and insights necessary for
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ethical decision-making. For example, individuals require ethical decision-making skills and moral 
competency such that they are able to:

• make competent decisions by learning, practice, trial-and-error and life experience;
• determine whose interests are at stake in a given situation, and identify one’s obligations;
• identify problems clearly;
• identify and prioritize the ethical principles relevant to a specific problem;
• take account of experience, and consider a variety of possible options for decision and action;
• conduct an informed and intelligent option appraisal based on relevant facts, practical experience 

and the knowledge of one’s rights and duties;
• act with resolve and in pursuit of clear, achievable objectives and carry out the action objectively and 

responsibly through to its conclusion.

The decision-making models are systematic procedures designed to help individuals to arrive at a well 
informed and ethical decision under different circumstances. Where individuals face an ethical 
problem or dilemma, such models will assist them to address issues such as duties, consequences and 
priorities, and to assess alternative actions. Different decision-making models or tools have been 
introduced. A commonly used model is that by Langenderfer and Rockness,7 also known as the 
AAA (American Accounting Association) model.

Professional ethics and ethical codes for accountants
Professional ethics extend beyond moral principles. They include standards of behaviour for profes
sional accountants that are designed for both practical and idealistic purposes. Professional ethics for 
accountants refer to the objectives of the accountancy profession to work to the highest standards of 
professionalism, to attain the highest levels of performance and, generally, to meet the public interest 
requirement. A professional accountant acts both as a responsible individual, and as a professional 
person who is duty bound to operate within a set of professional norms and values.

A professional code of ethics may be designed, in part, to encourage ideal behaviour, and must be 
both realistic and enforceable.

At an international level the International Ethics Standards Board for Accountants (IESBA) of 
IFAC has issued a code of ethics for professional accountants. This states that

A distinguishing mark of the accountancy profession is its acceptance of the responsibility to act in the public 
interest. Therefore, a professional accountant’s responsibility is not exclusively to satisfy the needs of an 
individual client or employer. The public interest is considered to be the collective well-being of the community 
of people and institutions the professional accountant serves, including clients, lenders, governments, employ
ers, employees, investors, the business and financial community and others who rely on the work o f profes
sional accountants.

IFAC requires that its own member accountancy bodies (throughout the world) issue codes of conduct 
that are no less stringent than its own. In the United Kingdom and Ireland the Institutes of Chartered 
Accountants of England and Wales, Scotland and Ireland (the institutes) and the Association of 
Chartered Certified Accountants (the Association) have issued their own codes of ethics. Although 
these accountancy bodies have issued ethical guidance to members previously, during 2006 all four
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bodies issued revised codes based on the principles of the IFAC Code. All these codes are in the form of 
a conceptual framework that is principle-based (and therefore flexible) but also contain some rules that 
prohibit specific behaviour. Members are required to observe the spirit of the code as well as the 
specific requirements. Noncompliance can lead to disciplinary proceedings.

More specific guidance is included within the codes for professional accountants in public practice 
and, in particular, for accountants engaged in providing independent audit and assurance services. In 
the United Kingdom and Ireland, ethical guidance relating to independence, objectivity and integrity in 
the provision of auditing services is also provided by the APB. In 2004 the APB issued Ethical Standards 
for Auditors (ESs). These standards incorporate the recommendations of the Co-ordinating Group on 
Audit and Accounting Issues (see p. 69 of the standards) as a response to concerns over independence 
issues highlighted in the Enron case. The APB’s Ethical Standards are also similar in principle to IFAC’s 
Code and are discussed later in this chapter.

IFAC’s Code is set out in three parts.
Part A establishes the fundamental principles and provides a conceptual framework within which to apply 

those principles. Where threats, excluding those which are clearly insignificant, are identified the Code 
provides guidance to enable them to be eliminated or reduced by safeguards and managed to an acceptable 
level such that the fundamental principles are not compromised.

Part B provides guidance to accountants in public practice. It provides examples of specific threats and 
applicable safeguards in specific situations and identifies areas where safeguards may not be appropriate 
(in which case the professional accountant should avoid the relationship or activity).

Part C provides guidance to professional accountants in business.

Fundamental principles and the conceptual framework approach
The codes are introduced by a statement of fundamental principles. Table 3.1 shows the principles laid 
down by the IFAC Code of Ethics. These fundamental principles are echoed in the Codes of the United 
Kingdom and Ireland accountancy bodies referred to above.

Table 3.1 Fundamental principles

Integrity

Objectivity

Professional 
competence and due 
care

Confidentiality

Professional behaviour

A professional accountant should be straightforward and honest in all professional and business relationships.

A professional accountant should not allow bias, conflict of interest or undue influence of others to override 
professional or business judgements.

A professional accountant has a continuing duty to maintain professional knowledge and skill at the level 
required to ensure that a client or employer receives competent professional service based on current 
developments In practice, legislation and techniques. A professional accountant should act diligently and in 
accordance with applicable technical and professional standards when providing professional services.

A professional accountant should respect the confidentiality of information acquired as a result of professional 
and business relationships and should not disclose any such information to third parties without proper and 
specific authority unless there is a legal or professional right or duty to disclose. Confidential information 
acquired as a result of professional and business relationships should not be used for the personal advantage of 
the professional accountant or third parties.

A professional accountant should comply with relevant laws and regulations and should avoid any action that 
discredits the profession.

Source. Adapted from the IFAC Code of Ethics for Professional Accountants. Copyright ©  International Federation of Accountants (IFAC). All 
rights reserved. Used with permission of IFAC.
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The ethical codes of IFAC, the institutes and the Association (the Codes) require members to apply the 
conceptual framework to identify threats to compliance with the fundamental principles. The significance of 
identified threats should then be evaluated and, if such threats are other than clearly insignificant, safeguards 
should be applied to eliminate them or reduce them to an acceptable level such that compliance with the 
fundamental principles is not compromised.

Threats and safeguards
The ethical codes of IFAC, the institutes and the Association (the Codes) identify the following threats 
to compliance with the fundamental principles:

• self interest such as financial interest in a client
• self-review  such as evaluating controls previously recommended to a client
• advocacy, where the auditors have acted on the client’s behalf such as in negotiating a reduction in 

tax liability, which may appear to be incompatible with the special objectivity required as auditors
• familiarity or trust which arises out of a long association with the directors or management
• intimidation such as by a director with a dominant personality.

The Codes identify ‘safeguards’ in a similar way and can be categorized as those:

• created by the profession, regulation or legislation
• within the work environment
• created by the individual.

Examples of safeguards drawn from the Codes include the following.
Safeguards created by the profession, legislation or regulation:

• educational, training and experience requirements for entry into the profession;
• continuing professional development requirements;
• corporate governance regulations;
• professional or regulatory monitoring and disciplinary procedures;
• professional standards;
• external review by a legally empowered third party of the reports, returns, communications or 

information produced by a professional accountant.

Safeguards within the work environment include the reporting accountant’s own systems and proce
dures aimed at reducing risks to independence and may be firmwide or engagement specific, including 
one or more of the following (as well as other methods not listed here).

Examples of safeguards in the work environment are:

• involving an additional professional accountant to review the work done or otherwise advise as 
necessary;

• consulting an independent third party, such as a committee of independent directors, a professional 
regulatory body or another professional accountant;

• appropriate disciplinary processes;
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• timely communication of the employing organization’s policies and procedures, including any 
changes to them, to all employees and appropriate training and education on such policies and 
procedures;

• using different partners and engagement teams with separate reporting lines for the provision of 
nonassurance services to clients;

• discussing ethical issues with those in charge of client governance;
• disclosing to those charged with governance the nature of services provided and extent of fees 

charged;
• involving another firm to perform or reperform part of the engagement.

Safeguards created by the individual include the following examples:

• complying with continuing professional development requirements
• keeping records of contentious issues and approach to decision-making
• maintaining a broader perspective on how similar organizations function through establishing 

business relationships with other professionals
• using an independent mentor
• maintaining contact with legal advisers and professional bodies.

Where an identified threat is other than insignificant the professional accountant is required to identify 
and apply safeguards to eliminate the risk or reduce it to an acceptable (insignificant) level. The Codes 
also recognize that there are circumstances where no safeguard is available. In these situations the 
professional accountant should eliminate the interest or cease the activities causing the threat or 
decline or discontinue the appointment for the professional services in question.

The nature o f the safeguards to be applied will vary depending on the circumstances. In exercising professional 
judgement, the Codes require members to consider what a reasonable and informed third party, having 
knowledge of all relevant information, including the significance of the threat and the safeguards applied, 
would conclude to be unacceptable.

The public accounting practice
The Code requirements that are applicable to members in public accounting practice are intended to 
assure clients and the public of the quality, objectivity and integrity of the service provided. For 
example, appointments and engagements must not be accepted without due consideration of the 
fundamental principles and any specific requirements that may apply. Other matters of importance 
covered by the Codes are discussed below:

Professional fees
Fees must reflect fairly and equitably the value of work performed, taking into account the skill and 
knowledge required for the type of work, the level of training and experience of the personnel 
necessarily engaged, the degree of responsibility applicable and the time required by all persons 
engaged on the work. Before undertaking an assignment, the accountant must advise the client of 
the basis on which fees are charged and clearly define the billing arrangement. Where a fee is quoted in 
advance the client must not be misled as to the services that fee is intended to cover. In investigations 
into allegations of unsatisfactory work, the fact that work may have been obtained by quoting an
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unrealistically low fee will be taken into consideration. The client should also be informed in writing if 
the accountant is provided with an agency fee or a commission earned from a third party. 
A contingency fee arrangement for professional services requiring independence and objectivity 
must not normally be entered into. However, members may charge a client a fee for advisory services 
and/or may receive commissions from third parties in respect of advisory services provided to a client. 
Full disclosure should be made to the client regarding the form of arrangement, the identity of the third 
party, the method of calculation of the agency fee or commission and any other benefit directly or 
indirectly provided to the member.

Professional appointments
Professional appointments are governed by professional etiquette such as communicating with the 
outgoing accountant before accepting an appointment and accepting referrals without impairing the 
position of others. Also, members of the profession may advertise or seek publicity for their services 
provided that the content or nature of such advertising is not false, misleading or deceptive. There are 
also other matters that require members to comply with certain prescriptive procedures so as to ensure 
quality and objectivity. These include keeping records for clients’ monies held in trust by the accoun
tant and not engaging in incompatible businesses while providing professional services.

Other specific requirements are considered later in this chapter when the issue of independence is 
discussed.

Maintaining standards
Discharging responsibilities with due professional care and adequate competence in the public 
interest is a characteristic of a professional person. When auditors face pressures (from management 
or time constraints) the audit quality may be compromised. In this section we look at a number of 
proposals intended to maintain both the quality of audit services and the public’s perception of that 
quality.

Technical standards
Noncompliance with accounting standards, auditing standards and professional standards for related 
areas of work such as insolvency represents unacceptable professional conduct.

Accounting standards
In the UK and Ireland Financial Reporting Standards (or International Financial Reporting Standards 
if adopted or required) are applicable to financial statements intended to give a true and fair view. 
Members of the accounting profession are expected to use their best endeavours to ensure that 
accounting standards are observed and departed from only where necessary, with such departure 
disclosed and justified in the financial statements. Auditors should be in a position to justify departures 
from accounting standards where they have issued an unqualified opinion as to truth and fairness. 
In the United Kingdom financial statements are subject to review by the Financial Reporting Review 
Panel. Apparent failures by auditors to ensure appropriate compliance with accounting standards are 
likely to be referred to the auditors’ professional body for investigation and, in the case of public 
interest companies, the Audit Inspection Unit.
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Auditing standards
As stated in Chapter 2, compliance with auditing standards (ISAs) is required of members of the 
professional bodies when performing an audit.

Standards for other services
The International Audit and Assurance Standards Board (IAASB) of IFAC has issued a suite of 
standards relevant to a wide range of assurance services (other than audits), reviews and other 
nonassurance and audit related services referred to in Chapter 1.

The professional bodies also provide standards to be followed by members offering other services 
such as insolvency and corporate finance which are also mandatory for members. Although not 
directly relevant to the provision of auditing services, they assist in maintaining the reputation and 
standing of the profession.

Quality assurance
Chapter 1 explained the current provision for ensuring the quality of audit work performed, notably 
the requirements of ISQC 1, Quality Control for Firms that Perform Audits and Reviews o f  Historical 
Information and Other Assurance and Related Services Assignments. Compliance with this standard is 
monitored by the practice inspections carried out by the professional bodies and by the Audit 
Inspection Unit of the Professional Oversight Board. In addition ISQC 1 requires firms to consider 
client integrity, the firm’s competence and ethical requirements in acceptance and continuation of 
client relationships.

Professional discipline
The value of the work of a professional accountant is significantly enhanced by the public’s recognition 
of the high standards of practice and professional conduct of the accountant. This is of critical 
significance in the context of expression of an opinion, as auditors, as to the truth and fairness of 
financial statements. This recognition is derived largely through the auditors’ membership of a profes
sional body and the public acceptance of the high standards demanded by that body of its members. This 
recognition comes in three ways:

• high entry standards
• high standards of performance and conduct required of members
• the power to discipline and, in extreme cases, to dismiss from membership those whose performance 

falls short of required standards.

The institutes and the Association have powers to investigate complaints against their members and to 
impose appropriate penalties, the most extreme of which is exclusion from the profession. Disciplinary 
action is likely to be taken against any member (or firm) who:

• has been guilty of any breach of the professional bodies’ rules
• has been guilty of dishonourable practices or conduct likely to bring discredit on the profession of an 

accountant
• has failed to observe a proper standard of professional care, skill or competence; or
• has become insolvent.
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Where a breach is considered to be of such magnitude that its investigation is deemed to be in the public 
interest, it will be investigated by the Accountancy and Actuarial Discipline Board (AADB) and not by 
the member’s or firm’s own professional body. In such cases appropriate publicity will be given to the 
Board’s investigation in order that the public may be satisfied as to its thoroughness. At the time of 
writing the AADB is currently investigating six cases including MG Rover Group Limited, European 
Home Retail Pic and Farepak Food & Gifts Ltd. The Professional Oversight Board monitors dis
ciplinary actions taken by the professional bodies in relation to audit matters other than those referred 
to the AADB.

0  LEARNING CHECK_________________________________
• Ethics involves a study of choices. Such choices involve the rights and wrongs of human behaviour 

and relate to choices between values such as a realization of utility or the common good for 
society.

• Accountants face ethical dilemmas in their relationships with various parties. Professional ethics 
normally refers to the application of ethics in a professional environment and is generally governed 
by certain guidelines specified in the professional code.

• The codes of professional conduct deal with fundamental principles of professional behaviour, such 
as serving the public interest, integrity, objectivity, technical and professional standards, compe
tence and due care.

• Auditors need to comply with not only all technical standards (accounting standards and auditing 
standards) but also all quality control standards and mechanisms to ensure that audits are dis
charged in a professional manner.

• A characteristic of a profession is the ability to self-regulate. One feature of self-regulation is the 
establishment and monitoring of disciplinary procedures in order to ensure that members of a 
professional body comply with a minimum set standard of behaviour.

Professional Independence
Independence is the cornerstone of the auditing profession. Without independence, auditors’ opinions 
lack impact and credibility.

Many commentators believe that the greatest potential threat to the independence of auditors is the 
auditors’ relationship with the directors. Directors’ remuneration, the value of the shares they hold and 
even their position within the company may all depend on the company’s reported financial perfor
mance. Recognizing this, directors may seek to influence the auditors. Without the strength of 
character to withstand such pressure, the auditors may not be able to express an independent opinion. 
Similarly, if shareholders and other interested parties view the director-auditor relationship with 
suspicion (perhaps because of the performance by auditors of other services or management pressure) 
the appearance of independence is undermined.



Professional ethics

Independence therefore has two aspects -  independence of mind (the fact of independence) and the 
appearance of independence. These may also be referred to as actual independence and perceived 
independence.

The IFAC’s Code provides the following definitions:

Independence of mind -  The state of mind that permits the expression of a conclusion without being affected by 
influences that compromise professional judgment, allowing an individual to act with integrity, and exercise 
objectivity and professional skepticism.

Independence in appearance -  The avoidance of facts and circumstances that are so significant that a reason
able and informed third party, having knowledge of all relevant information, including safeguards applied, 
would reasonably conclude a firm’s, or a member of the assurance team’s, integrity, objectivity or professional 
skepticism had been compromised.

The ethical codes of IFAC, the accountancy bodies and the APB provide specific guidance to maintain 
independence in appearance as well as independence in mind. However, the IFAC Code acknowledges 
the difficulty with the concept of independence and states

The use of the word ‘independence’ on its own may create misunderstandings. Standing alone, the word may 
lead observers to suppose that a person exercising professional judgment ought to be free from all economic, 
financial and other relationships. This is impossible, as every member of society has relationships with others. 
Therefore, the significance of economic, financial and other relationships should also be evaluated in the light 
of what a reasonable and informed third party having knowledge of all relevant information would reasonably 
conclude to be unacceptable.

independence, assurance services and ethical codes
Ethical codes issued by IFAC, the professional accountancy bodies and the APB require that when 
assurance services are undertaken professional accountants should consider threats to independence. 
The codes provide specific guidance on a range of matters that may give rise to such threats.

Some key areas of risk and examples of guidance are identified below:

• Fees -  the relative fee size of assurance clients may give rise to a self-interest threat. Therefore the 
ethical codes in the United Kingdom and Ireland set a recurring fee restriction (for audit and other 
services) from one client/group to 10% for pic clients, and 15% for private company clients, who 
are, or likely to be, committing money laundering offences.

• Fees -  if overdue could be construed as loans. Fees should be collected promptly and in accordance 
with the engagement letter.

• Actual/threatened litigation (by either party) causes a breakdown of the client/auditor relationship. 
The auditor should consider resignation.

• Associated firms -  could give rise to influences outside the practice, for example banks with whom 
the firm has mutual interests.

• Family and other personal relationships -  these should be avoided (for example, the audit of a family 
member’s company may give rise to intimidation and/or familiarity threat).

• Financial interests in audit clients -  should not be held. It would be necessary for example to dispose 
of shares held in client companies at the earliest opportunity.

• Loans and guarantees -  should be neither given nor received.
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• Gifts and hospitality -  may be accepted only if on normal terms and the benefit is clearly insignificant.
• Long association o f  senior personnel with assurance client -  professional guidance requires the 

rotation of senior personnel. The APB’s ES 3 limits the term of an engagement partner to five years 
and restricts further involvement with that client for a further five years.

• Recruitment services -  where assistance with a client’s recruitment of staff is provided (for example, 
the appointment of a new financial director) the client should make the decision.

• Close business relationships — no safeguards, therefore should be avoided.
• Employment with assurance client -  guidance requires a two-year gap before a key audit partner can 

join former client management. For other audit staff joining clients apply safeguards such as 
changing audit routines.

• Provision o f  nonaudit services to audit clients -  may be undertaken but this will depend on the 
nature of the service provided. However, care is needed and therefore professional guidance is to 
avoid or apply safeguards if appropriate.

In the wake of the Enron collapse in 2002 the US Senate passed the Sarbanes-Oxley Act, which forbids 
the provision, to audit clients, of:

• book-keeping and financial statement preparation services;
• financial information systems design and implementation;
• appraisal and valuation services;
• internal audit services;
• management functions and executive recruitment services;
• investment advisory services;
• legal services.

Although current practice in the United Kingdom is much less restrictive, the Codes require that firms 
must avoid becoming involved in executive decision-making on behalf of an assurance client when it is 
providing management consultancy and other nonaudit services. The Combined Code on Corporate 
Governance8 requires the audit committee to approve the use of the audit firm for the provision of 
other services and, in the annual report, to justify such appointments. Provision of the nonaudit 
services by a different department or different members of the firm or network firm would not be a 
sufficient safeguard.

It is common practice for audit firms to provide a compilation service; that is to keep the books and 
prepare the financial statements for smaller audit clients. In such cases, clients must be required to 
accept full responsibility for the books, and care must be taken to ensure that the write-up work does 
not require that anyone in the practice make executive decisions on behalf of the client. Audit firms 
may adopt the practice of not involving personnel in the audit function if they have kept books and 
prepared the financial statements of an audit client. Except in exceptional circumstances, as permitted 
by the rules, write-up services should not be provided for public company audit clients.

Review procedures
No list of risks can identify all of the threats to independence. Audit firms need to develop procedures 
to review independence as part of their quality control arrangements as described in Chapter 1. These 
include:
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• instructing staff to communicate concerns over objectivity to a separate partner
• appointment of review partners, especially on sensitive engagements such as those close to the fee 

threshold
• annual reviews on client continuance
• appropriate procedures on new client acceptance.

A particular problem is that of personal relationships with audit clients. By its very nature, an audit 
brings members of the accounting practice into close contact with management and employees of 
clients over a period of years. Cordial relationships are usually desirable and facilitate the effective 
conduct of the audit. However, in the context of independence, the existence of a cordial relationship 
could adversely influence auditors’ judgements when confronted with evidence of a fraud. To minimize 
this risk, the engagement partner should be rotated after an appropriate period (for example the APB’s 
Ethical Standard ES 3 sets a five year maximum involvement). The issue of audit firm rotation is more 
contentious and will be considered later in this chapter.

The APB’s Ethical Standards (ESs)
In December 2004 the APB issued ES 1 -5 , which cover the integrity, objectivity and independence for 
auditors and are applicable in the audit of financial statements. The standards cover many of the areas 
discussed above and are summarized below:

• ES 1 -  Integrity, objectivity and independence identifies the following categories of threats to 
independence:

-  self-interest -  for example, shares held in client;
-  self-review -  for example, auditor prepares accounts, then audits them;
-  management -  for example, auditor making management decisions;
-  advocacy -  for example, acting for client in litigation;
-  familiarity or trust -  for example, long association with client;
-  intimidation -  for example, auditor threatened with removal.

• ES 2, 3, 4 and 5 provide guidance in these areas and identify threats and safeguards, and identify 
areas where safeguards are not appropriate:

-  ES 2 -  Financial, business employment and personal relationships -  disinvest/avoid.
-  ES 3 -  Long association with the audit engagement -  five years maximum.
-  ES 4 -  Fees, remuneration, and evaluation policies, litigation, gifts and hospitality -  similar to 

IFAC Code and those of the RSBs.
-  ES 5 -  Nonaudit services provided to audit clients -  not prohibited but the ES provides detailed 

guidance on restrictions/safeguards.

Statutory provisions enhancing auditors’ independence
The Companies Act 2006 includes provisions relating to the appointment and dismissal of auditors, 
auditors’ rights and ineligible persons. There are also special provisions that apply when auditors cease 
to hold office.
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Statutory provisions
The law recognizes the need for audit independence. As with the codes of professional ethics, these 
provisions establish an appearance of auditor independence. The Companies Act 2006 (the Act) 
requires that, in general, members have the power to appoint (s. 485 and s. 489) or remove (s. 510) 
auditors. The appointment of the first auditors and the filling of casual vacancies may be performed by 
the directors, but such appointments are in force only until the conclusion of the next annual general 
meeting of members. This is intended to protect the auditors from intimidation by the directors. 
Although technically, under s. 492 of the Companies Act 2006, members fix the auditor’s remunera
tion, in practice, prior negotiations are usually delegated to the directors. Low fees could be an 
indication of ‘low-balling’ to gain market share (referred to later in this chapter). Conversely, high 
fees could be an extraction of quasi-rent as a result of incumbency.

In the United Kingdom the auditor’s general statutory rights to information are provided by the 
Companies Act 2006, and are intended also to allow the auditors’ independence of action in the 
conduct of the audit. These provisions relate to:

• access to accounting records (s. 499)
• right to information and explanations from the company and its UK subsidiaries (s. 499) and from 

its overseas subsidiaries (s. 500) and
• right to receive notice of, communications relating thereto, and to attend and be heard at, meetings 

of members, on any part of the business of the meeting that concerns the auditors (s. 502).

Under s. 501 of the Act it is a criminal offence (punishable by a fine and/or imprisonment) knowingly 
or recklessly to make a statement to an auditor that is misleading, false or deceptive.

The Companies Act 2006 has an independence requirement that makes certain categories of people 
ineligible for appointment as auditors on the grounds that they lack independence. Under s. 1214 of the 
Act a person is ineligible for appointment as auditor of the company if he or she is:

• an officer or employee of the audited person, or
• a partner or employee of such a person, or a partnership of which such a person is a partner;
• an officer or employee of an associated undertaking of the audited person, or
• a partner or employee of such a person, or a partnership of which such a person is a partner.

Section 1215 of the Act requires the auditor to resign with immediate effect where he or she becomes
ineligible under the requirements of s. 1214.

Ceasing to hold office
Fear of losing an audit client in the event of a disagreement with management stems largely from an 
awareness that it is management (and not those to whom the audit report is addressed and by whom the 
auditor appointment is ostensibly made) that exerts the strongest influence on the choice of auditors. 
In companies, this situation arises because few members actually attend general meetings of the 
company. Furthermore, most of the votes cast at such meetings are proxy votes held by directors. 
Naturally, the directors must approve all resolutions that the board has put on the agenda, including 
resolutions as to a change of auditors.
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Shareholders need to be made aware of any serious matters affecting their interests in relation to 
those of management where a proposal to change auditors has been made. The Companies Act 2006 
provides some protection. Special notice (28 days instead of the normal 21 days) is required of a 
resolution to be put before a general meeting for the removal of the auditors (s. 511 (1)). The company 
is required to send a copy of the resolution to the auditors (s. 511 (2)) and, if the auditors so request, to 
circularize to all shareholders a statement, by the auditors, as to why they should not be removed 
(s. 511(3)). Similar provisions under s. 514 and s. 515 of the Companies Act 2006 apply where the 
existing auditors are not proposed for re-election.

There are situations where auditors may believe that their position is made untenable, such 
as the directors’ refusal to take appropriate action in the event of fraud or other illegal act. 
Furthermore, the reasons for resignation or removal from office are often sensitive and auditors, 
especially if they feel intimidated by the directors, such as through a threat of legal action 
for defamation if they make public their concern, may prefer not to advise shareholders of the 
circumstances.

To avoid this, auditors of private companies are required, when ceasing to hold office for whatever 
reason, to issue a statement of circumstances that should be brought to the attention of members or 
creditors, or make a statement that there are no such circumstances (s.519 (1) and (2) of the Act). In the 
case of quoted companies, to further improve transparency, the Companies Act 2006 introduced a 
requirement that an auditor must always issue a statement of circumstances in connection with his 
ceasing to hold office (s. 519 (3)). All companies are required to send the statement of circumstances to 
the members unless they obtain the court’s consent that the auditors are using the statement to secure 
needless publicity for defamatory matter (s. 520).

In addition to the auditor’s general rights to speak at general meetings, resigning auditors may 
require the directors to call an extraordinary general meeting for the purpose of receiving and 
considering such explanation of the circumstances connected with his resignation as he may wish to 
place before the meeting (s. 518).

y  LEARNING CHECK__________________________________

• Independence is the cornerstone of the auditing profession. The auditors must not only be indepen
dent but must be seen to be independent. Independence is related to the auditors’ integrity, 
objectivity and strength of character.

• Independence is dealt with in the ethical codes of IFAC, the professional accountancy bodies and the 
APB. They include prohibition of financial interests in client business affairs, and avoiding incom
patible duties and other conflicts.

• Statutory requirements, which enhance the auditors’ independence, include the procedures for 
appointment and resignation and the auditors’ rights of access to the books and records of auditee 
organizations.

• There are special statutory provisions requiring auditors to make public reasons applicable to 
shareholders on ceasing to hold office as auditors.
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Fraud, Illegal Acts and Money Laundering
Originally, the primary objective of the independent audit was the detection of fraud and error. In 
modern society, the primary objective is to determine whether the financial statements give a true and 
fair view. Nevertheless, surveys of users find that many still believe fraud detection to be the primary 
objective of the audit. This belief even extends to fraud that is not material to the financial statements 
as a whole. A research report of the Institute of Chartered Accountants of Scotland9 on the audit 
expectation gap identified several users’ expectations regarding audit assurance. Essentially, it found 
that the general public tends to regard an unqualified opinion as a clean bill of health for a company. In 
particular, the public regards the audit as providing assurance that:

• there has been no fraud and
• the company has acted within the law.

Moreover the public regards auditors as responsible for reporting to a third party if they suspect that 
the directors are involved in fraud or other illegal acts.

This section explains the current responsibilities of auditors for the detection and reporting of 
fraud and illegal acts as laid down by auditing standards. It will consider the argument that the 
profession is not doing enough to meet user expectations and will discuss suggestions for reducing 
the incidence of fraud and enhancing the profession’s responsibility for detecting and reporting 
fraud. This section will also explain the professional accountant’s responsibilities in connection 
with money laundering activities, current guidance and the procedures that firms are required to 
implement.

Responsibilities for detecting fraud and error
An auditor conducting an audit in accordance with ISAs is responsible for obtaining reasonable 
assurance that the financial statements taken as a whole are free from material misstatement, whether 
caused by fraud or error. As described in ISA 200, Objective and General Principles Governing an 
Audit o f  Financial Statements, owing to the inherent limitations of an audit, there is an unavoidable 
risk that some material misstatements of the financial statements will not be detected, even though the 
audit is properly planned and performed in accordance with the ISAs. Misstatements in the financial 
statements can arise from either fraud or error. The distinguishing factor between fraud and error is 
whether the underlying action that results in the misstatement of the financial statements is intentional 
or unintentional.

Fraud can be defined as an intentional act by one or more individuals among management, those 
charged with governance, employees or third parties, involving the use of deception to obtain an unjust 
or illegal advantage.

Although auditing standards have consistently stated that the primary responsibility for the 
prevention and detection of fraud rests with both those charged with governance of the entity 
and management, more recent guidance highlights specific action that auditors should take with 
regard to fraud.

ISA 240, (Redrafted) The Auditor's Responsibilities Relating to Fraud in an Audit o f  Financial 
Statements, classifies fraud into two categories:
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• misstatements resulting from fraudulent financial reporting and
• misstatements resulting from fraudulent misappropriation of assets.

Fraudulent financial reporting involves:

• falsification or alteration of records or other documents
• wilful misrepresentation or omission of transactions or of the entity’s state of affairs and
• intentional misapplication of accounting policies.

Fraudulent misappropriation of assets may involve false or misleading documents or records in order 
to conceal the fact that the assets are missing.

Although an error is accidental it may have the same effect as fraud and the auditors will need to 
enquire into the circumstances to determine whether fraud may be involved. This is not always easy to 
determine, especially in matters involving judgement. Whether an irregularity is fraudulent is a matter 
for the courts to determine. The auditors’ concern, therefore, is with suspected rather than proven fraud.

Prevention and detection o f  fraud and error
Although the prevention and detection of fraud and error is primarily the responsibility of management, 
auditors have a professional duty under ISA 240 (Redrafted) The Auditor’s Responsibilities Relating to 
Fraud in an Audit o f  Financial Statements. ISA 240 states that the objectives of the auditor are:

• to identify and assess the risks of material misstatement of the financial statements due to fraud;
• to obtain sufficient appropriate audit evidence about the assessed risks of material misstatement due 

to fraud, through designing and implementing appropriate responses; and
• to respond appropriately to identified or suspected fraud.

ISA 315 (Redrafted), Identifying and Assessing the Risks o f  Material Misstatement through 
Understanding the Entity and its Environment, requires a discussion among the engagement team 
about the susceptibility of the entity’s financial statements to material misstatement due to fraud 
including how fraud might occur. ISA 240 requires the auditor to maintain an attitude of professional 
scepticism throughout the audit.

When auditors believe that material misstatements exist, they should extend the scope of their 
examination to either dispel their beliefs or determine that the irregularity has been corrected or 
properly reflected in the financial statements. Consequently, an unqualified opinion on financial 
statements implicitly means that, in the auditors’ opinion, the financial statements are not materially 
misstated because of fraud.

However, an examination in accordance with ISAs cannot guarantee the detection of all material 
irregularities as an audit involves only the selective testing of transactions and balances. It is possible, 
therefore, that any fraud may not have been a part of the evidence examined. In particular, the 
perpetrators of fraudulent acts are likely to have taken steps (such as management override of controls, 
forgery or collusion) to conceal the evidence of their acts from auditors and others. Whether it should 
have been detected will depend on the auditors’ adherence to ISAs and the adequacy of the auditing 
procedures undertaken in the circumstances.
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In planning the audit, auditors must be alert to the possibility of fraud and assess the risk that fraud 
might occur. In this process it is important that the auditors not be unduly swayed by past experience 
with the entity. In particular auditors need to consider incentives, opportunities and rationalizations as 
explained in Table 3.2.

P la n n in g  to  d e tec t fra u d

Table 3.2 Examples o f risk factors alerting auditors to the risks of fraudulent financial reporting

Incentives
Management or other employees may have an incentive or be under pressure, which provides a motivation to commit fraud
•  Threat to profits or financial stability Increased competition

- Changes in technology
- Declining demand
- Negative cash flows
- Changes in regulations

•  Pressure to meet third party expectations Expectations of investment analysts
- Need to raise additional funds

•  Threat to personal finances of individuals in management - Performance related pay
- Significant financial interests

Opportunities
Circumstances exist that provide an opportunity for fraud to be perpetrated
•  Nature of industry or its operations Related party transactions

- Accounting estimates significant in financial reporting
- Significant foreign operations in countries with different business cultures

•  Ineffective monitoring Management dominated by an individual or small group
•  Complex organizational structure Ultimate ownership unclear

- Unduly complex structure
- High turnover of senior management or directors

•  Deficient control Poor interim reporting structure
- Ineffective accounting, IT or internal audit staff
- Poor internal control

Rationalizations
Those involved in a fraud are able to rationalize a fraudulent act as being consistent with their personal code o f ethics. Some people possess
an attitude, character or set o f ethical values that allows them to knowingly and intentionally commit a dishonest act
•  Poor communication of entity’s ethical values
•  Known history of violation of laws and regulations
•  Excessive interest in maintaining share price or meeting analysts’ expectations
•  Failure to correct known control weaknesses
•  Strained relationship between management and auditor

Where there is an assessed risk of materially misstated financial statements due to fraud auditors would 
pay particular attention to matters such as:

• revenue recognition such as by inquiring into accounting policies used and investigating cutoff stock 
quantities by physical observation, test counting and considering reasonableness

• management estimates by considering the possibility of consistent bias even if individually immaterial and
• unusual transactions that do not appear to make good business sense.
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An important procedure is a brainstorming session among audit team members pooling their knowl
edge of the entity in attempting to identify how a determined management or individual could 
perpetrate a fraud. The results of the fraud risk assessment including the brainstorming session must 
be fully documented. It is also important to communicate any suspicions to an appropriate level of 
management, whether or not potentially material.

Surveys of fraud typically identify poor internal controls, collusion between employees and third 
parties and management override of controls to be the main reasons for fraud. Frauds perpetuated by 
management included those involving purchase for personal use, conflict of interest, the expense 
account, kickbacks, unnecessary purchases, false financial statements, credit card fraud and diversion 
of sales and information.

If there are suspicions that any members of management are associated with fraudulent activities, 
further investigation should be made in order to find out more about the circumstances. If the 
auditors are unable to confirm the absence of fraud, they should advise senior management. In such 
circumstances, the auditors may find that it is not possible to complete the audit and they should seek 
legal advice about their responsibilities and their future course of action. Notwithstanding this, an 
auditor is not an insurer of good faith and reliability on the part of management.

Noncompliance with law and regulations
Many lay people believe that an audit must surely detect all illegal acts committed by an entity. 
However, this is not necessarily the case. An audit may result in the detection of illegal acts but it 
cannot be relied on to do so. There are two reasons for this:

• The determination of whether an act is illegal or not involves matters of law that may be beyond the 
auditors’ competence.

• Illegal acts may pertain to aspects of the entity’s operations that are generally unrelated to the 
financial statements.

It should also be recognized that management may be able to conceal the occurrence of illegal acts. 
Moreover, there are limitations in the auditing process that may permit illegal acts to remain undis
covered. For audit purposes, there are three principal categories of illegal act:

• those pertaining to the form, content and preparation of the financial statements
• those having a fundamental effect on operations, a breach of which would jeopardize the viability of 

the entity or a major part of it
• others such as equal employment opportunity, occupational health and safety, and environmental 

protection legislation.

ISA 25 0 , Consideration o f  Laws and Regulations in an Audit o f  Financial Statements, states that it 
is management’s responsibility to ensure that the entity’s operations are conducted in accordance 
with laws and regulations. The auditor is not and cannot be held responsible for preventing 
noncompliance with laws and regulations. The fact that an audit is carried out may, however, 
act as a deterrent.
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In planning the audit, auditors must be alert to the possibility of fraud and assess the risk that fraud 
might occur. In this process it is important that the auditors not be unduly swayed by past experience 
with the entity. In particular auditors need to consider incentives, opportunities and rationalizations as 
explained in Table 3.2.

P la n n in g  to  d e te c t fra u d

Table 3.2 Examples o f risk factors alerting auditors to the risks of fraudulent financial reporting

Incentives
Management or other employees may have an incentive or be under pressure, which provides a motivation to commit fraud
•  Threat to profits or financial stability -  Increased competition

-  Changes in technology
-  Declining demand
-  Negative cash flows
-  Changes in regulations

•  Pressure to meet third party expectations -  Expectations of investment analysts
-  Need to raise additional funds

•  Threat to personal finances of individuals in management -  Performance related pay
-  Significant financial interests

Opportunities
Circumstances exist that provide an opportunity for fraud to be perpetrated
•  Nature of industry or its operations -  Related party transactions

-  Accounting estimates significant in financial reporting
-  Significant foreign operations in countries with different business cultures

•  Ineffective monitoring -  Management dominated by an individual or small group
•  Complex organizational structure -  Ultimate ownership unclear

-  Unduly complex structure
-  High turnover of senior management or directors

•  Deficient control -  Poor interim reporting structure
-  Ineffective accounting, IT or internal audit staff
-  Poor internal control

Rationalizations
Those involved in a fraud are able to rationalize a fraudulent act as being consistent with their personal code o f ethics. Some people possess
an attitude, character o r set o f ethical values that allows them to knowingly and intentionally commit a dishonest act
•  Poor communication of entity’s ethical values
•  Known history of violation of laws and regulations
•  Excessive interest in maintaining share price or meeting analysts' expectations
•  Failure to correct known control weaknesses
•  Strained relationship between management and auditor

Where there is an assessed risk of materially misstated financial statements due to fraud auditors would 
pay particular attention to matters such as:

• revenue recognition such as by inquiring into accounting policies used and investigating cutoff stock 
quantities by physical observation, test counting and considering reasonableness

• management estimates by considering the possibility of consistent bias even if individually immaterial and
• unusual transactions that do not appear to make good business sense.
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An important procedure is a brainstorming session among audit team members pooling their knowl
edge of the entity in attempting to identify how a determined management or individual could 
perpetrate a fraud. The results of the fraud risk assessment including the brainstorming session must 
be fully documented. It is also important to communicate any suspicions to an appropriate level of 
management, whether or not potentially material.

Surveys of fraud typically identify poor internal controls, collusion between employees and third 
parties and management override of controls to be the main reasons for fraud. Frauds perpetuated by 
management included those involving purchase for personal use, conflict of interest, the expense 
account, kickbacks, unnecessary purchases, false financial statements, credit card fraud and diversion 
of sales and information.

If there are suspicions that any members of management are associated with fraudulent activities, 
further investigation should be made in order to find out more about the circumstances. If the 
auditors are unable to confirm the absence of fraud, they should advise senior management. In such 
circumstances, the auditors may find that it is not possible to complete the audit and they should seek 
legal advice about their responsibilities and their future course of action. Notwithstanding this, an 
auditor is not an insurer of good faith and reliability on the part of management.

Noncompliance with law and regulations
Many lay people believe that an audit must surely detect all illegal acts committed by an entity. 
Ffowever, this is not necessarily the case. An audit may result in the detection of illegal acts but it 
cannot be relied on to do so. There are two reasons for this:

• The determination of whether an act is illegal or not involves matters of law that may be beyond the 
auditors’ competence.

• Illegal acts may pertain to aspects of the entity’s operations that are generally unrelated to the 
financial statements.

It should also be recognized that management may be able to conceal the occurrence of illegal acts. 
Moreover, there are limitations in the auditing process that may permit illegal acts to remain undis
covered. For audit purposes, there are three principal categories of illegal act:

• those pertaining to the form, content and preparation of the financial statements
• those having a fundamental effect on operations, a breach of which would jeopardize the viability of 

the entity or a major part of it
• others such as equal employment opportunity, occupational health and safety, and environmental 

protection legislation.

ISA 2 5 0 , Consideration o f  Laws and Regulations in an Audit o f  Financial Statements, states that it 
is management’s responsibility to ensure that the entity’s operations are conducted in accordance 
with laws and regulations. The auditor is not and cannot be held responsible for preventing 
noncompliance with laws and regulations. The fact that an audit is carried out may, however, 
act as a deterrent.
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However, ISA 250 requires that ‘when designing and performing audit procedures and in evaluat
ing and reporting the results thereof, the auditor should recognize that noncompliance by the entity 
with law or regulations may materially affect the financial statements.’

In order to plan the audit, the auditor should obtain a general understanding of the legal and 
regulatory framework applicable to the entity and the industry and how the entity is complying with 
that framework. The auditor should then assess the risk of material misstatement due to noncompli
ance and respond (in the design and performance of audit procedures) accordingly.

Examples that might indicate noncompliance include investigation by a government department, 
unusual payments in cash, excessive sales commissions, unusual transactions, complex corporate 
structures, purchasing at significantly below market price.

Reporting of irregularities
All irregularities (whether discovered or suspected) should be reported to an appropriate level of 
management, regardless of materiality, and the future course of action agreed upon. Care must be 
exercised to ensure that the manager to whom the matter is reported is unlikely to be implicated in the 
irregularity. Where there is suspicion that top management is involved in fraudulent or other illegal 
acts, the findings should be reported to a level of authority high enough for appropriate action to be 
taken. This may be the audit committee or, in some cases, the board of directors. If appropriate action 
is not forthcoming, the auditors should seek legal advice and consider severing any further business 
relationship with the entity. In extreme cases, where it is believed that the entity’s governing body is 
implicated, it may be necessary to seek direct legal advice so as not to provide the governing body with 
the opportunity to destroy or conceal the evidence. Where the irregularity is clearly immaterial no 
further action need be taken. However, it must be noted that failure to report a fraud, no matter how 
immaterial, and failure to ensure that appropriate action is taken by management, may lead to the 
auditors being sued for damages by the client (as in the case of WA Chip & Pulp Co. Pty Ltd vs. Arthur 
Young (1987) 12 A CLR25).

Where the irregularity is possibly material, further investigation is necessary to confirm or dispel 
suspicions and to determine materiality. In evaluating the materiality of an irregularity, particularly an 
illegal act, the auditors should consider related fines, penalties, damages and possible loss contingen
cies such as expropriation of property and forced discontinuance of operations. Where the presence of 
a material irregularity is confirmed, the auditors will need to consider such matters as:

• effect on the financial statements or audit report
• evaluation of internal control, the possibility of the occurrence of similar irregularities and the need 

for further audit procedures
• management’s proposed actions to prevent the recurrence of the irregularity
• public interest implications of the irregularity.

Reporting o f  illegal acts to regulatory authorities
The auditors’ contractual obligation to observe client confidentiality prevents the reporting of any aspect 
of the client’s affairs to a third party. Notifying other parties of the occurrence of irregularities is the 
responsibility of management. The auditors have no obligation or right to notify other parties except:
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• statutorily required reports to regulators such as under the Building Societies Act 1986 and the 
Financial Services and Markets Act 2000

• in the public interest.

The ‘public interest’ represents a common law duty that overrides the auditors’ duty of confidentiality 
to the client. It arises where the illegal act or intended illegal act could result in great social harm. In 
such cases, the auditors should consult legal advisers as to whether the matter should be reported to the 
authorities.

Meeting public expectations for detecting and reporting irregularities
The profession believes users’ expectation that the principal objective of an audit is the detection of 
fraud is unreasonable. The cost of performing the extensive audit procedures that would be needed to 
detect all material fraud and the resultant delay in completing the audit would be disproportionate to 
the benefits received by users.

The legal responsibility is uncertain. There have been few recent cases involving fraud that have 
been decided in court with most claims involving the failure of auditors to detect fraud having been 
settled out of court. Critics argue that auditors have a legal duty to detect fraud, and that ISA 240 
represents an attempt by the profession to persuade courts and the public to accept a lower standard of 
responsibility for fraud. Notwithstanding that ISA 240 represents a substantial advance in directing the 
auditors in making a robust examination for fraud, it is conceivable that user expectations will be 
difficult to shift in this regard. Every time a fraud is perpetrated and not discovered by the auditors -  no 
matter how skilfully it might have been concealed or how senior the level of management responsible -  
the competence of the whole audit will be called into question.

Reducing the incidence of undetected irregularities
Despite the difficulty auditors face in accepting greater responsibility for detecting and reporting fraud, 
there are a number of initiatives that could reduce the extent of losses through fraud. Not least among 
these are proposals to improve the effectiveness of internal control structures and to emphasize 
management’s responsibility for doing so. These proposals are further discussed in the section on 
corporate governance later in the chapter. The establishment of an audit committee also helps 
communication between the auditors and the entity, where top management fraud is suspected. In 
the absence of an audit committee, the auditors cannot be sure which executive members of the board 
are not a party to the fraud. There may not be anyone to whom the auditors can address their 
suspicions.

The APB’s Discussion Paper The Audit Agenda10 discusses a number of ways of reducing unde
tected fraud. Many auditing firms have developed expertise in forensic audits, entailing an in-depth 
assessment of an entity’s arrangements to minimize fraud and investigations into any apparent areas of 
weakness. Such exercises are costly, especially if conducted as part of the independent audit, with the 
auditors accepting full responsibility for any fraud that evades detection. However, if performed 
separately, or even if undertaken by internal audit (without the same degree of risk being carried by 
the consultant or auditors), they would be less costly, and management could be persuaded to 
commission such investigations in fulfilling its responsibility for internal control.
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The training and education of auditors could also be extended to incorporate aspects of beha
vioural and forensic audits. Top management fraud often involves powerful, plausible individuals and 
many frauds (undetected by experienced auditors for years) have continued because the auditors have 
been the subjects of clever persuasion and manipulation. Recognizing behavioural patterns and 
knowing some of the methods used in previously investigated frauds could help to reduce the extent 
to which perpetrators of fraud are able to deceive auditors.

There are other regulatory bodies and individuals who investigate aspects of an entity’s affairs and 
who can, therefore, become aware of irregularities. However, there is no requirement for those bodies 
and individuals to communicate any suspicions of irregularities to the independent auditors. In the 
reporting of fraud, auditors often complain they are in an impossible situation. They do not have the 
investigative powers of law enforcement agencies and, at best, have suspicions and not proof of 
the occurrence of fraud. If their suspicions prove to be unfounded, premature revelation of their 
suspicions could result in an action for defamation. Moreover, they have a duty of confidentiality to 
the entity. Where they believe top management to be implicated in a fraud, auditors have no right to 
inform the appropriate authorities unless required to do so in the ‘public interest’. This is an ill-defined 
concept. Timeliness of reporting is vital in such matters and rarely allows the auditors time to seek legal 
advice. Auditors of companies within the financial sector generally have protected privilege (against 
claims for breach of confidentiality or defamation) when alerting an appropriate regulatory body in 
good faith of suspicions of irregularity. The expansion of such safe-harbour provisions to all statutory 
audits has often been advocated but has not yet been implemented. It is argued that such a measure 
would ensure that all suspicions of irregularities are properly reported and investigated.

Money laundering
In UK law money laundering is defined very widely, and includes all forms of handling or possessing 
criminal property , including possessing the proceeds of one’s own crime, and facilitating any handling 
or possession of criminal property. Criminal property is property that has arisen from criminal 
conduct. Examples are the proceeds of tax evasion, bribery or corruption, income received from 
operating a criminal cartel and saved costs arising from a criminal failure to comply with a regulatory 
requirement.

When undertaking professional services professional accountants could unwittingly become party 
to money laundering activities. Furthermore there is a conflict between the duty of confidentiality and 
the legal requirement to report suspicions of money laundering. Money laundering activities could be 
complex and often involve operations in a number of countries and jurisdictions. If a professional 
accountant fails to report suspicious circumstances severe criminal penalties would result. Therefore, it 
is essential that professional accountants are aware of relevant legal frameworks and procedures to be 
undertaken irrespective of where in the world those professional services are being performed.

An intergovernmental body, the Financial Action Task Force (FATF) was established in 1990 to set 
standards and develop policies to combat money laundering and terrorist financing. It has made 40 
recommendations designed to combat money laundering and these have been adopted by more than 
130 countries.

The FATF has clarified a number of criminal offences relating to money laundering. Many of these 
have significant impact on the auditor and it is imperative that firms are aware of them and consider the 
risk that they may be committing an offence. The key offences are as follows:
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• possessing, dealing with or concealing criminal property
• failure to report knowledge or suspicion of money laundering to the appropriate authority (in the 

United Kingdom this would be the Serious Organized Crime Agency (SOCA))
• tipping off a client of suspicions relating to money laundering or disclosing any information that may 

prejudice an investigation.

The legislation relevant to the UK anti-money laundering regime is contained in:

• The Proceeds of Crime Act 2002  (РОСА) as amended by The Serious Organised Crime and Police 
Act 2005  (SOCPA) and relevant statutory instruments;

• The Terrorism Act 2000  (ТА 2000) (as amended by the Anti Terrorism Crime and Security Act 2001 
(ATCSA) and the Terrorism Act 2006  (ТА 2006)) and relevant statutory instruments; and

• The Money Laundering Regulations 20 0 7  (2007 Regulations) and relevant statutory instruments.

In the United Kingdom professional accountants are required to keep records of clients’ identity and to 
report suspicions of money laundering to the Serious Organized Crime Agency (SOCA).

Elements of a money-laundering programme are as follows:

• appoint an M L R O 11 and implement internal reporting procedures
• train individuals to ensure that they are aware of the relevant legislation, know how to recognize and 

deal with potential money laundering, how to report suspicions to the M LRO  and how to identify 
clients who are, or are likely to be, committing money laundering offences

• establish internal procedures appropriate to forestall and prevent money laundering, and make 
relevant individuals aware of the procedures

• verify the identity of new clients and maintain evidence of identification, and any transactions 
undertaken for or with the client

• report suspicions of money laundering to SOCA.

Although the ethical codes issued by the accountancy bodies contain basic guidance in respect of 
money laundering specific guidance is provided in the form of Technical Factsheets issued by the 
CCAB12 bodies. In October 200 7  the CCAB issued an Exposure Draft -  Anti-Money Laundering 
Guidance for the accountancy sector which updates current guidance to conform with The Money 
Laundering Regulations 20 0 7  (2007 Regulations). This emphasized the need for a risk-based approach 
to money laundering activities of clients and enhance due diligence requirements for higher risk clients.

Money-laundering requirements give rise to onerous responsibilities under the regulations. The 
requirement to report actual activities, those which should be reasonably identified, or involvement in 
activities is clear. However, suspicion of activities must also be reported and suspicion is not defined in 
existing legislation and may create an ethical dilemna. Case law and other sources indicate that 
suspicion is more than speculation but it falls short of proof or knowledge. An often used description 
is that ‘. . .  A suspicion that something exists is more than a mere idle wondering whether it exists or 
not; it is a positive feeling of actual apprehension or mistrust, amounting to a “slight opinion, but 
without sufficient evidence” ’ (Queensland Bacon PTY Ltd vs. Rees [1966] 115 CLR 266 at 303, per 
KittoJ). Also, where actual or suspected offences are reported this will often result in a breakdown of 
trust between the client and the accountant and cause the accountant’s position to become untenable.
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0  LEARNING CHECK__________________________________

• Irregularities comprise fraud, errors, unintentional misstatements and noncompliance with laws and 
regulations. Fraud is an act involving the use of deception whereas errors are unintentional mistakes.

• The prevention and detection of fraud is primarily the responsibility of management, while auditors 
have a professional duty to plan and conduct their audits so that there is a reasonable expectation 
that any material misstatements arising from irregularities can be detected.

• Where the presence of irregularity is confirmed, the auditors will need to consider the effect on the 
financial statements and auditors’ report, the possibility of the occurrence or recurrence as a result of 
poor internal control, management’s actions to prevent such recurrence and the implications for the 
public interest.

• The extent of auditor responsibility for detecting and reporting fraud and other irregularities is 
controversial. Proposals include offering fraud detection as a service additional to the audit and 
assisting entities to reduce the incidence of such irregularities.

• In the United Kingdom professional accountants are required to report actual and suspected money 
laundering activities of their clients to SOCA. These onerous requirements may give rise to conflicts 
of interest and other ethical dilemmas.

The Significance of Ethical Values for Auditing
Threats to independence are frequently encountered by auditors and accountants in public practice 
and are complex issues. Some of the threats are a direct consequence of the auditor-client relationship, 
such as management pressure, and the phenomenon of nonaudit services being provided by 
accountants in public practice, which may have an impact on the appearance of auditor independence. 
The accountants’ and auditors’ decisions depend on their ability to identify and prioritize various 
conflicting interests and duties while maintaining professional competence and independence. Flow 
independent these decisions are in reality often depends on how successfully the auditors deal with 
issues such as those discussed below.

The environment affecting professional conduct
Auditors often face pressure situations that present them with an ethical dilemma -  one in which they 
have to choose between unclear alternatives, some of which may compromise their integrity. Not all of 
these situations are easily defined, and there may be occasions when the auditors need to look beyond 
the requirements of the professional codes for guidance. Some of these situations are described below.

Management pressure on audit appointment
As explained above, shareholders generally do not intervene in the appointment of auditors and 
usually assign their voting rights to the directors. This gives rise to the practice known as ‘opinion 
shopping’ whereby directors of an audit client invite another firm of accountants to offer a second
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opinion on a proposed accounting treatment with which the incumbent auditors disagree. This puts 
pressure on the auditors to issue an unqualified audit report in order not to lose the audit to the second 
firm. Suggested solutions include restricting fees from individual clients, audit rotation and banning 
the provision of nonaudit services.

Fee income limits
Existing solutions to such problems include restricting the total fee income that an audit firm may 
derive from one reporting entity from both audit and nonaudit services. The loss of an audit, therefore, 
would not cause the audit firm to lose substantial revenue, thus encouraging the auditors to adopt a 
firmer attitude in disagreements with management. The Combined Code on Corporate Governance 
requires the audit committee to recommend auditor appointment (see p. 54). The audit committee is 
additionally required to advise on the appointment of the audit firm for the provision of nonaudit 
services and to justify such appointments. This is part of a package of amendments to the Combined 
Code on Corporate Governance that includes measures to ensure the independence and competence of 
nonexecutive directors forming the audit committee. How effective these measures will be is yet to be 
determined. One problem is the fact that, in the United Kingdom, the audit committee is merely a 
subcommittee of the board of directors and has no special status in law.

Audit rotation
A more radical proposal is that of audit rotation. Under this arrangement, auditors are appointed for a 
fixed term of five or seven years during which they cannot be removed from office. At the end of this 
term another firm must replace them. Such a move limits the opportunities for the development of 
personal relationships between the engagement team and client management and reduces incentives to 
secure audit appointments primarily for the benefit of fees from the provision of nonaudit services the 
audit firm would hope to secure. This proposal is rejected by the profession on the following grounds:

• the loss of cumulative knowledge and experience on audits leading to potential audit failure in the 
initial years

• the cost of building up knowledge and experience in the initial year/s of an audit
• diminution of audit rigour in the final years of an audit appointment
• the limited choice of auditors for major corporations; others of the Big Four may be ineligible for 

various reasons such as working for a competitor or carrying out consulting work.

The Co-ordinating Group on Audit and Accounting Issues13 does not recommend mandatory audit 
firm rotation. However, in the United States, the Sarbanes-Oxley Act 2002 requires the proposal to be 
given further consideration.

An alternative to rotation is compulsory retendering at the end of a set period. The Office of Fair 
Trading sees this as an opportunity to open up the market for listed company audits to mid-tier 
accounting firms. However, the Co-ordinating Group on Audit and Accounting Issues rejects the 
suggestion on the grounds that, if not properly controlled:

• the process could be flawed with the entity having no intention of replacing the incumbent firm of 
auditors

• it could encourage ‘low-balling’ whose potential dangers are explained below.
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Even more extreme proposals have been suggested more recently, for example where auditors are 
directly appointed by a government body such as the Audit Commission, which already has experience 
of appointing auditing firms to the audits of local authorities.14

Nonaudit services
As explained in Chapter 1, firms of public accountants provide a range of services in addition to 
audits. The auditors of an entity have a competitive advantage over other accounting firms in 
providing nonaudit services to that entity. First, knowledge gained during the audit reduces the cost 
of providing other services (for example, preparing tax returns). Second, the audit provides the firm 
with a chance to identify opportunities for selling other services to the entity. As the revenue from 
nonaudit services often exceeds that from audit services it is alleged that firms of accountants offer to 
supply audits at low cost in order to secure appointment as auditors. This practice is referred to as 
‘low-balling’ and raises a number of issues that potentially affect audit quality. If, after appointment, 
the firm does not secure contracts for the supply of nonaudit services, it will lose money on the audit 
and may be tempted to reduce the loss by lowering audit quality. The firm will also be reluctant to 
enter into disputes with management over audit and financial reporting matters lest it prejudice their 
access to contracts for nonaudit services. Even without low-balling, the fact that auditors provide 
nonaudit services to management may be seen as conflicting with audit independence and their duty of 
care to shareholders.

There is a vigorous debate as to whether auditors should provide nonaudit services at all. 
Professional bodies see nothing wrong with the practice, subject to ethical safeguards to ensure that 
independence is not prejudiced. These parties argue that entities should be free to choose their 
professional advisers and may prefer to use an auditing firm in which they have confidence and 
which may be able to provide a service at a lower cost than another. Disclosure of fees from nonaudit 
services in the financial statements is already required by the Companies Act 2 0 0 6 15 and the Combined 
Code on Corporate Governance,16 provides a market control over the extent of provision of such 
services. Such disclosure enables the securities market to form a view on whether the extent of nonaudit 
services could threaten the auditors’ independence and thus the reliability of the audited financial 
statements. In such a case, the share price would fall, thus signalling to management that it should 
reduce the number of other services that the audit firm provides.

It is further argued that the provision of nonaudit services by audit firms both spreads good 
management practices and improves the quality of the audit. With their privileged access to audit 
clients, audit firms operate a legitimized industrial espionage service. Good practices observed while 
auditing one client could be sold to another as part of a management consultancy service, subject only 
to the requirement to observe confidentiality.

The modern audit approach stresses the importance of assessing the risks of financial report 
misstatement and concentrating audit effort on identified risks. A major contributor to the risk of 
financial report misstatement is the risk associated with the uncertainties of the business process and 
the ability of management to deal with such risks. The provision of nonaudit services provides auditors 
with greater knowledge and understanding of the business and this enhances their ability to conduct a 
more effective audit.17

The alternative viewpoint is that auditors of public companies and similar entities should be 
banned from providing other services to the entity if public confidence in the auditors’ independence
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from the influence of management is to be assured. It has been found, for example, that companies that 
face potentially high agency costs in management tend to require a smaller amount of nonaudit services 
from the auditors, as the provision of nonaudit services by the auditors is perceived to jeopardize the 
desired appearance of independence of the auditors.18

Professional judgement in accounting and auditing
Although accounting and auditing are based on relatively systematic techniques, few financial allega
tions result from methodological errors. Rather, many are cases of judgements about the appropriate 
use of a technique or standard. Some may be errors of judgement; others may result from either a 
misinterpretation of the problem, a lack of awareness due to complexity, or a failure to observe the 
ethical values of honesty, integrity, objectivity, due care, confidentiality and a commitment to the 
public interest. For example, an accounting treatment in accordance with a Financial Reporting 
Standard may be biased if it is based on inadequate or incomplete information wrongly judged to be 
sufficient to support it. A nondisclosure of an accounting item may not be a question of competence but 
of misplaced loyalty to management, to a client, or to one’s own self-interest, rather than to the public 
who rely on the information.

Auditing and accounting standards, although a sound basis for professional practice, will not 
cover every contingency. In complex situations where the course of action is not clearly pre
scribed, accountants must be able to maintain integrity and objectivity in making a judgement. 
When a professional accountant finds a problem that exceeds his or her expertise, it is the 
professional’s ethical values that will compel him or her to recognize such limitations, seek advice, 
remain objective and disclose the relevant facts. This is necessary to maintain the trust within a 
fiduciary relationship. There are cases, however (due to the complexity of business transactions), 
where accounting standards and technical guidelines are insufficient to provide an objective basis 
for accounting treatment. Consequently, even though technical feasibility may govern the short
term solutions, in the longer term, ethical considerations such as the potential consequences of 
such accounting problems should dominate.

Priority of duty and loyalty
As the role of professional accountants is to provide fiduciary services to society as a whole, the 
performance of such services involves choices between the interests of various parties -  the client or the 
employer of such services, the management of the client or employing organization, the current and 
prospective investors of the business being examined, other stakeholders, employees, the government 
and so forth. For example, auditors are appointed by the shareholders or members of the client to 
examine the financial affairs of the organization. The underlying principle in this engagement is to 
protect the interest of the resource providers against possible pursuit of self-interests by management. 
To the extent that the stakeholders mentioned above are considered the ‘public’, the auditors have a 
fiduciary relationship with the public that requires the exercise of the same duties and values as would 
apply with a more direct contractual relationship. The choice of accounting and auditing methods and 
treatments that maximize certain current benefit at the expense of future income would therefore 
breach the trust required for the fiduciary arrangement with the public. Accordingly, the loyalty to the 
public should not be less than the loyalty owed to existing shareholders or owners. It is pertinent to
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n ote th a t d efin in g th e legal liab ility  o f  au d ito rs in th is resp ect has been  co m p le x . T h e  estab lish m en t of 

a u d ito rs ’ re la tio n sh ip s w ith  v ariou s p arties has broad en ed  th e s tr ic t privity o f  c o n tra c t in term s of 
liab ility . T h is  is fu rth er d iscussed  in C h ap te r 4 .

F o r  a c c o u n ta n ts  em p loy ed  w ith in  an  o rg a n iz a tio n , th ere  is n o c o n tra c tu a l re la tio n sh ip  to  sh are
h o ld ers o r the p u b lic . H o w e v e r, in p erfo rm in g  th e ir  d u ties to  th e ir  em p lo y e rs , a c c o u n ta n ts  are 

re q u ired  to  ad h ere  to  th e v a lu es ex p ected  o f  a p ro fe ss io n a l p erso n  by c o n sid e rin g  th e ir  re sp o n sib ility  
to  o th ers  w h o  m ig h t be d isad v an tag ed  by an  a c t a t  th e  re q u est o f  th e ir  su p erio r. A cco u n ta n ts  

em p loy ed  in th is  ca p a c ity , th e re fo re , n eed  a lso  to  co n sid e r  th e  a ccu ra c y  an d  re lia b ility  o f  th eir 
w o rk  fo r  th e b e n e fit o f  th e end user (the p u b lic  as the s ta k e h o ld e rs). T h is  s itu a tio n  is co m p le x , 
e n ta ilin g  co n s id e ra tio n  o f  su ch  d e b a ta b le  issues as co n fid e n tia lity  to  o n e ’s e m p lo y e r an d  the eth ica l 

p rem ises fo r  ‘w h is tle b lo w in g ’ (w here o n e  d isc lo ses  u n e th ica l deeds o u tsid e  o f  an  o rg a n iz a tio n ). 
A lth o u g h  th e co d e  o f  a p ro fessio n  en d eav o u rs to  p rov id e gu id elin es to  fo llo w  in  d ifficu lt e th ica l 

s itu a tio n s , a c c o u n ta n ts  o fte n  have to  re ly  on  p erso n a l in teg rity  an d  valu es to  m a k e  th e  ‘r ig h t’ 
d e cis io n . O n e  v ie w p o in t is th a t a p ro fe ss io n a l a cco u n ta n t fa c in g  a d if ficu lt ch o ic e  sh o u ld  con sid er 

th a t lo y a lty  is ow ed  to  a ffe c te d  s ta k eh o ld ers  in th e  fo llo w in g  o rd er: th e p u b lic , th e p ro fe ss io n , the 
c lien t/em p loy er, an d , f in a lly , th e in d iv id u a l.19

In re co g n itio n  o f  th e p u blic  sig n ifican ce  o f  the w o rk  o f  a cco u n ta n ts , p a rticu la rly  as a u d ito rs, and 
co n cern s th a t th e p ro fessio n a l bodies m ay be unduly in flu en ced  by th e co m m erc ia l co n sid era tio n s o f 

th eir m em b ers, m o st o f  the stand ard  settin g  activ ities o f  the p ro fessio n  have been  tran sferred  to  an 
ind ep end en t b od y , th e F in a n c ia l R ep o rtin g  C o u n cil. W h ile  still h arn essin g  th e skills o f  th e p rofession , 

th e in clu sio n  o f  lay  m em b ers on  m any o f  th e bodies supervised by th e F R C  reassu res so cie ty  th a t their 
d e lib era tio n s are  n o t unduly influ en ced  by purely p ro fessio n a l co n cern s.

Professional competence
O n e o f  th e fu n d am en ta l p rin c ip le s  o f  the e th ica l co d es is p ro fe ss io n a l co m p e te n ce . C o m p eten ce  is 
th e p ro d u ct o f  ed u ca tio n  an d  ex p e rie n ce . E d u ca tio n  beg in s w ith  p re p a ra tio n  fo r  en try  in to  the 

p ro fessio n  an d  ex ten d s to  c o n tin u in g  p ro fessio n a l ed u c a tio n  (C P E ) th ro u g h o u t th e  m e m b e r’s 
c a re e r . E x p e r ie n c e  in v o lv es o n -th e - jo b  tra in in g  and a cce p ta n c e  o f  in creased  re sp o n s ib ilities  during 

a m e m b e r’s p ro fe ss io n a l life . T h e  p ro fessio n a l b o d ies re q u ire  m em b ers to  m a in ta in  th e ir  level of 
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users are better informed and do not hold unrealistic expectations of the assurance provided by audited 
financial statements.

In recent years, however, the profession has come to recognize the need to undertake active 
measures to improve the quality of financial reporting so as to reduce any part of the gap caused by 
inadequate performance. Some of these measures relate directly to the audit function -  for example 
by improving the quality of audit work performed or by enhancing the independence of the auditors. 
As has been explained in this chapter, development of the audit function has been accelerated by 
initiatives undertaken in the wake of the collapse of Enron at the end of 2001.

Alongside the developments in auditing have been developments in corporate governance and 
this chapter has already made reference to the Combined Code on Corporate Governance. 
Improvements in financial reporting tend to be based on parallel developments in auditing and 
corporate governance.

Corporate governance in reducing the expectation gap
Corporate governance refers to the role o f directors in discharging their duties and has emerged as one 
of the best vehicles for reducing the expectation gap. Corporate best practice is demonstrated by 
various studies, such as the Treadway Report and the Cadbury Report. The Cadbury Committee issued 
a Code of Best Practice endorsed by the London Stock Exchange and included within its Listing Rules 
(now administered by the UK Listing Authority of the Financial Services Authority). Responsibility for 
the Code now rests with the Financial Reporting Council and its recommendations expanded by the 
Hampel Report of 1998, the Turnbull Report of 1999 and the Higgs and Smith Reports of 2003. 
Requirements of the Code of particular relevance to the audit include:

• separation of the functions of chairman and chief executive officer;
• maintenance of a balance of executive and independent nonexecutive directors on the board;
• accompanying financial statements with:

-  statements as to the separate responsibilities of directors and auditors; and
-  statement by directors that the business is a going concern;

• maintenance of a sound system of internal control whose effectiveness is reviewed annually with a 
report to shareholders that such a review has been performed;

• keeping under review the need for an internal audit function if it does not already exist; and
• establishing an audit committee of at least three nonexecutive directors to:

-  review the application of the financial reporting and internal control principles of the Code;
-  consider the scope and effectiveness of the independent audit and the independence of the 

auditors; and
-  review the extent of provision of nonaudit services by the auditors.

The function of the audit committee was explained in Chapter 2 and its responsibility for overseeing 
the independent auditor appointment in ensuring auditor independence has been explained earlier in 
this chapter.

The duty of the audit committee to review and report on the use of controls in managing the 
entity’s risks will be explained in Chapter 7.
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Going concern
A major cause of concern has been the unexpected failure of apparently healthy companies. Criticism is 
levelled at auditors under the belief that the most recent audited financial statements should have 
provided some warning of the impending failure. This problem has been addressed in two ways. The 
Combined Code on Corporate Governance requires directors to report whether their company is a 
going concern with supporting assumptions or qualifications as necessary. Auditors’ responsibility for 
evaluating going concern is covered by ISA 570, Going Concern. This standard requires auditors to 
review evidence on which directors have based their presumption that the entity is a going concern. If 
the directors have failed to undertake a sufficient evaluation the auditors may qualify their opinion on 
the financial statements on the grounds that there is insufficient evidence to determine the applicability 
of the going concern assumption. This requires auditors to put pressure on directors to consider risks 
threatening the future, which the directors might otherwise not have done. Threats are more likely to 
be identified and addressed and unexpected failure is less likely.

^  LEARNING CHECK__________________________________

• Auditors need to appreciate the current audit environment, which might present threats to the 
auditors in securing independence, quality of work and objectivity. Features of the audit environ
ment include competition, potential management pressure, the provision of nonaudit services and 
the discharge of professional judgement in interpreting and applying standards.

• It is important that auditors be aware of duty and loyalty priorities when making difficult decisions. 
The auditors’ decision may affect a number of stakeholders and it is important that the responsibility 
to serve the public interest is not diminished by competing interests.

• Latest developments in the audit expectation gap investigations demonstrate the professional 
bodies’ support for strengthening audit independence, while recognizing the scope of the auditors’ 
work in the interest of the public.

0  SUMMARY
Ethics deals with how people act towards one another and underpins the foundations of a profession. 
Accountants, like other professionals, are expected to demonstrate adherence to ethical values and 
professional conduct, in accordance with the norms established by their profession. This framework 
provides a basis for exercising their professional judgements and decisions.

The willingness of accountants to subscribe, voluntarily, to a written code of ethics has contributed 
significantly to the stature and reputation of the profession. The codes of the professional accountancy 
bodies provide mechanisms for investigating complaints of unethical conduct, and imposing sanctions 
on members. These codes address the issue of professionalism through a set of fundamental principles 
and prescribe practical and enforceable standards, which evolve over time to reflect changes in the 
profession and expectations by society.
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However, the ethical environment in which accountants and auditors operate has been subject 
to a gap between the expectations of users and what the profession believes is required of auditors. 
In response, the profession has recently taken it upon itself to investigate improvements in financial 
reporting, thus reducing the number of instances where users are dissatisfied. In the process, 
auditors have involved other parties, including the governing bodies of the entities being audited, 
the government and accounting and auditing standard setters. As a consequence, the role of the 
audit is undergoing intense scrutiny at the moment, and is evolving as one of the parties within the 
corporate governance structure. A recent change has been the recognition of the desirability of 
transferring responsibility for setting ethical codes relating to the audit function to an independent 
body in recognition of the significance of public interest in that function. Other developments 
arising out of this scrutiny are a greater emphasis on monitoring audit quality, clarification of the 
auditors’ role in detecting and reporting fraud and illegal acts and a re-emphasis on the importance 
of independence.
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^  MULTIPLE-CHOICE QUESTIONS
Choose the best answer for each o f  the following. (Answers are on p. 640.)

3.1 What should  differentiate a ‘professional’ from a ‘nonprofessional’ culture?
(a) Professionals generally earn higher salaries.
(b) Nonprofessionals do not have community sanction or ethical codes.
(c) A professional provides a service to society as a social good to benefit the community.
(d) Because professionals have a monopoly over a body of knowledge they are required to be 

monitored by the government.
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3.2 Which of the following best describes why the accounting profession issues codes of 
professional conduct and establishes means for ensuring observance?
(a) A requirement for a profession is the establishment of ethical standards that stress 

primarily a responsibility to clients and colleagues.
(b) A distinguishing mark of a profession is its acceptance of responsibility to the public.
(c) An essential means of self-protection for a profession is the establishment of ethical 

standards.
(d) The government requires that all professions establish a code of ethics.

3.3 Which of the following is most likely to be ethically unacceptable?
(a) Sending a brochure to all managing directors of the top 50 firms in your local region 

advertising your services.
(b) Earning a large commission for recommending life insurance services to a client.
(c) Receiving a bonus for performing the annual audit of a client within a prescribed time 

period.
(d) Holding clients’ monies in trust for extended periods of time.

3.4 Which of the following would be deemed acceptable by the accounting profession in 
evaluating whether a firm was maintaining independence?
(a) Ownership of shares by auditors of a firm in their audit clients.
(b) The son of a partner within the firm having a material beneficial interest in the audit 

client.
(c) A recently retired partner of an audit firm taking a position as a nonexecutive director of 

one of the firm’s audit clients.
(d) The audit firm having a number of clients within the same industry.

3.5 An audit independence issue might be raised by auditors’ participation in management 
advisory services engagements. Which of the following statements is most consistent with the 
profession’s attitude towards this issue?
(a) Information obtained as a result of a management advisory services engagement is 

confidential to that specific engagement and should not influence performance of the 
audit function.

(b) The decision as to loss of independence must be made by the client based on the facts of 
the particular case.

(c) The auditor should not make management decisions for an audit client.
(d) The auditor who is asked to review management decisions is also competent to make 

these decisions, and can do so without loss of independence.

3.6 How are auditors normally appointed to audit a public company?
(a) By directors on behalf of the shareholders.
(b) By committee of shareholders.
(c) By being selected by the Financial Controller from a number of tenders submitted.
(d) By being selected by the largest shareholder.
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3.7 What does a signed audit report mean with respect to the ‘possibility’ of fraud within a 
company?
(a) There is a reasonable expectation that material irregularities due to fraud have been 

detected.
(b) It is unlikely that immaterial irregularities have been detected; however, all material 

irregularities should have been detected.
(c) An audit is not designed to detect fraud; therefore, an audit report gives no assurance as 

to whether fraud did or did not occur during the year.
(d) All fraud should have been detected.

^  DISCUSSION QUESTIONS
3.1 Responsibility for statutory audits makes the accounting profession different from any other in 

terms of its duty to society. Discuss.

3.2 Critics argue that the professional accountancy bodies are no more than trade associations for the 
benefit of their members. Do you agree?

3.3 It is suggested that the holders of senior financial positions in public companies should be 
members of the accounting profession. Why might this be so?

3.4 Is there an ethical conflict within the practice of public accountancy between running the practice 
as a business with a view to profit maximization and providing a professional service?

3.5 Distinguish between the fact and the appearance of independence. Why might the latter be 
regarded as more important?

3.6 The provision of nonaudit services by auditors may expose the auditor to each of the five threats 
to independence. Explain.

3.7 Fraud risk is advanced as being a combination of incentive, opportunity and rationalization. 
Explain this in the case of fiddling travel expense claims.

3.8 Discuss the extent of an auditor’s responsibilities for breaches of health and safety regulations.

3.9 Consider the arguments for and against audit rotation.

3.10 Consider the arguments for and against allowing the provision of nonaudit services by the 
audit firm.

| 0  PROFESSIONAL APPLICATION QUESTIONS
(Suggested answ ers are on  pp. 6 5 3 —655.)

3.1 Professionalism
You are the auditor for a company. In discussion with one of the company’s accounts department 
employees, you are advised as follows:

You accountants think you are something special calling yourself ‘professionals’. I do not think it is 
appropriate. There have been so many cases recently where accountants have been found to have acted
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appropriate. There have been so many cases recently where accountants have been found to have acted
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dishonestly or unethically. I don’t think that your organization acts any differently to my trade union. 
Both our groups act in the best interests of their members. To claim that your organization upholds 
higher virtues or values than mine is rubbish! Even if it did, your members would still act in their own 
best interests anyway — people always try to maximize their own personal interest.

Required
Explain how you would try to convince the cynical accounts department employee that the accounting 
profession can make a valid claim to being professional.

3.2 Ethical issues
The following situations involve Sarah Scruples, an audit senior with the accounting firm of Fobel & 
Hirst. She is involved with the audit of Freelance Ferries Ltd (Freelance).

• The accounts clerk of Freelance resigned two months ago and has not been replaced. As a result, 
Freelance’s transactions have not been recorded and the books are not up to date. To comply with 
the terms of a loan agreement, Freelance needs to prepare interim financial statements but cannot do 
so until the books are posted. The managing director of Freelance wants Sarah to help them out 
because she performed the audit last year. The audit partner of Fobel &  Hirst allows them to use her 
for one month before the start of the annual audit.

• During the annual audit of Freelance, Sarah discovered Freelance had materially understated net 
income on last year’s tax return. The client is unwilling to take corrective action. Sarah decides to 
inform the taxation office.

• On completion of the fieldwork of the audit of Freelance, Sarah is offered six free cinema tickets by 
the managing director. He tells her this gesture is meant to show his appreciation of a job well done. 
Sarah accepts the tickets.

• The partner of Fobel &  Hirst is not very pleased with the time Freelance is taking to pay its audit fee 
for the year. He decides to take £5000 out of a trust fund that Fobel &  Hirst holds for Freelance. 
He intends to replace it as soon as Freelance sends payment of its audit fee.

Required
For each of the above four situations (i) identify the ethical issues involved and (ii) discuss whether 
there has or has not been any violation of ethical conduct. Support your answers by reference to the 
relevant professional statements.
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0 LEARNING OBJECTIVES
A fter  s tu d y in g  th is c h a p t e r  y o u  s h o u ld  b e  a b l e  to :

1 comprehend the impact of the changing legal environment on the profession

2 explain auditors’ liabilities to shareholders and auditees

3 describe the concept of due care owed by auditors to those entitled to rely on their services

4 explain the circumstances giving rise to negligence in the conduct of audit

5 identify the issues and rulings of legal cases with respect to the auditors’ liability to third parties

6 describe the precautions the auditor should take to avoid litigation

7 describe the types and rationale of legal reforms concerning auditor liability and the impact of 
the Companies Act 2006.

Auditors are accountable in law for their professional conduct. This responsibility may arise under 
common law or under statute law. Responsibility under common law may be under contract to clients 
or, in certain circumstances, to third parties to whom a legal duty of care is owed. Also of interest is the 
extent of liability in terms of the determination of damages awarded by the courts where negligence is 
proved; and defences that may be offered by the auditors in full or part mitigation of their 
responsibility.

These issues are illustrated by reference to decided cases. The extent of auditors’ statutory 
responsibilities is also described. The vulnerability of the auditing profession to negligence lawsuits 
has been brought to notice in recent years by two sets of events. The first is the litigation crisis and the 
second is the debate over the limitation of company auditors’ exposure to liability.

The Legal Environment
Throughout its history, the public accounting profession has had an extremely low percentage of 
alleged audit failures to the total number of audits conducted. In recent years, both the volume and cost 
of litigation related to alleged audit deficiencies have caused some concern to the profession. This can 
be attributed, in part, to several widely reported business failures that resulted in significant losses to 
investors. However, not all business failures can be equated to audit failures. There is a growing 
concern that too often following a business failure and alleged fraudulent financial reporting, the 
plaintiffs and their legal representatives prey on the auditors regardless of degree of fault, simply 
because the auditors may be the only party left with sufficient financial resources to indemnify the 
plaintiffs’ losses (the so-called ‘deep pockets’ theory).

The requirement to hold a practising certificate imposes an obligation on auditors to carry 
professional indemnity insurance for possible liability to their clients and members of the public. 
This source of compensation creates a perception that auditors have ‘deep pockets’ and, arguably, it
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contributes significantly to the extent of claims filed against them. There is a presumption that the 
courts, finding this source of compensation a means of loss spreading, are easily influenced by the 
arguments of the plaintiffs’ solicitors.

On the other hand, professional accountants should be aware of the trap generally known as the 
‘no transaction’ claim. A typical example of this is where a client enters into a risky venture, 
supported by funding from a financier. For a minimal fee, the accountant provides advice with 
respect to a certain aspect of the venture. If the venture fails the client, the financier or both may sue 
the accountant. The basis for their case is that were it not for the accountant’s negligent advice, the 
venture would not have proceeded and consequently the accountant should compensate the client or 
the financier for all losses following the failed venture. This argument ignores the fact that the 
negligent advice in question may have caused only a small part of the total loss. The loss may actually 
be due to a combination of factors, including bad business decisions on the client’s part, the 
financier’s breaching of its own prudential standards or external influences such as economic 
downturn.

Assuming that the ‘no transaction’ claims are accepted by the courts, the test for adequacy of an 
accountancy practice’s limit of indemnity is difficult to determine. A level based simply on fees earned 
is unlikely to be an appropriate indicator. The nature and associated risk of services undertaken 
together with the financial consequences on the client should also be taken into account. Clearly, 
this is difficult to estimate.

The settlement of claims by insurance companies leads to increases in future premiums. 
Consequently, professional indemnity insurance is becoming increasingly and almost unacceptably 
expensive. Insurance premiums can vary substantially depending on the firm’s claims, experience 
and risk profile. A benchmark of around 1 -2 %  of turnover has been quoted. Furthermore, the 
cover that can be obtained often falls well short of meeting the claims that are being made. This 
coverage gap between the potential liability and available insurance cover exposes auditors to the 
risk of significant personal liability. Many argue that this represents a real threat to the viability of 
the profession. Another factor that can further influence litigation against auditors is the increas
ing internationalization of the profession. International firms may well be caught up directly in 
lawsuits originating overseas. UK firms auditing controlled entities or branches of multinational 
companies with overseas creditors and ownership interest could well find themselves being sued in 
overseas courts.

The litigation crisis
Litigation against auditors is argued to be having an adverse effect. Firms are retreating from serving 
high-risk clients, and some smaller firms are shying away from audits -  a trend that is counter to the 
public interest. The litigation crisis is also causing professional staff to question their continued 
association with audit firms, and deterring new graduates from entering into public practice. How 
can a profession with a multi-level regulatory framework, including technical, ethical and quality 
control standards, and a system of quality or practice reviews, find itself in such a predicament? 
Certainly, there have been some audits that did not measure up to existing standards. Some litigation 
can also be attributed to the audit expectation gap discussed in Chapter 3. This chapter examines the 
issues of auditors’ liability to client companies and to third parties and discusses the latest develop
ments in limiting professional liability.
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f  LEARNING CHECK_________________________
• Allegations against accountants have arisen from many factors, including what is known as the ‘deep 

pockets’ theory and the audit expectation gap.

• The cost of maintaining sufficient indemnity to meet the cost of claims adds significantly to total 
audit costs. Moreover, the threat of the firm being involved in major lawsuits, even if successfully 
defended, discourages potential new entrants to the profession.

Liability to Shareholders and Auditees
For audits conducted in accordance with the Companies Act 2006  (the Act), the auditors are liable 
under statute and common law to the shareholders for any negligent performance of statutory duties. 
Although the duties themselves cannot be restricted or reduced it is now possible (under s. 534-s. 537 
of the Act) to limit the amount of a liability owed to a company by an auditor in respect of any 
negligence. This is discussed later in the chapter.

Auditors are also liable in the same manner as any other citizen for cases of fraud or defamation. 
One of the major problems in accepting greater responsibility for reporting suspected fraud to a 
regulatory body is that, if the auditors are mistaken, they may be liable to an action for defamation 
by the party identified by the auditors as perpetrating the fraud. Also, negligence, if proven to be wilful, 
may constitute a conspiracy with management to defraud the company or other parties. Auditors in the 
United Kingdom and the United States have found themselves in court on the criminal charge of fraud 
after issuing unqualified reports on financial statements subsequently found to be misleading.

In respect of the provision of auditing services, auditors are liable to compensate a plaintiff if:

• duty of care is owed to the plaintiff
• the audit is negligently performed or the opinion negligently given
• the plaintiff has suffered a loss as a result of the auditors’ negligence (causal relationship as reason

ably foreseeable) and
• the loss is quantifiable.

Due care
The development of the concept of due care as applied to the performance of auditors’ duties is 
examined by means of cases decided in the courts. Consideration is then given to the relevance of 
professional standards; namely of:

• auditing standards in determining the adequate performance of audit work; and
• accounting standards in determining the basis for expressing an opinion as to truth and fairness.

The classic statement of the extent of auditor responsibility in performing an examination of the 
accounts to be reported on is contained in the Kingston C otton Mill C o. case of 1896. The key facts and 
judgement of this case are featured below.
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Kingston C otton M ill C o. (No. 2) (1896 ) 2  Ch. 2 7 9

Facts of the case. For several years the manager of Kingston Cotton Mill had been exaggerating 
the quantities and values of the company’s stocks so as to fraudulently overstate the company’s 
profits. This came to light when the company was unable to pay its debts and its true financial 
position was revealed. The auditor had relied on a certificate signed by the manager and ensured 
that the amount appearing in the accounts was consistent with that certificate. The valuation of 
stocks was described in the accounts as being as ‘per manager’s certificate’. In line with 
contemporary practice, the auditor did not physically observe stocks or attempt to verify the 
valuation of individual items. Neither did the auditor reconcile stocks with the opening balance 
and purchases and sales during the year, all of which would have alerted the auditor that 
something was amiss.

Judgement. As regards stocks, Justice Lindley had the following to say:

I confess that I cannot see that their omission to check his [the manager’s] returns was a breach of their duty 
to the company. It is no part of the auditor’s duty to take stock. No-one contends that it is. He must rely on 
other people for details of the stock-in-trade in hand. In the case of a cotton mill he must rely on some skilled 
person for the materials necessary to enable him to enter the stock-in-trade at its proper value in the 
balance sheet.

In relation to the auditor’s responsibilities in general, particularly the detection of fraud, the 
following points from the judgement of Justice Lopes are important:

It is the duty of an auditor to bring to bear on the work he has to perform that skill, care and caution which a 
reasonably competent, careful and cautious auditor would use. What is reasonable skill, care and caution 
must depend on the particular circumstances of each case. An auditor is not bound to be a detective, or, as 
was said, to approach his work with suspicion or with a foregone conclusion that there is something wrong. 
He is a watchdog, but not a bloodhound. He is justified in believing tried servants of the company in whom 
confidence is placed by the company. He is entitled to assume that they are honest, and to rely upon their 
representations, provided he rakes reasonable care. If there is anything calculated to excite suspicion, he 
should probe it to the bottom but, in the absence of anything of that kind, he is only bound to be reasonably 
cautious and careful.The duties of auditors must not be rendered too onerous. Their work is responsible and 
laborious and the remuneration moderate.

Auditors must not be made responsible for not tracking out ingenious and carefully laid schemes of 
fraud, when there is nothing to arouse their suspicion and when those frauds are perpetrated by tried 
servants of the company and are undetected for years by the directors. So to hold would make the position 
of an auditor intolerable.

The Kingston Cotton Mill case laid down some fundamental auditing principles such as the 
‘watchdog’ rule and the notion of reasonable skill and care.
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An equ ally  fam o u s case d ealin g  w ith  the a u d ito rs ’ resp o n sib ility  fo r  rep o rtin g  on  th e  a cco u n ts  is the 

1 8 9 5  L on don  and  G eneral Bank  case.

London and General Bank (N o. 2) (1 895) 2 Ch. 673

F a cts  o f  th e case . T h e  b a n k  m ade lo an s to  cu sto m e rs  fo r  w h ich  it held  in ad eq u ate  secu rity . Interest 
due on  the lo an s w as accru ed  b u t n o t rece iv ed , ye t dividends w ere paid o u t o f  p ro fits  arisin g  from 

such in terest. T h e  a u d ito r m ad e a fu ll rep o rt to  th e d irecto rs  as to  th e v a lu atio n  o f  th ese loan s and 
th e need fo r  a p rov ision  fo r  bad  d ebts ag a in st b o th  th e lo an  and th e accru ed  in terest. H o w ev er, in 

his re p o rt to  th e  sh areh o ld ers, th e a u d ito r  m erely  q u a lified  his o p in io n  w ith  th e sen ten ce , ‘T h e  value 
o f  th e assets as show n on  th e b a la n ce  sh eet is d ep en d en t upon re a lisa t io n .’

Ju d g em en t. As regard s the a u d ito r’s resp o n sib ility  fo r  rep o rtin g , Ju s tic e  L ind ley  observed :

It is no part of an auditor’s duty to give advice either to directors or shareholders as to what they ought 
to do.

It is nothing to him whether the business of the company is being conducted prudently or imprudently, 
profitably or unprofitably; it is nothing to him whether dividends are properly or improperly declared, 
provided he discharges his own duty to shareholders. His business is to ascertain and state the true financial 
position of the company at the time of the audit and his duty is confined to that.

He is not an insurer; he does not guarantee that the books do correctly show the true position of the 
company’s affairs; he does not guarantee that the balance sheet is accurate according to the books of the 
company. If he did, he would be responsible for an error on his part, even if he were himself deceived, 
without any want of reasonable care on his part -  say, by the fraudulent concealment of a book from him. 
His obligation is not so onerous as this.

Such I take to be the duty of the auditor: he must be honest -  that is he must not certify what he does 
not believe to be true, and he must take reasonable care and skill before he believes that what he 
certifies is true.

As to  th e sp ecific  issues o f  th e case , h o w ev er, Ju s tic e  L in d ley  had th e  fo llo w in g  to  say:

It is a mere truism to say that the value of loans and securities depends upon their realisation. We are 
told that a statement to that effect is so unusual that the mere presence of those words is enough to 
excite suspicion. But, as already stated, the duty of an auditor is to convey information, not to arouse 
enquiry, and although an auditor might infer from an unusual statement that something was seriously 
wrong, it by no means follows that ordinary people would have their suspicions aroused by a similar 
statement if, as in this case, its language expresses no more than an ordinary person would infer 
without it.

T h e  ju d g em en t a lso  d iscu ssed  a t len g th  th e e x te n t o f  in q u iry  n ecessa ry  to  e n a b le  an  a u d ito r  to  

exp ress an  o p in io n  on  th e a c co u n ts . T h is  p a rt o f  th e  ju d g em en t w as re lied  o n  by Ju s tic e  

L o p es in  a rr iv in g  a t h is ju d g em en t as to  the a u d ito r ’s re sp o n s ib ilitie s  in th e K ingston C otton  
M ill C o. case .
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Implications of the Kingston Cotton M ill Co. and London and General 
Bank cases
These two cases have formed the basis for all subsequent decisions as to the determination of auditors’ 
negligence. O f crucial importance in both instances is the recognition of auditing as a profession. The 
auditors do not guarantee that the financial statements give a true and fair view any more than 
solicitors guarantee to win a case, or doctors to effect a cure. Neither do auditors warrant to bring 
to bear the highest degree of skill in the performance of their duties, since there may well be more skilful 
auditors within the profession. Neither are the auditors necessarily answerable for an error of judge
ment provided they exercise the skill and care of reasonably competent and well informed members of 
the profession.

Nevertheless, a too literal interpretation of the Kingston Cotton Mill Co. case has been criticized as 
retarding the development of improved auditing practices. For 60 years after the case, auditors 
continued to rely heavily on management representations (such as stock certificates), notwithstanding 
developments in auditing techniques that enabled the auditors to acquire a significantly higher degree 
of assurance with relatively little increase in audit effort.

In fraud detection, experience led auditors to anticipate common frauds and to design audit 
procedures so as to have a reasonable chance of detecting such frauds; nonetheless they continued to 
rely on the Kingston Cotton Mill Co. case in denying any legal responsibility for the detection of fraud 
where their suspicions were not aroused.

The developments in the United States arose out of criticisms of auditors contained in the Securities 
and Exchange Commission’s report of 1941 into the McKesson and Robbins fraud. From that date, the 
evaluation of internal control, attendance at stocktaking and the circularization of debtors became 
required procedure in that country.

A comparable advance in the United Kingdom came about with Lord Denning’s observation in 
Fomento (Stirling Area) Ltd vs. Selsdon Fountain Fen Co. Ltd  (1958) 1 W L R 45  at 61 as to an auditor’s 
approach:

. . .  he must come to it with an enquiring mind -  not suspicious of dishonesty, I agree -  but suspecting that 
someone may have made a mistake somewhere and that a check must be made to ensure that there has been none.

Auditors hold themselves out as possessing special skills. As a result, the courts will require a higher 
standard of care. Justice Pennyquick’s observation in Thomas Gerrard &  Son Ltd  (1967) 2 All ER 525 
at 536 was another advance:

The real ground on which re Kingston Cotton Mill Co. (No. 2) is, I think, capable of being distinguished is that 
standards o f reasonable care and skill are, on the expert evidence, more exacting today than those which 
prevailed in 1 8 9 6 .1 see considerable force in this contention.

Negligence
Negligence has been defined as any conduct that is careless or unintentional in nature and entails a 
breach of any contractual duty or duty of care in tort owed to another person or persons. The auditors’ 
duty of care to a client arises either in contract or in the tort of negligence. If the auditors have been 
negligent, the client may sue them for breach of an implicit term of the contract to exercise reasonable 
care and skill in order to recover any consequential loss suffered. The client may sue the auditors in the
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to r t o f  n eg ligence to  o b ta in  dam ages su ffic ie n t to  resto re  th e c lie n t to  its o rig in al p o sitio n . T h e  case of 
n egligen ce is, h ow ev er, very m u ch  d ep en d en t on the c o u rt’s ju d g em en t under th e c ircu m sta n ces  o f  the 

case. C o m p lia n ce  w ith  a p p licab le  acco u n tin g  stan d ard s, au d itin g  stan d ard s and o th e r  guidelines 
provides a certa in  degree o f  assu ran ce  th a t th e au d ito rs h ave ex e rc ised  re aso n ab le  ca re  and sk ill.

In m akin g  a rep o rt, the au d itors exp ress an op in ion  as to  w hether th e fin an cia l statem en ts give a true 

and fair view  o f  th e a ffairs o f  th e entity  and its p ro fit fo r  the period. In m o st o f  the cases so  fa r described, 
th e p la in tiff has alleged th a t th e  au d itors’ in v estigation  w as flaw ed, thus preventing th e au d itors from  

being in a p o sitio n  to  exp ress an  op in ion . T h ere  have been  very few  cases again st the au d itors solely on 
the grounds th a t the fin an cia l statem en ts did n o t give a tru e and fa ir  view  o f  the en tity ’s financial 
p osition  o r th a t, as in the L on don  and G eneral Bank  case , any q u a lifica tio n  in the a u d ito rs’ re p o rt was 

n o t sufficiently  in form ativ e as to  the ex ten t o f  the fin an cia l sta tem en t’s failure to  give a true and fair 
view. In the 1 9 7 0 s , a period  o f  high in fla tio n , it w as argued th a t fin an cia l statem en ts based on  the 

h istorica l co st con v en tion  w ere m isleading, yet fin an cia l statem en ts based  on this con v en tio n  continued 
to  be prepared  and to  be rep orted  on by aud itors as presentin g a true and fa ir view.

A lthou g h  th e C om p an ies A ct 1 9 8 5  requ ires fin a n c ia l sta tem en ts to  be p rep ared  in a c co rd a n ce  w ith 
ap p licab le  a cco u n tin g  stand ard s unless th ere are e x cep tio n a l c ircu m sta n ces , th e au d ito rs m u st still 

exerc ise  ju d g em en t as to  the ap p lica tio n  o f  stan d ard s to  the sp ecific  c ircu m stan ces  o f th e en tity  being 
rep orted  on. Ju d g e m e n t m u st a lso  be exerc ised  in  th o se  rare  c ircu m stan ces  w here co m p lia n ce  with 

a cco u n tin g  stan d ard s w ou ld  n o t give a tru e and fa ir  v iew  an d  the tru e and fa ir  overrid e is invoked .
In th e U n ited  S ta tes, th e righ t o f  th e au d ito rs to  rely o n  G en era lly  A ccep ted  A ccou n tin g  Princip les 

(G A A Ps) is a lso  su b jec t to  an  o verrid in g  re q u irem en t fo r  fa ir  p re sen ta tio n . G A A P s are th o se  princip les 

laid d ow n by a u th o rita tiv e  p ro n o u n cem en ts  o f  th e F in a n cia l A ccou n tin g  S tan d ard s B o a rd  and its 

p red ecessor bo d ies, and o th er  a c co u n tin g  p ractices fo r  w h ich  th ere  is su b stan tia l a u th o rita tiv e  support. 
In Continental Vending (U nited States) vs Sim on  ( 1 9 6 9 ) ,  4 2 5  F  2d  7 9 6 ,  it w as held th a t th e requ irem en t 

to  rep o rt on  fa irn ess is sep ara te  from  the re q u irem en t to  re p o rt on  co m p lia n ce  w ith  G A A P s. T h e  US 

p ro fessio n  has challen ged  th is finding by issuing an  au d itin g  stan d ard  requ irin g  fa irn ess to  be d eter
m ined w ith in  th e  fram ew o rk  o f  G A A P s.

T h e  co llap se o f  E n ron  in 2 0 0 1  arose in p art from  an  un d erstatem en t o f its liab ilities in p rior years 
throu gh  the use o f  special pu rpose en tities. T hese en tities w ere so con stitu ted  as n o t to  fall in to  the 

categ ory  o f co n tro lled  en tities required to  be includ ed in the conso lid ated  fin ancial statem ents. 
By transferring  liab ilities to  these special purpose en tities E n ro n  w as able to  avoid  having to  recognize 

them  on its con so lid ated  ba lan ce  sheet. T h e  en tities w ere con stru cted , w ith  the advice o f  th e accou nting 

firm  A rthur A ndersen (w hich  w as also  E n ro n ’s au d ito r), to  ex p lo it a loop h ole in the rules incorporated  
in US F in ancia l R ep o rtin g  Stand ard s. As au d itors, A ndersen  cla im ed  th a t E n ro n ’s fin an cia l statem ents 

w ere fairly  presented in acco rd an ce  w ith generally  accep ted  a cco u n tin g  p ractices. As a resu lt the United 

States is cu rren tly  review ing its fin an cia l rep orting  stand ard s setting p rocess w ith  a view  to  reducing 

their ap p earan ce as ‘ru les’ and to  re-em phasize the p rofession al need fo r ju d g em ent as to  fairness in the 

light o f  m ore general prin cip les. T h e  subsequent o u tcry  has re in forced  the im p ortan ce o f  the co n cep t of 
fairness and w arns aud itors again st undue re lian ce on  the n arro w  interp retation  o f  acco u n tin g  standards 

in con d onin g  an  accou n ting  treatm en t th a t is m anifestly  in con sisten t w ith  eco n o m ic  reality .
In determ in ing w h ether an aud it has been negligently p erform ed , co m p lian ce  w ith  aud iting stan

dards is a n ecessary first con sid eration . T h is  has becom e p articu larly  true in recen t years. P rior to  1995 

th ere w as only a single aud iting stand ard  in the U nited  K in gd om  supplem ented by n onm andatory  
guidelines. Since 1 9 9 5  a m ore rigorous set o f  stand ards has been in force  derived from  International
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Standards on Auditing (ISAs) which, themselves, became the authoritative standards from 2005 in the 
United Kingdom and other European Union (EU) countries. Because of the elevated status of ISAs failure 
to apply standards would almost certainly be interpreted by the courts as negligence. Conversely, where 
auditors can demonstrate that ISAs have been applied this will constitute a good defence (subject to 
other circumstances). However, this theory has yet to be tested by the courts.

Privity of contract
The term ‘privity of contract’ refers to the contractual relationship that exists between two or more 
contracting parties. The rule of privity of contract is the principle that a third party cannot sue for 
damages on a contract to which he is not a party. In a typical auditing relationship, it is assumed that 
an audit (or audit-related service) is to be performed in accordance with professional standards 
unless the contract (engagement letter) contains specific wording to the contrary. Remember, also, 
that where auditors are appointed under the Companies Act 2006 then, under s. 532 of that Act, any 
contractual reduction of the auditors’ liability is void (except for costs of a successful defence under 
s. 533 or where a liability limitation agreement is in place under ss. 534 -5 3 6 ).

There is sometimes misunderstanding as to the parties to the contract in an audit under the Compa
nies Act where the auditors’ report is addressed to the members. The term ‘members’ is used collectively 
and does not indicate responsibility to individual shareholders or to others entitled to receive copies of the 
accounts. The auditors may be sued, under contract, only by the directors or, more commonly, by the 
liquidator or receiver, in respect of losses incurred by the company arising out of the auditors’ negligence. 
Monies recovered by way of damages from the auditors are applied first to meet the prior claims of 
creditors, with only the residue, if any, being available for the shareholders. Individual shareholders, 
creditors, employees, directors and others have no claim against the auditors under contract.

Causal relationship
A causal relationship exists between the breach of duty by the defendant and the loss or harm suffered 
by the plaintiff. This relationship must have been reasonably foreseeable, and it must be proven that 
the loss suffered is attributable to the negligent conduct of the auditors in a negligent case. In C aparo  
Industries P LC  vs. D ickm an &  O thers (1990) 1 All ER 568, Lord Bridge stated:

In advising the client who employs him, the professional man owes a duty to exercise that standard of skill and 
care appropriate to his professional status and will be liable both in contract and in tort for all losses which his 
client may suffer by reason of any breach of that duty.

The application of the principle of causal relationship is illustrated by the case below.

Galoo Ltd vs. Bright Graham  M urray (1994) B C C  3 1 9

Facts of the case. For the purposes of appreciating the development of audit liability, a recent 
decision of the English Court of Appeal in the G a loo  L td  vs. Bright G raham  M urray case  has 
reaffirmed the causation relationship requirement in order to establish the liability of the auditor. 
Galoo Ltd had incurred losses of £25 million between 1986 and 1990 and had paid a dividend of
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£ 5 0 0  0 0 0  in 1 9 8 8 . It sued th e au d ito r fo r  b reach  o f  its co n tra c tu a l duty to  ex erc ise  re a so n a b le  care 

and sk ill, m ain ta in in g  th a t th e trad in g  losses w ere a ttr ib u ta b le  to  the co n tin u ed  ex isten ce  o f  the 
co m p an y , w h ich , in tu rn , w as due to  re lian ce on  th e  alleged ly  n egligent au d it op in io n s.

Ju d g em en t. T h e  co u rt o f  ap p eal held th a t th ere w as no cau sa l c o n n e c tio n  betw een  the alleged 
negligen ce an d  the losses incu rred . T h e  f in a n c ia l rep o rts  m ay have a llo w ed  the co m p an y  to 

co n tin u e trad in g  but th e c o m p a n y ’s ex isten ce  w as n o t th e cau se o f  its losses. T h e  c la im  again st 
th e au d ito r w as stru ck  out.

Contributory negligence
C o n trib u to ry  n egligen ce re la tes to  the fa ilu re o f  th e p la in tiff  to  m eet certa in  requ ired  stand ard s o f  care. 

It co n trib u tes  to  brin ging a b o u t the loss in q u estio n , to g eth er w ith  th e d e fen d an t’s n eg ligen ce. The 
ju d g em en t in th e A u stra lian  A W  A case is th e lan d m ark  d ecision  on  co n trib u to ry  n egligen ce in an 
a u d ito r-c lie n t re la tio n sh ip .

AW A Ltd vs. Daniels t/a D eloitte Haskins &  Sells &  O rs (1992) 10 A C LC  933

F acts  o f  th e case . T h is  case p rov id es a lan d m ark  fo r  th e p rin cip le  o f  co n trib u to ry  n egligen ce. U nder 
th e estab lish ed  p rin cip le  th a t th e a u d ito r’s duty h as to  be ev alu ated  in the ligh t o f  th e stan d ard s o f 

to d ay , th e a u d ito r w as held to  have been  n egligen t in fa ilin g  to  w arn  m an ag em en t o f  in tern al 

co n tro l w eakn esses d iscovered  during th e co u rse  o f  th e au d it, even th o u g h  th a t w as n o t the 
p rin cip al pu rpose o f  the au d it. A n im p o rtan t d evelop m en t, h o w ev er, w as th a t the co m p an y  w as 

held to  be gu ilty  o f  co n trib u to ry  negligen ce th ro u g h  n o t estab lish in g  ad equ ate  c o n tro ls  in th e first 
p lace. T h is  reverses findings o f  earlie r cases in w h ich  it w as held th a t th e ex ten t o f  an  a u d ito r’s 

resp o n sib ility  w as n o t dim in ished  by fa ilin g s o f  m an ag em en t th a t co n trib u ted  to  the losses.

Ju d g em en t. In th e A W A  case , the co u rt accep ted  th a t the d irecto rs  h ave a duty to  estab lish  a sound 
system  o f in tern a l co n tro l to  safegu ard  the co m p a n y ’s assets. T h e ir  fa ilu re  to  do so w as h eld to  be 

co n trib u to ry  n egligen ce. In  th e w ords o f  th e ju d g em ent:

. . .  th e  p r im a ry  c o m p la in ts  o f  th e  p la in t if f  a re  fa ilu re  o n  th e  p a r t  o f  th e  a u d ito r s  to  re p o r t  o n  the 

in s u ffic ie n c y  a n d  in a p p r o p ria te n e ss  o f  th e  p la in t if f ’s in te rn a l c o n tr o ls .  N o w  t h a t  w a s  n o t  th e  p r in c ip a l 

p u rp o se  o f  th e  a u d it. I t  w a s  s o m e th in g  th a t  th e  a u d ito r s  d is c o v e re d  in  th e  c o u r se  o f  p r e p a r in g  to  d o  th e ir  

a u d it. I a m  o f  th e  v ie w  th a t  A W A  sh o u ld  be h e ld  to  h a v e  b e en  g u ilty  o f  c o n tr ib u to r y  n e g lig e n c e  . .  • 

C o n tr ib u to r y  n e g lig e n c e  is a  p la in t if f ’s fa ilu re  to  m e e t  th e  s ta n d a rd  o f  c a re  to  w h ic h  i t  is re q u ire d  to  
c o n fo rm  fo r  its  o w n  p r o te c t io n  a n d  w h ic h  is a le g a lly  c o n tr ib u t in g  c a u s e , to g e th e r  w ith  th e  d e fe n d a n ts ’ 
d e fa u lt ,  in  b r in g in g  a b o u t  th e  lo ss.

In M a y  1 9 9 5 , A u stra lia ’s N ew  Sou th  W ales  C o u rt o f  A ppeal reduced the a u d ito r’s sh are o f  the 

dam ages, p lac in g  fu rth er re sp o n sib ility  on A W A  m an ag em en t. T h e  co u rt upheld th e n o tio n  o f 

p ro p o rtio n a te  lia b ility . As a resu lt, A W A  m an ag em en t shared from  2 0 %  to  3 3 .3 %  o f  th e loss, the 
a u d ito rs ’ liab ility  w as reduced from  7 2 %  to  6 6 .6 % ,  and th e C h ie f E x ecu tiv e  O ff ic e r ’s resp on sib ility  

w as reduced from  8 %  to  zero .
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Damages
Where auditors fail in their duty to act with reasonable care and skill, whether under contract or in tort, 
a plaintiff is entitled to recover any economic loss arising out of such breach of duty. Two issues need to 
be considered here. First, what is the purpose of financial reporting that may give rise to reliance 
reasonably being placed on them? Second, to what extent may responsibility for any loss be assigned on 
the one hand to the auditors’ negligence, and on the other, to other causes and other parties?

The Australian Cambridge Credit case (1985 and 1987) provides a suitable basis for examining 
some of these issues. Cambridge Credit Corporation failed in 1974 and it was determined that the audit 
of the 1971 accounts had been negligently performed. Had the auditors’ report been appropriately 
qualified, the amended view of the company’s financial position would have required the trustee for 
the debenture holders to appoint a receiver. It was alleged that, through the auditors’ negligence, the 
company was allowed to remain in business for a further three years, incurring further losses before a 
receiver was finally appointed in 1974. Damages were claimed in the amount of losses incurred by 
virtue of the company being liquidated in 1974 instead of 1971.

As regards the purpose of accounts, the law is much clearer on this than is most accounting theory. 
Accounts form the basis for the determination of legal relationships between the company and other 
parties. For instance, where dividends are paid out of capital (contrary to the provisions of the 
Companies Act) because of an overstatement of profits, the auditors are liable to the extent of such 
dividends. In the Cambridge Credit case, the debenture trust deed provided that if the company’s 
gearing ratio as per the audited accounts exceeded a given amount, the debenture trustee would 
be entitled to appoint a receiver. Due to an overstatement of profits undetected by the auditors, the 
gearing ratio appeared sufficient to support the level of borrowing. In this case, the receiver sued the 
auditors for losses arising out of the failure to appoint a receiver in 1971.

It is at this point that the issue of the extent of loss caused by the auditors’ negligence must be 
considered. The original verdict in the Cambridge Credit case in 1985 determined damages in an 
amount based on the losses of the company incurred through its continued trade over a further three 
years. However, the auditors appealed on the grounds that they could not have foreseen the economic 
downturn that caused the losses to reach the level they did, nor did they have any control over the 
actions of management (notably decisions to expand borrowings and real estate investments at a time 
when the real estate market was being particularly affected by the economic decline) that may 
have further contributed to the extent of the actual losses. The Court of Appeal agreed that there 
was no causal connection between the auditors’ negligence and the losses eventually sustained by the 
company, and upheld the principle that the auditors are not liable for all the consequences of their 
negligence, only those which they directly cause.

The level of damages was also an issue in the 1995 UK High Court judgement against BDO Binder 
Hamlyn. The plaintiffs, ADT, claimed that they relied on recent audited financial statements of the 
Britannia Security Group in making a takeover bid of £105 million. Subsequently to acquiring Britannia 
Security it was discovered the company was worth only £40 million. The auditors, BDO Binder 
Hamlyn, were sued for the difference. The amount claimed exceeded the auditors’ professional indem
nity insurance by a substantial margin leaving partners liable to make up the shortfall. The legal defence 
hinged on duty of care rather than quantum of damages which was unresolved as the parties settled out 
of court before going to appeal. The lack of a definitive judgement is unfortunate but it renewed 
concerns that auditors are still being seen as responsible for the full losses of failed business ventures.
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0  LEARNING CHECK___________________________________

• The auditors are liable under statute and common law to the shareholders for any negligent 
performance of statutory duties. These statutory duties cannot be restricted or reduced.

• To establish auditors’ liabilities, there must be proven factors. These factors are (i) that the auditors 
owe a duty of care towards the plaintiff (due care), (ii) that the duty has been breached (negligence),
(iii) that the plaintiff suffers losses as a result of the auditors’ negligence (causal relationship) and
(iv) that losses were incurred (quantifiable losses).

• The concept of contributory negligence was confirmed to be applicable in the AWA case, 
where management was found to be liable for a failure of internal control, thus sharing part 
of the damages.

Liability to Third Parties
Action for damages may also be brought against auditors, outside of any contractual relationship, 
under tort -  committing a wrongful act which is injurious to another person. In D onoghue vs. 
Stevenson (1932) AC 562 it was held that a duty of care is owed to third parties in the absence of 
contract where the plaintiff has suffered physical injury. The case related to a woman who drank a 
bottle of ginger ale purchased by her sister. She found a revolting mess at the bottom of the bottle 
which looked like the remains of a snail. She was taken ill and subsequently sued Stevenson, the 
soft drink manufacturer. Justice Atkins in defining the limits as to when a duty of care is owed, 
stated:

You must take reasonable care to avoid acts or omissions which you can reasonably foresee would be likely to 
injure your neighbour. W ho, then, in law is my neighbour? The answer seems to be -  persons who are so closely 
and directly affected by my act that I ought reasonably to have them in contemplation as being so affected when 
I am directing my mind to the acts or omissions which are called in question.

From this case, it became evident that a duty of care can be owed to third parties through negligent acts. 
A third party is one who is not privity with the parties to the contract, but may, nevertheless, be a 
primary beneficiary or other beneficiary to the contract. Liability to third parties for financial injury is 
still confused. Prior to the Hedley Byrne case of 1963, the precedent was derived from such cases as 
those of Ultramares Corporation vs. Touche Niven &  Co. (1931) 255 NY, an American case, and 
Candler vs. Crane Christmas &  Co. (1951) 1 All ER 4 26  in the United Kingdom. In the Ultramares 
case, Justice Cardozo found for the defendant accountants on the grounds that:

If liability for negligence exists, a thoughtless slip or blunder, the failure to detect a theft or forgery beneath the 
cover of deceptive entries, may expose accountants to a liability in an indeterminate amount for an indetermi
nate time to an indeterminate class.

In the Candler case, it was found that the defendants owed no duty to the plaintiffs in the absence of 
any contractual relationship and the negligence claim could not be sustained. O f interest in this case, 
however, was the dissenting judgement by Lord Denning:
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[Accountants] owe a duty, of course, to their employer or client, and also, I think, to  any third person to whom 
they themselves show the accounts, or to whom they know their employer is going to show the accounts so as to 
induce him to invest money or take some other action on them. I do not think, however, the duty can be 
extended still further to include strangers o f whom they have heard nothing and to whom their employer 
without their knowledge may choose to show their accounts. Once the accountants have handed their accounts 
to their employer, they are not, as a rule, responsible for what he does with them without their knowledge or 
consent. . . .  [This duty] extends, I think, only to  those transactions for which the accountants knew their 
accounts were required.

This view was upheld by the House of Lords in reaching its decision in the Hedley Byrne case. The 
majority decision in the Candler case was expressly overruled, and Lord Denning’s dissenting 
judgement upheld as correctly stating the law.

Hedley Byrne &  C o. Ltd vs. H eller &  Partners (1 963 ) 2 All E R  575

Facts of the case. The Hedley Byrne case involved not an auditor but a bank. The bank (Heller &  
Partners) was approached by Hedley Byrne, an advertising agency, for a credit reference on a 
potential client, Easipower Ltd, which was a customer of the bank. The reference was supplied by 
the bank without making a careful check of its records. The negligence of the bank in supplying 
the reference was not disputed. On the strength of the reference, the advertising agency incurred 
costs on behalf of its client, which went into liquidation before the costs were recovered. The 
bank’s first defence was that it owed no duty of care to the plaintiff in the absence of any 
contractual or fiduciary relationship with the advertising agency. The bank’s duty of care was 
owed to its client. The second defence was the presence of a disclaimer at the foot of the reference 
supplied.

Judgement. In reaching a decision, the House of Lords upheld Denning’s minority judgement in the 
Candler case. Lord Reid, in his judgement, said in relation to the limits of duty:

I can see no logical stopping place short o f all those relationships where it is plain that the party seeking 
inform ation or advice was trusting the other to exercise such a degree o f care as the circum stances 
required, where it was reasonable for him to do that, and where the other gave the inform ation or advice 
when he knew or ought to have known that the inquirer was relying on him. I say ‘ought to have know n’ 
because in questions o f negligence we now apply the objective standard o f what the reasonable man 
would have done.

The verdict, however, was in favour of the defendant on the grounds that the disclaimer of liability 
was a good defence, notwithstanding that a duty of care existed.

Under the Hedley Byrne principle, auditors’ liability to third parties to whom they owe a duty of care is 
no different from their liability to clients in that (i) they must have been negligent in the performance of 
their duties, (ii) the plaintiff must have suffered an economic loss arising directly from that negligence 
and (iii) the loss must be quantifiable. The problem lies in determining to whom that duty of care is 
owed. The Hedley Byrne case identified a number of relevant factors, and emphasized that different 
factors would have different weights in different types of cases. The issue has come to be known as that
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of proximity. The Pandora’s box envisaged by Justice Cardozo in the Ultramares case has not, in fact, 
been opened.

Proximity
As a result of the reluctance of professional indemnity insurers to allow cases to come to court for 
reasons explained earlier in this chapter, there have been very few decided cases of any significance 
involving claims by third parties against auditors. Examination of these cases demonstrates the law’s 
confusion about the matter. M ost of these cases involve action being brought by companies relying on 
audited accounts in making a takeover bid for another company. Proximity is held to arise through the 
fact that where a company’s financial condition is such that it is a likely takeover target, auditors 
should be aware that the accounts will be relied upon by potential suitors and that a duty of care 
thus arises.

In the New Zealand case of Scott Group Ltd vs. McFarlane (1978) 1 N ZLR 553 , two out of 
three Appeal Court judges held that the auditors owed a duty of care to the plaintiff, but only one 
judge thought that any loss had been suffered as a result of reliance on the negligently audited 
accounts and the quantum of loss (if any) could not be determined. In the JEB  Fasteners case 
(described below) Justice W oolf held that the auditors owed a duty of care but that the plaintiff’s 
loss had not arisen out of reliance on the audited accounts. In the Twom ax  case, a third party was 
successful in recovering losses suffered through reliance on negligently audited accounts. The 
essential elements in a negligence action that must be proven to the satisfaction of the courts are 
demonstrated in Figure 4.1.

Bases:
Proximity
Reasonable foreseeability 
Reliance
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JE B  Fasteners vs. M arks, Bloom  &c C o. (1981 ) 2  A ER 2 8 9

Facts of the case. M arks, Bloom Sc Co. was the auditor of BG Fasteners Ltd. Marks, Bloom was 
aware that BG Fasteners was in financial difficulty. A company, JEB  Fasteners Ltd, previously 
unknown to the auditor, took over BG Fasteners. Subsequently, JEB  Fasteners sued the auditor for 
negligence on the grounds that stocks of the company were overstated. It was alleged that JEB 
Fasteners paid more for the acquisition than it would have had it known the true facts.

Judgement. The test applied was one of reasonable foreseeability that the company would use 
the audited financial statements to obtain financial support, or be a subject of a takeover. It 
was held that there was a sufficient degree of ‘proximity or neighbourhood’ hence a duty of 
care was owed to the plaintiff. No damages were awarded because the plaintiff’s purpose for 
taking over the company was to obtain the services of two directors of BG Fasteners. The 
causal relationship between the auditor’s negligence and economic loss was not established.

In a majority verdict in the UK Court of Appeal hearing of the Caparo  case (which was subsequently 
reversed in the House of Lords), two of the judges held that a duty of care was owed only to third 
parties who were existing shareholders to whom the auditors knew their report would be sent and 
relied upon. This reversed the findings in the previous cases, which all held that a duty of care was owed 
to those relying on the accounts for the purposes of making a takeover bid, regardless of whether they 
were already shareholders.

On appeal, the UK House of Lords retreated further from the Hedley Byrne principle on the 
grounds that the purpose of audited financial statements is to serve a stewardship function. Reliance 
on those financial statements for investment purposes is ancillary to their intended purpose. The 
verdict in Caparo Industries Pty Ltd vs. Dickm an  (1990) 1 All ER 568 makes it doubtful that any 
third party claim against auditors in respect of the auditors’ report under the Companies Act 1985 
would succeed.

Caparo Industries Pty Ltd vs. D ickm an (1990) 1 All ER  568

Facts of the case. Caparo Industries Pty Ltd relied on the audited accounts of Fidelity pic in making 
a successful takeover bid for that company. The audited accounts for Fidelity showed a profit for 
the year ended 31 March 1984 of £1 .2  million. After taking Fidelity over, Caparo discovered that 
the result should have been a loss of over £4 0 0  000 and alleged that the auditors had been negligent 
in auditing the accounts. The trial was of a preliminary issue as to whether the auditors owed a duty 
of care to the plaintiff. The issue of negligence has not been determined. The High Court judge 
found that no duty of care was owed to the plaintiff. This verdict was overturned by a majority 
verdict in the Court of Appeal but, as explained above, on different grounds from that of previous 
cases. Because of the importance of the matter, leave was given for a final appeal to the House of 
Lords, the highest court in the United Kingdom.
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(Continued)

Judgement. Their Lordships reached their verdict by identifying the statutory purpose for the 
audit:

The structure o f the corporate trading entity, at least in the case o f public companies whose shares are dealt 
with on an authorised stock exchange, involves the concept o f more or less widely distributed holdings of 
shares rendering the personal involvement o f each individual shareholder in the day-to-day management of 
the enterprise im practicable, with the result that management is necessarily separated from ownership. The 
m anagement is confined to  a board o f directors which operates in a fiduciary capacity and is answerable to 
and removable by the shareholders who can act, if they act at all, only collectively and only through the 
medium of a general meeting, hence the legislative provisions requiring the board annually to  give an account 
o f its stewardship to a general meeting o f the shareholders. This is the only occasion in each year on which the 
general body o f shareholders is given the opportunity to  consider, to criticise and to  comm ent on the conduct 
o f the board o f the company’s affairs, to  vote on the directors’ recommendation as to dividends, to approve 
or disapprove the directors’ remuneration and, if thought desirable, to  remove and replace any or all o f the 
directors. It is the auditors’ function to ensure, so far as possible, that all the financial inform ation as to  the 
company’s affairs prepared by the directors accurately reflects the company’s position in order, first to 
protect the company itself from the consequences of undetected errors or, possibly, wrongdoing (by, for 
instance, declaring dividends out o f capital) and, second, to provide shareholders with reliable intelligence for 
the purpose o f enabling them  to scrutinise the conduct o f the company’s affairs and to  exercise their collective 
powers to reward or control or remove those to whom that conduct has been confided. (Lord Oliver)

On this basis it was argued that it would be unreasonable

to  widen the area of responsibility . . .  and to find a relationship of proxim ity between the advisor and third 
parties to whose attention the advice may come in circum stances in w hich the reliance said to have given rise 
to the loss is strictly unrelated either to  the intended recipient or to  the purpose for which the advice was 
required. (Lord Oliver)

And neither was it the intention of the Act:

For my part, however, I can see nothing in the statutory duties of a com pany’s auditors to suggest that they 
were intended by Parliam ent to protect the interests o f investors in the m arket. (Lord Oliver)

In summary, therefore, the House of Lords argued that the purpose of the financial statement on 
which auditors express an opinion is to assist the shareholders in their collective function of 
scrutinizing the company’s affairs. It would be unreasonable, therefore, to hold the auditors 
responsible for their use, by shareholders or others, for any other purpose.

It is interesting to note that in the cases preceding the Caparo  case, in which the courts held that 
the auditors owed a duty of care to those relying on the accounts in making a takeover bid, in only 
the Ttvomax  case did the court find that any loss arose from that reliance. In the Scott G roup  and 
JE B  Fasteners cases the courts found no direct link between reliance on the accounts and any loss 
suffered. In so doing, they recognized the lim itations of financial statements as a basis not only for 
investment decision-making but also for the reliance, by investors, on many other sources of 
information.
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Reaction to the Caparo case verdict
Reaction to the House of Lords verdict in the Caparo  case has generally been unfavourable. The 
general view of the legal profession is that the verdict appears to be treating auditors more favourably 
than other experts on whom third parties place reliance. There is also concern that it appears to be 
turning the clock back on what is seen as a socially desirable development in law of holding experts 
liable for the consequences of negligent advice.

Even auditors are divided in their reaction. Many accept that audited financial statements do 
provide investors with a reliable source of information. The value of auditors’ services is, therefore, 
seen to be diminished. One response by third party users of financial statements (such as investors, 
lenders and suppliers o f goods and services) has been to request a letter from the auditors in which they 
acknowledge the user’s reliance on the audited financial statements, thereby establishing a relationship 
with the required foreseeability and proximity. Such letters are known as privity or com fort letters. 
In the case of A D T vs. BDO Binder Hamlyn  the required proximity was alleged to have arisen from a 
verbal assurance by a BDO Binder Hamlyn partner to an A D T director, that the firm stood behind their 
audit opinion on Britannia Securities.

In reaching its verdict on Caparo, the House of Lords implied that it is up to the UK Parliament to 
introduce legislation whereby auditors’ statutory responsibilities could be extended directly to meet 
the interests of investors.

Post-Caparo case developments
In a number of subsequent cases the courts have established a duty of care to third parties such as 
bidders to whom the auditors have indicated, directly or indirectly, that the audited financial state
ments could be relied upon, as in the A D T  case referred to. In general, a duty of care to a third party 
arises if that party acted on information, such as an auditors’ report on financial statements, where:

• the report was prepared on the basis that it would be conveyed to a third party
• the report would be conveyed for a purpose which was likely to be relied upon by that third party or
• the third party would be likely to act in reliance on that report, thus running the risk of suffering the 

loss if the statement was negligently prepared.

However a further development is the judgement in the case of R oyal Bank o f  Scotland vs. 
Bannerm an John ston e M aclay and others  (2 0 02). In this case the Royal Bank of Scotland (RBS) 
provided an overdraft facility to APC Lim ited, a company audited by Bannerm an Johnstone M aclay 
(‘Bannerm an’). A clause requiring APC to  send RBS a copy o f the annual audited financial 
statements each year was included in the facility letter. It was established that the financial 
statements had been negligently prepared and the auditor had been negligent in not detecting an 
ongoing and significant fraud. RBS contended that it had continued to provide the overdraft facility 
to the company by relying on the auditor’s unqualified opinion and that a duty o f care was owed to 
the bank. Lord M acfadyen observed that to consider the going concern issues the auditor should 
have had to review the facility letter, so should have become aware that the audited accounts would 
be provided to, and relied on by, RBS for the purpose o f making a lending decision. Having 
acquired this knowledge, the auditor could have disclaimed liability to RBS but did not do so.
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Lord Macfadyen held that the knowledge that was (and/or should have been) gained during the 
course of the audit was sufficient, in the absence of any disclaimer, to create a duty of care between 
Bannerman and RBS and found in favour of the bank.

Shortly after this case some UK accounting bodies (such as the ICAEW) recommended the use of 
disclaimers (see Chapter 15). All the Big Four firms include such a disclaimer. Conversely, the ACCA’s 
view is that a disclaimer is unnecessary and will undermine the value of the audit.1

Avoidance of litigation
The following precautions may be taken by auditors wishing to avoid or minimize the consequences of 
litigation:

• Use engagem ent letters fo r  a ll p ro fess ion a l services. Engagement letters (as described in Chapter 6) 
are of particular importance on nonaudit engagements where misunderstanding might arise as to the 
nature of the public accountant’s association with the financial statements. They are also important 
on audit engagements where there may be some misunderstanding as to the extent of auditors’ 
responsibilities, particularly as to the detection of fraud.

• Investigate p rospective clients thoroughly. Establishing a policy on client acceptance is seen as a 
means of reducing exposure to litigation. Litigation tends to follow corporate collapse. It can be 
limited by avoiding clients which are in poor financial health or which are managed by directors 
whose business ethics or competence is suspect as a result of past association with failed 
corporations.

• C om ply fully w ith p ro fession al pronouncem ents. Strict adherence to applicable auditing standards 
is essential. Auditors must be able to justify any material departures from these standards.

• R ecognize the lim itations o f  p rofessional pronouncem ents. Professional guidelines are not all- 
encompassing. In addition, it should be recognized that subjective tests of reasonableness and fairness 
will be used by the courts and regulatory agencies in judging the auditors’ work. The auditors must 
use sound professional judgement during the audit and in the issuance of the auditors’ report.

• Establish an d  m aintain high standards o f  quality control. The dominant objective of quality control 
is the assurance that all of the firm’s work complies with required professional standards. Recent 
cases have emphasized the particular importance of:

-  the assignment of appropriately competent staff to engagements and their proper supervision;
-  adequate documentation of all audit procedures; and
-  compliance with independence guidelines, especially as regards personal relationships with clients.

• M aintain ad equ ate  pro fess ion a l indem nity cover. Professional indemnity insurance has been the 
cause of misunderstanding. Some argue that it protects auditors against their legal responsibilities, 
encouraging a less than desirable standard of care, since any losses can be claimed against insurance. 
A contradictory view is that the possession of indemnity insurance encourages lawsuits on rhe 
grounds that the insurance company will have to pay. It is generally held, however, that responsible 
public accountants need to carry such insurance for the protection of their clients. Professional 
indemnity insurance is required in order to obtain a certificate of public practice.

• Be p repared  to  issue a  privity letter on  request. Following the Caparo decision, auditors may be 
asked to acknowledge the third party’s reliance on audited financial statements (the privity letter).
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The purpose of the privity letter is to establish a relationship with required foreseeability and 
proximity, and thereby a duty of care by the auditors to the third party.

• In corp ora te  in the fo rm  o f  a  lim ited  com pan y .  O f the ‘Big Four’ only KPM G originally chose to 
take this route (a structure originally introduced under the Companies Act 1989) and effectively 
create ‘a firm within a firm’. KPM G Audit pic was therefore wholly owned by the KPMG 
partnership. W hilst this arrangement has the effect of protecting audit partners from a cata
strophic claim firms who incorporate are subject to statutory disclosure requirements in addition 
to unfavourable tax implications.

• Form  a  lim ited  liability  partnership. Under the Limited Liability Partnership Act 2000  firms in the 
United Kingdom are permitted to establish limited liability partnerships as separate legal entities. 
Under this arrangement individual partners’ liability is limited to their own personal investment in 
the partnership. However, although individual partners are not responsible for the negligence of 
other partners, they may be sued personally for their own negligence. Because of the advantage of 
this all the ‘Big Four’ and many of the ‘second tier’ accounting firms have now become limited 
liability partnerships.

• D isclaim  or lim it liability i f  it is p o ssib le  an d  appropriate. Subject to professional guidance and 
company law it may be possible to disclaim liability to third parties and/or limit the amount of 
liability by entering into a liability limitation agreement with the client company.

LEARNING CHECK
• Under the H edley  Byrne principle, auditors’ liability to third parties to whom they owe a duty of care 

is no different from their liability to clients, in that (i) they must have been negligent in the 
performance of their duties, (ii) the plaintiff must have suffered an economic loss arising directly 
from that negligence and (iii) the loss must be quantifiable. The problem lies in determining to whom 
that duty of care is owed.

• The common law judgements relating to auditors’ liability to third parties have been inconclusive. 
Criteria of proximity, reliance and reasonable foreseeability have been used in various cases, but the 
courts’ rulings have been inconsistent.

• The most significant decision concerning auditors’ liability to third parties comes from the C aparo  
case. Essentially, auditors’ liability can be established only if:

-  the report was prepared on the basis that it would be conveyed to a third party;
-  the report would be conveyed for a purpose which was likely to be relied upon by that third 

party; or
-  the third party would be likely to act in reliance on that report, thus running the risk of suffering 

the loss if the statement was negligently prepared.

• Other more recent cases such as A D T  vs. B D O  and RBS vs. Bannerm an et al. have added a further 
dimension to claims by third parties against auditors.

• Auditors should avoid litigation by complying with standards, ensuring a clear letter of engagement 
to be agreed between the parties, applying auditing and quality control standards, and disclaiming or 
limiting liability where it is appropriate to do so.
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The Need for Legal Reform and the Companies Act 2006
T h e  p o ten tia l c la im s ag ain st a u d ito rs rep o rtin g  on  en tities resp o n sib le  fo r m an y m illio n s o f  pou nd s o f 
assets and liab ilitie s  are a s tro n o m ic a l. T h e  dam ages aw ard ed  ag a in st the au d ito rs can  be fa r in excess 

o f  th eir a b ility  to  pay, e ith er fro m  th e ir  ow n reso u rces , o r th ro u g h  th e ir  p ro fessio n a l in d em n ity  cover. 

T h e  aw ard  is lik e ly  to  be to ta lly  u n rela ted  to  the au d it fee receiv ed  fo r th e w o rk  p erfo rm ed , as is 
exem p lified  by th e in itia l aw ard  o f £ 1 0 5  m illio n  in  th e case o f  A D T  vs. B D O  Binder H am lyn  ( 1 9 9 5 ) .  
T h e  co llap se  o f  A rth u r A ndersen  w orld w id e in th e w ak e o f  the co llap se  o f  E n ro n , o f  w h ich  it w as the 

a u d ito r, in d icates the risk . O n ly  on e o ffic e  w as d irectly  im p lica ted  an d  yet th e p o ten tia l size o f  law su its 
destroyed  th e en tire firm . P rev iou sly  tw o  m id -sized  U S firm s h ad  fa iled  in th e w ak e  o f  law su its, 

L ev an th a l &  H o rw a rth  and Sp icer &  O p p en h eim . T h e  cu rren t co n cern  is th a t if  a n o th er o f  the 

rem ain ing  B ig  F o u r firm s fa ils  as a resu lt o f  a c tu a l o r p o ten tia l exp osu re  to  lia b ility , the rem ain ing  

three firm s w ill be to o  few  fo r  a v iab le  co m p etitiv e  au d it m a rk e t to  ex ist. T h e  lia b ility  system  is 
regard ed as a risk  tran sfer m ech an ism  and the au d ito rs are th e p rim e transferees.

T h e  In tern a tio n a l F ed era tio n  o f  A cco u n ta n ts  (IFA C ) A u d ito rs ’ L egal L ia b ility  T a s k  F o rce  p ro 

duced a pap er in  Ju n e  1 9 9 5  an aly sin g  th e w orld w id e s itu a tio n  regard in g  a u d ito rs ’ legal l ia b ility .2 
In  2 0 0 1  th e  E U  co m m issio n ed  a study on  a u d ito rs ’ lia b ility , w h ich  con clu d ed  th a t a u d ito rs ’ lia b ility  is 
a q u ality  driver. It a lso  ack n o w led g ed  th a t a u d ito rs ’ lia b ility  is p a rt o f  a b ro ad er c o n ce p t o f  n a tio n a l 

civil liab ility  system s and th a t d ifferen ces in a u d ito rs ’ civ il liab ility  a re  derived from  th e basic  featu res 

o f  n a tio n a l legal regim es. H a rm o n iz a tio n  o f  p ro fessio n a l lia b ility  is th ere fo re  very d ifficu lt.4 T h e  
d iscu ssion  o f  th e study w ith in  th e E U  C o m m itte e  on  A u d itin g  sh ow ed  th a t th ere  is ag reem en t th a t 

s ta tu to ry  au d ito rs should  be held resp o n sib le  fo r  th e ir  fa ilu res. H o w ev e r, th e au d it p ro fessio n  is 

co n cern ed  a b o u t th e c o n ce p t o f  jo in t  and sev eral lia b ility , w h ich  m ean s th a t p la in tiffs  can  c la im  
th eir to ta l d am age fro m  on e p arty , regard less o f  p ro p o rtio n a lity . A t th e p resen t tim e th ere is w ide 
v a ria tio n  in th e e x ten t o f  a u d ito r lia b ility  th ro u g h o u t th e E U . T h e  m a jo rity  have n o  cap  on  liab ility , 

unlike G erm an y , A u stria , B elg iu m , G reece  and S lo v en ia . In  B elg iu m , for ex a m p le , th e  cap  is set at 

€ 1 2  m illio n . H o w ev er, in  F ra n ce , fo r ex a m p le , th e situ a tio n  is d iffere n t again  in  th a t an  a u d ito r’s duty 

is based in to r t and is ow ed n o t on ly  to  th e  co m p an y  b u t a lso  to  th ird  p arties such  as c red ito rs , ban ks 
and pu rchasers. F ren ch  au d ito rs are n o t p erm itted  to  lim it th e ir  liab ility .

In Ja n u a ry  2 0 0 7  the E u ro p ean  C o m m iss io n 5 p rop osed  fo u r o p tio n s:

• th e in tro d u ctio n  o f  a fixed  m o n e tary  cap  a t E u ro p e an  lev el, b u t th is  m igh t be d ifficu lt to  ach iev e

• the in tro d u ctio n  o f  a cap  based  on  th e size o f  th e au d ited  co m p an y , as m easu red  by its m ark e t 
cap ita liz a tio n

• the in tro d u ctio n  o f  a cap  based  on a m u ltip le  o f  th e au d it fees ch arg ed  by the a u d ito r to  its c lie n t
• the in tro d u ctio n  by M e m b e r States o f  the p rin cip le  o f  p ro p o rtio n a te  lia b ility , w h ich  m ean s th a t each  

p arty  (au d ito r and aud ited  co m p an y ) is liab le  o n ly  fo r  th e p o rtio n  o f loss th a t co rresp o n d s to  the 

p arty ’s degree o f  resp onsib ility .

In the U nited  K in gd om  th e go v ern m en t requ ested  th e L a w  C o m m ission  to  lo o k  in to  c e rta in  asp ects o f 

th e law  re la tin g  to  p ro fessio n al liab ility . In th eir resp onse to  th e D e p a rtm en t o f  T ra d e  and In d u stry ’s 
co n su lta tio n  on  th e L aw  C o m m issio n ’s re p o rt, th e In stitu te  o f  C h artered  A cco u n ta n ts  in  E n g lan d  and 

W ales cla im ed  th a t the cu rren t im b alan ce  in the risk/rew ard re la tio n sh ip  th re a ten s th e p u blic  in terest 
in the fo llo w in g  w ays:
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• audit firms will refuse to take on clients in high risk industries such as financial institutions and those 
involving high technology:

-  companies in these industries are those most in need of competent and rigorous audit;
-  withdrawal of audit from such companies will handicap the development of vital market sectors;

• the audit profession will be unwilling to accept new responsibilities such as in connection with the 
electronic exchange of information;

• audit cost will rise to cover the growing risks; and
• the audit profession will lose its appeal to the brightest graduates.

Methods of reducing professional liability addressed by the D TI’s6 consultation are as follows:

• eliminate joint and several liability in favour of a system of proportionate liability;
• allow auditing firms to limit their liability by contract
• adopt a statutory limitation or ‘cap’ on professional liability for negligence
• adopt a statutory requirement for professional advisers and directors of companies to have adequate 

insurance cover
• amend the organizational structure of auditing firms.

Proportionate liability
Professional negligence claims are dealt with under a principle known as joint and several liability. 
Under this principle each defendant is wholly liable for the loss suffered by the plaintiff. If shareholders 
lost money through an illegal act by a manager in the company perpetrated through a lack of adequate 
controls, the company can sue three parties. These are the manager who perpetrated the act, the 
directors who failed to provide adequate controls and the auditors for failing to discover it. Given the 
choice the plaintiffs will invariably sue the auditors because of the deep pockets of their professional 
indemnity insurers. Neither the managers nor the directors are usually worth pursuing. Thus auditors 
tend to end up paying damages in situations where they were only partly to blame.

One suggestion is that some form of proportionate liability should be introduced whereby the 
plaintiff’s loss is divided among the defendants according to their share of responsibility. Under 
proportionate liability, defendants are required to compensate the plaintiff only in proportion to 
their involvement in any wrongdoing. This essentially enables courts to assess awards that reflect the 
degree of responsibility of each defendant. In the United States, Congress has accepted the injustices of 
joint and several liability in certain situations and has passed the Private Securities Litigation Reform 
Act 1995. This legislation only relates to fraud in connection with the purchase and sale of securities. 
Claims covered by this legislation represent nearly one-third of US accounting firms’ exposure to 
litigation. Under the Act, a defendant’s liability is limited to its proportionate share of the damages 
subject to a 50%  increase in the event of an insolvent co-defendant. Proportionate liability rules also 
apply in Denmark and France.

In their report in 1996 the Law Commission7 argued against abandoning joint and several liability 
on the grounds of inequity. If one of the defendants were insolvent the plaintiff would fail to recover 
their full loss. This appears iniquitous when there are partly guilty parties capable of compensating the 
wholly blameless.
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In  its resp onse to  the L a w  C o m m ission  pap er th e In stitu te  o f  C h artered  A cco u n ta n ts  in England 
and W a le s8 reb u tted  the p resu m p tio n  th a t th e p la in tiff  w as a lw ay s b lam eless:

In v e s to rs  in  a n d  le n d e rs  to  a c o m p a n y , a n d  su p p lie rs  w h o  d o  b u s in e ss  w ith  th a t  c o m p a n y , d o  so  w illin g ly . T h ey  
e n te r  in to  a r e la t io n s h ip  w ith  th e  c o m p a n y  re c o g n is in g  a n d  a c c e p t in g  so m e  r is k  o f  lo ss  -  in c lu d in g  th a t  from  
fra u d  a n d  s im ila r  c a u s e s  -  a n d  a c c e p t in g  th a t  so m e  a d v is o rs  o r  o th e r  p e rs o n s  w ith  w h o m  th e y  a re  d e a lin g  w ill be 

u n a b le  to  c o m p e n s a te  th e m  i f  a n y  lo ss  o c c u rs  fo r  w h ic h  th e se  o th e r  p a r tie s  m a y  b e  re s p o n s ib le . T h e y  w eig h  all 
th is  a g a in s t  th e  re w a rd  o f  p o te n tia l p r o fit .  I t  is  a  b a s ic  p re m is e , in  a n  e c o n o m y  w h ic h  o p e ra te s  th ro u g h  lim ited  
l ia b ility  c o m p a n ie s , th a t  in v e s to rs  a c c e p t  th a t  th e  e x te n t  to  w h ic h  th e y  w ill b e  a b le  to  r e c o v e r  th e ir  lo s se s  fro m  

o th e rs  is l im ite d . T o  r e fe r , th e r e fo r e ,  to  th e  to ta l ly  b la m e le s s  p la in t if f ,  w h o  sh o u ld  e x p e c t  fu ll c o m p e n s a t io n  for 

lo ss , is to  d e n y  th e  re a lit ie s  o f  m o d e rn  c o m m e r c ia l  life .

A u d ito rs , o n  th e  o th e r  h a n d , b e a r  th e  r is k s  o f  c l ie n t ’s a c t iv it ie s  -  in  te rm s  o f  th e  s co p e  o f  p o te n t ia l  l it ig a tio n  

e x p o su re  -  b u t  d o  n o t  e n jo y  a n y  a d d e d  re w a rd  fr o m  th e ir  c l ie n t ’s s u c c e s s . A u d ito rs  s ta n d  in  s h a rp  c o n tr a s t  to  

p la in tif fs  in  th is  re s p e c t ,  b u t  th e  la w  d o e s  n o t  re c o g n is e  th is  d is t in c tio n .

T h e  C o m p an y  L aw  R ev iew  Steerin g  G ro u p  (C L R S G ), set up by th e D ep a rtm en t o f  T ra d e  an d  Industry 

to  advise on  th e fu tu re o f co m p an y  law  in the U n ited  K in g d o m , ack n o w led g ed  th e IC A E W ’s concerns 
in advising ag a in st any sta tu to ry  rem ov al o f  th e C a p a ro  lim ita tio n  on  liab ility  to  th ird  parties. 

H o w ev er, th ey  endorsed  th e L aw  C o m m iss io n ’s re je c tio n  o f  p ro p o rtio n a te  liab ility .

Contractual limitation
U nder p reviou s leg isla tio n  (s. 3 1 0  o f  th e  C o m p an ies  A ct 1 9 8 5 )  a u d ito rs w ere p ro h ib ited  fro m  o b ta in 
ing e x e m p tio n  fro m  an y  lia b ility  w h ich  w ou ld  o th erw ise  arise in resp ect o f  a b reach  o f  duty to w ard s the 

co m p an y . O n  the face  o f  it th is  seem s w h olly  re a so n a b le . T h e  d irec to rs  cou ld  p ersu ad e the m em b ers to 

a cce p t a co n tra c tu a l a rran g em en t w ith  th e a u d ito rs th a t re stric ted  th e a u d ito rs ’ lia b ility  to  a fix ed  sum. 
T h e  au d ito rs m ay  be less v ig ilan t k n o w in g  th a t if  th e d irecto rs  did defrau d  th e co m p an y  th e ir  liab ility , 
as a u d ito rs, w ou ld  be lim ited .

T h e  IC A E W 9 argued fo r  the to ta l rep eal o f  s. 3 1 0  o f  th e C o m p an ies A ct 1 9 8 5 . It is su ffic ie n t, they 

argued , th a t an y  co n tra c tu a l re s tr ic tio n  on  a u d ito rs ’ lia b ility  is m ad e k n o w n  by m em b ers w h en  voting 

on  au d ito r a p p o in tm en ts and is fu rth er d isclosed  in  th e fin a n c ia l s ta tem en ts  fo r th e b en efit o f  o th er 
users p lac in g  re lian ce  on  th e a u d ito rs ’ op in io n .

T h e  IC A E W  w as fu rth er co n cern e d  th a t the d istin c tio n  b etw een  au d it w o rk , to  w h ich  s. 3 1 0  o r any 

am en d m en t th e re o f ap p lies, and n o n a u d it w o rk  needs to  be m ad e c lea r. It is u n clear, fo r  exam p le , 
w h eth er ad v ising d irecto rs o n  th e effectiv en ess o f  in tern a l c o n tro ls  w ou ld  be deem ed to  be p rov id ed  in 

th eir ca p a c ity  as au d ito rs o r as a n o n a u d it service p rov id ed  by p ro fessio n a l a c co u n ta n ts . T h e  IC A E W  

a lso  exp ressed  co n cern  th a t the U n fa ir C o n tra c t T erm s A ct 1 9 7 7  m ay n everth eless be held  to  render 

c o n tra c tu a l lim ita tio n s o f  lia b ility  in e ffectiv e  even in th e case  o f  n o n au d it w o rk . T h e  IC A E W  called  for 

guidelines to  be issued such  th a t th e e ffectiv en ess o f  co n tra c tu a l lim ita tio n s clau ses m ay be re lied  upon 
w ith o u t the risk  o f  th eir bein g re tro sp ectiv e ly  ch allen g ed  in th e co u rts.

T h e  C L R S G  en dorsed  the IC A E W ’s p ro p o sal to  repeal s. 3 1 0  as th e m o st a p p ro p ria te  m eth o d  of 
o verco m in g  the cu rren t lia b ility  d ilem m a. T h e y  recom m en d ed  in tro d u cin g  sta tu to ry  gu idelin es to  be 

fo llow ed  in p assin g  a re so lu tio n  red u cin g a u d ito rs ’ lia b ility  to  av o id  p ro b lem s a sso cia ted  w ith  the 

U n fair C o n tra c t T erm s A ct. T h is  is re flected  in th e new  p ro v isio n s co n cern in g  lia b ility  lim ita tio n  

agreem en ts in th e C o m p an ies A ct 2 0 0 6  discussed la te r in th e ch ap ter .
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Monetary cap
A widely debated proposal is the introduction of a monetary cap on auditors’ liability.10 This could be 
a fixed monetary cap, a cap based on the size of the audit client (by reference to its market 
capitalization), or a cap based on a multiple of the audit fee. A cap (as a multiple of the audit fee) 
introduces a direct correlation between the nature and size of the audit engagement (as reflected by the 
fees) and the potential liability. It is argued that such a scheme, together with a requirement for 
compulsory indemnity insurance and risk management strategies, can provide appropriate protection 
to users and some guarantee of payments to claimants. The counter-argument is that it would represent 
an unwarranted intrusion by the state in private relationships between auditors and those to whom 
they owe a duty of care, and might lead other professions to seek similar concessions.

Such a cap exists in certain states in Australia. For example the New South Wales Professional 
Standards Act 1994 limits the liability for members of approved professional and other occupational 
associations to a capped amount, referred to as a ‘limitation amount’. The maximum amount is 
determined by either a multiple of the fee charged or by a specific amount backed by professional 
indemnity insurance and/or business assets. The maximum liability of accountants is $A50 million. 
Compulsory insurance, risk management schemes and a complaints system are also stipulated in the Act.

Mandatory insurance for directors
Auditors, it is claimed, are targeted by plaintiffs because of the deep pockets of insurance companies 
providing their indemnity insurance cover. If other parties potentially responsible for corporate losses 
were similarly required to carry insurance, plaintiffs would sue all parties, thus removing the iniquities 
of joint and several liability. Indemnity insurance, however, is provided with respect to professional 
services. The ICAEW is concerned that its extension to services of directors might not be feasible. 
As directors are not members of a professional body with recognized codes of professional conduct, the 
anticipated incidence of claims may result in unrealistically high premiums. There is also the problem 
that such insurance would merely transfer the auditors’ problem to directors with a rising incidence of 
claims against directors by plaintiffs seeking to tap the insurers’ deep pockets.

Organization of auditing firms
Traditionally, limited liability has been seen as incompatible with the provision of professional 
services. For many years, however, professional bodies have required the maintenance of adequate 
indemnity insurance as a necessary condition for holding a practising certificate. It is now common 
practice for plaintiffs to sue for the full amount of loss on a corporate collapse. Such a claim may exceed 
a firm’s indemnity cover. Although plaintiffs are invariably content to settle for a much lower sum, the 
personal assets of partners, most of whom, in a large practice, are remote from the actual event giving 
rise to the claim, are frozen during the lengthy period taken to resolve the claim.

All the Big Four and many smaller auditing firms have incorporated their practices under the 
Limited Liability Partnerships Act 2000. In the event of a claim rendering the firm insolvent partners 
are only liable to repay drawings within the previous two years. Otherwise their personal assets are not 
at risk. For the protection of the public such firms must make appropriate arrangements for meeting 
claims that may be made against them and must publish annual financial statements in order that their 
financial liquidity may be established.
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T h e  risk o f  liab ility  is o f  itse lf  a b arrie r to  en try  o f  the au d itin g  m ark e t. T h e  In tern a l M a rk e t and 
Services C o m m ission er C h arlie  M cC ree v y  said th a t a large m a jo rity  o f  resp ond en ts to  th e p u blic  

co n su lta tio n  on  p ossib le re fo rm  o f liab ility  rules in  th e E U 11 w ere co n cern e d  a b o u t the issue o f  la ck  o f 
ch o ice  in th e m a rk e t fo r  large in tern a tio n a l aud its.

The Companies Act 2006 and liability limitation agreements
As a result o f  reco m m en d atio n s by the C o m p an y  L a w  R ev iew  S teerin g  G ro u p  (referred  to  earlie r in the 

ch ap ter) the C o m p an ies A ct 2 0 0 6  has in trod u ced  m easu res th a t a llo w  co m p an y  au d ito rs to  en ter in to  
agreem en ts w ith  sh areh old ers to  lim it th e ir  lia b ility  fo r  n eg lig en ce, d e fau lt, b re ach  o f  du ty  o r b reach  o f  
trust. T h e  p rov ision s o f  the A c t are co n ta in e d  in ss. 5 3 4 -  5 3 8  inclu siv e. T h e  am o u n t o f  th e a u d ito r’s 

liab ility  need n o t be a sum  o f  m oney , o r a fo rm u la , b u t m u st be ‘fa ir  and re a so n a b le ’ . T h e  A ct requ ires 
th a t to  be valid  any  liab ility  lim ita tio n  ag reem en t m u st be au th orized  (each  year) in g eneral m eeting , 

includ e the p rin cip a l term s o f  the lim ita tio n  and th e fin a n c ia l year to  w h ich  the ag reem en t re la tes. 
D isclo su re  o f  the agreem en t m u st be m ad e in the fin a n c ia l s ta tem en ts. G en era lly , th e p ro fessio n  has 

given a p ositiv e re a ctio n  to  th e new  reg u lation s. H o w ev e r, som e co m m e n ta to rs  co n sid er th a t it m igh t 
d isad van tag e secon d  tie r firm s (w ho m ay n o t be a b le  to  agree h igh  cap s), m ay pu t au d ito rs under 

pressure to  red uce fees, and m ay d evalue th e au d it gen era lly . H o w ev e r, the A ct does give th e S ecretary  
o f  S ta te  pow er to  requ ire liab ility  lim ita tio n  agreem en ts to  c o n ta in , or p ro h ib it fro m  co n ta in in g , 

specified  p rov ision s o r p rov ision s o f  a specified  d e scrip tio n  in  ord er th a t, i f  n ecessary , the leg isla tio n  
can  resp ond  to  an y  adverse im p acts and au d it m a rk e t needs.

-u LEARNING CHECKpp---------------------------------------------------------------------------------------------------------------

• T h e re  have been  various types o f  legal re fo rm  suggested to  lim it a u d ito rs ’ liab ility  fo r  n egligen ce. 

T h ese  are , in the m ain , s ta tu to ry  lim ita tio n  o r cap p ing , ch an g in g  jo in t an d  several lia b ility  in to  

p ro p o rtio n a te  liab ility , p erm ittin g  co n tra c tu a l lim ita tio n  o f  a u d ito rs ’ liab ility  and p rov id in g  f le x 
ib ility  fo r m o re  o rg an iza tio n a l op tion s for a cco u n tin g  firm s such as lim ited  liab ility  p artn ersh ip s.

• T h e  U nited  States a llow s p ro p o rtio n a te  lia b ility  in certa in  c la im s affec tin g  au d ito rs. C erta in  
A u stra lian  sta tes p erm it th e  sta tu to ry  cap p in g  o f liab ilities .

• In the U n ited  K in gd om  th e go v ern m en t a llow s au d it firm s to  in co rp o ra te  as co m p an ies  and lim ited  

liab ility  p artn ersh ip s.

• In the U n ited  K in gd om  th e C o m p an ies A ct 2 0 0 6  allow s co m p an ies  to  en ter in to  liab ility  lim ita tio n  

agreem en ts w ith  th eir au d itors.

0  SUMMARY
L itig a tio n  has had a s ig n ifican t im p act on  the p u blic  a cco u n tin g  p ro fessio n  and it seem s re a so n a b le  to  

e x p ect th a t it w ill co ntinu e to  do so in th e fo reseeab le  fu tu re. T o  avo id  litig a tio n , it is vital th a t the 

au d itors co m p ly  fu lly  w ith  p rofession al p ro n o u n cem en ts  in co m p le tin g  each  au d it en g ag em en t and  use 

sound p ro fessio n a l ju d g em en t during the aud it and at the tim e o f  issuing th e a u d ito rs ’ rep o rt.
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This chapter has described the current legal environment faced by audit firms, and introduced the 
detailed development of court decisions on auditors’ liability. However, interpretation of the law has been 
largely dependent on court cases. The concept of due professional care has been used in the Kingston  
Cotton M ill and L on don  and General Bank  cases, and was further defined in the Thom as G errard  case.

The chapter has also examined the concepts of negligence, privity of contract, causal relationship 
and contributory negligence. These concepts provide a framework for understanding how and when a 
duty of care arises, and to what extent liability is incurred. The A WA case was the first to establish the 
application of contributory negligence, and helps to define in more exact terms the extent of liability or 
damages attributable to the auditors’ negligence. Case law concerning auditors’ liability to third 
parties is inconsistent, however. The key case of C aparo  refers to auditors’ liability to third parties 
being based on the premise that the auditors indicate their understanding that their report will be relied 
upon by a third party for a financial decision and that the third party subsequently suffers a loss 
because of the auditors’ negligence in preparing the report. The application of the tests for proximity 
and reasonable foreseeability have been inconclusive.

Finally, this chapter looked at the development of legal reforms in the United Kingdom and 
internationally. Despite the liability limitation agreements introduced by the Companies Act 2006, 
the issue of auditors’ liability is very much an unresolved matter. The nature and effect of limited 
liability agreements is yet to be seen.
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, 0  MULTIPLE-CHOICE QUESTIONS
C hoose the best answ er fo r  each  o f  the follow ing. (Answers are on pp. 640-641.)

4.1 What most appropriately describes the implications of the Kingston Cotton Mill (1896) and
London and General Bank (1895) cases?
(a) The auditor has a responsibility to the shareholders and all interested users of the 

financial statements.
(b) The auditor has a responsibility to exercise the skill and care of a reasonably competent 

and well-informed member of the profession.
(c) The auditor is to act like a watchdog and ensure that no fraud goes undetected.
(d) The auditor should not trust management in relation to any issues affecting the audit of 

the financial statements.

4.2 In which of the following situations is it least likely that the auditors would have been
negligent in failing to detect a material misstatement of inventory?
(a) The auditors relied on a certificate provided by an independent expert.
(b) The audit programme is drawn up by an experienced auditor and was fully signed off by 

the junior staff member assigned to the audit of stocks.
(c) The senior partner called off further investigation of discrepancies after receiving 

personal assurance from the chairman of the company that stocks were properly 
valued.

(d) As in previous years, the auditor relied on the investigations of internal audit rather than 
increase audit costs by duplicating the auditing work.

4.3 In which of the following situations would failure to detect a fraud constitute grounds for a
claim of negligence?
(a) The fraud was perpetrated by a senior management override of internal controls which 

had been relied upon in reducing the extent of detailed testing.
(b) The auditors reported discrepancies to local management but did not investigate further 

as the likely impact on the accounts was not material.



Auditors’ legal liability

(c) The auditors accepted local management representations as to discrepancies as the 
potential impact of the fraud was not material to the accounts as a whole.

(d) The auditors relied on sample evidence and thus failed to detect the fraudulent 
transactions.

4.4 In which of the following situations might a claim arise under privity of contract?
(a) A bank makes a loan to a company on the strength of a report commissioned by the bank.
(b) A bank makes a loan to a company on the strength of a report commissioned by the 

company for that specific purpose.
(c) The holder of 100%  of the shares increases investment in the company on the strength of 

the audited accounts.
(d) The engagement letter calls for the preparation of accounts of a partnership without an 

audit but one of the partners tells the public accountant that another partner is suspected 
of fiddling expenses.

4.5 The decision in the Caparo case (1990) restricted the duty of care of auditors to:
(a) All users known to the auditors.
(b) All users that ought reasonably to have been known to the auditors.
(c) The shareholders as a group.
(d) All users of the financial statements, except for investors.

4.6 Would an investor who requests a copy of the audited financial statements of the company 
from company management before the audit is completed be able to rely on the work of the 
auditors?
(a) Yes.
(b) Yes, provided the auditors knew.
(c) No.
(d) No, unless this information induced the investor to behave in a different way to how he 

or she would have behaved without receiving the financial statements.

4.7 What type of reform has been implemented by the government of the UK to alleviate audit 
liability?
(a) Fixed liability cap.
(b) Proportionate liability.
(c) Allowing accounting firms to incorporate.
(d) Liability limitation agreements.

^  DISCUSSION QUESTIONS
4.1 Under what circumstances might auditors be liable for negligence for failing to discover a material 

misstatement in a financial statement on which they issued an unqualified opinion?

4.2 If a company goes bankrupt and the auditors are found to have been negligent, who can sue the 
auditors and who is likely to benefit from damages recovered from the auditors?
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4.3 Investment decision-making is often said to be the major objective of information provided by 
general purpose financial reports. In the Caparo case, the court argued for a much narrower 
objective of financial reporting under the Companies Act. Discuss the implications for auditor 
liability.

4.4 Discuss problems in determining the amount of damages a plaintiff may be awarded on success
fully suing an auditor for negligence.

4.5 Auditors are continually demanding a reduction in their exposure to liability. To what extent are 
such demands justified?

4.6 Consider the European Commission’s proposals (January 2007) for reducing the auditors’ expo
sure to liability and consider their respective merits and drawbacks.

0  PROFESSIONAL APPLICATION QUESTIONS
(Suggested answers are on pp. 6 5 5 -6 5 6 .)

4.1 D ue care
You are an audit senior and you have just finished the audit of Speedy Spares Ltd -  a used car parts 
company. One month later . . .

Your audit partner calls you into his office -  he is not happy! Speedy Spares has just gone into 
liquidation. It seems the financial controller was diverting company funds into a Swiss bank account 
and has left the country to live in M ajorca. The lawyers for the creditors of Speedy Spares are taking 
action against the partner for not performing an appropriate audit. They believe that in the course of a 
properly conducted audit, such a fraud should have been detected. The fraud was substantial; however, 
it was not material from the company’s point of view. You explain to the partner that the audit was 
performed in accordance with appropriate auditing standards and nothing was found to arouse 
suspicion during the audit. The audit took the same amount of time as last year and all appropriate 
work steps were performed. Your work was reviewed by a manager and the entire file was reviewed by 
the audit partner.

The audit partner is still concerned. He rings an audit partner in an associated office of your 
accounting firm and asks her to review the audit file. She agrees and spends a day reviewing the file. 
After completing her review, she is satisfied that the audit was performed properly.

Required
(a) Has your accounting firm acted with ‘due care’? W hat do you think will be the court’s decision if the 

case goes to trial?
(b) Even if the partner is convinced he acted with ‘due care’, why would he possibly offer Speedy Spares 

a substantial settlement amount?

4.2 Negligence, liability to third parties
Western Ltd purchased the assets of Green Ltd. The financial report of Green Ltd was audited by 
Donaghue Partners, registered company auditors. While performing the audit, Donaghue Partners
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discovered that Green’s accounts clerk had embezzled £500. Donaghue Partners also had some 
evidence of other embezzlements by the book-keeper. However, the auditor decided that the £500  
was not material, and that the other suspected embezzlements did not require further investigation.

Donaghue Partners did not discuss the matter with Green’s management. Unknown to the auditor, 
the accounts clerk had, in fact, embezzled large sums of cash from Green Ltd. In addition, the debtors 
were significantly overstated. Donaghue Partners did not detect the overstatement because of its 
inadvertent failure to follow its audit programme.

Despite the foregoing, Donaghue Partners issued an unqualified opinion on Green’s financial 
statements and furnished a copy of the audited financial statements to Western Ltd. Unknown to the 
auditor, Western Ltd required financing to purchase Green’s assets and gave a copy of Green’s audited 
financial statements to City Bank to obtain approval of the loan.

Based on Green’s audited financial statements, City Bank loaned £600  000. Western Ltd paid Green 
Ltd £ 7 5 0 0 0 0  to purchase its assets. Within 6 months, Western Ltd began experiencing financial 
difficulties and later defaulted on the City Bank loan. City Bank commenced legal action against 
Donaghue Partners citing negligence on the part of the auditor for its failure to discover the fraud, and 
the overstatement of debtors.

Required
Will City Bank succeed in its action against Donaghue Partners? Explain.
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0 LEARNING OBJECTIVES
A fter studying this chapter you  shou ld  b e  a b le  to:

1 explain the importance of the concept of audit risk and its three components

2 describe the relationship between audit risk and audit evidence

3 define the concept of materiality used in auditing

4 state how the auditor arrives at judgements about materiality at the financial statement level 
and in relation to individual account balances

5 describe the relationship between materiality and audit evidence

6 explain the categories of management’s financial statement assertions

7 derive specific audit objectives from the categories of assertions

8 indicate the factors that affect the sufficiency and appropriateness of audit evidence

9 identify the types of corroborating information available to the auditor

10 describe the types of auditing procedure that may be used in an audit

11 describe the three classifications of auditing procedure and the purpose of each.

0 PROFESSIONAL STATEMENTS
ED ISA 320 Audit Materiality in Planning and Performing an Audit
ED ISA 620 (Revised and Redrafted) Using the Work o f  an Auditor’s Expert
ISA 200 Objective and General Principles Governing an Audit o f  Financial Statements
ISA 315 (Redrafted) Identifying and Assessing the Risks o f  Material Misstatement

Through Understanding the Entity
ISA 320 Audit Materiality
ISA 330 (Redrafted) The Auditor’s Responses to Assessed Risks
ISA 500 Audit Evidence
ISA 505 External Confirmations
ISA 580 Management Representations
ISA 620 Using the Work o f  an Expert

H aving consid ered  the environm ental facto rs pertain in g to  auditing, this ch ap ter begins to  exp lain  the 
nature o f  the investigation  th a t auditors undertake to  arrive at an opin ion  as to  the truth  and fairness o f
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the financial statements. This chapter will look at the fundamental issues relating to the audit process, 
namely:

• the risks that the financial statements may not be fairly presented
• the threshold of materiality that auditors use in identifying misstatements that could materially 

affect the decisions and judgements of users placing reliance on the financial statements
• the different types of assertion that combine to ensure the financial statements give a true and fair 

view and that underpin the objectives of the audit process
• the types of evidence available to auditors
• the procedures used by auditors in obtaining the different types of evidence.

The next chapter will examine the application of these issues in planning and performing specific audit 
engagements.

To begin, it is necessary to consider the nature of the financial statements being subject to audit 
examination. The statements are made up of the elements of assets, liabilities, revenues and expenses -  or, 
in accounting terminology, account balances. Account balances are built up from entries in the account
ing records, which arise mostly from transactions such as purchases and cash receipts. Thus, the account 
balance, trade payables, is the difference between purchase transactions creating the liability and cash 
payment transactions decreasing the liability. In verifying the balance, auditors may investigate the 
balance directly, such as by examining suppliers’ statements. Alternatively, auditors can verify the 
transactions that make up the balance, such as by examining purchase transactions and cash payment 
transactions. By the use of such tests auditors can substantiate the accuracy of the amounts recorded as 
account balances. Also of importance is the examination of the presentation and disclosure of account 
balances. This includes their description on the face of the financial statements and supplementary 
disclosures in the notes. Procedures verifying transactions and account balances and their presentation 
and disclosure are referred to as substantive procedures. As will be explained in this and subsequent 
chapters, auditors also use other types of procedure.

Entities are aware of the importance of maintaining reliable accounting records and design 
information systems intended to reduce the likelihood of errors. For example, the use of double
entry book-keeping is itself a means of self-checking the arithmetical accuracy of the records by its use 
of the balancing process, and by regular reconciliation of the bank balance according to the accounting 
records with the balance according to the bank statement. These and other procedures that entities use 
to ensure the reliability of their accounting records is known as ‘internal control’. The components of 
internal control will be described in detail in Chapter 7.

Audit Risk
Audit risk is the risk that the financial statements are misstated and that the auditors fail to detect such 
misstatement resulting in the expression of an inappropriate opinion on the financial statements 
(ISA 200). This arises when the auditors express the opinion that the financial statements are fairly 
presented when they are misstated.1

The more certain the auditors want to be of expressing the correct opinion, the lower will be the 
audit risk that they are willing to accept. In setting the desired audit risk auditors seek an appropriate 
balance between the costs of an inappropriate audit opinion and the costs of performing the additional 
audit procedures necessary to reduce audit risk.
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The default presumption is that all transactions in a transaction class and all items in an account 
balance are potentially misstated and that substantive procedures must be sufficient to minimize the risk 
that misstatements remain undetected. However, experience teaches auditors that most transactions and 
account balance items are correctly stated but that the actual level o f misstatements varies from one 
entity to another. Experience'a Iso suggests that the principal causes o f variation lie in the nature o f the 
entity and the effectiveness o f its risk management framework including its internal controls. In many 
cases, therefore, auditors can reduce audit risk by identifying and assessing the risks o f misstatement (ISA 
315) and then responding accordingly to reduce audit risk to an acceptably low level (ISA 330).

The first step involves obtaining an understanding o f the entity’s business and industry, its manage
ment, the intended users of its financial inform ation, its legal and financial stability, and its operations. 
This includes considering the business risks that may cause an entity to  suffer unexpected losses or some 
other catastrophe that may affect its ability to survive as a going concern, as well as risks directly 
associated with financial reporting. The auditors then consider the effect these factors could have on 
the risk that its financial statements might be misstated. They then look at the entity’s risk management 
procedures for identifying and managing such risks. N ot only does this direct the auditors’ attention to 
matters that could affect the risk o f financial report misstatements -  it also enables auditors to use their 
risk management skills to alert management of the entity to shortcomings in their approach to risk. For 
this reason, the approach is sometimes referred to as an ‘added value audit’. If the auditors assess the entity 
as being well managed and financially sound they may reduce their overall assessment o f audit risk.

Auditors also obtain an understanding of the internal control fram ew ork that the entity adopts to 
guard against the likelihood o f errors occurring or remaining undetected in its accounting records and 
causing misstatements in its financial statem ents. If the auditors assess these procedures as being 
effective, then they may reduce the overall assessment o f audit risk. Conversely, if the auditors consider 
the entity to be in financial difficulty or to have an inadequate internal control fram ew ork, then they 
may assess audit risk as being higher, requiring a more extensive audit investigation.

Audit risk components
Audit risk is com m only assessed within three com ponents: inherent risk, control risk and detection 
risk. Each com ponent will be discussed in the following sections. ISA 3 1 5  requires the auditor to 
identify and assess the risks o f m aterial misstatem ent at:

• the financial statem ent level
• the assertion level for classes o f transactions, account balances and disclosures, to provide a basis for 

designing and perform ing further audit procedures.

Inheren t risk

Inherent risk is the possibility that a m isstatement could occur. At this level the auditor does not 
consider the presence o f control procedures that may detect the m isstatement (ISA 200).

The assessment o f inherent risk requires consideration o f both m atters that may have a pervasive 
effect on the entity as a whole and m atters that may affect only specific accounts.

The inherent risk of m isstatement is greater for some industries than for others. Entities operating 
in the gas and oil exploration or insurance industries, for exam ple, have unique accounting problems 
com pared with merchandising or m anufacturing entities. The existence o f related parties, foreign
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exchange dealings and other com plicated contracts also presents opportunities for misstatements 
to occur.

Further, inherent risk may be greater for some accounts, transactions or disclosures than for 
others. Cash, for exam ple, is more susceptible to m isstatement through m isappropriation than are 
tangible noncurrent assets. Sim ilarly, the valuation o f assets held under a finance lease is more 
susceptible to  misstatem ent (as a result o f the com plex nature o f finance lease calculations) than is 
the valuation o f sim ilar assets owned outright. (M atters that may have a pervasive effect on the entity 
and m atters that may pertain to specific accounts only are shown in T able 5 .1 .)

Inherent risk exists independently o f the audit o f financial statem ents. Thus, auditors cannot 
change the actual level o f inherent risk. They are required to  assess the inherent risk o f particular 
misstatements in order to plan an approach to  the audit that reflects their expectation of the likelihood 
of such m isstatem ents occurring.

Table 5.1 Illu stration  o f the audit risk concept

EXAMPLES OF ATTRIBUTES 
CONSIDERED BY THE AUDITORS

RESPONSE BY 
AUDITORS

Inherent Risk Control Risk Detection Risk

Matters pervasive 
to many account 
balances or 
transaction classes

Profitability relative to the industry 
Sensitivity of operating results to 
economic factors 
Going-concern problems 
Nature, cause and amount of known and 
likely misstatements detected in 
prior audits 
Management turnover 
Management reputation 
Management accounting skills

Business planning, budgeting and 
monitoring of performance 
Management attitude and actions 
regarding financial reporting 
Management consultation with 
auditors
Management concern about 
external influences 
Audit committee 
internal audit function 
Personnel policies and procedures 
Effectiveness of the accounting 
system

Overall audit strategy 
Number of locations visited 
Significant balances or 
transaction classes 
Degree of professional 
scepticism 
Staffing -  levels of 
supervision and review

Matters pertaining 
to specific account 
balances or 
transaction classes

Accounts or transactions that are 
difficu lt to audit
Contentious or difficult accounting issues
Susceptibility to misappropriation
Complexity ot calculations
Extent of judgement related to assertions
Sensitivity of valuations to economic
factors
Nature, cause and amount of known 
and likely misstatements detected in 
prior audits

Effectiveness of the accounting 
system, personnel policies and 
procedures
Adequacy of accounting records 
Segregation of duties 
Adequacy of safeguards over assets 
and records (including software) 
Independent checks on performance

Substantive analytical 
procedures and tests of 
details
Nature of tests 
Timing of tests 
Extent of tests

Source: American Institute of Certified Public Accountants, Control Risk Audit Guide Task Force (1990) Audit Guide: Consideration o f the 
Internal Control Structure in a Financial Statement Audit. AICPA, New York, p. 210
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The default presumption is that all transactions in a transaction class and all items in an account 
balance are potentially misstated and that substantive procedures must be sufficient to minimize the risk 
that misstatements remain undetected. However, experience teaches auditors that m ost transactions and 
account balance items are correctly stated but that the actual level of misstatements varies from  one 
entity to another. Experience also suggests that the principal causes of variation lie in the nature of the 
entity and the effectiveness o f its risk management framework including its internal controls. In many 
cases, therefore, auditors can reduce audit risk by identifying and assessing the risks o f misstatement (ISA 
315) and then responding accordingly to  reduce audit risk to an acceptably low level (ISA 330).

The first step involves obtaining an understanding of the entity’s business and industry, its manage
ment, the intended users of its financial information, its legal and financial stability, and its operations. 
This includes considering the business risks that may cause an entity to  suffer unexpected losses or some 
other catastrophe that may affect its ability to survive as a going concern, as well as risks directly 
associated with financial reporting. The auditors then consider the effect these factors could have on 
the risk that its financial statements might be misstated. They then look at the entity’s risk management 
procedures for identifying and managing such risks. N ot only does this direct the auditors’ attention to 
matters that could affect the risk of financial report misstatements -  it also enables auditors to use their 
risk management skills to  alert management of the entity to shortcomings in their approach to risk. For 
this reason, the approach is sometimes referred to as an ‘added value audit’ . If the auditors assess the entity 
as being well managed and financially sound they may reduce their overall assessment o f audit risk.

Auditors also obtain an understanding of the internal control fram ew ork that the entity adopts to 
guard against the likelihood o f errors occurring or rem aining undetected in its accounting records and 
causing misstatements in its financial statem ents. If the auditors assess these procedures as being 
effective, then they may reduce the overall assessment o f audit risk. Conversely, if the auditors consider 
the entity to be in financial difficulty or to have an inadequate internal control fram ew ork, then they 
may assess audit risk as being higher, requiring a more extensive audit investigation.

Audit risk components
Audit risk is com m only assessed within three com ponents: inherent risk, control risk and detection 
risk. Each com ponent will be discussed in the follow ing sections. ISA 315  requires the auditor to 
identify and assess the risks o f material m isstatement at:

• the financial statem ent level
• the assertion level for classes o f transactions, account balances and disclosures, to provide a basis for 

designing and perform ing further audit procedures.

In h eren t risk

Inherent risk is the possibility that a misstatement could occur. At this level the auditor does not 
consider the presence o f control procedures that may detect the m isstatement (ISA 20 0 ).

The assessment of inherent risk requires consideration o f both m atters that may have a pervasive 
effect on the entity as a whole and matters that may affect only specific accounts.

The inherent risk o f misstatement is greater for some industries than for others. Entities operating 
in the gas and oil exploration or insurance industries, for exam ple, have unique accounting problems 
compared with merchandising or manufacturing entities. The existence o f related parties, foreign
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exchange dealings and other com plicated contracts also presents opportunities for misstatements 
to occur.

Further, inherent risk may be greater for some accounts, transactions or disclosures than for 
others. Cash, for exam ple, is more susceptible to m isstatement through m isappropriation than are 
tangible noncurrent assets. Sim ilarly, the valuation o f assets held under a finance lease is more 
susceptible to  misstatem ent (as a result o f the com plex nature o f finance lease calculations) than is 
the valuation o f sim ilar assets owned outright. (M atters that may have a pervasive effect on the entity 
and matters that may pertain to specific accounts only are shown in T able 5 .1 .)

Inherent risk exists independently o f the audit o f financial statem ents. Thus, auditors cannot 
change the actual level o f inherent risk. They are required to assess the inherent risk o f particular 
misstatements in order to plan an approach to the audit that reflects their expectation o f the likelihood 
of such m isstatements occurring.

Table 5.1 Illu stration  o f  the audit risk concept

EXAMPLES OF ATTRIBUTES 
CONSIDERED BY THE AUDITORS

RESPONSE BY 
AUDITORS

Inherent Risk Control Risk Detection Risk

Matters pervasive 
to many account 
balances or 
transaction classes

Profitability relative to the industry 
Sensitivity of operating results to 
economic factors 
Going-concern problems 
Nature, cause and amount of known and 
likely misstatements detected in 
prior audits 
Management turnover 
Management reputation 
Management accounting skills

Business planning, budgeting and 
monitoring of performance
Management attitude and actions 
regarding financial reporting
Management consultation with 
auditors
Management concern about 
external influences 
Audit committee 
Internal audit function 
Personnel policies and procedures 
Effectiveness of the accounting 
system

Overall audit strategy 
Number of locations visited 
Significant balances or 
transaction classes 
Degree of professional 
scepticism 
Staffing -  levels of 
supervision and review

Matters pertaining 
to specific account 
balances or 
transaction classes

Accounts or transactions that are 
difficu lt to audit
Contentious or difficult accounting issues
Susceptibility to misappropriation
Complexity of calculations
Extent of judgement related to assertions
Sensitivity of valuations to economic
factors
Nature, cause and amount of known 
and likely misstatements detected in 
prior audits

Effectiveness of the accounting 
system, personnel policies and 
procedures
Adequacy of accounting records 
Segregation of duties 
Adequacy of safeguards over assets 
and records (including software) 
Independent checks on performance

Substantive analytical 
procedures and tests of 
details
Nature of tests 
Timing of tests 
Extent of tests

Source : American Institute of Certified Public Accountants, Control Risk Audit Guide Task Force (1990) Audit Guide: Consideration o f the 
Internal Control Structure in a Financial Statement Audit. AICPA, New York, p. 210
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Control risk
Control risk is the risk that a misstatement that could occur will not be prevented or detected and 
corrected on a timely basis by the entity’s internal control (ISA 200).

Control risk is a function of the effectiveness of the design and operation of internal control 
relevant to financial reporting. Effective internal controls reduce control risk. Control risk can never be 
zero because internal controls cannot provide complete assurance that all misstatements will be 
prevented or detected. Controls may be ineffective, for example as a result of human failure due to 
carelessness or fatigue. Factors that influence the auditors’ considerations of control risk are depicted 
in Table 5.1.

Auditors cannot change the level of control risk. They can ‘influence’ control risk by recommend
ing improvements in internal controls, but this influence is more likely to affect future periods and then 
only to the extent that the entity’s management implements the suggestions. As with inherent risk, the 
auditors must consider the risk of particular misstatements in order to plan an approach to the audit 
that reflects their expectation of the likelihood of such misstatements occurring. Since the assessment 
of the risk of misstatement is a combination of the inherent risk of a misstatement occurring and the 
control risk of its not being prevented or detected, auditors may arrive at a joint assessment of the risk 
of misstatement.

The initial assessment of internal control is restricted to an assessment of their design effectiveness 
and, if effective, whether the controls have been implemented. As will be explained in Chapter 6, 
testing whether controls are actually operating effectively depends on the audit strategy adopted for 
each transaction class, account balance or disclosure.

For smaller entities auditors usually undertake a combined assessment of inherent and control risk 
since they are unlikely to place reliance on controls in planning their audit strategy. The purpose of the 
assessment is to ensure that substantive procedures are designed with an awareness of the likely risks of 
misstatement. This will also be the case for specific transaction classes, account balances or disclosures 
in the audit of larger entities where most evidence is likely to be derived from substantive procedures.

Auditors, while being unable to control inherent and control risk, can assess these risks and design 
substantive procedures to produce an acceptable level of detection risk, thus reducing audit risk to an 
acceptable level.

Detection risk
Detection risk is the risk that the auditors’ substantive procedures will not detect any misstatements 
that occur and are not prevented or detected by internal control (ISA 200).

Detection risk is a function of the effectiveness of substantive procedures and their application by 
auditors. Unlike inherent and control risk, the actual level of detection risk is controllable by auditors 
through:

• appropriate planning, direction, supervision and review
• proper determination of the nature, timing and extent of audit procedures and
• effective performance of the audit procedures and evaluation of their results.

The audit risk model is illustrated by way of a rain cloud analogy in Figure 5.1.
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F ilte r 2  -  d e te c tio n  
risk

R a in d ro p s  th ro u g h  
f ilte rs  -  u n d e te c te d  
e rro rs

G ro u n d  -  f in a n c ia l 
s ta te m e nts

The raindrops falling from the cloud represent errors that occur as a result of the nature 
of the entity's business-this is known as the inherent risk of the entity. Filter 1 represents 
the entity's internal control system. The assessment of how effectively this filter stops the 
raindrops (errors) is the auditors' assessment of the level of control risk, if this 
assessment of control risk is less than 100%, then the auditors must perform some tests 
of control. Filter 2 represents the substantive audit procedures performed by the 
auditors. The assessment of how effectively this filter stops the raindrops (errors) that 
have passed through Filter 1 (the internal control system) is the level of detection risk. 
Audit risk is, therefore, the chance that raindrops (errors) will pass through both filters 
and reach the ground (undetected errors).

Figure 5.1 Rain cloud analogy.

Once the auditors have assessed inherent and control risk and determined the risk of misstatement they 
proceed to develop an audit strategy along with the procedures for properly planning and controlling 
the audit process. This will be explained in Chapter 6. A summary of the components of audit risk is 
presented in Figure 5.2.

The relationship among risk components
Given that the auditors’ objective is to achieve as low a level of audit risk as is practicable, and 
recognizing the cost of performing audit procedures, there is an inverse relationship between the 
assessed levels of inherent and control risks and the level of detection risk that they can accept. 
Thus, if inherent and control risks are assessed as being low, auditors can tolerate a higher level of 
detection risk, enabling a reduction in the extent of substantive procedures they must undertake. 
Table 5.2 provides guidance as to the acceptable level of detection risk. (The light shaded area 
represents detection risk.)
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Figure 5.2 Summary of risk components.

In relating the components of audit risk, auditors may express each component in quantitative terms 
(such as percentages) or nonquantitative terms (such as low, medium and high). In either case, the 
auditors must understand the relationships expressed in the audit risk model in determining the planned 
acceptable level of detection risk. An earlier International Standard on Auditing, ISA 4 00  R is k  
Assessments and Internal Control, included a detection risk matrix as illustrated in Table 5.2 below:

Table 5.2 Acceptable detection risk m atrix

AUDITORS' ASSESSMENT OF CONTROL
RISK IS

HIGH MEDIUM LOW

AUD ITO R S ' H igh Low est L ow e r M e d ium
A S S E SS M E N T OF M e d ium Low e r M e d ium H igher
INHERENT RISK Low M e d iu m H igher H ighes t

Source: Copyright ©  International Federation of Accountants (IFAC). All 
rights reserved. Used with permission of IFAC. IAS 500. IAASB International 
Audit and Assurance Board.

Q uantified audit risk m odel

The audit risk model expresses the relationship among the audit risk components as follows:

AR =  IR  x CR x D R
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The letters represent audit risk (AR), inherent risk (IR), control risk (CR) and detection risk (DR). To 
illustrate the use of the model, assume the auditors have made the following risk assessments for a 
particular transaction class or account balance -  that IR and CR both equal 5 0 % . Now, assume the 
auditors have specified an overall AR of 5 % . Detection risk can be determined by solving the model for 
DR as follows:

D R  =  I R - V r  =  ?) ?  ° 0  5 =  ° ' 2 0  ( 0 r  2 0 % )IR  x CR 0.5 x 0.5

If the auditors decide that IR  cannot be assessed, or that the effort to do so will exceed the benefits 
of a lower assessment, then they can take the conservative approach of assessing IR  at 10 0 % . In this 
case, the model yields a D R of 10%  -  that is 0 .05  -r (1 .0  x 0.5). If the auditors also assess C R  at 10 0 % , 
then D R  becomes 5 %  -  that is 0 .05  -f- (1 .0  x 1.0).

The model assumes that inherent and control risks are independent of each other. However, 
management responds to inherent risk by designing an internal control framework to prevent or detect 
misstatements (see Figure 5 .2). As a result, in many instances inherent and control risks may be 
interrelated. In these circumstances a separate assessment of inherent and control risks would be 
inappropriate and the auditors will arrive at a joint assessment.

It is important to be aware that the numerical values attached to risks do not have any real meaning 
but are used to facilitate consistency in the application of judgement. An assessment of control risk at 
50% , for example, does not mean that the control system will not detect 50%  of errors. Similarly, 
when auditors assign a value of 5 %  to overall audit risk, it does not mean that an incorrect audit 
opinion is given on one audit in every 20.

Few auditors attempt to quantify each o f the risk com ponents. However, even when the 
risk assessment is not solved m athem atically, familiarity with the model makes the following 
relationship clear: given that the aim is to  hold audit risk to a specified level, the higher the 
assessed levels of inherent and control risks, the lower will be the acceptable level o f detection 
risk.

Risk com ponents m atrix

Auditors may use nonquantitative expressions for risk, such as the risk com ponents m atrix 
shown in Table 5 .2 . The m atrix is consistent with the quantified audit risk model in that the 
acceptable levels of detection risk are inversely related to the assessments of inherent and control 
risks.

If the auditors’ assessment of control and inherent risks is at a maximum, then the acceptable level 
of detection risk will have to be very low -  that is, the risk that the auditors’ substantive procedure will 
not detect misstatement will need to be low.

Audit risk at the financial statement and account balance levels
The auditors specify an overall audit risk level to be achieved for the financial statements as a whole. In 
contrast, the assessed levels of inherent and control risk and the acceptable level of detection risk can 
vary for each account balance and transaction class.
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• The auditors’ objective in planning and performing the audit is to reduce audit risk to an appropriately 
low level to support an opinion as to whether the financial statements give a true and fair view.

• Audit risk is the risk that the auditors may give an inappropriate audit opinion when the financial 
statements are materially misstated.

• The three components of audit risk are inherent risk, control risk and detection risk.

• The components of audit risk may be expressed in quantitative terms or nonquantitative terms.

• For a specified level of audit risk, there is an inverse relationship between the assessed levels of 
inherent risk and control risk and the level of detection risk the auditors can accept.

• There is an inverse relationship between audit risk and the amount of evidence needed to support the 
auditor’s opinion on the financial statements.

Materiality
So far audit risk has been described in terms of the risk that the financial statements might be misstated. 
It should be evident that some misstatements are more serious than others. An error of a few pounds in 
determining the value of inventory worth a million or more pounds is unlikely to warrant further 
investigation, whereas the omission o f a building from the total of the entity’s property is likely to be 
serious. The term ‘m aterial’ is used to distinguish misstatements of audit significance from those that 
are not. The full definition o f audit risk thus refers to the risk of ‘material’ misstatements. ISA 320 
states that the concept of materiality is applied by the auditor both in planning and performing the 
audit, and in evaluating the effect of identified misstatements on the financial statements and the 
opinion in the auditor’s report.

The concept of materiality
In relation to financial statements, materiality is defined as follows:

Inform ation is m aterial if its omission or m isstatem ent could influence the econom ic decisions o f users taken on 
the basis o f the financial statem ents. M ateriality depends on the size o f the item or error judged in the particular 
circum stances o f its omission or m isstatem ent. Thus, m ateriality provides a threshold or cu t-o ff point rather 
than being a primary qualitative characteristic which inform ation must have if it is to be useful.2

Material information means information that matters, is important or is essential. In the measuring or 
disclosing of accounting information, the emphasis is on the needs of users.

In auditing, materiality pertains to the extent of misstatements (uncorrected errors, erroneous 
disclosures or omissions) that exist in the financial statements. Auditors plan and execute an audit with 
a reasonable expectation of detecting material misstatements. The assessment of what is material is a 
matter of the auditors’ professional judgement of the needs of the reasonable person relying on the 
information.
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• when planning and performing the audit
• in evaluating the effect of identified misstatements on the financial statements and the opinion in the 

auditor’s report.

ISA 320  requires the auditor to consider materiality at both the overall financial statement level and in 
relation to classes o f transactions, account balances and disclosures.

Materiality at the financial statement level
Financial statements are materially misstated when they contain errors or irregularities that act, 
individually or in aggregate, to prevent the statements from being presented fairly in accordance 
with the applicable reporting framework. In this context, misstatements may result from misapplica
tion of applicable standards, departures from fact, or omissions of necessary information.

More than one level of materiality may relate to the financial statements. For the profit and loss 
statement, materiality could be related to revenue or profit. For the balance sheet, materiality could be 
based on shareholders’ equity, assets or liability class totals.

In making a judgement about materiality, the auditors should use the smallest aggregate level of 
misstatement considered to be material to any one of the financial statements. This decision rule is 
appropriate because the financial statements are interrelated and many audit procedures pertain to 
more than one statement. The audit procedure to determine whether year-end credit sales are recorded 
in the proper period, for example, provides evidence both about trade receivables (balance sheet) and 
sales (profit and loss statement).

Materiality judgements involve an assessment of both the amount (quantity) and the nature 
(quality) o f the misstatements. M ateriality considerations may be influenced by legal and statutory 
requirements; for example disclosures pertaining to audit fees and directors’ remuneration must be 
made irrespective o f the amounts involved.

Q uantitative gu idelin es
In assessing the quantitative importance of a misstatement, the auditors need to relate the amount of 
the error to the financial statements under exam ination. The auditor needs to consider the possibility of 
misstatements of relatively small amounts that, cumulatively, could have a material effect on the 
financial statements.

In determining whether an amount or aggregate of an item is material, the auditors should 
compare the item with the more appropriate of the base amounts described below:

• for items relating to the balance sheet:

-  equity or the appropriate asset or liability class total;

• for items relating to the profit and loss account:

-  operating profit or loss for the current financial year; or
-  average operating profit or loss for a number of years (including the current financial year); and

ISA 3 2 0  states th at the concept of m ateriality is applied by the auditor
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• for items relating to cash flows:

-  net cash provided or used in the operating, investing, financing or other activities, as appropriate 
for the current financial year; or

-  average net cash flows provided by or used in the operating, investing, financing or other 
activities, as appropriate for a number of years (including the current financial year).

Average profit or cash flow is preferred where the current year’s profit or cash flow is substantially 
different from previous years.

Although ISA 320 discusses such possible ‘benchmarks’ for the determination o f materiality levels 
the standard emphasizes that the determination of a percentage to be applied to a chosen benchmark 
requires the exercise of professional judgement in the circumstances. Materiality is assessed by most 
audit firms as a function of the entity size and scale of operations. Although there is no agreed guideline 
for determining this relationship in the absence of evidence or a convincing argument to the contrary, 
typically:

• an amount that is equal to or greater than 10%  of profit is presumed to be material
• an amount that is equal to or less than 5%  of profit may be presumed not to be material and
• whether an amount between 5%  and 10%  is material is a matter of judgement.

Materiality judgements relating to profit and loss should have regard to the period of account and 
ordinarily exclude the effect of unusual items or abnormal fluctuations, exceptional events or transac
tions and discontinued operations.

Other commonly used bases and materiality thresholds (expressed as a percentage of that base) are 
as follows:

BASE MATERIALITY THRESHOLD (%)

Turnover 0,5

Gross profit 2.0

Total assets 0.5

Equity 1.0

Sometimes auditors use the blended method -  combining the four thresholds listed above with equal 
weights, and computing an average of the sum.

Q ualitative considerations
In planning the examination, auditors generally are concerned only with misstatements that are 
quantitatively material. The errors are not yet known, so their qualitative effect can be considered 
only as evidence becomes available.

Qualitative considerations relate to the causes of misstatements or to misstatements that do not 
have a quantifiable effect. A misstatement that is quantitatively immaterial may be qualitatively
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material. This may occur, for instance, when the misstatement is attributable to a control weakness, an 
irregularity or an illegal act by the entity. Discovery of such an occurrence could lead the auditors to 
conclude there is a significant risk of additional similar misstatements. Other examples of qualitative 
misstatements include:

• An inadequate or improper description of an accounting policy.
• A failure to disclose the breach of regulatory requirements.
• A change in accounting method that is likely to affect materially the results of subsequent financial 

years.
• A related party transaction or event requiring disclosure.
• A probability of a breach of a financial covenant; for example a loan agreement may require 

the entity to maintain a specified minimum current ratio as at the balance sheet date. The 
company may be tempted to overstate current assets or understate current liabilities. For this 
reason auditors might choose to use a lower materiality threshold for current assets and current 
liabilities.

Although it is suggested that auditors should be alert for misstatements that could be qualitatively 
material, ordinarily it is not practical to design procedures to detect them.

Materiality at the account balance level
The recorded balance of an account generally represents the upper limit on the amount by which an 
account can be overstated. Thus, accounts with balances smaller than materiality are sometimes said to 
be immaterial in terms of the risk of overstatement. However, there is no limit on the amount by which 
an account balance could be understated. Thus, accounts with immaterial balances could still be 
materially understated.

In making judgements about materiality at the account balance level, auditors must plan the 
audit to detect misstatements that, although immaterial individually, may be material to the 
financial statements taken as a whole when aggregated with misstatements in other account 
balances.

ISA 320 requires the auditor to determine an amount or amounts lower than the materiality level 
for the financial statements as a whole (or an amount or amounts lower than the materiality level for 
particular classes of transactions, account balances or disclosures, if applicable) for purposes of 
assessing the risks of material misstatement and designing further audit procedures to respond to 
assessed risks.

Account balance materiality is the minimum misstatement that can exist in an account balance 
for it to be considered materially misstated. Misstatement up to that level is known as ‘tolerable 
error’.

Tolerable error and the materiality of individual account balances
Tolerable error is defined in the IAASB’s Glossary o f  Terms as the maximum error in a population that 
the auditor is willing to accept. It can be seen as a measure of sampling precision related to the account
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balance under test. In redrafting ISA 530, Audit Sampling, the term tolerable ‘misstatement’ has 
replaced the term tolerable ‘error’. The lAASB’s Task Force presented the following example of the 
concepts it believes need to be addressed in the definition of tolerable misstatement:

Tolerable misstatement in ah account balance or class of transactions is an amount that the auditor seeks to 
obtain reasonable assurance is not exceeded by actual misstatement (within the population), and which is set so 
that if such assurance is obtained for all accounts the auditor will have obtained reasonable assurance that 
the aggregate misstatement does not exceed materiality.

Although the overall materiality level is a measure of precision of the audit of the financial statements 
as a whole, the auditor needs to allocate this measure of precision to each account balance. When doing 
this it is important to appreciate that an allocation of the materiality level to all accounts pro rata 
(so that the total amount of all tolerable misstatements is equal to overall materiality) is too simplistic 
and much too conservative. There are various reasons for this including: the fact that misstatements 
may counterbalance each other; errors may be detected when auditing a related account; and the 
auditor needs to take account of inherent and control risk factors within the various account balances. 
There are various mathematical models used by auditors to determine tolerable error, which may be 
appropriate depending on the sampling technique being used.

In its work on revising ISA 320 the IAASB concluded that it would not be possible to promote a 
single approach for determining tolerable error because it is not aware of any persuasive evidence to 
support one approach over the others, or to suggest that the quality of audits is directly affected by the 
approach used. Clearly, the determination of tolerable error for each account balance is an area 
requiring auditor judgement.

Preliminary judgements about materiality
The auditors’ preliminary judgements about materiality may be made several months before the 
balance sheet date. Thus, the judgements may be based on interim financial statement data.

Alternatively, they may be based on prior years’ financial results adjusted for current changes, 
such as the general condition of the economy and industry trends. This assessment, often referred to 
as planning materiality, may ultimately differ from the materiality levels used at the conclusion of 
the audit in the evaluation of the audit findings because the surrounding circumstances may change 
and additional information about the entity will have been obtained during the course of the audit. 
As a result of errors discovered during the audit, for example, the auditors may know that the 
entity’s financial position is worse than they presumed when planning the audit. In such cases, the 
materiality level used in evaluating the audit findings may be lower than the planning level of 
materiality.

In planning an audit, the auditors should assess materiality at the following two levels:

• the financial statement level (overall materiality), because the auditors’ opinion on truth and fairness 
extends to the financial statements taken as a whole; and

• the account balances class of transactions and disclosures level (testing materiality), because the 
auditors verify account balances in reaching an overall conclusion on the truth and fairness of the 
financial statements.
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It is also important that materiality is considered as the audit progresses. ED ISA 320, Audit 
Materiality in Planning and Performing an Audit, requires the auditor to revise the materiality level 
for the financial statements as a whole (and the materiality level for a particular class of transactions, 
account balance or disclosure, if applicable) in the event of becoming aware of information during the 
audit that would have caused the auditor to have determined a different materiality level or levels 
initially.

The overall level of materiality and the nature of account balances enable the auditors to determine 
which account balances to audit and how to evaluate the effects of misstatements in financial 
information as a whole. Materiality at the account balance and class of transactions level assists the 
auditors in determining which items in a balance or transaction class to audit and which audit 
procedures to undertake (e.g. whether to use sampling or analytical procedures).

The relationship between materiality and audit evidence
Materiality, like risk, is a key factor that affects the auditors’ judgement about the sufficiency of audit 
evidence. It is generally reasonable to say, for example, that the lower the materiality level, the greater 
the amount of evidence that is needed (an inverse relationship). This is the same as saying that it takes 
more evidence to obtain reasonable assurance that any misstatement in the recorded balance of 
inventories does not exceed £100 000  than it does to be assured the misstatement does not exceed 
£ 200000 . It is also reasonable to say that the larger or more significant an account balance is, the 
greater the amount of evidence that is needed (a direct relationship). This is the same as saying that 
more evidence is needed for inventories when it represents 30%  of total assets than when it 
represents 10% .

Using m ateriality  to evaluate au d it evidence
If there are misstatements in the accounts then the auditors may perform additional audit procedures 
or request that management correct the errors. If uncorrected errors exceed materiality and manage
ment refuses to make adjustments, then the auditors may consider issuing a qualified audit opinion. 
The uncorrected aggregated misstatements that the auditors need to examine when considering 
whether they misstate the financial statements include:

• uncorrected errors specifically identified during the audit (known misstatements)
• projected errors where audit components have been tested by sampling techniques (likely 

misstatements)
• the net effect of uncorrected likely misstatements from a prior period that affect the current period’s 

financial statements. (ISA 320)

Auditors review the aggregate of the total misstatements and consider the need to approach manage
ment about having these corrected. The auditors may issue a qualified audit report if aggregated 
uncorrected misstatements exceed materiality (ISA 320).

In this chapter our focus is planning materiality. Making a final assessment of materiality in 
connection with evaluation of the results of audit procedures will be explained in Chapter 14.
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• The auditors plan and execute an audit with a reasonable expectation of detecting material 
misstatements.

• Materiality pertains to the quantity of misstatements that could affect the user’s decisions.

• Materiality is a matter of professional judgement.

• In the planning phase auditors assess materiality at the financial statement level and then 
determine a level of tolerable error appropriate to each account balance or individual audit 
component.

• Planning materiality may differ from materiality levels used in evaluating the audit findings.

• For planning purposes the auditors use the smallest aggregate level of misstatements considered to be 
material to any one of the financial statements.

• Materiality judgements are both quantitative and qualitative.

• Materiality and audit evidence are inversely related.

• In evaluating the truth and fairness of financial statements, the auditors assess whether the aggregate 
of uncorrected misstatements is material.

Audit Objectives
The overall objective of a financial statement audit is ‘to enable the auditors to express an opinion 
whether the financial statements are prepared, in all material respects, in accordance with an 
identified financial reporting framework’ (ISA 200). T o  meet this objective, it is necessary to 
identify specific audit objectives for each transaction class, account balance and disclosure. In 
preparing the financial statements the management of the entity can be said to be making a set of 
assertions about each transaction class, account balance or disclosure -  referred to as financial 
statement assertions.

The auditors formulate an opinion on the financial statements as a whole on the basis of evidence 
obtained through the verification of assertions related to individual account balances, transaction 
classes or disclosures. The objective is to restrict audit risk at the account balance level so, at the 
conclusion of the audit, the audit risk in expressing an opinion on the financial statements as a whole 
will be at an appropriately low level. Thus, the overall audit risk is disaggregated to each account 
balance, transaction class or disclosure.

Management’s financial statement assertions
Management’s financial statement assertions are both explicit and implicit. ISA 500, Audit Evidence, 
presents a classification of these financial statement assertions as follows:
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(a) Assertions about classes of transactions and events for the period under audit:

-  Occurrence -  transactions and events that have been recorded have occurred and pertain to the 
entity.

-  Completeness -  all transactions and events that should have been recorded have been recorded.
-  Accuracy -  amounts and other data relating to recorded transactions and events have been 

recorded appropriately.
-  C u to ff-  transactions and events have been recorded in the correct accounting period.
-  Classification  -  transactions and events have been recorded in the proper accounts.

(b) Assertions about account balances at the period end:

-  Existence -  assets, liabilities and equity interests exist.
-  Rights and obligations -  the entity holds or controls the rights to assets, and liabilities are the 

obligations of the entity.
-  Completeness -  all assets, liabilities and equity interests that should have been recorded have 

been recorded.
-  Valuation and allocation  -  assets, liabilities and equity interests are included in the financial 

statements at appropriate amounts and any resulting valuation or allocation adjustments are 
appropriately recorded.

(c) Assertions about presentation and disclosure:

-  Occurrence and rights and obligations -  disclosed events, transactions and other matters have 
occurred and pertain to the entity.

-  Completeness -  all disclosures that should have been included in the financial statements have 
been included.

-  Classification and understandability -  financial information is appropriately presented and 
described, and disclosures are clearly expressed.

-  Accuracy and valuation -  financial and other information are disclosed fairly and at appropriate 
amounts.

Source: Copyright © International Federation o f  Accountants (IFAC). All rights reserved. Used with 
permission o f  IFAC. ISA 500. IAASB International Audit and Assurance Board.

Although the assertions are subdivided into transactions, balances and disclosures, they are interre
lated such that auditors do not need to obtain evidence separately for transactions, balances or 
disclosures. For example, if the auditors verify the completeness of recorded transactions, it follows 
that the related account balance and disclosure is also likely to be complete. It is further possible to 
group the assertions of occurrence and existence, and the assertions of accuracy, classification and 
valuation. The existence of an asset or liability can only be the consequence of the occurrence of a 
transaction. On initial recognition the appropriate carrying value of an account balance item is 
determined by a transaction that is accurately recorded at the proper amount and to the correct 
account (i.e. classification). However, in reaching their conclusion, auditors must reflect whether 
they have sufficient evidence pertaining to each separate assertion.

Assertions used by the auditor fall into the following categories:
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Although cutoff is related to both occurrence and completeness in that it refers to the recognition of 
all transactions and events that occurred within the accounting period, it is treated as a separate 
assertion for audit purposes since it is the timing of the recording that is critical, not the occurrence or 
completeness of recorded transactions or events.

For a snapshot understanding of some of these assertions, consider the following balance sheet 
component:

Current assets :
C ash ................................... £252 900

In reporting this item in the balance sheet, management makes the following explicit assertions:

• cash exists (existence)
• the correct amount of cash is £252 900 (valuation)
• there are no restrictions on the use of cash (completeness).

Management also makes the following implicit assertions:

• All cash that should be reported has been included (completeness).
• All cash transactions have been properly recorded (accuracy).
• All cash transactions have been recorded in the correct accounts (classification).
• All cash transactions have been recorded in the correct accounting period (cutoff).
• All the reported cash is owned by the entity (rights).

The last assertion follows from the presentation of cash in current assets and the absence of any 
reference to footnote disclosures. If any of these assertions is a misrepresentation, then the financial 
statements could be misstated.

The following sections will describe each category of assertion and provide examples. Specific 
audit objectives for cash, derived from each category of assertion, will then be illustrated.

Existence o r  occurrence
Existence applies to accounts with physical substance, such as cash and inventories, as well as to 
accounts without physical substance, such as trade receivables and accounts payable. In the above 
example, this assertion refers to the existence of items included in cash, such as petty cash funds, 
undeposited receipts and bank accounts. It does not extend to whether £252  900 is the correct amount 
for these items. The latter relates to the valuation assertion, as will be explained.

The auditor’s principal concern about this assertion relates to the possible overstatement of 
financial statement balances through the inclusion of items that do not exist, the effects of transactions 
that did not occur or the improper inclusion of transactions that do not pertain to the entity.

Management also asserts that the revenues and expenses shown in the profit and loss state
ment are the results of transactions and events that occurred and pertain to the entity. Again, this 
occurrence assertion extends only to whether transactions and events occurred, not to 
whether the amounts reported are correct. This assertion would be misrepresented if reported
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sales transactions were fictitious or if reported expenses include personal expenses improperly 
charged to the entity.

Completeness
For each account balance presented in the financial statements, management implicitly asserts that all 
related transactions and events have been included. Management asserts, for example, that the cash 
balance of £252  900  includes the effects of all cash transactions and all the cash funds mentioned 
above. The completeness assertion for cash would be misrepresented if a bank balance was omitted or 
cash receipts transactions that occurred were not recorded.

The auditors’ concern about completeness assertions relates primarily to the possible understate
ment of financial statement balances through the omission of items that exist or of the effects of 
transactions that occurred. If omissions are identified, then the issue of the correct amounts at which 
they should be included relates to the accuracy or valuation assertion.

This assertion is the most difficult for auditors to verify because the starting point of the inquiry is 
what ought to be recorded, not what is recorded. It is also the audit objective that causes the greatest 
difficulty for students.

As regards the completeness of disclosure in the financial statements, management implicitly 
asserts that the financial information is properly presented and that accompanying disclosure is 
adequate. In the cash example, it would be a misrepresentation of this assertion if the use of cash 
was restricted and the notes included in the financial statements did not indicate this fact.

C u toff
Cutoff is a special case of occurrence and completeness in that it refers to the erroneous inclusion of 
transactions or events that occurred after the end of the period or deferring the recording of transac
tions or events occurring in the period until after the end of the period. For example, an entity might 
include as cash, monies that were not received until a day or two after the period end or might fail to 
record payments made prior to the period end in the cash book until after the period end.

Rights an d  obligations
The rights and obligations assertion deals with assets and liabilities, unlike the other assertions, which 
relate to revenue and expenditure accounts as well. This assertion refers to rights constituting a degree 
of control over future economic benefits sufficient for recognition as an asset, and to obligations (legal 
or constructive) sufficient to require recognition as a liability. Management implicitly asserts, for 
example, that it controls the cash and other assets reported in the balance sheet and that creditors and 
other liabilities are the obligations of the entity.

Accuracy, classification  an d  valuation
The reporting of an account balance at an appropriate amount means that the amount has been 
determined in accordance with applicable accounting standards and is free of mathematical or clerical 
errors. The determination of amounts in accordance with applicable accounting standards includes the 
proper valuation of assets, liabilities, revenues and expenses through:
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• proper measurement at cost on initial recognition and proper valuation at fair value (such as net 
realizable value, market value or present value) on subsequent remeasurement

• the reasonableness o f management’s accounting estimates
• consistency in the application of accounting policies.

Thus, for example, trade receivables are reported at net realizable value; inventories are reported at 
lower of cost and net realizable value and investments, depending on their characteristics, are reported 
at cost or market value. Accounting estimates, such as bad debt provisions and net realizable values of 
inventory, should be reasonable. Where applicable the valuation requirements o f accounting standards 
should be consistently applied across periods except when a change is justified.

Accuracy refers to the accurate depiction of transactions and events and to the clerical accuracy of 
journal entries, postings to ledger accounts and the determination of account balances. It also applies 
to the correctness of computations for such items as accruals and depreciation. M athematical errors in 
adding the cash receipts or payment journals, or clerical errors made in recording the nature or amount 
of a transaction or in posting the journal totals to the general ledger account for cash, would cause a 
misstatement in the valuation assertion for cash.

Specific audit objectives
Auditors develop specific audit objectives for each account balance using the financial statement 
assertions. Table 5.3 illustrates the derivation of specific audit objectives for cash. Specific audit 
objectives are tailored to fit the circumstances of each audit entity, such as the nature of its economic 
activity and its accounting policies and practices. From the evidence accumulated, the auditors reach a 
conclusion as to whether any of management’s assertions are misrepresentations. Subsequently, the 
auditors combine conclusions about the individual assertions to reach an opinion on the truth and 
fairness o f the financial statements as a whole.

Table 5.3 Specific audit objectives for cash

ASSERTION CATEGORY SPECIFIC AUDIT OBJECTIVE

Existence or occurrence The petty cash funds, undeposited receipts, cash at bank and any other items reported as cash exist at the 
balance sheet date.

Completeness Reported cash includes all petty cash funds, undeposited receipts, and other cash on hand. All items 
included in cash are unrestricted and the cash is available for operations. Required disclosures such as 
compensating balance agreements have been made.
Reported cash includes all bank account balances.

Cutoff Transactions and events either side of the end of the period have been properly recorded in the correct 
accounting period.

Rights and obligations All items included in cash are owned by the entity at the balance sheet date.
Accuracy, classification The items comprising cash have been correctly totalled.
and valuation Cash receipts and payments journals are mathematically correct and have been properly posted to the 

correct accounts in the general ledger.
Cash on hand has been correctly counted.
Bank account balances have been properly reconciled.



Audit risk and audit evidence

^  LEARNING CHECK____________________________________

• Management’s financial statement assertions are a useful starting point in developing specific audit 
objectives for each account balance, class o f transaction or disclosure.

• If any o f these assertions is a misrepresentation, the financial statements could be materially 
misstated.

• A misstatement o f the existence or occurrence assertion will result in the overstatement of financial 
statement components.

• A misstatement o f the completeness assertion will result in the understatement of financial statement 
components.

• A misstatement in the accuracy, classification or valuation assertion will occur if an applicable 
accounting standard is incorrectly applied, items are incorrectly computed or added, revenues or 
expenses are recorded in the wrong accounting period or estimates are unreasonable.

• A misstatement in the completeness assertion will occur if financial information is not presented in 
accordance with applicable accounting standards and regulatory requirements and if accompanying 
disclosures are inadequate.

Audit Evidence
Audit evidence is ‘the ultimate basis for audit opinion . . .  a means of justifying the “assertions” or 
hypotheses contained in financial statem ents. . .  and . . .  settles doubt concerning subject matter’; and 
evidential material is ‘the means by which auditors construct their evidence to support their opinion.’3 

Mautz and Sharaf4 said that the ‘ . .. composition (of audit evidence) depends on audit circum
stances’ and that ‘the auditor uses judgement to gather it and evaluate it’. Gray (1 9 9 1 )5 suggested that 
the nature o f the ‘judgement process’ should be further researched.

According to ISA 5 0 0 , ‘audit evidence’ is all the information used by the auditor in arriving at the 
conclusions on which the audit opinion is based. Audit evidence consists of:

• underlying accounting data; and
• all corroborating information available to the auditors.

Examples of each type of evidence in each category and the relationship o f the categories to ISA 500  
are shown in Table 5 .4 . In a computer information system (CIS) environment, the underlying account
ing data may be in electronic format and may or may not be printed out.

Both categories of evidence are normally required. Underlying accounting data are indispensable, 
for they provide the basis for the entity’s financial statements. However, it is imperative that the 
auditors obtain supportive or corroborative evidence of the reliability of the financial records. Much of 
this evidence is available within the entity but recourse to sources outside the entity (such as customers 
and independent experts) is also often necessary.
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Table 5 .4  Categories and types o f audit evidence

NATURE OF AUDIT EVIDENCE RELATIONSHIP TO AUDITING STANDARDS

Underlying accounting data '
•  Books of original entry
•  General and subsidiary ledgers
•  Related accounting manuals
•  Informal and memorandum records, such as worksheets, SUFFICIENT AND

computations and reconciliations , APPROPRIATE

Corroborating information
•  Documents such as cheques, invoices, contracts
•  Confirmations and other written representations
•  Information from inquiry, observations, inspection and physical examination
•  Other information obtained or developed by the auditors •

AUDIT EVIDENCE

The process of identifying specific sources of evidence to meet specific audit objectives for individual 
account balances is covered extensively in later chapters of the text. This chapter will establish a 
general framework for identifying the types of evidence and the financial statement assertions to which 
they relate.

ISA 500 audit evidence
ISA 500 states that: ‘The auditor should obtain sufficient appropriate audit evidence to be able to draw 
reasonable conclusions on which to base the audit opinion.’

The standard specifies that ‘sufficient’ (enough in quantity) ‘appropriate’ (relevant and reliable) 
audit evidence should be obtained to provide a ‘reasonable’ (rational) basis for an opinion. If sufficient 
appropriate evidence is not available, then the scope of the audit is restricted, which may prevent the 
auditors from giving an unmodified opinion. The audit evidence required to support an opinion is a 
matter for the auditors to determine in the exercise of professional judgement after a careful study of 
the circumstances of the specific audit engagement. Considerations that may influence the auditors’ 
judgement are discussed in the following sections.

Sufficiency o f  au dit evidence
Sufficiency relates to the quantity of audit evidence. Factors that may affect the auditor’s judgement of 
sufficiency include:

• materiality and risk
• economic factors
• the size and characteristics of the population.

Materiality and risk
In general, more evidence is needed for accounts that are material to the financial statements. Thus, in 
the audit of a manufacturing company, the quantity of evidence needed in support of the audit objectives 
for inventory will be greater than the quantity needed for the audit objectives for prepaid expenses.
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Similarly, more evidence is normally required for accounts that are likely to be misstated than for 
those that are not. Normally, for example, there is a higher risk of error in the valuation of inventory 
than in the valuation of land used as a factory site. The required degree of assurance (conversely, audit 
risk) has an impact on the sufficiency of evidence. The auditor is required to obtain evidence to reduce 
the level of audit risk to an acceptably low level.

Economic factors
Auditors work within economic limits that dictate that sufficient evidence must be obtained within a 
reasonable time and at a reasonable cost. Thus, auditors are frequently faced with a decision as to 
whether the additional time and cost will produce commensurate benefits in terms of both the quantity 
and quality of the evidence obtained. T o  verify the existence of inventory at each of an entity’s 
25 branches, for example, the auditors can visit each branch. A less costly alternative is to visit five 
of the branches and rely on the reports of the entity’s internal auditors for the other 20. The materiality 
of inventory, internal control and risk factors would have to be assessed by the auditor in order to 
justify the chosen strategy. ISA 500 states that the difficulty or expense involved is not in itself a valid 
basis for omitting an audit procedure for which there is no alternative.

Population size and characteristics
The size of a population refers to the number of items that comprise the total -  for example the number 
of credit sales transactions or the number of customer accounts in the sales ledger. The size of the 
accounting populations underlying many financial statement items makes sampling a practical neces
sity in gathering evidence. The nature of audit sampling will be explained in Chapter 8.

Appropriateness o f  au d it evidence
Appropriateness refers to the quality of audit evidence. For evidence to be appropriate, it must be 
relevant and reliable.

Relevance
Relevance means that evidence must relate to the auditor’s objective by reference to the assertion under 
test. The auditor may determine, for example, the existence of inventory through inspection, but must 
also perform tests of pricing of inventory to provide evidence for the valuation assertion.

Reliability
The reliability of evidence is influenced by factors such as the source and nature of the information, and 
its timeliness and objectivity. The importance of these factors is illustrated by the following examples.

Source an d  nature o f  the in form ation
Evidence may be oral or written and may be created by the auditors, obtained from sources outside of 
the entity or obtained from sources within the entity. ISA 500 recognizes the following presumptions 
about the effects of the source of the information on the reliability of audit evidence:

• Audit evidence from external sources is more reliable than that obtained from the entity’s records.
• Audit evidence obtained from the entity’s records is more reliable when the related internal control 

structure operates effectively.
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• Evidence obtained directly by the auditors is more reliable than evidence obtained by or from the 
entity.

• Evidence in the form of documents and written representations is more reliable than oral 
representations.

• Original documents are more reliable than photocopies or facsimiles.

Suppose that you, as an auditor, seek evidence concerning the amount of cash on hand and the 
amount owed by customer X . You conclude that the cash should be counted, but by whom -  you or 
the entity? If you count it, you have direct personal knowledge of the amount on hand; if the entity 
makes the count and gives you a report, you have indirect knowledge. Clearly, the former provides 
more reliable evidence. For the customer’s balance, you can examine evidence within the entity (such 
as the duplicate sales invoice) or ask the customer to confirm the balance owed. In this case, the latter 
is considered to be the more reliable evidence because the customer is a third party who is indepen
dent of the entity.

Timeliness
Timeliness relates to the date to which the evidence is applicable. The timeliness of the evidence is 
especially important in verifying current asset, current liability and related profit and loss balances. For 
these accounts, the auditors seek evidence that the entity has made a proper cut-off of cash, sales and 
purchase transactions at the balance sheet date. This task is facilitated when appropriate auditing 
procedures are applied at or near that date. Similarly, evidence obtained from physical counts at the 
balance sheet date provides better evidence of quantities on hand at that date than counts made at 
other times.

Objectivity
Evidence that is objective in nature is generally considered more reliable than evidence that is 
subjective. Evidence of the existence of tangible assets, for example, can be ascertained with a 
substantial degree of conclusiveness through physical inspection.

In contrast, evidence in support of management’s estimates of inventory obsolescence and of 
provisions for product warranties may be largely subjective. In such cases the auditors should:

• consider the expertise and integrity of the individual making the estimate and
• assess the appropriateness of the processes followed by the entity in arriving at the estimate.

Reasonable basis
ISA 500 states that in forming the audit opinion the auditor does not examine all the information 
available because conclusions ordinarily can be reached by using sampling approaches and other 
means of selecting items for testing. Also, the auditor ordinarily finds it necessary to rely on audit 
evidence that is persuasive rather than conclusive; however, to obtain reasonable assurance, the 
auditor is not satisfied with audit evidence that is less than persuasive.
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Professional judgement
Given that professional judgement is involved, different auditors will not always reach identical 
conclusions about the quantity and quality of evidence needed to reach an opinion on financial 
statements. However, several factors contribute to achieving a uniform application of the reasonable 
basis requirement.

ISAs contain many specific requirements about audit evidence and provide guidance about ways in 
which to meet these requirements. For example, ISA 501, Audit Evidence -  Additional Considerations 
for Specific Items, requires (amongst other things) that when inventory is material to the financial 
statements, the auditor should obtain sufficient appropriate audit evidence regarding its existence and 
condition by attendance at physical inventory counting unless impracticable.

Auditors are required to justify any departure from the requirements and must consider carefully 
the implications of noncompliance with ISAs.

The practice of auditing involves two counterbalancing forces. On the one hand, auditing firms are 
well aware that an inadequate basis for an opinion may result in lawsuits by those harmed by reliance 
on an inappropriate auditors’ report. On the other hand, competition tends to make each firm cost and 
fee conscious. Accordingly, the firm is restrained from obtaining an inordinately high degree of 
assurance in a specific engagement because other firms may be able to perform the audit at less cost.

Professional scepticism
Management is responsible for the financial statements and is also in a position to control much of the 
corroborating evidence and underlying accounting data that support those statements. Professional 
scepticism is about achieving an appropriate balance between distrusting management and placing 
complete trust in the integrity of management. In conducting the audit the auditors must be alert to any 
suspicious circumstances (such as indications of fraud) or other conditions (for example the company is 
intending to become listed on a stock exchange) that may require a greater degree of scepticism than 
would otherwise be appropriate.

Types of corroborating information
The auditing student should already be familiar with the basic components of underlying accounting 
data identified in Table 5.4 (journals, ledgers, worksheets, reconciliations and so forth). This section 
will identify and elaborate on each of the principal types of corroborating information and consider its 
nature, reliability and the categories of assertion to which it is most relevant.

Analytical evidence
Analytical evidence involves comparisons of current period entity data, such as total revenues or return 
on assets, with expected values. The normal expectation is that the values will be similar to prior period 
values. Alternatively, the auditors may expect current values to be related to budgeted amounts, 
industry data or specially developed values based on known changes in the period. The comparisons 
are then used to draw inferences about the truth and fairness of specific financial statement balances in 
terms of existence, completeness and valuation.

When several related financial variables all conform to expectations, the reliability of this type of 
evidence is enhanced. When recorded sales, cost of sales, gross profit margin and trade receivables and
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inventory turnover rates all conform to expectations, for example, the analytical evidence may be 
viewed as supporting the existence, completeness and valuation assertions for sales and cost of sales 
balances. The existence and effectiveness of controls influence the reliability of analytical evidence. 
When controls are effective, the auditors have greater confidence in the reliability of the information 
and therefore the results of analytical procedures.

C onfirm ations
Confirmations are direct written responses made by knowledgeable third parties to specific requests 
for factual information. Table 5.5 shows the items that are frequently confirmed.

Table 5.5 Frequently confirmed items and their sources

ITEM KNOWLEDGEABLE RESPONDENT

Cash in bank Bank
Accounts receivable Individual customers
Inventory stored in public warehouse Warehouse custodian
Accounts payable Individual suppliers
Debentures payable Trustee
Lease terms Lessor
Ordinary shares issued Registrar
Insurance coverage Insurance company

ISA 505, External Confirmations, provides guidance on the use of confirmations that are generally 
considered to have a high degree of reliability. It is normal practice for the auditors to obtain confirma
tion evidence for trade receivables whenever it is practical and reasonable to do so, and it is standard 
practice to obtain confirmations for bank balances. The use of confirmations in other applications 
depends on the relative cost and reliability of alternative forms of evidence that may be available to the 
auditors. However, the effort involved in preparing and sending confirmation requests and in analysing 
the responses can be quite time consuming, often making this a costly form of evidence.

This type of evidence may support any of the assertions, but it is primarily related to the existence 
or occurrence and cutoff assertions.

D ocum entary evidence
Documentary evidence includes documents relating to transactions such as invoices and requisitions, 
as well as such items as minutes of the board of directors, lease agreements and bank statements. 
Documents, which may be generated externally or internally, are usually contained in entity files and 
are available for the auditors’ inspection on request.

Examples of externally generated documents include customer order forms, suppliers’ 
invoices, tax assessments and bank statements. Externally generated documents are considered 
to be reliable because they originate from independent third parties. However, they may be 
altered by an employee at the entity before being shown to the auditors. This risk is particularly
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high if the auditor is offered a photocopy or facsimile. The reliability of externally generated 
documents can be enhanced when the auditor obtains copies directly from the external party. 
Thus, while the auditors normally examine the copy of the bank statements held by the entity, 
they may request the entity to have the bank send a statement as of a particular date directly to 
the auditor for use in verifying cash balances.

Examples of internally generated documents include sales order forms, sales invoices, purchase 
orders and goods received notes. Given that it is possible for entity employees to create internal 
documents to support fictitious transactions, the reliability of internally generated documents is 
enhanced when they bear evidence of having been circulated to external parties before being placed 
in the entity’s files. A delivery note prepared by the entity but signed by the customer to acknowledge 
receipt of the goods, for example, provides strong evidence that the transaction occurred. Similarly, a 
deposit slip receipted by the bank provides strong evidence that a deposit was actually made. In 
contrast, duplicate file copies of sales invoices and purchase requisitions that bear no evidence of 
external circulation may be less reliable. Figure 5.3 summarizes the effects of circulation on the 
reliability of documentary evidence.

MOST RELIABLE

I
I

Figure 5 .3  Effects of circulation on reliability of documentary evidence.

The physical characteristics of documents may also affect their reliability. Special papers, prenum
bered documents and machine-imprinted data, for example, make it more difficult to alrer documents 
or to create phoney documentation.

/
LEAST RELIABLE

Examples

Externally generated documents 
sent directly to the auditor

Externally generated documents 
held by the client

Internally generated documents 
that are circulated externally

internally generated documents 
that are not circulated externally

•  Cutoff bank statement
•  Confirmations

•  Supplier’s invoice
•  Bank statement

•  Receipted bank deposit slip
•  Receipted shipping document

• Duplicate sales invoice
• Purchase requisitions
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Documentary evidence is used extensively in auditing and may pertain to any of the categories of 
management assertion. There are two special classes of documentary evidence: (i) confirmations, 
which have already been discussed, and (ii) written representations, which will be discussed in the 
next section.

Written representations
Written representations are responses to inquiries by auditors by responsible and knowledgeable 
individuals. They may be differentiated from confirmations in two ways: (i) they may originate either 
from within the entity’s organization or from external sources, and (ii) they may contain subjective 
information or an individual’s opinion about a matter, rather than factual information.

ISA 580, Management Representations, requires auditors to obtain certain written representations 
from management. Commonly presented in the form of a letter, such representations are designed to 
document management’s replies to inquiries made by the auditors during the audit. These representa
tions may reveal information that is not shown in the accounting records, such as the existence of 
contingencies that may require investigation. The use of a management representation letter will be 
explained in Chapter 14.

During the course of an audit, the auditors may also request written representations from outside 
experts. The independent auditors are not expected to possess the expertise of a geologist in estimating 
the quantity of ore in a mine or of a lawyer in evaluating litigation pending against the entity. When 
such evidence is needed, ISA 620, Using the Work o f  an Expert, states that auditors may use the work 
of an expert (subject to compliance with the requirements of the standard). A relatively high degree of 
reliance may be placed on this type of evidence, especially when the response validates other informa
tion that has come to the auditors’ attention. Written representations may pertain to any of the 
assertions.

M athem atical evidence
Mathematical evidence results from recomputations by the auditors and a comparison of those results 
with entity computations. This may involve the results of: (i) routine tasks such as checking the 
additions of journals, ledgers and supporting schedules, and (ii) complicated recalculations such as 
reconciliations. Mathematical evidence generated by the auditors is reliable, has a relatively low cost 
and contributes to the basis for the auditors’ conclusions about valuation and accuracy assertions.

O ral evidence
During an audit, auditors will make frequent oral inquiries of officers and key employees of the entity. 
Oral evidence is rarely reliable by itself. Its primary value lies in directing the auditors to other sources 
of evidence, corroborating other types of evidence and disclosing matters that may merit further 
investigation and documentation.

When oral evidence plays a key role in an audit decision, the source, nature and date of the evidence 
should be documented in the working papers. When obtained from management, the auditors may 
request that such evidence be reaffirmed in writing in a management representation letter. Oral 
evidence may pertain to any of the categories of financial statement assertions.
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Physical evidence is obtained from physical inspection of tangible assets. For example, the auditors will 
acquire direct personal knowledge of the existence of undeposited cash receipts or inventories by 
inspecting them.

Physical evidence is also helpful in determining the quality (or condition) of an asset that may relate 
to the valuation assertion. In some cases, the auditors may not be qualified to determine quality, 
condition or value based on the physical evidence, so may engage an expert to examine the physical 
evidence. The auditors would then rely on the expert’s written representation, together with the 
physical evidence.

Electronic evidence
Electronic evidence is any information produced or maintained by electronic means that is used by 
auditors. ‘Electronic’ means the use of computers, scanners, sensors, magnetic media and other 
electronic devices associated with the creation, manipulation, transmission and reception of 
electronic data.

When transactions are conducted over computer networks, many traditional accounting docu
ments are eliminated. An entity’s computer may be used, for example, to: (i) determine when an 
inventory item needs to be reordered, (ii) generate and electronically transmit the order to a supplier’s 
computer, (iii) receive shipping and invoicing information directly from the supplier’s computer, and 
(iv) initiate the electronic transfer of funds from the entity’s bank account to the supplier’s bank 
account to pay for the order.

In such cases, the auditors must use the electronic evidence o f the transactions. The reliability of 
such evidence is a function of the controls over the creation, alteration and completeness of such 
data and the competence of the tools (audit software) that the auditors use to access the electronic 
evidence.

The impact of technology on other traditional forms of evidence also poses new opportunities and 
challenges, such as the faxing or e-mailing of confirmations. Again, the auditors must consider controls 
related to the origin, transmission and receipt of faxed information in assessing the reliability of the 
evidence.

Electronic evidence may substitute for several of the traditional types of evidence discussed 
previously and may pertain to any of the categories of assertions.

y  LEARNING CHECK___________________________________

• Audit evidence comprises underlying accounting data and corroborating information.

• Audit evidence needs to be sufficient and appropriate to provide a reasonable basis on which to form 
an opinion.

• Factors that affect the sufficiency of audit evidence are materiality and risk, economic factors and 
size and characteristics of the population.

Physical evidence
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• For evidence to be appropriate it must be relevant to the assertion under examination and from a 
suitably reliable source.

• The principal types of corroborating information consist of analytical evidence, confirmations, doc
umentary evidence, written representations and mathematical, oral, physical and electronic evidence.

Auditing Procedures
Auditing procedures are methods and techniques used by the auditors to gather and evaluate audit 
evidence. Each procedure has a particular advantage for obtaining evidence for an assertion. In 
selecting a procedure, auditors must take care to balance the potential effectiveness of the procedure 
in meeting specific objectives against the cost of performing the procedure. Some of these procedures 
are discussed below.

Types of auditing procedure
Auditing procedures include inspecting (assets and documents), observation, inquiry, confirmation, 
recalculation, reperformance and analytical procedures.

Inspection o f  assets
Inspecting tangible assets provides auditors with direct personal knowledge of the existence of tangible 
resources such as inventory and plant and machinery. This procedure primarily provides evidence as to 
existence but it also contributes to the valuation assertion where the physical condition of the assets 
suggests possible impairment. Counting cash and inventory are further examples relevant to the 
assertions of valuation and existence.

Inspection o f  docum ents
Inspecting documents involves careful scrutiny or detailed examination of documents and records. 
This procedure is used extensively in auditing.

Inspecting documents provides a means for evaluating documentary evidence. Inspection of 
documents permits the auditors to determine the precise terms of invoices, contracts and agreements. 
This enables auditors to ensure that transactions have been accurately recorded in the accounting 
records and, where appropriate, confirms rights or obligations arising as a result of the transactions. 
When performing this procedure it is important that auditors assess the authenticity of the documents 
as audit evidence and take care to detect the existence of alterations or questionable items. Inspecting 
documents is an important procedure in obtaining evidence pertaining to the accuracy and rights and 
obligations assertions.

Inspection may involve tracing (see below), vouching (see below) or scanning. The term ‘scanning’ 
is used to refer to a less careful scrutiny of documents and records.

Tracing
Tracing involves inspecting documents created when transactions were executed and determines that 
information from the documents was properly recorded in the accounting records. The direction of the
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testing is from the documents to the accounting records, thus retracing the original flow of the data 
through the accounting system. This procedure provides assurance that data from source documents 
were ultimately included in the accounts, so it is especially useful for detecting understatements in the 
accounting records. Thus, it is an important procedure in obtaining evidence pertaining to complete
ness assertions.

The effectiveness of tracing is enhanced when the entity uses serially prenumbered documents and 
the auditors combine this procedure with counting to verify the completeness of the numerical sequence.

Vouching
Vouching involves selecting entries in the accounting records and inspecting the documentation that 
served as the basis for the entries, so as to determine the propriety and validity of the recorded 
transactions. In vouching, the direction of the testing is opposite to that used in tracing.

Vouching is used extensively to detect overstatements in the accounting records. Thus, it is an 
important procedure in obtaining evidence pertaining to existence or occurrence assertions. Figure 5.4 
shows the principal differences between vouching and tracing.

DIRECTION OF TESTING ASSERTION

Vouching (test for overstatement) I Existence or
°  ' • occurrence

J  document Journal — JLedger

I
Tracing (test for understatement) Completeness

  -  [ /

Figure 5.4 Differences between vouching and tracing.

Observation
Observing involves watching or witnessing the performance of some activity or process. The activity 
may be the manner in which cash is safeguarded or the care taken by the entity in counting inventory. 
The subject matter of such observation is personnel, procedures and processes. From these observa
tions, the auditors obtain direct personal knowledge of the activities in the form of physical evidence. 
Observation of procedures provides highly reliable evidence as to their performance at a given time but 
not necessarily as to their performance at other times. For this reason auditors often perform observa
tion procedures on a surprise basis.

Inquiry
Inquiring involves either oral or written inquiry by the auditors. Such inquiries may be made internally 
to management or employees, as in the case of questions pertaining to the obsolescence of inventory
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items and the collectibility of trade receivables, or externally, as in inquiries to lawyers concerning the 
probable outcome of litigation. In performing this procedure the auditors must pay due regard to the 
competence of the person being questioned and to the manner in which the inquiries are put and 
the responses evaluated. Inquiry produces either oral evidence or evidence in the form of written 
representations.

Confirmation
Confirming is a form of inquiry that enables auditors to obtain information directly from an indepen
dent source outside the entity. Normally, the entity makes the request of the outside party in writing, 
but the auditors control the mailing of the inquiry. The request should ask the recipient to send the 
response directly to the auditors. This auditing procedure produces confirmation evidence.

Recalculation
Recalculation consists of checking the mathematical accuracy of documents or records. This includes 
checking calculations and reconciliations made by the entity on schedules and working papers 
supporting the financial statements such as the bank reconciliation and amounts computed for 
depreciation and accrued interest. Mathematical evidence is produced by this procedure.

Reperform ance
Reperformance involves the independent execution of the processing of selected transactions to deter
mine that the original processing conformed to prescribed control policies and procedures. The auditors 
may reperform, for example, the customer credit check for a sales transaction to determine that the 
customer did indeed have sufficient credit available when the transaction was processed.

Analytical procedures
Analytical procedures involve comparing recorded accounting data with historical information, 
budget expectations or external benchmarks. These procedures enable the auditors to assess the overall 
reasonableness of account balances and they produce analytical evidence. These procedures will be 
discussed in detail in Chapter 6.

Use o f  com puter-assisted au d it techniques
When the entity’s accounting records are maintained on electronic media, the auditors may use 
computer-assisted audit techniques in performing several of the procedures described in the preceding 
sections. The following are examples of how the auditors can use computer audit software:

• to perform the calculations and comparisons used in analytical procedures
• to select a sample of trade receivables for confirmation
• to scan a file to determine that all documents in a series have been accounted for
• to compare data elements in different files for agreement (such as the prices on sales invoices with a 

master file containing authorized prices)
• to reperform a variety of calculations, such as totalling the sales subsidiary ledger or inventory file.
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The relationships among auditing procedures, types of evidence 
and assertions

During the course of an audit, in meeting the numerous specific audit objectives derived from manage
ment’s financial statement assertions, the auditors will use all the auditing procedures and all the types 
of evidence described in this chapter. Some examples of the relationships among auditing procedures, 
types of evidence and assertions are depicted in Figure 5.5.

AUDITING PROCEDURE ILLUSTRATIVE APPLICATION ASSERTION TYPE OF AUDIT EVIDENCE

Observing

Inquiring

nhserve entity personnek o ^ 9 i ! ^ - -

Ask entity's solicitor about pending litigatic
All assertion categories for contingent liabilities

^ .jo n a g e m e r if about obsolete

Valuation of stock

Written
I representation

Confirming Confirm bank balances with bank

IReperforming

Existence rights and valuation of cash 

Recalculate accrued interest payable

I Confirmations

fAnalysing

Valuation of interest payable 

Compare actual sales with sales budget

I Mathematical

I Computer-assisted. 
techniques

Existence, completeness and valuation of sales 

Compare prices in invoice file with master price file

[Analytical

■ Electronic
Accuracy of sales

Figure 5.5 Relationships among auditing procedures, types of evidence and specific auditing objectives.
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Classification of auditing procedures
Auditing procedures are usually classified by purpose into the following three categories (ISA 500):

1. risk assessment procedures;
2. tests of controls;
3. substantive procedures.

Risk assessm ent procedures
ISA 315 requires the auditor to perform risk assessment procedures to provide a basis for the 
identification and assessment of risks of material misstatement at the financial statement and assertion 
levels. The audit procedures performed will include obtaining an understanding of the entity and its 
environment, including its internal control. Although risk assessment procedures by themselves do not 
provide sufficient appropriate audit evidence on which to base the audit opinion they provide a basis to 
make an ‘appropriate response’ to those risks in accordance with ISA 330. Essentially, this means that, 
based on the results of the risk assessment procedures, the auditor will plan the nature, timing and 
extent of further audit procedures.

These procedures will be explained in Chapter 6.

Tests o f  controls
Tests of controls are made to provide evidence about the effectiveness of the operation of internal 
controls. Assume, for example, that a control activity requires cash receipts to be deposited in the bank 
daily. The auditors can test the effectiveness of the control by observing actual deposits being made or 
by inspecting duplicate deposit slips. Tests of controls also include inquiry of employees as to their 
performance of control activities and reperformance of control activities by the auditors. The extent to 
which auditors perform tests of controls in a financial statement audit depends largely on the audit 
strategy adopted, which will be explained in Chapter 6. ISA 315 requires the auditor to carry out tests 
of controls in situations where substantive procedures, on their own, do not provide sufficient 
appropriate audit evidence.

Substantive procedures
Substantive procedures provide direct evidence as to the absence of material misstatement. Their 
design reflects the auditors’ assessment of the risk of misstatement at the assertion level after taking 
into consideration the results of tests of controls. This category of auditing procedure consists of:

• analytical procedures
• tests of details of transactions
• tests of details of balances
• tests of details of disclosures.

Analytical procedures involve the use of comparisons to assess reasonableness -  for example a 
comparison of an account balance with the prior year’s balance or a budgeted amount.
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Tests o f details of transactions involve examining support for the individual debits and credits 
posted to an account (for example vouching the debits in trade receivables to entries in the sales journal 
and supporting sales invoices). Similarly, tracing the details from source documents to journals and the 
affected ledger accounts constitutes a test of details of transactions.

Tests of details of balances involve examining support for the closing balance directly (for example 
confirming trade receivables directly with the customer).

These three types of substantive procedures are complementary. The extent to which each type is 
used on a given account balance will vary based on such factors as the cost effectiveness and nature of 
procedures performed on related account balances.

Tests of details of disclosure are usually performed at the final review stage.
Because of the inherent limitations in internal controls, auditing standards require that some 

substantive evidence be obtained for each material account balance.

D ual-purpose tests
An efficient audit often involves situations where a single audit process provides evidence as to both 
details of transactions and the effective operation of control activities. For example, inspection of 
authorized purchase invoices may provide evidence:

• as to the accurate recording of a purchase transaction
• that the control activity, requiring purchase invoices to be approved by an authorized officer, has 

been complied with.

Auditors must ensure that the nature and extent of such dual-purpose tests are applicable for both 
purposes. Auditors must also recognize that the results must be separately evaluated. For example, an 
invoice may be accurately recorded but not approved. In this case it provides substantive evidence that 
purchase transactions are accurately recorded but represents a control deviation in that control 
activities are not properly performed.

Evaluation of evidence obtained
Audit evidence is the information that the auditor has obtained for the purpose of arriving at the 
conclusions on which the audit report is based. To have a reasonable basis for an opinion on the 
financial statements, the auditors need a preponderance (a consensus or majority) of persuasive 
evidence for each financial statement assertion that is material. Evidence is cumulative and evidence 
obtained directly to support a particular assertion may indirectly provide evidence to support another. 
Evidence that is conflicting or inconsistent should be re-examined. When the auditors lack a reasonable 
basis for an opinion, they express an inability to issue an opinion (a ‘disclaimer of opinion’). When a 
reasonable basis for an opinion has been obtained, the auditors should issue either an unqualified, 
qualified (‘except for’) or adverse opinion, depending on the degree of correspondence of the assertions 
established by the evidence obtained with the concept of truth and fairness.

The process of obtaining and evaluating audit evidence and determining the effects on the auditors’ 
report is summarized in Figure 5.6.
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Obtain evidence 
through audit 
procedures

f Risk assessment 
procedures

I Evaluate for 
sufficiency and 
appropriateness

I Express disclaimer of . N0 [Reasonable YES I  Express unqualified,
opinion I  basis for opinion? |  excePt for or adverse

I  I  opinion as appropriate

Figure 5.6 Obtaining and evaluating audit evidence.

^  LEARNING CHECK__________________________________

• Audit procedures are the techniques used to obtain evidence.

• The common types of auditing procedure are as follows: inspection (of assets and documents), 
observation, inquiry, confirmation, recalculation, reperformance and analytical procedures. 
Computer-assisted audit techniques (CAATs) may be used in conjunction with these procedures.

• Auditing procedures can be classified by purpose into three categories: (i) risk assessment proce
dures; (ii) tests of control and (iii) substantive procedures.

• Risk assessment procedures are required in every financial statement audit in order to determine an 
appropriate response and plan the nature, timing and extent of further audit procedures to be 
performed.

• Tests of control are made to provide evidence about the effectiveness of the operation of internal 
control.

• Substantive procedures consist of analytical procedures, tests of details of transactions, tests of 
details of balances and tests of details of disclosures.

• Substantive procedures provide evidence as to the truth and fairness of management’s financial 
statement assertions.

Tests of control

Dual-
purpose

tests
Substantive procedures
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0  SUMMARY
Audit risk consists of three components. The inherent and control risk components are beyond the 
auditor’s control, and the auditors merely assess these risks. Detection risk is inversely related to the 
other components. The auditors keep audit risk to an appropriately low level by controlling detection 
risk. Audit risk may be expressed in either quantitative or nonquantitative terms and has an inverse 
effect on the amount of evidence needed.

Materiality is considered at both the financial statement and account balance levels, and may be 
expressed in either quantitative or nonquantitative financial statement terms. There is an inverse 
relationship between materiality levels and the level of evidence needed.

Auditors achieve their overall objective of providing an opinion on financial statements by 
collecting and evaluating evidence in relation to various specific audit objectives. These objectives 
are derived from the management assertions relating to transactions, account balances and disclosures 
that combine to make up the financial statements. The major categories of management assertions are: 
existence, occurrence, completeness, accuracy, cutoff, classification, rights and obligations, valuation 
and allocation and understandability.

In performing the audit, auditors exercise professional judgement in selecting from a variety of 
auditing procedures and types of evidence to meet the specific audit objectives. They also exercise 
judgement at the conclusion of the audit in evaluating whether sufficient appropriate evidence has been 
obtained to provide a reasonable basis for the opinion on the overall financial statements.

The application of considerations of risk, materiality and types of audit evidence in planning an 
audit engagement will be explained in Chapter 6. In Chapter 7 the process of assessing control risk will 
be described, while in Chapter 9 the use of audit evidence and procedures for obtaining evidence in the 
development of specific audit programmes will be examined.

0  NOTES
1 The risk that auditors could incorrectly express an opinion that the financial statements are 

materially misstated does not apply because, where the auditors suspect misstatement, more 
extensive procedures are applied which would lead to the correct conclusion being reached.

2 International Accounting Standards Committee (1989) Framework for the Preparation and 
Presentation o f  Financial Statements. IASB, London.

3 Lee, T . (1993) Corporate Audit Theory. Chapman &  Hall, London, p. 172.
4 Mautz, R.K. and Sharaf, H.A. (1961) The Philosophy o f  Auditing. American Accounting 

Association, Sarasota, FL, p. 74.
5 Gray, R. (1991) Evidence and judgement, in M. Sherer and S. Tinley (eds), Current Issues in 

Auditing, Paul Chapman, Publishing, pp. 131-143.
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^M ULTIPLE-CHO ICE QUESTIONS
Choose the best answ er fo r  each  o f  the follow ing. (Answers are on p. 641.)

5.1 Which of the following can be controlled by the auditor?
(a) Inherent risk.
(b) Detection risk.
(c) Control risk.
(d) Both detection and control risk.

5.2 If the auditor assesses control and inherent risks as low, what would you expect the auditor 
to do?
(a) Perform no substantive procedures.
(b) Perform no tests of control because of the low level of control risk.
(c) Perform a relatively small number of substantive procedures.
(d) Re-evaluate his or her acceptable level of audit risk.

5.3 Inherent risk would be considered to be high where:
(a) The company’s profit for the year is the same as last year.
(b) The chief accountant has been with the company for 15 years.
(c) The newly appointed finance director was previously the marketing manager.
(d) The company has decided to set up an internal audit department.

5.4 Which of the following statements best describes the audit approach to materiality?
(a) Materiality is a matter for professional judgement.
(b) Materiality is only relevant when planning the audit.
(c) Materiality relates to the relative size of items within the financial statements.
(d) Materiality is determined by reference to the professional standards.

5.5 In determining the level of planning materiality for an audit, what should not be considered?
(a) Prior years’ errors.
(b) Trends in the industry within which the company operates.
(c) The cost of the audit.
(d) The users of the financial statements.

5.6 Which of the following audit procedures is primarily intended to provide evidence as to 
completeness?

(a) Adding the accounts receivable aged trial balance.
(b) Searching for unmatched goods received notes.
(c) Confirming accounts receivable balances with customers.
(d) Reviewing the outstanding cheque listing.
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5.7 The auditor will check balances from suppliers’ statements to the purchase ledger 
in order to:
(a) Verify the existence of trade payables.
(b) Confirm that the recorded balances are obligations of the entity.
(c) Determine that the purchases were properly authorized.
(d) Ascertain the completeness of recorded trade payables.

5.8 Which of the following audit procedures is primarily intended to provide evidence as to 
existence?

(a) Comparing shipping documents to related sales invoices.
(b) Recalculating depreciation expense.
(c) Confirming recorded trade receivables with the customers.
(d) Comparing sales invoices with sales orders.

5.9 What does ‘sufficient appropriate’ audit evidence mean?
(a) The amount of audit evidence that can be obtained given the time budget on 

the task.
(b) Adequate evidence has been obtained in the auditor’s professional judgement.
(c) All material errors have been detected.
(d) A qualified audit report does not need to be issued.

5.10 In verifying the valuation of work completed by a construction company on a long-term 
building contract, which source of evidence would you consider as most reliable?
(a) An independent architect called in to supply a valuation but who has not otherwise been 

involved with the contract.
(b) An architect employed by the other party to the contract who has been involved 

throughout in liaising with the company.
(c) An architect employed by the company who has direct responsibility for building work 

on the contract.
(d) An independent but unqualified building surveyor.

0  DISCUSSION QUESTIONS
5.1 Because management usually addresses the inherent risks at the account balance and class of 

transactions level by implementing appropriate control activities, is it practicable for auditors 
to assess inherent risk at this level separately from control risk?

5.2 Most guidance provided to auditors on materiality addresses its quantitative aspect. Is there a 
risk that auditors could fail to detect misstatements that are small but qualitatively material?

5.3 One of the major weaknesses in audit practice is said to be the absence of any logical basis for 
determining the extent of testing materiality at the level of each account balance or transac
tion class. Explain why this is a problem.
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5.4 The occurrence assertion has two aspects. First, there is the issue of whether the recorded 
transaction actually occurred. Second, there is the issue of whether it is a transaction that may 
legitimately be recorded as a transaction of the entity. Discuss this distinction.

5.5 Professional scepticism is an important quality to be possessed by auditors in interpreting 
evidence. Explain what is meant by professional scepticism and suggest problems that might 
arise in achieving an appropriate level of scepticism.

5.6 In their theoretical examination of auditing, ‘The Philosophy of Auditing’, the authors, 
Mautz and Sharaf, distinguished within audit evidence between those assertions for which 
compelling evidence is available and those for which compelling evidence is not available. 
(They were using the term assertion in the context of types of corroborating information.) 
Discuss the validity of this distinction.

y  PROFESSIONAL APPLICATION QUESTIONS
(Suggested answ ers are on  pp. 656 -6 5 9 .)

5.1 Audit evidence
ISA 500, Audit Evidence, requires that ‘Auditors should obtain sufficient appropriate audit evidence to 
be able to draw reasonable conclusions on which to base the audit opinion.’ The explanatory material 
contained within ISA 500 identifies procedures for obtaining audit evidence. ISA 500 also offers 
guidance as to assessing the reliability of audit evidence.

Required
(a) Identify and describe the procedures for obtaining audit evidence.
(b) For each of the procedures, describe an audit test using that procedure to obtain evidence as to the 

balance of plant and machinery including the related balances of accumulated depreciation and 
charges to profit and loss.

(c) For each of the procedures, discuss considerations affecting your judgement as to the reliability of 
the evidence with particular reference to the test described in your answer to (b).

Source: Adapted from Question 3, Audit Framework, June 1999. Reproduced by permission of ACCA.

5.2 Audit objectives an d  evidence reliability
ISA 500, Audit Evidence, provides a framework for evaluating the role of evidence in forming an 
opinion. Among other matters it:

(a) describes the objectives of audit evidence as being either to test controls or provide substantive 
evidence. Tests of controls are further analysed into tests of design and tests of operations. 
Substantive procedures are classified as tests of details of transactions, tests of details of balances 
and analytical procedure;

(b) identifies financial statement assertions to which evidence relates; and
(c) discusses the reliability of different kinds of evidence.
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The following procedures appear in the trade payables audit programme for Gordon pic.

1. Select a sample of purchase transactions recorded in the purchase journal during the year and vouch 
them to suppliers’ invoices.

2. Observe the goods received clerk accepting delivery of goods.
3. Check the numerical continuity of a sequence of goods received notes and trace them to suppliers’ 

invoices and to the entry in the purchase journal.
4. Select a sample of purchase invoices and see that they have been initialled as being agreed to the 

goods received note and to the purchase order.
5. Consider the reasonableness of the relationship between the year-end trade payables balance and 

the total of credit purchases during the year.
6. Add the list of trade payables balances and agree the total to the control account in the general 

ledger.
7. Enquire into the procedures used to ensure the reliability of cutoff.

Required
For each procedure (2) to (7) inclusive:

(a) identify its principal objective;
(b) explain its objective in terms of the account balance or transaction class involved and the financial 

statement assertion to which the evidence principally relates;
(c) discuss the reliability of the evidence obtained.

For your guidance an answer to the first procedure would be:

TEST (a) OBJECTIVE (b) ASSERTION(S) (c) RELIABILITY

1 Substantive test of details of purchase To verify the occurrence of Suppliers’ invoices are reasonably
transactions. purchase transactions reliable being third party documents

by ensuring that each recorded providing the copy examined
purchase is supported by is the original and has not been
evidence of being invoiced by altered.
the supplier.

Source: Adapted from Question 2, Audit Framework, June 2001. Reproduced by permission of ACCA.
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CHAPTER 6

0 LEARNING OBJECTIVES
A fter studying this chapter you should b e  ab le  to:

1 identify the phases of a financial statement audit

2 state the steps involved in accepting an audit engagement

3 state the purpose and content of an engagement letter

4 explain the key aspects of audit planning

5 describe the procedures used in obtaining an understanding of the entity and assessing and 
responding to the risks of material misstatements

6 explain the role of analytical procedures in audit planning

7 differentiate between alternative audit strategies

8 explain the components of an audit plan

9 explain the purpose and function of audit documentation

10 apply the essential techniques of good working-paper preparation.

0 PROFESSIONAL STATEMENTS
ISA 210 Terms o f  Audit Engagements
ISA 220 Quality Control for Audits o f  Historical Financial Information
ISA 230 (Redrafted) Audit Documentation
ISA 300 (Redrafted) Planning an Audit o f  Financial Statements
ISA 315 (Redrafted) Identifying and Assessing the Risks o f  Material Misstatement

through Understanding the Entity and its Environment 
ISA 330 (Redrafted) The Auditor’s Responses to Assessed Risks
ISA 520 Analytical Procedures
ISA 550 Related Parties
ISQC 1 Quality Control for Firms that Perform Audits and Reviews o f  Historical

Financial Information, and Other Assurance and Related Services Engagements

Chapter 5 described the factors determining the general approach to an audit and the concepts 
involved including the assessment of the risks, the concept of materiality, the identification of the 
objectives of the audit and the types of evidence available. This chapter will explain the application of 
these matters to a specific audit engagement. First, the steps involved in completing the initial phase of 
an audit will be discussed -  accepting the engagement. Second, the important features of the planning 
phase of the audit are examined. Third, the process of obtaining an understanding of the entity’s 
business and industry and assessing the risks of material misstatement for the purpose of responding
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appropriately in designing further audit procedures. Fourth, the considerations in developing the audit 
strategy are identified and alternative approaches dependent on internal control assessment are 
explained. Finally, the importance of documenting all phases of the audit will be explained, giving 
guidance as to how to set about preparing working papers and accumulating them into audit files.

It is common practice to refer to the business which is the subject of the audit as the ‘entity’. This 
reflects the fact that the auditors’ duty of care, in a financial statement audit, is to the shareholders or 
other owners of the business, not to the business or its management. This chapter will also use the term 
‘client’ in connection with the engagement because it reflects the contractual relationship between the 
auditors and the entity subject to audit. The distinction may appear sometimes confusing, especially 
given that the term ‘client’ is still widely used to refer to the management and directors. The current 
view, however, is that use of the term ‘client’ to refer to management and directors may lead auditors to 
overlook the fact that their ultimate responsibility is to the shareholders. For other assurance engage
ments it is also important that the auditors or reporting accountants are clear as to which party or parties 
a duty of care is owed. To avoid confusion you should also be aware that the term ‘firm’, in auditing, 
refers to the audit firm and should not be confused with the entity that is the subject of the audit.

The procedures that will be described in this chapter apply principally to the acceptance and 
planning of a financial statement audit engagement that results in the issue of an auditors’ report 
meeting the requirements of the Companies Act. Similar requirements apply to the acceptance and 
planning of other assurance engagements, subject to the specific nature of the proposed service.

Accepting the Audit Engagement
The following four phases of an audit can be summarized as follows:

• accepting the audit engagement
• planning
• performing audit procedures
• reporting the findings.

In each phase, the auditors should be mindful of the environment in which audits are performed, as 
described in the preceding chapters. Environmental factors include the impact of regulation, the 
public’s expectations, exposure to litigation and the need to comply with professional standards.

The initial phase of a financial statement audit involves a decision to accept (or decline) the 
opportunity to become the auditors for a new client or to continue as auditors for an existing client. In 
most cases, the decision to accept (or decline) is made several months before the client’s financial year end.

Auditors are not obliged to perform a financial statement audit for any entity that requests it. In 
accepting an engagement auditors take on professional responsibilities to the public, the client and 
other members of the public accounting profession. The client’s best interests must be served with 
competence and professional concern. In relation to other members of the profession, auditors have a 
responsibility to enhance the stature of the profession and its ability to serve the public. Auditors 
wishing to avoid legal liability would not associate with clients that pose a high risk of litigation. Thus 
a decision to accept a new client or continue a relationship with an existing client should not be taken
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The decision to accept or continue an audit engagement depends on the client evaluation and 
ethical considerations as follows:

Client evaluation involves:

• assessing the integrity of the principal owners, management and those charged with governance of 
the entity

• considering the engagement economics and the nature of the engagement relationship
• communicating with the existing or previous auditor
• identifying significant risks associated with accepting the client or the engagement.

Ethical considerations involve:

• ensuring that the firm is professionally qualified to act (including compliance with legal, indepen
dence and other ethical requirements)

• the adequacy of the firm’s resources and competences
• the firm’s ability to meet the reporting deadline
• conflicts, if any, with existing clients
• any proposed use of the work of other auditors.

If the audit firm is of the opinion that the audit can be completed in accordance with professional 
standards, then the firm prepares an engagement letter to confirm the respective responsibilities of the 
audit firm and those of the client.

Client evaluation
Client evaluation is an important element of quality control. ISQC 1, Quality Control for  Firms that 
Perform Audits and Reviews o f  Historical Financial Information, and Other Assurance and Related 
Services Engagements, states that the firm should establish policies and procedures for the acceptance 
and continuance of client relationships and specific engagements, designed to provide it with reason
able assurance that it will only undertake or continue relationships and engagements where it:

• has considered the integrity of the client and does not have information that would lead it to 
conclude that the client lacks integrity

• is competent to perform the engagement and has the capabilities, time and resources to do so
• can comply with ethical requirements.

Evaluating the integrity o f  management
In undertaking a client evaluation auditors seek reasonable assurance that an entity’s management can 
be trusted. When management lacks integrity there is a greater likelihood that material errors and 
irregularities may occur in the accounting process from which the financial statements are prepared. 
For a new client, prospective auditors should make inquiries of the predecessor auditors and of third 
parties. For an existing client, the auditors should consider previous experience with the client’s 
management.



Making inquiries of third parties
Auditors may obtain information about a client management’s integrity from knowledgeable persons 
in the community such as the prospective client’s bankers, legal advisers, investment banker and others 
in the financial or business community who may have such knowledge. Other potential sources of 
information include news items in the financial press on changes in senior management.

Reviewing previous experience with existing clients
Before making a decision to continue an engagement with an existing audit client the auditors should 
carefully consider prior experiences with the entity’s management such as the discovery of any material 
errors or irregularities and illegal acts in prior audits. During an audit, the auditors make inquiries of 
management about such matters as the existence of contingencies, the completeness of all minutes 
of board of directors’ meetings and compliance with regulatory requirements. The truthfulness of 
management’s responses to such inquiries in prior audits should be carefully considered in the evalua
tion of the integrity of management.

The evaluation of existing clients should be undertaken:

• as part of the risk assessment process prior to commencement of the audit
• on the occurrence of a significant change since the first evaluation (for example a change in 

management or the nature of the client’s business)
• on becoming aware of the existence of conditions that would lead the auditors to reject a client had 

they existed at the time of the initial acceptance of audit engagement.

Engagement economics and client relationship
The expected fees based on preliminary knowledge of the client (taking into account, for example, 
audit risk, and the nature, scale of the client entity and including such matters as client coopera
tion) should be realistic (from both the firm’s and the client’s point of view) in terms of the 
resources to be used in undertaking the engagement and the cost involved. Similarly, the 
client-firm relationship will ideally be for the long term such that a mutually beneficial relation
ship is created and enhanced by better knowledge of the business acquired over the years. Also, 
firms are often aware of the impact of their own image by ‘association’ with that of their clients 
and should have due regard to this when deciding whether or not to accept new, or continue to act 
for, client entities.

Communicating with existing auditors
Knowledge acquired by the existing auditors of a client’s management is essential information. The 
IFAC Code of Ethics for Professional Accountants (as well as the ethical codes of the IFAC 
professional member bodies such as the ICAEW  and ACCA) requires prospective auditors to 
communicate with the existing auditors. The communication should be made with the client’s 
permission and the client should be requested to authorize the existing auditors to respond fully to 
the inquiries. Authorization is required because the ethical codes prohibit auditors from disclosing 
confidential information obtained in an audit without the client’s permission. If the client refuses to 
permit the existing auditors to disclose information the prospective auditors should not accept 
appointment.

Accepting the engagement and planning the audit
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In the communication, the prospective auditors should make specific and reasonable inquiries 
regarding matters that may affect the decision to accept an engagement. Inquiries should address 
questions such as the integrity of management, disagreements with management about accounting 
policies and audit procedures and the existing auditors’ understanding of the reasons for the change of 
auditors.

The existing auditors are expected to respond promptly and fully, assuming the client gives 
consent. If the existing auditors do not respond it may be assumed there are no matters to be 
communicated. On occasions the existing auditors may prefer to communicate orally such as where 
they have unconfirmed suspicions of unlawful acts by the client. Whatever the reply, it is for the 
prospective auditors to decide whether to accept the appointment.

The previous auditors’ working paper files are a valuable source of information about a new client. 
The new auditors may, therefore, ask to review these files. The previous auditors are under no 
obligation to consent to such a review, but many firms will consent to a supervised review, given the 
client’s permission. An example of an initial communication is shown in Figure 6.1.

To: Outgoing and Co.
Registered Auditors

Date
Dear Sirs
Re: Your Old Client Company Limited

We have been asked by the directors of the above company to give permission for our name to go forward for
nomination as auditors and we shall be grateful if you will please inform us of any professional reasons why we should
not accept nomination.

Yours faithfully
New Auditors and Co.
Registered Auditors

Figure 6.1 Example of an initial communication.

Identifying special circumstances and unusual risks
This step in accepting an engagement includes identifying the intended users of the audited financial 
statements, making a preliminary assessment of the prospective client’s legal and financial stability and 
evaluating the entity’s auditability.

Identifying intended users of the audited financial statements
In Chapter 4 it was noted that the auditors’ legal responsibilities in an audit may vary based on the 
intended users of the financial statements. Thus, the auditors should consider (i) the prospective client’s 
status as a private or public company, (ii) any named beneficiaries or foreseen or foreseeable third 
parties to whom the potential for liability exists under common law and (iii) what, if any, statutes apply 
in the circumstances. The auditors should also consider whether general-purpose financial statements 
will meet the needs of all intended users or whether any special reports will be required. Added 
reporting requirements may mean additional competency requirements, add to audit costs and 
broaden the auditors’ legal liability exposure.



For assurance engagements, other than a financial statement audit, it may be necessary to restrict 
the report to specific identified users.

Assessing a prospective client’s legal and financial stability
If an entity experiences legal difficulties, and if plaintiffs can find any pretext for claiming reliance on 
the financial statements, then such litigation will probably also involve the auditors, who are often 
thought to have ‘deep pockets’. Thus, auditors may incur the financial and other costs of defending 
themselves, no matter how professionally they performed their services.

For this reason, auditors should attempt to identify and reject prospective clients that pose a high 
risk of litigation. These may include entities whose operations or principal products are the subjects of 
either material lawsuits or investigations by authorities, the outcome of which could adversely affect 
the viability of the business. Clients to reject may also include entities already known to be experien
cing financial instability, such as an inability to meet debt payments or to raise needed capital. Auditors 
can identify such matters by inquiring of management, reviewing credit agency reports and analysing 
previously issued audited or unaudited financial statements and, if applicable, previous annual returns 
with regulatory agencies.

Evaluating the entity’s auditability
Before accepting an engagement, the auditors should evaluate whether other conditions exist that raise 
questions as to the prospective client’s auditability. Such conditions may include the absence or poor 
condition of important accounting records; management’s disregard of its responsibility to maintain 
other elements of adequate internal control; or restrictions imposed by the prospective client on the 
conduct o f the audit. In such cases, the auditors should decline the engagement or make clear to the 
client the possible effects of such conditions on the auditors’ report.

Ethical considerations
In conducting an audit, the auditors should comply with professional ethical requirements and with 
ISAs, legislation and regulation and, where appropriate, the terms of the audit engagement.

Evaluating independence
As discussed in Chapter 3 ethical codes require that professional accountants in public practice must 
both be and be seen to be free of any interest that is incompatible with objectivity when undertaking 
assurance engagements. ISAs and national legislation (for example the Companies Act 2006) reiterate 
this requirement.

Thus, before accepting a new audit client, an audit firm must evaluate whether there are any 
circumstances that would compromise its independence with respect to the client. These are often referred 
to as ‘independence checks’. One procedure is to circulate the name of a prospective client to all 
professional staff to identify any prohibited financial or business relationships. If it is concluded that the 
independence requirements are not met, steps should be taken to eliminate the cause; for example to sell 
the shares. If such steps are not taken the engagement should be declined. Consideration must also be 
given to whether the expected level of fees might affect actual or perceived independence. In addition, the 
firm should determine that acceptance of the client engagement would not result in any conflict of interest 
with other clients.

Accepting the engagement and planning the audit
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For a continuing audit, a professional independence questionnaire may be completed annually for 
all audit clients to ensure that the firm’s quality control policies and procedures on independence 
continue to be complied with. Some firms require the engagement partner to provide a written 
representation to this effect. If the firm is unable to meet the independence criteria or perform the 
audit properly, the engagement partner may propose some action that would enable the firm to meet 
the ethical criteria. Consultation with a second partner is then necessary. The results of independence 
checks and the reasons justifying acceptance/nonacceptance should be documented (usually on the 
firm’s standardized ‘client acceptance form’).

Assessing competence to perform the audit
The audit firm should ensure that it has sufficient personnel with the competencies and commitment to 
ethical principles necessary to perform the engagement in accordance with professional standards. The 
firm will rely on its human resources policies (such as on hiring, continuing professional development 
and advancement) to ensure compliance with the above policy.

For a prospective client, the firm will have to identify an engagement team that will match the 
staffing needs of the engagement. The typical engagement team consists of:

• an engagement partner, who has both overall and final responsibility for the engagement
• an audit manager, who coordinates and supervises the execution of the audit programme
• one or more seniors, who may oversee the conduct of the audit with specific responsibility for work 

in complex areas
• staff assistants, who perform many of the required procedures under the supervision of the seniors. 

The engagement team must possess the following competencies:

• understanding and practical experience of similar engagements through appropriate training and 
participation;

• understanding of professional standards and applicable regulatory and legal requirements;
• knowledge of auditing, accounting, tax and information technology at the appropriate level;
• knowledge of specific industries;
• ability to apply professional judgement;
• understanding of the firm’s quality control policies and procedures. (ISQC 1 and ISA 220)

The team may also need the assistance and guidance of experts, such as computer audit specialists. If the audit 
firm does not have the required skills, it may engage external consultants to provide the necessary expertise. 
Auditors are not expected to have the expertise of a person trained for, or qualified to engage in, the practice 
of another profession or occupation. ISA 620, Using the Work o f  an Expert, recognizes that the auditors may 
use the work of experts to obtain sufficient appropriate audit evidence. Examples are the use of:

• appraisers to provide evidence about the valuation of assets such as property, works of art and 
precious stones

• geologists and engineers to determine the quantities of mineral and petroleum reserves and remain
ing useful life of plant and equipment
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• actuaries to determine amounts used in accounting for a pension plan
• lawyers to assess the probable outcome of pending litigation, interpretations of agreements, statutes 

and regulations
• computer specialists to assist in evaluating database management systems.

Before using an expert, the auditors are required to be satisfied as to the professional qualifications, 
competence, reputation and objectivity of the expert. The auditors should consider, for example, 
whether the expert has appropriate professional qualifications, relevant experience in the matters in 
question, adequate standing within the profession and any relationship with the client that may impair 
his or her objectivity. ED ISA 620, (Revised and Redrafted) Using the Work o f  an Auditor’s Expert, 
makes clear the distinction between the use of the auditor’s ‘external experts’ (who are independent 
and engaged by the auditor for specific purposes) and those who are part of the audit team or 
management.

Determining ability to meet the reporting deadline
The audit engagement team must be available to perform the proposed engagement during the relevant 
period. Consequently, audit work is scheduled. The detailed schedule for completing an engagement 
may not be finalized until several steps in the audit planning phase have been completed. Nonetheless, 
the probable impact of accepting a new client on the firm’s overall work schedule must be considered 
prior to accepting the engagement. A limiting factor for many audit firms is the requirement to be 
present with many clients at, or close to, their financial year end to observe inventory counting, count 
cash and so forth.

Preliminary work on a time budget for the audit is often done as part of the scheduling 
considerations. The development of a time budget involves estimating the hours expected to be 
required at each staff level (partner, manager, senior and so forth) for each part of the audit. These 
time estimates may then be multiplied by the charge-out rates for each staff level to arrive at an 
estimate of total costs for the engagement. The audit firm may use these estimates as the basis for 
discussions with the prospective client about fee arrangements. Although some audits are carried 
out on a fixed-fee basis, the use of daily charge-out rates plus expenses is the more typical 
arrangement.

If the engagement is accepted and the appointment is properly confirmed then details of the time 
budget and scheduling of the audit will be further developed as additional steps in the planning phase 
are performed. Then, as work on each area of the audit progresses, the audit firm can monitor actual 
hours and compare them with the budget to help to control overall audit costs.

The use of client personnel can also have an impact on staffing and scheduling and, thus, on 
audit cost. The work of internal auditors in obtaining an understanding of the internal control 
structure and in performing tests of control and substantive procedures may (subject to evaluation 
of the effectiveness of internal audit) reduce the extent of independent audit work in certain areas. 
Other client personnel can be used to perform tasks such as preparing schedules of insurance 
policies in force, notes receivable and noncurrent asset additions and disposals. T o  demonstrate 
that the audit was undertaken with due care, the auditors must plan to review and test all such 
work.
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Procedures after accepting nomination and preparing an engagement letter
Once the appointment has been accepted the following procedures should be carried out:

1. ensure that the outgoing auditor’s removal or resignation has been properly conducted in accor
dance with national regulations

2. ensure the new appointm ent is properly conducted in accordance with national regulations
3. prepare and send out an engagement letter to the directors.

The form and content of the engagement letter may vary for different clients but should generally 
include the following:

• a reminder o f managem ent’s responsibilities in connection with the preparation o f the financial 
statements and providing the auditors with unrestricted access to the accounting records and other 
related inform ation;

• the objective or purpose o f the audit;
• reference to  professional standards (for exam ple ISAs) to  which the auditors will adhere (and, if 

applicable, to national legislation such as the Com panies Act or any other regulations);
• an explanation o f the nature and scope o f the audit and the auditor’s responsibilities;
• a statement o f the fact that because o f the test nature and other inherent lim itations o f an audit (and 

inherent lim itations o f any accounting and internal control systems) there is an unavoidable risk that 
materia] misstatements may not be detected by the audit;

• a statement to the effect that weaknesses in the entity’s accounting system identified in the course of 
the audit will be brought to  m anagem ent’s attention but may not be provided to third parties;

• an indication that management will be asked to provide certain written representations to  the auditors;
• a requirement to sight all other disclosures to be issued with the financial statem ents;
• a statem ent that management are responsible for safeguarding the entity’s assets and that the audit 

should not be relied on for detecting all m aterial misstatements;
• a description of any other services provided by the auditors (this may be included in a separate letter);
• the basis on which fees will be computed and any billing arrangem ents;
• legal jurisdiction under which the contractual arrangements are made;
• com plaints procedure in the event o f client dissatisfaction;
• a request for the client to confirm  the terms of the engagement by signing and returning a copy o f the 

letter to the auditors.

T o eliminate the need to prepare a new letter each year, the letter normally includes a statement that it 
continues in force until replaced. ISA 2 1 0  requires that a new letter is drawn up on the occurrence of events 
such as a change in management, ownership, nature and/or size of the entity’s business or legal requirements.

Auditors appointed in accordance with the provisions o f national companies legislation (such as the 
Companies Act 2 0 0 6  in the United Kingdom) must fulfil their statutory responsibilities. However, they 
may assume additional responsibilities if agreed by both parties. When auditors are appointed by an entity' 
not incorporated under the companies legislation -  for example, a partnership or a tertiary education 
institution -  it is even more important to confirm the nature of duties and responsibilities through an 
engagement letter.

An engagement letter constitutes a legal contract between the auditors and the client. By clearly 
stating the nature of services to  be performed and the responsibilities of the auditors such letters may
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help the auditors to  avoid becom ing involved in litigation. The letter in Figure 6 .2  is for use as a guide, 
in conjunction with the considerations outlined in ISA 2 1 0 , Term s o f  A udit Engagem ents , and will 
need to be varied according to  individual requirem ents and circum stances.

Example of an Engagement Letter

The following is an example of an engagement letter fo r an audit of general purpose financial statements prepared in accordance with 
International Financial Reporting Standards. This letter is to be used as a guide in conjunction with the considerations outlined in this ISA 
and will need to be varied according to individual requirements and circumstances.

To the Board of Directors or the appropriate representative of senior management:
You have requested that we audit the financial statements o f . . whi ch comprise the balance sheet as a t . . and the income 
statement, statement of changes in equity and cash flow  statement fo r the year then ended, and a summary of significant accounting 
policies and other explanatory notes. We are pleased to confirm  our acceptance and our understanding of th is engagement by means 
of this letter. Our audit w ill be conducted with the objective of our expressing an opinion on the financial statements.
We will conduct our audit in accordance with International Standards on Auditing. Those Standards require that we comply with ethical 
requirements and plan and perform the audit to obtain reasonable assurance whether the financial statements are free from material 
misstatement. An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the financial 
statements. The procedures selected depend on the auditor’s judgment, including the assessment of the risks of material misstatement of 
the financial statements, whether due to fraud or error. An audit also includes evaluating the appropriateness of accounting policies used and 
the reasonableness of accounting estimates made by management, as well as evaluating the overall presentation of the financial statements. 
Because of the test nature and other inherent lim itations of an audit, together with the inherent lim itations of any accounting and 
internal control system, there is an unavoidable risk that even some material misstatements may remain undiscovered.
In making our risk assessments, we consider internal control relevant to the entity’s preparation of the financial statements in order to 
design audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness 
of the entity’s internal control. However, we expect to provide you with a separate letter concerning any material weaknesses in the design 
or implementation of internal control over financial reporting that come to our attention during the audit of the financial statements.
We remind you that the responsibility for the preparation of financial statements that present fairly the financial position, financial 
performance and cash flows of the company in accordance with International Financial Reporting Standards is that of the management 
of the company. Our auditors' report will explain that management is responsible fo r the preparation and the fair presentation of the 
financial statements in accordance with the applicable financial reporting framework and this responsibility includes:

•  designing, implementing and maintaining internal control relevant to the preparation of financial statements that are free from 
misstatement, whether due to fraud or error

•  selecting and applying appropriate accounting policies and

•  making accounting estimates that are appropriate in the circumstances.

As part of our audit process, we will request from management written confirmation concerning representations made to us in 
connection with the audit.
We look forward to fu ll cooperation from your staff and we trust that they will make available to us whatever records, documentation 
and other information are requested in connection with our audit.
[Insert additional information here regarding fee arrangements and billings, as appropriate.]
Please sign and return the attached copy ot th is letter to indicate that it is in accordance with your understanding of the arrangements 
for our audit of the financial statements.

XYZ&C o.
Acknowledged on behalf of ABC Company by 
(signed)

Name and Title 
Date

Figure 6.2 A uditors’ engagement letter as per ISA 2 10 .

Source-. Copyright ©  International Federation of Accountants (IFAC). All rights reserved. Used with permission of IFAC. Auditor’s engagement 
letteras per ISA 210.
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f  LEARNING CHECK___________________________________

• The four phases of an audit can be summarized as: (i) accepting the audit engagement, (ii) planning 
the audit, (iii) performing audit procedures and (iv) reporting the findings.

• The decision to accept an audit engagement is dependent upon client evaluation and ethical 
considerations.

• Client evaluation involves a consideration of the integrity of management and identification of any 
special circumstances, unusual risks associated with the entity in addition to commercial and other 
considerations made by the firm.

• In evaluating the integrity of management, information is usually sought from the existing auditors 
and inquiries are made of third parties. For continuing clients, the auditors consider prior experience 
with the entity’s management.

• An assessment of special circumstances and unusual risks of a prospective client is made by 
identifying intended users of the audited financial statements, making a preliminary assessment of 
the client’s legal and financial stability, and evaluating the entity’s auditability.

• Ethical considerations relate to the firm’s ability to meet the independence criteria and to complete 
the audit competently within the available time period.

• Determining competency generally involves ensuring that the firm has adequate resources in terms 
of available staff with appropriate technical competencies, qualifications and experience and con
sidering the need to seek assistance from external experts.

• The engagement letter specifies the separate responsibilities of management and auditors for the 
issue of audited financial statements.

Audit Planning and Risk Assessment 
Audit planning
Having accepted the appointment the second phase of the audit requires the development of a plan for the 
conduct and scope of the audit. Planning is crucial to a successful audit engagement because it enables 
auditors to properly meet their professional responsibilities and according to ISA 300, (Redrafted), Planning 
‘the objective of the auditor is to plan the audit so that it will be performed in an effective manner’.

Some preplanning would have been accomplished in the process of carrying out client evaluation and 
acceptance procedures. However, more detailed planning is required for an effective and efficient audit.

Planning an audit involves:

• establishing the overall audit strategy -  the general approach to the engagement that determines the 
expected scope and performance from which the detailed audit plan is developed; and

• developing an audit plan -  this includes the specific audit procedures (risk assessment and further 
procedures) to be carried out (for example, in terms of their nature, extent and timing) to enable the 
auditor to reach conclusions and ultimately form an audit opinion.
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Adequate planning benefits the audit of financial statements in several ways, including the
following:

• helping the auditor to devote appropriate attention to important areas of the audit;
• helping the auditor identify and resolve potential problems on a timely basis;
• helping the auditor properly organize and manage the audit engagement so that it is performed in an 

effective and efficient manner;
• assisting in the selection of engagement team members with appropriate levels of capabil

ities and competence to respond to anticipated risks, and the proper assignment of work to 
them;

• facilitating the direction and supervision of engagement team members and the review of their work;
• assisting, where applicable, in coordination of work done by auditors o f components and 

experts.

The nature and extent of planning activities will vary according to the size and complexity of the entity,
the key engagement team members’ previous experience with the entity and changes in circumstances
that occur during the audit engagement.

The audit strategy
ISA 300 (Redrafted) states that ‘the auditor shall establish an overall audit strategy that sets the scope,
timing and direction of the audit, and that guides the development of the audit plan.’

This requires consideration of:

(a) The characteristics of the engagement that define its scope; for example the financial reporting 
framework, industry specific requirements, locations to be visited, use of internal audit, impact of 
IT, group issues, and so forth.

(b) The reporting objectives of the engagement to plan the timing of the audit and the nature of the 
communications required; for example the entity’s reporting timetable, meetings and other com
munications with management and those charged with governance, component auditors, engage
ment team members and third parties.

(c) Significant factors, the results of preliminary engagement activities and, where applicable, 
whether knowledge gained on other engagements performed by the engagement partner for 
the entity is relevant; materiality levels, high risk matters, maintenance of professional scepti
cism in gathering and evaluating audit evidence, results of previous audits, the provision of 
other services, evidence of management’s commitment to the design, implementation and 
maintenance of sound internal control, volume of transactions, the importance of internal 
control, significant business and industry and any other developments and changes affecting 
the entity.

(d) The nature, timing and extent of resources necessary to perform the engagement. This involves 
selecting an engagement team with appropriate mix and range of skills and experience having 
regard to matters considered above as well as engagement budgeting.
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The audit plan
ISA 300 requires that the auditor develops an audit plan that includes a description of:

(a) the nature, timing and extent of planned risk assessment procedures;
(b) the nature, timing and extent of planned further audit procedures at the assertion level;
(c) other planned audit procedures that are required to be carried out so that the engagement complies 

with ISAs.

The overall audit strategy and the audit plan must be updated and changed as necessary during the 
course of the audit. They must also be documented in the working papers. M ost firms have standar
dized planning documentation.

ISA 300 states that it is important to appreciate that planning is not a discrete phase of an audit but 
rather a continual and iterative process that often begins shortly after (or in connection with) the 
completion of the previous audit and continues until the completion of the current audit engagement. 
Planning, however, includes consideration of the timing of certain activities and audit procedures that 
need to be completed prior to the performance of further audit procedures. For example, planning 
includes the need to consider, prior to the auditor’s identification and assessment of the risks of 
material misstatement, such matters as:

• the analytical procedures to be applied as risk assessment procedures
• obtaining a general understanding of the legal and regulatory framework applicable to the entity and 

how the entity is complying with that framework
• the determination of materiality (as discussed in Chapter 5)
• the involvement of experts (as discussed in Chapter 5)
• the performance of other risk assessment procedures.

ISA 300 requires that the engagement partner and other key members of the engagement team are 
involved in planning the audit, including planning and participating in the discussion among engage
ment team members.

Planning starts with obtaining an understanding of the entity’s business and industry and its 
internal control. ISA 315 (Redrafted), Identifying and Assessing the Risks o f  Material Misstatement 
Through Understanding the Entity and Its Environment, requires auditors to:

id e n tify  a n d  a sse ss  th e  r is k s  o f  m a te r ia l  m is s ta te m e n t , w h e th e r  d u e to  fra u d  o r  e r r o r ,  a t  th e  f in a n c ia l  s ta te m e n t 
a n d  a s s e r t io n  le v e ls , th ro u g h  u n d e rs ta n d in g  th e  e n t ity  a n d  its  e n v iro n m e n t , in c lu d in g  th e  e n t ity ’s in te rn a l 

c o n tr o l ,  th e re b y  p ro v id in g  a  b a s is  f o r  d e s ig n in g  a n d  im p le m e n tin g  re s p o n s e s  to  th e  a sse sse d  r is k s  o f  m a te r ia l 

m is s ta te m e n t.

This chapter shall now explain how auditors obtain an understanding of the entity’s business and 
industry and use that understanding when identifying and assessing risk and when considering an 
appropriate response to assessed risks. Obtaining the understanding of internal control and assessing 
control risk will be explained in more detail in Chapter 7.
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Obtaining an understanding of the entity’s business and industry
To identify and assess risks of material misstatement and subsequently plan an audit, the auditor is 
required to obtain sufficient knowledge of the entity’s business to understand events, transactions and 
practices that may have a significant effect on the financial statements. This understanding provides a 
framework for planning an overall audit approach that responds to the unique characteristics of the 
entity. In recurring engagements, the auditors’ emphasis is on evaluating new developments in 
the entity’s business and industry. Changes may be gradual or sudden and may increase or reduce 
the likelihood of material misstatements.

The auditors need knowledge of the economy and industry within which the entity operates. More 
detailed knowledge is required of the operations of the entity. Specifically, the auditors need knowl
edge about:

• the type of industry and its vulnerability to changing economic conditions, and major industry 
policies and practices;

• the type of business, types of product and service, entity locations and operating characteristics of 
the entity, such as its production and marketing methods;

• government regulations that affect the entity and its industry and reports to be filed with regulatory 
agencies;

• accounting policies adopted by the entity;
• recent financial performance of the entity;
• the entity’s internal control.

The auditors are interested not only in assessing the direct risks of material misstatements but in 
appreciating the nature of business risks facing the entity whose financial consequences may indicate a 
risk of material misstatement.

Business risks
ISA 315 states that business risks ‘result from significant conditions, events, circumstances or 
actions that could adversely affect the entity’s ability to achieve its objectives and execute its 
strategies, or through the setting of inappropriate objectives and strategies’. Business risk can be 
classified in various ways, for example financial, operational and compliance risks; or, internal 
and external risks; or, controllable and noncontrollable risks. ISA 315 requires the auditor to 
obtain an understanding of the entity’s process for identifying business risks relating to financial 
reporting objectives and for deciding about actions to address those risks, and the results 
thereof.

Sources for obtaining knowledge of the industry and the entity include:

• inquiries of management, entity personnel, connected parties such as legal counsel and business 
contacts, and any other relevant external sources

• observation and inspection
• analytical procedures.
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Inquiries
For both new and recurring engagements, discussions with management may reveal current business 
developments affecting the entity that may have audit significance. In addition, management should be 
knowledgeable about new industry and government regulations that affect the entity. In some cases, 
areas of particular audit interest to management -  such as a new division or a controlled entity -  may be 
discussed.

Inquiries of management may also concern the extent and timing of entity personnel’s involvement 
in preparing schedules and analyses for the auditors. In addition, the auditors can inquire about the 
internal audit function and matters pertaining to corporate accountability, such as codes of conduct, 
potential conflicts of interest and possible illegal payments.

The audit committee of the board of directors may provide the auditors with special insights into 
the entity’s business and industry. The committee may have information about, for example, the 
strengths and weaknesses of the company’s internal controls in a specific division or in a newly 
implemented computer information system. The committee may also be able to inform the auditors 
of significant changes in the entity’s management and organizational structure. In some cases, the audit 
committee may request additions or modifications to the auditors’ planned audit.

Knowledge of general economic factors and of the industry can be obtained from trade journals, 
industry statistics compiled by government or private agencies, data accumulated by the audit firm and 
professional guidance statements where available.

Although all auditors are knowledgeable about financial reporting standards and auditing stan
dards, special accounting principles and audit procedures may apply in certain industries or to certain 
types of business activity. The auditors may refer to audit and accounting guides, if available, which 
describe distinctive characteristics of the industry or activity covered, alert the auditors to unusual 
problems, and explain regulations and other special factors to take into account. These guides may 
illustrate financial statement treatment and the form and wording of audit reports whenever 
applicable.

The auditors should also consider the impact of applicable pronouncements of regulatory agencies 
such as the Financial Services Authority and the stock exchanges. Finally, consideration should be 
given during the planning phase of the audit to the impact of any newly effective financial reporting 
standards and auditing standards.

O bservation an d  inspection
Procedures include reviewing prior year audit working papers, inspection o f important legal docu
ments relating to the entity and visiting the entity’s premises.

Prior audit working papers
In a recurring audit engagement, the auditors can review the prior year’s audit working papers for 
knowledge about the entity. In addition, the working papers may indicate problem areas in prior audits 
that may be expected to continue in the future; for example, they may reveal that the entity has ongoing 
internal control weaknesses or complicated profit-sharing bonus plans. However, the auditors must 
undertake sufficient inquiry to ensure that no changes have affected the continuing relevance of 
information recorded in the prior year’s audit working papers.
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For a new client, the previous auditors’ working papers may be helpful. The client must consent 
to the successor’s review of these papers and the previous auditors must be willing to cooperate. The 
review is norm ally limited to matters of continuing audit significance, such as analyses of balance 
sheet accounts and contingencies. During the review, the previous auditors may be available for 
consultation.

Inspection o f documents
To obtain know ledge o f the entity’s business, the auditors may inspect the entity’s legal documents, 
minutes o f d irectors’ and shareholders’ meetings, and significant contracts. The principal legal docu
ments o f the com pany are the memorandum of association and the articles of association. The 
memorandum o f association is the constitution of the company. It contains information on the 
name, objectives and powers of the com pany; the types and amount of share capital authorized; the 
liability o f m em bers and the subscribers to the com pany’s capital. The articles regulate the internal 
management o f the com pany, particularly in relation to the allotment of shares; the calling of general 
meetings; the pow ers, duties and appointment of directors; and how dividends are declared and 
reserves are provided.

Auditors must have knowledge o f pertinent legal documents to determine that the financial 
statements are properly presented. The disclosures pertaining to shareholders’ funds and the declara
tion of dividends must be in accordance with these documents.

M inutes o f meetings o f  directors are important to the audit. Information contained in minutes 
provides corroborative evidence for the com pany’s significant transactions and for practices such as:

• authorizations for capital expenditures;
• new business undertakings;
• long-term loans;
• officers’ rem uneration;
• im portant contracts;
• approval for pledging assets;
• the opening and closing o f bank accounts (and the specification of persons authorized to operate 

those accounts).

Important continuing contracts may relate to such matters as loan agreements, leases and pension 
plans. Auditors need an understanding o f the contracts to determine the correctness of the terms of the 
transactions and to ensure that disclosures in the financial statements are appropriate.

O ther sources o f inform ation on the entity are internal documents. These documents include 
annual and interim financial statem ents, tax returns, reports to regulatory agencies and special reports 
prepared by m anagem ent, internal auditors or consultants for internal decision-making.

Visiting the entity’s premises
A tour o f the operating facilities and offices is a significant help to auditors in obtaining knowledge 
about a new clien t’s operating characteristics. During a tour of the factory, the auditors should become 
familiar with the factory layout, the manufacturing process, storage facilities and potential trouble 
spots such as unlocked storeroom s, obsolete materials and excessive scrap.
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During a tour of the office, auditors should become knowledgeable about the work habits of personnel 
and the types and locations of accounting records and computer-processing facilities. An important 
by-product of both tours is the opportunity to meet personnel who occupy key positions within the 
organization. The auditors should document the information obtained from the factory and office tours.

In a recurring engagement, audit personnel new to the engagement should be expected to tour the 
operating facilities.

A nalytical procedures
Analytical procedures involve a study and comparison of relationships among data to identify 
expected or unexpected fluctuations and other unusual items. The common types of analytical 
procedure involve a comparison of the entity’s financial information with:

• comparable information for a prior period or periods
• anticipated results such as budgets and forecasts
• industry averages.

Analytical procedures also include the study of relationships:

• among elements within the financial statements such as a study of gross margin percentages
• between financial information and relevant nonfinancial information, such as a study of payroll 

costs for a number of employees.

ISA 520, Analytical Procedures, requires auditors to apply analytical procedures at the planning 
stage to:

• assist in understanding the entity’s business
• identify areas of potential risk.

Generally, analytical procedures performed during the planning phase use highly aggregate entity- 
wide data, which are based on year-to-date or expected annual data. However, for entities with diverse 
operations, some disaggregation by product line or division may be necessary. In other cases, such as a 
company with seasonal business, it may be desirable to perform the analysis on monthly or quarterly 
data rather than on year-to-date or annual data.

D eterm ining effects on au d it planning
Unexplained fluctuations and unusual relationships indicate an increased risk of misstatement in the 
accounts involved. In such cases, the auditors will usually plan to perform more substantive tests of 
details of those accounts. By directing the auditors’ attention to areas of greater risk, analytical 
procedures may contribute to performing a more effective and efficient audit.

Analytical procedures are also used as a substantive procedure. Their use for this purpose will be 
explained in Chapter 9. They are also used in the overall review of the financial statements immediately 
prior to the issue of the auditor’s report. This use will be explained in Chapter 14.
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Assessing the risks of material misstatement
Having identified the risks of material misstatement throughout the process of obtaining an under
standing of the entity as discussed above, ISA 330 requires the auditor to:

• Assess the identified risks, and evaluate whether they relate more pervasively to the financial 
statements as a whole and potentially affect many assertions.

• Relate the identified risks to what can go wrong at the assertion level, taking account of relevant 
controls that the auditor intends to test.

• Consider the likelihood of risks resulting in a material misstatement.

Significant risks
ISA 315  requires the auditor to identify and assess those risks of material misstatement that, in the 
auditor’s judgement, require special audit consideration. Such matters might include the risk of fraud, 
unusual, com plex or related party transactions (see below), highly subjective matters and 
contingencies.

Fraud, law s a n d  regu lations
Whilst the nature and responsibilities in respect of fraud, and compliance with laws and other 
regulations have been discussed in Chapter 3 (to which it may be useful to refer), these matters form 
an important aspect of risk identification and assessment. ISA 315 specifically requires auditors to 
make specific enquiries of management with regard to fraud as well as others, including internal 
auditors, concerning actual, alleged or suspected fraud. Risk assessment procedures should also 
include consideration of fraud risk factors, results of analytical procedures and other information. 
Where fraud is discovered or indicated the auditor is required to communicate the matter as soon as is 
practicable to the appropriate level o f management. If management or employees who are significant 
to internal control functions are involved, or if it may result in the financial statements being materially 
misstated, the m atter must be communicated to those charged with governance.

D eterm ining the ex isten ce o f  re la ted  p arties
The audit o f related party transactions is an essential part of an audit of financial statements. Although 
such transactions are a common feature of business, they may give rise to specific risks of material 
misstatement of the financial statements, including the risk o f fraud, because of the nature of related 
party relationships.

In the process of obtaining information about the entity it is usually convenient to undertake a 
search to identify related parties that are the subject of special auditing and financial reporting 
procedures. M anagem ent is responsible for identifying and disclosing related parties and related 
party transactions. ISA 550 , Related Parties, requires that the auditors obtain sufficient appropriate 
evidence to ensure adequate disclosure of related parties.

The concern about related party transactions results from the realization that ‘arm’s length’ bargain
ing of terms and conditions of transactions between such parties may not apply. Alternatively, related
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parties may conspire to enter into transactions intended to obscure financial or other business problems 
that would otherwise be reflected in the financial statements. Thus, the auditors will ordinarily require 
more appropriate evidence for related party transactions than for transactions between unrelated parties. 
To ensure that such evidence is obtained, the auditors must take steps in the planning phase to determine 
the existence of related parties.

Certain related party transactions may be clearly evident, such as those between a controlling and a 
controlled entity, between or among entities under common control, or between an entity and its 
executive officers. ISA 550 , Related Parties, indicates that specific audit procedures, including the 
following, should be used to determine the existence of other related parties:

• inquire of management;
• review the prior year’s working papers for names of known related parties;
• inquire as to the names of all pension and other trusts established for the benefit of employees and 

the names of their management and trustees;
• inquire as to the affiliation of management with other entities;
• review shareholder records to determine the names of principal shareholders;
• inquire of other auditors involved in the audit or predecessor auditors as to their knowledge of 

additional related parties;
, • review the entity’s tax returns and other information supplied to regulatory agencies;

• review the entity’s procedures for identifying related parties;
• review minutes of the meetings of shareholders, the board of directors and other important com

mittees, as well as other relevant statutory records such as the register of directors’ interests.

A list of identified related parties is usually maintained in the permanent audit file. These parties should 
be made known to all members of the audit team so they can be alert to evidence of transactions with 
these parties.

The IAASB has issued ED ISA 550  (Revised and Redrafted) Related Parties in response to a number 
of developments that pointed to a need to revise the ISA. It states that in particular:

• The major corporate scandals of the recent past have highlighted that fraudulent financial reporting 
often arises through the involvement of related parties. Because related parties are not independent 
of each other, the IAASB believes there is a need to emphasize that even where the applicable 
financial reporting framework establishes no requirements for the accounting for and disclosure of 
related party relationships and transactions (or does so inadequately), it is necessary for the auditor 
to be aware of related parties and the extent to which they affect the financial statements.

• Following the issue of the audit risk standards, there was a need to revise the existing ISA 550, which 
is mainly procedural, to focus more on the identification and assessment of risks of material 
misstatement associated with related party relationships and transactions, and performing appro
priate procedures to respond to such risks.

However, the IAASB also concluded that the proposed ISA would be better balanced if it specifically 
recognized that in many cases, related party transactions are conducted in the normal course of 
business and may carry no higher risk of material misstatement than similar transactions with 
unrelated parties.



Responding to risk assessment
Overall responses to the identification and assessment of risk may include:

• emphasizing 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.

The auditor is then required to design and perform further audit procedures whose nature, timing and 
extent are based on and are responsive to the assessed risks of material misstatement at the assertion 
level.

Responses to the risks o f  m isstatem ent a t  the assertion level
ISA 330 requires that in designing the further audit procedures to be performed, the auditor shall:

(a) Consider the reasons for the assessment given to the risk of material misstatement at the assertion 
level for each class of transactions, account balance and disclosure, including:

-  the likelihood of material misstatement due to the particular characteristics of the relevant class 
of transactions, account balance or disclosure (the inherent risk); and

-  whether the risk assessment takes account of relevant controls (the control risk), thereby 
requiring the auditor to obtain audit evidence to determine whether the controls are operating 
effectively (the auditor intends to rely on the operating effectiveness of controls in determining 
the nature, timing and extent of substantive procedures); and

(b) Obtain more persuasive audit evidence the higher the auditor’s assessment of risk.

The auditor is also required to design and perform tests of controls to obtain sufficient appropriate 
audit evidence as to the operating effectiveness of relevant controls when:

(a) The auditor’s assessment of risks of material misstatement at the assertion level includes an 
expectation that the controls are operating effectively (the auditor intends to rely on the operating 
effectiveness of controls in determining the nature, timing and extent of substantive procedures); or

(b) Substantive procedures alone cannot provide sufficient appropriate audit evidence at the assertion 
level.

ISA 330 requires the auditor to design and perform substantive procedures for each material class of 
transactions, account balance and disclosure irrespective of the assessed risks of material misstate
ment. In other words the auditor cannot obtain sufficient appropriate audit evidence from testing 
internal controls alone.

Accepting the engagement and planning the audit
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The design and performance of tests of controls and substantive procedures as referred to above is 
covered in Chapters 7 -13 .

Discussion and documentation
Having obtained an understanding of the entity and carried out risk assessment procedures, ISAs 315 
and 330 require members of the audit team to discuss and document the implications of the risks of 
material misstatements in the financial statements. Matters to be documented should include:

(a) the discussion among the engagement team concerning the susceptibility of the financial state
ments to material misstatements (including that arising from fraud) and the significant decisions 
reached;

(b) key elements of the understanding obtained regarding each of the aspects of the entity and its 
environment, internal controls, the sources of information from which the understanding was 
obtained and the risk assessment procedures performed;

(c) the identified and assessed risks of material misstatement at the financial statement level and at the 
assertion level (including that arising from fraud);

(d) the risks identified, and related controls about which the auditor has obtained an understanding;
(e) the overall responses to address the assessed risks of material misstatement at the financial 

statement level, and the nature, timing, and extent of the further audit procedures performed;
(f) the linkage of those procedures with the assessed risks at the assertion level;
(g) the results of the audit procedures, including the conclusions where these are not otherwise clear.

Also, if the auditor plans to use audit evidence about the operating effectiveness of controls obtained in 
previous audits, the auditor is required to document the conclusions reached about relying on the 
controls that were tested in a previous audit.

In the case of control risk, the assessment is relatively structured, as will be explained in Chapter 7. 
In the case of fraud and business risk, for example, it is important for team members to exchange views 
as to how and where the financial statements might be susceptible to material misstatement. The 
discussion serves both to enable more senior team members to pool their knowledge and ensures that 
more junior team members are made adequately aware of the risks and approach the audit with an 
appropriate degree of professional scepticism.

0  LEARNING CHECK___________________________________

• The objective of the auditor is to plan the audit so that it will be performed in an effective 
manner.

• Planning an audit involves establishing the overall audit strategy and developing an audit plan.

• The overall audit strategy sets the scope, timing and direction of the audit, and guides the develop
ment of the audit plan.
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• ISA 300 requires that the auditor develops an audit plan which includes a description of:

-  the nature, timing and extent of planned risk assessment procedures;
-  the nature, timing and extent of planned further audit procedures at the assertion level;
-  other planned audit procedures to ensure compliance with ISAs.

• The auditor is required to obtain a sufficient understanding and knowledge of the entity’s business and 
industry and its internal control to assess the risks of material misstatement of the financial statements. 
Understanding is obtained through inquiry, inspection and observation and analytical procedures.

• The understanding of the business should extend to the identification of business risks that may 
affect financial reporting as well as the identification of direct risks of material misstatement of the 
financial statements. Significant risks should be identified for special consideration.

• The audit team should discuss the implications of the understanding of the entity obtained with 
respect to the risk of material misstatement in order to pool their knowledge and to ensure a 
consistent application of professional scepticism.

• Having identified and assessed the risks of material misstatement, the auditor is then required to 
design and perform further audit procedures whose nature, timing and extent are based on and are 
responsive to the assessed risks of material misstatement.

• The auditor’s risk assessment process should be documented.

Developing the Audit Strategy 
Internal control and audit strategy
Given the interrelationships among evidence, materiality and the components of audit risk, the 
auditors may choose from among alternative audit strategies in planning the audit of individual 
assertions or groups of assertions. This section identifies the components of audit strategies, describes 
two alternative strategies and explains their application to transaction classes and account balances.

An important aspect of developing the audit strategy commences with obtaining an understanding 
of the internal control structure. This is a requirement of all audits, whatever strategy is to be adopted.

The default presumption is that all of the evidence will come from the performance of substantive 
procedures -  sometimes referred to as the predominantly substantive approach. Substantive procedures 
are those procedures that substantiate the amounts recorded in the financial statements. They are normally 
costly to perform. A more efficient audit can be performed if controls are judged to be sufficiently effective 
to enable a reduction in the level of substantive procedures undertaken. This is illustrated in Figure 6.3.

Furthermore, in certain situations, substantive procedures may be unable to provide sufficient 
evidence and a more effective audit could be performed if the auditors could rely on certain controls. 
The completeness of cash receipts is an obvious example; unless controls over the receipt of cash are 
effective, it may be impossible to determine, through the use of substantive procedures, that all cash to 
which the entity is entitled has been properly recorded.

An audit strategy that relies on internal controls to support using a reduced level of substantive 
procedures is sometimes referred to as a lower assessed level of control risk approach. This is not a 
single strategy but a range of strategies determined by the relative effectiveness of applicable control
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Figure 6.3 Preliminary audit strategies for material financial statement assertions.

procedures (combined with assessments of inherent risk and materiality). The auditors must make four 
separate decisions before adopting such a strategy, and each decision (except the first) must be 
supported by relevant evidence.

• Is it cost-effective to adopt a lower assessed level of control risk strategy?
• Are control procedures effectively designed?
• Are control procedures effectively operated?
• Do the results of substantive procedures confirm the assessment of control risk?

It may not be cost-effective to adopt a lower assessed level of control risk strategy where there are few 
transactions in a transaction class or items making up an account balance, such that substantive 
procedures are unlikely to be costly. This is commonly the case with smaller entities and, in larger 
entities, with transactions and balances relating to share capital and investments.

Where a lower assessed level of control risk strategy is likely to be cost-effective, the sequence of 
events is as follows. As part of the process of risk assessment the auditors obtain an understanding of 
the design of control procedures and identify the presence of procedures that are likely to reduce



control risk for a particular assertion. Based on this preliminary assessment, the auditors will plan the 
audit, incorporating both tests of control and substantive procedures appropriate to the preliminary 
assessed level of control risk. The tests of control are designed to verify that control procedures are 
actually operating as laid down. The level of planned tests of control depends on the assessed level of 
control risk to be confirmed: the lower the assessed level of control risk, the more extensive the tests of 
control required to confirm that assessment and, conversely, the lower the planned level of substantive 
procedures.

In some respects it may be better if the auditors wait until completing tests of control before 
planning substantive procedures. However, experience has shown that the results of tests of control 
usually confirm the assessed level of control risk and, thus, the planned audit strategy. By designing 
substantive procedures at this stage the auditors can commence detailed planning of the final audit. 
Moreover, tests of control are typically performed during the interim audit, simultaneously with 
substantive tests of details of transactions, sometimes as dual-purpose tests. Given that both tests are 
applied to the same records, it is more efficient to draft the audit programme so as to incorporate all 
tests to be conducted on the same records simultaneously.

If the tests do not confirm the operation of the control as planned, then the auditors will need to 
reconsider the audit strategy and increase the level of use of substantive procedures as appropriate.

Procedures employed in assessing control risk will be explained in Chapter 7. These procedures 
include methods of obtaining the understanding of the internal control structure and of assessing the 
design effectiveness of controls, the design of tests of control and the interpretation of the results of 
tests of control in making the final assessment of control risk.

Accepting the engagement and planning the audit

Effect o f  the assessment o f  control risk on substantive procedures
In considering the effect of the assessment of control risk on the level of substantive procedures 
necessary to achieve the desired level of detection risk, the auditors may vary the nature, timing or 
extent of such procedures.

The nature of substantive procedures may vary between tests of details and analytical procedures. 
Because they examine individual transactions and items making up an account balance, tests of details 
are far more persuasive than analytical procedures, which consider only the reasonableness of recorded 
totals. However, where a relatively high level of detection risk may be tolerated, analytical procedures 
may be sufficient. In such cases the use of analytical procedures would be the preferred option because 
they are less costly than tests of details to perform.

The timing of substantive procedures refers to the distinction between those performed at the 
balance sheet date and those performed prior to that date. Performance of procedures prior to the year 
end reduces pressure on the auditors and enables the audit to be completed earlier. Where controls over 
inventory records are effective, for example, reliance may be placed on an inventory count prior to the 
year end updated by transactions in the intervening period. Where controls are particularly effective, 
reliance on perpetual inventory records supplemented by attendance at a cyclical inventory count alone 
may be sufficient (see Chapter 12).

It should be recognized, however, that it is inappropriate under ISAs for the auditors to conclude 
that inherent and control risks are so low that it is unnecessary to perform any substantive procedures 
for all assertions pertaining to an account. Some evidence must always be obtained from substantive
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procedures for each significant account balance, although not necessarily for each financial statement 
assertion. The design of substantive procedures is explained in more detail in Chapter 9.

The relationship between strategies and assertions
The strategies are not intended to characterize the approach to an entire audit. Rather, they represent 
alternative approaches to auditing individual assertions. Frequently, however, a common strategy is 
applied to groups of account balance assertions affected by the same transaction class. The rationale is 
that many internal controls focus on the processing of a single type of transaction. Double entry means that 
each transaction class affects two or more account balances. Sales transactions relate to trade receivables in 
the balance sheet and to sales in the profit and loss statement. Thus, the assessed control risk for the 
occurrence assertion for sales transactions will apply to the existence assertion in the audit of both sales 
and trade receivables balances. Because the trade receivables balance is affected by cash receipts and sales 
adjustment transactions as well as sales transactions, the auditors also consider the assessment of control 
risks for all three transaction classes in developing the audit strategies for trade receivables assertions.

f  LEARNING CHECK___________________________________

• Two alternative audit testing strategies are: (i) the predominantly substantive approach and (ii) the 
lower assessed level of control risk approach.

• The process of developing an audit testing strategy involves:

-  the preliminary assessment of control risk;
-  tests of control to be performed in assessing control risk; and
-  the planned level of substantive procedures to be performed to reduce audit risk to an appro

priately low level.

Audit Documentation
Evidence collected in support of an audit opinion (for example, worksheets and checklists) must be 
documented. The term ‘audit working papers’ is used to include all documentation stored in paper, 
film or electronic media.

Types of working paper
Examples of working paper prepared during an audit include:

• a working trial balance;
• schedules and analyses;
• audit memoranda and documentation of corroborating information;
• adjusting and reclassifying entries;
• audit programmes.
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Working papers may be prepared manually or by using software developed for microcomputers. Figure
6.4 is an example of a computer-generated working paper. The use of electronic working papers provides 
several advantages: auditors can obtain more information on their own from the entity’s system; data can 
be instantaneously retrieved; the audit team can share information with members who are not on site; 
and review can take place at any time and anywhere.

Omni Co. Ltd
Working trial balance -  Balance sheet 
31 December 20X1

W /P Ref. AA-1 
Prepared by: G.B.C. Date: 1012/X2 
Reviewed by: A.K.E. Date: 15/2/X2

W/PAcc. 
Ref. No.

Description Final
balance
31.12.X0

Ledger
balance
31.12.X1

Adjustments Adjusted
balance
31.12.X1

Reclassifications Final
balance
31.12.X1

AJERef. Debit (Credit) RJERef, Debit (Credit)

Assets

Current

A Cash 392 000 427 000 (1) 50000 477 000 477 000

B 150 M arketable securities 52 000 62 200 62 200 62 200

C Debtors (net) 1 601 400 1 715000 (11 (50000) 1 665 000 (A) 10000 1675000

D 170 Stocks 2 542 500 2810 200 (2) 133000 2943200 2943 200

E Prepaid expenses 24 900 19500 19 500 19 500

Total current 4 613 000 5033900 133 000 5 166 900 10000 5176900

F 240 Fixed asset 
investments

3 146 500 190000 190 000 190 000

G Tangible fixed assets (net) 3310 900 3 310 900 3310 900

Total 7 759 500 8 534 800 133000 8 667 800 10 000 8 677 800

Liabilities and shareholders' equity

Current liab ilities

M 400 Notes payable 750 000 825000 825 000 825 000

N 410 Creditors 2150400 2340300 (2) (133000) 2473300 (A) (10000) 2483300

0 420 Accruals 210 600 189 000 189000 189000

P 430 Taxes payable 150000 170000 170000 170000

Total cu rrent 3 261 000 3 524300 (133000) 3657 300 (10000) 3 667 300

R 500 Debentures payable 1 000000 1200000 1 200 000 1 200000

S 600 Ordinary shares 2 400 000 2400000 2 400000 2 400 000

T 700 Profit and loss 
appropriation

1 098 500 1410500 1410 500 1 410 500

_ Total 7 759 500 8 534 800 (133 000) 8667 800 (10000) 8 677 800

Figure 6.4 Partial working trial balance working paper.
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The purpose and function of working papers
Working papers are the subject of ISA 230 , (Redrafted) Audit Documentation. Properly prepared 
working papers demonstrate that the audit was performed in accordance with auditing standards. 
They show that the audit was properly planned and carried out, that adequate supervision was 
exercised, that an appropriate review was made of the audit work undertaken and, most importantly, 
that the evidence is sufficient and appropriate to support the audit opinion.

Working papers also serve to monitor the progress of the audit, especially where responsibility for 
separate tasks is allocated to different staff members. When completed, the working papers also 
provide a guide to the planning and performance of audits in subsequent periods.

The auditors’ working papers should record the audit plan; the nature, timing and extent of the 
audit procedures performed; and the conclusions drawn from the audit evidence obtained. Further 
detailed requirements of matters to be documented are stated in various ISA requirements.

Working papers should be tailored to meet the needs of the specific audit engagement. ISA 230 
states that the form and content of the working papers is influenced by:

• the size and complexity of the entity;
• the nature of the audit procedures to be performed;
• the identified risks of material misstatement;
• the significance of the audit evidence obtained;
• the nature and extent of exceptions identified;
• the need to document a conclusion or the basis for a conclusion not readily determinable from the 

documentation of the work performed or audit evidence obtained;
• the audit methodology and tools used.

Working paper files
Working papers are generally filed under one of two categories: (i) a permanent file and (ii) a current 
file.

Perm anent file
A permanent file contains data that are expected to be useful to the auditors on many future engage
ments with the entity. Items typically found in a permanent file are:

• Extracts or copies of the memorandum and articles of association. These describe, among other 
matters, the objectives of the company, the number and types of shares authorized for issue, their par 
value, the rights of shareholders and the duties of directors.

• Copies of important long-term operating agreements or contracts such as leases, pension plans, 
profit-sharing and bonus agreements and labour contracts.

• Analysis of accounts that are important to the audit each year (such as shareholder fund accounts 
and long-term debt).

• Analytical review schedules from prior years, including ratios and percentage analysis or 
trend statements for various items. A review of these schedules enables the auditors to focus



on unusual changes in the current year’s account balances compared with those for previous 
periods.

• A description of the entity’s accounting and internal control systems. This may consist of the 
description of the control environment, control policies and procedures, internal control question
naires, flow charts, decision tables and a chart of accounts and sample forms to aid in obtaining an 
understanding of the company’s procedures.

• Information relevant to audit planning, such as the master copy of the audit programme, informa
tion on accounts (bank accounts or cost centres) or locations (controlled entities or branches) tested 
on a rotation basis.

Current file
The current file contains evidence gathered in the performance of the current year’s audit programme. 

Working trial balance
A partial working trial balance is illustrated in Figure 6.4. Note that columns are provided for the 
current year’s ledger balances (before audit adjustments and reclassifications), adjustments, adjusted 
balances, reclassifications and final (audited) balances. Including the final (audited) balances for the 
prior year facilitates the performance of certain analytical procedures.

The working trial balance may be prepared by the entity or the auditors. When the former occurs, 
the auditors verify the trial balance by adding the columns and tracing the account balances to the 
general ledger. A working trial balance is of paramount importance during the conduct of the audit 
because it:

• provides a basis for controlling all the individual working papers
• serves as a connecting link between the entity’s general ledger and the financial statements
• identifies the specific working papers containing the audit evidence for each financial statement 

item.

Figure 6.4, for example, indicates that the amount reported in the financial statements for marketable 
securities is based on general ledger account 150 and that the evidence used by the auditors to evaluate 
management’s assertions about marketable securities can be found in a section of the working papers with 
a reference or index of B. The absence of an account number for cash in Figure 6.4 indicates that this 
financial statement item is the aggregate of several general ledger cash accounts. In such cases, the initial 
working paper of the section referenced on the working trial balance (A in this case) should contain a 
schedule showing which general ledger accounts have been combined for this financial statement item. The 
link between the cash line item in the working trial balance for Omni Co. Limited (working paper AA-1) 
and Omni’s balance sheet presentation of cash is illustrated in the bottom portion of Figure 6.5.

Schedules and analyses
The terms ‘working paper schedule’ and ‘working paper analysis’ are used interchangeably to describe 
the individual working papers that contain the evidence supporting the items in the working trial 
balance. Working papers are normally filed by balance sheet item, with a further section for the profit 
and loss account. The first schedule for each item is referred to as a lead schedule. This schedule groups

Accepting the engagement and planning the audit
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Omni Co. Ltd 

PROPOSED ADJUSTING ENTRIES 
W /P REF AJE #  Account Debit

A -2  (1) Cash in bank 50  000
Notes receivable

Note collected by bank

A E -1

Credit 

50 000

Omni Co. Ltd

BANK RECONCILIATION -  A /C  101 -  CASH IN BANK 

Balance per books, 3 1 /1 2/X 1 426 000
Add: N ote collected by bank (AJE #1 ) 50 000  To AE-1
Balance, as adjusted, 31 /1 2 /X l  476 000  To A

A-2

Г

Omni Co. Ltd 

CO UNT SHEET -  A /C  100 -  PETTY CASH 

Coins 125
Currency 875

A - l

Total 1000 To A

W /P Ref. 

A - l  
A -2

Acct. No. 

100 
101

Omni Co. Ltd 
CASH LEAD SCHEDULE 

Final
Account 31 /12 /X O  

Petty cash 1 000
Cash in bank 391 000 
Total

Ledger Adj.
3 1 /1 2 /X l entries

1 000 
426  000  (1)50 000

Final 
3 1 /1 2 /X l 

1 000 
476 000

392 000 427 000  50 000 477 000

To AA-1

W /P Ref. 

A

Omni Co. Ltd A A -1
W ORKING TRIAL BALANCE -  BALANCE SHEET

Final Ledger Adj. Final
Acct. No. Account 3 1 /1 2 /X 0  3 1 /1 2 /X l entries 3 1 /1 2 /X l

Cash 392 000 427 0 0 0 ( 1 ) 5 0  000  477 000

Omni Co. Ltd
BALANCE SHEET

31 Decem ber

20X 0 20X1

Cash 392 000 477 000

Figure 6 .5  Integrated w orking papers for cash.
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the general ledger accounts that are combined for reporting purposes and identifies the individual 
working paper schedules or analyses that contain the audit evidence obtained for each account 
comprising the group. The middle portion of Figure 6 .5  illustrates the use of a cash lead schedule for 
Omni Co. Limited (working paper A) and how it is linked both to the cash line of the working trial 
balance (working paper AA-1) and the supporting working papers for the two general ledger cash 
accounts listed on the lead schedule (i.e. working paper A -l for A/C 100 Petty cash and working paper 
A-2 for A/C 101 Cash in bank).

Individual schedules or analyses often show the composition of an account balance at a particular 
date, as in working paper A -l of Figure 6 .5 . Other examples would include a list of customer balances 
comprising the sales ledger control account balance and a list of investments comprising the marketable 
securities account balance. A working paper schedule may also show the changes in one or more related 
account balances during the period covered by the financial statements, as illustrated in Figure 6 .6 . In 
some cases, the auditors use schedules prepared by the entity, which are indicated by the letters ‘PBC ’ 
for ‘prepared by client’. Such schedules need to be checked against the accounting records to ensure 
their accuracy. Audit work performed is indicated by the tick marks and related explanations on the 
working paper, as illustrated in Figure 6.6.

Omni Co. Ltd W /P  Ref. C -4
Notes receivable and interest Prepared by: A.C.E. Date: 20.01.X2
31 December 20X1 Reviewed by: G.A.R. Date: Q4.02.X2

Accts 160, 161, 450

Notes receivable Interest

Maker Made
Date
due

Interest
rate
(%)

Face Balance 
amount 31/12/X0 Debits Credits

Balance 
31.12X1

Accrued
31.12.X0

Earned
20X1

Collected
20X1

Accrued
31.12.X1

Coffman
Ltd 1/7/XO 3 0 /6 /X l 10 25 000  25 000 * 25 000 C — - 1250 * 1250 0 2500 C —

Morrison
Bros.

1 /11/XO 31/10/X l 10 30000 30000 * 30 000 c — 500 * 2500 0 3000 C —

Shirley 
and Son

1 /4 /X l 31/3/X2 12 4 0 0 0 0 /  — 40 0 0 0 A 4 0 0 0 0 — 3600 0 — 3600

Warner
Corp.

1/10/X l 30/9/X3 12 2 0 0 0 0 /  — 2 0 0 0 0 A 2 0 0 0 0 — 600 0 — 600

5 5 0 0 0  Z  6 0 0 0 0  55 000 6 0 0 0 0  a  1750 / 7 9 5 0 5500 4200 a

F F F FF F F F FF

FC FC

Z  Agreed to  31.12.X0 working papers.
C Traced collections to  cash receipts and deposit slips, 
0  Verified computations.
</ Examined note during cash count.
A  Confirmed with makei no exceptions.
a  Traced to  ledger balance.
F Footed.
FF Footed and cross-footed.

Figure 6 .6  N otes receivable and interest w orking paper.
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Schedules are of particular importance where evidence is obtained from the examination of a 
sample. The schedule should indicate the basis of selection and the specific items selected for sampling, 
enabling performance of the audit to be replicated if any query arises. It is also useful if documents and 
records sampled by the auditors are marked to establish the proper conduct of the audit in the event of 
any inquiry.

Audit memoranda and corroborating information
Audit memoranda refer to written data in narrative form prepared by the auditors. Memoranda 
may include comments on the performance of auditing procedures and conclusions reached from 
the auditing work performed. Documentation of corroborating information includes extracts of 
minutes of the board of directors’ meetings, confirmation responses, written representations 
from management and outside experts and copies of important contracts.

Proposed adjusting and reclassifying entries
It is important to distinguish between adjusting entries and reclassifying entries. Audit adjusting 
entries are corrections of entity errors of omission or misapplication of accounting standards. 
Thus, adjusting entries ultimately deemed to be material (individually or in the aggregate) are 
expected to be recorded by the entity. In contrast, reclassifying entries pertain to the proper 
financial statement presentation of correct account balances. Assume, for example, that the trade 
receivables’ balance includes some customer accounts with credit balances pertaining to custo
mer advances. Although it is not necessary for the entity to record the classifying entry on its 
books, for reporting purposes an entry should be made on the working trial balance in which 
trade receivables are debited to offset the customer advances and a liability account is credited. 
This is illustrated in Figure 6.4 and will result in the reclassification being reflected in the 
financial statements. As with adjusting entries, only reclassifications that have a material effect 
need be made.

In the working papers, each entry should be shown on (i) the schedule or analysis of the account, 
(ii) the lead schedules, if any, (iii) the summary of proposed adjusting or reclassifying entries and (iv) 
the working trial balance. This is illustrated in Figure 6.5.

The summaries of adjusting and reclassifying entries are initially designated as ‘proposed’ 
entries because (i) the auditors’ final judgement as to which entries must be made may not occur 
until the end of the audit and (ii) the entity must approve them. The disposition of each proposed 
entry should ultimately be recorded on the working papers. If the entity declines to make adjusting 
or reclassifying entries that the auditors feel are necessary, then the auditors’ report must be 
appropriately modified.

Audit programme
An audit programme is a listing of the auditing procedures to he performed. Audit 
programmes are used for the testing of internal controls and for substantive procedures. 
Examples of these audit programmes are included throughout this textbook, particularly in 
Chapters 10-13.



Accepting the engagement and planning the audit

preparing working papers
A number of basic techniques are used widely in preparing a working paper. These pertain to the 
mechanics of working paper preparation and include the following essential points.

Heading
Each working paper should contain the name of the entity, a descriptive title identifying the content of 
the working paper (such as ‘Bank Reconciliation -  National Bank’), and the balance sheet date or the 
period covered by the audit.

Index numbers
Each working paper is given an index or reference number -  such as A -l, B-2 and so on -  for identification 
purposes. Indexing facilitates the organization and review of working papers. Most audit firms 
have standardized referencing systems so the organization of audit files is consistent throughout the firm.

Cross-referencing
Data on a working paper that are taken from another working paper or that are carried forward to 
another working paper should be cross-referenced with the index numbers of those working papers, as 
illustrated in Figure 6.5.

Evidence
The paper should document the evidence examined and the audit procedures applied to that evidence. 
A common practice is the use of tick marks (symbols such as check marks) to identify the different 
procedures applied. A legend on the working paper should explain the nature and extent of the work 
represented by each tick mark, or provide the additional information applicable to the items marked. 
Most firms use standardized tick marks to indicate common procedures such as adding columns and 
posting totals to ledgers.

Where the evidence is in the form of documents and records, it is usual to leave a trail of tick marks 
on those documents and records. This enables the work of the auditors to be traced back to the 
evidence if necessary.

Conclusion
The results of audit procedures should be summarized, indicating whether they confirm the particular 
assertion being tested.

Signature an d  dates
Upon completing their respective tasks both the preparer and reviewer of a working paper should 
initial and date it. This establishes responsibility for the work performed and the review.
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The partial working papers in Figure 6.5 do not show all of these essential elements because that 
figure was designed primarily to illustrate indexing and cross-referencing. Figure 6.6, however, 
illustrates all the above elements.

Completion of the final audit file and subsequent changes
The auditor is required to have completed the assembly of the audit documentation in an audit file on a 
timely basis after the date of the auditor’s report (Proposed ISQC 1 (Redrafted) allows 60 days). Once 
completed, the auditor must not delete or discard audit documentation of any nature before the end of 
its retention period.

In circumstances where the auditor finds it necessary to modify existing audit documentation or 
add new audit documentation after the assembly of the final audit file has been completed, the auditor 
is required to document:

• the specific reasons for making them and
• when and by whom they were made and reviewed.

These requirements were introduced partly in response to the ‘Enron Scandal’ when Andersen 
destroyed audit documentation that was therefore unavailable as evidence for the civil and criminal 
proceedings that followed. Andersen was heavily criticized for its actions in this respect.

Reviewing working papers
ISA 230 emphasizes the importance of audit documentation for the purpose of review at various levels 
both as the audit progresses, as well as quality control reviews and other inspections. There are several 
levels in the review of working papers within an audit practice. The first-level review is made by the 
preparer’s supervisor, such as a manager. This review occurs when the work on a specific segment of 
the audit has been completed. The reviewer is primarily interested in the work done, the evidence 
obtained, the judgement exercised and the conclusions reached by the preparer of the working paper.

The working papers undergo other reviews when the audit has been completed. These reviews will 
be explained in Chapter 14.

Ownership, custody and retention of working papers
The property rights of working papers rest with the auditors if they are acting as an independent 
‘contractor’. This was established in Chantrey Martin & Co. vs. Martin (1953) 3 W LR 459. Working 
papers prepared at the auditors’ request by the entity’s staff also belong to the auditors. In certain 
circumstances auditors may be acting as an agent for other auditors. In the absence of any agreement to 
the contrary, the working papers belong to the principal auditors. In nonaudit situations (for example 
when the auditors are making representations on behalf of the client to the Inland Revenue), the 
auditors own the audit working papers but not the working papers relating to the representations to 
the Inland Revenue.

The auditors’ ownership rights, however, are subject to constraints imposed by the auditors’ own 
professional standards. The proposed ISQC 1 (Redrafted) requires the audit firm to establish policies
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and procedures designed to maintain the confidentiality, safe custody, integrity, accessibility and 
retrievability of engagement documentation.

Successor auditors may have access to the working papers of the predecessor auditors, with client 
approval. Working papers may also be made available during a practice review.

Physical custody of the working papers rests with the auditors and they are responsible for their 
safekeeping. Working papers included in the permanent file are retained for as long as they are 
relevant; current working papers should be retained for as long as they are useful to the auditors in 
servicing an entity or needed to satisfy legal or professional requirements for record retention. The 
proposed ISQC 1 (Redrafted) requires firms to establish policies and procedures for the retention of 
engagement documentation. The retention period for audit engagements ordinarily is no shorter than 
five years from the date of the auditor’s report, or, if later, the date of the group auditor’s report.

fc LEARNING CHECK__________________________________

• Working papers contain the evidence collected by auditors to support their opinions.

• Working papers show that an audit was carried out in accordance with ISAs.

• Working paper files are classified into permanent and current files.

• The permanent file contains information of a continuing nature.

• The current file contains information relevant to the current period’s audit.

• Auditors own the working papers and are responsible for their safekeeping and retention for an 
appropriate period.

• Once the audit file is finally assembled audit working papers should not be removed or destroyed and 
changes and additions to audit working papers should not be made without documenting those 
reasons.

• Auditors should adopt appropriate procedures to maintain confidentiality of information contained 
in the working papers.

SUMMARY
Prior to accepting an audit engagement, the auditors should ascertain that it is possible to complete the 
assignment in accordance with all applicable professional standards, including ISAs and professional 
ethics. Important steps in accepting the engagement include evaluating the integrity of management, 
identifying any special circumstances and unusual risks, assessing competence, evaluating independence, 
determining that the engagement can be completed with due care, and issuing an engagement letter.

Proper planning and assessment of the risks of material misstatements are crucial in performing an 
efficient, effective audit. Planning steps include obtaining an understanding of the entity and the 
industry, performing analytical procedures, making preliminary judgements about materiality levels, 
identifying and assessing audit risks, obtaining an understanding of the entity’s internal control 
structure and developing preliminary audit strategies for significant assertions. The next chapter will
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explain, in more detail, the procedures to be followed in obtaining the understanding of the internal 
control system and in assessing control risk. Chapter 9 will explain the design of substantive proce
dures and the development of an audit programme setting out the nature, timing and extent of audit 
procedures required to implement the audit plan.

The procedures performed, the evidence obtained and the auditors’ evaluation of that evidence 
should be fully documented in working papers, which should provide the support for the auditors’ 
report and evidence of the auditors’ compliance with ISAs.
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Appendix 6.A
Key financial ratios used in analytical procedures
Users o f financial statements can obtain valuable insights into an entity’s financial condition and 
performance through analysis of key financial ratios. The same analysis performed by auditors 
provides them with a better understanding of the entity.

Given that auditors already have some knowledge o f the entity from other planning procedures, 
analytical procedures can also play a different role in the audit. Using prior knowledge, auditors can 
develop expectations as to whether current year ratios are expected to differ from those in prior years 
or from industry norms. When comparisons reveal unexpected fluctuations, or when expected fluctua
tions do not occur, the auditors will generally want to investigate whether the aberration is due to the 
misstatement of one or more variables used in calculating the ratio.
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This appendix explains the calculation of 10 common ratios and comments on the purpose and 
interpretation of each. The comments on interpretation are general in nature and should be tailored according 
to a particular entity’s circumstances, such as its recent experience and the industry in which it operates.

RATIO CALCULATION PURPOSE AND INTERPRETATION

Solvency

Quick ratio Cash +  Trade receivables +  
Current asset investments 

Current liabilities

To reveal protection afforded by cash or near-cash assets to 
short-term creditors -  the larger the ratio, the greater the liquidity.

Current ratio Total current assets 
Total current liabilities

To measure the degree to which current liabilities are covered by 
current assets -  the higher the ratio, the greater the assurance that 
current liabilities can be paid in a timely manner.

Debt to equity Total liabilities 
Shareholders' equity

To measure the extent to which a company is using its debt financing 
capacity. In general, this ratio should not exceed 100% because in 
such cases creditors will have more at stake than owners will.

Times interest earned Operating profit before 
interest and tax 
Interest expense

To measure the number of times a company can meet its fixed 
interest charges with earnings.

Efficiency
Trade receivables turnover Sales 

Trade receivables
To measure the number of times trade receivables are collected 
during the period. When used in analytical procedures, some 
auditors prefer to use the closing trade receivables balance rather 
than average trade receivables, which would make a misstatement 
more difficult to detect. A variation, the collection period, is found by 
dividing the turnover ratio by 365. This ratio may be useful in 
evaluating the adequacy of the provision for doubtful debts.

Inventory turnover Cost of sales 
Inventory

To indicate how rapidly inventory turns over. When using this 
calculation in analytical procedures, some auditors prefer to use the 
closing inventory balance rather than average inventory, which 
would make a misstatement more difficult to detect. Although the 
ratio varies widely among industries, low values may indicate 
excessively high inventories and slow-moving items; conversely, 
extremely high values may reflect insufficient merchandise to meet 
customer demand, resulting in lost sales.

Asset turnover Sales 
Total assets

To measure the efficiency with which a company uses its assets to 
generate sales. For the reasons noted above, some auditors prefer 
using closing rather than average assets to calculate this ratio.

Profitability
Return on sales Operating profit 

Sales
To reveal profits earned on sales. This ratio indicates ability to earn 
satisfactory profits for owners, as well as the entity's ability to 
withstand adverse conditions such as falling prices, rising costs and 
declining sales.

Return on assets Operating profit 
Total assets

To indicate profitability based on total assets available. Companies 
efficiently using assets will have a high ratio; less efficient 
companies will have a low ratio.

Return on shareholders’ equity Operating profit after tax 
Ordinary shareholders' equity

To reveal management’s ability to earn an adequate return on capital 
invested by owners. Generally, a minimum of 10% is considered 
desirable to provide funds for dividends and growth.
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^  MULTIPLE-CHOICE QUESTIONS
C hoose the best answ er fo r  each  o f  the fo llow ing . (Answers are on p. 642.)

6.1 Which of the following considerations on accepting a new client does not involve quality 
control:
(a) availability of appropriately qualified staff to perform the audit
(b) previous auditors’ advice as to whether audit fees are paid promptly
(c) provision of other services to the client that might impair independence
(d) communication with previous auditor regarding possible illegal acts by the client?

6.2 Engagement letters are widely used in practice for professional engagements of all types. 
The primary purpose of the audit engagement letter is to:
(a) remind management that the primary responsibility for the financial statements rests 

with management
(b) satisfy the requirements of the auditor’s liability insurance policy
(c) provide a starting point for the auditor’s preparation of the audit programme
(d) provide a written record of the agreement with the client as to the services to be 

provided.

6.3 When planning an audit an auditor would not normally be concerned with:
(a) problems encountered on the previous year’s audit
(b) changes in the company’s accounting system
(c) the collection of the fee for the previous year’s audit
(d) changes in the organization of the internal audit department.

6.4 In the tour of the client’s operations, the auditor noted two machines were not operating 
in the client’s factory. This meant that production was 25%  lower than normal. The 
factory manager informed the auditor that this was because the machine was being 
serviced; however, the auditor saw no evidence of this. How would this affect the 
audit plan?
(a) It would have no effect. The factory manager’s explanation should be accepted.
(b) It would increase the amount of audit work on plant and machinery.
(c) It would be necessary to perform a more thorough review of sales for the year and the 

sales forecasts.
(d) It would be necessary to perform more work on inventory to check for obsolescence.

6.5 Which of the following is not one of the uses of a time budget:
(a) determining the extent of reliance on internal control
(b) controlling the efficiency of the performance of audit staff
(c) planning the assignment of staff to jobs
(d) negotiating the audit fee with the client?

6.6 Analytical procedures used in planning an audit should focus on identifying:
(a) material weaknesses in the internal control structure
(b) the predictability of financial data from individual transactions
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(c) the various assertions that are embodied in the financial statements
(d) areas that may represent specific risks relevant to the audit.

When preparing audit working papers it is important that:
(a) they be prepared in ink as a permanent record
(b) they be prepared by the audit senior as junior staff do not have sufficient experience to 

prepare them
(c) they be signed by the client as a precaution against the client subsequently claiming the 

auditor was negligent and the evidence recorded is incorrect
(d) they indicate the name of the staff members responsible for preparing and reviewing 

them and any conclusions that may be drawn from the evidence.

m  Which of the following is not a function of the preparation of working papers:
(a) to provide a basis for an overall assessment of the audit and the evidence available to 

support the expression of an opinion
(b) to provide a guide for the planning and performance of next year’s audit
(c) for use by the auditor on other engagements such as advising another client on the 

desirability of making a takeover bid for the audit client
(d) to introduce a discipline into the performance of the audit?

6  9 Standardized working papers are useful because they:
(a) make sure that all of the firm’s audits are done exactly the same way
|bj facilitate the review of the audit since the reviewer will be accustomed to the layout, 

contents and purpose of such working papers
(c) eliminate the need for junior audit staff to have to make decisions
(d) eliminate the need for detailed planning since the only decision to be made is which 

strategy to adopt.

6.10 The auditor’s permanent working paper file should not normally include:
(a) copies of the memorandum of association
(b) extracts from the client’s bank statements
(c) details of mortgages
(d) past years’ financial statements.

DISCUSSION QUESTIONS
6.1 Discuss the suggestion that, if all auditors reject, as clients, entities identified as being too 

risky, those entities most in need of an audit will be unable to secure the services of an auditor. 
As professionals, should auditors be required to provide their services to any entity requiring 
an audit?

6.2 Identify factors that need to be considered in evaluating the auditor’s ability to service a 
client.
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6.3 Discuss the contention that the engagement letter understates the auditor’s legal responsi
bilities in order to discourage litigation.

6.4 Would you agree with the argument that adoption of the lower assessed level of control risk 
audit strategy is driven by competitive pressures on auditors seeking cost savings and exposes 
auditors to excessive risks of audit failure?

6.5 Should the detailed audit programme be drafted for both tests of control and substantive 
procedures on completion of the planning phase or should the programme of substantive 
procedures be drawn up only after control risk had been assessed?

6.6 In the planning phase auditors use analytical procedures in much the same way as investors 
but, as a substantive procedure, the auditor knows the financial position and performance 
that ought to be shown by the analysis and uses analytical procedures to detect possible 
misstatements in the financial report. Explain.

6.7 Discuss the argument that time budgets put pressure on audit staff members to give priority to 
completing the audit within the budget at the expense of audit quality.

6.8 Discuss the role of working papers and tick marks on entity records in providing a ‘trail’ for 
the proper performance of the audit to be evidenced.

6.9 Discuss the respective merits of the use of standardized documentation by audit firms, such as 
pre-printed audit programmes, compared with tailoring all documentation for each separate 
audit engagement.

0  PROFESSIONAL APPLICATION QUESTIONS
(Suggested answ ers are on  pp. 6 5 9 -6 6 3 .)

6.1 Client acceptance decision
You are a partner with a firm of Chartered Certified Accountants that has been invited, by the board of 
directors, to accept nomination as external auditors to Bondi pic. Bondi operates a number of car 
dealerships and has grown rapidly over the past two years through an aggressive takeover strategy.

You are aware that the company’s existing auditors, a much smaller firm, qualified their last 
auditors’ report. Over lunch with a number of your firm’s partners, the company’s finance director 
maintained that their existing auditors could not cope with the audit of a company their size and, in 
particular, were not equipped to audit the recently installed sophisticated computer accounting 
program. He also suggests that they need a firm of your reputation in order to reassure the market 
as they intend to seek a public listing within two years.

The existing auditors, in response to your enquiry, advise against accepting the audit on the 
following grounds:

• Insufficient consideration has been devoted by management to developing the accounting system in 
line with the expanding business. In particular there is a lack of concern as to control. They detected 
a number of petty employee frauds as a result of control weaknesses. No action was taken against the



employees identified as engaged in fraud. The attitude seems to be to encourage risk-taking employ
ees who make money on the side whilst securing good deals for the company. That is seen as a 
legitimate bonus.

• The newly installed computer accounting system is unreasonably complicated. Bondi claims this is 
necessary because of the need to maintain records to justify the company’s claims for volume rebates 
and bonuses under the complex incentive schemes by which car manufacturers reward dealers.

• They have no evidence of deliberate misrepresentation by the directors but audit staff were hindered 
in their audit work by a less than helpful attitude by senior management who adopted an aggressive 
stance whenever a query was raised. The finance director was constantly on the phone to the partner 
claiming the audit staff were incompetent and accusing them of wasting his time asking unnecessary 
questions.

At a partners’ meeting a majority of partners accepted the story that the existing auditors were out of 
their depth and that their complaints were merely an attempt to cover up their own shortcomings. Your 
firm accepted nomination and was duly appointed as auditors.

R equired
(a) State factors the partners should have considered for and against accepting nomination.
(b) Detail the matters you would be concerned about in obtaining the required knowledge of the 

business and in developing your audit plan.

Source: Adapted from Question 6, Audit Fram ework, June 1999. Reproduced by permission of ACCA. 

6.2 A udit w orkin g  papers
The preparation of working papers is an important part of the audit process. You have been asked to 
prepare a session introducing new recruits to your firm of Chartered Certified Accountants to the use 
of working papers. Among the topics you have been asked to cover are the distinction between working 
papers held in the permanent and current audit files, the design and use of audit programmes and the 
concept of an audit trail with respect to the conduct of the audit itself.

R equired
(a) State four matters you would expect to find recorded in working papers in the permanent audit file 

and explain their purpose.
(b) Explain the design and use of audit programmes and the respective merits of standard and tailored 

audit programmes.
(c) Explain the importance of recording details of the actual evidence examined in the course of the 

audit on which the conclusions are drawn. Your explanation should include consideration of
the details to be recorded in the working papers and of the audit trail to be left in the books and 
records of the entity being audited.

Source: Adapted from Question 1, Audit Fram ework, June 2000. Reproduced by permission of ACCA.

Accepting the engagement and planning the audit
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f  LEARNING OBJECTIVES
A fter studying this ch ap ter  you  shou ld  b e  a b le  to:

1 appreciate the importance of internal control to an entity and to its independent auditors

2 describe the components of internal control

3 state the inherent limitations of the internal control system

4 indicate the procedures to obtain and document an understanding of internal control

5 explain the purpose of making a preliminary assessment of control risk

6 describe the approach to evaluating the design effectiveness of control procedures

7 state the purpose of tests of controls and the nature of such tests

8 describe how the work of internal auditing may be used in tests of controls

9 explain the process of assessing control risk.

0 PROFESSIONAL STATEMENTS
ISA 315 (Redrafted) Identifying and  Assessing R isks o f  M aterial M isstatem ent Through

Understanding the Entity and Its Environm ent 
ISA 330 (Redrafted) T he A uditor’s R esponses to A ssessed Risks
ISA 260 (Revised and Redrafted) C om m unications with T hose C harged with G overnance
ISA 610 C onsidering the W ork o f  Internal Audit

One of the most important tasks in planning an audit engagement is obtaining an understanding of the 
entity’s internal control. In Chapter 5 control risk was described as the risk that a misstatement that 
could occur will not be prevented or detected and corrected on a timely basis by the entity’s internal 
control. Chapter 6 described procedures for obtaining an understanding of the entity sufficient to 
assess the risk that the financial statements could be materially misstated. Internal control is designed 
by management to ensure, among other matters, that material misstatements are either prevented or 
are detected in sufficient time for remedial action to be taken.

This chapter describes the nature of an entity’s internal control and explains the auditor’s respon
sibility for obtaining an understanding of that structure sufficient to assess the risk that control 
procedures may fail to prevent or detect, on a timely basis, material misstatements in the financial 
statements. The chapter describes how auditors test the design effectiveness of internal control to form 
a preliminary assessment of the level of control risk. Where that preliminary assessment is other than 
high, auditors could consider adopting the lower assessed level of control risk audit strategy described 
in Chapter 6. If this strategy is adopted, then it must be supported by more extensive tests of control.



Internal control and control risk assessment

Internal control is sometimes referred to as a ‘risk management framework’. The term ‘internal 
control’ is more commonly used in auditing literature but students must be prepared to recognize 
either term.

Internal Control
We will begin by explaining the importance of internal control within an entity, and then describe the 
components of an entity’s internal control.

The importance of internal control
The importance of internal control has been recognized in the professional literature for over half a 
century. As early as 1947 a US publication titled Internal Controls cited the following factors as 
contributing to the expanding recognition of the significance of internal control:

• The scope and size of the business entity has become so complex and widespread that management 
must rely on numerous reports and analyses to control operations effectively.

• The checks and reviews inherent in a good system of internal control afford protection against 
human weaknesses and reduce the possibility that errors or irregularities will occur.

• It is impracticable for auditors to audit most companies within economic fee limitations without 
relying on the client’s system of internal control.

The incidence of creative and even fraudulent accounting in the 1980s by large companies has 
led to internal control being elevated from a private concern of management and auditors to a 
matter o f public interest. For example, the Report o f  the Com m ittee on Financial Aspects o f  
Corporate Governance (the Cadbury Report) published in 1992 recommended that directors be 
required to report publicly on the effectiveness of their system of internal control. This, in turn, 
led to the publication, in 1999, of Internal Control -  Guidance for  Directors on the C om bined  
Code (the Turnbull Report). The most recent version of the Combined Code requirements was 
issued in June 2 0 0 6 . The Turnbull Report adopted a risk management approach that elevates 
internal control from being reactive to unwanted risks to a proactive component of value 
creation.

The Turnbull Report requires that when determining its policies with regard to internal control, 
and thereby assessing what constitutes a sound system of internal control in the particular circum
stances of the company, the board’s deliberations should include consideration of the following 
factors:

• the nature and extent of the risks facing the company
• the extent and categories of risk which it regards as acceptable for the company to bear
• the likelihood of the risks concerned materializing
• the company’s ability to reduce the incidence and impact on the business of risks that do materialize
• the costs of operating particular controls relative to the benefit thereby obtained in managing the 

related risks.



CHAPTER 7

A n in tern al co n tro l sy stem  e n co m p a sse s  th e  p o lic ie s , p ro ce sse s , ta s k s , b e h a v io u rs  an d  o th e r  a sp ec ts  o f a 
co m p a n y  th a t, ta k en  to g e th er :

• fa c ilita te  its e ffectiv e  an d  e ff ic ie n t  o p e ra tio n  by e n a b lin g  it  to  resp o n d  a p p ro p ria te ly  to  s ig n ific a n t business, 
o p e ra tio n a l, f in a n c ia l, c o m p lia n c e  a n d  o th e r  risk s  to  a ch ie v in g  th e  c o m p a n y ’s o b je c t iv e s . T h is  in c lu d e s  the 
sa feg u ard in g  o f  assets  fro m  in a p p ro p ria te  use o r  fro m  lo ss  an d  fra u d , an d  e n su rin g  th a t  lia b ilit ie s  are 
id en tified  and  m an ag ed ;

• help  en su re  th e  q u a lity  o f  in te rn a l a n d  in d ep en d en t re p o rtin g . T h is  re q u ires  th e  m a in te n a n c e  o f  p ro p e r records 
and  p ro cesses th a t  g e n e ra te  a flo w  o f  tim ely , re le v a n t an d  re lia b le  in fo rm a tio n  fro m  w ith in  an d  o u ts id e  the 
o rg a n iz a tio n ;

• help  en su re  c o m p lia n ce  w ith  a p p lic a b le  law s a n d  re g u la tio n s , an d  a ls o  w ith  in te rn a l p o lic ie s  w ith  re sp e ct to 
th e  c o n d u c t o f  b u sin ess.

The United States has taken the lead in this matter. In 1987, the National Commission on Fraudulent 
Financial Reporting (the Treadway Commission) re-emphasized the importance of internal control in 
reducing the incidence of fraudulent financial reporting. The Commission’s final report included the 
following recommendation: ‘All public companies should maintain internal controls that will provide 
reasonable assurance that fraudulent financial reporting will be prevented or subject to early 
detection.’

In implementing this recommendation, the Committee of Sponsoring Organizations (COSO) of 
the Treadway Commission issued a report in 1992 entitled Internal Control -  Integrated Framework. 
The failure of the large US corporation Enron in 2001 and the subsequent collapse of its independent 
auditors, Andersen, led to a revision of this document in 2003 under the title of Enterprise Risk 
Management Framework. This document also emphasizes the importance of risk management.

T h e  un d erly in g  p rem ise  o f  e n terp rise  r is k  m a n a g e m e n t is th a t  ev ery  e n tity , w h e th e r  fo r -p ro f it ,  n o t- fo r -p r o f it  or 
a g o v e rn m en ta l b o d y , ex is ts  to  p ro v id e  v alu e  fo r  its  s ta k e h o ld e rs . A ll e n titie s  fa ce  u n c e rta in ty , an d  th e  ch allen g e  
fo r  m a n a g e m e n t is to  d e term in e  h o w  m u ch  u n c e rta in ty  th e  e n tity  is p rep a red  to  a c c e p t  a s  it striv es to  grow  
s ta k e h o ld e r  v alue. U n ce rta in ty  p rese n ts  b o th  risk  an d  o p p o r tu n ity , w ith  th e  p o te n tia l to  e ro d e  o r  en h an ce  
v alue. E n te rp r ise  risk  m a n a g e m e n t p ro v id es  a fra m e w o rk  fo r  m a n a g e m e n t to  e ffe ctiv e ly  d ea l w ith  u n certa in ty  
an d  a sso c ia te d  risk  an d  o p p o rtu n ity  an d  th e re b y  e n h a n ce  its  c a p a c ity  to  b u ild  v a lu e .

As a further response to Enron the Sarbanes-Oxley Act, which came into force in July 2002, 
introduced major changes to the regulation of corporate governance and financial practice for US 
listed companies (and their overseas subsidiaries). The following matters in relation to internal 
controls are relevant:

Section 302 requires that the annual report includes certification of the following:

• The signing officers have reviewed the report.
• The report does not contain any material untrue statements or material omission or be considered 

misleading.
• The financial statements and related information fairly present the financial condition and the 

results in all material respects.
• The signing officers are responsible for internal controls and have evaluated these internal controls 

within the previous 90 days and have reported on their findings.

The Turnbull Report identifies the elements of a sound system of internal control as follows:
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• A list of all deficiencies in the internal controls and information on any fraud that involves employees 
who are involved with internal activities.

• Any significant changes in internal controls or related factors that could have a negative impact on 
the internal controls.

Section 404 requires issuers to publish information in their annual reports concerning the scope and 
adequacy of the internal control structure and procedures for financial reporting. This statement shall 
also assess the effectiveness of such internal controls and procedures.

The registered accounting firm shall, in the same report, attest to and report on the assessment on 
the effectiveness of the internal control structure and procedures for financial reporting.

Internal controls relevant to an audit
This chapter is primarily concerned with controls that have the objective of achieving reliable financial 
reporting. Other objectives and related controls may also be relevant if they pertain to data that 
auditors use in applying audit procedures, such as:

• nonfinancial data used in analytical procedures -  for example, the number of employees, the volume 
of goods manufactured and other production and marketing statistics and

• financial data developed for internal purposes -  for example, budgets and performance data that 
auditors use to obtain independent evidence about amounts in the financial statements.

As explained in Chapter 2, auditors have certain responsibilities for detecting errors and irregularities 
(including management and employee fraud) and particular illegal acts. Thus, any entity objectives and 
controls related to these matters are also relevant to auditors. Where noncompliance could have a 
direct and material effect on the financial statements, controls over ‘compliance with applicable laws 
and regulations’ are particularly relevant.

Operational effectiveness and efficiency controls that are designed to reduce the risk of bad 
operating decisions -  such as selling a product at too low a price or failing to order replacement 
inventory in time -  are not usually considered relevant to a financial statement audit. Exceptions are 
controls that relate to the safeguarding of assets against unauthorized acquisition, use and disposition 
when these controls help to ensure that the entity’s financial statements properly reflect related losses 
(such as from theft).

Components of internal control
The components of internal control identified by ISA 315, (Redrafted) Identifying and Assessing Risks 
o f  Material Misstatement through Understanding the Entity and Its Environment, are:

• the control environment
• the entity’s risk assessment process
• the information system including the related business processes, relevant to financial reporting and 

communication
• control activities
• monitoring of controls.
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The control environment means the governance and management functions and overall attitude, 
awareness and actions regarding internal control and its importance in the entity. Numerous factors 
comprise the control environment, including:

• integrity and ethical values;
• a commitment to competence;
• management’s philosophy and operating style;
• organizational structure;
• the assignment of authority and responsibility;
• internal audit;
• the use of information technology;
• human resource policies and practices;
• the board of directors and audit committee.

These factors are discussed in the following sections.

Integrity and ethical values
Increasingly, constituents of businesses -  such as employees, customers, suppliers and the public -  
are demanding that business management exhibit integrity and ethical values. Managers of well- 
run entities are increasingly accepting the view that ‘ethics pays’ -  that ethical behaviour is good 
business.

To emphasize the importance of integrity and ethical values among all personnel of an organiza
tion, the chief executive officer and other members of top management should:

• Set the ‘tone-at-the-top’ by example and clearly emphasizing and demonstrating integrity and 
practising ethical behaviour.

• Communicate to all employees, verbally and through written policy statements and codes of 
conduct, that the same behaviour is expected of them -  that each employee has a responsibility to 
report known or suspected violations to a higher level in the organization and that violations will 
result in penalties.

• Reduce or eliminate incentives and temptations that may lead individuals to engage in dishonest, 
illegal or unethical acts. Incentives for undesirable negative behaviour include placing undue 
emphasis on short-term results or on unrealistic performance targets and offering bonus and 
profit-sharing plans that may, in the absence of necessary controls, encourage fraudulent financial 
reporting practices.

A commitment to competence
Personnel at every level in the organization must possess the knowledge and skills needed to 
perform their jobs effectively. Meeting financial reporting objectives in a large publicly held 
company generally requires higher levels of competence on the part of chief financial officers 
and accounting personnel than would be needed for such personnel in a small, privately held 
company.

Control environment
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M anagement’s philosophy and operating style
Characteristics that form part of a management’s philosophy and operating style and that have an 
impact on the control environment include the management’s:

• approach to taking and monitoring business risks;
• reliance on informal face-to-face contacts with key managers versus a formal system of written 

policies, performance indicators and exception reports;
• attitudes and actions towards financial reporting;
• conservative or aggressive selection of accounting principles from available alternatives;
• conscientiousness and conservatism in developing accounting estimates;
• attitudes towards information processing and accounting functions and personnel.

The last four characteristics are particularly significant to an assessment of the control environment for 
financial reporting.

Organizational structure
An organizational structure contributes to an entity’s ability to meet its objectives by providing an 
overall framework for planning, executing, controlling and monitoring the entity’s activities. 
Developing an organizational structure for an entity involves determining the key areas of authority 
and responsibility and appropriate lines of reporting.

The assignment of authority and responsibility
The assignment of authority and responsibility is an extension of the development of an organizational 
structure. It includes the particulars of how and to whom authority and responsibility are assigned and 
should enable each individual to know:

• how his or her actions contribute to the achievement of the entity’s objectives
• for what he or she will be held accountable.

Internal audit
The establishment of an internal audit function strengthens the control environment. To be effective, 
internal audit personnel need to:

• be appropriately qualified and sufficiently skilled
• possess integrity and as far as possible independence of function
• be adequately resourced
• have appropriate access to the board of directors, the audit committee and to the independent 

auditors.

The use of information technology
The use of information technology should be appropriate to the entity’s size and complexity. The 
framework of overall control established by management should ensure that the general controls over 
information processing (as described later in the chapter) are achieved.
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Human resource policies and practices
A fundamental concept of internal control is that it is effected or implemented by people. Thus, for the 
internal control structure to be effective, human resource policies and practices must ensure that entity 
personnel possess the expected integrity, ethical values and competence. Such practices include:

• developing appropriate recruiting policies;
• screening prospective employees;
• orienting new personnel to the entity’s culture and operating style;
• developing training policies that communicate prospective roles and responsibilities;
• exercising disciplinary action for violations of expected behaviour;
• evaluating, counselling and promoting people based on periodic performance appraisals;
• implementing compensation programmes that motivate and reward superior performance while 

avoiding disincentives to ethical behaviour.

Board of directors and audit committee
The composition of the board of directors and the audit committee, along with the manner in which 
they exercise their governance and oversight responsibilities, has a major impact on the control 
environment. Influential factors include:

• the proportion of nonexecutive directors and the establishment of an audit committee;
• the experience and stature of directors;
• the extent of their involvement with and scrutiny of management’s activities;
• the degree to which they raise and pursue difficult questions with management;
• the nature and extent of their interaction with internal and independent auditors.

Risk assessment process
The entity should have a formal process for identifying risks and determining an appropriate 
strategy with regard to those risks. Auditors are particularly concerned with risks relevant to the 
truth and fairness of financial reporting, such as the possibility of unrecorded transactions or of 
unreliable accounting estimates. Internal control activities can only be designed to cope with 
identified risks.

It is particularly important that the entity be alert to changes that may render existing control 
activities inadequate such as rapid growth, changes in business activities, corporate restructuring and 
new financial reporting requirements.

Information system
Before commencing an audit on an entity’s financial statements, auditors must have a thorough under
standing of its information system sufficient to plan the audit and develop an effective audit approach. 

The IAASB’s Glossary o f  Terms defines the information system relevant to financial reporting as:

A component of internal control that includes the financial reporting system, and consists of the procedures and 
records established to initiate, record, process and report entity transactions (as well as events and conditions) 
and to maintain accountability for the related assets, liabilities and equity.
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The quality of system-generated information affects management’s ability to make appropriate deci
sions in controlling the entity’s activities and to prepare reliable financial reports.

It is not only as auditors, however, that accountants need to have an understanding of information 
systems. As accountants, their prime function is to establish and maintain such a system to ensure that the 
financial reports they produce, whether for management or external parties, are accurate and reliable.

The focus of the information system is on transactions. Transactions consist of exchanges of assets and 
services between an entity and outside parties and the transfer or use of assets and services within an entity. A 
major focus of controls in the information system is to ensure that transactions are initiated and processed in 
a way that prevents misstatements in financial statement assertions. An effective information system should:

• identify and record all valid transactions
• describe the transactions on a timely basis and in sufficient detail to permit their proper classification 

for financial reporting
• measure the value of transactions in a manner that permits recording their proper monetary value in 

the financial statements
• determine the time period in which transactions occurred to permit recording of transactions in the 

proper accounting period
• present properly the transactions and related disclosures in the financial statements.

An entity’s information system should provide a complete audit trail for each transaction. An audit 
trail is a chain o f evidence provided by coding, cross-references and documentation that connects 
account balances and other summary results with original transaction data. Audit trails are essential to 
both management and auditors; for example management uses the trail in responding to inquiries from 
customers or suppliers concerning account balances and auditors use the trail in vouching and tracing 
transactions. In computer information systems the audit trail may exist in electronic format only and 
sometimes may be deleted once the transaction has been verified (such as when the personal identifica
tion number (PIN) is read and verified at the initiation of a credit or debit card transaction). Special 
audit techniques are required to verify the audit trail, such as the use of embedded audit facilities that 
trace the operation of controls electronically.

Control activities
Control activities are detailed procedures that management establishes to ensure, as far as possible, 
that specific entity objectives will be achieved. Control activities that are relevant to a financial 
statement audit may be categorized as follows:

• information processing controls:

-  general controls;
-  application controls (proper authorization; documents and records; independent checks);

• segregation of duties;
• physical controls;
• performance reviews.

These categories are explained in the following sections.
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Information processing controls
O f particular relevance to an audit are inform ation processing controls that address risks related to the 
authorization, completeness and accuracy o f transactions. M ost entities, regardless o f size, now use 
computers for inform ation processing in general and for accounting inform ation in particular. In such 
cases, inform ation processing controls are often further categorized as general controls and application 
controls.

G eneral controls
General controls are those controls that apply to  com puter inform ation systems (CIS) as a whole and 
include controls related to such m atters as data centre organization, hardware and systems software 
acquisition and maintenance, and backup and recovery procedures. Figure 7.1 lists the more important 
general controls.

Application controls
Application controls are those controls that apply to  the processing o f specific types o f transaction, 
such as invoicing custom ers, paying suppliers and preparing payroll. W hether they are in a com pu
terized or a m anual environm ent, application controls may be further classified into the follow ing 
categories:

• proper authorization
• documents and records
• independent checks.

Proper authorization procedures ensure that transactions are authorized by personnel acting within the 
scope o f their authority. A uthorizations may be general or specific. General authorization relates to the 
general conditions under which transactions are authorized, such as standard price lists for products 
and credit policies for charge sales. Specific authorization is granted on a case-by-case basis and may 
apply in both nonroutine transactions (such as m ajor capital expenditures) and routine transactions 
that exceed the limits provided by the general authorization (such as requisitioning goods or services 
other than replacem ent o f inventory).

Authorization procedures are also im portant in limiting access to  assets, documents and records, 
and to  com puter equipment, programs and files. These procedures will be explained in the section on 
physical controls later in the chapter.

Documents and records are source documents, journals and ledgers. In computerized systems, 
some documents and records may exist only in electronic form at. D ocum ents provide evidence of 
transactions that have occurred and o f the applicable price, nature and terms. Invoices, cheques and 
time tickets illustrate com m on types o f document. W hen duly signed or stamped, documents also 
provide a basis for establishing responsibility for the execution and recording o f transactions. 
Documents should be designed to encourage the capture o f all relevant inform ation and to  provide 
for the required signatures and initials o f those responsible for executing and recording the transaction. 
Employees are more likely to perform their duties reliably if their responsibility is evidenced on the 
document.
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CLIENT Amalgamated Products Ltd 

Completed by: R S C  Date: 12/9/xi
BALANCE SHEET DATE 3 1 /1 2 /X l 

Reviewed by: g e y  Date: 2 9 /1 0 /X l

Internal Control Questionnaire Component: Control Environment

Question Yes. No 
N/A

Comments

Integrity and ethical values:

1. Does management set the 'tone at the top’ by demonstrating a 
commitment to integrity and ethics through both its words 
and deeds?

Y e s M a n a g e m e n t  \e c o n s c io u s  o f  s e t t in g  an  
ex a m p le . E n t i t y  d o e s  n o t  h ave  a  fo r m a l code  o f  
c o n d u c t.

2. Have appropriate entity policies regarding acceptable 
business practices, conflicts of interest, and codes of conduct 
been established and adequately communicated?

Yee E x p e c ta t io n s  o f  e m p lo y e e s  in c lu d ed  in a  policy  
m a n u a l d is t r ib u te d  t o  a ll e m p lo y e e s .

3. Have incentives and temptations that might lead to unethical 
behaviour been reduced or eliminated?

Yee P r o f it -s h a r in g  p lan  m o n ito re d  by a u d it  
c o m m it te e .

Board nf directors and audit committee:

1. Are there regular meetings of the board and are minutes 
prepared on a timely basis?

Yee B o a rd  h a s  n in e  in s id e  m e m b e rs , t h r e e  o f  whom 
s e rv e  on t h e  a u d i t  c o m m it te e . C o n s id e rin g  
a d d in g  t h r e e  o u ts id e  m e m b e rs  t o  t h e  b o a rd  
w ho w ould c o m p r is e  t h e  a u d i t  c o m m it te e .

2. Do board members have sufficient knowledge, experience and 
time to serve effectively?

Yee

3. Is there an audit committee composed of outside directors? N 0

Management’s philosophy and operating style:

1. Are business risks carefully considered and adequately 
monitored?

Yee M a n a g e m e n t  is  c o n s e rv a tiv e  a b o u t  b u s in e s s  
risks .

2. Is management's selection of accounting principles and 
development of accounting estimates consistent with 
objective and fair reporting?

Yee

3. Has management demonstrated a willingness to adjust the 
financial statements for material misstatements?

Yee M a n a g e m e n t  h a s  re a d ily  a c c e p te d  all propos ed  
a d ju s t m e n t s  in p r io r  a u d its .

Human resource policies and practices:

1. Do existing personnel policies and procedures result in the 
recruitment or development of competent and trustworthy 
people needed to support an effective internal control structure?

Yee F o rm a l jo b  d e s c r ip t io n s  a r e  p ro v id ed  fo r  all 
p o s itio n s .

2. Do personnel understand the duties and procedures 
applicable to their jobs?

Yee

3. Is the turnover of personnel in key positions at an acceptable 
level?

Yee N o rm a l ‘t u r n o v e r ’.

Figure 7.1 Excerpt from internal control questionnaire -  control environment.

Prenumbered documents are useful in m aintaining control and accountability by providing a means for 
ensuring that:

• all transactions are recorded
• no transactions are recorded more than once.
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Records include the primary accounting records (journals and ledgers) as well as other records of 
accumulated data, such as employee earnings records (which show cumulative payroll data for each 
employee) and perpetual inventory records.

Independent checks involve the verification of work performed by other individuals or depart
ments, or the proper measurement o f recorded amounts. The following are examples of independent 
checks:

• A dispatch clerk verifies the agreement of goods received from the warehouse with the details on a 
duplicate copy of the approved sales order before shipping the goods.

• A sales supervisor checks prices on invoices prepared by invoicing clerks against an authorized price 
list before mailing them.

• A treasurer compares the amounts on cheques prepared by the accounts department with amounts 
on supporting documentation before signing the cheques.

• A routine in a computer program compares a computer-generated total of credits posted to the trade 
receivables master file with a manually prepared batch total keyed in at the beginning of the 
computer run, and prints the result.

Performance of independent checks should be evidenced in writing.

Segregation of duties
Segregation of duties ensures that individuals do not perform incompatible duties. Duties are 
considered incompatible when it is possible for an individual to commit an error or irregularity 
and then be in a position to conceal it in the normal course of his or her duties. An individual who 
processes cash remittances from customers, for example, should not also have authority to approve 
and record credits to customers’ accounts for sales returns and bad debt writeoffs. In such a case, 
the individual could steal a cash remittance and cover the theft by recording a fictitious sales return 
or by writing off the balance. This reasoning supports segregation of duties in the following 
situations:

• Responsibility for executing a transaction, recording the transaction and maintaining custody o f  the 
assets resulting from  the transaction should be assigned to different individuals or departments. As 
an example, purchasing department personnel should initiate purchase orders, accounting depart
ment personnel should record the goods received, and storeroom personnel should assume custody 
of the goods. Before recording the purchase, accounting personnel should ascertain that the pur
chase was authorized and that the goods ordered were received. The accounting entry, in turn, 
provides an accountability basis for the goods in the storeroom.

• The various steps involved in executing a transaction should be assigned to different individuals or 
departments. Thus, in executing a sales transaction, the entity should assign responsibility for 
authorizing the sale, filling the order, shipping the goods and invoicing the customer to different 
individuals.

• Responsibility for certain accounting operations should be segregated. In a manual information 
system, for example, different personnel should maintain the general ledger and the sales ledger, 
and personnel involved in recording cash receipts and payments should not reconcile the bank 
accounts.
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When duties are segregated such that the work of one individual automatically provides a cross-check 
on the work of another, the entity has the added benefit of an independent check. It should be noted 
that while an independent check always involves segregating duties, segregating duties does not always 
involve an independent check.

Physical controls
Physical controls limit access to assets and important records. Such controls may be direct or indirect. 
Direct controls include initiating measures for the safekeeping of assets, documents and records (such as 
fireproof safes and locked storerooms) and restricting access to storage areas to authorized personnel 
only. Indirect controls apply to the preparation or processing of documents (such as sales orders and 
payment vouchers) that authorize the use or disposition of assets. They involve the use of mechanical 
and electronic equipment such as cash registers, which help to assure that all cash receipt transactions 
are rung up and which provide locked-in summaries of daily receipts. To be effective, physical controls 
must include periodic counts of assets and comparisons with the amounts shown on control records. 
Examples include petty cash counts and inventory counts.

Access controls, both physical and electronic, are particularly important in a computer information 
system. They should provide assurance that transactions being entered into the computer systems are 
appropriately authorized and that access to data and programs is restricted to authorized personnel.

Access to computer hardware should be limited to authorized individuals. Physical safeguards 
include housing the equipment in an area restricted by security guards, or using keys, badges or other 
automated security devices.

Access to data files and programs should be designed to prevent unauthorized use of such data. All 
computer users should have passwords for access to the computer network. Each user may have 
restricted access to specific programs and files. Access may be further designated as ‘read only’ or ‘read 
and write’. The computer should also be programmed to record the names of all users who access the 
computer for the purposes of adding, altering or deleting data. If passwords are to provide for the 
security of data files and programs then they should be changed regularly, not easily guessed and 
secured by both the user and the system.

In systems with online entry of data, many users have direct access through remote input devices. 
Access often extends beyond the entity’s employees to customers and suppliers through remote 
terminals such as automated teller machines or even via the Internet. To provide the necessary control, 
each user of a remote input device is provided with a key, code or card that identifies the holder as an 
authorized user.

Security packages can also provide access security. They can define the relationships of different 
types of user to the programs and data files stored in the computer. The software can detect access 
violations by logging all abortive access attempts.

Performance reviews
Examples of performance reviews include management review and analysis of:

• reports that summarize the detail of account balances such as an aged trial balance of trade 
receivables or reports of sales activity by region, division, salesperson or product line

• actual performance compared with budgets, forecasts or prior period amounts.
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Monitoring
It is important that internal control is subject to regular management and supervisory review. 
Employees need to be aware that compliance with controls is monitored and noncompliance is likely 
to be detected. In larger organizations this function is entrusted to the internal audit department. Other 
important sources of information as to the operation of controls come from customers and regulatory 
agencies. Monitoring also provides feedback as to the effectiveness of controls and acts as a stimulus to 
reviewing controls and implementing changes.

Limitations of control
One of the fundamental concepts is that internal control can provide only reasonable assurance 
regarding the achievement of an entity’s objectives. Reasons for this include the following inherent 
limitations in an entity’s internal control structure:

• Costs versus benefits: the cost of an entity’s internal control structure should not exceed the benefits 
that are expected to ensue. Because precise measurement of both costs and benefits is not usually 
possible, management must make both quantitative and qualitative estimates and judgements in 
evaluating the cost-benefit relationship.

• Management override: management can overrule prescribed policies or procedures for illegitimate 
purposes, such as personal gain or enhanced presentation of an entity’s financial condition (for 
example, inflating reported earnings to increase a performance bonus or the market value of the 
entity’s shares). Override practices include making deliberate misrepresentations to auditors and 
others, such as by issuing false documents to support the recording of fictitious sales transactions.

• Mistakes in judgement: occasionally, as a result of inadequate information, time constraints or other 
pressures, management and other personnel may exercise poor judgement in making business 
decisions or performing routine duties.

• Collusion: individuals acting together may evade the planned segregation of duties to perpetrate and 
conceal an irregularity (e.g. collusion among three employees from the personnel, manufacturing 
and payroll departments to initiate payments to fictitious employees, or ‘kickback’ schemes 
arranged between an employee in the purchasing department and a supplier, or between an 
employee in the sales department and a customer).

• Breakdowns: breakdowns in established controls may occur because personnel misunderstand 
instructions or make errors as a result of carelessness, distractions or fatigue. Temporary or 
permanent changes in personnel, systems or procedures may also contribute to breakdowns.

Application to smaller entities
The information system, control activities and the control environment are applicable to entities of all 
sizes. However, the degree of formality and the manner in which the components are implemented may 
vary considerably for practical and sound reasons.

Smaller entities are less likely to have written codes of conduct, external directors, formal policy 
manuals, or sufficient personnel to provide for optimal segregation o f duties or internal auditors. 
However, they can mitigate the absence of these safeguards by developing a culture that emphasizes 
integrity, ethical values and competence. In addition, owner-managers can assume responsibility for
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certain critical tasks such as approving credit, signing cheques, reviewing bank reconciliations, 
monitoring customer balances and approving writeoffs of bad debts. Moreover, the familiarity that 
managers of smaller entities can have with all critical areas of operation, and the simpler and shorter 
lines of communication, can obviate the need for the formalized control activities that are essential in 
larger entities.

Control in computer information systems
The general principles of control are the same in both computerized and manual information systems, 
but the effect of technology on the internal control structure must be recognized. Generally, computer 
information systems (CISs):

• consistently apply predefined business rules and perform complex calculations in processing large 
volumes of transactions or data;

• enhance the timeliness, availability and accuracy of information;
• facilitate the additional analysis of information;
• enhance the ability to monitor the performance of the entity’s activities and its policies and procedures;
• reduce the risk that controls will be circumvented; and
• enhance the ability to achieve effective segregation of duties by implementing security controls in 

applications, databases and operating systems.

As the use of CISs becomes more common, their operation is becoming increasingly free of human 
intervention and greater reliance is being placed on them. Table 7.1 indicates that a well-designed CIS 
can significantly reduce errors. However, if the system is not well designed, then the impact of error is 
much greater.

Table 7.1 Inform ation technology (IT) systems versus manual processes

ATTRIBUTES OF IT 
SYSTEMS

ATTRIBUTES OF 
MANUAL PROCESSES

BENEFITS OF IT SYSTEM 
PROCESSES

POTENTIAL RISKS OF IT SYSTEM 
PROCESSES

More consistent processing No real assurance as to 
consistency

Once right, always right; 
potentially fewer errors

If wrong, consistently wrong for that 
logical process; difficulty in detecting 
small but possibly significant individual 
discrepancies spread over a large 
volume of transactions

Often limited flexibility unless 
incorporated in design (which 
may change)

High dependence on 
individuals; high flexibility

Presumption by users that systems are 
right without sufficient review and testing

Major effort required for changes (e.g. 
new products)

Where flexibility is incorporated in IT 
system design, potential for error arising 
from the increased complexity

(continued overleaf)
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Table 7.1 (continued)

ATTRIBUTES OF IT 
SYSTEMS

ATTRIBUTES OF 
MANUAL PROCESSES

BENEFITS OF IT SYSTEM 
PROCESSES

POTENTIAL RISKS OF IT SYSTEM 
PROCESSES

Increased efficiency (in  
capacity and vo lu m e), because  
the volum e of transactions that 
can be handled is increased

Effect of an increase in 
vo lum e on tim eliness and 
need for resources

Easier to  maintain delivery, 
accuracy and tim eliness  
requirem ents as volum es  
increase

Easier to maintain costs in the 
face of increasing volum es  

Reduced ongoing  
operational costs

H igh er up -fro n t costs

Use of user-controlled  
param eters or key data for 
m ultiple transactions and 
calculations

S im ilar use of key data but 
needs to be exam ined for  
each transaction (e.g. the 
price list)

Use of data in this w ay, but 
data still exam ined each  
tim e, so as to ensure  
consistency of application  
(e.g. the consistent use of 
interest rates)

If key data are w rong or m anipulated, 
potential effect on num erous  
transactions

Ability to  review  all 
transactions and report only 
exceptions

Only a sam ple of 
transactions reviewed  

Possibility that the  review  
m ay be lim ited to a scrutiny  
fo r reasonableness

Reduced n um ber of item s  
that require fo llow -up  
(increased efficiency)

Ability to deal w ith all details  
of a  transaction

D etection of potential p rob lem s only if 
program m ed to do so 

Possible inability to identify or deal with 
unexpected real or potential errors  

Reliance on effective and tim ely  manual 
fo llow -up  of potential errors

M inim al m anual interpretation  
or review

Need fo r detailed human  
know ledge of the  process

Reduced cost 

Reduced likelihood of 
disruption

Reduced reliance on 
operational staff

Possibility that users may no longer 
understand how  the system works and, 
thus, m ay not be able to identify or deal 
with errors or operate w ithout the system  

Increased im pact of disruption  

The possibility that reduced intervention  
m ay reduce the levels of authorization  
and increase exposure to  fraud

M in im al visible evidence of the  
process that has been followed

N orm ally , physical evidence  
of the action taken

A reduced am oun t of 
in form ation that is required  
to be reviewed manually

Possible difficulty in identifying the nature 
and extent of errors where they do arise 

Reliance on the system  docum entation  
to define how  the process works

Source : Reproduced w ith  the jo int perm ission of CPA Australia and the  Institute ot Chartered A ccountants ot Australia. @  1 9 9 9  Auditing and A ssurance Standards Board (AUASB). The 
text, graphics and layout of this publication are protected by Australian copyright law  and the  com parable law  o f o ther countries. No part o f the publication m ay be reproduced, stored or 
transm itted in any form  o r by any m eans w ithout the prior written perm ission of the AUASB except as perm itted by law. For reproduction perm ission should be sought in w riting from  the 
AUASB. Requests in the f irs t instance should be addressed to the A dm in istration Director, AUASB. PO Box 2 0 4 . Collins S treet W est, M e lbourne, V ictoria. 8 007 .

0  LEARNING CHECK_____________________________________

• Internal control has long been recognized as vital to the conduct o f business and the perform ance of 
an audit w ithin econom ic fee limits.

• This has more recently been emphasized hv the findings o f the Cadbury Report and Turnbull Report in 
the United Kingdom and the Committee of Sponsoring Organizations to the Treadway Commission in 
the United States, which locate internal control within an entity's risk management framework.
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• In the United States legislation was enacted in the form of the Sarbanes-O xley Act 2 0 0 2 . In other 
jurisdictions a voluntary code (the Com bined Code) provides a contribution to  good governance 
including those m atters relating to internal control.

• ISA 3 1 5  identifies the com ponents o f internal control as:

-  the control environm ent;
-  the entity’s risk assessment process;
-  the inform ation system;
-  control activities; and
-  m onitoring o f controls.

• The control environment relates to the attitude of m anagem ent towards the im portance o f internal 
controls.

• The prime function o f the inform ation system is to ensure that financial statem ents are accurate and 
reliable.

• Control activities are established by managem ent to ensure achievement of entity objectives. W ith 
respect to the accounting system, they consist o f inform ation processing controls, segregation of 
duties, physical controls and perform ance reviews.

• Inform ation processing controls may be general or they may be specific to  an application. Specific 
controls are com prised o f authorizations, docum entation and independent checks.

• Internal control provides only reasonable assurance, being subject to a number o f inherent limitations.

• Smaller entities need controls but they are likely to be less form al and to depend on the direct 
supervision o f management.

Procedures to Obtain an Understanding
This section explains how auditors meet their responsibility for obtaining and documenting an under
standing o f the inform ation system and internal control environment.

Obtaining an understanding
The procedures necessary to obtain an understanding consist of:

• reviewing previous experience with the entity
• inquiring o f appropriate managem ent, supervisory and staff personnel
• inspecting documents and records
• observing entity activities and operations.

Review prev iou s  ex p er ien ce

In a repeat engagement, the previous year’s working papers contain a great deal o f inform ation 
relevant to the current year’s audit. Auditors can use the previous year’s recorded understanding and 
assessment o f control risk as the starting point, making inquiries as to  the changes that may have 
occurred in the current year. The working papers should also contain inform ation about the types and 
causes o f m isstatements found in prior audits. Auditors can follow  up on this inform ation to determine 
whether management has taken corrective actions.
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Inquiring
Making inquiries of entity management and personnel is an important source of information. Types of 
inquiry are described in connection with documentation of internal control as described below.

Inspecting docum ents an d  records
Auditors should also inspect relevant documents and records of the entity, such as organization charts, 
policy manuals, the chart of accounts, accounting ledgers, journals and source documents. These 
inspections will inevitably lead to additional inquiries about specific controls and changes in conditions.

Observation an d  w alkthrough
Observation commonly supplements inquiry by confirming the understanding of procedures as described. 
A particularly important form of inspection and observation is the walkthrough. To reinforce their 
understanding of the information system and control procedures or to confirm the absence of changes 
since the system was last reviewed, auditors perform a transaction walkthrough review by tracing one or a 
few transactions within each major class through the transaction trail to confirm the documented under
standing. For example, auditors might select a few sales orders and follow these orders through delivery, 
invoicing, recording in the sales journal, posting to the sales ledger and subsequent receipt of cash and its 
proper recording. A few transactions might also be traced in the reverse direction, for example from the 
credit entry in the sales ledger from cash receipts back to the sales order that initiated the transaction.

Documenting the understanding
Documenting the understanding of the information system is a requirement for all audits. 
Documentation may take the form of completed questionnaires, flow charts and/or narrative memor
anda. In an audit of a large entity, involving a combination of audit strategies, all three types of 
documentation may be used for different parts of the understanding. In an audit of a small entity, a 
single memorandum may suffice to document the auditor’s understanding of all the components. In a 
repeat engagement, it may be necessary only to update documentation from the prior year’s working 
papers. Only those parts of the information system that are relevant to the audit need to be documented.

Questionnaires
An internal control questionnaire (ICQ) consists of a series of questions about accounting and control 
policies and procedures that the auditors consider necessary to prevent material misstatements in the 
financial statements. The questions are usually phrased in such a way that a ‘yes’ answer indicates a 
favourable condition. Space is also provided on the questionnaire for comments such as who performs 
a control procedure and how often.

Standardized questionnaires are used for many audits. Some firms use quite different question
naires for large versus small entities or for particular industries.

Excerpts from three questionnaires are illustrated in Figures 7.1, 7.2 and 7.3. These relate to parts 
of the control environment, to the cash payment activities of an information system and to general 
controls over a computer information system respectively. In Figure 7.2, the questions relate to several
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CLIENT Amalgamated Froducte Ltd 

Completed by: RSC Date: 12/9/xi
BALANCE SHEET DATE 31/12 /X l 

Reviewed by: GEY Date: 29/io/xi

Internal Control Questionnaire Component: Cash Payments
Question Yes. No. 

N/A
Comments

Cash payments transactions.

1. Is there an approved payment voucher with supporting 
documents for each cheque prepared?

Y es

2. Are prenumbered cheques used and accounted for? Y es

3. Are unused cheques stored in a secure area? Y e s S a fe  in t r e a s u r e r s  office .

4. Are only authorized personnel permitted to sign cheques? Y e s Only t r e a s u r e r  an d  a s s is ta n t  t r e a s u r e r  can  
sign.

5. Do cheque signers verify agreement of details of cheque and 
payment voucher before signing?

Y es

6. Are vouchers and supporting documents cancelled after 
payment?

Y e s Vouchers a n d  all s u p p o rtin g  d o c u m e n ts  a re  
s ta m p e d  ‘P a id ’.

7. Is there segregation of duties for:

(a) approving payment vouchers and signing cheques? Y es

(b) signing cheques and recording cheques? Y es

8. Are there periodic independent reconciliations of cheque 
accounts?

Y es Performed by a s s is ta n t  c o n tro lle r.

9. Is there an independent check of agreement of daily summ ary  
of cheques issued with entry to cash payments?

No Compâheon now m ad e  by a s s is ta n t  tre a s u re r ;  
recommend i t  be m ade by a s s is ta n t  con tro lle r.

Figure 7.2 Excerpt from internal control questionnaire -  control procedures.

possible categories of control activity: questions 1 and 4 relate to authorization procedures; questions 2 
and 6 relate to documents and records; questions 5, 8 and 9 relate to independent checks; question 3 
relates to physical controls; and questions 7(a) and (b) relate to segregation of duties.

Some auditing firms have automated their internal control questionnaires. The staff auditor enters 
the responses into a notebook computer as the information is obtained, using software that analyses 
the pattern of responses across related questions and guides the auditor through subsequent steps in 
assessing control risk and designing substantive audit procedures.

Some auditing firms also provide special training for staff in the interviewing skills needed to 
administer questionnaires. By being alert to nonverbal signals given by interviewees (such as a 
hesitancy to respond, an apparent lack of familiarity with controls or undue nervousness during the 
interview), for example, auditors can significantly enhance their understanding.

As a means of documenting the understanding, questionnaires offer a number of advantages. They 
are developed by experienced professionals and provide guidance for less experienced staff who may be 
assigned to obtain the understanding on a particular audit. They are relatively easy to use and reduce 
the possibility that auditors may overlook important internal control matters. Their disadvantage is 
that to cater for the varied types of information system, they may be long and unwieldy.
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CO N TR OLS YES NO C O M M E N T S

Organizational controls
1. Are the fo llow ing  duties seg regated w ith in  the  co m p u ter departm ent:

(a ) system s design?

(b ) co m p u ter p rog ram m ing?

(c) co m p u ter operations?

(d ) data entry?

(e) custody o f system s docu m en ta tio n , p ro g ram s and files?

(f) data contro l?

2. Are the fo llow ing  duties perfo rm ed  only outside the co m p u ter departm ent:

(a ) initiation and authorization of transactions?

(b ) authorization  of changes in sys tem s , p ro g ram s and m aster files?

(c) p reparation of source do cu m en ts?

(d ) correction of errors in source  docum ents?

(e) custody of assets?

Systems development and maintenance controls
1. Is there  adequate partic ipation by users and internal auditors in 

new  system s developm ent?
2. Is p rop er authorization , testing  and  do cu m en ta tio n  required fo r  

system s and pro g ram  changes?
3. Is access to  system s so ftw are  restricted to  authorized personnel?
4 . Are there  adeq u ate  contro ls  o ver d ata  files (b o th  m aster and transaction  files )  

during conversion to  prevent unauthorized  changes?

Access controls

1. Is access to  c o m p u te r facilities restricted to  authorized  personnel?
2. Does the librarian restrict access to  d ata  files and  pro g ram s to  

authorized personnel?
3. Are co m p u te r processing activ ities  review ed by m anag em en t?

Other controls

1. Is  th ere  a d isas te r contingency p lan to  en su re  continu ity  of operations?
2. Is th ere  o ff-s ite  sto rage  of backup files  and p ro g ram s?
3. A re su ffic ien t generations  o f p ro g ram s, m a s te r files and transaction

files  m a in ta ined  to  facilitate  reco very  and reconstruction  of c o m p u te r processing?
4. A re th ere  adeq u ate  safeguards  a g a in s t fire , w a te r  dam age, p o w er

fa ilu re, p o w e r flu c tu a tio n s , th e ft, loss, and intentional and unin tentio nal d es truction?

Figure 7.3 Excerp t from  internal con tro l questionnaire -  general controls.

F lo w  ch a rts

A flow  chart is a schem atic diagram  th at uses standardized sym bols, interconnecting flow  lines and 
annotations to  portray the steps involved in processing inform ation  through the inform ation system- 
Flow  charts are prepared to  depict the processing o f  individual classes o f tran saction , such as sales, cash 
receipts, purchases, cash paym ents, payroll and m anufacturing.

Flow  charts should depict:

• all operations perform ed in processing the class o f  transactions
• the m ethods o f processing (m anual or com puterized)
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• the exten t o f segregation o f duties (by identifying each operation w ith a functional area, departm ent 
or individual) and

• the source, flow  and disposition o f the docum ents, records and reports involved in processing.

These essential com ponents are illustrated in Figure 7 .4 , w hich is a partial flow  chart o f a system for 
processing cash (cheques) and accom panying rem ittance advices received from  custom ers. (An exam 
ple o f a  rem ittance advice is the portion  o f  a telephone accou n t or credit card  statem ent that the 
custom er returns w ith the paym ent.)

MAIL ROOM CASHIER SALES LEDGER ACCOUNTING GENERAL
(detail omitted) ACCOUNTING

Figure 7.4 Partial flow  ch art for processing o f  m ail receipts transactions.

T he flow  ch art in Figure 7 .4  displays four operations. T he first tw o take place in the m ail room  -  
namely (i) opening the m ail and separating the cheques and rem ittance advices, and (ii) preparing a 
prelist (in triplicate) o f the cheques (to show  the am ount o f each rem ittance and the grand to ta l). T he 
other tw o operations take place in sales ledger accounting -  nam ely (iii) entering the rem ittance data 
into the com puter for processing and (iv) reconciling a com puter-generated sum m ary w ith the input 
documents. T he first, second and fourth operations involve m anual processing, w hich is indicated by 
the use o f  a trapezoidal-shaped sym bol. T he third operation is represented in the flow  chart by the 
symbol labelled ‘O nline data entry’ and the rectangular sym bol labelled ‘R eceipts processing’, w hich, 
together, indicate com puter processes. The segregation o f duties is indicated by the division o f the flow  
chart into four vertical partitions, representing the four departm ents involved w ith the cash receipts
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processing. (The details of only two of these departments are shown, so as to keep the illustration 
simple.) Finally, the figure shows the source, flow and disposition of the following documents and 
records:

• the remittance advices and cheques received in the mail
• the three copies of the prelist of cheques prepared in the mail room and
• the two computer-generated reports that are produced when the remittance data are entered into the 

computer in sales ledger accounting.

The flow chart also shows that the computerized receipts processing results in the updating of 
three computer files maintained on disk (the symbols in the sales ledger accounting partition that 
look like cans).

A more complete illustration o f flow charting is presented in Appendix 7.A. As well as extending 
the illustration of the system shown in Figure 7 .4 , Appendix 7. A includes an explanation of additional 
standardized flow charting symbols and some helpful guidelines for preparing flow charts.

CLIENT Ownco. L td . BALANCE SHEET DATE 31/12

Completed by: m/w Date: 30/9/X5 Reviewed by: j? __Dale: oi/n/x5
Updated by: m /w  Date: 1 5 /9 /X 6  Reviewed by: _ig__Date: 2 9 n o K 6

Understanding ot the Control Environment

The Company manufactures plastic fishing worm s at one location and is managed by its sole owner, Ed Jones. M anagem ent of the company  
is dominated by Jones, who is responsible for marketing, purchasing, hiring and approving major transactions. He has a good under
standing of the business and the industry in which it operates. Jones believes that hiring experienced personnel is particularly important 
because there are no layers of supervisory personnel and thus, because of limited segregation of duties, few  independent checks of 
employees' work. Jones has a m oderate-to-conservative attitude toward business risks. The business has demonstrated consistent 
profitability and, because Jones considers lower taxes to be as im portant as financial results, he has a conservative attitude toward 
accounting estimates.

Jones and Pat W illis, the book-keeper, readily consult with our firm  on routine accounting questions, including the preparation of 
accounting estimates (tax accrual, stock obsolescence, or bad debts). Our firm  also assists in assembling the financial statements.

The company's board of directors is composed of fam ily m em bers. The board is not expected to m onitor the business or the owner- 
manager’s activities.

M ost of the significant accounting functions are perform ed by W illis, the book-keeper, and Jones’s secretary, Chris Ross. W illis was hired 
by the company in 19X0, has a w orking knowledge of accounting fundamentals, and we have no reason to question her competence. Willis 
regularly consults with our firm  on unusual transactions, and past history indicates that it is rare for adjustments to arise from  errors in the 
processing of routine transactions.

Jones made the decision to purchase a m icrocom pu ter and a turnkey accounting softw are package. The source code is not available for 
this softw are. Access to the com pu ter and com pu ter files is lim ited to W illis, Ross and Jones, w ho effectively have access to all 
com puter files.

The owner-m anager carefully reviews com puter-generated financial reports, such as reports on debtor’s ageing, and compares revenues 
and expenses with prior years' perform ance. He also monitors the term s of the long-term debt agreement that requires certain ratios and 
compensating balances.

Source: AICPA Audit Guide (19 9 0 ) Consideration o f the Internal Control Structure in a Financial Statement Audit, pp. 1 1 7 -1 8  ©  American 
Institute of Chartered Public Accountants.

Figure 7.5 N arrative m em orandum  docum enting understanding of control environment.
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N arrative m em oran da
A narrative memorandum may be used to supplement other forms of documentation by summarizing the 
auditor’s overall understanding of the information system or specific control policies or procedures. In 
audits of small entities, a narrative memorandum may serve as the only documentation of the auditor’s 
understanding. Figure 7.5 illustrates this type of documentation for a small owner-managed company.

|  LEARNING CHECK_________ __________________________

• In obtaining an understanding of the accounting system, the auditors call on any previous experience 
with the entity, the outcomes of inquiries o f personnel, the inspection o f documents and personal 
observation.

• The transaction walkthrough review is a particularly important means o f verifying the understand
ing by tracing a small number of transactions through the system.

• The system may be documented at the time o f obtaining the understanding by using internal control 
questionnaires. Alternatively, it may be documented in the form of flow charts or in memoranda 
prepared from notes made at the time of obtaining the understanding.

• The internal control questionnaire is so designed that a ‘yes’ answer indicates satisfactory control 
procedures. In this way, the understanding and the preliminary assessment of control occur 
simultaneously.

• The advantage o f the internal control questionnaire is that it may be administered by relatively 
inexperienced staff. Its drawback is that it can often be extremely long.

• Although experience is needed to present and interpret flow charts properly, they are particularly 
useful in presenting complex systems and in establishing the segregation of functions.

• Narrative memoranda are easy to prepare. They are suitable for use with very small entities and to 
provide supplementary information to questionnaires and flow charts for larger entities.

Preliminary Assessment of Control Risk
This section explains the role o f the preliminary assessment of the risk of material misstatement arising 
out of the understanding of internal control and the nature of evidence used in making the assessment.

The purpose of the preliminary assessment
Assessment of control risk is conducted in two phases: the effectiveness of the design of internal control 
and the effectiveness of its operation.

Design effectiven ess
The preliminary assessment is made to obtain a reasonable expectation o f the effectiveness of controls 
based on the understanding of their design. This assessment enables auditors to determine an
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appropriate audit strategy for each m ajor transaction class assertion and then proceed to draw up the 
detailed audit programme. This will incorporate a combination of tests of controls and substantive 
procedures, as explained in Chapter 6, consistent with the chosen audit strategy, such that the detailed 
audit programme can be designed in accordance with the assessed risks of material misstatement at the 
assertion level and the appropriate audit strategy. The reason for designing substantive procedures at 
this stage is because tests of control and substantive procedures are often conducted simultaneously, 
some as dual-purpose tests. It would add unduly to the cost and time of the audit if all tests of control 
were completed before commencing substantive procedures.

O perating effectiveness
The second phase occurs on completion of all tests of control. If these tests do not support the preliminary 
assessment of control risk, then the auditors must perform additional substantive procedures. In most 
instances, however, the preliminary assessment is sufficiently reliable (especially for repeat engagements), 
such that the need to extend substantive procedures after completion of tests of control rarely arises.

Making the preliminary assessment of control risk
The preliminary assessment is the process of evaluating the effectiveness of the design of an entity’s 
internal controls in preventing or detecting material misstatements in the financial statements.

The first step is to assess the control environment. A weak control environment can undermine the 
internal control. Strong individual control activities cannot compensate for a weak control environ
ment. Assessment of the control environment is a matter for professional judgement and is common to 
all assertions for all transaction classes.

The second step is to assess the design of the risk management framework and its ability to prevent 
or correct misstatements. The effectiveness of a control is ultimately limited by its design. Control risk 
is assessed in terms of individual financial statement assertions. Because the information system 
focuses on the processing o f transactions, and because many control procedures pertain to the 
processing o f a particular type of transaction, the auditors commonly begin by assessing control risk 
for transaction class assertions, such as the occurrence, completeness and accuracy assertions for cash 
receipts and cash payment transactions. It is important to keep in mind that control risk assessments 
are made for individual assertions, not for the information system as a whole.

In evaluating design effectiveness in order to make a preliminary assessment o f control risk for an 
assertion, auditors:

• identify potential misstatements that could occur in the entity’s assertion
• identify the necessary controls that would be likely to prevent or detect any material misstatement and
• evaluate the evidence and make the assessment.

Identify ing the p oten tia l m isstatem ents
If the auditor’s understanding of the system has been obtained through the use o f internal control 
questionnaires then the ‘yes’ answers indicate the presence of effective controls and the ‘no’ answers 
indicate weaknesses. Some auditing firms use computer software to link responses to specific questions 
in computerized questionnaires to potential misstatements for particular assertions. However, most 
auditing firms have developed internal control evaluation checklists that enumerate the types of
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potential misstatement that could occur in specific assertions. Using either the computer software aid 
or checklists and the understanding o f the entity’s information system, the auditors identify the 
potential misstatements applicable to specific assertions, given the entity’s circumstances. Examples 
of potential misstatements for several assertions pertaining to cash payments transactions are shown in 
the first column of Table 7.2.

Table 7.2 Potential misstatements, necessary controls, tests of controls -  cash payments transactions

POTENTIAL MISSTATEMENT/ 
ASSERTION

NECESSARY CONTROLS TESTS OF OPERATING EFFECTIVENESS

A cash payment may be made for 
an unauthorized purpose 
(existence of valid transaction)

Approved supplier’s statement with matching 
supporting documents (supplier’s invoice, 
goods received note and approved purchase 
order) required for each payment transaction 
Only authorized personnel are permitted to 
sign cheques
Segregation of duties required for approving 
suppliers’ invoices and signing cheques

For a sample of cash payment transactions, 
determine existence of approved supplier's 
invoice and matching supporting documents for 
each payment
Observe individuals signing cheques and identify 
them as authorized signatories 
Observe segregation of duties

An invoice may be paid twice 
(occurrence of valid transaction)

Stamp Invoice and supporting documents 
‘Paid’ when cheque is issued

Observe documents being stamped and/or inspect 
sample of paid documents for presence of Paid’ 
stamp

A cheque may be issued for the 
wrong amount (accuracy)

Check that signers verity the agreement of 
cheque and invoice details before signing

Observe cheque signers performing an 
independent check of the agreement of details 
and/or reperform an independent check

A cash payment transaction may 
not be recorded (completeness) or 
it may be recorded tor the wrong 
amount (accuracy)

All payment transactions are to be made by 
cheque
All cheques are to be prenumbered and 
accounted for
Unused cheques are to be stored in a 
secure area
An independent check is to be made of the 
agreement of the daily summary of cheques 
issued with the entry in the cash 
payments journal
Periodic independent bank reconciliations 
are to be performed

Enquire about methods of making cash payments 
and/or inspect paid cheques for a sample of 
payment transactions
Examine evidence of use of, and accounting for, 
prenumbered cheques and/or scan the sequence 
of cheque numbers in the cheque register or the 
cash payments journal
Observe the handling and storage of unused cheques 
Observe the performance of an independent check 
and/or reperform an independent check 
Observe the performance of bank reconciliations 
and/or inspect bank reconciliations

Identifying the n ecessary  controls
Whether by using computer software that processes internal control questionnaire responses or by 
manually analysing checklists, the auditors can identify the necessary controls that would be likely to 
prevent or detect specific potential misstatements. The second column in Table 7 .2  illustrates a list of 
such controls.

Several controls may pertain to a given potential misstatement; in other instances, a single control 
may apply. In addition, a single control may pertain to more than one type of potential misstatement; for 
example, the control ‘periodic independent bank reconciliations’ (shown at the bottom of the second
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column in Table 7.2) may detect unrecorded cheques (completeness assertion) or cheques made out for 
the right amount but recorded in the cash payments journal at an incorrect amount (accuracy assertion).

Comparison of the information listed in the first and second columns of Table 7.2 with the 
questions presented in Figure 7.2 illustrates how a questionnaire that a staff auditor may be asked to 
administer can be developed by more experienced staff to facilitate analysis of potential misstate
ments and necessary controls. (Note that the questions in Figure 7.2 do not necessarily appear in the 
same order as the controls listed in Table 7.2 because some controls pertain to more than one 
assertion.)

Specifying necessary controls also requires judgement and a consideration of circumstances. 
Where there is a very high volume of cash payment transactions, for example, it may be critical to 
conduct an independent check of the agreement of a daily summary of cheques issued with the entry in 
the cash payments journal. In this way, errors will be quickly detected. When the volume of cash 
payments is light and timely detection of errors is not so essential, periodic independent bank 
reconciliations may compensate for the lack of a daily independent check. In such a circumstance, 
the bank reconciliation could be seen as a compensating control.

Where transactions are processed by a computer information system Table 7.3 provides an outline 
of the assessment of the design effectiveness of controls over the computerized application.

Table 7.3 Control risk assessment considerations for application controls

NECESSARY CONTROLS POSSIBLE TESTS OF CONTROLPOTENTIAL MISSTATEMENT/ 
ASSERTION

Input controls
Data for unauthorized transactions may be 
submitted for processing (occurrence).

Valid data may be incorrectly converted to 
machine-readable form (occurrence, 
completeness, accuracy).

Errors on source documents may not be 
corrected and resubmitted (occurrence, 
completeness, accuracy).

Processing controls

Wrong files may be processed and 
updated (accuracy).

Data may be lost, added, duplicated or 
altered during processing (occurrence, 
completeness, accuracy).
Output controls

Output may be incorrect (occurrence, 
completeness, accuracy).

Output may be distributed to unauthorized 
users.

Authorization and approval of data in user 
departments, and screening of data by 
data control group.

Computer editing, and control totals.

Maintenance of error logs; return to user 
department for correction; follow-up by 
data control group.

Use of external and internal file labels.

Use of control totals; limit and 
reasonableness checks; sequence tests.

Reconciliation of totals by data control 
group and user departments.

Use of report distribution control sheets; 
data control group monitoring.

Examine source documents and batch 
transmittals for evidence of approval; 
observe data control group.

Observe data verification procedures; use 
test data to test edit routines; examine 
control total reconciliations.

Inspect logs and evidence of follow-up by 
data control group.

Observe use of external file labels; 
examine documentation for internal file 
labels.

Examine evidence of control total 
reconciliations and use of test data.

Examine evidence of reconciliations.

Inspect report distribution control sheets: 
observe data control group monitoring.
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The auditors can make a preliminary assessment of control risk from the knowledge acquired from
(i) procedures to obtain an understanding and (ii) the identification of potential misstatements and the 
necessary controls to prevent or detect those misstatements. The auditor’s assessment must also 
consider the assessment of the control environment and the extent to which the design of the control 
activities is likely to be effective. The preliminary assessment is based on the presumption that further 
tests of control will provide evidence of the effective operation of the control.

If the assessed level of risk at the assertion level is less than high, auditors need to assess the level of 
risk as explained in Chapter 5. On the basis of the assessed level of control risk (in conjunction with the 
assessed level of inherent risk) auditors will determine an appropriate audit strategy. If the auditors 
decide to adopt a lower assessed level of control risk strategy for that assertion, they would proceed to 
design an audit programme that incorporates tests of control.

Internal Control Evaluation Questionnaires (ICEQs)
Another technique commonly used by audit firms to assess whether specific errors or frauds are 
possible (as opposed to determining the presence of an internal control) is by using ICEQs. This is 
done by designing a suite of key control questions which given an inappropriate response indicate that 
significant misstatements could occur if controls are weak.

An example of a key control question for sales would be: ‘Are goods only dispatched to customers 
following authorization by responsible persons independent of the warehouse and goods dispatch 
department?’

Each key control question is then supported by subsidiary questions concerning specific internal 
controls that enable an affirmative answer to be given to the key control question. In respect of the key 
control question for sales dispatches above, subsidiary questions would include, for example:

• Is a dispatch note issued for all goods leaving the premises?
• Are goods dispatch notes prenumbered?
• Is a customer signed copy of the goods dispatch note retained as proof of delivery?

There is a common misunderstanding that poor controls require auditors to extend the testing of 
controls. In fact the reverse applies. Where controls are poor the auditors proceed to plan an audit 
using a higher level of substantive procedures.

Discussion and documentation
As explained in Chapter 6, the assessment of the risks of material misstatements must be discussed 
among audit team members such that they have a sufficient awareness of the risks when performing 
further audit procedures. The matters discussed and the members of the audit team involved in the 
discussion should be documented in the working papers.

The working papers should also document the risk assessment process as applied to the assessment 
of control risk and results of the assessment in terms of the identified risks of material misstatements. 
This documentation is combined with the documentation described in Chapter 6 arising from under
standing of the entity and the resultant assessment of risks of material misstatements developed during 
the planning process.

Making the assessment
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A common approach to documentation is a narrative memorandum organized by financial 
statement assertions. This approach is illustrated in Figure 7.6, which documents the control risk 
assessments for selected sales transaction assertions.

CLIENT Young F a s h io n s , L td  BALANCE SHEET DATE 3 0 /9 7 x 5

Completed by: crs  Date: 19 /05/x5  Reviewed by: rm t  Date: o i/n /x 5

Control risk assessment for: Sales Transactions
COMPLETENESS
Entity internal control policies and procedures relevant to completeness relate primarily to the computer listing of unmatched sales 
orders, bills of lading, packing slips, and sales invoices. Based on discussions with sales ledger personnel on 11/5/x5 and with selected 
shipping personnel at Newton and Bytown locations on 18/4/x5, it normally can take up to two weeks between the placing of a sales 
order and shipment. It is rare, however, for an unmatched bill of lading or packing slip to remain on the unmatched documents report for 
more than two days (see W/P XX-4-2 [not illustrated here]) where the longest period a bill of lading or packing slip was outstanding was 
two days. Selected transactions on these reports were traced to underlying documents with no exceptions.
Based on this examination of audit evidence, combined with the results of inquiry of sales ledger and shipping personnel and 
corroborating observations, control risk is assessed as slightly less than high.

RIGHTS AND OBLIGATIONS 

Control risk is assessed as high.

Source: AICPA Audit Guide (1990) Consideration o f the Internal Control Structure in a Financial Statement Audit, p. 145 © American 
Institute of Chartered Public Accountants.

Figure 7.6 Partial documentation of control risk assessments.

0  LEARNING CHECK___________________________________

• The preliminary assessment of control risk enables the independent auditors to determine the most 
appropriate audit strategy for each assertion, subject to confirmation of the assessment on comple
tion of tests of control.

• The preliminary assessment is based on knowledge obtained during the course of obtaining the 
understanding and is primarily based on the design effectiveness of controls.

• Testing the design effectiveness of controls involves:

-  first, identifying potential misstatements;
-  second, identifying control procedures that prevent or detect such misstatements.

• Tests of the design effectiveness of controls are facilitated by the use of internal control evaluation 
checklists and internal control evaluation questionnaires.

Tests of Control
As explained previously, tests of control are auditing procedures performed to determine the effec
tiveness of the operation of internal controls. ISA 330 , (Redrafted) The Auditor’s Responses to 
Assessed Risks, requires that when the auditor’s assessment of risks of material misstatement at the



Internal control and control risk assessment

assertion level includes an expectation that controls are operating effectively, the auditor should 
perform tests of controls to obtain sufficient appropriate audit evidence that the controls were 
operating effectively at relevant times during the period under audit.

They are applied on controls whose design has been assessed as reliable and where the audit 
strategy intends placing reliance on those controls in reducing the level of substantive procedures. The 
auditors may conclude, for example, that management’s plan to store inventories in locked warehouses 
should prevent or significantly reduce the risk of misstatements in the existence assertion for inven
tories. Tests of control pertaining to the operating effectiveness of the control procedures are con
cerned with whether controls are actually working. In the inventory example, observing whether goods 
are actually stored in locked warehouses would provide a test of the effectiveness of operation.

Tests of operating effectiveness focus on three questions:

• How was the control applied?
• Was it applied consistently during the year?
• By whom was it applied?

A control is operating effectively when it has been properly and consistently applied during the year by 
the employee(s) authorized to apply it. In contrast, failure to apply a control properly and consistently, 
or application of that control by an unauthorized employee, indicates ineffective operation. Such 
failures are referred to as deviations. This terminology is preferable to the term ‘error’ because a failure 
in performance indicates only that there may be an error in the accounting records. The failure, for 
example, of a second employee to verify the accuracy of a sales invoice is a deviation but the document 
could still be correct if the first employee prepared it correctly.

Tests of control are included in the audit programme that is drawn up once the appropriate audit 
strategy is determined. They are mainly performed during the interim audit, but the auditors may 
conduct further tests at the final audit on significant controls for the period after the interim audit. 
These tests provide evidence of the proper and consistent application of a control throughout the year 
under audit, and support the preliminary assessment of control risk as being moderate or low and the 
corresponding planned level of substantive procedures.

Designing tests
In designing tests of the operating effectiveness of controls the auditors must decide their nature, timing 
and extent. The design may also be affected where there is no visible evidence of the performance of 
control procedures applied by computer to transactions processed by a computer information system.

Nature o f  tests
The auditor’s choices in terms of the nature of tests of control are:

• inquiring of personnel about the performance of their duties
• observing personnel perform their duties
• inspecting documents and reports indicating performance of controls and
• reperforming the control.



CHAPTER 7

In performing the tests, auditors select the procedure that will provide the most reliable evidence about 
the effectiveness of the control.

Inquiring is designed to determine:

• an employee’s understanding of his or her duties
• how that employee performs those duties
• the frequency, cause(s) and disposition of deviations.

Unsatisfactory answers by an employee may indicate improper application of a control.
Observing the employee’s performance provides similar evidence. Inquiring and observing are 

especially useful means of obtaining evidence about the control procedure of segregation of duties. 
However, evidence obtained from observation has the following limitations:

• the employee may perform the control differently when not being observed
• the evidence applies only to the time when the observation occurs.

Ideally, this procedure should be performed without the employee’s knowledge or on a surprise basis.
Inspecting documents and records is applicable when there is a transaction trail of signatures and 

validation stamps that indicate whether the control was performed and by whom. Any document or 
record that fails to evidence the required performance is a deviation, regardless of whether the 
document is correct.

Dual-purpose tests
Reperformance is a dual-purpose test in that it provides evidence as both a test of control and a 
substantive test of detail. Where such a test reveals an error, it suggests the failure of controls intended 
to prevent such errors. Assume, for example, that the control procedure of independent checks requires 
a second clerk in the invoicing department to check the correctness of unit selling prices on sales 
invoices by comparing them to an authorized price list. On doing so, the employee initials a copy of the 
invoice to indicate performance of the independent check. In testing this control procedure, the 
auditors inspect invoices for the employee’s initials and may reperform the process by comparing 
selling prices on invoices to the authorized price list. Such a test doubles as both a test of control and a 
substantive test of details, because any errors detected provide evidence both of a failure to perform the 
independent check properly and of monetary errors in the transactions recorded. When this type of 
testing is done the auditors should exercise care in designing the tests to ensure that evidence is 
obtained as to both the effectiveness of controls and the monetary errors in the accounts. The auditors 
should also be careful in evaluating the evidence obtained.

Timing o f  tests o f  control
The timing of tests of control refers to the part of the accounting period to which they relate. Planned 
tests of control are performed during interim work, which may be several months before the end of the 
year under audit. These tests, therefore, provide evidence of the effectiveness of controls only from the 
beginning of the year to the date of the tests.
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The need to perform additional tests of control later in the year depends on:

• the length of the remaining period
• the occurrence of significant changes in controls subsequent to interim testing, causing the auditors 

to revise their understanding of the internal control structure
• the decision to perform substantive tests of details on balances prior to the year end (such as confirming 

trade receivables one month before the year end), thus requiring assurance that control procedures 
remained effective in the period between the date of substantive procedures and the year end.

Extent o f  tests
More extensive tests of control provide more evidence of the operating effectiveness of a control. 
Asking more than one individual about the same control procedure, for example, will provide more 
evidence than a single inquiry; similarly, a more extensive inspection of documents for initials or 
signatures indicating performance of a control procedure provides more evidence than would examin
ing fewer documents.

The extent of tests of control is determined by the auditor’s planned assessed level of control risk. 
More extensive testing will be needed for a low assessed level of control risk than for a moderate level. 
This might seem contrary to common sense but remember that the assessment of control risk is 
ultimately limited by the control environment and the design of the control. Where control risk is 
moderate the appropriate audit strategy would be to obtain most assurance from the performance of 
substantive procedures with only limited reliance on controls.

Tests o f  control in a  com puter inform ation system
A particular problem arises with testing programmed application controls whose performance is 
invisible. In such situations auditors make use of a variety of computer-assisted audit techniques 
such as test data, integrated test facility (ITF) and parallel simulation.

Test data
Under the test data approach, dummy transactions are prepared by the auditors and processed under 
auditor control by the entity’s software. The test data consist of one transaction for each valid or 
invalid condition that the auditors want to test. Payroll test data, for example, may include both a valid 
and an invalid overtime pay condition. The output from processing the test data is then compared with 
the auditor’s expected output to determine whether the controls are operating effectively. This 
approach to testing is relatively simple, quick and inexpensive. However, the method has the following 
audit deficiencies:

• the method is a test only of the presence and functioning of controls in the program tested
• there is no examination of documentation actually processed by the system
• computer operators know that test data are being run, which could reduce the validity of the output
• the scope of the test is limited by the auditor’s imagination and knowledge of the controls within the 

application.
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Integrated test facility
The ITF approach overcomes some of the lim itations of the use o f test data. It requires the 
creation of a small subsystem (a mini-company) within the regular computer information system. 
This may be accomplished by creating dummy master files or appending dummy master records to 
existing entity files. Test data, specially coded to correspond to the dummy master files, are 
introduced into the system, together with actual transactions. The test data should include all 
kinds o f transaction errors and exceptions that may be encountered. In this manner, the test data 
are subjected to the same programmed controls as placed on the actual data. A separate set of 
outputs is produced for the subsystem of dummy files. The results can be compared with those 
expected by the auditors.

A disadvantage o f the ITF approach is the risk that errors could be created in entity data. In 
addition, the entity’s programs may need to be modified to accommodate the dummy data.

Parallel simulation
Parallel simulation involves reprocessing actual entity data using auditor-controlled software. This 
method is so named because the software is designed to reproduce or simulate the entity’s processing of 
real data. This approach does not corrupt the entity’s files and may be conducted at an independent 
computer facility. It has the following advantages:

• because real data are used, the auditors can verify transactions by tracing them to source documents 
and approvals

• the size o f the sample can he expanded at relatively little additional cost
• the auditors can run the test independently.

If the auditors decide to use parallel simulation, they must take care to determine that the data selected 
for simulation are representative of actual entity transactions and include errors intended to be 
detected by the application o f programmed controls. This could be a problem where the entity has 
corrected input data as a result o f errors detected in processing.

Audit programmes for tests of control
The auditor’s decisions regarding the nature, extent and timing of tests of control should be docu
mented in an audit programme and related working papers. A sample audit programme for tests of 
control o f cash payment transactions is illustrated in Figure 7 .7 . The programme lists the procedures to 
be used in performing the tests for indicated assertions. It also provides columns to indicate:

• cross-references to the working papers in which the test results are documented
• who performed the tests
• the date on which the tests were completed.

Details concerning the extent and timing o f the tests may be indicated in the audit programme or in the 
working papers, as assumed in Figure 7 .7 . The tests listed in the formal audit programme shown in
Figure 7 .7  are derived from the possible tests of control listed in column 3 of Table 7.2. Some of the
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A m n lg n m a te d  P ro d u c ts  I im itp d  P r e p a r e d  b y : D a te :  

P fa n n p d  Tpsts n f  C o n tro ls  —  C nsh Pnvmpntc T ra n s a c tio n s  R e v ie w e d  by: D a te :  

Year Ending 31 December, 20X1

Working Paper 

Reference Assertion/Test o f Control Auditor Date

Existence or occurrence:

1. Select a sam ple o f cash paym ent 
transactions from the cash payments journal 
and de te rm ine  existence o f m atch ing 
approved payment vouchers and supporting 
documents.

2 . Inspect paid invoices and supporting 
documents from (1) above for presence of 
"Paid" stamp.

3 . O bserve seg rega tion  o f du ties fo r 
approving suppliers' invoices and signing 
cheques.

4 . Examine evidence of use of and accounting 
for prenumbered cheques and scan sequence 
of cheque numbers in cash payments journal.

5. Observe handling and storage of unused 
cheques.

Accuracy and valuation

6. For transactions selected in (1) above, 
examine evidence of independent verification 
of agreement of details of cheques with 
supporting suppliers' invoices and test by 
performance.

7. Select a sample of dates and examine 
evidence o f independent check o f agreement 
of daily summary o f cheques issued with entry 
to cash payments and test by performance.

8. Inspect independent bank reconciliations. 
(Note: Steps 7 and 8 also provide evidence of 
control over completeness.)

Figure 7.7 Illustrative partial audit program m e for tests of control.
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tests have been rearranged and grouped by assertions. An alternative approach is to rearrange tests to 
facilitate their efficient performance -  e.g. grouping tests 1, 2 and 6 together such that tests on the 
sample selected in test 1 are performed together.

Using internal auditors
Companies with many divisions (such as Pearsons and Diageo) or many branches (such as Dixons and 
Abbey) usually employ internal auditors. Whenever an entity has an internal audit function the 
auditors may coordinate their audit work with that of the internal auditors and/or use the internal 
auditors to provide direct assistance in the audit.

Coordination with internal auditors
Internal auditors will usually monitor internal control in each division or branch as part of their regular 
duties. The monitoring may include periodic reviews. In such cases, the independent auditors may 
coordinate work with the internal auditors and reduce the number of entity locations at which they 
would otherwise perform tests of control. The auditors must first consider the effectiveness of the 
internal auditors by:

• considering their organizational status:

-  Do they report to the highest level of management?
-  Are they free of operating responsibilities?
-  Are they free to communicate fully with the independent auditors?

• determining the scope of their work and, in particular, whether management acts on their 
recommendations;

• evaluating their technical competence; and
• ensuring that their work is performed with due professional care.

When there is coordination of the work the auditors should evaluate the quality of the work of the 
internal audit department. ISA 610, Considering the Work o f  Internal Audit, requires the independent 
auditors to confirm that:

• the work is performed by persons having adequate technical training and proficiency as internal 
auditors;

• the work of assistants is properly supervised, reviewed and documented;
• sufficient appropriate audit evidence is obtained to afford a reasonable basis for the conclusions 

reached;
• the conclusions reached are appropriate in the circumstances;
• any reports prepared by internal audit are consistent with the results of the work performed;
• any exceptions or unusual matters disclosed by internal auditors are properly resolved.

In coordinating work with internal auditors, the auditors may find it efficient to have periodic meetings 
with them, review their work schedules, obtain access to their working papers and review internal 
audit reports.
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The final assessment of control risk for a financial statement assertion is based on evaluating the 
evidence gained from (i) procedures to obtain an understanding of relevant internal control compo
nents and (ii) related tests of control. When different types of evidence support the same conclusion 
about the effectiveness of a control, the degree of assurance increases. Conversely, when they support 
different conclusions, the degree of assurance decreases; for example the initials of an employee may be 
consistently present on documents, indicating performance of a control procedure, but the auditor’s 
inquiries of the person initialling the documents may reveal that employee’s lack of understanding of 
the control procedure being applied. The oral evidence would reduce the assurance obtained from the 
inspection of initials on the documents.

The evaluation of evidence involves both quantitative and qualitative considerations. In forming a 
conclusion about the effectiveness of a control procedure, auditors often use guidelines concerning the 
tolerable frequency of deviations from the proper performance of a control (usually expressed as a 
percentage). If the results lead the auditors to conclude that the frequency of deviations is less than or 
equal to the tolerable level, then the operation of the control is considered effective. Before reaching 
this conclusion, the auditors should also consider the causes of the deviations; for example, the 
auditors may attach different significance to excessive deviations caused by a vacation replacement 
than to those caused by an experienced employee. It is also essential in reaching a conclusion about 
effectiveness to determine whether a deviation is attributable to unintentional errors or to deliberate 
misrepresentations (irregularities). Evidence of one deviation due to an irregularity may be more 
important to the auditors than are more frequent deviations caused by errors. When it is concluded 
that the nature and frequency of deviations exceeds the tolerable level, the preliminary assessed level of 
control risk is not confirmed. In this case the auditors must revise the audit programme for substantive 
procedures reflecting either a higher level of control risk than originally planned or the adoption of a 
predominantly substantive strategy for that particular assertion.

Communication of internal control matters
ISA 260 (Revised and Redrafted), Communications with Those Charged with Governance, requires 
auditors to report material weaknesses in internal control that have arisen from the risk assessment 
process. The form and content of such reports will be explained in Chapter 14.

Final assessment of control risk

fcq LEARNING CHECK__________________________________

• Tests of controls are designed to provide evidence as to the consistent and effective application of 
controls over the period under audit.

• Planned tests of controls are performed where the preliminary assessment of control has assessed 
control risk as being less than high, and the auditors have adopted an audit strategy based on lower 
assessed level of control risk. Such planned tests are primarily aimed at assessing the operating 
effectiveness of the controls. The purpose of testing is to determine whether deviations from laid 
down controls invalidate the preliminary assessment of control risk.
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• Tests of controls may involve inquiry of personnel, observation of procedures, inspection of docu
ments and reperformance of control procedures by the auditors.

• Reperformance often provides substantive evidence as well as evidence as to the performance of 
controls.

• Controls are normally tested during the interim audit. Significant controls or controls affected by 
changes in the accounting and internal control systems may also need to be tested later in the year.

• The extent of testing is determined by the planned assessment of control risk. However, the planned 
level of control risk cannot exceed limitations determined by assessment of the control environment 
or the design effectiveness of individual controls.

• The performance of tests of control is documented in working papers and recorded in the audit 
programme.

• The work of internal audit may be taken into account in performing tests of control, providing the 
independent auditors are satisfied as to the effectiveness of the internal audit function.

• Evaluation of control takes into consideration both the corroboratory effect of related evidence and 
the negative effect of inconsistent evidence.

• Before reaching a final conclusion, deviations need to be assessed qualitatively as to whether or not 
they relate to the performance of the control generally.

0  SUMMARY
Internal control is important for the effective operation of entities. It is important for the auditors to 
obtain an understanding of internal control as a basis for planning the audit and for identifying 
particular problems relating to control risk. As a minimum, the auditors are required to obtain an 
understanding of the internal control system and to make a preliminary assessment of control risk 
based primarily on their evaluation of the design effectiveness of control procedures.

Where preliminary assessment indicates that control risk for a particular assertion may be less than 
high, the auditors may choose to adopt a lower assessed level of control risk audit strategy. The 
auditors then proceed to test the operating effectiveness of controls as a basis for confirming that 
assessment and the consequent reduction in the level of substantive procedures.

An important side effect of assessing and testing internal control is the opportunity to advise 
management of significant internal control weaknesses.
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Appendix 7.A 
Flow charting guidelines
Flow charting is a creative task, making it unlikely that any two people would draw flow charts 
exactly alike for a given system. The more commonly used flow charting symbols are shown in 
Figure 7.8. Some firms supplement these basic symbols with more extensive sets of special-purpose 
symbols.

In addition to the four essential components of flow charts (as described in the chapter), the 
following guidelines are helpful in preparing useful flow charts:

• identify the class(es) of transaction to be included in a flow chart
• collect information through interviews, observations and the review of documents
• visualize an organizational format for the flow chart (e.g. the number and order of columns needed 

to represent departments, functions or individuals) and prepare a rough sketch
• prepare the flow chart, selecting the correct symbols carefully
• test the completeness and accuracy of the flow chart by tracing a hypothetical transaction through it.

To illustrate, assume the auditors wish to prepare a flow chart depicting the Hayes Company’s 
processing of mail cash receipts. The following description of the processing system is based on
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Communication link

Figure 7.8 Flow charting symbols.

information obtained through inquiries of entity personnel, observations and review of documents. 
(Note that this is an extension of the system illustrated in Figure 7.4.)

Hayes company -  mail cash receipts processing
All receipts from customers are received by mail and are accompanied by a preprinted remittance 
advice (bottom portion of the billing originally sent to the customer). In the Mail Room the cheques 
and remittance advices are separated. The cheques are restrictively endorsed (For Deposit Only) and a 
listing (prelist) of the cheques is prepared in triplicate and totalled. The cheques and one copy of the



Internal control and control risk assessment

prelist are then forwarded to the Cashier. The remittance advices and a copy of the prelist are sent to 
Sales Ledger Accounting and another copy of the prelist is sent to General Accounting.

The Cashier prepares a bank deposit slip in duplicate and makes the daily bank deposit. The 
Cashier forwards the validated copy of the bank deposit (slip stamped and dated by the bank) to 
General Accounting and files the prelist by date.

In Sales Ledger Accounting, the remittances are processed on a computer. The Sales Ledger Clerk 
keys the remittance data into a cash receipts transaction file via an online terminal. This file is then 
processed to (i) update the trade receivables master file and (ii) generate an entry in the general ledger 
transaction file, which is subsequently used to update the general ledger. This processing routine also 
generates two printed reports. A trade receivables summary report shows the total credits posted to the 
trade receivables master file and is reconciled to the total on the prelist received from the Mail Room. 
The remittance advices, prelist and summary report are then filed by date. The general ledger transac
tion report shows the daily totals for cash, discounts and trade receivables and is forwarded to General 
Accounting.

General Accounting compares the totals from the prelist received from the Mail Room, the 
validated deposit slip received from the Cashier and the general ledger transaction report received 
from Sales Ledger Accounting and resolves any discrepancies. The documents are then collated and 
filed by date.

After considering the above information, the auditors envision a flow chart with the following four 
columns: Mail Room, Cashier, Sales Ledger Accounting and General Accounting. After first preparing 
a rough sketch, the flow chart depicted in Figure 7.9 is prepared.

MAIL ROOM CASHIER SALES LEDGER GENERAL
ACCOUNTING ACCOUNTING

Figure 7.9 Flow chart for processing of mail receipts.
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It should be em phasized th a t a flow  ch a rt is a m eans to  an end, n o t an  end in itself. A flow  ch art should 
en able au d itors to  see the re la tion sh ip s th a t ex ist betw een co n tro ls , and fac ilita te  the id en tification  of 
key co n tro ls  re la ted  to  sp ecific  fin an cia l s ta tem en t assertion s. F o r exam p le , from  studying the flow 
ch art in Figu re 7 .9 ,  the fo llo w in g  co n tro ls , am on g oth ers, can  be observed:

• Documents and records:

-  use o f  p rep rin ted  rem ittan ce  advices returned by cu stom ers w ith  paym en ts;
-  preparation of prelist of cash receipts in triplicate for use in subsequent control;
-  retention of validated (receipted) deposit slip for use in subsequent control;
-  generation of sales summary report and general ledger transaction report for use in subsequent 

controls;
-  segregation of handling cash (Mail Room and Cashier) from accounting for cash and trade 

receivables (General Accounting and Sales Ledger Accounting).

• Independent checks:

-  reconciliation of trade receivables summary report in Sales Ledger Accounting with total on 
prelist received from Mail Room;

-  reconciliation by General Accounting of amounts reported on prelist received from Mail Room, 
validated deposit slip received from Cashier, and general ledger transaction report received from 
Sales Ledger Accounting.

• Other control activities:

-  restrictive endorsement of cheques immediately upon receipt;
-  deposit o f receipts intact daily.

Additional controls may be documented by making written notes on a flow chart. For example, 
in this illustration a note might be added to indicate that an independent monthly reconciliation 
is made of the bank account. Similarly, annotations about any observed weaknesses could be 
added to the flow chart.

0  MULTIPLE-CHOICE QUESTIONS
Choose the best answ er fo r each o f  the following. (Answers are on pp. 642-643.)

7.1 The primary objective of obtaining an understanding of the information system is to provide 
the auditor with:
(a) audit evidence to use in form ing an overall opinion on the company.
(b) enough understanding to design procedures to gather sufficient audit evidence.
(c) enough evidence to express an audit opinion.
(d) enough understanding to express an opinion on the adequacy o f the entity’s internal 

controls.
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Which of the following is not a method of documenting the understanding of the accounting 
system?
(a) Internal control questionnaire.
(b) Internal control evaluation checklist.
(c) Narrative description.
(d) Systems flow chart.

p i  An auditor’s flow chart of an entity’s information system is a diagrammatic representation 
that depicts the auditor’s
(a) programme for tests of control 

'  (b) understanding of the system
j  . (c) understanding of the types of irregularity that are probable, given the present system
g (d) documentation of the assessment of control risk.

i * 4 'Which of the following would not be relevant in obtaining an understanding of the control 
? environment?
*  (a) The existence of an internal audit department.

(b) A need to demonstrate compliance with the requirements of a regulatory agency.
*  (c) The existence of a sound budgetary control system.
iT' (d) Adoption of accounting policies in conformance with accounting standards.
sjjjpjHU-: •••: -

$ JS  Where the preliminary assessment of control risk is low for any particular audit objective:
7 _ (a) the auditor must perform tests of control in order to confirm that controls are operating

, effectively
5 /1 (b) the auditor may proceed directly to performing a reduced level of substantive testing
*  (c) the auditor may consider performing tests of controls to confirm the preliminary
9  " assessment if it would result in a reduction of the extent of audit effort

(d) the auditor may reduce the extent of tests of control otherwise necessary in confirming
% the assessment of control risk.

Segregation of duties is a means of ensuring that: 
i  1 ; '(a) collusion between employees cannot take place
J (b) performance and accuracy are independently checked
*  (c) management cannot override laid down controls
j  (d) employees cannot perpetrate and conceal errors or irregularities in the normal course of
f - ■ their duties.

The maximum reliance an auditor may place on control procedures in reducing the extent of 
' substantive procedures is determined by:
1 (a) the results of tests of control over operating effectiveness.
? (b) their design effectiveness in providing assurance that errors will be prevented or detected

on a timely basis.
Y  (c) their design effectiveness subject to sufficient evidence from tests of control that they are 
ip operating effectively
| ; (d) the reduction in audit effort that could be achieved through reliance on controls.
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7.8 What would be an appropriate sample of invoices to gain reasonable assurance that all 
payments are properly authorized as part of the annual audit?
(a) Randomly pick one month and select every invoice for that month.
(b) Randomly select a sample of 100 invoices from throughout the financial year.
(c) Select all invoices greater than £5000 generated throughout the year.
(d) Any of the above tests would be acceptable.

0 DISCUSSION QUESTIONS
7.1 The COSO guidelines on internal control have been described as providing a framework for 

generally accepted control policies similar to the financial reporting framework provided by 
accounting standards. Discuss the practicalities of prescribing such a framework in the light 
of the inherent limitations of control.

7.2 The auditor is primarily concerned with controls over financial reporting. Consider to what 
extent the auditor should consider controls over compliance with applicable laws and 
regulations and over the effectiveness and efficiency of operations.

7.3 Describe control problems faced by a small business all of whose accounting records are held 
on a single desktop computer.

7.4 Two of the problems associated with the use of internal control questionnaires (ICQs) are:

-  the large number of questions to which the answer is ‘not applicable’; and

-  ‘yes’ answers may be too readily interpreted as indicating control strengths without 
adequate consideration being given to qualitative aspects.

Discuss the advantages and disadvantages of ICQs with particular reference to the above concerns.

7.5 Consider the possibility that, having adopted a lower assessed level control risk strategy, 
auditors will be tempted to ignore adverse findings from tests of control because of the 
consequences on the cost and time involved in extending substantive procedures.

7.6 Describe the extent to which auditors are currently responsible for detecting and reporting 
control weaknesses as part of a financial statement audit. Consider the argument that 
auditors should accept greater responsibility for detecting and reporting control weaknesses 
either to directors or to outside users of financial statements.

0 PROFESSIONAL APPLICATION QUESTIONS
(Suggested answers are on pp . 663-666 .)

7.1 Accounting systems an d internal controls
Fabulous Fashion Ltd (FF) runs four private colleges that provide education and training for people in 
the fashion industry. Its two-year course includes training in design, textiles, manufacture and retail of
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fashion garments. You are conducting the interim audit for the year ended 30 June 20X 1. The tangible 
noncurrent assets of each college are recorded in an asset register which is maintained at each college 
location by each college manager. The system operates as described below:

• In order to obtain new assets, a purchase requisition form is completed and approved by the manager 
at each college.

• The requisition is sent to head office, where the purchasing officer checks the requisition for 
approval and completes a purchase order for the new asset.

• Assets costing more than £5000 are approved by the financial accountant. All assets over £20 000 
require board approval.

• The purchase order is then sent to the supplier and a copy is sent to the central store at the head office 
location.

• The asset is received by the central store where the receiving clerk checks that all the asset details 
agree with those on the goods received note and the copy of the purchase order. The receiving clerk 
will then issue the asset with its computer-generated sequential barcode number. This barcode is
fixed to the asset and written on the goods received note and the supplier invoice.

• The relevant college manager inputs the new asset details into the asset register using a copy of the 
purchase order, the original requisition and the asset’s barcode.

• For disposal or writeoff of an asset, an asset disposal writeoff form is completed by the relevant
college manager, signed and sent to head office. Disposals and writeoffs are approved by the 
financial accountant. A copy of the form is filed at head office and the approved original returned 
to the college manager for action. The college manager will then update the noncurrent register for 
the subsequent disposal.

• The asset register is maintained on FAST, a tailored noncurrent assets computer system, and 
reconciled to the general ledger by each college manager monthly.

• The FAST system calculates depreciation automatically each month using the rate input by the 
college manager at the time the asset was added to the register.

Required
(a) Identify five internal control strengths on which you would rely for your audit.
(b) Design tests of control to evaluate the effectiveness of each of the controls identified.

Source: Adapted from the Professional Year Programme of the Institute of Chartered Accountants in 
Australia -  1996, Accounting 2 Module.

7.2 Reliance on internal audit
Glebe, a listed company, is a retailer with its head office, principal store and warehouse in Bigtown and 
additional stores in 12 other cities. The company has developed its internal audit operation in recent 
years. Among the activities of the internal audit department are:

(a) the documentation and evaluation of accounting and internal control systems, testing compliance 
with laid down procedures, identifying control weaknesses and recommending changes to control 
procedures;
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(b) monitoring of computer operations through the use of embedded audit facilities;
(c) routine visits to stores that include cash counts and observation of cyclical inventory counts as well 

as a range of tests of controls and of substantive procedures in areas such as purchasing, wages 
records and banking.

Glebe’s Chief Financial Officer believes that the external audit fee could be significantly reduced if 
there was more effective coordination of work between the internal and external auditors and the 
elimination of unnecessary duplication. She is aware of the requirements of ISA 610 Considering the 
Work o f Internal Audit.

Required
(a) Describe the evaluation of the internal audit function that your firm would need to undertake.
(b) Assuming the evaluation confirms the adequacy of the internal audit function, explain the extent to 

which the external auditors could place reliance on the work of internal audit in the following 
areas:

(i) obtaining and documenting the understanding of the accounting and internal control systems;

(ii) performing tests of controls;

(iii) assessing inherent and control risk;

(iv) performing procedures requiring the use of computer assisted audit techniques (CAATs);

(v) performing substantive tests on cash and inventory at the stores.

Source-. Adapted from Question 4, Audit Framework, December 2000. Reproduced by permission of 
ACCA.
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0  LEARNING OBJECTIVES
A fter studying this ch ap ter  you  sh ou ld  b e  a b le  to:

1 define audit sampling and discuss its applicability

2 differentiate sampling and nonsampling risk and explain the types of sampling risk

3 explain the steps in planning a sample test

4 indicate the factors that affect sample size

5 describe the methods of selecting a sample

6 explain the steps in testing a sample and evaluating the results

7 describe the principal methods of statistical sampling used in auditing

8 explain the circumstances leading to the choice of specific statistical or nonstatistical sampling 
plans.

0  PROFESSIONAL STATEMENTS
ISA 530 Audit Sampling and Other Means o f  Testing

Sampling is well established as an audit procedure but this was not always the case. A textbook 
published in 1881 contained the following statement:

A thorough and efficient Audit should embrace an exam ination o f all the transactions o f a Company, and an 
auditor acting on this principle would ascertain that all had been duly entered and discharged.1

However, the changing size and complexity of business was causing this to become an unrealistic 
approach. Lindley LJ in Re London and General Bank Ltd (No. 2) (1895) 2 Ch 673 accepted sample 
testing as providing sufficient evidence for audit purposes. He said:

Where there is nothing to excite suspicion, very little enquiry will be reasonable and quite sufficient; and in 
practice, I believe, businessmen select a few cases haphazard, see that they are right and assume that others like 
them are correct also.

The importance of audit sampling in current practice is underscored by the issuance of ISA 530, Audit 
Sampling and Other Means o f  Testing.

This chapter explains the basic concepts of audit sampling and their application in tests of controls 
and substantive tests of details. The chapter is divided into four sections. The first section will explain how 
evidence obtained from sample testing introduces the risk that the evidence may not be representative of
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the population from which the sample is taken. This risk is known as sampling risk. The second section 
will describe the process of sampling in audit testing from the planning stage, through the selection and 
testing of the sample, to the evaluation of the results of sample tests. The third section will explain the use 
of different types of statistical sampling techniques and consider their relative merits. The final section will 
consider why many auditors continue to use nonstatistical sampling rather than statistical sampling.

The four case studies attached as appendices to this chapter illustrate the use of sampling in the 
performance of auditing procedures. The first case study involves the use of nonstatistical sampling 
whereas the remaining three illustrate the use of different statistical sampling plans in auditing.

Basic Concepts of Sampling
Sampling is defined in ISA 530 as: .. the application of audit procedures to less than 100%  of items
within an account balance or class of transactions such that all sampling units have a chance of selection.’ 

Giving all items in the population a chance of selection enables auditors to obtain audit evidence to 
assist in forming a conclusion about the population from which the sample is drawn. Not all items 
must have an equal probability of selection but all items must have a determinable probability of 
selection for the selection method to be described as audit sampling.

Sampling may be used in tests of control or substantive resting. The sampling principles for both are 
essentially the same. The main difference is at the testing stage where the ‘error’ relates to control 
deviations when performing tests of control or misstatements when performing substantive proce
dures. An example of sampling in tests of control is the examination of a sample of purchase invoices to 
see that the employee responsible has initialled them as having been checked against the goods received 
note. The objective of the test is to confirm compliance with the laid down control procedure. As 
explained in Chapter 7, the proportion of deviations in the sample enables auditors to draw conclusions 
as to the effectiveness of the control procedure, contributing to the assessment of control risk. An 
example of sampling in substantive tests of details is the checking of a sample of invoices against goods 
received notes to verify the occurrence of recorded purchase transactions. The incidence of errors in the 
sample will enable auditors to draw conclusions as to the occurrence of recorded purchase transactions.

One of the most important issues for auditors to consider in audit sampling is the risk of drawing 
an incorrect conclusion from the sample selected. Another important consideration is the distinction 
between statistical sampling and nonstatistical sampling.

Sampling risk and nonsampling risk
When sampling is used to obtain audit evidence, uncertainties may result from factors associated directly 
with the use of sampling (sampling risk) and from those unrelated to sampling (nonsampling risk).

Sampling risk
Sampling risk is defined in ISA 530 as:

•. • the possibility that the auditor’s conclusion, based on a sample, may be different from the conclusion 
reached if the entire population were subjected to the same audit procedure.

The following example illustrates this point: if a bag contains 80 red balls and 20 white balls, then a 
representative sample of 10 would contain eight red balls and two white balls. Sampling risk is the risk
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that a randomly selected sample of 10 would not consist of eight red and two white balls. The larger the 
sample, the more probable it is that it will consist of red and white balls in the same proportion as the 
population. Probability theory quantifies this risk and forms the basis of statistics. Sampling risk, 
therefore, is the risk that the auditors’ conclusion about internal controls or the details of transactions 
and balances based on testing a sample may be different from the conclusion that would result from an 
examination of the entire population.

In performing tests of control and substantive tests of details, ISA 530  acknowledges that the 
following types of sampling risk may occur (Figure 8.1):

TYPES OF SAMPLING RISK FOR TESTS OF CONTROL

True operating effectiveness of entity's 
internal control procedure

Assessed 

levels of 

control 

risk

based on 

sample

Adequate for 
planned assessed 
level of control risk

Inadequate for 
planned assessed 
level of control risk

Supports 
preliminary 
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of control 
risk

Correct
decision

Risk of overreliance 
(Audit ineffective)

Does NOT 
support 
preliminary 
assessment of 
control risk

Risk of underreliance 
(Audit inefficient)

Correct
decision

SAMPLING RISK FOR SUBSTANTIVE TESTS OF DETAILS

True state of entity's 
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Materially
misstated
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or error in

account
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Supports 
conclusion that 
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Supports 
conclusion that 
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Risk of incorrect 
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(Audit ineffective)
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(Audit inefficient)

Correct
decision

Figure 8.1 Sampling risks for tests of controls and substantive tests of details.
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• The risk the auditors will conclude, in the case of a test of control, that control risk is lower than it 
actually is (risk of overreliance), or in the case of a substantive test, that a material error does not 
exist when in fact it does (risk of incorrect acceptance). This type of risk affects audit effectiveness 
and is more likely to lead to an inappropriate audit opinion.

• The risk the auditors will conclude, in the case of a test of control, that control risk is higher than it 
actually is (risk of underreliance), or in the case of a substantive test, that a material error exists when 
in fact it does not (risk of incorrect rejection). This type of risk affects audit efficiency as it would 
usually lead to additional work to establish that initial conclusions were incorrect.

These risks can have a significant impact on both the effectiveness and efficiency of the audit. The risk 
of overreliance and the risk of incorrect acceptance relate to audit effectiveness. When reaching either 
of these erroneous conclusions the auditors may find that the combined procedures may be insufficient 
to detect material misstatements and that they may not have a reasonable basis for an opinion. In 
contrast, the risk of underreliance and the risk of incorrect rejection relate to the efficiency of the audit. 
When reaching either of these erroneous conclusions, the auditors will increase substantive procedures 
unnecessarily. However, such effort will ordinarily lead to a correct conclusion, ultimately, and the 
audit will nevertheless be effective. The sampling risk associated with audit effectiveness is of much 
greater concern than the sampling risk associated with audit efficiency because it can lead to an 
inappropriate audit opinion.

Sampling risk in substantive procedures is effectively the same as detection risk for that particular 
audit procedure (see Chapter 9). The terms ‘sampling risk’ and ‘detection risk’ are used interchange
ably throughout this chapter. Figure 8.1 is a summary of the types of sampling risk for tests of control 
and substantive tests of details, and their effects on the audit.

N onsampling risk
Nonsampling risk refers to the component of audit risk that is not due to examining only 
a portion of the data. Therefore, even if the auditors selected 100%  of items within a population 
for testing, there would still be a risk of drawing an inappropriate conclusion. Sources of 
nonsampling risk include human mistakes (such as failing to recognize errors in documents, 
applying auditing procedures that are inappropriate to the audit objective, and misinterpreting 
the results of a sample) and reliance on erroneous information received from another party. 
Nonsampling risk can never be mathematically measured. However, by proper planning and 
supervision and adherence to the quality control standards described earlier, it can be held to a 
negligible level.

Statistical and nonstatistical sampling
Statistical sampling has the following two characteristics according to ISA 530:

• random selection of a sample
• use of probability theory to evaluate sample results, including the measurement of the sampling 

risk.
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Statistical sampling does not replace judgement. It provides a decision model within which the 
auditors’ judgements as to the acceptable level of detection risk, testing materiality and other variables 
are the inputs. Given the acceptable level of both sampling risk and materiality for the audit procedure, 
the model specifies the sample size and evaluates the sample results in terms of sampling risk and 
materiality. The interpretation of the results is, therefore, only as reliable as the values placed on the 
sampling risk and testing materiality.

Nonstatistical sampling is a sampling approach that does not have the second of the above 
characteristics of statistical sampling. In nonstatistical sampling the auditors use judgement directly, 
both to determine sample size (given the planned level of detection risk and of testing materiality) and 
to interpret the results against the audit objective. Historically, nonstatistical sampling was called 
judgement sampling; however, as revealed in the preceding discussion, both approaches require a 
significant amount of judgement. The main difference between the two is that sampling risk can be 
quantified when using statistical sampling.

The choice of nonstatistical or statistical sampling does not affect the selection of auditing 
procedures to be applied to a sample. Moreover, it does not affect the appropriateness of evidence 
obtained about individual sample items or the appropriate response by the auditors to errors found in 
sample items. These matters require the exercise of professional judgement. Both statistical and 
nonstatistical sampling require selection of the sample from the population by a means that is 
effectively random. (Appropriate methods of selecting a sample are described later in this chapter.) 
If the items to be tested are not selected in such a way, the approach is more properly referred to as 
selective testing, as described below.

Other types of selective testing
Selective testing is the examination of specific items within a population based on the auditors’ 
knowledge of the business and the characteristics of the population being tested. ISA 530 outlines 
specific items that may be selected using this method:

• High value or key items Individual items may be selected as being of high value or as being suspected 
to be prone to error, such as overdue trade receivables. The rest of the population, if material in the 
aggregate, may be subjected to testing by sampling.

• All items over a certain amount These items may be selected to verify a large proportion of the total 
amount.

• Items to obtain information  The auditor may examine items to obtain information about the client’s 
business, nature of transactions, accounting and internal control systems.

• Items to test procedures The auditor may use judgement to select and examine a specific item to 
determine whether a particular procedure is being performed.

Selective testing may be an efficient way in which the auditors can collect audit evidence, but it does not 
constitute audit sampling. The characteristic that distinguishes selective testing from sampling, whether 
statistical or nonstatistical, is that the results of verification of the selected items provide no information 
as to the probability of material misstatement in items not tested.
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Audit sampling

• Sampling is the testing of a representative sample to obtain evidence about a population.

• Sampling may be used for tests of control and substantive tests of details.

• Sampling risk is the risk that evidence derived from testing a sample may not reflect characteristics of 
the whole population.

• With tests of control, sampling risk results in either overreliance or underreliance on the applicable 
control procedure.

• With substantive tests of details, sampling risk results in incorrect acceptance of a population as 
being correctly stated and, more rarely, in incorrect rejection of a population.

• Sampling risk may be assessed statistically, although auditors prefer nonstatistical approaches.

• Selection of individual items for verification is an appropriate audit procedure but is not to be 
confused with sampling.

Use of Samples for Audit Tests
Regardless of whether statistical or nonstatistical sampling is used, the auditors undertake some 
common steps:

• planning the sample
• selecting and testing the sample and
• evaluating the results.

Planning the sample
Once the auditors have decided that examining a sample will yield sufficient evidence on the operation 
of a control or on the absence of material misstatements in a transaction class or account balance, it is 
important that they plan the sample testing process properly if the results are to be projected to the 
entire population. Planning the sample involves the following steps:

• determining the objectives of the test
• defining what errors or deviations are being sought
• identifying the population and sampling unit and
• deciding the size of the sample.

Determining the objectives o f  the test
Auditors need to consider the specific objectives to be achieved and the combination of audit proce
dures that is most likely to achieve those objectives. Audit sampling is applicable to both tests of 
control and substantive procedures. However, it is not equally applicable to all the auditing procedures
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that may be used; for example, audit sampling is widely used in vouching, confirming and tracing, but 
it is rarely used in inquiring or observing and in analytical procedures.

Tests of control
The overall purpose of tests of control is to evaluate the effectiveness of the design and operation of internal 
controls. Sampling is applicable in testing the operation of controls only when there is a trail of documen
tary or electronic evidence of the performance of control procedures. Such control procedures normally 
fall into the categories of authorization procedures, documents and records, and independent checks.

Sample testing of the performance of the control procedures is sometimes known as attribute 
sampling because each sample tested will have one of two attributes -  either that the control has been 
properly performed or that it has not. The outcome of testing is known as a deviation rate, representing 
the proportion of transactions tested that have not been processed in accordance with laid down 
control procedures.

Substantive tests of details
Sampling plans for substantive tests of details may take one of two approaches. The first approach is to 
obtain evidence that an account balance is not materially misstated (for example the book value of 
trade receivables). The second approach is to make an independent estimate of some amount (for 
example to value inventory for which no recorded book value exists). Variables sampling is sometimes 
used in substantive tests of details because it is a statistical technique to estimate the amount of an 
account balance or some other quantity.

Defining w hat errors o r  deviations are being sought
The auditors must consider what constitutes an error by referring to the objectives of the test. In tests of 
control, the test objective is the identification of ‘deviations’ from the laid down control procedure. In 
substantive testing, the test objective is the identification of ‘errors or misstatements’ in recorded 
transactions or balances.

The type of error or deviation expected will be related to the objective of the test. However, an 
audit procedure may also reveal errors that were not specifically being sought. When examining 
purchase invoices to verify that quantities invoiced agree with those on the goods received note, 
auditors might also notice some other defect in the invoice, such as errors in posting prices on 
the invoices. Sample evidence can be interpreted as evidence of the incidence of errors or deviations 
in the population as a whole only for those errors or deviations that are being sought. Other errors 
must be regarded as individual occurrences, which must be separately evaluated. It may be 
necessary for further tests to be carried out that are designed specifically to determine the extent 
of such errors. O f course, the auditors must never neglect an error simply because it was not what 
was being verified by that particular test. Cleverly concealed frauds are often discovered by such 
chance events.

Identifying the popu lation  an d  sam pling unit
Auditors must carefully identify the population and the sampling unit. In particular, they must 
consider the objective of the audit test to ensure that the population and sampling unit are appropriate.
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Population
The first stage in planning the sample test is to identify the relevant population. ISA 530 defines a 
‘population’ as:

. . .  the entire set o f data from which a sample is selected and about which the auditor wishes to draw 
conclusions.

Auditors must ensure that the population is:

• Appropriate to the objective of the sampling procedure. When testing for overstatement of trade 
payables, for example, auditors could define the population as the trade payables listing. However, 
when testing for understatement of trade payables, it is inappropriate to use the trade payables 
listing; the appropriate population is subsequent payments, unpaid invoices, suppliers’ statements 
and unmatched goods received notes.

• Complete. Ensuring completeness is important and requires particular care. It is made easier by the 
use of prenumbering in recording transactions. For auditors to be able to make appropriate assess
ments of the level of monetary errors or of the application of a particular control, the population 
needs to include all relevant items from throughout the period. A complete population is particularly 
important when auditors are using computer-assisted audit techniques to perform sample selection -  
they must use the correct file.

Sampling unit
A sampling unit means the individual items constituting a population -  for example, sales invoices, 
trade receivables balances, noncurrent assets on a register and a listing of suppliers. It will often appear 
to be self-evident but sometimes requires closer consideration. Trade payables, for example, may be 
made up of a population of unpaid invoices or amounts owing to particular suppliers. The auditors will 
need to consider whether any particular advantage arises out of using a particular sampling unit. 
Sometimes, customers will be unable to respond to a request for confirmation of the balance owed, but 
they can confirm individual invoices outstanding; in such cases, the best sampling unit would be the 
unpaid invoices making up the balance.

When monetary unit sampling is used, the sampling unit is an individual £ l  (or other monetary 
unit) contained in the population. This method will be discussed later in the chapter.

Stratification
A common approach to increasing audit efficiency in sampling is stratification. Stratification is defined 
in ISA 530 as:

•.. the process o f dividing a population up into sub-populations, each of which is a group of sampling units 
which have similar characteristics (often monetary value).

The objective of stratification is to focus greater audit work on areas that are of higher risk of being 
materially misstated. Monetary value is the most common method of stratifying a population, 
particularly for asset balances. The auditors’ main risk with asset balances is overstatement, so they
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w ill w ant to  p lace  m ore em phasis on testing large value item s. In a n o ncu rrent asset register, for 
exam p le, the assets m ay be split in to  three strata :

1. balances g reater than  £ 2  0 0 0  0 0 0 ;
2 . balances o f  £ 1 0 0  0 0 0  to  £ 2  0 0 0  0 0 0 ; and
3 . balances less than  £ 1 0 0  0 0 0 .

A uditors m ay ch o o se  to  p erfo rm  tests on a random  sam ple o f  5 0 %  o f  item s in group 1, on a random  
sam ple o f  2 0  item s in group 2 , and on a random  sam ple o f  1 0  item s in group 3 . W hen using com puter- 
assisted audit tech n iques, s tra tifica tio n  o f  the p o p u latio n  and sam ple selection  can  be perform ed  by 
m ost auditing softw are packages acco rd in g  to  w hatever criteria  are specified by the aud itors.

W here individual item s are selected  fo r 1 0 0 %  testing on the grounds o f  m ateria lity  or otherw ise, 
the results o f  testing such item s m ust be sep arated  from  the results o f  sam ple testing the rem aining 
item s in the p op u lation .

S tra tifica tio n  is a m eans o f  reducing audit costs w hile increasing the effic ien cy  o f  the audit. It is a
very p op u lar tech niqu e to  assist in aud it sam pling, p articu larly  in the audit areas o f trade receivables,
inventory and p rop erty , p lant and equipm ent. H ow ever, au to m atic  stra tifica tio n  is achieved  by using a 
‘value w eighted selectio n ’ m eth od  such as ‘m on etary  unit sam p lin g’ as described  later in the chapter.

Deciding the size o f  the sample
In determ ining an  ap p rop riate  sam ple size, the au d ito rs’ m ain  con cern  is w ith  reducing sam pling risk to 
an accep tab ly  low  level. T h e  level o f  sam pling risk  th a t aud itors are  w illing to  accep t w ill have an 
inverse re lation sh ip  w ith  the sam ple size required. T h e  sam ple size can  be determ ined  by the ap p lica
tion  o f  a sta tistica lly  based form u la or throu gh the exercise  o f  professional ju dgem ent.

Sam pling, as an  audit procedure, is valid only if  the sam ple selected for testing is representative of 
the population from  w hich it is draw n, such th at the incidence o f errors or deviations in the sample 
closely app roxim ates the incidence o f errors or deviations in the population. T h e  larger the sam ple, the 
m ore representative o f  the population it is likely to  be. H ow ever, only a 1 0 0 %  sam ple w ill be com pletely 
representative. G iven th at the purpose o f sam pling is to  save tim e and cost, it w ould be pointless to  audit 
a larger sam ple than  necessary. T a b le  8 .1  outlines factors th a t influence sam ple size for tests o f control 
and T ab le  8 .2  outlines factors th a t influence sam ple size for substantive procedures.

Table 8.1 Examples of factors influencing sample size for tests of control

The following are factors that the auditor considers when determining the sample size for a test of control. These factors need to be 
considered together.

FACTOR EFFECT ON SAMPLE 
SIZE

An increase in the extent to which the risk of material misstatement is reduced by the operating effectiveness 
of controls

Increase

An increase in the rate of deviation from the prescribed control activity that the auditor is willing to accept

An increase in the rate of deviation from the prescribed control activity that the auditor expects to find in the 
population

Decrease

Increase

An increase in the auditor's required confidence level (or conversely, a decrease in the risk that the auditor 
will conclude that the risk of material misstatement is lower than the actual risk of material misstatement in 
the population)

Increase

An increase in the number of sampling units in the population Negligible effect
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1. The extent to which the risk o f material misstatement is reduced by the operating effectiveness of controls. The more assurance the 
auditor intends to obtain from the operating effectiveness of controls, the lower the auditor’s assessment of the risk of material 
misstatement will be and the larger the sample size will need to be. When the auditor’s assessment of the risk of material misstatement at 
the assertion level includes an expectation of the operating effectiveness of controls, the auditor is required to perform tests of controls. 
Other things being equal, the more the auditor relies on the operating effectiveness of controls in the risk assessment, the greater is the 
extent of the auditor's tests of controls (and therefore, the sample size is increased).

2. The rate o f deviation from the prescribed control activity the auditor is witting to accept (tolerable error). The lower the rate of deviation 
that the auditor is willing to accept, the larger the sample size needs to be.

3. The rate o f deviation from the prescribed control activity the auditor expects to find in the population (expected error). The higher 
the rate of deviation that the auditor expects, the larger the sample size needs to be so as to be in a position to make a 
reasonable estimate of the actual rate of deviation. Factors relevant to the auditor’s consideration of the expected error rate include 
the auditor’s understanding of the business (in particular, risk assessment procedures undertaken to obtain an understanding of 
internal control), changes in personnel or in internal control, the results of audit procedures applied in prior periods and the 
results of other audit procedures. High expected error rates ordinarily warrant little, if any, reduction of the assessed risk of
material misstatement, and therefore in such circumstances tests of controls would ordinarily be omitted.

4. The auditor’s required confidence level. The greater the degree of confidence that the auditor requires that the results of the sample are in 
fact indicative of the actual incidence of error in the population, the larger the sample size needs to be.

5. The number o f sampling units in the population. For large populations, the actual size of the population has little, if any, effect on sample
size. For small populations however, audit sampling is often not as efficient as alternative means of obtaining sufficient appropriate audit 
evidence.

Sourcer. ISA 530, Audit Sampling and Other Means of Testing, Appendix 1. Copyright ©  Internaticnal Federation of Accountants (IFAC). All 
rights reserved. Used with permission of IFAC.

Table 8 .2 Examples of factors influencing sample size for substantive procedures

The following are factors that the auditor considers when determining the sample size for a substantive procedure. These factors need to be 
considered together.

FACTOR EFFECT 0M* U 0 R  SAMPLE SIZE

An increase in the auditor's assessment of the risk of material misstatement Increase
An increase in the use of other substantive procedures directed at the same assertion Decrease

An increase in the auditor's required confidence level (or conversely, a decrease in the risk that the auditor Increase
will conclude that a material error does not exist, when in fact it does exist)

An increase in the total error that the auditor is willing to accept (tolerable error) Decrease
An increase in the amount of error the auditor expects to find in the population Increase

Stratification of the population when appropriate Decrease

The number of sampling units in the population Negligible effect

1. The auditor's assessment o f the risk o f material misstatement. The higher the auditor’s assessment of the risk of material misstatement, 
the larger the sample size needs to be. The auditor’s assessment of the risk of material misstatement is affected by inherent risk and 
control risk. For example, if the auditor does not perform tests of controls, the auditor’s risk assessment cannot be reduced for the 
effective operation of internal controls with respect to the particular assertion. Therefore, in order to reduce audit risk to an acceptably 
low level, the auditor needs a low detection risk and will rely more on substantive procedures. The more audit evidence that is obtained 
from tests of details (the lower the detection risk), the larger the sample size will need to be.

2. The use o f other substantive procedures directed at the same assertion. The more the auditor is relying on other substantive procedures 
(tests of details or substantive analytical procedures) to reduce to an acceptable level the detection risk regarding a particular class of 
transactions or account balance, the less assurance the auditor will require from sampling and, therefore, the smaller the sample size can be.

3- The auditor’s required confidence level. The greater the degree of confidence that the auditor requires that the results of the sample are in 
fact indicative of the actual amount of error in the population, the larger the sample size needs to be.

(continued overleaf)
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The following are factors that the auditor considers when determining the sample size for a substantive procedure. These factors need to be 
considered together

FACTOR EFFECT ON
SAMPLE SIZE

4. The total error the auditor is willing to accept (tolerable error). The lower the total error that the auditor is willing to accept, the larger the 
sample size needs to be.

5. The amount o f error the auditor expects to find in the population (expected error). The greater the amount of error the auditor expects to 
find in the population, the larger the sample size needs to be in order to make a reasonable estimate of the actual amount of error in the 
population. Factors relevant to the auditor’s consideration of the expected error amount include the extent to which item values are 
determined subjectively, the results of risk assessment procedures, the results of tests of control, the results of audit procedures applied 
in prior periods and the results of other substantive procedures.

6. Stratification. When there is a wide range (variability) in the monetary size of items in the population it may be useful to group items of 
similar size into separate subpopulations or strata. This is referred to as stratification. When a population can be appropriately stratified, the 
aggregate of the sample sizes from the strata generally will be less than the sample size that would have been required to attain a given level 
of sampling risk, had one sample been drawn from the whole population.

7. The number o f sampling units in the population. For large populations, the actual size of the population has little, if any, effect on sample 
size. Thus, for small populations, audit sampling is often not as efficient as alternative means of obtaining sufficient appropriate audit 
evidence. (However, when using monetary unit sampling, an increase in the monetary value of the population increases sample size, 
unless this is offset by a proportional increase in materiality.)

Source: ISA 530, Audit Sampling and Other Means o f Testing, Appendix 2. Copyright © International Federation of Accountants (IFAC). All 
rights reserved. Used with permission of IFAC.

Table 8 .3  I l lu s tra tiv e  r e la t io n s h ip  b e tw e e n  p o p u la t io n  size  a n d  s a m p le  size

POPULATION SIZE SAMPLE SIZE

50 45
500 87
5 000 93
100000 93

Note: other factors also affect sample size. This illustration is based on a test of controls with 
a 5% risk of overreliance, a 1% expected deviation rate and a 5% tolerable deviation rate.

Population size
P op u la tio n  size, co m m o n ly  presum ed to  be the m a jo r  in flu en ce on  sam p le size, in fa c t has 

sam ple size fo r  p o p u la tio n s ov er 5 0 0 0 .  T h is  is true w h eth er sta tis tica l or n o n sta tis t ica l 
being used. T h is  is d em o n strated  in T a b le  8 .3 .

T h e  case study in A p p en d ix  8 .A p rov id es a fo rm u la  th a t cou ld  be used to  d eterm in e 

based on  ju d g em en ts co n cern e d  w ith  requ ired  assu ran ce , to le ra b le  e rro r and exp ected  error.

Selecting and testing the sample
T h e test o b je ctiv es  and sam p le size are o ften  d eterm in ed  during au d it p lan n in g  and are d etailed  in the 
aud it p lan . T h e  sta ff m em b er resp o n sib le  is then  requ ired  to  select th e requ ired  n u m b er o f  individual 

m em bers o f  th e p o p u la tio n  fo r testin g , p erform  the test and ev alu ate  the resu lts.

no e ffec t on 

sam p ling is

sam p le size
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The fundamental principle in selecting the sample is that each item in the population must have a 
chance of being selected but not necessarily an equal chance. Statistical sampling requires random 
selection so each sampling unit has a known chance of being selected.

A sample can be selected in a number of ways. The selection approaches suggested in ISA 530, 
Appendix 3, include:

• random
• systematic
• haphazard.

Another type of selection is called block selection. Block selection is performed by applying audit 
procedures to items, such as accounts, all of which occurred in the same ‘block’ of time or sequence of 
accounts. For example, selecting all transactions of a chosen month. This is not considered a method of 
audit sampling because most populations are structured such that items in a sequence can be expected 
to have similar characteristics. Given this problem, it is difficult to draw valid inferences about the 
population based on the sample selected. However, this method of selection may be appropriate; for 
example, if the auditors suspect fraud in trade payables, then they may decide to review all transactions 
for a particular month.

Random selection
Random selection is generally considered to be the best method of obtaining a sample to evaluate the 
results statistically. A computer may be used to generate random numbers to test. Alternatively, if 
computer-assisted audit techniques (CAATs) are being used and the population is on the auditors’ 
computer, then most auditing software packages will allow an audit sample to be selected at random. 
The advantage of this method is that it does not allow auditor bias to affect the selections of the sample, 
either knowingly or not. Random selection is generally associated with statistical sampling but is often 
used in nonstatistical sampling as well.

Historically, auditors used random number tables to generate random samples. Use of these tables, 
which requires each item in the population to have a unique number, is facilitated when the population 
items are numbered consecutively. In using these tables, the auditors must pick a starting point -  either 
by making a ‘blind stab’ or arbitrarily choosing a point to start -  and then determine the direction or 
route (top to bottom, left to right, and so forth) to be used in reading them. The route selected must be 
followed consistently.

A random number table is shown in Table 8.4. You will note that the ‘random numbers’ are shown 
in five-digit groupings. To illustrate its use, assume that a sample is desired from a population of sales 
invoices numbered 0001 to 4000. Assume further that the auditors elect to use the first four digits of 
each five-digit random number, start with row six of column one and read from top to bottom. In this 
case, the first 10 invoices in the sample would be those shown in bold. Note that the starting number, 
9287, is rejected because it falls outside the range of sales invoice numbers in the population (0001 to 
4000). Similarly, the numbers 7748 and 483 7  are rejected and so on.

Selecting the sample



CHAPTER 8

Table 8 .4  Partial random number table

COLUMNS

Row (1) (2) (3) (4) (5)
1 04734 439426 91 035 54 839 76873
2 10417 519688 83404 42038 48226
3 07514 48374 1 035658 38 971 53779
4 52305 86925 16223 25946 90222
5 96357 611486 30102 82 679 57983
6 S ta rts  92870 705921 65 698 27993 86406
7 100500 75924 38803 05386 10072
8 234862 93 784 52709 15370 96727
9 325809 821 860 36790 76883 20435

10 77487 938419 20631 48694 12638

There are two problems with the use of random number tables:

• They require populations that are individually and uniquely numbered within a reasonably consis
tent sequence.

• The random numbers drawn from the table are not in sequence, which makes drawing a sample 
from a sequentially ordered file a time-consuming task.

For samples that have to be extracted manually from the records, the auditors usually prefer an 
alternative method of sample selection.

Systematic selection
Systematic selection is the process of dividing the number of sampling units in the population by 
the sample size to give a sampling interval. It is generally considered to be the most widely used 
sample selection technique in auditing." The population -  say 8200 -  is divided by the sample size -  
say 40 -  to obtain the sampling interval -  205 in this case. Every 205th item is then selected, 
starting from a randomly selected point between 1 and 205. To be able to evaluate the results 
statistically, the auditors must randomly select the starting point, not using the haphazard method 
of selection.

The criticism of systematic selection is that the population may have a fixed pattern. For example, 
employee numbers of supervisors may always end in 0, such that a sampling interval that is a multiple 
of 10 will result in a sample of supervisors only, or one that excludes supervisors. The auditors should 
have sufficient knowledge of the population to make sure this does not happen. When this problem 
could arise, the auditors should use random selection to select the sample.

Haphazard selection
Haphazard selection is the selection of a sample without following a structured technique. Sometimes, 
this is the only practical method when the population is not ordered in any numerical sequence, such as 
postings to the repairs and maintenance expense account in the ledger. The auditors must take care to 
avoid any bias (such as avoiding the first or last entry on each page of the ledger), particularly conscious
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bias (such as avoiding difficult-to-locate items). The method is not recommended where other methods 
are available because the absence of bias cannot be subsequently evidenced. Haphazard selection is 
inappropriate when the auditors are using statistical sampling because they cannot measure the 
probability of an item being selected.

Testing the sam ple
Having drawn the sample, the auditors should then perform audit procedures that are appropriate to 
the test objective on each item selected. In the case of missing documents or similar difficulties 
encountered in completing the test, the auditors must consider the item to be misstated or to represent 
a deviation from laid down controls and evaluate the sample evidence accordingly.

Evaluating the results
Each error or deviation discovered will need to be examined for its implications (its qualitative 
aspects). Errors or deviations that appear to be consistent with those anticipated during the proce
dure’s planning can then be projected to consider the effect on the population. Given the planned level 
of sampling risk, it is assumed that the deviation or error rate in the sample is representative of the rate 
of deviation or errors in the population.

Both nonstatistical and statistical sampling require the sample results to be projected on the 
population. The key difference with nonstatistical sampling is that sampling risk is not mathematically 
quantified, but assessed on a more qualitative basis.

Qualitative aspects o f  errors o r  deviations
In analysing errors, the auditors must consider whether the error causing the misstatement (in the case 
of tests of detail) or deviation (when performing tests of controls):

• has an effect on the whole population or
• is an isolated or localized occurrence (referred to as an ‘anomalous error’).

An error due to posting a sales invoice to the wrong customer’s account will not affect the total balance 
of trade receivables. Similarly, a control deviation properly authorized by management will not affect 
the assessed level of control risk.

Errors related to events that can be specifically identified (such as payroll errors occurring when the 
computer broke down and payrolls had to be prepared manually) may be regarded as localized and not 
affecting the population as a whole.

In order to conclude that a misstatement or deviation is an anomaly, the auditor is required by the 
proposed ED ISA 530 (Redrafted) to obtain a high degree of certainty that the misstatement or 
deviation is not representative of the population by performing additional audit procedures.

Projecting the error to the population
Where the qualitative analysis identifies deviations or errors consistent with the objective of the test, 
the auditors then draw conclusions about the population, based on the results of testing the sample.
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Tests of control
The rate of deviations in the sample may be taken to be the rate of deviations in the population. If, of a 
sample of 60, three deviations from laid down control procedures are discovered, then the projected 
deviation rate for the population can be estimated as 3/60 or 5% . If this is no worse than the tolerable 
deviation rate, then it is appropriate to confirm the preliminary assessment of control risk. However, if 
the deviation rate is much lower than expected then this cannot be interpreted as justifying a lower 
assessed level of control risk. This level of risk has been determined from an evaluation of the overall 
effectiveness of controls.

If the projected deviation rate exceeds the tolerable deviation rate, then the preliminary assessment 
of control risk is not confirmed. Depending on qualitative considerations of actual deviations or on the 
existence of compensating controls, the auditors must reassess control risk at a higher level, thus 
reducing the acceptable detection risk. This means that the auditors have to revise the audit programme 
to increase the level of substantive procedures.

Substantive tests
The projection of errors in substantive testing depends on whether the object of the test is to estimate
(i) the population mean (mean-per-unit method) or (ii) the relative differences between recorded and 
audited amounts (difference estimation). Each of these methods requires a different projection from 
sample results to estimated population values. (Both methods are discussed in more detail later in this 
chapter.)

Where a population has been subdivided or stratified, the projected error must be related to the 
specific subpopulation. Errors in items singled out for selective testing must be omitted from the errors 
projected to the population. This is illustrated in Table 8.5, based on a confirmation of trade receivables.

• Out of 1000 accounts, three are individually material and are specifically selected for confirmation.
• Of the remainder, 200 contain overdue balances and a sample of 20 of these is confirmed.
• A further sample of 20 of the remaining 797 current due accounts is confirmed. The relatively 

smaller sample size for current due balances is due to the lower expected error rate.

Table 8.5 then illustrates how errors discovered are projected to the population and a total projected 
error determined. It will be noted that the total projected error is the actual error in individually 
selected accounts confirmed, plus the separate projected errors of overdue and current due accounts.

Table 8.5 Sample calculation of projected error for an account balance

INDIVIDUALLY MATERIAL OVERDUE CURRENT TOTAL

(a) Number of accounts 3 200 797 1000
(b) Recorded value £5000 £10000 £40000 £55000
(c) Confirmed -  number 3 20 20 43
(d) Confirmed -  recorded value £5 000 £1 000 £1 000 £7000
(e) Overstatement errors £500 £100 £25 £625
(f) Ratio of errors (e/d x  100) n/a 10% 2.5% —

(g) Projected error (f x b) £500 £1 000 £1 000 £2 500
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Where the entity  co rre cts  the specific errors discovered in the sam ple, pro jected  error m ay be reduced 
by the am ou nt o f  th ose correction s.

In reaching a conclusion, the auditors will need to consider:

• how close the projected error is to the predetermined tolerable error
• w hether the nature o f  errors has any special sign ificance
• the re lationsh ip  to  o th er evidence p ertain in g  to  the sam e audit ob jectiv e.

W here sam ple error ap p roach es or exceeds to lerab le  erro r, the aud itors will need to  consid er carefu lly  
w hether add ition al evidence m ight he necessary . In m ost cases, it w ould n orm ally  be app rop riate to  
select a fu rth er sam ple, thus reducing sam pling risk . (N o te, how ever, th at w here sta tistica l sam pling is 
employed, certain  sam pling plans do n ot provide fo r exten sion  o f  the ex istin g  sam ple.) If the further 
sample confirm s the pro jected  results in d icating  a substan tial erro r, the au d itors w ill requ est m anag e
ment to  revise the recorded am ount. If the p ro jected  error is only slightly greater than  the to lerab le  
error and m anag em en t is unw illing to  m ake any co rrectio n s, the error w ill be carried  forw ard to  the 
aggregate likely m isstatem en ts w orking paper described in C h ap ter 14.

y  LEARNING CHECK______________________

• Where sample testing is considered appropriate, the auditors must consider the objectives of the test, 
the appropriate population from which the sample is to be selected, the errors or deviations being 
sought and the size of the sample.

• For tests of control, the objective of the sample test is to estimate the deviation rate; the extent to 
which a particular control procedure has not been properly applied.

• For substantive tests of details, the objective is usually to estimate the extent to which recorded 
amounts are misstated.

• It is im p ortan t th a t the p op u lation  from  w hich  the sam ple is selected is on e th at the aud itors believe 
to  be con sisten t as far as the likelih ood  o f d eviation  o r m isstatem en t o f  the type being sought is 

concerned.

• For substantive tests of details, the apparent population (such as customer balances on trade 
receivables) may need to be subdivided for sampling. This could arise where balances differ as to 
assessed control risk (such as customer accounts processed at different locations) or as to the 
likelihood of misstatement (such as overdue accounts).

• In sample testing, it is important to distinguish between those errors or deviations being sought and 
all other errors or deviations discovered during the course of testing the sample. Since the sample is 
representative of the population, only those errors the sample is designed to discover may he 
regarded as errors likely to be present to the same extent in the population.

• The sample tested must he sufficiently large as to reduce sampling risk to an acceptable level. For tests 
of control, this is primarily dependent on the level of the preliminary assessment of control risk the test
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is intended to confirm. For substantive tests it depends on the combination of detection risk applicable 
to that particular test and the materiality of the account balance or transaction class being tested.

• Sample size is additionally dependent on the importance attached to the less critical risks of assessing 
control risk too high or of incorrectly rejecting properly stated balances. It also is affected by the 
number of deviations or errors expected and, for substantive procedures, by the variability of the 
population.

• Only if the population is less than 5000 does population size affect sample size.

• In selecting the sample, each member of the population must have an equal chance of selection. 
Commonly used methods are (i) random selection by computer, (ii) the use of random number tables 
and (iii) systematic selection where every nth item is selected. It is important that the auditors avoid 
subjectivity. Wherever practicable, the selection process should be recorded so as to enable its 
replication.

• Where statistical sampling is being used, the sampling plan will indicate the implications of the 
sample results for the population. For nonstatistical sampling, it is usual to project the sample 
deviation or error rate to the population.

Statistical Sampling Techniques
The major statistical sampling techniques used by auditors are:

• attribute sampling
• variables sampling and
• monetary unit sampling.

Attribute sampling plans
Attribute sampling plans refer to three different methods of sampling that are used to test the operating
effectiveness of controls by estimating the rate of deviation:

1. Attribute sampling This is the most common attribute sampling plan. It is a statistical sampling plan 
to estimate the proportion of a characteristic in a population. In relation to testing controls auditors 
determine the effectiveness of a control in terms of deviations from a prescribed internal control 
policy. An example of this method is shown in Appendix 8.C.

2. Sequential sampling This method is used to improve audit efficiency when it is expected that there 
will be relatively few deviations in the population. The auditors may stop testing as soon as they 
obtain enough assurance to assess that the control being tested is operating effectively.

3. Discovery sampling This method is used when the expected rate of error occurrence in the popula
tion is extremely low and the expected error rate can be set at zero.

Variables sampling plans
The main difference between attribute sampling and variables sampling is that the auditors estimate
the error in terms of a quantity rather than an occurrence rate. Variables sampling is generally used in
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substantive testing to estimate a monetary misstatement in an account balance. The different types of 
variables sampling plan include the following three plans:

• Unstratified mean-per-unit method  When using this approach the auditors estimate a 
total population amount by calculating the mean for items in the sample and projecting the mean 
to the number of items in the population. This method is illustrated in Appendix 8.D.

• Stratified mean-per-unit method  This method is essentially similar in approach to the unstratified 
mean-per-unit, except that the population is stratified into two or more subpopulations. The 
rationale for adopting this approach is to improve audit efficiency.

• Difference estimation Using this approach, the auditors calculate the mean difference between audited 
and recorded amounts of the sample items, and project the mean difference to the population. The 
estimated population difference between audited values and recorded (book) values is added to or 
subtracted from the total recorded value to produce an estimate of the true population total.

Monetary unit sampling
The most commonly used statistical sampling technique for substantive testing is based on attribute 
sampling and not, as might reasonably be expected, on variables sampling. It is a ‘value weighted 
selection’ technique commonly referred to as monetary unit sampling. Monetary unit sampling takes 
each £1 of the population as the sampling unit and tests to see whether it is correctly stated, not 
correctly stated or tainted. Incorrectly stated and tainted £ ls  are then projected to the number of £ ls  
recorded as the population to estimate the extent of monetary error in the population.

The principal feature of this technique is the manner in which the £ ls  sampled are selected. If a 
sample of 100 £ ls  is required from a population of 10 000 £ ls , it is drawn systematically by taking 
each 100th £1. The audit test is then applied to the item (such as the customer’s account or inventory 
item) containing that £1. The technique is sometimes called probability proportionate to size sampling, 
referring to the fact that the more £ ls  an item contains (the larger the customer’s account balance), the 
more likely one of its £ ls  will be selected for sampling, thus drawing the entire account with it. The 
proportion of incorrect £ ls  to the recorded number of £ ls  (the recorded account balance) becomes the 
percentage tainting of that £1 being sampled. Application of this sampling plan is illustrated in the case 
study in Appendix 8.B.

Choice of statistical sampling method
If statistical sampling is to be used for tests of control, then the auditors must use one of the attribute 
sampling plans. However, if substantive testing is being done then there is a choice of either monetary 
unit sampling or variables sampling. Here, the relative merits and drawbacks of each method will be 
considered.

Monetary unit sampling
The advantages of monetary unit sampling over variables sampling are that:

• It is not affected by variability and, therefore, it is easy to determine sample size.
• It is mathematically simple and, therefore, easy to apply, especially if computer assistance is not 

available.
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• It usually enables conclusions to be drawn on the basis of small sample sizes where the auditors 
expect no or few errors.

• Individually material items are automatically selected for sampling.

The disadvantages of monetary unit sampling are that:

• It is unsuitable for detecting errors of understatement because understated items, being smaller than 
they ought to be, are less likely to be selected for sampling. Special considerations are needed where a 
monetary unit sample detects understated items.

• If detected errors exceed those expected when the sampling plan is developed then the auditors are 
likely to be forced to conclude that the population is materially misstated and to have to conduct 
further audit work.

• As expected error increases, sample size is likely to exceed that required by variables sampling.
• The required cumulative addition of the population for the purposes of drawing the sample may not 

be convenient.

Audit situations in which monetary unit sampling will produce sufficient evidence using smaller 
sample sizes are those where:

• few errors are expected
• the auditors are principally concerned with overstatement
• understatement errors are unlikely
• it is convenient to obtain a cumulatively added listing of the population.

The technique is most useful for verifying the existence of assets and the occurrence of recorded 
transactions where sampling risk is moderate to low. Many audit tests where sampling is appropriate 
fall into this category, such as inventory pricing and trade receivables circularization.

Variables sampling
Variables sampling is preferable where:

• errors of understatement are expected or are being sought
• the population includes zero and negative balances
• many errors are expected
• it may be necessary to extend the sample to estimate the population value more reliably.

Difference estimation techniques work reliably only where 50 or more errors are found. Where fewer 
errors are expected, the choice is between monetary unit sampling and the mean-per-unit methods of 
variables sampling.

Variables sampling is most likely to be useful in the audit of large computerized accounting systems 
with the assistance of computer audit software. This will be the case especially when most of the testing
can be performed directly on the computer. In such circumstances, however, the auditors must
consider whether the time spent planning and evaluating a sample may be better spent using the 
computer audit software to perform a 100%  test.
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• Statistical sampling techniques relate to sampling for attributes, as in the case of tests of control, and 
sampling for variables as is commonly the case in substantive testing.

• Variables sampling is the most widely used variables sampling technique outside of auditing. It is 
used by auditors in either of the mean-per-unit, ratio or difference methods.

• Monetary unit sampling is the most widely used statistical sampling technique in auditing.

• Monetary unit sampling is preferred when testing for overstatement errors and where few errors are 
expected. Classical variables sampling is used when errors are expected to be numerous and 
expected to be a mixture of overstatements and understatements.

• The advantages of statistical sampling are that:

-  samples are determined and evaluated in accordance with probability theory;
-  it provides a uniform framework for making consistent judgements; and
-  it requires explicit consideration of relevant factors.

• Statistical sampling is more likely to be appropriate where:

-  the sample test is significant, relative to the expression of an opinion;
-  the population is held on computer;
-  qualitative considerations of test results are unlikely to dominate the evaluation; and
-  the audit firm and staff are familiar with statistical techniques.

Nonstatistical Sampling Techniques
The evidence suggests that nonstatistical sampling is much more widely used than statistical sampling. 
Given that nonstatistical sampling is less rigorous than statistical sampling, why would auditors use 
nonstatistical sampling?

Why use nonstatistical sampling?
Part of the reason for the prevalence of nonstatistical sampling is probably found in ISA 500, which 
states that: ‘The auditor needs to consider the relationship between the cost of obtaining audit evidence 
and the usefulness of the information obtained.’

ISA 530 states that the decision whether to use a statistical or nonstatistical sampling approach is a 
matter for the auditor’s judgement regarding the most efficient manner to obtain sufficient appropriate 
audit evidence in the particular circumstances.

The rationale for nonstatistical sampling is often that it is less costly and less time consuming but 
can be just as effective in satisfying audit objectives. This advantage is explained by the following:

• The lower training costs of nonstatistical sampling. It usually takes less time to learn nonstatistical 
sampling methods.
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• The ease of implementation of nonstatistical sampling. These methods are less complex, which makes 
them easier and quicker to apply in the field and also reduces the risk that staff will misuse the method.

• The impracticality of random selection. In some cases it is impractical to apply random selection -  
for example, where the population of source documents is large and unnumbered.

• Proposed adjustment based on qualitative analysis. The increased precision of a statistical estimate is 
often not needed because the proposed audit adjustment is based on the auditor’s qualitative analysis 
of sample results rather than a mathematical calculation.3

An example of nonstatistical sampling of substantive tests of details is shown in Appendix 8.A.

Formal and informal nonstatistical sampling
A formal nonstatistical sampling plan uses a structured approach to determine the sample size and 
evaluate sample results. The main differences from a statistical sampling plan are that the selection of 
sample items may be haphazard and the level of sampling risk is not precisely quantified.

An informal approach is an unstructured approach to determining the sample size and evaluating 
the results. Sample size and results are determined on an entirely qualitative basis, so any conclusions 
about the population are also qualitative. Disadvantages with informal nonstatistical sampling include 
the following:

• There is no systematic way to train staff in this approach, which requires experience and, therefore, 
is problematic for junior staff.

• Auditors in the same circumstances may reach significantly different judgements about the scope of 
audit work necessary on an engagement.

• It is more difficult for the auditor to be able to justify that ISAs have been complied with; for example 
ISA 500 (with regard to the sufficiency of evidence) and ISA 530 (with respect to sample design and 
evaluation).

• The unstructured approach increases the likelihood that the auditors will fail to recognize an 
unacceptable level of sampling risk.

^  LEARNING CHECK__________________________________

• The advantages of nonstatistical sampling are that it:

-  is likely to be less time-consuming;
-  does not require specially trained staff; and
-  recognizes the significance of qualitative judgements in sampling.

0 SUMMARY
The purpose of sampling is to obtain evidence about an account balance or transaction class without 
examining each individual item or transaction. The risk is that the sample examined might not be
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representative of the population from which the sample is drawn. Increasing the size of the sample 
reduces this risk. Sample size in auditing is a function of:

• the risk the auditors are willing to accept, based on the audit risk model
• the magnitude of control deviations or errors that are considered material
• the level of expectation that deviations or errors do exist in the population.

Statistics tells us much about how to make sure that our sample is sufficiently large to provide the 
required level of knowledge about the account balance or transaction class. Auditors sometimes use 
statistical sampling techniques in their sample tests. However, nonstatistical sampling is also com
monly adopted, often using the principles of statistical theory in the planning of the sample test. 
In selecting the sample from the population, the technique adopted should provide reasonable 
assurance that the sample is representative and unaffected by selection bias. Random sampling is 
required for statistical sampling but less rigorous techniques may be applied for nonstatistical 
sampling.

In examining the sample, it must be remembered that it is representative of the population and that 
its purpose is to assess the extent to which deviations or errors could be present in the population from 
which the sample is drawn. The major statistical sampling techniques used by auditors are attribute 
sampling plans, variables sampling plans and monetary unit sampling. Attribute sampling is used for 
compliance testing, while the other two techniques are used for substantive testing.

Nonstatistical sampling is widely used and, if undertaken properly, provides valid evidence. Reasons 
for its widespread use include its lower training costs, its ease of use and the fact that the auditors often 
base adjustments on a qualitative assessment irrespective of the sampling method employed.
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Appendix 8.A
Nonstatistical sampling of substantive tests of details
Facts o f the case
Objective Circularization of trade receivables to confirm existence.

Population Trade receivables (excluding credit balances) £4  250  000.

Sampling unit Account balances 1100.

Variability £100  to £140  000.

Judgements
Five accounts over £50  000 totalling £500  000 were considered to be individually material, leaving a 
population of 1095 accounts with a value of £3 750 000  to be sampled.

Tolerable error 
Control risk assessment

Effect on detection risk of other substantive procedures

Acceptable level of sample risk 

Expected errors

£130000
Moderate

Analytical procedures provide moderate assurance. 
Cutoff test provides moderate assurance.

Moderate 

Few or none

Sample size 
Using the formula:

Population value
x Reliability factor

Tolerable error

where the reliability factor is determined using the data in Table 8.6, produces a sample size of:

3 750 000
13 0 0 0 0

x 2.3 =  66
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Table 8 .6  R e lia b il i ty  fa c to r s  fo r  n o n s ta tis t ic a l  sa m p lin g

REQUIRED LEVEL OF ASSURANCE RELIABILITY FACTOR

Few or no errors expected Some errors expected
Substantial 3.0 6.0
Moderate 2.3 4.0
Little 1.5 3.0

Source. Adapted from  Audit and Accounting Guide: Audit Sampling, p. 59. ©  The American Institute of Certified Public 
Accountants, New York.

Sample selection
The sample was selected systematically from a listing of trade receivables balances that had been tested 
to and from the sales ledger, and had been added and agreed in total to the balance on the control 
account in the general ledger.

Sample results
Replies were received from the five large customers and from 60 of those sampled. The accounts of the six 
customers failing to reply were verified by other tests and found to be correctly stated. The reported errors 
were considered qualitatively. Those considered to reflect errors in the population are detailed in Table 8.7.

Table 8 .7  E r ro r s  c o n s id e re d  to  re f le c t  e r r o rs  in  th e  p o p u la tio n

POPULATION SAMPLE
—

Recorded Amount (£) Recorded Amount (£) Audited Amount (£) Overstatement Errors (£)
Material items 5 0 0 0 0 0 5 0 0 0 0 0 4 9 9 0 0 0 1 0 0 0
Sampled items 3 7 5 0 0 0 0 1 8 0 0 0 0 1 7 7 0 0 0 3 0 0 0

Projected error
Using the ratio method, the projected error is:

f-sn® X£3 750 000 = “2 500

Conclusion
The entity corrected the £3000  errors found in the sample, but disputed the £1000  error on the large 
accounts resulting in a net projected population error of:

£62 500 -  £3000  + £1000  = £60 500.

This is significantly lower than the tolerable error, so the auditor concluded that the recorded existence 
of trade receivables is not materially misstated.
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Appendix 8.B 
Monetary unit sampling
Facts of the case
Objective To verify that standard costs used in valuing closing inventory have been accurately 
determined.

Population Inventory, all of which is valued at standard cost, has a recorded value of £1 375 000 and 
consists of 320 different items.

Sampling unit Individual £ ls  of recorded value.

Judgements 
Tolerable error £53 500

Internal control Not assessed as there are no procedures for checking the accuracy of standard costs. 
Control risk is, therefore, 100% .

Other substantive procedures The operation of the costing system has been tested, particularly the 
determination of variances, all of which are immaterial. Analytical procedures confirm that inventory 
appears to be properly valued. Allowing for reliance on other substantive procedures, detection risk is 
judged to be 70%.

Inherent risk Inherent risk, overall, is judged to be low and no material errors have been detected by 
this test in previous years. Inherent risk is assessed at 70% .

Assurance required Audit risk is set at 5% . Using the audit risk model, risk for this particular test is 
determined as being:

Audit risk
Inherent risk x Control risk x Detection risk

 — ---------= 0 .1 0 2  or 10%
0.7 x 1.0 x 0.7

Ninety per cent assurance is, therefore, required from this particular test.

Expected errors Two errors are expected on items not individually material.

Sample size 
Using the formula:

Population value „ .. . .
— T-----—-------------x Reliability factor
Tolerable error

based on the poisson distribution, where the reliability factor is determined as per the data in Table 
8.8, sample size is calculated as being:
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The sample interval i s— — = 10036  (say 10000).

Table 8 .8  O f reliability factors for attribute sampling

NUMBER OF SAMPLE ERRORS CONFIDENCE LEVEL

90% 95%

0 2.31 3.00
1 3.89 4.75
2 5.33 6.30
3 6.69 7.76
4 8.00 9.16

Sample selection
The sample is selected from inventory listings that have been printed out from the computer with a 
running cumulative total. The listing is test-added to verify its completeness, and the sample is selected 
as shown in Table 8.9 for the first 20 items on the list. A random start below £10 000 is selected, say 
4000, and every 10 000th £1 is then systematically selected and used as a hook to catch the inventory 
item containing that £ l .

Table 8.9 D e ta ils  o f  f irs t  2 0  item s selected

INVENTORY N0. QTY UNIT COST (£) TOTAL VALUE (£) CUMULATIVE VALUE (£) HOOK (£) SAMPLE (£)

1100 20 100 2000 2 000 _ _
1101 400 20 8 000 10000 4 000 8000
1102 100 5 500 10 500 — —

1103 1000 7 7000 17500 14000 7000
1104 10 50 500 18 000 — —

1105 300 40 12000 30000 24 000 12000
1200 1500 3 4500 34500 34000 4500
1201 7 1200 8400 42900 — —

1202 300 20 6000 48900 44 000 6000
1203 20 5 100 49000 — —

1204 200 5 1000 50000 - -

1205 30 50 1500 51500 — —

1206 20 75 1500 53000 — —

1207 500 4 2 000 55 000 54 000 2 000
1208 11 1 200 13 200 68200 64 000 13200
2100 300 4 1200 69400 - —

2101 20 10 200 69600 —

2102 50 5 250 69 850 - —

2103 100 15 1 500 71350 — —

2104 50 10 500 71 850 —
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Sam ple results an d  p ro jected  error  
Three alternative scenarios will be considered:

1. No errors were found.
2. Two errors were found in items with a recorded value less than the sampling interval.
3. Three errors were found including one error in an item with a recorded value above the sampling 

interval.

Scenario 1 -  No Errors
In this scenario, the monetary precision is better than tolerable error. When determining sample size, 
the auditor expected two errors and used a reliability factor of 5 .3 3 . As it turned out, the auditor could 
have used a reliability factor of 2 .31 . The extra sample size enables the auditor to conclude, with 90% 
assurance, that the maximum possible error in the population is:

Reliability factor x Sampling interval =  Upper error limit

which gives

2.31 x £ 10  0 00  =  £ 23  100.

This figure is known as basic error or basic precision.

Scenario 2 -  Two Errors
The upper error limit is determined as being basic error plus the projected error plus the precision gap 
widening.

Basic error is the upper error limit if no errors were found (£23 100 as in Scenario 1).
Projected error is based on the assumption that the £ l  being sampled is tainted by the extent of 

any error in the item of which it forms part. Thus, a £ 2 0 0  error in an item with a recorded amount of 
£ 1 0 0 0  taints the £ l  being sampled by 2 0 % . This tainting percentage is then projected to all those £ Is 
of which the £ l  is a representative sample (i.e. the sampling interval). Projected error is calculated as 
follows:

BOOK 
VALUE (£) 
(BV)

AUDITED 
VALUE (£) 
(AV)

TAINTING 
% (TP)*

SAMPLE 
INTERVAL (£) 
(SI)

PROJECTED 
ERROR (£) 
TP x SI

1 000 800 20 10 000 2 000
8000 4 000 50 10 000 5 000

— — Projected error 7 000

(B V -A V )
BV
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>r precision gap widening, the projected errors are ranked and the calculation is as follows:

N0. OF 
ERRORS

RF @ 90% 
(TABLE 8.8)

INCREMENTAL 
CHANGE (IC)

PROJECTED 
ERROR (£) 
(PE)

PRECISION GAP 
WIDENING (£) 
(IC x  P E )-P E

0 2.31 — — —

1st 3.89 1.58 5000 2900
2nd 5.33 1.44 2000 880
- — — 3 780

The upper error limit can now be calculated.

Basic error £23100
Projected error 7000
Precision gap widening 3 780

£33880

If both errors were 1 0 0 % , then:
Projected error would have been: 2 x 1 0 0 %  x £ 1 0 ,0 0 0  = £ 2 0 ,0 0 0
Precision gap widening would £ 1 0 ,0 0 0  x 0 .58  plus £ 1 0 ,0 0 0  x 0 .4 4
have been: =  £ 5 ,8 0 0  +  £ 4 ,4 0 0  =  10,200
Basic error as before: =  £ 2 3 ,1 0 0

Upper error limit: =  tolerable error =  £ 5 3 ,3 0 0

In other words, if our worst expectations as to expected errors are confirmed, our sample size would be 
just sufficient to provide us with the required level of assurance.

Scenario 3 -  Three Errors
The calculation of projected error and precision gap widening for the two errors in items with recorded 
values below the sampling interval is exactly the same as for Scenario 2 above. The actual error in the 
item whose recorded value is above the sampling interval is not subjected to a precision gap widening 
calculation and is simply added to the other figures in determining the upper error limit.

If an item with a recorded value o f £ 14  0 0 0  was found to be overstated by £ 3 0 0 0 , the upper error 
limit would be:

As previously calculated 
Error in material item 
Upper error limit

£33880 
3000 

£36 880
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Conclusion
The auditor would conclude, with 90%  confidence, that the inventory is not overstated because of 
errors in standard costs by more than:

• Scenario 1 -  £23 100
• Scenario 2 -  £33 880
• Scenario 3 -  £36 880

All of these are below the tolerable error for this particular test. Because of assurance from other 
procedures, the auditor has, in fact, 95%  confidence that the inventory is not materially misstated.

Appendix 8. C
Test of control using attribute sampling
Facts o f  the case
Objective To test compliance of invoicing procedures with laid down controls as a basis for con
firming a preliminary assessment of control risk as moderate.

Population 8190 credit sale invoices issued in the year.

Attributes being tested
1. authorization of order;
2. shipment of goods agreed with order;
3. invoices agreed with dispatch note;
4. invoice pricing verified;
5. mathematical accuracy of invoice verified.

Judgem ents 
Confidence level 95%

Tolerable deviation 7%  (Also referred to as the upper error limit or UEL.)

Sample size
The auditor can determine sample size in a number of ways.

Sample Plan 1
The auditor can estimate the likelihood of deviations being found in the sample. If the auditor expects
two deviations, the required sample size is determined by the formula:

Reliability factor (see Table 8.8) 6.3 ^
Tolerable deviation rate 0.07

This approach is complicated by the fact that, without knowing the sample size, it is difficult to 
estimate how many deviations it is expected to contain.
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Sample Plan 2
If the auditor is reasonably confident that no deviations will be found, then he or she can take the 
minimum sample size possible of 3/0.07 = 43, using the same formula as shown in Sample Plan 1 above. 
This approach is also known as discovery sampling.

Sample Plan 3
A third approach is to use a standard sample size, say 75, for all tests of control and determine, 
retrospectively, what assurance as to control effectiveness can be obtained.

Sample selection
Sales invoices for sampling are selected from the sales transaction file on the computer using 
computer-generated random numbers. The same sample will be used for testing each of the attributes.

Sample results
Two orders not evidenced as being authorized, and one invoice not evidenced as being checked either 
for pricing or for mathematical accuracy, are found. No other deviations are found.

Projected deviation rate 

Sample Plan 1
If two deviations are found, the auditor can calculate the upper error limit using the following formula:

Reliability factor 6.3 
Sample size 90

As the sample size was determined on the basis that, if no more than two deviations are found, there is a 
95% probability that the upper error limit will not exceed 7% , it is hardly surprising that, if two 
deviations are found, the auditor can conclude that the level of compliance is just acceptable. For the 
attributes where one deviation was found, the auditor can conclude that the level of compliance is well 
within the tolerable range.

Sample Plan 2
Since the discovery sample was based on the expectation that no errors would be found, the finding of 
even one error means that the auditor must conclude that there is a more than 5%  probability that the 
deviation rate could exceed 7% . Using the above formula, there is a 5%  probability that the deviation 
rate could be as high as:

=  14.65%
43

The calculation is not necessary as the finding of any deviation means that there is a better than 5%  
probability that the deviation rate exceeds the tolerable rate. The problem with discovery sampling is 
that, unless the auditor is confident that no errors will be found, it can lead to underreliance being 
placed on internal control, with consequent overauditing in substantive procedures.



CHAPTER 8

Sample Plan 3
Using the formula, the auditor finding two deviations in a sample of 75 can determine that the upper 
error limit with 95%  assurance could be 6.3/75 =  8.4% . However, since this approach is relatively 
informal, the auditor might consider whether a 90%  assurance that the upper error limit does not 
exceed 5.33/75 =  7.1%  would be sufficient to support the preliminary assessed level of control risk, or 
at least an assessed level higher than planned, but still less than high.

Conclusion
With the second and probably the third approaches the auditor would be required to conclude that the 
preliminary assessment of control risk used in planning the level of substantive procedures on trade 
receivables cannot be supported on the basis of the results of tests of those controls. With the second 
method, discovery sampling, the sample results do not provide sufficient information to support some 
higher assessed level of control risk. The auditors could always use their judgement as to the impor
tance of orders being approved in the overall context of controls over trade receivables and might 
conclude that the final assessed level of control risk is still sufficient to support the planned programme 
of substantive procedures.

Appendix 8.D
Classical sampling for variables using the mean-per-unit method
Facts o f  the case
Objective Circularization of loans receivable by a finance company.

Population Loans receivable £1 340 000.

Sampling unit 3000 accounts, all below £500.

Judgements
Tolerable error £60 000.

Risk of incorrect rejection This judgement, which is not necessary in monetary unit sampling, 
allows the auditors to control the risk that the sample results show the population as being 
misstated when it is not. The trade-off facing the auditors is of increased sample size against 
reduced possibility of unnecessary audit work if the sample results in incorrect rejection. This risk 
is typically set at 5% .

Risk of incorrect acceptance This is the same as the sampling risk in monetary unit sampling and is 
the same as detection risk. Using the audit risk model, this risk is put at 20% .

Sample size
The above factors were fed into a computer program that calculated the required sample size as 184. In 
the process, the computer estimated standard deviation at £100.
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Sample selection
The sample was selected from files held on computer by means of a random number generator. 

Sample results
The 184 accounts confirmed had a total audited value of £81 328. Details of the audited value of each 
account confirmed were fed into the computer program. As this is a mean-per-unit sample the auditor 
was not interested in errors.

Population projection
The computer calculated population value as being £ 1 3 2 6  000 with an ‘achieved allowance for 
sampling risk’ of £37  803.

Conclusion
Since the recorded value lies within the range £1 326 000 plus or minus £37  803, the auditor may 
conclude that the recorded value is confirmed by the sample results.

y  MULTIPLE-CHOICE QUESTIONS
f  Choose the best answer for each o f  the following. (Answers are on p. 643)

? 1.1 Which of the following does not constitute sampling?
(a) Select all payments made during the year greater than £ 1 0 0 0 0  and ensure they have 

supporting documentation.
(b) Select 50 purchase orders from all purchases made during the year using a random 

number table.
(c) Randomly pick a number of assets from the noncurrent assets register to inspect to ensure 

existence.
(d) Select every tenth payment made during the year from the cash payments journal.

8.2 An advantage of using statistical sampling techniques is that such techniques:
(a) Mathematically measure risk.
(b) Eliminate the need for judgemental decisions.
(c) Define the values of tolerable error and risk of incorrect acceptance required to provide 

audit satisfaction.
(d) Have been established in the courts to be superior to judgemental sampling.

8.3 What would most effectively describe the risk of incorrect rejection in terms of substantive 
audit testing?
(a) The auditor has ascertained that the balance is materially correct when in actual fact it is 

not.
(b) The auditor has rejected an item from his or her sample and later found the item was 

materially incorrect,
(c) The auditor concludes that the balance is materially misstated when in actual fact it is not.
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(d) The auditor decides to perform a predominantly compliance-based audit due to an 
evaluation that the controls were effective within the company. Midway through the 
audit, the auditor realizes the controls are not good, and decides to expand substantive 
testing.

8.4 An advantage in using statistical sampling over nonstatistical sampling methods in tests of 
control is that statistical methods:
(a) eliminate the need to use judgement in determining appropriate sample sizes
(b) can more easily convert the sample into a dual-purpose test useful for substantive testing
(c) provide an objective basis for quantitatively evaluating sample risks
(d) afford greater assurance than a nonstatistical sample of equal size.

8.5 If all other factors remained constant, changing the tolerable deviation rate from 10% to 12% 
would mean:
(a) that the sample size would increase
(b) that the sample size would remain the same -  there would be no effect on the sample size
(c) that the sample size would decrease
(d) that the sample size could not be determined without knowing the size of the population.

8.6 An underlying feature of random-based selection of items is that each:
(a) stratum of the accounting population must be given equal representation in the sample
(b) item in the accounting population must be randomly ordered
(c) item in the accounting population should have an opportunity to be selected
(d) item must be systematically selected using replacement.

8.7 Which of the following methods of sample selection is the least desirable in terms of 
extrapolating results to the population:
(a) systematic selection
(b) random selection
(c) block selection
(d) haphazard selection?

8.8 What audit tests do you think would be most appropriate for monetary unit sampling?
(a) To select a sample of trade receivables to confirm their balances.
(b) To ensure an appropriate level of management has reviewed all invoices.
(c) To select a sample of trade payables to circularize.
(d) To check that all wages payments made during the year are bona fide.

DISCUSSION QUESTIONS
8.1 Discuss the risk of overreliance and its potential implications for an audit.

8.2 Explain the difference between statistical and nonstatistical sampling.

8.3 Discuss the benefits to the auditor from using statistical sampling.
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8.4 Explain the difference between selective testing and stratification in selecting items for audit 
testing.

8.5 Discuss the factors that will affect the sample size for tests of control and substantive tests.

8.6 Consider the appropriateness of using haphazard selection for statistical sampling.

8.7 Explain how errors should be projected to the population for tests of control and substantive 
testing.

8.8 Discuss the advantages and disadvantages of using probability-proportional-to-size sampling 
rather than variables sampling plans.

8.9 Explain why an auditor may decide to use nonstatistical sampling.

8.10 Discuss some of the potential problems associated with using informal nonstatistical sam
pling methods.

^  PROFESSIONAL APPLICATION QUESTIONS
(Suggested answers are on pp. 666-670 .)

8.1 Evaluating results o f  sample testing
The recorded value of trade receivables in the sales ledger of Strathfield Ltd as at 31 December 20X 8, 
was £2 350 000.

Out of the 5350 trade receivables accounts, Sarah Jones selected 120 accounts for confirmation as 
part of the external audit of the company.

In selecting accounts for confirmation Sarah picked the 10 largest accounts totalling £205 000 and 
110 other accounts selected haphazardly. Her working paper states that she rejected any accounts that 
were less than £100 as not being worth confirming and accounts with government bodies since she 
knew they never bother replying to confirmation requests.

Each of the 10 largest accounts was satisfactorily confirmed. Sarah analysed the responses to the 
confirmation of the other 110 accounts as follows:

RESULT OF CONFIRMATION NUMBER OF ACCOUNTS RECORDED 
AMOUNT £

AMOUNT 
CONFIRMED £

Satisfactorily confirmed 75 245000 245000
Confirmation returned marked ‘gone away -  address unknown' 4 950 0
Cutoff differences due to cash or goods in transit 8 6800 5 750
Invoicing errors 4 2800 2200
Invoices posted to the wrong customer’s account 2 1300 980
Disputed as to price or quantity or quality of goods 3 2800 1300
Not confirmed -  verified by alternative procedures 14 5800 5800
Totals 110 265450 261 030
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Sarah is about to draw up her working paper in which she reaches a conclusion as to whether the results 
of the confirmation of trade receivables enables her to conclude that the recorded balance is not 
materially misstated. She is aware that ISA 530, Audit Sampling and Other Means o f  Testing, requires 
her to:

• consider the qualitative aspects of errors and whether any of these relate to a subpopulation and not 
to trade receivables as a whole; and

• project the error results of the sample to the population from which the sample was selected.

R equired
(a) Discuss Sarah’s method of selecting items to be confirmed. Your answer should:

(i) identify any aspects of her approach that might be considered inconsistent with sampling;
(ii) suggest alternative means of selecting a sample ensuring that the more material balances stand 

the greatest chance of selection;
(iii) compare and contrast the haphazard method of selection with random selection and systema

tic selection.

(b) Consider qualitative aspects of each of the five categories of error or other reported differences 
analysed by Sarah. Suggest which of them should be included in arriving at an estimate of 
population error.

(c) Calculate the projected error in trade receivables based on the results of the sample test consistent 
with the qualitative considerations in your answer to (b).

Source: Adapted from Question 6, Audit Framework, D ecem ber 1999. Reproduced by permission of 
ACCA.

8.2 D eterm ining sam ple size
As the senior in charge of the audit of Killara, a listed company, you are planning appropriate 
nonstatistical sample sizes for tests specified in the audit programme. In accordance with the 
guidance provided in ISA 530 , Audit Sampling and Other Means o f  Testing, you have identified 
the relevant factors to be taken into consideration in the following tests of control and substantive 
tests of details.

Tests o f  control 
Test 1 Purchase Invoices
Select a sample of purchase invoices and see that they are initialled by the accounts payable clerk as 
having been checked with the goods received note.

Test 2 Sales Invoices
Select a sample of sales invoices and see that a second clerk has initialled them for checking prices 
against the approved price list.
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SAMPLE SIZE FACTOR TEST 1 TEST 2

Number of invoices processed in the year 
Preliminary assessment of control risk 
Tolerable deviation rate
Expected deviation rate based on last year’s audit

Purchase invoices 
6 000
low at 30%
2%
0.1%

Sales Invoices 
20 000
moderate at 60% 
5%
3%

Substantive tests o f  d eta il 
Test 1 Inventory
Test pricing of inventory items against costing records.

Test 2 Accounts Receivable
Test the ageing of balances in the aged listing of accounts receivable balances.

SAMPLE SIZE FACTOR TEST 1 TEST 2

Combined assessment of inherent and control risk 
Tolerable error as percentage of recorded balance 
Expected error rate based on last year's audit

Inventory 
moderate at 50% 
2%
2%

Accounts receivable 
low at 20%
0.5%
0%

Required
(a) For each pair of tests, discuss the effect of each of the factors referred to in the tables above.
(b) When subsequently performed, the sample tests of control indicated a deviation rate of 2.1 % 

for test 1 and a deviation rate of 0.5 for test 2. Comment on these results.

Source: Adapted from Question 4, Audit Fram ew ork, June 2001 . Reproduced by permission 
of ACCA.
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0 LEARNING OBJECTIVES
After studying this chapter you  shou ld  b e  ab le  to :

1 explain the process for determining the appropriate level of substantive procedures based on the 
assessment of inherent and control risk

2 indicate how the nature, timing and extent of substantive procedures are varied to achieve an 
acceptable level of detection risk

3 discuss the relationships among assertions, specific audit objectives and substantive procedures

4 state the nature and uses of audit programmes for substantive procedures

5 describe and apply a general framework for developing audit programmes for substantive 
procedures

6 indicate special considerations in designing substantive procedures for selected types of accounts

7 contrast tests of controls and substantive procedures.

0  PROFESSIONAL STATEMENTS
ISA 200 Objectives and General Principles Governing an Audit o f  Financial Statements
ISA 300 (Redrafted) Planning an Audit o f  Financial Statements
ISA 500 Audit Evidence
ISA 510 Initial Engagements -  Opening Balances
ISA 520 Analytical Procedures
ISA 540 Audit o f  Accounting Estimates
ISA 545 Auditing Fair Value Measurements and Disclosures

Chapter 5 explained that auditors assess the level of inherent risk at the entity level and at the level of 
individual assertion, at the planning stage of the audit. Chapter 7 considered how auditors (i) obtain 
and document an understanding of internal control and (ii) assess control risk for significant transac
tion class and account balance assertions, based on the understanding of internal control and the 
results of tests of control.

ISA 200, Objectives and General Principles Governing an Audit o f  Financial Statements, requires 
the auditor to ‘plan and perform the audit to reduce audit risk to an acceptably low level that is 
consistent with the objective of an audit’.

This chapter explains how the assessment of inherent risk and the assessment of control risk impact 
on the required level of detection risk, which will affect the design of substantive procedures. The 
acceptable level of detection risk influences the auditor’s assessment of the nature, timing and extent of 
the procedures that need to be performed to gain sufficient appropriate audit evidence.
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Determining Detection Risk
Detection risk is the risk that the auditors’ substantive procedures will not detect a material misstate
ment and relates to the nature, timing and extent of the auditor’s procedures to reduce audit risk to an 
acceptably low level. It is therefore directly related to the substantive procedures performed as part of 
the audit. The relationship between detection risk, inherent risk and control risk can be expressed by 
the audit risk model, as represented in the equation below, which was introduced in Chapter 5.

DR AR 
IR xC R

The model shows that for a given level of audit risk (AR) specified by the auditors, detection risk (DR) 
is inversely related to the assessed levels of inherent risk (IR) and control risk (CR). Auditors normally 
make a preliminary assessment of inherent risk and control risk for each financial statement assertion, 
as explained in Chapter 5. Where the auditors’ assessment of inherent risk and control risk is high, 
detection risk must be low if the desired level of audit risk is to be attained. A low level of detection risk 
requires auditors to adopt a predominantly substantive audit strategy (as explained in Chapter 6), 
whereby evidence, obtained through the performance of substantive procedures, enables the auditors 
to minimize the risk of failure to detect such material misstatements as might exist.

Assessing control risk as being less than high means that the auditors are confident that the entity’s 
own procedures reduce the likelihood of material misstatement in that particular financial statement 
assertion. The auditor needs to obtain less evidence from substantive procedures to achieve the desired 
level of audit risk, and may adopt a lower assessed level of control risk audit strategy, as explained in 
Chapter 7. In such situations, the auditors are said to tolerate a higher level of detection risk. Where 
tolerable or planned detection risk is high, the auditors obtain less evidence from substantive proce
dures than where planned detection risk is low. This can appear confusing, and it is important to 
understand the logic underlying the terminology of ISA 200, Objectives and General Principles 
Governing an Audit o f  Financial Statements. It is re-emphasized below:

• When the acceptable detection risk is high it means that auditors are prepared to accept a high risk 
that material errors will not be discovered by substantive audit tests. This means that relatively less 
evidence needs to be collected from carrying out substantive audit procedures.

• When the acceptable detection risk is low it means that auditors require a low risk that material 
errors will not be discovered by substantive audit tests. This means that relatively more evidence 
needs to be collected from carrying out substantive audit procedures.

Because detection risk is the only component of audit risk controlled by the auditors, the term ‘planned 
detection risk’ is sometimes used to refer to the level of detection risk, after performing substantive 
procedures, which will reduce overall audit risk to the desired level. Sometimes the term ‘assessed level 
of risk of material misstatement’ will be used to reflect the joint assessment of inherent and control risk. 
Where this is low, a higher level of detection risk can be tolerated, and conversely, where this is high, a 
lower level of detection risk can be tolerated.

It is important to note that auditors should perform some substantive tests for material balances 
and transactions and disclosures, regardless of the assessed levels of inherent and control risks.
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The relationships between the audit strategy, detection risk and the level of substantive procedures 
that were explained in Chapter 5 are summarized in Table 9.1.

Table 9.1 The relationships between the audit strategy, detection risk, and the level of substantive 
procedures

AUDIT STRATEGY DETECTION RISK LEVEL OF SUBSTANTIVE PROCEDURES

Predominantly substantive approach Low or very low Higher level
Lower assessed level of control risk approach Moderate or high Lower level

Assessing control risk for account balances
The internal control system usually applies controls at the time the relevant transaction is first 
recognized and recorded. For many financial statement assertions, therefore, control risk is assessed 
by reference to transaction classes. Where substantive procedures are to be applied to account balances 
and disclosures, the assessed level of control risk applicable to the account balance or disclosure has to 
be derived from the assessed control risk of the relevant transaction classes. For the balance of trade 
payables, for example, this would be controls over purchase and payment transactions. The relation
ship between transaction class control risk and account balance control risk will now be considered for 
(i) account balance assertions affected by a single transaction class and (ii) account balance assertions 
affected by more than one transaction class.

Account balance assertions affected by a single transaction class
The process of assessing control risk for account balance assertions is straightforward for accounts that 
are affected by a single transaction class. This is the case for most profit and loss statement 
accounts. The balance on the sales account, for example, is the cumulative effect of credits for sales 
transactions. Similarly, many expense accounts reflect the cumulative effect of debits for purchase 
transactions. In these cases, the auditors’ control risk assessment for each account balance assertion is 
the same as the control risk assessment for the related transaction class assertion. For example, if the 
control risk assessment for the occurrence assertion for sales transactions is low, the same assessment 
will apply to the existence assertion for the sales account balance. Similarly, the control risk assessment 
for the accuracy assertion for purchases transactions is the same as the control risk assessment for the 
valuation assertion for many expenses account balances.

Account balance assertions affected by multiple transaction classes
Most balance sheet accounts are affected by more than one transaction class. For example, the cash 
balance is increased by cash receipt transactions and decreased by cash payment transactions. In these 
cases, assessing control risk for an account balance assertion requires consideration of the relevant 
control risk assessments for each transaction class. Thus, the control risk assessment for the valuation 
assertion for the cash balance is based on the control risk assessments for the accuracy assertions for 
both cash receipt and cash payment transactions.
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For an account affected by more than one transaction class, the control risk assessment for a 
particular account balance assertion is based on the control risk assessment for the same assertion 
pertaining to each transaction class that affects the account balance -  with one major exception. The 
control risk assessments for the occurrence and completeness assertions for a transaction class that 
decreases an account balance relate to the opposite assertion for the account balance affected. This 
perhaps unexpected relationship is illustrated in Table 9.2, which shows the relevant control risk 
assessments for transaction class assertions that are used to assess control risk for the existence and 
completeness assertions for the cash balance.

Table 9.2 Relevant control risk assessments for transaction classes that affect the cash balance

CASH BALANCE ASSERTION FOR 
WHICH CONTROL RISK IS BEING 
ASSESSED

RELEVANT CONTROL RISK ASSESSMENTS 
FOR TRANSACTION CLASSES THAT AFFECT 
THE CASH BALANCE

EXPLANATION

Existence Occurrence of cash receipts that increase the balance

Completeness of cash payments that decrease the 
balance

If some recorded cash receipts did not 
occur, part of the cash balance does not 
exist

If some cash payments have not been 
recorded, part o f the cash balance no 
longer exists

Completeness Completeness of cash receipts that increase the balance 

Occurrence of cash payments that decrease the balance

If some cash receipts have not been 
recorded, the cash balance is not 
complete
If some recorded cash payments did not 
occur, the cash balance is not complete

A summary of the relationships between account balance assertions and transaction class assertions is 
presented in Figure 9.1.

When the control risk assessments for the relevant transaction class assertions differ, the auditors 
may judgementally weigh the significance of each assessment in arriving at a combined assessment. 
The auditors may consider the significance of a transaction class to the balance or, alternatively, 
whether one of the assessments was less persuasive. Some audit firms elect to use the most conservative 
(highest) of the relevant assessments. The existence assertion for the cash balance, for example, is 
affected by the occurrence of cash receipts and the completeness of cash payments. If the control risk 
for occurrence is assessed as being low, and completeness is assessed as being moderate, then the 
auditors would assess the control risk for the existence of cash as being moderate.

Effects of preliminary audit strategies
After making a preliminary assessment of the risk of material misstatement the auditors need to 
determine the appropriate strategy for the audit. As explained in Chapter 6, these strategies can be 
classified as being either a predominantly substantive approach or a lower assessed level of control risk 
approach. Regardless of the audit strategy chosen for a particular part of the audit, the auditors need to 
identify types of potential misstatement in the assertions.
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Assertions for 
transactions class 
that increases 
account balance

Account
balance
assertions

Assertions for 
transactions class 
that decreases 
account balance

Figure 9.1 Summary of relationships between account balance assertions and transaction class 
assertions.

Predominantly substantive approach
The auditors may assess control risk as being high and adopt the predominantly substantive approach 
where:

• there are no significant control procedures that pertain to the assertion
• relevant control procedures are ineffective
• it would not be efficient to perform tests of controls.

In making this decision, the auditors consider the costs of performing the higher level of substantive 
procedures required by the predominantly substantive approach to be less than the combined costs of 
performing sufficient tests of control to support a lower assessed level of control risk approach and the 
reduced level of substantive procedures that would be appropriate, assuming a lower control risk 
assessment were supported.

This may happen more commonly when auditing smaller entities because small entities may not have 
adequate resources to implement all appropriate controls, the controls may not be as effective (often as a 
result of problems due to a lack of segregation of duties) and the size of the entity may make it inefficient 
for the auditors to rely on these controls in performing the audit. In these cases, the level of detection risk 
(the quantity of substantive procedures) is the only part of the audit risk model that the auditors can vary.

Low er assessed level o f  control risk approach
Use of this approach requires the auditors to plan and perform tests of control. On completion of these 
tests, the auditors must consider whether the actual assessed level of control risk supports the planned 
level of substantive procedures, determined on the basis of the preliminary assessment. If the results of 
tests of control do not support the preliminary assessed level of control risk, then the auditors must
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increase the planned level of substantive procedures. For example, the auditors might have made a 
preliminary assessment of control risk as being low, resulting in the lowest planned level of substantive 
procedures. If evidence from tests of control (including dual-purpose tests) fails to support the 
assessment of control risk as being low, then revision of the planned level of substantive procedures 
to a higher level would be appropriate.

The auditors may assess the controls as being low if the controls are effectively designed and the 
auditors perform adequate tests of their operating effectiveness. However, if the controls are not 
designed effectively, then no amount of audit testing can change the assessment of control risk as being 
high. Thus, the assessed level of control risk is beyond the auditor’s control. The only aspects of the 
audit risk model that are completely within the auditor’s control are the assessment of audit risk and 
the amount of substantive work performed to vary detection risk.

Detection risk for individual substantive procedures
The term ‘detection risk’ as used in the preceding sections refers to the risk that all the substantive 
procedures used to obtain evidence about an assertion will collectively fail to detect a material misstate
ment. Typically, auditors will apply analytical procedures as early in the audit as practicable as being the 
most cost-effective substantive procedures. In designing substantive tests of details, auditors will assume 
that analytical procedures will not reveal any unexpected differences. If analytical procedures do reveal 
unexpected differences, then tests of details will need to be amended to enable the planned level of 
detection risk to be achieved. In summary, the lower the risk that analytical procedures will not detect 
material misstatements, the higher the detection risk can be for the tests of details that follow.

y  LEARNING CHECK__________________________________

• Detection risk is determined by considering the assessment of inherent and control risk.

• The level of detection risk determines the mix of tests of control and substantive procedures.

• The preliminary assessment of control risk must be reviewed on completion of tests of control.

• Control risk for account balance assertions is determined by the control risk of transaction classes 
making up that account balance.

• Detection risk is often the combined effect of several types of substantive procedure.

• Analytical procedures are typically performed first, and planned tests of details are based on the 
presumption that analytical procedures will not reveal unexpected differences.

Designing Substantive Procedures
Having determined the appropriate audit strategy, auditors need to design substantive audit proce
dures that will provide them with sufficient appropriate audit evidence as required by ISA 500, Audit 
Evidence. Substantive procedures either provide evidence that supports the truth and fairness of each
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significant financial statement assertion or, conversely, reveal monetary errors or misstatements in the 
recording or reporting of transactions and balances. Designing substantive procedures involves the 
following considerations:

• their nature, timing and extent should be responsive to the assessed risks of material misstatement at 
the assertion level

• they should be specifically responsive to significant assessed risks of material misstatement.

This section will explain considerations to be made by auditors in determining the nature, timing and 
extent of substantive procedures to be performed.

Nature
The nature of substantive procedures refers to the type and effectiveness of the auditing procedures to 
be performed. When the assessed risk of material misstatement is high, auditors must use more 
effective and usually more costly procedures; when it is low, less effective and less costly procedures 
can be used. As explained in Chapter 5, the types of substantive procedure are:

• analytical procedures
• tests of details of transactions
• tests of details of balances.

These procedures and their relative effectiveness and cost will be discussed in the following 
sections.

Analytical procedures
The use of analytical procedures in audit planning to identify areas of greater risk of misstatement is 
explained in Chapter 6. ISA 520, Analytical Procedures, requires the auditor to use analytical 
procedures at the planning and overall review stage of the audit. However, it also notes that analytical 
procedures may be used at other stages of the audit as a substantive procedure (referred to as 
substantive analysis) to reduce detection risk. Analytical procedures are often the least costly to 
perform. Thus, consideration should be given to the extent to which these procedures can contribute 
to achieving the planned level of detection risk, thus reducing the extent of tests of details. For most 
assertions, analytical procedures are considered to be less effective than tests of details, so they are used 
as a supplement to tests of details. However, the opposite is true in a few cases, in which analytical 
procedures provide most (if not all) of the required evidence. When the results of the analytical 
procedures are as expected and the assessed risk of material misstatement is low, it may not be 
necessary to perform tests of details.

In the hotel industry, for example, relatively small amounts of revenue are billed to and collected 
from many customers each month. Tests of details of these high-volume, low-value revenue transac
tions would be tedious and costly. But, revenues in such cases can often be estimated fairly precisely 
using independent variables such as the occupancy rare and average room rate. The auditors could 
multiply the average occupancy rate for each month (probably monthly, given seasonal variations) by
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the average room rate by the number of rooms to estimate the revenue for every month. The auditors’ 
estimated balance for room revenue can then be compared with the reported balance as part of the 
evidence used in determining whether revenues are fairly stated. Reasons for substantial differences 
would need to be discussed with management to determine whether alternative procedures need to be 
performed.

In other cases, auditors may use the expected relationship of one account balance to another. Total 
sales commission expense, for example, could normally be estimated from total sales revenue, rather 
than from the details of entries to sales commissions.

ISA 520 indicates that the extent of reliance on analytical procedures depends on:

• Materiality Ceteris paribus, the more material a balance is, the less likely it is that auditors would 
rely solely on the results of analytical procedures to audit the balance.

• Other audit procedures If other audit procedures are directed towards the same audit objective and 
similar results are found, then more reliance can be placed on the analytical procedures.

• Accuracy o f  predicted results The more accurate the results that can be predicted, the more reliance 
that can be placed on the analytical procedures. Greater accuracy can be expected, for example for 
balances where interrelationships are expected to be constant over time (such as gross profit margin 
percentages).

• Inherent and control risks If these risks are high, then more reliance will be placed on tests of details 
than on analytical procedures.

Tests o f  details o f  transactions
Tests of details of transactions are tests to obtain evidence of a sample (or all) of the individual debits 
and credits that make up an account to reach a conclusion about the account balance. These tests 
primarily involve inspection of documents including tracing and vouching as described in Chapter 5.

The details of transactions may be traced, for example from source documents (such as sales and 
suppliers’ invoices) to entries in accounting records (such as the sales and purchase journals). Or, the 
details of entries in accounting records (such as the cash payments journal and perpetual inventory 
records) can be vouched to supporting documents (such as suppliers’ invoices). The auditors’ focus in 
performing these tests is on finding monetary errors rather than deviations from controls. As noted in 
Chapter 5, tracing is useful in testing for understatements, and vouching is useful in testing for 
overstatements. These are therefore appropriate when carrying out ‘directional testing’ as explained 
later in this chapter.

In tests of details of transactions, auditors use evidence obtained about some (a sample) or all of the 
individual debits and credits in an account to reach a conclusion about the account balance. These tests 
generally use documents available in entity files, although sometimes documents will be obtained from 
external sources. The effectiveness of the tests depends on the particular procedure and documents used. 
For example, externally generated documents are more reliable than internally generated documents.

Although tests of details of both transactions and balances may be performed in an audit, the 
former will provide most of the evidence for account balances affected by few transactions during the 
year, such as tangible noncurrent assets or investments. For account balances affected by many 
transactions, such as cash and trade receivables, it is more effective to apply tests of details to the 
balances. For the same account balance, some assertions may be tested by tests of details of



CHAPTER 9

transactions, such as existence, and other assertions by tests of details of balances, such as valuation. 
Often, because the same documentation may be required, tests of details o f transactions may be 
performed in conjunction with tests of control. This dual-purpose testing increases the cost-efficiency 
of such tests of details of transactions.

Cutoff tests are a special category of tests of details of transactions that are related more to the 
closing balance than to transactions. It is much more important at balance sheet date to ensure that 
transactions are recorded on the correct date, given the impact on the financial statements. Although 
cutoff is important for periodic reports it is critical only once a year. Control procedures are rarely 
effective and cutoff is usually monitored directly by senior accounting personnel. The purpose of cutoff 
tests is to ensure that transactions are recorded in the correct accounting period. Cutoff errors can 
significantly affect profit. For example, goods received before balance sheet date and included in 
inventory, but not recorded in purchases until after the year end will overstate profit by the amount of 
the purchases.

Cutoff testing is needed for many accruals that will have a direct impact on profit, including 
electricity, telephone, gas, wages, advertising, etc. Often, the amount of these accruals is not confirmed 
until the receipt of an invoice, which may be several weeks after the balance sheet date.

Tests o f  details o f  balances
Tests of details of balances focus on obtaining evidence directly about an account balance rather than 
the individual transactions that are debited and credited to the account. Auditors may, for example, 
verify amounts owed by individual customers making up the balance on trade receivables by requesting 
confirmation of balances from the customers. Auditors may also inspect tangible noncurrent assets, 
observe the entity’s inventory count and perform pricing tests of the closing inventory.

The effectiveness of these tests depends on the particular procedure performed and the type of 
evidence obtained. The information in the tabular layout below illustrates how the effectiveness of 
tests of balances can be tailored to meet different detection risk levels for the completeness assertion for 
trade payables.

DETECTION RISK TEST OF DETAILS OF BALANCES

High Inspect suppliers’ statements
held by the entity and
consider reasonableness of
explanations of differences.

Low Confirm amount owing
directly with the suppliers and
investigate reported
differences.

Note in this example that when the assessed risk of material misstatement is low, auditors use 
documentation held by the entity and perform limited auditing procedures. In contrast, when the 
assessed risk of material misstatement is high, auditors use documentation obtained from third parties 
directly and perform extensive auditing procedures.
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Illustration o f  the use o f  types o f  substantive procedures
The application of the three types of substantive procedure may be illustrated in the context of the 
accounts illustrated in Figure 9.2.

DEBTORS

Opening balance X

Credit sales transactions X C ollections from  custom ers X

X X

X X

W rite-offs X

X

X

Returns and allowances X

Closing balance X

SALES REVENUE

Credit sales transactions

Closing balance

COMMISSIONS EXPENSE

C om m issions accrual X

X

X

X

X

X

X

Closing balance x
Note: T h e  nu m ber o f  entries show n by crosses above is arbitrary. In reality , there w ould prob ably  be m any m ore 

than  these.

Figure 9.2 General ledger accounts illustrating the processing of sales transactions to debtors (trade 
receivables).

To simplify Figure 9.2, only one trade receivables account is shown; in practice, there would typically 
be a control account backed up by a subsidiary ledger of customer accounts containing the individual 
debits and credits for transactions affecting each customer. The opening balance of trade receivables 
would have been verified as true and fair in the prior year’s audit. To determine that the closing balance
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of trade receivables is true and fair, auditors may consider obtaining evidence from any of the 
following substantive procedures:

• analytical procedures, such as:

-  comparing this year’s closing balance in the control account with the prior year’s balance, a 
budgeted amount or other expected value;

-  using the closing balance to determine the percentage of trade receivables to current assets for 
comparison with the prior year’s percentage or industry data;

-  using the closing balance to calculate the trade receivables’ turnover ratio for comparison with the 
prior year’s ratio, industry data or other expected value;

• tests of details of transactions such as:

-  vouching a sample of the individual debits and credits in customer accounts, for the transaction 
classes indicated, to the entries in journals (for example, vouching the debits to the sales journal) 
and supporting documentation (such as sales invoices);

-  tracing transactions data from source documents (such as remittance advices) and journals (such 
as the cash receipts journal) to the corresponding entries in the customer accounts for the 
transaction classes indicated;

• tests of details of balances, such as:

-  determining that the closing balances in the individual customer accounts add up to the control 
account balance;

-  confirming the balances for a sample of customer accounts with the customers.

In the case of trade receivables, it is common to apply each of the three types of substantive procedure 
to some extent. For other accounts only one or two of the types of test may be performed in obtaining 
sufficient evidence to meet the planned level of detection risk.

Sales revenue
For simplicity, the sales revenue account shown in Figure 9.2 shows the credits representing the 
individual sales transactions. In practice, the sales revenue account may show only daily, weekly or 
monthly totals posted from the sales journal. In either case, to determine that sales revenue is true and 
fair, auditors may obtain evidence from any of the following:

• analytical procedures, such as:

-  comparing the closing balance with the prior year’s balance, a budgeted amount or other expected 
value

-  comparing the closing balance with an independent estimate of the closing balance (as illustrated 
for a hotel’s revenues earlier in the chapter);

• tests of details of transactions, such as:

-  vouching the individual credits to the sales journal and to supporting documentation such as sales 
invoices, shipping documents and sales orders;

-  tracing transactions data from source documents such as shipping documents, to sales invoices, to 
the sales journal, and then tracing postings from the sales journal to the sales account;

• tests of details of balances (this type of test is unlikely to be applicable).
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In many cases, both analytical procedures and tests of details are applied to the sales revenue account to 
achieve the acceptable level of detection risk. In some cases, analytical procedures alone may suffice, as 
we will discuss later in the chapter.

Commissions expense
The commissions expense account shown in Figure 9.2 is a good example of a situation in which 
analytical procedures alone may be all that is needed to achieve the planned level of detection risk. 
Examining source documents and recalculating the individual commissions could test the details of the 
individual debits to the account. However, for this type of account, it may be sufficient simply to 
calculate an estimate of the total for commissions expense using an expected relationship with the sales 
revenue account balance, such as 3% , and then to compare the estimate with the recorded balance for 
commissions expense.

Timing
Often, many of the entities audited by an audit firm have similar year ends. In the United Kingdom a 
common year end is 31 March. The result is that the months of April to June are commonly referred to 
as the ‘busy season’ for audit firms, when resources are often stretched to ensure that all audits are 
completed on a timely basis. To reduce this pressure auditors will try to perform as much work as 
possible in the ‘quieter’ time before the audit busy season. This has the dual advantage of (i) putting less 
pressure on resources during the busy season and (ii) helping to complete audits on a timely basis, 
particularly where reporting deadlines are demanding. The assessed risk of material misstatement has 
an impact on the extent to which auditors can alter the timing of substantive procedures.

If the assessed risk of material misstatement is low, then certain procedures (typically tests of details 
of balances) may be performed several months before the end of the year. At the end of the year the 
auditors can conduct roll-forward testing to verify the account balance as at the year end, using 
analytical procedures or tests of details of transactions applied to transactions in the intervening period. 
In contrast, when the assessed risk of material misstatement for an assertion is high, all substantive 
procedures relating to account balances will ordinarily be performed at or near the balance sheet date.

Substantive procedures p rior to ba lan ce sh eet date
Substantive procedures commonly performed prior to the balance sheet date are (i) the confirmation of 
trade receivables, (ii) the observation of inventory count and (iii) the physical inspection of investments.

Performing substantive procedures prior to the balance sheet date may be more cost effective but 
only if it does not increase the audit risk that material misstatements existing in the account at the 
balance sheet date will not be detected by the auditors beyond an acceptable level. This risk becomes 
greater as the time period remaining between the date of the interim audit and the balance sheet date is 
lengthened.

The potential increased audit risk can be controlled if:

• internal control during the remaining period is effective
• there are no conditions or circumstances that may predispose management to misstate the financial 

statements in the remaining period
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• the year-end balances of the accounts examined at the interim date are reasonably predictable
• the entity’s accounting system will provide information concerning significant unusual transactions 

and significant fluctuations that may occur in the remaining period.

If these conditions do not exist then the account should be examined at the balance sheet date. In 
practice, early substantive testing of account balances is not done unless tests of control have provided 
convincing evidence that internal controls are operating effectively. Substantive procedures prior to the 
balance sheet date do not completely eliminate the need for substantive procedures at the balance sheet 
date. Such procedures (roll-forward testing) ordinarily should include:

• a comparison of the account balances at the two dates and of the totals of transactions making up the 
difference to identify amounts that appear to be unusual, and the investigation of such amounts

• other analytical procedures or other substantive tests of details to provide a reasonable basis for 
extending the interim audit conclusions to the balance sheet date.

When properly planned and executed, the combination of substantive procedures prior to the balance 
sheet date and substantive procedures for the remaining period should provide auditors with sufficient 
appropriate audit evidence to have a reasonable basis for an opinion on the entity’s financial 
statements.

Extent
Auditors can vary the amount of evidence obtained by changing the extent of substantive procedures 
performed. ‘Extent’ means the number of items or sample size to which a particular test or procedure is 
applied. More evidence is needed to achieve a low planned level of detection risk than a high planned 
level of detection risk.

The extent will therefore relate to the size of the samples selected by the auditors. Thus, more 
extensive substantive procedures are being performed when the auditors confirm 200  trade receivables 
accounts rather than 100 accounts, or vouch 100 sales journal entries to supporting documents rather 
than 50 entries. The sample size to which a particular test is applied can be determined statistically or 
nonstatistically. As illustrated in Chapter 8 (see Table 8.2) the first factor affecting sample size is the 
auditor’s assessment of the risk of material misstatement (the combination of inherent and control 
risk). As the assessment of these risks increases a lower level of detection risk is required, which means a 
larger sample size is needed.

Audit risk and choice of substantive procedures
A graphic summary of several important relationships between the audit risk components and the 
nature, timing and extent of substantive procedures is presented in Figure 9.3.

Computer-assisted audit techniques as substantive procedures
In designing substantive audit procedures auditors may decide to use computer-assisted audit techni
ques (CAATs) as an audit tool. This will generally be done when the auditors decide that it is effective
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Assessed levels of inherent and control risk

Figure 9.3 Risk components and the nature, timing and extent of substantive procedures.

and efficient to use these audit techniques in the performance of the audit. This is particularly so where 
there are no input documents or a visible audit trail, or where population and sample sizes are very 
large.

Their use in tests of control was described in Chapter 7. The focus of this discussion is on the use of 
CAATs in performing substantive tests. Using CAATs for substantive testing involves analysis of the 
entity’s data files, either the master files or transaction files. Some of the types of substantive auditing 
procedures that can be performed or assisted by the use of CAATs include:

• tests of details of transactions and balances, for example the use of audit software for recalculating 
interest or the extraction of invoices over a certain value from computer records

• analytical procedures, for example identifying inconsistencies or significant fluctuations
• sampling programs to extract data for audit testing and evaluating the implications of the results of 

testing the sample
• reperforming calculations performed by the entity’s accounting systems.

There are three main categories of audit software that are used to perform substantive audit 
testing:

• generalized audit software (GAS)
• customized audit software
• utility programs.

Generalized audit software is the most commonly used audit software. It is designed for ease of use on 
many different computers and operating systems. Examples of this type of software include ACL and 
IDEA. It can be used for many different functions in performing the audit, including: performing 
calculations; selecting samples; identifying records meeting specified criteria; comparing data in 
different fields; and producing reports.
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Customized audit software is developed for the audit of entity specific computer applications that 
are not compatible with the GAS or where the auditors need to perform a specialized function 
unavailable in GAS. This is much more costly than the use of GAS. It is most commonly used in very 
large entities where it is designed in conjunction with the entity’s internal auditors and thus forms part 
of the entity’s own monitoring procedures.

Utility programs are commonly included within database management systems and are readily 
available as part of the entity’s own computer system. They are not specifically designed for audit 
purposes but can perform such tasks as sorting, creating and printing files from data held on the entity’s 
database.

As GAS is the most commonly used audit software, the next section will discuss issues associated 
with its usage.

G eneralized au d it softw are
Depending on the application, the following distinct phases are involved in using generalized audit 
software:

• identifying the audit objective and the tests to be performed;
• determining the feasibility of using a software package with the entity’s system;
• designing the application, which may include the logic, calculations and the output; and
• processing the application on entity file data and reviewing the results.

The use of generalized audit software enables auditors to deal effectively with large quantities of data. 
This may permit the accumulation of either the same quantity of evidence at less cost, or more evidence 
at an economical cost. The main cost associated with using this type of software is on an audit for the 
first time (startup costs). Depending on the entity’s computer system, the software may be designed to 
perform many of the auditing procedures that auditors might perform manually. Generalized audit 
software can be used for tests of control, as described in Chapter 7. However, in practice it is most 
commonly used for substantive procedures.

Its use in the audit of trade receivables will be illustrated with reference to a sample customer file 
held in the accounts receivable master file as shown in Figure 9.4. Using GAS the auditors may perform 
the following tests on the records:

• recalculate the balance on each customer file in each category (Fields 4, 5, 6 and 7) checking that it 
equals the total (Field 8);

• sum the totals for each customer file (Field 8) to check the overall total for accounts receivable;
• select all accounts where the balance is over 60 days (from Field 7) and print out the results as the 

basis of a test on collectability;
• select all accounts where the total balance is negative (from Field 8) and print out the results for 

further audit testing as negative balances are unusual;
• select a random sample of all customer files for circularization and print out confirmation letters 

using data from the following fields: customer number (Field 1); customer name (Field 2); address 
(Field 3); total balance (Field 8);
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• select all accounts where the total balance (Field 8) exceeds the credit limit (Field 9) and print out the 
results as the basis of a test on collectability; and

• calculate the percentage of total amounts in each ageing category (sum of Fields 4, 5, 6 and 7) and 
compare the result with similar percentages calculated in the previous year’s audit.

FIELD TYPE NAME DETAILS

1 N Customer Number 0003
2 A Customer Name Company X
3 A Address 34 King Edward Road
4 l\l Current Balance 5800
5 N Balance < 3 0  days 0
6 N Balance 30 < 6 0  days 2200
7 N Balance >60 days 1100
8 N Total Balance 9100

9- . . N Credit Limit 10000

Figure 9.4 Sample file from the accounts receivable master file.

Directional testing
Many audit firms incorporate the concept of directional testing when performing tests of detail. This 
concept recognizes rhat it is the purpose of the audit test that will determine its direction as follows:

• Tests for overstatement are carried out by starting from the monetary amount that makes up the final 
account balance and vouching the accounting entries to supporting documentation back through the 
accounting records to its point of origin in the accounting records. For example, a test for the 
overstatement of noncurrent assets would involve selecting an entry from the monetary population 
in the account balance and vouching it to the related purchase invoice, delivery note, order, etc.

• Tests for understatement are carried out by starting from the initial recording of the item and tracing 
it through to its destination in the final account balances. For example, a test for the understatement 
of sales would involve selecting dispatch notes and tracing the related sales invoices through the 
accounting system to determine their inclusion in the sales account balance.

Debit balances (assets and expenses) are directly tested for overstatement and credit balances (income 
and liabilities) are directly tested for understatement.

The logic o f  directional testing is based on the following:

(a) Errors in the financial statements are of either over or understatements. These are either omissions 
or misstatement of items included.

(b) The double entry system provides the auditor with a set of links between asset, liability, revenue 
and expense accounts. To overstate an asset an income account or a liability must be overstated (or 
another asset account or expense account understated).
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Therefore by directly testing an asset account balance (for example accounts receivable) for over
statement the effect on the reciprocal populations (such as sales income) is indirectly tested for 
overstatement. This means that a direct test on the overstatement of sales is therefore not necessary.

Conversely, by directly testing sales income for understatement, the auditor obtains indirect 
evidence that debit balances are not understated (for example accounts receivable) and that other 
credit balances are not overstated.

In this way, by directly testing all debit balances (assets and expenses) for overstatement and 
directly testing all credit balances (income and liabilities) for understatement the auditor has effectively 
tested all items in both directions.

‘Direct’ and ‘indirect’ tests are also referred to as ‘primary’ and ‘corollary’ tests, respectively. Figure 9.5 
illustrates the linkage between the tests of account balances such that the primary tests interlock to provide 
complete audit coverage for all accounts for both overstatement (O) and understatement (U).

ACCOUNT TYPE PRIMARY TEST RESULTING COROLLARY TESTS

Asset Liability Income Expense
Asset 0 U 0 0 u
Liability U U 0 0 u
Income U U 0 0 u
Expense 0 U 0 0 u

Figure 9.5 Directional Testing Matrix.

It follows that overstatement tests must therefore start with the monetary population in the account 
balance (accuracy tests -  to test that what is included should be included).

Understatement tests are tests for omission. The starting point for these tests is likely to be a 
nonmonetary population. An example of this is when testing sales for understatement the population 
for selection is normally dispatch notes. Alternatively, the reciprocal or related population that has a 
monetary value may be used as the population. An example of this is to select the trade payables 
accounts (that will be the subject of a test for understatement) by sampling from the monetary 
population of purchases turnover.

When using this approach, it is usual to test closing inventory in both directions because it is 
(normally) a significant credit entry (reducing cost of sales) in the income statement and a significant 
debit entry (an asset) in the balance sheet.

From a balance sheet perspective the logic of primarily testing assets for overstatement and 
liabilities for understatement is further supported by observations of company failures and the usual 
nature of management bias.

Typically, in public and listed companies, problems arise because of overstating assets (and profits) 
and understating liabilities. The reasons for this may include:

• to meet expectations, requirements of lenders and shareholders, or to fulfil previously made fore
casts (for example Enron)

• to fight off a takeover bid
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• to boost management remuneration when this is based on profit
• to facilitate major fraud (Maxwell, Enron).

In these circumstances the main objective will be to identify:

• overstatement of assets
• understatement of liabilities.

Conversely, some management may wish to reduce the measurement of profit. This will particularly be 
true for private companies because of a desire to reduce tax liabilities or to lower the value of the 
company for capital gains tax or inheritance tax purposes. It is important that the auditor identifies the 
risk of misstatement by understating assets and revenues and/or by overstating liabilities and expenses
and should respond with an appropriate audit strategy in the design of further tests (for example,
testing for overprovisioning against inventories).

As described above the logic of directional testing is based on the double entry system with primary 
tests o f debits for overstatement and credits for understatement. In theory it would be possible to carry 
out directional testing in the opposite direction although, almost certainly, this would be impractical. 
This is partly because the majority of balances are debits. Testing for overstatement is easier and when 
testing for overstatement we take our sample from the monetary population, that is the account 
balance. This facilitates monetary unit sampling (as described in Chapter 8) and the ability to reach 
a statistically valid audit conclusion.

The difficulty of testing for understatement is the uncertainty that the entire population has 
not been identified. This can be overcome by selecting from a related reciprocal monetary 
population as described above. The advantages of the directional testing approach to an audit 
are as follows.

• It gives focus to an audit.
• It reduces the time and effort on an audit.
• It helps to ensure that overstatement or understatement (as appropriate) have not occurred and 

therefore minimizes the risk of material misstatement in the financial statements.
• It facilitates audit conclusions based on statistical sampling techniques.
• Directional testing is consistent with the categorization of transactions into ‘cycles’ (see Chapter 10 

and Chapter 11) which make up accounts in the balance sheet and related items in the income 
statement. For example:

-  trade receivables, sales revenue and cash receipts make up the ‘revenue cycle’; and
-  trade payables, purchases and cash payments make up the ‘purchases cycle’.

The disadvantages of directional testing are:

• a possible tendency not to obtain sufficient primary evidence in the right direction (understatement 
when overstatement is expected)

• a need to realize that all assets and liabilities and revenues and expenses should be verified for all 
assertions in the financial statements.
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As noted earlier, designing substantive procedures involves determining the nature, timing and 
extent of substantive procedures for significant financial statement assertions. The next section 
considers how auditors relate assertions, specific audit objectives and substantive procedures in 
developing written audit programmes for substantive procedures.

0  LEARNING CHECK_____________________________________

• Substantive procedures include analytical procedures and tests o f details o f transactions and 
balances.

• Analytical procedures are usually the least effective but also the least costly, and are often performed 
first in order to reduce the extent o f tests of details. They may provide sufficient evidence on their 
own where the risk o f m aterial misstatement is low.

• Tests o f details o f transactions are often perform ed as dual-purpose tests w ith tests of 
control.

• Tests o f details o f transactions are usually m ost efficien t for account balances affected by few 
transactions during the year, and tests o f details o f balances are m ost efficient for account 
balances affected by many transactions.

• Substantive procedures may be performed at or prior to the year end.

• Procedures applied prior to  the year end are less costly, but provide sufficient evidence for assertions 
only where control risk is low and there is little risk o f m isstatem ent between the date o f audit and 
the balance sheet date.

• Increasing the extent o f individual substantive procedures, such as by testing a larger sample, is the 
com m onest way of reducing detection risk.

• In designing substantive audit procedures auditors may decide to use com puter-assisted audit 
techniques (CAATs).

• The primary test objective of the directional testing method is to determine w hether or not:

-  debit balances are overstated; and
-  credit balances are understated.

• The use o f directional testing may facilitate audit efficiency.

Developing Audit Program m es for Substantive Procedures
As previously stated, the overall objective o f a financial statement audit is the expression o f an opinion 
on whether the entity’s financial statements give a true and fair view, in accordance with the applicable 
financial reporting framework. Furthermore, as noted in Chapter 5, it is necessary to develop specific
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audit objectives for each account balance, based on each of the financial statement assertions. In 
designing audit programmes auditors also use the understanding of the entity’s business and of its 
information system obtained as described in Chapters 6 and 7, incorporating procedures that address 
specific risks of material misstatement discovered during that process. Finally, the auditors should 
determine that appropriate procedures have been identified to achieve each of the specific audit objectives 
pertaining to each assertion. If this is done for each account, then the overall objective will be met.

Assertions, audit objectives and substantive procedures
Table 9 .3  illustrates the relationships between assertions, specific audit objectives and substantive 
procedures for the inventory of a m anufacturing com pany. Study of the procedures shown in the 
second column indicates that a mix o f analytical procedures and tests o f details o f both transactions 
and balances is included. In some cases, a procedure is listed more than once because the evidence from 
the procedure relates to more than one specific audit objective or assertion. Table 9 .3  is not intended to 
include a listing o f all possible substantive procedures that may be used in auditing inventory, and nor 
should it be inferred that all the listed procedures would be performed in every audit. The next section 
illustrates how these procedures are incorporated into the audit programme.

Table 9.3 Relationships between assertions, specific audit objectives and substantive procedures 

SPECIFIC AUDIT OBJECTIVE EXAMPLES OF SUBSTANTIVE PROCEDURES

ACCOUNT BALANCES: for the existence assertion:
Inventories included in the balance sheet physically exist. Observe and test physical inventory count.
Inventories represent items held for sale or use in the normal course Obtain confirmation of inventories at locations outside the 
of business. entity.

Review perpetual inventory records and purchasing records for indications of 
current activity.
Compare inventories with a current sales catalogue and subsequent sales and 
dispatch notes.

For the rights and obligations assertion:
The entity has legal title or similar rights of ownership to the Observe inventory count, 
inventories.

Obtain confirmation of inventories at locations outside the entity.
Examine paid suppliers' invoices, consignment agreements and contracts. 

Inventories exclude items billed to customers or owned by others. Examine paid suppliers' invoices, consignment agreements and contracts.
Test shipping and receiving cutoff procedures.
Compare inventories with a current sales catalogue and subsequent sales and 
delivery reports.

For the completeness assertion:
Inventory quantities include all products, materials and supplies on Observe and test physical inventory count, 
hand.

Account for all inventory counting tags and count sheets used in making the 
physical inventory count.
Analytically review the relationship of inventory balances to recent purchasing 
and sales activities.
Test shipping and receiving cutoff procedures.

Inventory quantities include all products, materials and supplies Obtain confirmation of inventories at locations outside the entity,
owned by the company that are stored at outside locations.

(continued overleaf)
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Table 9.3 (continued)

SPECIFIC AUDIT OBJECTIVE EXAMPLES OF SUBSTANTIVE PROCEDURES

Inventory listings are accurately compiled and the totals are 
properly included in the inventory accounts.

Trace test counts recorded during the physical inventory count 
observation to the inventory listing.
Test the clerical accuracy of inventory listings.

Reconcile physical counts to perpetual records and general ledger 
balances and investigate significant fluctuations.

For the valuation and allocation assertion:
Inventories are properly stated at cost (except when net 
realizable value is lower).
Slow-moving, excess, defective and obsolete items included in 
inventory are properly identified.

Inventories are reduced, when appropriate, to net realizable value.

Examine suppliers’ invoices.

Inquire of sales personnel concerning possible excess or obsolete 
inventory items.
Examine an analysis of inventory turnover.
Review industry experience and trends.

Analytically review the relationship of inventory balances to anticipated 
sales volume.

Review estimates of realizable values.

PRESENTATION AND DISCLOSURE: for the classification 
and understandability rights and obligations, accuracy and 
valuation and completeness assertions:
Inventories are properly classified in the balance sheet as current assets.
The basis of valuation is adequately disclosed in the financial 
statements.
The pledge or assignment of any inventory is appropriately disclosed.

Review drafts of the financial statements.
Compare the disclosures made in the financial statements with the 
requirements of the Companies Act and applicable accounting standards. 
Obtain confirmation of inventory pledged under loan agreements.

Illustrative audit programme
As required by ISA 300, (Redrafted) Planning an Audit o f  Financial Statements, the detailed audit plan, 
which will include the auditor’s decisions regarding the design of substantive procedures, must be 
documented in the working papers. This will be in the form of written ‘audit programmes’. An audit 
programme is a list of audit procedures to be performed. As a working tool it is set out in a manner that 
facilitates the conduct of the audit. You will note, for example, that many of the procedures listed in 
Table 9.3 are common to several assertions. Clearly each procedure needs to be performed only once so 
Figure 9.6 illustrates how the programme of audit procedures may be listed in a sequence that is logical 
for the development of the programme and/or performance of the procedures.

In addition to listing audit procedures, each audit programme should have:

• columns for a cross-reference to other working papers detailing the evidence obtained from each 
procedure (when applicable)

• the initials of the audit team member who performed each procedure
• the date performance of the procedure was completed.

These features are also illustrated in Figure 9.6.
Derails of procedures given in Figure 9.6 are only an outline. Such an outline would form part of an 

audit firm’s standard documentation to be tailored for each engagement. In a tailored audit pro
gramme the derails would refer to the entity’s specific information system and portions of the audit
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Reviewed by :...................... Date:
Prepared b y :.........................Date:.

XYZ Company Ltd 
Audit programme for substantive procedures of stocks 

31 December 20X1

SUBSTANTIVE PROCEDURE W/P REF. AUDITOR DATE

1. Verify totals and agreement of stock balances and records that will be subjected to further testing:
(a) Trace opening stock balances to prior year’s working papers.
(b) Review activity in stock accounts and investigate unusual items.
(c) Verify totals of perpetual records and other stock schedules and their agreement with closing 

general ledger balances.

2. Perform analytical procedures:
(a) Review industry experience and trends.
(b) Examine an analysis of stock turnover.
(c) Review relationship of stock balances to recent purchasing and sales activities.
(d) Compare stock balances to anticipated sales volume.

3. Test details of stock transactions:
(a) Vouch additions to stock records to suppliers' invoices.
(b) Trace data from purchases to stock records.
(c) Test cutoff of purchases (receiving) and sales (shipping).

4. Observe physical stocktake:
(a) Make test counts.
(b) Look for indications of slow-moving, damaged or obsolete stocks.
(c) Account for all stocktaking tags and count sheets used in physical count.

5. Test clerical accuracy of stock records:
(a) Recalculate extensions of quantities times unit prices.
(b) Trace test counts to records.
(c) Vouch items on stock listings to stocktaking tags and count sheets.

6. Test stock pricing:
(a) Examine suppliers' paid invoices for purchased stock.
(b) Obtain market quotations and perform lower of cost or net realizable value test.
(c) Review perpetual stock records and purchasing records for indications of current activity.
(d) Compare stocks with current sales catalogue and sales reports.
(e) Inquire about slow-moving, excess, or obsolete stocks and determine need for write-downs.

7. Confirm stocks at locations outside the entity.
8. Examine consignment agreements and contracts.
9. Confirm agreements for assignment and pledging of stocks.

10. Review disclosures for stocks in drafts of the financial statements and determine conformity with the 
Companies Act and applicable Accounting Standards.

Figure 9.6 Illustrative audit programme for substantive procedures on stocks (inventories).

trail applicable to processing the transactions. They would also identify the particular documents and 
records involved, and may specify the extent of each procedure. 

Audit programmes should be sufficiently detailed to provide: 

• an outline of the work to be done
• a basis for coordinating, supervising and controlling the audit
• a record of the work performed.
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The audit programme shown in Figure 9.6 is presented to illustrate the form at of audit programmes for 
substantive procedures and how they can be developed. The application of substantive procedures in 
the audit of inventory will be developed in more detail in Chapter 12.

Framework for developing audit programmes
Referring again to Figure 9.6 and to the previous discussion on designing substantive procedures, it is 
possible to construct a general framework for developing audit programmes for substantive proce
dures. Such an approach is described in Figure 9.7.

GENERAL FRAMEWORK 

Complete preliminary planning
1. Develop specific audit objectives for each financial statement assertion pertaining to closing stock balances (as illustrated in Table 9.3).
2. Assess inherent and control risk and determine the acceptable level of detection risk for each assertion consistent with the overall level of 

audit risk and applicable materiality level.
3. From knowledge acquired from procedures to obtain an understanding of the accounting and internal control systems, envision the 

accounting records, supporting documents, accounting process (including the audit trail), and financial reporting process pertaining to 
the assertions.

4. Consider options regarding the design of substantive procedures:
•  Alternatives fo r accommodating varying acceptable levels of detection risk:

-  Nature
•  Analytical procedures
•  Tests of details of transactions
•  Tests of details of balances

-  Timing: interim versus year end
-  Extent: sample size.

•  Possible types of corroborating evidence available:
Analytical Documentary Mathematical Physical
Confirmations Electronic Oral Written representations

•  Possible types of audit procedures available:
Analytical procedures Confirming Observing
Computer-assisted Counting Reperforming
audit techniques Inquiring Tracing

Inspecting Vouching

Specify substantive procedures to be included in audit programme

1. Specify initial procedures to:

(a) trace opening balances to prior year's working papers (if applicable):
(b) review activity in applicable general ledger accounts and investigate unusual items;
(c) verify totals of supporting records or schedules to be used in subsequent procedures and determine their agreement with general 

ledger balances, when applicable, to establish tie-in of detail with control accounts.
2. Specify analytical procedures to be performed.
3. Specify tests of details of transactions to be performed.
4. Specify tests of details of balances (in addition to 1(a), (b) and (c) above) to be performed.
5. Consider whether there are any special requirements or procedures applicable to assertions tested in the circumstances, such as 

procedures required by Auditing Standards or by regulatory agencies that have not been included in (3) and (4) above.
6. Specify procedures to determine that disclosure is in accordance with the Companies Act and applicable accounting standards.

Figure 9.7 General framework for developing audit programmes for substantive procedures.
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The steps listed in the upper portion o f Figure 9 .7  summarize the application o f several important 
concepts and procedures explained in Chapters 5 -7 .  N ote that the first step listed in the lower portion 
of the figure corresponds to the first step in Figure 9 .6 . Because subsequent substantive procedures 
are often performed on the subsidiary records or supporting schedules prepared by the entity, or 
samples drawn therefrom , it is logical to  start by ascertaining that the supporting records do tie in 
with the general ledger. W hen applicable, it is also logical to establish the agreement of opening 
balances with audited amounts in the prior year’s working papers, so procedures performed in the 
current audit can be focused on the effects o f transactions that occurred in the current period and the 
closing balance.

The specification o f analytical procedures is considered next because if effective procedures are 
available, they may reduce or eliminate the need for more expensive tests o f details. N ote that even 
though there are several analytical procedures listed in Step 2 o f Figure 9 .6 , in the case o f inventories, 
the normal requirem ent to observe inventory counting means tests o f details cannot be entirely 
eliminated.

Tests o f details of transactions are ordinarily considered next because they are usually performed 
during the interim audit at the same time as tests o f control, often as dual-purpose tests. Finally, the 
programme should specify tests o f details o f balances, special requirements not previously addressed 
and procedures relating to the disclosure assertions. In specifying the latter procedures, auditors use 
knowledge of relevant business practices and financial reporting disclosure requirements such as, in the 
case of inventories, those pertaining to the method of valuation.

The general framework for developing audit programmes described in Figure 9 .7  underpins the 
illustrations o f audit programmes for substantive procedures presented in subsequent chapters of this 
text. Auditors generally adopt a consistent approach in developing audit programmes for recurring 
engagements, but there are some special considerations in developing audit programmes for initial 
engagements.

Often many of the choices in the preliminary planning part of Figure 9 .7  will be input into a 
computer program designed to assist with developing audit programmes. The program will tailor 
procedures to the audit engagement based on the information entered, reducing the number of decisions 
required by the auditors in the second part o f Figure 9.7, which specifies the substantive procedures.

Audit programmes in initial engagements
ISA 510 , Initial Engagements -  Opening Balances, identifies two matters as requiring special con
sideration during the design o f audit programmes for initial engagements. These are:

• determining the fairness of the account balances at the beginning of the period being audited
• ascertaining the accounting principles used in the preceding period as a basis for determining the 

consistency of application of such principles in the current period.

The auditors will need to review the audit working papers of the predecessor auditor to ascertain 
whether they can rely on the previous work. If this is not possible, the auditors will need to attempt to 
gather information on the opening assets and liabilities as part of the current year’s audit. If sufficient 
evidence cannot be gathered the auditors may need to qualify the auditors’ report based on a limitation 
of scope.
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0  LEARNING CHECK___________________________________

• The audit programme details substantive procedures required to provide sufficient appropriate audit 
evidence for each material account balance assertion.

• The written audit programme is listed in a sequence logical for performance of the audit, instead of 
by assertion, since many procedures provide evidence pertaining to more than one assertion.

• M ost audit firms have outline programmes that are tailored by reference to the details of the entity’s 
documents and records and its audit trail, based on the understanding of the accounting system.

• The audit programme has columns for recording references to working papers detailing the evidence 
obtained and results of tests, the initials of the staff member performing the procedures and the date.

• In developing the audit programme, auditors first identify the audit objectives, the primary evidence 
available from the accounting system and the alternative types of substantive procedure.

• The auditors next consider the types of corroborating evidence available and methods of obtaining 
that evidence.

• The finished programme will detail initial procedures, the separate analytical procedures and tests of 
details, special procedures required by regulations (if any) and procedures relevant to disclosure.

• Additional procedures are required in initial engagements relating to opening balances and consis
tency of accounting principles.

Special Considerations in Designing Substantive Procedures
The foregoing discussions of assessing detection risk, designing substantive procedures and developing 
audit programmes apply to all accounts. In this section we will note some special considerations 
relevant to designing substantive procedures.

Income statement/profit and loss statement accounts
Traditionally, tests of details of balances have focused more on financial statement assertions that 
pertain to balance sheet accounts than on income and expense accounts. This approach is both efficient 
and logical because each profit and loss statement account is inextricably linked to one or more balance 
sheet accounts. Examples are shown below:

BALANCE SHEET ACCOUNT RELATED INCOME OR EXPENSE ACCOUNT

Trade receivables Sales
Inventories Cost of sales
Prepaid expenses Various related expenses
Investments Investment income
Tangible noncurrent assets Depreciation expense
Interest-bearing liabilities Interest expense
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The assertions for the accounts are linked as well. Evidence that trade receivables do not exist, for 
example, may indicate that sales did not occur (although it could also mean the entity failed to record a 
payment remitted by the customer). Similarly, if interest-bearing liabilities are not complete, then 
interest expense may not be complete, and so on. Generally, if there is an error or deliberate misstate
ment in profit and loss accounts, then there is a higher likelihood that it has occurred towards the end 
of the year and it will, therefore, affect the related balance sheet account.

Given these relationships, evidence obtained through substantive procedures applied to balance 
sheet accounts also provides much of the evidence required to achieve the desired level of detection risk 
for profit and loss account balances. For this reason, analytical procedures are frequently the only 
substantive procedures that must be specifically applied in verifying profit and loss statement account 
balances.

A nalytical procedures fo r  incom e an d  expense accounts
Analytical procedures can be a powerful audit tool in obtaining audit evidence about income and 
expense account balances. This type of substantive procedure may be used directly or indirectly. Direct 
tests occur when a revenue or an expense account is compared with other relevant data to determine 
the reasonableness of its balance. The ratio of sales commissions to sales, for example, can be 
compared with the ratios for prior years and with budget data for the current year. Comparisons 
can also be made with nonfinancial information, as shown in the following two examples.

ACCOUNT ANALYTICAL PROCEDURE

Hotel room revenue Number of rooms x occupancy rate x average room rate revenue
Wages expense Average number of employees per pay period x average pay per period x number

of pay periods

Indirect tests occur when evidence concerning profit and loss statement balances can be derived from 
analytical procedures applied to related balance sheet accounts. Trade receivables’ turnover may be 
used in verifying trade receivables, for example, and the findings may have an impact on whether bad- 
debts expense and sales are fairly stated.

Tests o f  details fo r incom e and expense account balances
When the evidence obtained from analytical procedures and from tests of details of related balance sheet 
accounts does not reduce detection risk to an acceptably low level, direct tests of details of assertions 
relating to the income and expense account balances are necessary. This may be the case when:

• inherent risk is high, as in the case of assertions affected by nonroutine transactions and manage
ment’s judgements and estimates

• control risk is high, such as when related internal controls for nonroutine and routine transactions 
are ineffective, and when the auditors elect not to test the internal controls

• analytical procedures reveal unusual relationships and unexpected fluctuations or
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• the account requires analysis -  for example, legal expenses and professional fees, corporation 
tax, maintenance and repairs expenses, travel and entertainment expenses, and directors’ 
remuneration.

Accounts involving accounting estimates
An accounting estimate is an approximation of a financial statement item in the absence of exact 
measurement. Examples of accounting estimates include depreciation, the provision for bad debts, and 
the provision for warranty claims. Management is responsible for establishing the process and controls 
for preparing accounting estimates. Judgement is required in making an accounting estimate as it may 
have a significant effect on an entity’s financial statements.

ISA 540 , Audit o f  Accounting Estim ates, states that the auditors’ objective in evaluating account
ing estimates is to obtain sufficient appropriate audit evidence to provide reasonable assurance that the 
accounting estimates are reasonable in the circumstances and that they are appropriately disclosed. 
Typical examples of accounting estimates include:

• allowances to reduce inventory and accounts receivable to their estimated realizable value;
• provisions to allocate the cost of fixed assets over their estimated useful lives;
• accrued revenue;
• deferred tax;
• provision for a loss from a lawsuit;
• losses on construction contracts in progress;
• provision to meet warranty claims.

In determining whether all necessary estimates have been made, the auditors should consider the 
industry in which the entity operates, its methods o f conducting business and any financial reporting 
pronouncements.

An entity’s internal controls may reduce the likelihood of material misstatements o f accounting 
estimates and thereby reduce the extent o f substantive procedures. T o  evaluate the reasonableness of 
an estimate, ISA 5 4 0  explains that the auditors should normally concentrate on the key factors and 
assumptions used by management, including those that are significant to the accounting estimate, are 
sensitive to variations and to deviations from historical patterns, and are subjective and susceptible to 
misstatement and bias.

Evidence o f the reasonableness of an estimate may be obtained by the auditors from one or a 
com bination of the following approaches:

• performance o f procedures to review and test management’s process in making the estimate
• preparation of an independent estimate or
• review of subsequent transactions and events that pertain to the estimate occurring prior to 

completing the audit.

The procedures to be performed include:

• considering the relevance, reliability and sufficiency o f the data and other factors used by 
management
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• evaluating the reasonableness and consistency of the assumptions and
• reperforming the calculations made by management.

In some cases, it may be useful to obtain the opinion of a specialist regarding the assumptions.

Fair value measurements and disclosures
On initial recognition, assets and liabilities are valued at cost. They may subsequently be remeasured at 
fair value where fair value can be reliably determined. In the past this has rarely been the case. The 
increasing use by business entities of financial instruments that are usually capable of remeasurement, 
however, has increased the extent to which remeasurement is being applied.

ISA 545 , Auditing Fair Value M easurements and Disclosures, outlines the auditors’ responsibil
ities. They should obtain an understanding of the process of determining fair values and assess the risks 
of material misstatement. Further audit procedures are likely to include, in the first instance, making 
inquiry as to published price quotations in an active market. Where there is no active market the fair 
value may be based on a discounted cash flow analysis or a comparative transaction model. These 
approaches require assumptions to be made by management, the reasonableness of which must be 
evaluated by the auditors. The auditors then test the data used by management in developing the fair- 
value measurements and disclosures. The final audit procedure is verifying that the fair value measure
ments have been properly derived from the data in accordance with management’s assumptions.

Comparison of tests of control and substantive procedures
As indicated in Chapter 6, the third phase o f an audit is performing audit procedures. These audit 
procedures consist of tests of control and substantive procedures. Table 9 .4  presents a summarized 
comparison of the two classes of test, including the types of test in each class, their purpose and the risk 
component to which each class relates, among other factors.

Table 9.4 Summary o f audit tests

TESTS OF CONTROL SUBSTANTIVE PROCEDURES

Types Design effectiveness Analytical procedures
Operating effectiveness Tests of details of transactions

Tests of details of balances
Purpose Determine effectiveness of design and operation of Determine truth and fairness of significant financial statement

the internal control structure assertions
Nature of test Frequency of deviations from control structure Monetary errors in transactions and balances
measurement policies and procedures
Applicable audit Inquiring, observing, inspecting, reperforming and Same as tests of control, plus analytical procedures,
procedures computer-assisted audit techniques recalculation, inquiry and confirming, tracing and vouching
Timing Primarily interim work (1) Primarily at or shortly after balance sheet date (2)
Audit risk Control risk Detection risk
component
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Notes:
1. Tests of the design effectiveness of controls are performed in audit planning with procedures to 

obtain an understanding of the internal control structure. Tests of the operating effectiveness of 
controls are usually performed at the interim audit.

2. Tests of details of transactions may also be performed with tests of control as dual-purpose tests at 
the interim audit.

gg LEARNING CHECKpp________________________________________________________________________________________________________________________________________________________________________  _

• Much of the evidence for income and expense account balances is derived from procedures applied 
to related balance sheet accounts. Otherwise, analytical procedures normally provide sufficient 
evidence directly related to account balances for income and expenses.

• Some income and expense account balances may require more specific evidence from tests of 
details.

• Account balances determined by management require special considerations including reviewing 
procedures adopted by management, independently determining the estimate, and confirming 
estimates by way of subsequent events.

0 SUMMARY
After obtaining an understanding of internal control relevant to an assertion and making a preliminary 
assessment of control risk, the auditors determine the preliminary audit strategy and the associated 
acceptable level of detection risk and level of substantive procedures. The auditors then plan specific 
substantive procedures to achieve the acceptable level of detection risk by exercising judgements 
about the nature, timing and extent of such procedures. The auditor may incorporate the use of 
computer-assisted audit techniques (CAATs) and may use directional testing procedures when 
performing substantive tests of detail on account balances and transactions. The auditors must relate 
the substantive tests to specific audit objectives to ensure that they meet the overall objective of forming 
an opinion on the financial statements as a whole.

The types of substantive procedure performed on particular transaction classes, account balances 
and disclosures are discussed in more detail in Chapters 10, 11, 12 and 13.

The substantive procedures to be performed are documented in the form of written audit pro
grammes. These provide an outline of the work to be done and a means for controlling the audit and 
recording the work performed. A general framework may be used in developing effective and efficient 
audit programmes for substantive procedures tailored to the entity’s circumstances. There are special 
considerations in designing substantive procedures for selected types of account, including profit and loss 
accounts and accounts requiring estimation and remeasurement at fair value. Ultimately, for most audits, 
the performance of these substantive procedures will provide a significant contribution to the audit 
evidence that auditors use to form an opinion on the financial statements (discussed further in 
Chapter 15).
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^  MULTIPLE-CHOICE QUESTIONS
Choose the best answer fo r  each o f  the following. (Answers are on p. 644.)

9.1 Which of the following is the only risk that can be manipulated by the auditors:
(a) control risk
(b) detection risk
(c) inherent risk
(d) sampling risk?

9.2 If the acceptable level of detection risk decreases, the assurance directly provided from:
(a) substantive procedures should increase.
(b) substantive procedures should decrease.
(c) tests of control should increase.
(d) tests of control should decrease.

9.3 The auditor assesses control risk because it:
(a) includes the aspects of nonsampling risk that are controllable.
(b) indicates where inherent risk may be the greatest.
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(c) affects the level of detection risk the auditors may accept.
(d) needs to be reported on in the auditor’s report.

9.4 The auditor is more likely to use analytical review as a substantive test when:
(a) planned detection risk is high.
(b) inherent risk is assessed as high.
(c) control risk is assessed as low.
(d) planned audit risk is high.

9.5 Which of the following analytical procedures should be applied to the income statement/ 
profit and loss statement?
(a) Select sales and expense items and trace amounts to related supporting documents.
(b) Ascertain that the net profit in the statement of cash flows agrees with the net profit in the 

profit and loss statement.
(c) Obtain from the entity the opening and closing inventory amounts that were used to 

determine the cost of sales.
(d) Compare the actual revenues and expenses with the corresponding figures of the previous 

year, and investigate significant differences.

9.6 As the acceptable level of detection risk decreases, an auditor may change the:
(a) assessed level of inherent risk to a lower amount
(b) timing of tests of control by performing them at several dates rather than at one time
(c) nature of substantive procedures, from a less effective to a more effective procedure
(d) timing of substantive procedures by performing them at an interim date rather than at 

year end.

9.7 The procedures specifically outlined in an audit programme are primarily designed to:
(a) protect the auditor in the event of litigation
(b) detect errors or irregularities
(c) test internal control structures
(d) gather evidence.

9.8 When would tests of details of profit and loss statement accounts be more likely to be required?
(a) When control risk is low.
(b) When substantial analytical procedures have been performed.
(c) When the auditor decides not to test the company’s internal controls.
(d) When the analytical procedures do not show any unexpected relationships.

g DISCUSSION QUESTIONS
9.1 E xp lain  h ow  the planned level o f  d etection  risk has an  im p act on the nature, tim ing and ex ten t o f 

substantive procedures.

9.2  Identify situ ation s in w hich an aly tical procedures m ay provide sufficient substantive evidence for 
specific acco u n t balances.
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9.3 Explain why cutoff tests are a special category of tests of details of transactions.

9.4 Explain the methodology and logic of directional testing.

9.5 Explain why directional testing may not always be appropriate.

9.6 Explain why it is sometimes convenient for auditors to perform substantive procedures prior to the 
year end, what additional procedures may need to be performed and under what conditions such a 
practice may provide sufficient evidence.

9.7 Identify situations when an auditor may perform tests of details on income and expense account 
balances instead of relying solely on analytical procedures.

9.8 Describe the nature of accounting estimates and consider why their audit constitutes a special 
challenge for the auditor.

9.9 There is general agreement that current values are preferable to historic costs providing there is 
sufficient evidence to determine their reliability. In practice, current values are rarely used. Is there 
more that auditors could do to encourage the remeasurement of assets at fair value?

^  PROFESSIONAL APPLICATION QUESTIONS
(Suggested answers are on pp. 671-674 .)

9.1 Audit program m e fram ew ork fo r  substantive procedures
Buildwell Manufacturing Company was formed 10 years ago. At that time it took out a 30-year 
mortgage to purchase land and a factory building that continues to house all of its manufacturing, 
warehousing and office facilities. It also owns various manufacturing and office equipment acquired at 
various dates. It is in the process of constructing an addition to the factory building to provide more 
warehouse space. The addition is approximately 50%  complete and should be completed during the 
next financial year. The general ledger for Buildwell includes the following accounts for plant assets: 
Land, Factory Building, Manufacturing Equipment, Office Equipment and related accumulated 
depreciation control accounts for each of the last three accounts. The details of the cost and accumu
lated depreciation for each item of the manufacturing and office equipment are maintained in separate 
sections of a plant ledger. There is also a Construction-in-Progress account for the accumulated costs of 
the warehouse addition.

Buildwell is a new audit client for your accounting firm that has never been audited before. You have 
completed the preliminary planning for the audit of plant assets and are about to design substantive 
procedures. Under the circumstances, you have assessed both inherent and control risk as high for all 
noncurrent asset assertions.

Required
(a) Using only your general knowledge of accounting for property, plant and equipment assets and the 

general framework for developing an audit programme for substantive procedures described in this 
chapter, develop an audit programme for your first audit of the property, plant and equipment 
asset accounts of Buildwell Manufacturing Company.
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(b) Following each procedure in your audit programme, indicate the assertion (or assertions) to which 
it applies by using the letters EO, C, R& O , V&A and P&cD for the existence or occurrence, 
completeness, rights and obligations, valuation and allocation and those assertions relating to 
presentation and disclosure, respectively.

9.2 Audit o f  accounting estimates
Coogee Ltd is a medium sized engineering company with an annual turnover of £23 million. Most of its 
sales are on credit. At its financial year end of 31 December 20X8 its sales ledger contained 2000 
accounts with balances ranging from £50 to £10 000 and totalling £2 300 000. As a staff member of 
Coogee’s external auditors you have been assigned to the audit of the provision for bad and doubtful 
debts which has been set at £120000. Your initial enquiries establish that £80000  relates to the 
provision against specific bad and doubtful debts and £40 000 is a general provision determined as a 
percentage of overdue trade receivables with an increasing percentage being applied against the longest 
overdue accounts.

You are aware that ISA 540, Audit o f  Accounting Estimate, is likely to be relevant to your audit of 
the provision for bad and doubtful debts.

Required
(a) Explain the approaches adopted by auditors in obtaining sufficient appropriate audit evidence 

regarding accounting estimates.
(b) Describe the procedures you would apply in verifying the general provision for bad and doubtful 

debts.
(c) Describe the procedures you would apply in verifying the specific provision for bad and doubtful 

debts.

Source: Adapted from Question 5, Audit Framework, June 1999. Reproduced by permission of ACCA.
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f  LEARNING OBJECTIVES
A fter studying this chapter you should be able to:

1 identify the audit objectives applicable to sales and trade receivables

2 describe the functions and control procedures normally found in information systems for 
processing sales, cash receipts and sales adjustment transactions

3 apply the concepts of materiality and inherent risk to the audit of sales and trade receivables

4 discuss considerations relevant to determining the audit strategy for sales and trade receivables

5 design and execute tests of control over sales, cash receipts and sales adjustment transactions 
in order to assess control risk

6 indicate the factors relevant to determining an acceptable level of detection risk for the audit of 
sales and trade receivables

7 design a substantive audit programme for sales and trade receivables

8 explain the procedures for undertaking a confirmation o f trade receivables balances.

PROFESSIONAL STATEMENTS
ISA 315  (Redrafted) Identifying and Assessing the Risks o f  M aterial Misstatement 

Through Understanding the Entity 
ISA 505  External Confirmations 
ISA 540  Audit o f  Accounting Estimates

The next four chapters apply the procedures explained in the preceding chapters to specific transaction 
classes, account balances and disclosures. This chapter examines the audit o f the transaction classes of 
sales, cash receipts and sales adjustments and of the balance in the trade receivables account (otherwise 
referred to as debtors under some reporting frameworks, as for example in the United Kingdom) and 
the related disclosures.

This chapter is organized as follows:

• First, it identifies the audit objectives that apply to the relevant transaction classes, the account 
balance and related disclosures for each of the financial statement assertions explained in Chapter 5.

• Second, it describes (i) the procedures involved in sales, cash receipts and sales adjustment transac
tions, and (ii) the internal control commonly associated with these procedures that will be identified 
in the course of ‘obtaining the understanding’ required by ISA 315 , (Redrafted) Identifying and 
Assessing the Risks o f  M aterial M isstatement Through Understanding the Entity.
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• Third, it considers factors relevant to developing the audit plan, including determining the risks 
of material misstatement and using that knowledge to determine the appropriate audit strategy 
(see Chapter 6).

• Fourth, it explains the design of the audit programme including tests of control as described in 
Chapter 7 and substantive procedures, using the methodology introduced in Chapter 9.

Audit Objectives
The audit objectives for sales and trade receivables relate to obtaining sufficient appropriate evidence 
about each significant assertion for the applicable transactions and balances. The principal audit 
objectives for these transaction classes and account balances are shown in Table 10.1. These objectives

Table 10.1 Selected specific audit objectives for sales and trade receivables

ASSERTION
CATEGORY

TRANSACTION CLASS AUDIT 
OBJECTIVES

ACCOUNT BALANCE AUDIT AND 
DISCLOSURE OBJECTIVES

Transactions and account 
balances: existence or 
occurrence

Recorded sales transactions represent goods 
shipped (E01)
Recorded cash receipts transactions 
represent cash received (E02)
Recorded sales adjustm ent transactions  
represent authorized discounts, returns and 
allowances, and bad debts (E03)

Trade receivables balances represent 
am ounts owed by custom ers at the 
balance sheet date (E04)

Completeness All sales (C1), cash receipts (C2) and sales 
adjustm ent (C3) transactions that occurred 
have been recorded

Trade receivables include all claims on 
custom ers at the balance sheet date (C4)

Rights and obligations The entity has rights to the trade receivables 
balance (R01) and cash (R02) resulting from  
recorded sales transactions

Trade receivables at the balance sheet date 
represent legal claims of the entity on 
custom ers for payment (R03)

Accuracy, classification, 
valuation and allocation

All sales (ACV1), cash receipts (ACV2) and 
sales adjustm ent (ACV3) transactions are 
correctly journalized, sum m arized and posted 
to the correct accounts

Trade receivables represent gross claims 
on custom ers at the balance sheet date 
and agree w ith the sum of the sales 
subsidiary ledger (ACV4)
The provision for bad debts represents a 
reasonable estimate of the difference 
between gross trade receivables and their 
net realizable value (ACV5)

Cutoff All sales (C-01), cash receipts (C-02) and 
sales adjustm ent transactions (C-03) are 
recorded in the correct accounting period

Presentation and 
disclosure: occurrence and 
rights and obligations, 
completeness, 
classification and 
understandability, and 
accuracy and valuation

The details of sales (PD1), cash receipts (PD2) 
and sales adjustm ent (PD3) transactions 
support their presentation in the financial 
statements, including their classification and 
related disclosures

Trade receivables are properly identified 
and classified in the balance sheet (PD4)

Appropriate disclosures have been made 
concerning debts that have been factored  
or otherwise assigned (PD5)
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are those that would apply to most merchandising entities selling on credit; they are not intended to 
apply to all entity situations.

To achieve each of these specific audit objectives, auditors employ a combination of tests of 
control (as described in Chapter 7) and substantive procedures (as described in Chapter 9) as 
determined by the audit strategy adopted (as described in Chapter 6). Each audit objective is 
numbered (E O l, E 0 2 ,  C l ,  and so forth) in Table 10.1. Specific controls and audit procedures 
described in this chapter will be referenced, using this numbering system, to the applicable audit 
objective.

g LEARNING CHECK___________________________________

• The trade receivables balance is determined by transactions relating to sales, cash receipts and sales 
adjustments.

• Audit objectives for sales and trade receivables relate to each assertion for each of the three 
transaction classes and for the balance of trade receivables and related disclosures.

Sales, Cash Receipts and Sales Adjustment Transactions
These transactions arise out o f the processes of selling goods and services to customers and collecting 
the revenue in cash. The three principal functions are those of sales, cash receipts and sales adjust
ments, and their related information systems and control procedures are described in the following 
sections. Where sales are made on credit, the information system also needs to maintain records of 
trade receivables. The use of a sales ledger will also be described as appropriate. Where applicable, 
control functions are keyed to the audit objectives identified in Table 10.1 using the bold symbols (such 
as E O l). The discussions and illustrations in this section are based on a company selling goods. 
However, much of the commentary can easily be adapted to other types of entity.

Credit sales transactions
Sales orders may be taken over the counter, via the telephone, by mail order, through sales 
representatives, by facsimile or by electronic data interchange. The goods may be picked up by 
the customer or shipped by the seller. The accounting for sales transactions may be done manually 
or with a computer -  in real time or batch processing mode. This section begins by identifying the 
separate functions involved in making credit sales transactions; the documents and records that 
are used in processing the transactions; and the control procedures that are interwoven into each 
to reduce the risk of misstatements in the financial statements. As was explained in Chapter 7, 
control activities include information processing controls, physical controls, the segregation of 
duties and performance reviews. Information processing controls specific to credit sales transac
tions include, in addition to documents and records, proper authorization and independent 
checks.
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The processing of credit sales transactions involves a sequence of steps or credit sales functions as 
follows:

• accepting customer orders;
• approving credit;
• filling and dispatching sales orders;
• invoicing customers;
• recording the sales.

Accepting customer orders
Sales orders need to be checked for their authenticity, the acceptability of terms and conditions and the 
availability of stock. Orders submitted in writing on a customer order provide ready evidence of 
authenticity. Telephone orders from businesses are sometimes authenticated by requiring an order 
number, even though no written order is submitted. Specification of an order number provides 
reasonable assurance that the order has been issued in accordance with the customer’s purchasing 
procedures, as will be described in Chapter 11. Terms and conditions relate to matters such as prices, 
delivery dates, modifications and so on. Sales clerks will accept only orders that meet the entity’s 
normal terms. In some businesses, it is necessary to check the availability of the goods in stock before 
accepting an order. Any orders not meeting the above checks need to be referred to a supervisor with 
the authority to accept orders that depart from normal entity policy.

Once accepted, the order is recorded on a multicopy sales order, which is a form showing the 
description of the goods, the quantity ordered and other relevant data. It is signed by the clerk 
accepting the order and serves as the basis for internal processing of the customer order. Sales orders 
are commonly prenumbered in case they are mislaid and thus business is lost. This represents the start 
of the transaction trail of documentary evidence and confirms the existence of a valid order. It thus 
relates to audit objectives E O l and R O l in Table 10.1. Information on open (unfilled) and filled sales 
orders is usually maintained in hard-copy files in the sales order department and/or in computer files.

External auditors have little interest in the acceptance of orders. Potential risks are the loss of 
business and the acceptance of unprofitable business, which are unlikely to lead to misstatements in 
recorded transactions.

Approving credit
Order acceptance is normally entrusted to the sales department. However, although the sales department 
is unlikely to accept unprofitable orders because they will have an adverse effect on departmental 
performance, the department may accept orders from customers who are poor credit risks. Debt 
collection is normally an accounting function; bad debt losses are not recognized until months after 
the sale, and responsibility for the loss is rarely blamed on the sales department. For these reasons, credit 
approval is separated from sales order acceptance, and it is the responsibility of an independent credit 
department. This prevents sales personnel from subjecting the entity to undue credit risks to boost sales.

A credit check is made of any new customer, which may include obtaining a credit report from a 
rating agency such as Experian. The credit supervisor would then determine an appropriate credit limit 
and record this on a newly created customer record. For existing customers, a credit department 
employee compares the amount of the order with the customer’s authorized credit limit and the

Functions
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current balance owed by the customer. Credit approval would normally be refused if the order would 
take the balance over the customer’s credit limit or if the account were overdue. To indicate approval 
(or nonapproval) of credit, an authorized credit department employee signs or initials the sales order 
form and returns it to the sales order department.

For auditors, controls over credit approval reduce the risk of a sales transaction being initially 
recorded in an amount in excess of the amount of cash expected to be realized, and thus 
contributes to audit objective ACV1. The expectations of realizability for some of these amounts 
will change over time, resulting in the need for a provision for bad debts. Controls over credit 
approval enable management to make a more reliable estimate of the size of the provision needed 
(ACV5).

Filling and dispatching sales orders
A copy of the approved sales order form is usually sent to the warehouse as authorization to fill 
the order and release the goods to the shipping department (or dispatch area). Because the order 
form constitutes the source of credits to stock records, the issue of goods by the storekeepers 
without such authorization will result in an apparent stock shortage for which they are held 
accountable. Segregation of the custody of stock from the maintenance of stock records and the 
physical check of verifying recorded accountability reduces the risk of stock shortages caused by 
the unrecorded (and possibly unauthorized) release of stock. Control over stock will be described 
in Chapter 12.

Segregating responsibility for dispatch from responsibility for approving and filling orders pre
vents dispatch clerks from making unauthorized shipments (E O l). In addition, dispatch clerks are 
normally required to make independent checks to determine that goods received from the warehouse 
are accompanied by an approved sales order form.

The dispatch function involves preparing multicopy dispatch notes. Dispatch notes can be pre
pared manually on prenumbered forms or produced by the computer using order information already 
logged into the computer, with appropriate delivery data added (such as quantities shipped, carrier 
details, freight charges and so forth). In a manual system, the multicopy sales order documentation 
may include a copy to act as a dispatch note, thus retaining the same numerical control. In any event, 
the dispatch note must be prenumbered. Subsequent checks of the numerical continuity of dispatch 
notes invoiced ensure completeness of recorded sales transactions (C l). Prenumbering dispatch notes 
also helps in establishing cutoff at the year end (C -O l). Gatekeepers are sometimes required to check 
that drivers of all vehicles leaving the premises possess dispatch notes for the goods in their vehicle, as a 
double check against failure to record deliveries.

Dispatch notes provide evidence that goods were shipped and thus of the occurrence of the credit 
sale (E O l), giving rise to a claim against the customer within trade receivables (R O l). Some entities 
obtain a copy of the dispatch note, signed by the customer on receipt of the goods, as evidence of the 
claim on the customer.

Invoicing customers
The invoicing function involves preparing and sending sales invoices to customers. Applicable control 
objectives for invoicing are that:
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• all deliveries are invoiced to customers;
• only actual deliveries are invoiced (and there should be no duplicate invoices or fictitious transac

tions); and
• deliveries are invoiced at authorized prices and the invoice amount is accurately calculated.

Control procedures designed to achieve these objectives are likely to include the following:

• segregating invoicing from the foregoing functions (E O l, C l);
• checking the existence of a dispatch note and matching the approved sales order before each invoice 

is prepared (EO l);
• using an authorized price list in preparing the sales invoices (ACV1);
• performing independent checks on the pricing and mathematical accuracy of sales invoices (ACV1); 

and
• comparing control totals for dispatch notes with corresponding totals for sales invoices (E O l, C l). 

File copies of the sales invoices are usually maintained in the invoicing department.

Recording the sales
The primary control objective is to ensure that sales invoices are recorded accurately and in the proper 
period, which is usually when the goods are shipped.

In a manual system, the recording process involves entering sales invoices in a sales journal, posting 
the invoices to the sales subsidiary ledger and posting the sales journal totals to the general ledger. It is 
common practice for invoices to be entered separately in the sales journal and the sales ledger. The sales 
ledger balance is periodically agreed with the general ledger control account (ACV4). Failure of the 
balances on the sales ledger to agree in total with the control account in the general ledger indicates that 
an error has been made. A further control is the use of prelists, whereby the total of invoices entered in the 
sales journal is agreed with the total of sales invoices posted to the sales ledger (ACV1). Sales invoices 
should also be entered in numerical sequence and a check should be made on missing numbers (Cl). 
A monthly customer statement must be sent to each customer to provide the customer with an 
opportunity to alert a designated accounting supervisor, who is not otherwise involved in the execution 
or recording of sales transactions, if the balance does not agree with the customer’s records (E O l, R O l).

As indicated above, balances on the sales ledger should be regularly and independently agreed to 
the balance on the control account in the general ledger. Periodic performance reviews by sales 
executives of sales analysed by product, division, salesperson or region, along with comparisons 
with budgets, contribute to controls over sales transactions.

Computer information systems
In on-line systems, once an order has been entered into the computer, the computer can be programmed 
to validate the customer credit, check stock availability and issue the necessary instructions to the 
dispatch department. On delivery, the dispatch department can enter the necessary shipping details and 
the computer will automatically produce the invoice and update the accounts receivable master file, 
as well as the related stock and general ledger files. Additionally, rhe computer information system will 
maintain a sales transactions file or equivalent data within a database system. Important controls in such 
a system include access controls, programmed application controls and controls over standing data files.
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Access controls should permit read-only access to transaction and master files except for author
ized individuals. Those with authority should have prescribed limits to that authority. For example, the 
credit controller may have the right to override rejections of orders when an order marginally breaches 
a customer’s credit limit and the sales manager may have the right to amend price or discount rates for 
individual customers or sales transactions.

Programmed application controls should include checks to ensure that:

• only orders from customers on the accounts receivable master file are accepted;
• only orders for goods in the entity’s product range are accepted;
• the numerical continuity o f documents is assured;
• transactions are chased at regular intervals;
• duplicate document numbers are rejected;
• unreasonable quantities, amounts and dates are queried.

The correctness of standing data is o f particular significance in a computer information system. 
Standing data in a sales system include authorized customers, their credit limits and product sales 
prices. Access controls should ensure that only authorized officers can amend standing data. For 
example, only the credit controller can add new customers and vary the credit limits of existing 
customers and only the sales director can amend selling prices. As an added precaution, standing 
data should be periodically printed out for approval.

Illustrative system for processing credit sales
There are many variations in the systems used to perform the functions involved in processing credit 
sales transactions. Figure 10.1 shows a flow chart of an on-line/batch-entry processing system that 
incorporates most of the controls discussed in the preceding sections.

In the illustrated system, as orders are received, sales order clerks use on-line terminals and an 
order program to determine that the customer has been approved and that the order will not cause the 
customer’s balance to exceed the customer’s authorized credit limit. The program also checks the stock 
master file to determine that goods are on hand to fill the order. If the order is accepted, the computer 
enters it into an open order file and produces a multicopy sales order form on a printer in the sales order 
department. W hen an order is not accepted, a message is displayed on the terminal, indicating the 
reason for rejection.

Copies of the approved sales order are forwarded to the warehouse as authorization to release 
goods to dispatch. In dispatch, personnel make an independent check on the agreement of the goods 
received with the accompanying sales order form. They then use their on-line terminals and a dispatch 
program to retrieve the corresponding sales order from the open order file and add appropriate 
dispatch data. N ext, the computer transfers the transaction from the open order file to a dispatch 
file and produces a dispatch note on the printer in the dispatch department.

As matching dispatch notes and sales order forms are received in the invoicing department, they are 
batched and batch totals are manually prepared. Using their on-line terminals and an invoicing 
program, invoicing department personnel first enter the manually prepared batch totals. N ext, they 
retrieve the previously entered order and dispatch data for each transaction from the dispatch file and
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COMPUTER DEPARTMENT

Figure 10.1 System flow chart -  credit sales transactions.

generate a sales invoice using prices from the master price file. As each invoice is completed, the 
computer enters it into a sales transactions file. After all the transactions in a batch have been processed 
in this manner, the invoicing program compares a computer-generated batch total with the manual 
batch total previously entered by the invoicing clerk. Discrepancies are displayed on the terminal and 
corrected by the invoicing clerks before processing continues. Finally, sales invoices for the hatch are 
printed in the computer department and distributed as shown in the flow chart.

The recording of sales transactions is completed at the end of each day when the computer 
department runs the master file update program. As shown in Figure 10.1 , this program updates 
three master files and produces a sales journal and a general ledger transaction summary, which 
are sent to accounting. The use of separate programs to produce monthly customer statements and 
periodic sales analyses for use in performance reviews is not shown in the flow chart.

Cash receipts transactions
Cash receipts result from a variety of activities. The scope of this section is limited to the information 
systems for processing and recording cash receipts from cash sales and collections from customers on 
credit sales.
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Functions
The processing of receipts from cash and credit sales involves the following cash receipts functions:

• receiving cash
• depositing cash in bank
• recording the receipts.

Receiving cash
A major risk is that cash being paid by customers is stolen before it is recorded. For control purposes, 
accountability measures must be in place from the moment cash is received and the cash must be 
subsequently safeguarded. A second risk is the possibility of errors occurring in the subsequent 
processing of the receipts.

Over-the-counter receipts
For over-the-counter receipts, the use of a cash register or point-of-sale terminal is indispensable. These 
devices provide:

• immediate visual display, for the customer, of the amount of the cash sale and the cash tendered
• a printed receipt for the customer and an internal record of the transaction on a computer file or a 

tape locked inside the register
• printed control totals of the day’s receipts.

The customer’s expectation of a printed receipt and supervisory surveillance of over-the-counter 
sales transactions helps to ensure that all cash sales are processed through the cash registers or 
terminals (C2). In addition, there should be an independent check of the agreement of cash on 
hand with the totals printed by the register or terminal (E 0 2 , C2, ACV2). The cash is then 
forwarded to the cashier’s department for deposit in the bank, together with the register or 
terminal-printed totals.

Increasingly, customers pay by use of credit or debit cards. These payments are processed via 
on-line terminals linked to the bank or other card issuer, which validates the transaction. Staff need to 
be properly trained in the use of such terminals and in procedures to be followed where the transaction 
is refused. Procedures must be in place for reconciling card sales with cash register totals as part of the 
daily agreement of cash on hand. Amounts due from card issuers also need to be recorded and agreed 
with subsequent payments. The use of credit and debit cards also facilitates the acceptance of mail or 
telephone orders from customers without the need for creditworthiness checks once the card transac
tion has been validated. Because no cash handling is involved, such transactions reduce the costs of 
banking and the risks of misappropriations and are often preferred despite the commission payable to 
the card issuer.

Mail receipts
There should always be at least two clerks responsible for mail opening so they would need to be in 
collusion if they were to misappropriate any cash receipts in the mail. They should immediately 
restrictively endorse cheques for deposit only, which is done by impressing a rubber stamp imprinted 
with the words ‘for deposit to the account o f . . . ’ on the face of the cheques. If it falls into the wrong



Auditing sales and trade receivables (debtors)

hands, such a cheque cannot subsequently be endorsed for payment to the person acting fraudulently. 
All cash received through the mail should be listed, such as in a rough cash book. This record then 
serves for use in independent checks on the completeness and accuracy of processing. All of these 
procedures ensure that mail receipts are not misappropriated (C2).

M ost cash receipts will be attached to or accompanied by a remittance advice indicating the payee 
and the particulars of the payment being made. The cheques will be forwarded to the cashier’s 
department for banking, with a copy of the listing made referred to as a prelist. Remittance advices 
(or other details of the payment enclosed with the cash receipt) are forwarded to sales ledger account
ing for posting to the sales ledger.

M ajor suppliers also pay by credit transfer. Such payments may be identified as part of the 
bank reconciliation process (see Chapter 13). Because this can lead to delays in recording receipts, 
entities receiving payments this way usually have online access to their bank account, linked to the 
accounts receivable master file which automatically detects credit transfers and updates the accounts 
receivable records.

Depositing cash in bank
All cash receipts must be deposited intact daily. Intact means all receipts should be deposited, not used 
to make payments. This reduces the risk that cash receipts will not be recorded (C2) and the resulting 
bank deposit record establishes the occurrence of the transactions (E 0 2 ).

When the cashier receives over-the-counter and mail receipts, he or she should check that the cash 
agrees with both the accompanying register total and the prelist (E 0 2 , C2, ACV2). Details of cash 
receipts are then entered on a daily cash summary and the bank deposit slip is prepared in duplicate. 
The cash is deposited in the bank and the copy of the deposit slip is receipted by the bank and retained 
by the cashier. The daily cash summary is forwarded to the general accounting department.

Recording the receipts
To ensure that only valid transactions are entered, access to the accounting records or computer 
program should be restricted to authorized personnel (E 0 2 ). In manual systems, the duties of journal
izing the cash receipt and of posting the receipt to customer accounts are segregated. The daily cash 
summary is used to enter the cash receipts journal, distinguishing between receipts from cash sales and 
from credit sale customers. Posting the receipts to the sales ledger may be done in sales ledger 
accounting, based on the remittance advices received from the mail room (ACV2). In computerized 
processing, it is common for accounts receivable ledger clerks to use a terminal to enter mail receipts 
into a cash receipts transactions file, which is subsequently used in updating both the accounts 
receivable and general ledger master files.

To ensure the completeness and accuracy of recording mail receipts, independent checks are made of:

• the agreement of the amounts journalized and posted with the amounts shown in the rough cash 
book kept by the mail room

• the agreement of total amounts journalized and posted for over-the-counter and mail receipts with 
the daily cash summary and receipted deposit slips retained by the cashier (C2, ACV2).

In addition, an employee not otherwise involved in executing or recording cash transactions should 
perform periodic bank reconciliations.
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Computer information systems
Opportunities for automating accounting for cash receipts involving currency and cheques are limited, 
which is why many companies are moving to on-line banking and direct debit and credit transfer 
systems. However, the use of point-of-sale cash register terminals provides controls over the pricing of 
goods sold and over stock management.

Illustrative system for processing cash receipts
There are many variations in systems for processing cash receipts. A flow chart for an illustrative 
system of processing mail receipts is presented in Figure 7.9. Readers should review this flow chart and 
the accompanying narrative before proceeding further.

Sales adjustment transactions
Sales adjustment transactions involve the following functions:

• granting cash discounts
• allowing sales returns and allowances
• determining bad debts.

The number and value of these transactions vary significantly among entities. However, where 
material, the potential for misstatements resulting from errors and irregularities in the processing of 
these transactions is considerable. O f primary concern is the possibility of fictitious sales adjustment 
transactions being recorded to conceal misappropriations of cash receipts. An employee may, for 
example, conceal misappropriation of cash received from a customer by writing the customer’s 
account off against the provision for bad debts, or by overstating cash discounts or sales returns and 
allowances. Controls useful in reducing the risk of such frauds focus on establishing the validity of such 
transactions (E 0 3 ). They include:

• the proper authorization of all sales adjustment transactions, such as requiring treasurer’s office 
authority for the writeoff of had debts (E 0 3 )

• the use of appropriate documents and records -  in particular, an approved credit memo for granting 
credit for returned or damaged goods, and an approved writeoff authorization memo for writing off 
bad debts

• the segregation of the duties of authorizing sales adjustment transactions and of handling and 
recording cash receipts.

g  LEARNING CHECKpp_________ ________ _____ _ _____ — ---------------------  , . _—

• In accepting customer orders, laid down procedures should ensure that only those orders meeting the 
entity’s normal terms of business are accepted.

• Credit approval must be segregated from order acceptance.
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• Procedures should ensure that goods are delivered only to those customers whose orders have been 
properly approved.

• The completeness of records of dispatch is important in ensuring that all goods delivered are 
invoiced.

• The reconciliation of sales ledger balances with the general ledger control account, the sending 
of monthly statements to customers and the comparison of sales with budgets are all important 
independent checks in ensuring the accuracy of recording of the related transactions and 
balances.

• Controls over the completeness of recorded cash receipts are of great importance. For over-the- 
counter sales this is achieved by using cash registers and, for postal receipts, by segregating mail 
opening from the recording of cash receipts and posting to the sales ledger.

• The nature and materiality of sales adjustments vary widely between entities. In general, controls 
should ensure that only properly authorized adjustments may be made.

Developing the Audit Plan
This section explains how auditors develop the audit plan for sales and trade receivables. This requires 
an assessment of the risks of material misstatement. First, we will illustrate how the auditors use the 
concepts of materiality and inherent risk. Second, we will describe factors to be considered by the 
auditors, in assessing the control environment within which the information system and control 
procedures operate. Third, we will illustrate the assessment of inherent and control risks using tests 
of design effectiveness and tests of operating effectiveness. Finally, we will explain how the procedures 
result in the development of the detailed audit programme (described in Chapter 9) used in directing 
audit staff and controlling their work.

Audit strategy considerations
The audit strategy will be based on the materiality of the relevant transactions and balances and the 
auditor’s assessment of inherent risk and control risk.

Materiality
Sales transactions are the principal source of operating revenue for most business enterprises. The 
trade receivables balance produced by credit sales transactions is material to the balance sheet for 
all businesses except those transacting most of their sales for cash. Cash balances at a particular 
balance sheet date may not be material but the flow of cash associated with sales transactions is 
nearly always material. The significance of sales adjustment transactions varies considerably from 
one entity to another. However, the bad debts expense is often material to the profit and loss of 
entities that sell to customers on credit. M ost of the audit objectives for sales and trade receivables 
that are depicted in Table 10.1 are important in arriving at an opinion on the financial statements 
as a whole.
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In assessing inherent risk for financial statement assertions, auditors should consider pervasive 
factors that may affect assertions in many transaction classes and account balances, as well as 
factors that may only pertain to specific assertions affecting sales and trade receivables. These 
factors include:

• pressure to overstate sales so as to report that announced sales or profitability targets were achieved 
when they were not. Such reporting includes:

-  recording fictitious sales;
-  holding the books open to record subsequent period sales in the current year (improper cutoff);
-  shipping unordered goods to customers near the year end and recording them as sales in the 

current period only to have them returned in the subsequent period;

• pressure to overstate cash and trade receivables or understate the provision for bad debts, in order to 
report a higher level of working capital in the face of liquidity problems or going-concern doubts.

Other factors that could contribute to the possibility of misstatements in sales and trade receivables 
assertions include:

• the volume of sales, cash receipts and sales adjustment transactions, resulting in numerous oppor
tunities for errors to occur

• contentious issues relating to the timing of revenue recognition, such as the effect of purchasers’ 
rights of return

• susceptibility to misappropriation of liquid assets generated by cash receipts
• the use of sales adjustment transactions to conceal thefts of cash received from customers by 

overstating discounts, recording fictitious sales returns or writing off customers’ balances as 
uncollectable.

Recognizing these risks, management usually adopts extensive internal controls to address them. 
Thus, auditors need also to consider the extent to which inherent risks are properly addressed by the 
internal control structure in deciding on the appropriate audit strategy for sales and trade receivables 
assertions.

Inherent and control risks

Audit strategy
Given the materiality of sales and trade receivables, auditors must take care in assessing inherent and 
control risks, and in determining the audit strategy. The principal inherent risk is that of overstatement 
of sales revenue and trade receivables balances. In the audit of transaction classes, this relates to the 
occurrence, cutoff and accuracy assertions for sales transactions, and to the completeness assertion for 
cash receipts and sales adjustments. In most entities, controls relative to these assertions for sales and 
cash receipts are effective and auditors are able to adopt a lower assessed level of control risk strategy 
for these transaction classes. Given the variety of sales adjustment transactions in some entities (and 
their infrequency in others), control risk may be higher for all assertions applicable to such transac
tions, requiring a predominantly substantive audit strategy.
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Although controls over occurrence and completeness assertions of sales transactions are normally 
effective, this may not extend to the case of balance sheet date cutoff because this is only of significance 
at that particular date. A predominantly substantive approach is, therefore, commonly adopted in 
verifying cutoff.

In the design of substantive audit procedures, the large volume of sales and cash receipt transac
tions means that it is normally cost effective to obtain most of the evidence from the application of 
substantive procedures to the trade receivables balance.

The control environment
The control environment may contain several factors that may mitigate several of the inherent risks 
discussed earlier in this chapter. In addition, the control environment may enhance or negate the 
effectiveness of other internal control components in controlling the risk of misstatements in sales and 
trade receivables assertions.

Management’s adoption of and adherence to high standards of ‘integrity’ and ‘ethical values’ is a 
key control environment factor in reducing the risk of fraudulent financial reporting through the 
overstatement o f sales and trade receivables. Related aspects include the elimination of incentives for 
dishonest reporting -  such as undue emphasis on meeting sales or profit targets -  and of temptations -  
such as an indifferent or ineffective board of directors and audit committee.

Inherent risks related to contentious accounting issues may be controlled if management has made 
the appropriate ‘commitment to competence’ on the part of chief financial officers and accounting 
personnel. In obtaining an understanding of this factor, the auditors will make inquiries of personnel, 
review personnel files and consider prior experience with the entity.

‘Management’s philosophy and operating style’ are defined by a number of factors. These include 
its propensity for either conservative or aggressive selection from alternative accounting policies and its 
conscientiousness and conservatism in developing accounting estimates, such as the provisions for bad 
debts and sales returns.

The control environment is enhanced when the ‘assignment of authority and responsibility’ for all 
activities in the revenue cycle is clearly communicated, such as through written job descriptions.

A number of special ‘human resource policies and practices’ are often adopted for employees who 
handle cash receipts. These include having such employees take mandatory vacations and periodically 
rotating their duties. The thrust of these controls is to deter dishonesty by making employees aware that 
they may not be able to conceal their misdeeds permanently. Some embezzlements from banks and other 
entities, for example, have been traced to the seemingly dedicated employee who held the same job 
without taking a vacation for 10, 20 or more years so as not to disrupt his or her routine of concealment.

Assessment of control risk
As explained in Chapter 7, this procedure initially involves evaluating the design of internal controls 
and considering their effectiveness in preventing or detecting any material misstatements that might 
occur. If the auditors consider that a lower assessed level of control risk strategy is appropriate, they 
will also plan and perform tests of control to determine that they are operating effectively.

The auditors must also identify any areas where substantive procedures alone would be unlikely to 
provide sufficient evidence. This is commonly the case with the completeness of receipts from cash
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sales. In such cases auditors must test the operating effectiveness o f such controls even if no other tests 
of controls are performed.

Sales
This section is concerned with credit sales. W e will consider the assessment o f control risk for cash sales 
in the next section on cash receipts.

Tests of design effectiveness
Table 10 .2  contains a partial listing of possible misstatements, necessary controls, potential tests o f the 
operating effectiveness of controls, and the specific transaction class audit objectives for credit sales to 
which each relates. Using the understanding o f the information system the auditors will identify the 
presence of necessary controls and make a preliminary assessment o f control risk.

Table 10.2 Control risk assessment considerations -  credit sales transactions

FUNCTION POTENTIAL
MISSTATEMENT

NECESSARY CONTROL POSSIBLE TEST OF
OPERATING
EFFECTIVENESS

RELEVANT TRANSACTION 
CLASS AUDIT OBJECTIVE 
(FROM TABLE 10.1)

E01 C1 R01 ACV1 PD1

Accepting 
custom er orders

Sales may be made 
to unauthorized

Determ ination that custom er is 
on approved custom er list

Observe procedure; 
reperform

✓ --------- -  -

custom ers Approved sales order form  for 
each sale

Examine approved sales 
order form s

V" — —

Approving credit Sales may be made 
w ithout credit 
approval

Credit departm ent credit check 
on all new custom ers

Inquire about procedures 
for checking credit on 
new custom ers

—  —  — ✓

Check on custom er’s credit limit 
prior to each sale

Examine evidence of credit 
limit check prior to each 

sale

V —  —

Filling sales orders Goods may be 
released from  
warehouse for 
unauthorized 
orders

Approved sales order fo r all 
goods released to dispatch

Observe warehouse  
personnel filling orders

y -

Shipping sales 
orders

Goods dispatched 
may not agree with 
goods ordered

Independent check by dispatch 
clerks of agreem ent of goods 
received from  warehouse with  
approved sales order

Examine evidence of 
perform ance of 
independent check

y y —

Unauthorized 
shipm ents may 
be made

Segregation of duties fo r filling 
and dispatching orders 
Preparation of dispatch note for 
each shipm ent

Observe segregation of 
duties
Inspect dispatch notes ✓  -  - -  -

Invoicing
customers

Invoices may be 
made for fictitious 
transactions, or 
duplicate invoices 
may be made

M atching dispatch note and 
approved sales order for each 
invoice

Vouch invoices to dispatch 
notes and approved sales 
orders
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Some shipments Matching sales invoice for each Trace dispatch notes to — — — —
may not be invoiced dispatch note sales invoices3

Periodic accounting for all Observe procedure; — ✓ — - —
dispatch notes reperform

Sales invoices may Independent check on pricing of Inspect copy invoice for — — — ✓ —
have incorrect prices invoices evidence of performance

Reperform check on
accuracy of pricing3

Recording the Fictitious sales Sales invoice and matching Vouch recorded sales to — ✓ ✓ —
sales transactions may be documents required for all supporting documents3

recorded entries
Invoices may not be Independent check of Review evidence of — — —
journalized or agreement of sales journal independent check;
posted to customer entries and amounts posted to reperform check; trace
accounts customer accounts with control sales invoices to sales

totals of invoices journal and customer
accounts3

Periodic accounting for all sales Observe procedure; — — — —
invoices reperform3

Invoices may be Chart of accounts and Observe procedure; — — — — /

posted to wrong supervisory review reperform3
customer account Mailing of monthly statements Observe mailing and /

to customers with independent follow-up procedures3
follow-up of customer
complaints

Note. Tests are sometimes performed as part of dual-purpose tests.

Where transactions are processed by a computer information system, the auditors will also need to 
consider the effectiveness of general controls over computer operations. Refer to Figure 7.3 in 
Chapter 7, which describes control risk assessment considerations for general controls over computer 
information systems.

Tests o f operating effectiveness
Tests of control designed to provide evidence of operating effectiveness involve a variety of audit 
procedures, including reperformance o f certain control procedures by the auditors. Statistical or 
nonstatistical sampling procedures (see Chapter 8) may be applied in the performance o f  some tests. 
In designing tests, the auditors need to remember that the direction of testing should be backward 
along the audit trail when the objective is to test controls over the occurrence assertion, and forward 
along the audit trail when the objective is to test controls over the completeness assertion. As an 
example, a sample of invoices from the sales journal would be vouched back to sales orders or shipping 
documents to test occurrence; to test completeness, a sample of sales orders or shipping documents 
would be traced to the sales journal to determine that all the transactions were recorded. The auditors 
must document the tests of controls performed, the evidence obtained and the conclusions reached. 
A formal audit programme that incorporates several of the tests from Table 10 .2  is presented in 
Figure 10.2. As explained in Chapter 7, certain tests o f operating effectiveness simultaneously provide 
substantive evidence as to the correctness of recorded amounts, and these are known as dual-purpose
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Prepared by:____________ Date:.
Reviewed by:____________ Date:.

Amalgamated Products Ltd 
Planned tests of control -  Credit sales transactions 

Year ending 31 December 20X1

Assertion/Test of control W/P ref. Auditor Date

Occurrence

1. Observe procedures, including segregation of duties, for:

•  approving sales orders;
•  filling sales orders:
•  dispatching sales orders;
•  invoicing customers;
•  mailing monthly statements to customers and following upon customer complaints.

2. Select a sample of sales transactions from the sales journal and verify transaction dates, 
customer names, and amounts by vouching entries to the following matching supporting 
documents:

•  sales invoices:
•  dispatch notes;
•  approved sales orders.

Completeness

3. Examine evidence of use of and accounting for prenumbered sales orders, dispatch notes 
and sales invoices. Scan sequence of sales invoice numbers in sales journal,

4. Select a sample of approved sales orders and trace to matching:

•  dispatch notes;
•  sales invoices;
•  entries in the sales journal.

Accuracy

5. For the sample in Step 2 above, examine evidence of:

•  proper credit approval for each transaction;
•  independent check on proper pricing of invoices;
•  independent check on mathematical accuracy of invoices.

6. For sales invoices processed in batches, examine evidence of independent check on 
agreement of totals for sales journal entries and amounts posted to customer accounts with 
batch totals.

Figure 10.2 Partial audit programme for tests of Controls -  crédit sales.

tests. Auditors must be particularly careful in drawing conclusions from such tests. As substantive 
tests, it may be concluded that misstatements are only significant if material. However, all misstate
ments suggest that control procedures have not been properly performed. These deviations from 
prescribed procedures could have caused misstatements in transactions of any size. Therefore, as a
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test of control, it is the number of misstatements that is important, not their size. Detection of 
misstatements of any size, therefore, may require the assessment of control risk to be revised.

Computer information systems
Tests of the operating effectiveness of controls over a computer information system are usually 
undertaken by computer-assisted audit techniques (CAATs). The two main categories of CAATs are:

• those that test the operation of programs and related programmed application controls directly
• those that test data held on computer files.

In the first category, the most common techniques used for testing controls over the processing of sales 
transactions are the test data approach and the use of embedded audit facilities. Test data are 
composed of simulated transactions. One batch of data will consist of transactions replicating the 
normal types of transaction processed by the system. A second batch will consist of transactions that 
should activate those programmed application controls of significance to the audit, such as orders 
exceeding credit limits. Both batches are processed against a copy of the program, and the results are 
compared with expected results determined manually. Test data are best suited to batch processing 
systems where the relevant program can be isolated and a copy can be taken for audit purposes. With 
real-time processing it is less satisfactory and most such systems incorporate embedded audit facilities. 
One kind of embedded audit facility is the integrated test facility (ITF) based on dummy accounts to 
which test data can be processed on a real-time basis. Another embedded audit facility is a systems 
control and audit file (SCARF). This facility enables auditors to specify parameters of interest, such as 
orders where the credit controller overrides credit limits. The facility will then log all such transactions 
and record them on a special audit file for subsequent review by the auditors.

For tests applied to sales transactions held on computer files, the auditors can use generalized audit 
software (GAS) for large computer systems and proprietary database packages for smaller, PC-based 
systems. Both techniques can be used to access data on computer files according to criteria specified by 
the auditors and to perform a wide range of mathematical functions on that data. For tests involving 
the inspection of documents, the software can be programmed to select a sample of documents. If 
statistical sampling techniques are being used, as described in Chapter 8, the software can be pro
grammed with the sampling parameters, such as the preliminary assessment of inherent and control 
risk and the tolerable deviation rate. The software will select a suitably random sample and, after 
testing by the auditors, will calculate the achieved deviation rate. For reperformance, the software can 
be programmed to perform the entire test. In reperforming invoice pricing, for example, the auditors 
can program the software to select a sample of invoices and compare unit sales prices on those invoices 
with sales prices held on the price file, and to report differences.

Cash receipts
Table 10.3 illustrates a partial listing of potential misstatements, necessary controls, possible 
tests of the operating effectiveness of controls and related transaction class audit objectives for 
cash receipt transactions. The particulars of the items listed in this table would vary among 
entities, based on such factors as the method of data processing used. As was explained for 
credit sales, the potential misstatements and necessary controls would be the basis of a checklist
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FUNCTION POTENTIAL
MISSTATEMENT

NECESSARY
CONTROL POSSIBLE TEST OF 

OPERATING 
EFFECTIVENESS

RELEVANT TRANSACTION CLASS 
AUDIT OBJECTIVE (FROM 
TABLE 10.1)

E02 C2 R02 ACV2 PD2

Receiving cash Cash sales may not be Use of cash registers Observe cash sales — / — — —
receipts registered or point-of-sale devices procedures

Periodic surveillance of Inquire of supervisors — / — - —
cash sales procedures about results of 

surveillance
Mail receipts may be Restrictive endorsement Observe mail opening. — / — — —
lost or misappropriated of cheques immediately including endorsement
after receipt on receipt of cheques

Immediate preparation Observe preparation of / / - - —

of rough cash book or records
prelist of mail receipts

Depositing Cash and cheques Independent check of Examine evidence of / / _ —

cash in bank received for deposit 
may not agree with cash 
count list and prelist

agreement of cash and 
cheques with register 
totals and prelist

independent check3

Cash may not be Independent check of Reperform independent ✓ ✓ — — —

deposited intact daily agreement of validated 
deposit slip with daily 
cash summary

check3

Recording the Some receipts may Independent check of Reperform independent — / — — —

receipts not be recorded agreement of amounts 
journalized and posted 
with daily cash 
summary

check3

Errors may be made in Preparation of periodic Examine bank ✓ / / —

journalizing receipts independent bank 
reconciliations

reconciliations3

Receipts may be posted Mailing of monthly Observe mailing of / — / ✓
to the wrong customer statements to monthly statements
account customers

Note: Tests are sometimes performed as part of dual-purpose tests.

used to assess design effectiveness. Similarly, an audit programme for tests o f the operating 
effectiveness o f controls for cash receipts transactions can be prepared based on the potential 
tests o f control shown in Table 10 .3 .

Sales adjustm ents

Sales adjustment information systems are more diverse than sales and cash receipt systems, so it is not 
practicable to illustrate typical potential misstatements and necessary controls. However, tests of 
control that are likely to he appropriate include:
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• recalculating cash discounts and determining that the payments were received within the discount 
period

• inspecting credit memoranda for sales returns for indication o f proper approval and accompanying 
receiving reports for evidence of the actual return of goods and

• inspecting written authorizations and supporting documentation (such as correspondence with the 
customer or collection agencies) for the w riteoff o f bad debts.

Final assessment
Based on the evidence obtained from the procedures to obtain an understanding o f internal control and 
related tests of control, the auditors make a final assessment of inherent and control risks. This 
assessment must be documented. Figure 7.6 in Chapter 7 illustrates such documentation in the form 
of a memorandum.

This assessment enables auditors to plan the level o f substantive procedures to be performed. The 
understanding of the information system also assists in the design of tests making the best use of data 
available within the entity’s records. Where significant risks are identified it is important that the 
design o f tests is tailored to meet those specific risks. For example, a sales promotion policy may entitle 
customers to extra discounts if they meet specified conditions. There may be a risk that cash receipts 
may be misappropriated by staff falsely recording a lower cash receipt and ascribing the shortfall to 
discount entitlement. Specific substantive procedures may need to be designed to verify the authenticity 
of such discounts allowed.

Because many tests of control are dual-purpose tests, providing evidence o f errors in amounts as 
well as deviations from controls, the auditors usually draw up the detailed audit programme based on 
the preliminary assessment o f control risk. This improves audit efficiency in that tests of the operating 
effectiveness o f controls that use sources of evidence on which the substantive tests of details are also 
based are performed simultaneously with those substantive procedures. The auditors must ensure that 
control deviations are properly identified and that their implications for the assessment of control risk 
are properly considered in terms of whether further substantive procedures need to be performed.

y  LEARNING CHECK____________________________________

• In developing the audit plan, the auditors need to have (i) obtained the understanding of the 
accounting and internal control systems and control environment, (ii) assessed inherent risk both 
for the entity and for the specific transactions and balances and (iii) assessed control risk based on 
the results of tests of control.

• Sales and cash receipt transactions are always material and trade receivables are nearly always 
material to an entity, making the audit o f this area important to the audit overall.

• The greatest inherent risk is the overstatement of sales transactions and the trade receivables balance 
and the understatement of cash receipts and the provision for bad debts. Because of the volume of 
transactions, most entities ensure that their internal controls relating to such matters are effective.

• It is nearly always advantageous to adopt a lower assessed level of control risk strategy in order to 
reduce the level o f costly substantive procedures.
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• The control environment is generally common to the entity and must be sound if control risk is to be 
less than high.

• The testing o f the design effectiveness of controls is achieved by evaluating the system with the aid of 
a list of potential misstatements and suggested control procedures.

• The testing of the operating effectiveness of controls is achieved by examining evidence of the 
performance of control procedures.

• The audit programme is usually determined on the basis o f the preliminary assessment of controls, 
which typically consists of the assessment of design effectiveness. The audit plan may need to be 
revised if tests of operating effectiveness fail to confirm the preliminary assessment.

Substantive Procedures
The primary consideration here is the gross amount due from customers on credit sales and the related 
provision for bad debts. To design substantive procedures for these accounts, auditors must first 
determine the risk o f material misstatement for each significant related assertion. Given that the 
verification o f trade receivables requires consideration o f sales, sales adjustment and cash receipts 
transactions, the procedures also contribute to the profit and loss account balance of sales, and to the 
balance of cash on hand and at bank in the balance sheet.

Determining detection risk
As was explained in Chapter 5, for a specified level of audit risk, detection risk is inversely related to the 
assessed levels o f inherent risk and control risk. Thus, the auditors must consider these assessments when 
determining the planned level of detection risk for each trade receivables assertion. Several pervasive 
inherent risk and control environment factors that affect sales and trade receivables transactions and 
balances were discussed earlier. The combined effects of these factors, especially those contributing to the 
risk of credit sales being overstated, may result in assessments of inherent risk as being high for:

• the existence and valuation assertions for trade receivables
• the valuation assertion for the related provision account.

Assessments of inherent risk as being lower may be appropriate for the other assertions.
Control risk assessments for trade receivables assertions depend on the related control risk 

assessments for the transaction classes (credit sales, cash receipts and sales adjustments) that affect 
the trade receivables balance. As was explained in Chapter 9, the assessments for transaction class 
assertions affect the same account balance assertions for accounts affected by the transactions, with the 
following exception: control risk assessments for the occurrence and completeness assertions for a 
transaction class that decreases an account balance affect the assessments for the opposite account 
balance assertions. Thus because both cash receipts and sales adjustment transactions decrease the 
trade receivables balance, the assessment for the occurrence assertion for these transaction classes 
affects the assessment for the completeness assertion for the trade receivables balance. Similarly, the 
assessment for the completeness assertion for these transaction classes affects the assessment for the 
existence assertion for the trade receivables balance.
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The audit programme will be based on the preliminary assessment of control risk. If tests of control 
subsequently lead to a revised assessment of control risk, then the design of substantive procedures in 
terms of their nature, timing or extent will need to be revised. Some auditors use a m atrix similar to the 
one illustrated in Table 10.4  to document and correlate the various risk components that must be 
considered in the design of substantive procedures for each account balance assertion. The risk levels 
specified in this m atrix are illustrative only and would vary based on the entity’s circumstances. 
Alternatively, when the risk components are quantified, the audit risk model can be solved mathema
tically for the acceptable levels of detection risk.

Table 10.4 Correlation of risk components for selected assertions -  trade receivables

RISK
COMPONENT

ASSERTIONS AND 
BALANCES EXISTENCE 
OR OCCURRENCE

PERTAINING TO 
COMPLETENESS

TRANSACTIONS ACCURACY, 
CLASSIFICATION VALUATION 
AND ALLOCATION

PRESENTATION
AND
DISCLOSURE
ASSERTIONS

Audit risk Low Low Low Low

Inherent risk High Moderate High Moderate

Control risk -  sales 
transactions

Low Low Moderate Moderate

Control risk -  cash 
receipts

Low Low _ow Low

Control risk -  sales 
adjustments

Moderate Low High Moderate

Combined control 
risk3

Low Moderate High Moderate

Acceptable detection 
riskb

Moderate Moderate - 0 W Moderate

Notes. T h is  is the m ost conservative (highest) of transaction class contro l risk assessments used as the combined risk assessment as per 
the m ethodology discussed in Chapter 9.
^Determined from  risk components m atrix shown in Table 5.2 in Chapter 5, based on levels of audit risk, inherent risk and combined control 
risk indicated above fo r each assertion category.

Designing substantive procedures
The next step is to finalize the audit programme to achieve the specific audit objectives for each 
account balance assertion. The specific audit objectives addressed here are the ones listed in the 
‘Account balance audit and disclosure objectives’ column of Table 10.1. Chapter 9 introduced a general 
framework for developing audit programmes for substantive procedures. O f the steps listed under the 
heading ‘Complete preliminary planning’ in Figure 9.7, the application of items to trade receivables has
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already been considered in this chapter. This section considers the options for designing the substantive 
procedures for trade receivables, following the sequence suggested in the lower portion of Figure 9.7.

Table 10.5  lists possible substantive procedures to be included in an audit programme devel
oped on this basis. This table does not represent a formal audit programme because it is not tailored 
to any specific information system; there is no working paper heading and there are no columns for 
supporting working paper references, initials and dates. Instead, for instructional purposes, there are

Table 10.5 Possible substantive procedures for trade trade receivables assertions

CATEGORY SUBSTANTIVE PROCEDURE ACCOUNT BALANCE AUDIT 
OBJECTIVE (FROM TABLE 10.1)

E04 C4 R03 ACV# PD# C-0#

Initial
procedures

1. Perform initial procedures on trade receivables balances and records that
will be subjected to further testing.

(a) Trace opening balances for trade receivables and related provision to 
prior year’s working papers.

(b) Review activity in general ledger accounts for trade receivables and 
related provision, and investigate entries that appear unusual in amount 
or source.

(c) Obtain sales ledger trial balance and determine that it accurately 
represents the underlying accounting records by:

•  adding trial balance and determining agreement with the total of the 
subsidiary ledger or trade receivables master file and the general 
ledger balance:

•  testing agreement of customers and balances listed on the trial 
balance with those included on the subsidiary ledger or master file.

—  —  —  / 4 , 5  —  —

Analytical
procedures

2. Perform analytical procedures.

(a) Determine expectations.
(b) Compare current and prior year balances.
(c) Compute significant ratios such as:

•  gross profit;
•  days’ sales in trade receivables.

(d) Obtain explanations for unexpected changes.
(e) Corroborate explanations.

/  /  —  / 4,5 —  —

Tests of details 
of transactions

3. Vouch a sample of recorded trade receivables transactions to supporting 
documentation (see also Step 6(c) below).

(a) Vouch debits to supporting sales invoices, dispatch notes and sales 
orders.

(b) Vouch credits to remittance advices or sales adjustment authorization 
for sales returns and allowances or bad debt write-offs.

I 
I 

I 

I 
I 

I

? 
I 

I

 ̂
I 

I 

 ̂
I 

I

 ̂
I 

I

4. Perform cutoff tests for sales and sales returns. —  —  —  —  —  / 1 , 3
(a) Select a sample of recorded sales transactions from several days before 

and after year end, and examine supporting sales invoices and dispatch 
notes to determine that sales were recorded in the proper period.

(b) Select a sample of credit memos issued after year end, examine 
supporting documentation such as dated goods inward notes, and 
determine that the returns were recorded in the proper period. Also, 
consider whether volume of sales returns after year end suggests the 
possibility of unauthorized shipments before year end.
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5. Perform cash receipts cutoff test. —  —  —  —  —  s i

(a) Observe that all cash received before the close of business on the last —  —  —  —  —  —
day of the financial year is included in cash on hand or deposits in
transit, and that no receipts of the subsequent period are included; or

(b) review documentation such as daily cash summaries, duplicate deposit —  —  —  —  —  —
slips, and bank statements covering several days before and after the
year-end date to determine proper cutoff.

Tests of details 6. Confirm trade receivables. ✓
of balances

(a) Determine the form , timing and extent of confirmation requests. —
(b) Select and execute a sample and investigate exceptions. —
(c) For positive confirmation requests for which no reply was received, —  

perform alternative follow-up procedures:

•  Vouch subsequent payments identifiable with items comprising —  
account balance at confirmation date to supporting documentation as
in Step 3(b) above.

•  Vouch items comprising balance at confirmation date to documentary —  
support as in Step 3(a) above.

(d) Summarize results of confirmation and alternative follow-up —  
procedures.

7. Evaluate adequacy of provision for bad debts. —

(a) Add and cross-add aged sales ledger trial balance and agree total to —  
general ledger.

(b) Test ageing by vouching amounts in ageing categories for sample of —
accounts to supporting documentation.

(c) For past-due accounts: —

•  Examine evidence of collectability such as correspondence with —  
customers and outside collection agencies, credit reports and 
customers’ financial statements.

•  Discuss collectability of accounts with appropriate management —  
personnel.

(d) Evaluate adequacy of provision component for each ageing category —  
and in the aggregate.

Presentation 8. Compare report presentation with applicable financial reporting framework —  —  —  ^ 4  ^ 4 ,5  —
and disclosure and regulatory requirements (such as IAS requirements or relevant

company law)

(a) Determine that trade receivables are properly classified as to type and —  —  —  —  —  —
expected period of realization.

(b) Determine whether there are credit balances that are significant in the —  —  —  —  —  —
aggregate and should be reclassified as liabilities.

(c) Determine the appropriateness of presentation and disclosure and —  —  —  —  —  —
accounting for related party or factored debts.

columns to indicate the categories of substantive procedure (referred to in Figure 9.6) and the specific 
account balance audit objectives from Table 10.1 to which each procedure applies. Several o l the 
procedures apply to more than one audit objective and each objective is addressed by multiple possible 
procedures. Each o l the procedures will be explained in the sections that follow, including comments on 
how some procedures can he tailored, based on the planned level o l detection risk to be achieved.

_  ✓ ^4 —  ^ 1 2
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Initial procedures
The starting point for verifying trade receivables and the related provision account is to trace the 
current period’s opening balances to the closing audited balances in the prior year’s working papers 
(when applicable). Next, the auditors should review the current period’s activity in the general ledger 
control account and related provision account for any significant entries that are unusual in nature or 
amount, and that require special investigation.

A sales ledger trial balance (listing all customer balances) is obtained, usually from the entity. To 
determine that it is an accurate and complete representation of the underlying accounting records, the 
auditors should add this listing and compare the total with the total of the subsidiary ledger from which 
it was prepared and with the general ledger control account balance. The auditors should also compare 
a sample of the customer details and balances shown on the trial balance with those in the subsidiary 
ledger and vice versa. The trial balance can then serve as the physical representation of the population 
of trade receivables to be subjected to further substantive procedures.

An example of an aged sales ledger trial balance working paper is presented in Figure 10.3. This 
working paper not only provides evidence of performance of the initial procedures just described but of

Bates Company

Aged tr ia l balance — Debtors — Trade

31 December 20X1

( F 5 C )

Prepared  by : . 

R ev iew ed  by :

W/P ref: 8 - 1
A. a. H. D ate: 5 A /X 2

P. A. f i.  D a te :  2 0 /1 /X 2

A ccou n t no. 1 20

B alance B alance

A ccoun t nam e
O ver 

9 0  days
Past due  over 

6 0  days
O ve r 

3 0  Days C u rren t
p er books 

3 1 / 1 2 / X l A djustm ents
per a u d it 

3 1 / 1 2 / X l

A ce  E ngineering 2 5 2 9 .0 4 2 0 1 6 .1 4 11 8 7 5 .9 0 1 6 4 2 1 . 0 8 / 1 6 4 2 1 .0 8
0 A p p lie a  Devices 1 5 9 3 8 .8 9 A 2 7 9 0 1 .1 1  A 4 3  8 4 0 . 0 0 / 4 3  8 4 0 .0 0 Cl
0 B arry  M anu fa c tu rin g l 0 8 8 .9 2 Л 7 4 3 . 12A 3 1 7 6 .2 2 A 8 9 9 3 .0 1  A 1 4 0 0 1 . 2 7 / 1 4 0 0 1 .2 7 C2
0 Brand t Electronics 5 0 1 .1 0Л 7  3 0 9 .5 0  A 3 0 9 4 8 .0 1  A 2 4 4 4 1 . 2 5A 6 3  1 9 9 , 8 6 / 6 3  1 9 9 .8 6 C3

Cerm etrics Ltd 3 8 1 3 .7 6 8 6 1 7 .3 0 1 2 4 3 1 . 0 6 / 1 2 4 3 1 .0 6
0 C o lum b ia  C om ponents 4 3 2 1 . 18A 4 3 2 1 . 1 8 / 4 3 2 1 .1 8

D rake M anu fa c tu rin g 7 3 9 .5 7 2 9 5 3 .8 8 3 6 9 3 . 4 5 / 3 6 9 3 .4 5
EMC 1 2 6 1 .0 1 1 0 4 8 .2 3 16 1 9 4 .7 6 18 5 0 4  0 0 / 1 8 5 0 4 .0 00 G ro ton  Electric 7 7 9 9 .3 6 A 2 0 0 0 6 .6 3 A 8 9 0 1 7 .1 5 A 1 1 6 8 2 3 . 1 4 / 1 1 6 8 2 3 .1 4 C 4

0 H a rve y  Industries 1 7 0 9 .1 6 6  1 1 1 .2 5 18 2 4 7 .3 1 2 6 0 6 7 . 7 2 / 2 6 0 6 7 .7 2
Jed Ltd 2 6 1 5 .8 7 A 1 2 0 9 8 .0 0 A 1 5 4 3 4 .4 6 A 5 6 5 3 6 .8 8 Л 8 6 6 8 5 . 2 1 / (9 4 1 6 .9 6 ) 7 7 2 6 8 .2 5 C5
Jericho Electric I 1 9 8 .7 2 1 3 1 2 3 .1 4 14  321  8 6 / 1 4 3 2 1 .8 6
• • • • • • •
• • • • • • • •
• • • • • • • •
• • • • • • • •
• • • • • • • •

0 • • • • • • • •
• • • • • • • •
W  &  M  M a n u fa c tu rin g  C o rp . 
Yancey Corp . 3 1 4 .9 8

1 9 0 4 .6 5 A  
2 8 6 1 .0 5

2 1 6 6 .7 8 A  
9 8 7 4 .1 3

2 8  3 8 9 .6 9 A  
1 3 5 6 1  8 0

3 2 4 6 1 . 1 2 /  
2 7 1 1 1 . 9 6 /

/ / / /
/  Added or cross-adced
p Chstcme- name and balance per books ag-eed to  subsidiary leoge-
A .Ageing verified try' examining transaction dates c f  related unca;d sales nvCices in subsidiary edge
C Account selected for ccrfirm atior —  see VV’P 5 - 2

3 2 4 6 1 .1 2  C 6 0  
2 7 1 1 1 .9 6

1 0 1 5 7 .4 6  5 6 7 0 5 .5 9  1 6 0 5 3 7 .2 8  3 9 2  1 3 6 .4 1  6 1 9 5 3 6 .7 4  ( 9 4 1 6 .9 6 )  6 1 0 1 1 9 .7 8

Figure 10.3 Aged sales ledger trial balance working paper.
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several of the other substantive procedures discussed in subsequent sections. The initial procedures in 
verifying the accuracy of the trial balance and determining its agreement with the control account in 
the general ledger relate primarily to the accuracy assertion.

Computer information systems
Where accounts receivable data are held on computer files, auditors can use computer-assisted audit 
techniques to perform substantive procedures. This is likely to involve the use of computer audit 
software. Both GAS and database packages can be used to print a trial balance directly from the 
accounts receivable master file, test the ageing of a sample of accounts, and verify the total and its 
agreement with the control account in the general ledger.

A nalytical procedures
Tests of details are usually planned on the basis that the analytical procedures confirm expecta
tions. It is preferable to perform analytical procedures early in the final audit, so any necessary 
changes to tests of details can be determined prior to the commencement of that part of the 
audit.

The first stage in applying analytical procedures is to review the understanding of the entity, 
obtained during the planning phase, as to whether any changes to sales and trade receivables balances 
are to be expected.

The second stage is to identify absolute changes in amounts between this year and prior years. 
This is normally done in the course of preparing the lead schedule for sales and trade receivables, 
as was explained in Chapter 6. On this schedule, prior and current year ledger balances making 
up the financial statement disclosures are recorded side by side, making any differences readily 
apparent.

The third stage involves the use of more sophisticated relationships such as ratios and trends. This 
procedure can be performed on accounting data held on computer files, using computer audit soft
ware. Significant ratios are gross profit and days’ sales in trade receivables. If gross profit is higher than 
expected, it could be that sales have been overstated to boost revenue, such as by a deliberate cutoff 
error. An increase in days’ sales in trade receivables indicates potential problems in collecting trade 
receivables, with the consequent need for a greater provision.

Wherever a change in relationships cannot be readily explained, auditors must seek an explanation 
from management and corroborate that explanation, usually by performing more tests of details. For 
trade receivables and sales, analytical procedures can provide evidence pertaining to the existence, 
completeness and valuation assertions.

Tests o f  details o f  transactions
Where balances result from the effects of numerous transactions, it is normally more efficient to 
concentrate substantive procedures on tests of details of balances, and not tests of details of transac
tions. The latter are not unimportant, but serve to corroborate tests of details of balances. In the main, 
the tests of transactions will be performed during the interim audit, commonly in the form of dual- 
purpose tests. The cutoff tests that will be described in subsequent sections are always performed as
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part of year-end work and, although they are tests of transactions, serve to verify the recorded balance 
at the balance sheet date.

Vouching recorded trade receivables to supporting transactions
This procedure involves vouching a sample of debits to customers’ accounts to supporting sales 
invoices and matching documents to provide evidence relevant to the existence, accuracy and classi
fication assertions. It also involves vouching a sample of credits to remittance advices and sales 
adjustment authorizations to provide evidence relevant to the completeness assertion for trade recei
vables that reductions in customer balances are legitimate.

Performing sales cutoff test
The sales cutoff test is designed to obtain reasonable assurance that:

• sales and trade receivables are recorded in the accounting period in which the transactions 
occurred

• the corresponding entries for stock and cost of goods sold are made in the same period.

The sales cutoff test is made as of the balance sheet date. Given the greater risk of overstatement, 
the emphasis is on verifying the occurrence of recorded sales before the year end. Auditors usually 
record the number of the last issued dispatch note during attendance at stocktake and agree it to 
the cutoff established for stock purposes. For sales of goods from stock, the procedure involves 
comparing a sample of recorded sales from the last few days of the current period with dispatch 
notes numbered prior to the cutoff number to determine that the transactions occurred before the 
balance sheet date. A smaller number of sales recorded after the balance sheet date are vouched to 
dispatch notes numbered subsequently to the cutoff, to ensure that none was delivered before the 
balance sheet date.

The sales return cutoff test is similar and particularly directed towards the possibility that returns 
made prior to the year end are not recorded until after the year end, resulting in the overstatement of 
trade receivables and sales. Auditors can determine the correct cutoff by examining dated goods 
received notes for returned merchandise and correspondence with customers. Auditors should also 
be alert to the possibility that an unusually heavy volume of sales returns shortly after the year end 
could signal unauthorized shipments before the year end to inflate recorded sales and trade 
receivables.

Performing cash receipts cutoff test
The cash receipts cutoff test is designed to obtain reasonable assurance that cash receipts are recorded 
in the accounting period in which they are received. A proper cutoff at the balance sheet date is 
essential to the correct presentation of both cash and trade receivables. If the auditors are present at the 
year-end date, then they can observe that all collections received prior to the close of business are 
included in cash on hand or in deposits in transit, and are credited to trade receivables. An alternative 
to personal observation is to review supporting documentation such as the daily cash summary and a 
validated deposit slip for the last day of the year. The objective of the review is to determine that the 
deposit slip total agrees with the receipts shown on the daily cash summary. In addition, auditors 
should determine that the receipts were recorded on the closing date.
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Tests o f  details o f  balances
As explained above, most of the audit effort on trade receivables is obtained through tests of details of 
balances, of which the most important is the confirmation of trade receivables and related follow-up 
procedures. Confirmation provides evidence as to existence, rights and valuation. It does not provide 
evidence of completeness, because customers are unlikely to admit to owing more than their recorded 
balance. The other major test of details of balances is an evaluation of the adequacy of the provision for 
bad debts.

Confirming trade receivables
Confirmation of trade receivables involves direct written communication by the auditors with indivi
dual customers. The test is often referred to as a trade receivables circularization.

Accepted au d it procedure
The confirmation of trade receivables is an accepted audit procedure when they are material and it is 
reasonable to presume the trade receivables will respond (ISA 505, External Confirmations). 
Confirmation is usually the most efficient procedure for obtaining sufficient appropriate audit evi
dence to support the existence and rights assertions of trade receivables. There are circumstances, 
however, in which the auditors conclude that confirmation is unlikely to be effective and that sufficient 
appropriate audit evidence can be achieved through the performance of alternative audit procedures. 
Based on the prior year’s audit experience on that engagement, the auditors might expect, for example, 
that responses would be unreliable in the current year or that the response rates would be inadequate. 
Also, in some cases, customers may be unable to confirm balances if they use voucher systems that 
show the amount owed on individual transactions, but not the total amount owed to individual 
suppliers. This is often true of governmental agencies. The auditors may be able to overcome this 
problem by confirming individual transactions rather than balances.

As written evidence from third parties, responses to confirmation requests constitute highly 
reliable evidence. Against this, it must be remembered that:

• where customers are largely small businesses or private individuals, they are less likely to maintain 
sufficiently accurate bought ledger records to provide a reliable response

• even larger businesses generally maintain less effective controls over the completeness of liabilities 
recorded in the bought ledger

• customers are unlikely to admit to owing more than is shown on the monthly statement, limiting the 
evidence to that of existence, rights and, to a lesser extent, valuation

• many trivial differences are likely to be reported as a result of goods and cash in transit
• the nonresponse rate may be high.

Given that dealings between the entity and its customers are confidential, the entity must authorize its 
customers to disclose details of the outstanding balance to its auditors. Occasionally, entities have 
prohibited auditors from confirming certain trade receivables. The effect of prohibition should be 
evaluated on the basis of management’s reasons, with the auditors determining whether they can 
obtain sufficient evidence from other auditing procedures. If the auditors regard management’s reasons 
as unacceptable, then there has been a limitation on the scope of the audit that might result in a 
modified audit opinion.



CHAPTER 10

Form  o f  con firm ation
There are two forms of confirmation request:

• the positive form, which requires the customer to respond whether or not the balance shown is 
correct

• the negative form, which requires the customer to respond only when the amount shown is incorrect.

The two forms are illustrated in Figures 10.4  and 10 .5 . The positive confirm ation request is usually 
made in the form of a separate letter on entity letterhead, but it may also be printed on the custom er’s 
monthly statem ent. The negative request is usually in the form of a rubber stamp or sticker attached 
to, or a request printed on, the statement o f account routinely sent by the entity to  each customer. 
The positive form is used when planned detection risk is low or individual custom er balances are 
relatively large. The positive form generally produces statistically valid evidence, so long as non
responses are verified by other means. W ith the negative form , it is impossible to determine whether a 
lack of response indicates agreement with the balance or simply a failure to reply. Therefore, 
negative confirm ations provide less persuasive audit evidence than positive confirm ations. The 
proposed ED ISA 505 , (Revised and Redrafted) External C onfirm ations , permits the use of negative

BATES COMPANY 
4 Queensland Road 

Eastville

Ace Engineering Service 
New Road
Westville 6 January 20X2

Dear Sir or Madam,
This request is being sent to you to enable our independent auditors to confirm the correctness of our records. It is not a request for 
payment.
Our records on 31 December 20X1 showed an amount of £16,421.08 receivable from you. Please confirm whether this agrees with your 
records on that date by signing this form and returning it directly to our auditors. An addressed envelope is enclosed for this purpose. If 
you find any difference, please report details directly to our auditors in the space provided below.

Yours faithfully 
Controller

The above amount is correct [ ]. The above amount is incorrect for the following reasons:

(Individual or company name) 
B y :..............................................

Figure 10.4 Positive confirm ation request -  letter form.
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Please examine this monthly statement carefully 
and advise our auditors

Reddy&Abel 
Registered Auditors 

465 City Centre Building 
LONDON

as to any exceptions.

A self-addressed stamped envelope is enclosed for your convenience. 

THIS IS NOT A REQUEST FOR PAYMENT.

Figure 10.5 Negative confirmation request -  stamp form.

confirmation requests (as the sole substantive procedure) when the auditor is satisfied that relevant 
internal controls are operating effectively and concludes that the risk o f m aterial misstatement is 
low, and:

• the population of items subject to negative confirmation procedures comprises a large number of 
small, homogeneous, account balances

• very few or no exceptions are expected
• the auditor has no reason to believe that recipients of negative confirmation requests will disregard 

such confirmation requests.

Frequently, a com bination of the two forms is used in a single engagement. In the audit of a public 
utility, for example, auditors may elect to use the negative form for residential customers and the 
positive form for commercial customers. W hen the positive form is used, auditors should generally 
follow up with a second and sometimes an additional request to those trade receivables that fail 
to reply.

Timing a n d  ex ten t o f  requests
When the planned level of detection risk is low, auditors ordinarily confirm trade receivables as at the 
balance sheet date. Otherwise, the confirmation date may be one or two months earlier. In such case, 
the auditors must conduct roll-forward tests such as:

• performing analytical procedures on entries to the trade receivables control account in the period 
between the date of confirmation and the balance sheet date, and obtain a satisfactory explanation 
for any unexpected changes

• performing tests of control in the intervening period to ensure that the assessment of control risk 
leading to a decision to accept a high level of detection risk continues to apply.
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The extent of requests or sample size is determined by the criteria that were described in Chapter 8 on 
audit sampling. Trade receivables may be divided into distinct populations for sampling. For example, 
different categories of trade receivable -  such as wholesale and retail -  may be subject to different 
information systems and control activities and, thus, different control risks. Individually material 
balances are also often confirmed directly and the remainder subdivided into either overdue accounts 
or other, with a proportionately larger number of the former selected for confirmation as presenting a 
greater risk of misstatement. Sample size may be determined judgementally or with the aid of a 
statistical sampling plan. Apart from the exceptions noted, selection of accounts for confirmation 
should be effectively random, such as through use of a sequential sampling plan.

C ontrol o f  the requests
The auditors must control every step in the confirmation process. This means:

• prior to selecting the sample for confirmation, performing the initial procedures described above to 
ensure the list of balances is complete and accurate;

• drawing up a list of selected accounts and verifying that confirmation requests, prepared and signed 
by entity management at the auditors’ request, are in complete agreement with that list;

• ascertaining that the amount, name and address on the confirmation agree with the corresponding 
data in the customer’s account;

• maintaining custody of the confirmations until they are mailed;
• using the audit firm’s own return address envelopes for the confirmations;
• personally depositing the requests in the mail;
• requiring that the replies be sent directly to the auditors.

A working paper should list each account selected for confirmation and the results obtained from each 
request, cross-referenced to the actual confirmation response (which should also be filed with the 
working papers). A confirmation control working paper is illustrated in Figure 10.6.

D isposition o f  exceptions
Confirmation responses will inevitably contain some exceptions. Exceptions may be attributable to 
goods in transit from the entity to the customer, returned goods or payments in transit from the 
customer to the entity, items in dispute or errors and irregularities. The auditors should investigate all 
exceptions and record their resolution in the working papers, as illustrated in Figure 10.6.

C om puter in form ation  systems
Computer audit software may assist the auditors in the process of confirming receivables held on an 
accounts receivable master file. As explained above in our discussion of initial procedures, the software 
can be programmed to test the completeness and accuracy of receivables listed on the master file. 
Software can also be used to select accounts on bases as discussed above, print the letters for 
circularization and prepare a working paper for recording responses. A detailed illustration of the 
use of computer audit software in confirming receivables can also be found in Figure 9.4 in Chapter 9.



Auditing sales and trade receivables (debtors)

B o m  C o m p a n y

D e b to rs  c o n f ir m a t io n  c o n t ro l  

31  D ec e m b e r 2 0 X 1

Account no. 120

P rep are d  h y  -

W / P  Ref: ± 1 _________

Dnte- 2Ô/1.X2

Reviewed by: — Date- 31/1/X2

Conf.
no. Customer

Book
value

Confirmed 
value »

Audited (Over) Under 
value statement

Subsequent 
collections examined 

through 28/l/x2

1 Applied Devices 4 3 4 8 0 .0 0 43  4 8 0 .0 0 43  4 8 0  00
2 Barry Manufacturing 14 001 27 NR 14001  27 1 4 0 0 1 .2 7 /
3 Brandt Electronics 63 199 .86 63 199.86 63 199.86
4  Groton Electric 11 6 8 2 3  1 4 1 1 6 8 2 3 .1 4 1 1 6 8 2 3 .1 4
5 Jed Ltd 8 6 6 8 5 .2 1 7 7 2 6 8 .2 5 7 7 2 6 8 .2 5  (9 4 1 6 .9 6 1 ©

60  W  & M Manufacturing Corp. 32 461 12 NR 3 2 4 6 1 .1 2 5 4 0 7 1 .4 3 /

Totals 4 7 0  8 47 .92 4 1 4 9 6 8 .5 7 4 6 1 4 3 0 .9 6  (9416.961

Response recap: #  Items
Value of confirmations mailed 60 £ 4 7 0 8 4 7 .9 2
Value of confirmations received 58 £ 4 1 4 9 6 8  57
Response 97% 88%

S um m ary o f  resu lts: #  Items
Value of account total 300 £ 6 1 9 5 3 6 ,7 4
Book value of confirmation sample 60 £ 4 7 0  84 7 .9 2
Coverage of book value 76%
Audited value of sample 6 0 £461 4 3 0 .9 6
Ratio of audited value to book value of sample 98%

0 Signed confrmation response a t ta cord for confirmed vames
Hk No response — alternative procedures■ performed
/  Examined entries in cash receipts jounna and reiated remittance advices for to ta l collections ■indicated

A Examined supporting documentation f;yr portion of Poor value remaining tjneoiiected as of 2 6 /'№
©  Credit memo issued 12/1/X2 for merchandise returned 20/12/xl. Adjusting entry:

Dr. sales returns 9416.96  1
Cr. debtors 9416 961 bee  Wi? 5 - \ and AE-1

Figure 10.6 Confirmation control working paper.

Alternative procedures fo r  dealing with nonresponses
When no response has been received after the second (or third) positive confirmation request to a 
customer, auditors should perform alternative procedures. The two main alternative procedures are 
examining subsequent collections and vouching unpaid invoices and supporting documentation 
comprising customer balances.

The best evidence of existence and collectability is the receipt of payment from the customer. 
Before the conclusion of the auditors’ examination, the entity will receive payments from many 
customers on amounts owed at the confirmation date. The matching of such cash receipts to unpaid 
invoices at the confirmation date, evidenced by the remittance advice accompanying the cash receipt, 
establishes the existence and collectability of the accounts.

Vouching open invoices comprising balances is a variation of Step 3(a) in Table 10.5. Preferably, 
the unpaid item should he traced to a dispatch note signed by the customer acknowledging receipt of 
the goods, or to a written order from the customer.

Summary an d  evaluation  o f  the results
The auditor’s working papers should contain a summary of the results from confirming trade recei
vables. (The lower portion of Figure 10.6 illustrates how such data may be presented.) The auditors
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may use statistical or nonstatistical procedures to project misstatements found in the sample to the 
population. It must not be forgotten, for a sample test, that it is not sufficient merely to correct errors 
detected by the confirmation but that the implications for the entire population of trade receivables 
must also be considered.

The auditors evaluate combined evidence from the confirmations, alternative procedures performed 
on nonresponses, and other tests of details and analytical procedures to determine whether sufficient 
evidence has been obtained to support management’s assertions in respect of trade receivables.

Evaluating adequacy of the provision for bad debts 
Most entities determine the provision for bad debts by:

• making a general provision, such as a percentage of balances overdue by more than a specified period;
• making a specific provision, by identifying customers who are known to be in financial difficulty or 

who are in dispute as to payment.

The provision is an estimate and therefore ISA 540, Audit o f  Accounting Estimates, is applicable. The 
auditor is required to adopt one or more of the following approaches:

• reviewing and testing the process used by management
• using an independent estimate
• reviewing subsequent events.

Auditors usually follow the first approach in verifying the general provision and it involves:

• ascertaining management’s procedures for determining the estimate and considering their reliability;
• ensuring that the procedures have been properly followed and that the estimate has been approved;
• identifying the assumptions underpinning the estimate and considering their reasonableness;
• verifying the reliability of the data (such as the aged analysis of trade receivables) on which the 

estimate is based;
• checking the calculations (such as the percentages applied to each overdue category) in determining 

the general provision;
• considering the reliability of prior year provisions.

Auditors usually apply the second and third approaches suggested by ISA 540 when considering the 
specific provision. In arriving at an independent estimate, the auditor will examine correspondence 
with customers and outside collection agencies, review customers’ credit reports and financial state
ments and discuss the collectability of the account with appropriate management personnel. This 
review will include a consideration of subsequent events, such as news of a customer’s financial 
difficulties or payment of a disputed amount.

Disclosure
Auditors must be knowledgeable about the disclosure requirements for trade receivables and sales 
under the applicable financial reporting framework (such as IAS or national company law require
ments) or other regulatory framework. A review of the sales ledger trial balance may indicate amounts 
due from employees, officers, other group entities and related parties that should be specifically



Auditing sales and trade receivables (debtors)

identified if material. The same source may reveal credit balances in customer accounts that may 
warrant classification as current liabilities. There should also be disclosure of the pledging, assigning or 
factoring of trade receivables. The auditors should be able to obtain evidence of such activities from a 
review of the minutes of the board of directors’ meetings and from inquiry of management. As one of 
the final steps in the audit, the auditors should obtain management’s representations on these matters 
in writing in a representation letter (see Chapter 14).

y  LEARNING CHECK__________________________________

• The nature, timing and extent of substantive procedures is determined by the planned level of 
detection risk which, in turn, is a function of the assessed levels of inherent and control risks.

• In determining the detection risk for tests of details of assertions for trade receivables balances:

-  the assessed control risk over the completeness of cash receipts and sales adjustment transactions 
relates to control risk as to the existence of the balance;

-  the assessed control risk over the occurrence of cash receipts and sales adjustment transactions 
relates to control risk as to the completeness of the balance.

• Initial procedures ensure the accuracy of the list of trade receivables balances used as the basis for 
tests of the trade receivables balance.

• Analytical procedures require the determination of expectations and the comparison of amounts, 
trends and ratios, particularly the gross profit ratio and days’ sales in trade receivables ratio.

• Tests of details of transactions are largely dual-purpose tests performed at the interim audit except 
for cutoff tests of transactions either side of the balance-sheet date.

• The principal test of details of balances is the trade receivables confirmation, which provides third- 
party evidence of the balance.

• The other major test of details of balances is of the reasonableness of the provision for bad debts.

^  SUMMARY
Sales and cash receipts from sales are one of the most important transaction classes for a commercial 
entity. For businesses selling on credit, maintaining records over the trade receivables (or debtors) 
balance is also highly important. In auditing these transactions and the trade receivables balance, the 
auditors use techniques explained in Chapters 5 -9 .

This chapter followed the audit approach required by ISA 315. It described the information system 
and related control procedures typically employed by entities in processing the relevant transaction 
classes. The audit process commences with obtaining the understanding of this system. The auditors 
also consider issues relating to materiality, inherent risk and the control environment, prior to 
assessing the risk of material misstatement and determining the appropriate audit strategy. For sales 
and trade receivables, materiality is invariably high. For audit purposes, the most significant inherent
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risk is that of overstatement of sales transactions and trade receivables balances to boost reported 
profits and assets. For the entity, the greatest inherent risk is that of misappropriation of cash arising 
from sales transactions. In evaluating the control environment, the auditors consider the control 
environment factors, for example integrity and ethical values, commitment to competence, manage
ment’s philosophy and operating style, the assignment of authority and responsibility, and human 
resource policies and practices, as they relate to sales and trade receivables.

The next stage of the audit is determining the audit strategy, which, for sales and trade receivables, 
is likely to be one based on a lower assessed level of control risk. The first stage in assessing control risk 
is evaluating design effectiveness. This chapter illustrated the use of evaluation checklists that hypothe
size potential misstatements for each function in the processing of sales and cash receipt transactions. 
In assessing design effectiveness, the auditors compare the control procedures in the entity’s informa
tion system with necessary controls identified by the checklist. At this point, the auditors draft the audit 
programme based on the preliminary assessment of control risk, identifying both tests of the operating 
effectiveness of controls and the reduced level of substantive procedures relevant to the assessed level of 
control risk. The auditors confirm the assessed level of control risk on completion of the tests of 
operating effectiveness.

The final stage of the audit is performing substantive procedures. It is usually cost-effective to test 
the balance of trade receivables rather than the transactions making up that balance. The most 
important test of transactions is that of cutoff at the year end. The major test of balances is the 
confirmation of trade receivables. Given that customers are third parties, such evidence is highly 
reliable. This chapter explained the process of performing the confirmation, procedures to be followed 
where the test is performed prior to the year end, and alternative procedures for verifying balances 
where no reply to the request for confirmation is received. Finally, procedures necessary to audit the 
estimated provision for bad debts were explained.
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^  MULTIPLE-CHOICE QUESTIONS
Choose the best answer for each o f  the following. (Answers are on pp. 644-645.)

10.1 Which of the following controls would most likely ensure that all deliveries are invoiced?
(a) The invoicing department supervisor matches prenumbered shipping documents with 

entries in the sales journal.
(b) The accounting department supervisor controls the mailing of monthly statements to 

customers, and investigates any differences reported by customers.
(c) Customers are required to acknowledge receipt of the goods by signing a copy of the 

delivery note.
(d) All orders are required to be approved by the credit controller before the goods are 

delivered.

10.2 Which of the following internal control procedures would be most likely to assure that all 
receipts from cash sales are recorded?
(a) The bank account is independently reconciled monthly.
(b) Two persons are present at the opening of the mail.
(c) Sales are rung up on a cash register, which displays the sale amount and issues a printed 

receipt.
(d) Daily sales summaries are compared with daily postings to the accounts receivable ledger.

10.3 For which of the following reasons might inherent risk over the occurrence of sales trans
actions be assessed as high?
(a) There is a large volume of such transactions during the year.
(b) Sales department staff earn a bonus if they achieve annual sales targets.
(c) Cash from sales transactions is easily misappropriated.
(d) There are poor controls over the year-end cutoff of sales transactions

10.4 Sales revenue is usually a material balance within the financial statements of a company. 
Why would an auditor mainly focus his or her work on sales transactions occurring at the 
end of the year rather than throughout the year?
(a) There are usually larger sales transactions occurring at the end of the financial year.
(b) The auditor is concerned that the company may attempt to bring forward sales into the 

current year.
(c) This work will provide some evidence to verify the existence of trade receivables.
(d) The auditor can review these sales transactions when they actually occur during his or 

her interim visit to the client.

10.5 Which of the following tests of control would provide audit evidence for the financial 
statement assertion of the completeness of sales transactions?
(a) Check to ensure that all dispatch orders have been properly matched to a sales invoice.
(b) Ensure customer’s credit limit is checked prior to each sale.
(c) Reperform the pricing of sales invoices.
(d) Observe separation of duties between sales order acceptance and dispatching orders.
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10.6 If the auditor assesses control risk over the completeness of cash receipts transactions 
to be high, the control risk assessment would be high for the trade receivables balance 
assertion of:
(a) completeness
(b) existence
(c) rights and obligations
(d) valuation.

10.7 After completing the testing of controls over cash receipts and sales adjustments, the auditor 
assesses the level of control risk to be higher than expected. How would this affect the 
auditor’s substantive audit work on trade receivables?
(a) More work would need to be performed to ensure that the provision for doubtful debts 

is fairly stated.
(b) Less work would need to be performed on following up nonresponses from the trade 

receivables circularization.
(c) The auditor may consider changing the date of the trade receivables circularization from 

one month before the year end to the actual year-end date.
(d) More analytical review tests could be performed on trade receivables as a substitute for 

other substantive tests.

10.8 Which of the following would give the most assurance concerning the existence and rights 
and obligations assertions in respect of trade receivables?
(a) Tracing amounts in the subsidiary ledger to details on shipping documents.
(b) Comparing trade receivables turnover ratios with industry statistics for reasona

bleness.
(c) Obtaining a confirmation letter from the customer that agrees the balance.
(d) Ensuring the sales subsidiary ledger has been correctly added.

DISCUSSION QUESTIONS
10.1 Identify application controls that could be programmed into a computer system for processing 

credit sales transactions.

10.2 Discuss situations where sales adjustments might be necessary and identify necessary controls to 
ensure that only genuine adjustments are recognized by the accounting system.

10.3 Identify situations leading to an inherent risk that an entity might wish (a) to overstate sales 
revenue, and (b) understate sales revenue.

10.4 Explain the kinds of fraud that could be anticipated in sales, cash receipts and sales adjustment 
transactions in the absence of adequate internal control procedures and consider the importance 
of the segregation of duties in preventing such frauds.
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10.5 Explain why existence is often regarded as the assertion presenting the greatest degree of 
inherent risk.

10.6 In the absence of effective controls, consider whether it is possible for the auditor to verify the 
completeness of cash receipts using substantive procedures. Is there a distinction between the 
ability to verify the completeness of cash receipts from sales transactions and the completeness 
of donations to a charity?

10.7 Explain what is meant by ‘cutoff’ and why it is important to auditors in establishing the fairness 
of financial statements.

10.8 Identify situations where the negative form of trade receivables confirmation might be appropriate.

10.9 Consider reasons why management might not wish particular trade receivables to be circular
ized. Which of these reasons might be regarded as acceptable by the auditor?

10.10 ISA 530 distinguishes between sampling and other selective testing procedures. Explain the 
application of the requirements of this standard to the selection of trade receivables balances for 
confirmation.

ti0 PROFESSIONAL APPLICATION QUESTIONS
(Suggested answ ers are on  pp. 6 7 4 -678 .)

10.1 Accounts receivable circularization
Your firm is the external auditor of Southwood Trading Limited and you are auditing the financial 
statements for the year ended 30 November 20X 8. Southwood Trading has a turnover of £25 million 
and trade receivables at 30 November 20X 8 were £5.2 million.

The engagement partner has asked you to consider the relative reliability and independence of 
evidence from third parties and certain matters relating to a trade receivables circularization.

In relation to Part 2(b) of the question the partner has explained that judgement would be used to 
select trade receivables which appear doubtful and those which would not be selected using the 
monetary unit sampling technique described in Part 2(a).

Required
1. Consider the relative reliability and independence of the following types of evidence from third 

parties:

(a) replies to a trade receivables circularization to confirm trade receivables;
(b) suppliers’ statements to confirm purchase ledger balances.

2. In relation to selecting trade receivables for circularization:

(a) explain how you would use monetary unit sampling to select the trade receivables to 
circularize;

(b) consider the criteria you would use to select individual trade receivables for circularization using 
judgement;



CHAPTER 10

(c) discuss the advantages and disadvantages of using monetary unit sampling (in (a) above) as 
compared with judgement (in (b) above) to select the trade receivables to circularize. Your 
answer should consider the reasons why it is undesirable only to use judgement to select the 
trade receivables for circularization.

3. Describe the audit work you would carry out in following up the responses to a trade receivables 
circularization where:

(a) the trade receivable disagrees the balance and provides a different balance;
(b) no reply to the circularization has been received from the trade receivable and all attempts at 

obtaining a reply have failed.

Source: Adapted from Question 2, Audit Framework, December 1998. Reproduced by permission 
of ACCA.

10.2 Control procedures -  cash receipts an d  trade receivables
Bardwell Ltd operates a garage that repairs and services motor vehicles. Most customers are required 
to pay by cash or cheque on collecting their vehicle. Credit accounts are available to business 
customers. These customers sign the invoice on collection of the vehicle and the business is billed 
monthly. Separate series of prenumbered invoices are drawn up by the foreman for cash sales and for 
credit sales. All customer accounts are maintained by the receptionist. His duties include the following:

Cash sales
(i) Collect cash or cheques from customers on collecting their vehicle.

(ii) At the end of the day, check the numerical sequence of cash sales invoices, add the sales total and 
agree the total to the amount of cash and cheques received.

(iii) Record the total cash sales in the cash receipts book.

Credit sales
(i) Obtain the customer’s signature on the copy invoice of business account customers.

(ii) Enter the invoices in numerical sequence in the sales journal and post the customer’s account in 
the sales ledger.

(iii) Send monthly statements to credit account customers and follow up overdue accounts.
(iv) List the balances on the sales ledger at the end of the month and reconcile the total with the control 

account in the general ledger.
(v) Write off uncollectable balances to bad debts.

Cash receipts
(i) Open the mail, extract cheques from credit account customers, record them in the cash receipts 

hook and post the sales ledger.
(ii) Make up the day’s banking of cash (and cheques) from both cash and credit sales, prepare the 

deposit slip and bank the cash.
(iii) All other accounting duties are the responsibility of two further accounts clerks and all are subject 

to supervision by the garage manager.
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Required
(a) Explain in what way the functions assigned to the receptionist result in an inadequate segregation 

of duties. Your explanation should identify misstatements that could occur and indicate how those 
duties could be reassigned to other staff members.

(b) Identify other control procedures you would consider necessary to ensure the completeness of the 
recorded cash receipts and trade receivables.

Source-. Adapted from Question \, Audit Framework, June 2001. Reproduced by permission of ACCA.
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f  LEARNING OBJECTIVES
A fter studying this ch ap ter  you  sh o u ld  b e  a b le  to :

1 identify the audit objectives applicable to purchases, trade payables and payroll

2 describe the functions and control activities norm ally found in inform ation systems for proces
sing purchase, payment and payroll transactions

3 apply the concepts o f m ateriality and inherent risk to  the audit o f purchases, trade payables and 
payroll

4 discuss considerations relevant to determining the audit strategy for purchases, trade payables 
and payroll

5 design and execute tests o f control over purchase, payment and payroll transactions in order to 
assess control risk

6 indicate the factors relevant to determining an acceptable level o f detection risk for the audit of 
purchases, trade payables and payroll

7 design a substantive audit programme for purchases, trade payables and payroll

8 explain the use of suppliers’ statem ents in verifying the completeness o f recorded liabilities.

PROFESSIONAL STATEMENTS
ISA 315  (Redrafted) Identifying and Assessing the R isks o f  M aterial M isstatement 

Through Understanding the Entity

This chapter exam ines the audit of:

• the account balances of trade payables (otherwise referred to as trade creditors under some reporting 
frameworks, as e.g. in the United Kingdom) and o f accruals related to payroll

• the transaction classes o f purchases, payments and payroll.

Purchases and payments are for the acquisition o f goods and services from ourside suppliers whereas 
payroll relates to the acquisition of, and payment for, labour services from employees. Together, they 
represent the m ajor expenditures o f most entities. There are similarities between the two in that both 
involve the acquisition of resources and payment to the suppliers. However, the nature of the employ
ment contract between the entity and its employees is such that payroll transactions are always 
processed separately, including the payment of salaries and wages.

This chapter follow s a sim ilar structure to that o f the previous chapter on auditing sales and trade 
receivables. It begins by identifying the audit objectives for each o f the financial statem ent assertions
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that applies to the transaction classes mentioned above and to the trade payables and accrued payroll 
liability balances and related disclosures. In the rest o f the chapter we will follow  the audit process from 
obtaining the understanding o f the internal control structure, through the assessment o f the inherent 
and control risks to the design and execution o f substantive procedures.

Audit Objectives
The audit objectives for purchases, payables and payroll relate to obtaining sufficient appropriate 
evidence about each significant financial statem ent assertion for the applicable transactions and 
balances. Table 11.1 lists the primary objectives for each assertion that apply in m ost audits o f these 
transactions and balances.

Table 11.1 Selected specific audit objectives for purchases, trade payables and payroll

ASSERTION CATEGORY TRANSACTION CLASS AUDIT 
OBJECTIVES

ACCOUNT BALANCE AUDIT 
OBJECTIVES

Transactions and account balances: 
existence or occurrence

Recorded purchase transactions represent 
goods and services received (E01). 
Recorded payment transactions represent 
payments made to suppliers and trade 
payables (E02). Recorded payroll expenses 
relate to employee services received (E03).

Recorded trade payables represent amounts 
owed by the entity at the balance sheet date 
(E04). Accrued payroll liability balances 
represent amounts owed at the balance sheet 
date (E05).

Completeness All purchase (Cl) and payment (C2) 
transactions that occurred have been 
recorded.
Recorded payroll expenses include all such 
expenses incurred (C3).

Trade payables include all amounts owed by 
the entity to suppliers of goods and services 
at the balance sheet date (C4).
Accrued payroll liabilities include all amounts 
owed in respect of payroll and deductions 
therefrom at the balance sheet date (C5).

Rights and obligations Recorded purchase (R01) and payroll (R02) Trade payables (R03) and accrued payroll 
transactions represent the liabilities of the liabilities (R04) are liabilities of the entity at 
entity. the balance sheet date.

Accuracy, classification, valuation 
and allocation

Purchase transactions (ACV1), payment 
transactions (ACV2) and payroll transactions 
(ACV3) are correctly recorded in the 
accounting system.

Trade payables (ACV4) and accrued payroll 
liabilities (ACV5) are stated at the correct 
amount owed. Related expense balances 
conform with applicable accounting 
standards (ACV6).

Cutoff All purchase (C-01), payment (C-02) and 
payroll transactions (C-03) are recorded in 
the correct accounting period.

--

Presentation and disclosure: occurrence and 
rights and obligations, completeness, 
classification and understandability, and 
accuracy and valuation

The details of purchase (PD1), payment 
(PD2) and payroll (PD3) transactions 
support their presentation in the financial 
statements, including their classification and 
disclosure.

Trade payables (PD4), accrued 
payroll liabilities (PD5) and related expenses 
(PD6) are properly identified and classified in 
the financial statements. Disclosures 
pertaining to commitments, contingent 
liabilities and related party trade payables 
are adequate (PD7).
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To achieve each audit objective, auditors employ a combination of tests of control and substantive 
procedures (as determined by the audit strategy adopted), following the audit planning and testing 
methods described in Chapters 5 -9 . The procedures are much the same as those illustrated for sales and 
trade receivables in Chapter 10. Each audit objective is numbered in Table 11.1 (for example the first 
objective is numbered E O l). Specific controls and audit procedures described in this chapter will be 
referenced, using this numbering system, to the applicable audit objective.

0  LEARNING CHECK__________________________________

• The balance of trade payables is determined by transactions relating to purchases and payments, and 
accrued payroll liabilities are determined by payroll transactions.

• Audit objectives for purchases, trade payables and payroll relate to each assertion for purchase, 
payment and payroll transactions for trade payables and to payroll liability accrual balances.

Purchase, Payment and Payroll Transactions
This section describes features of internal control components typically employed by entities in proces
sing and recording purchase, payment and payroll transactions. It describes information systems likely to 
be identified by auditors in obtaining the understanding of internal control. Control activities normally 
found in such systems are also described and referenced to the assertions and audit objectives (identified 
in Table 11.1) to which they relate. Identifying the presence of these control activities and evaluating 
their design effectiveness enables auditors to make the preliminary assessment of control risk.

Purchase transactions relate to the purchase (from outside entities) of (i) goods including inventory 
(stocks), noncurrent assets (for example property plant and equipment), and supplies, and (ii) services, 
such as the supply of utilities and advertising, and the rent of premises. Payment transactions relate to 
the payment for such goods and services. In this chapter it will be presumed that most purchases are on 
credit and that payment is of balances recorded in the bought (accounts payable) ledger. Figure 11.1 
presents a flow chart that shows the basic features of manual and computer systems for processing 
purchase and payment transactions. The flow chart is not intended to show every document, record, 
process or account involved. More detailed flow charts are presented later in the chapter.

Variations in purchase information systems include the use of either a purchase journal or a 
voucher register for recording purchases. Use of a purchase journal system is assumed in this chapter. 
Thus, the key accounting records shown in the flow chart in Figure 11.1 are the purchase journal (or 
purchase day book) for recording purchases and the cash book (or cheque register) for recording 
payments to suppliers. As with sales transactions, recorded purchases occasionally need to be adjusted 
to take account of claims for credit in respect of returned goods and invoicing errors. Unlike sales 
adjustments, the extent of such transactions relating to purchases is rarely material and this chapter 
does not consider such adjustments as a separate class of transaction.

Payroll relates to payment for the services of employees. Most entities have a detailed information 
system and related internal control procedures for recording labour services (typically in the form of 
hours worked) and ensuring that payment is only made to current employees in respect of labour 
services actually provided.



Auditing purchases, trade payables (creditors) and payroll

MANUAL PROCESSING 
SYSTEM

Prepare 
source 
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Input
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Figure 11.1 Overview flow charr -  processing of purchase and payment transactions.
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Purchase transactions
We begin by identifying the separate functions involved in making purchases, the documents and 
records that are used in processing the transactions, and the control activities commonly applied to 
reduce the risk of fraud or error. Among the control activities considered here are information- 
processing controls, the segregation of duties, physical controls and performance reviews.

Functions
The processing of purchase transactions involves the following functions:

• requisitioning goods and services;
• preparing purchase orders;
• receiving the goods;
• storing goods received for inventory;
• checking and approving the supplier’s invoice;
• recording the liability.

When practicable, each of these functions should be assigned to a different individual or department. In 
such cases, the work of one employee or department can provide an independent check on the accuracy 
of the work of another.

Requisitioning goods and services
Purchase requisitions may originate from stores (the warehouse) for inventory or from any depart
ment for other items. For inventory items, computerized inventory records are often programmed to 
issue requisitions automatically when predetermined reorder levels are reached. For purchases other 
than inventory replenishment, requisitioning authority is granted to specific individuals. This 
authority is usually restricted in value and to the types of goods and services applicable to the 
individual’s function and level of authority. A stationery clerk may requisition sundry stationery 
supplies, for example, but only the office manager may requisition a photocopier service contract. 
Special procedures usually apply for requisitioning plant and equipment or for entering into lease 
contracts.

Purchase requisition forms may be prepared manually or electronically. Manually prepared forms 
should be signed by a person with the appropriate requisitioning authority. The requisition will 
normally indicate the general ledger account coding for the purchase, being one over which the person 
making the requisition has budgetary responsibility.

Purchase requisitions are usually prenumbered within each originating department as a control 
over outstanding requisitions to ensure that goods requisitioned are duly ordered and received. The 
purchase requisition represents the start of the transaction trail of documentary evidence in support of 
management’s assertion as to the occurrence of purchase transactions. Thus, it provides evidence that 
relates to the specific audit objective coded E O l in Table 11.1.

Preparing purchase orders
The purchasing department should issue purchase orders only on the receipt of requisitions properly 
approved by an employee having appropriate requisitioning authority (except for programmed
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inventory replenishment). Before placing an order the purchasing department personnel should ascer
tain the best source of supply and, for major items, should obtain competitive bids.

Segregating requisitioning from ordering achieves two controls. It restricts the opportunity 
for those making requisitions to issue fraudulent orders, such as for goods for their own use. 
Purchasing department personnel are less likely to issue improper orders because they do not 
normally have access to goods delivered. The second control is improved efficiency through the 
centralization of purchasing in a specialized department. The purchasing department is better 
able to negotiate more favourable terms and prices and, by amalgamating orders, can obtain 
better volume discounts.

Purchase orders should contain a precise description of the goods and services required, quan
tities, price, delivery instructions and the supplier’s name and address. Purchase orders should be 
prenumbered and signed by an authorized purchasing officer. The original is sent to the supplier and 
copies are distributed internally to the receiving department, the accounting department and the 
requisitioner.

The purchase orders also become part of the transaction trail of documentary evidence that 
supports the occurrence assertion for purchase transactions (E O l). A file of unfilled purchase orders 
is generally maintained on the computer or as a hard copy. A subsequent independent check on the 
disposition of purchase orders to determine that the goods and services were received and recorded 
relates to the completeness assertion for purchase transactions (C l).

Receiving the goods
A valid purchase order represents the authorization for the receiving department to accept goods 
delivered by suppliers. The quantity ordered is sometimes obliterated to ensure that receiving clerks 
will make careful counts when the goods are received. Receiving department personnel should 
compare the goods received with the description of the goods on the purchase order, count the 
goods and inspect them for damage. Delivery of unordered goods should be refused.

The segregation of receiving from requisitioning and purchase ordering prevents those making 
requisitions from ordering goods directly from suppliers. It also prevents the purchasing department 
from gaining access to goods improperly ordered.

A prenumbered goods received note should be prepared for each delivery. In a computer informa
tion system it may be prepared by adding the appropriate receiving data to order details held on file. 
The goods received note is an important document in supporting the occurrence assertion for purchase 
transactions (E O l). A copy of the goods received note is forwarded to accounts. A periodic indepen
dent check on the sequence of prenumbered goods received notes (to determine that a supplier’s invoice 
has been recorded for each) relates to the completeness assertion (C l).

Storing goods received for inventory
On delivery of the goods to stores or other requisitioning department, receiving clerks should obtain 
a signed receipt on the copy of the goods received note retained by the receiving department. 
This provides further evidence for the occurrence assertion for the purchase transaction (EO l). The 
signed receipt also establishes subsequent accountability for the purchased goods. The physical safe
keeping of inventory and the maintenance of records over inventory quantities will be considered in 
Chapter 12.
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Checking and approving the supplier’s invoice
For goods and services supplied on credit, the supplier is usually instructed by the purchase order to 
send the invoice directly to the entity’s accounting department. Prior to being recorded suppliers’ 
invoices are checked and approved. Procedures applicable to this function include:

• serially numbering suppliers’ invoices on receipt so that subsequent checks of numerical continuity 
can confirm that all invoices are recorded (C l);

• establishing the agreement o f the details of suppliers’ invoices with the related goods received notes 
and purchase orders to ensure that all invoices relate to valid purchase transactions (E O l);

• determining the mathematical accuracy of the suppliers’ invoices (ACV1);
• coding the account distributions on the suppliers’ invoices (indicating the asset and expense accounts 

to be debited) (ACV1, PD1);
• approving the invoices for payment by having an authorized person sign the invoice (E O l, R O l) ;
• preparing a daily prelist of suppliers’ invoices approved for payment (E O l, C l ,  ACV1).

A common practice is to stamp a grid on the supplier’s invoice. The grid has boxes in which to record 
the serial numbers of purchase orders and goods received notes, the account codes and the initials o f the 
clerk performing the check. Invoices, purchase orders and goods received notes are commonly stapled 
together to support the subsequent payment and are then filed by supplier.

Other kinds of supporting documentation (such as copies of contracts) may be required when the 
invoice relates to certain types of service or to leased assets. In other cases, such as for monthly utility 
bills, the supplier’s invoice alone may suffice because there is no purchase order and goods received 
note. Other forms of verification will be required, such as a check of utility bills against meter readings 
recorded in a special register.

Unpaid suppliers’ invoices and supporting documentation are held in a file in the accounts 
department pending their subsequent payment. Properly approved suppliers’ invoices provide the 
basis for recording purchase transactions.

Recording the liability
In manual systems, the approved suppliers’ invoices are entered in the purchase journal, the monthly 
totals of which are posted to the trade payables control account in the general ledger. The approved 
suppliers’ invoices are sent daily, with a prelist, to the accounting department for recording in the 
bought ledger. An accounting supervisor should perform an independent check of the agreement of the 
total of the invoices recorded by accounting personnel with the daily prelist. Furthermore, a supervisor 
should check, each month, that the total of balances on the bought ledger agrees with the control 
account in the general ledger. A discrepancy will indicate the presence of errors in the recording of 
suppliers’ invoices in either the purchase journal or the bought ledger (E O l, C l ,  ACV1).

In batch processing computer information systems, personnel in the accounts department either 
send approved suppliers’ invoices to the computer department or enter the data via terminals. 
Programmed edit checks are made for such matters as valid suppliers and the reasonableness of 
amounts. When the data for a supplier’s invoice are accepted by the computer, the accounts payable 
master file for rhat supplier is updated and the invoice is added to the purchase transactions file. 
Additional controls over the accuracy o f the data entry process include the use o f batch totals and 
exception reports (E O l, C l ,  ACV1).



Auditing purchases, trade payables (creditors) and payroll

The purchase transactions file is used to update the inventory and general ledger master files. 
Printouts of the purchase journal and a general ledger summary showing the amounts posted to general 
ledger accounts are produced by the update program and sent to accounting. An accounting supervisor 
determines the agreement of the printouts with the prelist prepared.

In on-line systems the invoice is entered immediately on receipt, automatically approved by 
reference to order and receiving details, and coded by reference to information recorded on the 
order. The accounts payable, inventory and general ledger files are immediately updated. Manual 
verification is required only if programmed application controls reject the invoice.

M onthly statements received from suppliers should be reconciled with the recorded supplier 
balances. Periodic performance reviews by management, in the form of comparisons of asset, liability 
and expense balances with budgeted amounts, can provide a means of both controlling expenditures 
and detecting misstatements in recorded purchase transactions.

Illustrative system  fo r  pu rchase tran sactions
A flow chart of a representative system for processing purchase transactions is shown in Figure 11.2. 
In this system, purchase orders are prepared in the purchasing department using on-line terminals. 
Multicopy purchase orders are printed and distributed, as shown in the flow chart, and an open

PURCHASING RECEIVING ACCOUNTS PAYABLE

Figure 11.2 System flow chart -  purchase transactions.



CHAPTER 11

purchase order file is maintained on the computer. When goods arrive in the receiving department, a 
copy of the matching purchase order is pulled from the file. The goods are then counted, inspected and 
compared against relevant details on the copy of the purchase order. Next, receiving clerks use their 
computer terminals to retrieve the computer record of the purchase order from the open purchase 
order file. After a clerk keys in the quantities received, the computer produces a multicopy goods 
received note and transfers the record from the open purchase order file to the goods received note file. 
The copies of the goods received note are distributed as shown in the flow chart.

Copies of the purchase order and goods received note for each transaction are placed in a holding 
file in the accounts department pending arrival of the supplier’s invoice. Once the supplier’s invoice 
arrives, an accounts clerk checks its mathematical accuracy and compares it with the purchase order 
and goods received note.

Batches of approved matched documents are assembled and a batch total is calculated manually. Data 
keyed in from the suppliers’ invoices, together with matching data extracted by the computer from the goods 
received note file, are then used to create the purchase transactions file. The batch total is printed out and 
compared with the manual batch total in accounts, and any differences are resolved. The unpaid suppliers’ 
invoices are collated with the supporting documents and filed by due date in the accounts department.

The purchase transactions file is subsequently used to update the trade payables, inventory and 
general ledger master files. Outputs of that run include a purchase journal listing the newly processed 
invoices and a general ledger summary showing the totals posted to the general ledger accounts.

Payment transactions
This section considers the common documents and records, functions and control activities for 
payment transactions.

Functions
The two payments functions are:

• paying the liability;
• recording the payments.

These functions should not be performed by the same department or individual.

Paying the liability
The accounts department is responsible for ensuring that suppliers’ invoices are processed for payment 
on their due dates. Payment is normally required within 30 days and, in practice, most entities pay the 
unpaid trade payables balance at the end of each calendar month. Where prompt payment discounts 
are allowed, such as a 2%  discount on invoices paid within 10 days, and where it is entity policy to take 
them up, relevant invoices need to be scheduled for payment within the allowed period.

Payments are normally by cheque, although regular suppliers may be paid by credit transfer. In a 
manual system, a cheque requisition is prepared and forwarded to the treasurer’s department for prepara
tion of the cheques. The requisition is usually accompanied by supporting documentation consisting of the 
supplier’s statement and related invoices (including the attached orders and goods received notes).

In a hatch computer system, the computer can be programmed to extract the payments due on each 
day from the accounts payable master file, produce the cheques and a cheque summary (or a credit 
transfer list) and enter the payment data in a payment transactions file. The cheques (and credit
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transfer list) are then forwarded to the accounts department, where they are physically matched with 
the supporting documents before being forwarded to the treasurer’s office for signing.

Where controls over input to the accounts payable master file are strong, computer-produced 
cheques may be mechanically signed using a signature plate. The signatory should maintain physical 
custody of the signature plate and release it only after scrutiny of the list of cheques to be signed. In such 
systems, cheques must be mailed directly from the computer department and not returned to the 
accounts department. With on-line banking, credit transfer details may be electronically transmitted to 
the bank. Access controls should restrict this function to approved signatories.

Controls over the preparation and signing of the cheques and related specific audit objectives 
include the following:

• authorized personnel in the treasurer’s department, who otherwise have no responsibility for 
initiating or processing purchase transactions, should be responsible for signing the cheques (E 0 2 );

• authorized cheque signers should determine that each cheque is accompanied by properly approved 
suppliers’ invoices, and that the name of the payee and amount on the cheque agree with details on 
the invoice (ACV2);

• the suppliers’ invoices and supporting documents should be stamped (or otherwise cancelled) with 
the date or the cheque number when the cheque is signed to prevent resubmission for duplicate 
payment (E 0 2 );

• the cheque signer should control the mailing of the cheques to reduce the risk of theft or alterations 
(E 02);

• no cheques should be made payable to ‘cash’ or ‘bearer’ and no blank cheques should be issued (E 0 2 );
• prenumbered cheques should be used (C2); and
• access to blank cheques and to signature plates should be limited to authorized personnel (C2).

Cheques generally include a perforated attachment known as a remittance advice that identifies the 
serial numbers of the invoice(s) being paid. Alternatively, copies of the supplier’s statement or 
remittance advice provided by the supplier can be enclosed with the cheques mailed to suppliers.

Recording the payments
In manual systems, accounting personnel journalize the payments from the cheques issued to the 
payments journal or the cheque register. These personnel should not participate in the execution of 
purchase transactions such as checking, approving or recording suppliers’ invoices, or in the preparation 
of the cheques. In computer systems, the payment transactions file created when cheques are prepared is 
used to update the accounts payable master file and general ledger accounts. The update program also 
produces the payments journal and a general ledger summary, which are forwarded to accounting. 

Controls over the recording of payments include:

• an independent check by an accounting supervisor of the agreement of the amounts journalized and 
posted to the bought ledger with the cheque summary received from the treasurer (E 0 2 , C2, ACV2)

• independently prepared bank reconciliations (E 0 2 , C2, ACV2).

Payroll transactions
An entity’s payroll transactions include salaries, hourly and incentive (piecework) wages, commis
sions, bonuses and employee benefits (for example, health insurance and paid holidays). This section 
will focus on hourly paid employees. The payroll transactions also record deductions from payroll in
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determining net pay. These deductions may be statutory (such as taxation) or by agreement (such as 
employee contributions to a pension scheme). Deductions are recorded as liabilities for payment to the 
appropriate body.

Functions
The relevant functions are those of:

• hiring employees;
• authorizing payroll changes;
• preparing attendance and timekeeping data;
• preparing the payroll;
• recording the payroll; and
• paying the payroll and protecting unclaimed wages.

Below we will explain each function. Where applicable, we will refer to the flow chart in Figure 11.3, 
which shows a representative system for processing payroll transactions. In this case, the entity is using 
on-line entry/on-line processing for payroll authorization changes and batch entry/batch processing for 
preparing the payroll.

DATA CONTROL

Figure 11.3 System flow chart -  payroll transactions.
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It is evident from the flow chart that responsibility for executing and recording payroll is spread over 
several departments. This segregation of duties significantly contributes to reducing the risk of pay
ments to fictitious employees and the risk of excessive payments to actual employees due to inflated 
rates or hours.

Hiring employees
Employees are hired by the human resources department. Details are documented on a personnel 
authorization form, which should indicate the job classification, starting wage rate and authorized 
payroll deductions. In the system shown in Figure 11.3, data on new employees are entered in the 
human resources data master file. Access to data entry to this file is restricted, by password, to 
authorized individuals in the human resources department. One copy of the human resources author
ization form is placed in the employee’s personnel file in the human resources department. Another 
copy is sent to the payroll department. Periodically, a computer-generated log of all changes to the 
master file is printed and independently checked by a human resources manager not involved in 
entering the data into the computer.

Segregating the functions of human resources and payroll reduces the risk of payments to fictitious 
employees because only the human resources department may add new employees to the personnel 
master file and only the payroll department may process the payment of wages (E 0 3 , R 0 2 ) . This 
segregation of function is also an important control in the next function -  authorizing payroll changes. 
Thus, human resources department employees cannot benefit from falsifying personnel records, while 
payroll department employees can process payroll only for employees listed in the personnel records 
and at the wage rates specified therein.

Authorizing payroll changes
The request for a change in job classification (or a wage rate increase) may be initiated by the 
employee’s supervisor. However, all changes should be authorized in writing by the human 
resources department before being entered in the personnel data master file. Other controls over 
entering the changes in the computer and distributing the change forms are the same as those for 
new employees. These controls over payroll changes help to ensure the accuracy of the payroll 
(R 02 , ACV3).

The human resources department should also issue a termination notice on completion of an 
individual’s employment. It is vital that the payroll department is promptly notified of such termina
tions to prevent payment continuing to be made to employees after they have left (E 03).

Preparing attendance and timekeeping data
In many entities, a timekeeping department is responsible for this function for hourly paid employees. 
Time clocks are frequently used to record time worked. Each employee ‘clocks on’ and ‘clocks off’ by 
inserting a clock card or employee identity card in the clock. To prevent one employee from ‘punching 
in’ for another, the time clock should be located in view of supervisory or security personnel. It may 
also be used to record direct labour charged to individual jobs within work in progress, thus ensuring 
the reliability of costing records and inventory valuation.

All time worked that has been recorded on clock cards should be approved in writing by a 
supervisor, particularly with regard to the authorization of overtime. The timekeeping department 
then forwards the clock cards to the payroll department for use in preparing the payroll. In modern
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systems the time clock is electronically linked to the computer. Approval of hours worked is signalled 
by the supervisor using his or her personal access code. These controls ensure that payment is made 
only for hours worked (E 0 3 , R 0 2 ) .

Preparing the payroll
Figure 11.3 illustrates typical controls in a basic system for preparing the payroll. Clock cards are 
batched in the payroll department and a batch total is prepared of hours worked. The documents and a 
batch transmittal form are then sent to data control in the computer department. Data control verifies 
the information on the batch transmittal form, enters the batch totals in a control log and forwards the 
documents to data entry where they are keyed into the system. The resulting payroll transactions data 
are then used in preparing the payroll.

In run 1 (see Figure 11.3), the payroll transactions are subjected to an edit check routine, 
including a check for a valid employee number and a limit or reasonableness check on the hours 
worked. The output of this run consists of a valid payroll transactions file and an exceptions and 
control report that is sent to data control. Data control compares the control totals with the batch 
control log, informs the payroll department of exceptions discovered by the edit routine and follows 
up to see that the payroll department submits corrected data. In the system shown in Figure 11.3, 
the calculation of the payroll and the preparation of the payroll register and payroll cheques occur 
in run 2. The program uses data from the valid payroll transactions file, the personnel data master 
file and the employee earnings master file(s). This run also records the payroll, as described in the 
next section.

Recording the payroll
Using calculated gross pay, deductions and net pay for each employee from run 2, the program updates 
the employee earnings master file and accumulates totals for the payroll journal entry that is generated 
and entered in the general ledger master file at the end of the run. The following printed outputs of this 
run are sent to data control:

• an exceptions and control report that data control reviews before distributing the other printed 
output

• a copy of the payroll register that is returned to the payroll department for comparison with the 
original batch transmittal data

• a second copy of the payroll register and prenumbered payroll cheques that are sent to the treasurer’s 
office (or pay slips and a cheque for total net pay if wages are paid in cash)

• a general ledger summary that is sent to accounting, showing the payroll entry generated by the 
payroll program.

Proper review of each of these outputs by the appropriate personnel contributes to control over 
misstatements (E 0 3 , C3, R 0 2 ,  ACV3).

In manual systems, it is common practice for a senior accounting officer to approve the payroll 
before payroll cheques are prepared. In smaller entities, the authorizing officer could verify payroll by 
reconciling it with the previous period’s payroll, allowing for hirings, terminations, changes in hours 
worked, etc. In any event, the payroll should be independently checked against personnel records at 
regular intervals.
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Paying the payroll and protecting unclaimed wages
These functions are not shown in Figure 11.3. However, the preceding section shows that the payroll 
cheques and a copy of the payroll register are sent to the treasurer’s or chief accountant’s office where 
these functions are commonly performed. Applicable controls include the following:

• Treasurer’s office personnel should check the agreement of the names and amounts on cheques with 
payroll register entries (E 0 3 , C3, ACV3).

• Payroll cheques should be signed by treasurer’s office personnel nor involved in preparing or 
recording the payroll, using cheque-signing machines and signature plates.

• Access to cheque-signing machines and signature plates should be restricted to authorized 
individuals.

• Payroll cheques should be distributed to employees by treasurer’s office personnel not involved in 
preparing or recording the payroll, who should require proper identification of employees (E 0 3 , 
ACV3).

• Unclaimed payroll cheques should be stored in a safe or vault in the treasurer’s office (E 0 3 , C3).

Another important control over paying the payroll in many large entities is the use of an imprest 
payroll bank account on which all payroll cheques are drawn. This account is funded with the 
amount of net pay. Any errors in preparing payroll cheques or deliberate falsification of payroll 
cheques would soon be detected because cheques paid in would exceed the account balance, causing 
the bank to refuse acceptance (E 0 3 , ACV3). Increasingly, entities are paying wages by direct 
credit transfer to employee bank accounts, eliminating the need for cheques and the associated risks 
of their misuse.

Some entities pay wages in cash. The payroll system is designed to produce pay slips instead of pay 
cheques, and a single cheque is produced for the total net pay. The exact amount of cash should be 
drawn from the bank, and the pay envelopes should be filled and distributed by authorized treasurer’s 
office personnel not involved in preparing or recording the payroll. A preferred system is to arrange for 
a security company to collect the cash from the bank and make up the pay envelopes, which are then 
delivered to the entity ready for distribution. Unclaimed wage packets should be returned immediately 
to a safe in the accounting office and recorded in an unclaimed wages book. If unclaimed by the end of 
the day, the wages should be rebanked.

y  LEARNING CHECK___________________________________

• Purchasing involves the functions of:

-  requisitioning;
-  ordering;
-  receiving;
-  storing goods;
-  approving the invoice; and
-  recording the liability.

• An important control is the segregation of each of these functions.
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• Requisitioning is either automatic on reaching the inventory reorder point, or by authorized 
individuals.

• The purchasing department obtains goods and services on the best terms and issues purchase orders 
to suppliers.

• The receiving department only accepts goods as ordered, and issues goods received notes.

• Goods are sent to the warehouse, which is responsible for the safe custody of inventory.

• The accounts department approves invoices by verifying details against orders and goods received 
notes.

• Approved suppliers’ invoices are recorded in the purchase journal and bought ledger with appro
priate controls to ensure completeness and accuracy.

• Payment involves the functions of:

-  paying the liability; and
-  recording the payment.

• In manual systems, the cheque signer verifies supporting documents and cancels them to prevent 
reuse.

• In computer systems, reliance may be placed on controls over the existence of liabilities entered in 
the accounts payable master file. Cheques are produced by the computer and mechanically signed. It 
is vital that cheques are not returned to the purchasing and accounts departments.

• Payroll transactions involve the functions of:

-  hiring;
-  authorizing changes;
-  timekeeping;
-  preparing the payroll;
-  recording the payroll;
-  distributing pay.

• It is important to segregate the human resources functions of hiring and authorizing changes from all 
other payroll functions.

• The greatest risk is of payments to fictitious employees, either through entering details of fictitious 
employees in the records, or by failing to remove details of employees who have left.

Developing the Audit Plan
In the previous section, we illustrated features of the internal control structure relating to purchase, 
payment and payroll transactions typically identified and recorded by auditors in obtaining the 
understanding as required by ISA 315, (Redrafted) Identifying and Assessing the Risks o f  Material 
Misstatement Through Understanding the Entity. The next phase of the audit is to assess inherent and 
control risk to assess the risk of material misstatement at the assertion level. This phase commences
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with the auditors considering materiality and inherent risk and making a preliminary assessment of 
control risk based mainly on evaluating the design effectiveness of the internal controls. This enables 
the auditors to determine the audit strategy and to plan an appropriate combination of tests of control 
and substantive procedures. Tests of control confirm (or otherwise) the auditor’s preliminary assess
ment of control risk by testing operating effectiveness. Results of the tests of control may require a 
reassessment of control risk and a revision of the planned level of substantive procedures.

Audit strategy considerations
The audit strategy will be based on the materiality of the relevant transactions and balances and the 
auditor’s assessment of inherent risk and control risk.

M ateriality
Purchase and payroll transactions account for the major expenses incurred by a business, so are a 
major component in the determination of net profit. They also relate to the acquisition of major classes 
of asset (notably inventories and property, plant and machinery), which are also individually material. 
Moreover, the balance on trade trade payables produced by credit purchase transactions is nearly 
always material to the balance sheet. Thus, auditors seek to achieve a low level of risk that errors in 
purchase and payroll transactions could cause material misstatements in the financial statements.

Inherent an d  control risks
In assessing inherent risk for purchase and payroll assertions, auditors should consider pervasive 
factors that could motivate management to misstate expenditure. These may include:

• pressures to understate expenses in order to report, falsely, the achievement of announced profit
ability targets or industry norms; or

• pressures to understate payables in order to report a higher level of working capital in the face of 
liquidity problems or going-concern doubts.

These factors primarily affect the completeness assertion and reduce the acceptable detection risk, 
particularly in testing for understatement of liabilities.

Other factors that may contribute to misstatements include:

• the high volume of transactions, which affects all assertions
• temptations for employees to make unauthorized purchases and payments, or to misappropriate 

purchased assets, which relate to the occurrence assertion
• contentious accounting issues such as whether a cost should be capitalized or expensed (for example 

the treatment of repairs and maintenance costs or the classification of a lease as an operating or 
finance lease), which relate to the classification assertion

• the complexity of payroll computations for factory workers whose gross earnings may be based on 
time and/or productivity, affecting the classification of payroll costs.
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Payroll fraud is a major concern for auditors. Employees involved in preparing and paying the payroll 
may process data for fictitious employees or for employees whose services have already been termi
nated, and then divert the wages for their own use. This affects the auditor’s assessment of risk for the 
occurrence assertion for payroll.

In most well-established entities, management’s own risk assessment procedures will have led it to 
adopt control activities to reduce the risk of misstatements occurring in the processing and recording of 
transactions. However, the existence and effectiveness of controls pertaining to different transaction 
class assertions for purchases, payments and payroll can vary considerably among entities and 
even among assertions for the same entity. Moreover, auditors must remain mindful of the 
inherent limitations of internal control, including the possibility o f management override, collusion, 
errors due to fatigue or misunderstanding and failure to adapt the control structure for changed 
circumstances.

A udit strategy
The high volume of transactions, combined with the likely existence o f effective control activities over 
these transactions, means that it is normally appropriate to adopt an approach based on a lower 
assessed level of control risk, particularly in respect to the occurrence, accuracy and classification 
assertions. For other assertions, the audit strategy may vary with the assessed risk of material 
misstatement. The volume of transactions, however, means that the lower assessed level of control 
risk approach is preferred wherever the assessment of risk can support such a strategy.

C on tro l environm ent
Factors relating to the control environment that auditors need to consider when assessing control risk 
for purchase, payment and payroll transactions include those described below:

• Integrity and ethical values are important because there are numerous opportunities for employee 
fraud in processing purchase, payment and payroll transactions and for fraudulent financial report
ing by management of expense account balances. Purchasing agents may be subjected to pressures 
from solicitous suppliers, for example including offers of ‘kickbacks’ for transacting more business 
with those suppliers.

• M anagement’s com mitment to com petence  should be reflected in the assignment and training of 
personnel involved in processing purchasing, payment and payroll transactions. In particular, 
individuals involved in payroll functions should be knowledgeable about employment laws and 
regulations, and the applicable provisions of labour contracts.

• The entity’s organizational structure and management’s assignment o f  authority and responsibility 
over purchase, payment and payroll transactions should be clearly communicated and provide for 
clear lines of authority, responsibility and reporting relationships. As an example, purchasing, 
receiving, and stores or warehousing activities may fall under the duties of the production director; 
accounting may be the responsibility o f the finance director and payments may be supervised by the 
treasurer. Overall responsibility for personnel matters is often assigned to a director or manager of 
human or personnel resources. Officers’ salaries and other forms of compensation are usually set by 
the board of directors.
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Assessment of control risk
Assessment of control risk is normally undertaken in two phases. On obtaining the understanding of 
internal control, auditors will normally test the design effectiveness of controls and form a preliminary 
assessment. Where the design effectiveness of control risk is assessed as being less than high and a lower 
assessed level of control risk strategy adopted, tests of the operating effectiveness o f controls will be 
included in the audit programme to confirm the preliminary assessment. Tests of both the design and 
operating effectiveness of control for each o f the three transaction classes are described below.

Purchase transactions
Table 11 .2  contains a partial listing of potential misstatements, necessary controls, potential tests of 
the operating effectiveness of those controls and the specific transaction class audit objective for 
purchases to which each belongs.

Table 11.2 Control risk assessment considerations -  purchase transactions

FUNCTION POTENTIAL
MISSTATEMENT

NECESSARY CONTROL POSSIBLE TEST 
OF OPERATING 
EFFECTIVENESS

RELEVANT TRANSACTION 
CLASS AUDIT OBJECTIVE 
(FROM TABLE 11.1)

E01 C1 R01 ACV1 PD1 C-01

Requisitioning 
goods and 
services

Goods may be 
requisitioned for 
unauthorized 
purposes

General and specific 
authorization procedures

Inquire about 
procedures

y

Preparing
purchase
orders

Purchases may be 
made for 
unauthorized 
purposes

Approved purchase 
requisition for each order

Examine purchase 
orders for approved 
requisitions

y

Receiving
goods

Goods received 
may not have been 
ordered

Approved purchase order 
for each shipment

Examine goods 
received note for 
matching purchase 
order

y

Incorrect quantities, 
damaged goods or 
incorrect items may 
be received

Receiving clerks to count, 
inspect and compare goods 
received with purchase order

Observe 
performance by 
receiving clerks

y

Storing goods 
received for 
inventory

Stores clerks may 
deny taking custody 
of purchased goods

Obtain signed receipt upon 
delivery ot goods from 
Receiving to Stores

Inspect signed 
receipts

y

Approving the 
invoice

Invoices may be 
recorded for goods 
not ordered

Matching purchase order 
and goods received note 
with supplier’s invoice

Examine supporting 
documentation tor 
invoices3

y  y  y y  y  —

(continued overleaf)
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Table 11.2 (continued)

FUNCTION POTENTIAL
MISSTATEMENT

NECESSARY CONTROL POSSIBLE TEST 
OF OPERATING 
EFFECTIVENESS

RELEVANT TRANSACTION 
CLASS AUDIT OBJECTIVE 
(FROM TABLE 11.1)

E01 C1 R01 ACV1 P01 C-01

Recording the 
liability

Invoices may be 
recorded incorrectly 
or not recorded

Independent check of 
agreement of prelist against 
amounts recorded in purchase 
journal

Examine evidence of 
independent check; 
reperform 
independent check3

/ /  —  /  /  —

Periodic accounting for pre- 
numbered goods received 
notes and purchase orders

Observe procedure; 
reperform

Periodic performance reviews 
by management of reports, 
comparing actual asset, trade 
payable and expense balances 
with budgeted amounts

Inquire of
management about 
results of 
performance 
reviews; inspect 
reports3

/ ✓  ✓  ^  ✓  —

Preliminary assessment -  design effectiveness
The potential misstatements and necessary controls listed in Table 11.2 form the basis of internal control 
evaluation checklists. As explained in Chapter 10 on sales and trade receivables, auditors apply this 
checklist to the documented information system and reach a conclusion as to the effectiveness of 
controls relative to each potential misstatement. The basis for this conclusion is normally explained 
on the checklist, which thus forms part of the necessary documentation of the assessment of inherent and 
control risk. Where the auditor’s understanding of the system is obtained and recorded by means of 
internal control questionnaires, this process simultaneously assesses and documents control effective
ness. Where controls over a particular assertion are judged to be effective and the auditors adopt a 
moderate or high planned level of detection risk for that assertion, the audit programme must incorpo
rate tests of operating effectiveness.

Tests of operating effectiveness
The extent of tests of controls will vary inversely with the auditor’s preliminary assessment of control 
risk. Statistical or nonstatistical attribute sampling procedures (see Chapter 8) may be applicable to 
certain tests. Recall that the direction o f testing must be compatible with the specific audit objective 
to which the test relates -  vouching for occurrence and tracing for completeness. Evidence applicable to 
other assertion categories can be obtained from testing in either direction. Also, recall that some tests, 
particularly those pertaining to checking and approving suppliers’ invoices and recording the liability, 
may be performed as dual-purpose tests. In these tests, evidence is obtained about the effects, measured 
in money, of processing errors on account balances, as well as about the frequency of deviations 
from controls. These tests are marked with an a in Table 11.2. Based on the evidence obtained from 
procedures to obtain an understanding of internal control and related tests of control, the auditors 
make a final assessment of control risk for each significant assertion related to purchase transactions.

When the processing of purchase transactions is computer assisted, the auditors may use the 
computer in performing tests of control, using techniques similar to those described for sales
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transactions in Chapter 10. In particular, tests of effectiveness must be performed for any controls that 
serve as the basis for a control risk assessment at a reduced level. This includes making inquiries and 
inspecting documentation concerning general controls over changes to programs and master files used 
in processing purchase transactions.

Tests of application controls may include the use of test data to determine whether expected results 
are produced by the entity’s program for accepting and recording data for unpaid suppliers’ invoices in 
circumstances such as the following:

• a missing or invalid supplier number
• a missing or invalid account classification code number
• a missing or unreasonable amount
• a missing due date or payment terms
• alphabetical characters in a numeric field.

Examples of other possible computer-assisted audit tests are:

• using generalized audit software or a database program to perform sequence checks in designated 
computer files and print exception reports of gaps in the sequence of purchase orders, goods received 
notes or invoices

• designing, selecting and evaluating an attribute sample of goods received notes or unpaid invoices. 

Payment transactions
Table 11.3 contains a partial listing of potential misstatements, necessary controls, possible tests of the 
operating effectiveness of those controls, and the specific transaction class audit objective for payments 
to which each belongs. As explained for purchases, the potential misstatements and necessary controls 
would be the basis of a checklist used to assess design effectiveness. Similarly, an audit programme for 
tests of the operating effectiveness of controls for payment transactions can be prepared, based on the 
potential tests of control in Table 11.3. Possible computer-assisted tests of control are also similar to 
those for purchase transactions. Thus, for example, test data can be used to test programmed controls 
pertaining to the preparation and recording of cheques. Computer assistance can also be used to 
design, select and evaluate an attribute sample for payments.

Payroll transactions
The process of assessing the control risk for payroll transactions begins, as for purchases and payments, 
by identifying potential misstatements and necessary controls. These steps are shown in the second and 
third columns of Table 11.4. Possible tests of control are shown in the fourth column.

In computer information systems (CIS), access controls over changes to personnel data are 
important. In the testing of controls in CIS, test data can be used to test programmed controls 
pertaining to the preparation and recording of payroll. Where time recording is computerized, test 
data can also be used in testing programmed controls over timekeeping.

In assessing control risk, auditors realize that misstatements in payroll may result from intentional 
errors or fraud. O f particular concern is the risk of overstatement of payroll through:

• payments to fictitious employees
• payments to actual employees for hours not worked
• payments to actual employees at higher than authorized rates.
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Table 11.3 Control risk assessment considerations -  payment transactions

FUNCTION POTENTIAL
MISSTATEMENT

NECESSARY CONTROL POSSIBLE TEST OF
OPERATING
EFFECTIVENESS

RELEVANT TRANSACTION 
CLASS AUDIT OBJECTIVE 
(FROM TABLE 11.1)

E02 C2 R02 ACV2 PD2 C-02

Paying the 
liability

Cheques may be 
issued for 
unauthorized 
purchases 
An invoice may be 
paid twice

A cheque may be 
altered after being 
signed

Cheque signers review 
supporting documentation 
for completeness and 
approval
‘Paid’ stamp placed on 
invoice and supporting 
documents when cheque 
issued
Cheque signers mail 
cheques

Observe cheque signers 
performing independent 
check of supporting 
documentation 
Examine paid invoices for 
‘paid’ stamp

Inquire about mailing 
procedures; observe 
mailing

✓  _  ✓  _  _  _

Recording the A cheque may not be 
payment recorded

Errors may be made 
in recording cheques

Cheques may not be 
recorded promptly

Use of and accounting for 
prenumbered cheques

Independent check of 
agreement of amounts 
journalized and posted with 
cheque summary 
Periodic independent bank 
reconciliations 
Independent check of dates 
on cheques with dates 
recorded

Examine evidence of 
use of and accounting for 
prenumbered cheques
Observe procedure; 
reperform3

Examine bank 
reconciliations3 

Reperform independent 
check

✓  ✓  —  ✓  — — 

✓  ✓  —  ✓  ✓  —

Table 11.4 Control risk assessment considerations for payroll transactions

FUNCTION POTENTIAL
MISSTATEMENT

NECESSARY
CONTROL POSSIBLE TEST 

OF OPERATING 
EFFECTIVENESS

RELEVANT TRANSACTION CLASS 
AUDIT OBJECTIVE (FROM TABLE 
11.1)

E03 C3 R03 ACV3 PD3 C-03

Hiring employees Fictitious employees Human resources Examine
may be added to the department authorization forms 
payroll authorization for all new fo r new hires 

hires

✓  _  ✓  _  _  —

Authorizing payroll Employees may receive Human resources Inquire about —  —  /  /
changes unauthorized rate department procedures for

increases authorization for all rate authorizing rate
changes changes

Terminated employees Human resources Examine termination /  —  —  —
may remain on the department notification notices in payroll
payroll to payroll department of department

all terminations
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Preparing 
attendance and 
timekeeping data

Employees may be paid for 
hours not worked

Use of time clock 
procedures and 
supervisory approval of 
time tickets

Observe time clock 
procedures; examine 
time tickets for 
supervisory approval

✓ y  — y y  —

Preparing the 
payroll

Payroll data may be lost 
during submission to 
computer department

Batch totals of hours 
worked prepared by 
payroll department and 
verified by data control

Examine evidence of 
preparation and use 
of batch totals

✓  —

Payroll transactions file 
may include incorrectly 
keyed or invalid data

Edit checks of data on 
payroll transactions file

Observe data entry 
procedures; examine 
exceptions and 
control report3

✓ ✓  - y ✓  —

Recording the 
payroll

Processing errors may 
occur in recording the 
payroll

Exceptions and control 
report reviewed by data 
control

Inquire about 
preparation and use 
of exceptions and 
control report3

✓ ✓  y y ✓  —

Unauthorized changes 
may be made to payroll 
data in computer 
department

Payroll department 
comparison of payroll 
register with original 
batch transm ittal data

Reperform
comparison3

y y  y y ✓  -

Paying the payroll 
and protecting 
unclaimed wages

Payroll cheques may be 
distributed to unauthorized 
recipients

Employee identification 
on distribution

Witness distribution 
of payroll

Note. aTests are sometimes performed as a part of dual-purpose tests.

The first two risks relate to the occurrence assertion. The third risk relates to the accuracy 
assertion.

The risk of understatement (the completeness assertion) is of minimal concern because employees 
will complain when they are underpaid. Accordingly, many tests of payroll controls are directed at 
controls that prevent or detect overstatements. The direction of testing for these controls is from the 
recorded payroll data to source documents; for example, the auditors may vouch data for a sample of 
employees in a payroll register to approved clock card data and authorized pay rates and deductions.

Two tests of control pertaining to the control risk for the occurrence assertion are the test for 
terminated employees and witnessing a payroll distribution. The former represents an exception to the 
normal direction of testing for payroll in that the auditors select a sample of termination notices and scan 
subsequent payroll registers to determine that the terminated employees did not continue to receive pay 
cheques. In witnessing the distribution of payroll cheques or envelopes, the auditors observe that:

• segregation of duties exists between the preparation and payment of the payroll
• each employee is identified by a badge or employee identification card
• each employee receives only one cheque or pay envelope
• there is proper control and disposal of unclaimed wages.

Final assessment
Based on the evidence obtained from the procedures to obtain an understanding of internal control and 
related tests of control, the auditors make a final assessment of inherent and control risk. This
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assessment enables the auditors to confirm the planned level of substantive procedures to be per
formed. The auditors must ensure that control deviations are properly identified and that their 
implications for the assessment of control risk are properly considered as to whether further substan
tive procedures need to be performed.

0  LEARNING CHECK___________________________________

• In developing the audit plan, auditors need to have:

-  obtained the understanding of the accounting system, control procedures and control environment;
-  assessed inherent risk both for the entity and for the specific transactions, balances and disclosures; and
-  assessed control risk based on the results of tests of control.

• Purchase, payment and payroll transactions are always material and trade payables are nearly 
always material to an entity, making the audit of this area important to the audit overall.

• The greatest inherent risks are those of fraudulent purchases for private use by an employee, 
understatement of credit purchase transactions and of the trade payables balance, and payments 
to fictitious employees. Because of the volume of transactions, most entities ensure their internal 
control system relating to such matters is effective.

• It is nearly always advantageous to assess inherent and control risk as less than high in order to 
reduce the level of costly substantive procedures.

• Testing the design effectiveness of controls is achieved by evaluating the system with the aid of a list 
of potential misstatements and suggested control procedures. Possible misstatements include pay
ment for goods not ordered or received and payment to fictitious employees.

• Tests of the operating effectiveness of controls involve the examination of evidence of the perfor
mance of control procedures.

• The audit programme is usually determined on the basis of the preliminary assessment of controls, 
which typically consists of the assessment of design effectiveness. The audit plan may need to be 
revised if tests of operating effectiveness fail to confirm the preliminary assessment.

Substantive Procedures
Trade payables are usually the largest current liability in a balance sheet and a significant 
factor in the evaluation o f an entity’s short-term solvency. Like trade receivables, they are 
affected by a high volume of transactions and thus are susceptible to misstatements. However, 
whereas with trade receivables the auditors are concerned with overstatement, with trade 
payables, understatement is the greatest risk. The reason is that management, if motivated to 
misrepresent trade payables, would be likely to understate them in order to report a more 
favourable financial position. Compared with the audit of asset balances, the audit of trade 
payables places more emphasis on gathering evidence about the completeness assertion than 
the existence assertion.
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Determining detection risk
Trade payables are affected by purchase transactions that increase the account balance and payment 
transactions that decrease the balance. Thus, detection risk for trade payable assertions is affected by 
the inherent and control risk factors related to both of these transaction classes. Auditors use the 
methodology explained in Chapter 9 for combining control risk assessments for transaction class 
assessments to arrive at control risk assessments for trade payables balance assertions. Auditors then 
use the methodology explained in Chapter 5, involving the audit risk model or a risk matrix, to 
determine acceptable levels of detection risk in planning the audit. The application of this process for 
trade payables is summarized in Table 11.5. The risk levels specified in this matrix are only illustrative 
and would vary based on the entity’s circumstances. Furthermore, note that the acceptable detection 
risk levels shown in Table 11.5 indicate the need for more persuasive evidence for the completeness 
accuracy and classification assertions than for the other assertions

Table 11.5 C o r r e la t io n  o f  risk  c o m p o n e n ts  -  tra d e  tra d e  p a y a b le s

RISK COMPONENT ASSERTIONS AND 
BALANCES 
EXISTENCE 
OR OCCURRENCE

PERTAINING TO 
COMPLETENESS

TRANSACTIONS 
ACCURACY, 
CLASSIFICATION, 
VALUATION AND 
ALLOCATION

PRESENTATION 
AND DISCLOSURE 
ASSERTIONS

Audit risk Low Low Low Low

Inherent risk Moderate High High Low

Control risk -  purchase 
transactions

Low High High Moderate

> < ....... i
Control risk -  payments Moderate Low Low Low

X  - '

Combined control risk3 Low High High Moderate

Acceptable detection riskb High Low Low High

Notes: Th is is the most conservative (highest) of transaction class control risk assessments used as the combined risk assessment as per 
the methodology discussed in Chapter 9.
bDetermined from risk components matrix shown in Table 5.2, based on levels of audit risk, inherent risk and combined control risk 
indicated above for each assertion category.

As noted above, payroll is subject to high inherent risks for the occurrence and classification assertions. 
For this reason, however, controls are usually effective and control risk is low. Substantive procedures 
for payroll balances predominantly involve the application of analytical procedures to the expense 
accounts and related accruals with only limited tests of details.
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Designing substantive procedures
The general fram ew ork for developing audit program m es for substantive procedures, w hich was 
explained in Chapter 9 and illustrated in C hapter 10 for trade receivables, is used in designing 
substantive procedures for trade payables and payroll liabilities. T able 11 .6  lists substantive

Table 11.6 Possible substantive procedures for trade payables assertions

CATEGORY SUBSTANTIVE PROCEDURE ACCOUNT BALANCE AUDIT OBJECTIVE 
(FROM TABLE 11.1)

E04 C4 R03 ACV4 PD# C-O#

Initial procedures 1. Perform initial procedures on trade payables balances and records
that w ill be subjected to further testing.
(a) Trace opening balance fo r trade payables to prior year's working 

papers.
(b) Review activity in general ledger account for trade payables, and 

investigate entries that appear unusual in amount or source.
(c) Obtain listing of trade payables at balance sheet date and 

determine that it accurately represents the underlying 
accounting records by;

•  adding the listing and determining agreement with the total of 
the subsidiary ledger, or trade payables master file and the 
general ledger control account balance;

•  testing agreement of suppliers and balances on the listing with 
those included in the underlying accounting records.

Analytical
procedures

2. Perform analytical procedures.
(a) Determine expectations.
(b) Compare current and prior year balances.
(c) Compute significant ratios such as:

•  gross profit;
•  trade trade payables turnover.

(d) Obtain explanations fo r unexpected changes.
(e) Corroborate explanations. ||
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Tests of details 3. Vouch a sample of recorded trade payables transactions to  /  
of transactions supporting documentation.

(a) Vouch credits to  supporting suppliers’ invoices, goods received —  
notes and purchase orders o r other supporting documents.

(b) Vouch debits to  payments. —

4. Perform purchases cuto ff test. —
(a) Select a sample of recorded purchase transactions from  several —

days before and after year end and examine supporting 
vouchers, suppliers’ invoices and goods received notes to 
determine that purchases were recorded in the proper period; or

(b) Observe the number of the last goods received note issued on —
the last business day of the audit period and trace a sample of 
lower and higher numbered goods received notes to related 
purchase documents to determine whether transactions were 
recorded in the proper period.

/  /  /  /4  —

/ 1
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(c) Examine subsequent payments between the balance sheet date —  —  —  —  —  —
and the end of fie ldwork and, when related documentation
indicates the payment was for an obligation in existence at 
balance sheet date, trace to the trade payables listing.

(d) Investigate unmatched purchase orders, goods received notes —  —  —  —  —  —
and suppliers’ invoices at year end.

5. Perform payments cutoff test by tracing dates cheques were —  —  —  —  —  S2
presented fo r payment on the subsequent period’s bank statement 
to  dates recorded

Tests of details of 6 . Reconcile trade payables to m onthly statements received by entity ✓  ✓  —  ✓  —  ^ 1,2
balances from  suppliers.

(a) Identify m ajor suppliers by reviewing purchases subsidiary —  —  —  —  —  —
ledger or trade payables master file.

(b) Investigate and reconcile differences. —  —  —  —  —  —
7. Confirm  trade payables w ith m ajor suppliers whose m onthly s  y  y  y  y  4 y

statements are unavailable.
8 . Perform a search for unrecorded liabilities. —  v  —  —  —  y  \

(a) Investigate differences identified by analytical procedures. —  —  —  —  —  —
(b) Review agreements and long-term  contracts entered into that —  —  —  —  —  —

require periodic payments fo r evidence of unrecorded liabilities.
9. Recalculate accrued payroll liabilities. —  —  —  y  —  —

10. Verify directors’ and officers’ remuneration y  y  y  y  ✓  6  —

Presentation and 11 . Compare financial statement presentation w ith applicable financial —  —  —  y  y  4,7 -—
disclosure reporting fram ework and regulatory requirements (such as IAS

requirements or relevant company law).
(a) Determine that trade payables are properly identified and —  —  —  —  —  —

classified as to type and expected period of payment.
(b) Determine whetherthere are debit balances that are significant —  —  —  —  —  —

in the aggregate and that should be reclassified.
(c) Determine the appropriateness of disclosures pertaining to —  —  —  —  —  —

related party suppliers.
(d) inquire of management about existence of undisclosed —  —  —  —  —  —

com m itm ents or contingent liabilities

procedures that could be included in an audit programme developed on this basis. Note that each
test in Table 11.1 linked to one or more of the specific account balance audit objectives from
Table 11.1.

Each of the procedures is explained in a following section, including comments on how some tests 
can be tailored based on the planned level of detection risk to be achieved.

Initial procedures
The starting point for verifying trade payables is to:

• trace the opening balance to the prior year’s working papers, when applicable
• review activity in the general ledger account for any unusual entries
• obtain a listing of amounts owed at the balance sheet date.
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Usually the listing is prepared by the entity from the bought ledger. The auditors must verify the 
mathematical accuracy of the listing by adding the total and verifying that it agrees with 
the underlying accounting records and the general ledger control account balance. In addition, 
the auditors selectively compare details for suppliers and amounts on the listing with the under
lying records to determine that it is an accurate representation of the records from which it was 
prepared.

A nalytical procedures
Tests of details are usually planned on the basis that the analytical procedures confirm expectations. It 
is preferable to perform analytical procedures early in the final audit so that any necessary changes to 
tests of details can be determined prior to commencing that part of the audit.

As explained in the case of trade receivables in Chapter 10, the first stage in applying analytical 
procedures is to review the understanding of the entity obtained during the planning phase as to 
whether any changes to trade payables balances are to be expected. The second stage is to identify 
absolute changes in amounts between this year and prior years. This is normally done in the course of 
preparing the lead schedules for trade payables and payroll balances, as was explained in Chapter 6. 
The third stage involves the use of more sophisticated relationships such as ratios and trends. As with 
trade receivables, the gross profit ratio is important. If it is higher than expected, then one explanation 
could be an understatement of purchases (such as by a deliberate cutoff error) in order to boost 
revenues.

Analysis of expense accounts is also important. This is usually undertaken by comparing the ratio 
of each expense to sales in the current and previous years. In this way, the effect of changes in the level 
of activity is largely eliminated. An unusually low expense account may indicate unrecorded liabilities 
such as through cutoff error. For example, if the final quarter’s electricity account has neither been paid 
nor accrued for, then the current year’s electricity expense would appear unusually low compared with 
that for the previous year. Wherever a change in relationships cannot be readily explained, the auditors 
must seek an explanation from management and corroborate it, usually by conducting additional tests 
of details.

Analytical procedures are significant in achieving the desired level of detection risk for payroll 
balances. Particularly useful ratios are those of the average wages per employee, which should not be 
dissimilar from prior years, subject only to known wage rises, and payroll expenses as a percentage of 
sales.

Tests o f  details o f  transactions
As was explained in Chapter 10 in the case of trade receivables, balances affected by numerous 
transactions are more efficiently verified by testing the closing balance and not the transactions making 
up that balance. In the main, the tests of details of transactions will be performed during the interim 
audit, commonly in the form of dual-purpose tests. For this reason, no substantive tests of details of 
payroll transactions are described here, because the tests of control described earlier also constitute, as 
dual-purpose rests, the primary sources of substantive evidence for payroll transactions. The cutoff 
tests described in subsequent sections are always performed as part of year-end work and, although 
tests of transactions, they serve to verify the recorded balance at balance sheet date.
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Vouching recorded payables to supporting documentation
The emphasis of these tests is on vouching purchase transactions to supporting documentation in the 
entity’s files, such as purchase orders, goods received notes and suppliers’ invoices, to verify their 
occurrence as legitimate transactions. It is equally important, however, to test the numerical continuity 
of purchase orders and goods received notes and to trace them to suppliers’ invoices and trade payables 
to verify completeness.

Performing purchases cutoff test
The purchases cutoff test involves determining that purchase transactions occurring near the balance 
sheet date are recorded in the proper period. M ost entities hold their books open for a certain period to 
ensure that purchase transactions are recorded in the correct accounting period. When the books are 
closed, unmatched goods received notes and purchase orders are scrutinized and, if they relate to the 
current period, they are recorded by way of journal entry.

Unlike trade receivables, it may take several weeks for transactions occurring before the balance 
sheet date to be invoiced by the suppliers. Because cutoff is significant only at the balance sheet date, 
most entities do not have effective controls to ensure an accurate distinction between the recording of 
transactions before and after that date. Acceptable detection risk is likely to be low, and extensive tests 
of details will be performed. The emphasis is on completeness, which is achieved by tracing goods 
received notes issued in the days immediately prior to the balance sheet date to purchase journal entries 
or to the closing journal entry of purchase accruals. This procedure provides evidence that they are 
recorded in the current accounting period.

Post balance sheet date purchases that do not result in the issue of a goods received note (such as 
services) are vouched to supporting documentation to ensure that they do not relate to goods or 
services received prior to balance sheet date.

Although the emphasis of the test is on completeness, some goods received notes issued after the 
year end will be traced to suppliers’ invoices to ensure that they are recorded in the subsequent period’s 
purchase journal. In addition, recorded purchases prior to the balance sheet date will be vouched to 
goods received notes dated prior to the balance sheet date, to ensure that no transactions that occurred 
after the end of the period are recorded prior to the balance sheet date. This provides evidence as to the 
occurrence assertion. These tests usually cover a period of five to ten business days before the balance 
sheet date and as long after as appears necessary. In performing this test, the auditors should determine 
that a proper cutoff is achieved at inventory count (as will be explained in Chapter 12) as well as in the 
recording of the purchase transactions. Where inventory is counted other than at the balance sheet 
date, cutoff for purchases of inventory will need to be checked at the inventory count date as well as at 
the balance sheet date.

Performing payments cutoff test
A proper cutoff of payment transactions at the year end is essential to the correct presentation of cash 
and trade payables at the balance sheet date. The usual method of verifying payments cutoff is to 
examine the date of presentation of cheques outstanding as at balance sheet date. This test is normally 
performed as part of the test of the bank reconciliation and the use of the subsequent period’s bank 
statement (see Chapter 13).
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Tests o f  details o f  balances
The three tests included in this category for trade payables are:

• reconciling trade payables to monthly statements received by the entity from suppliers
• confirming trade payables
• searching for unrecorded liabilities.

The two tests for payroll balances are:

• recalculating payroll liabilities
• verifying directors’ and executive officers’ remuneration.

Reconciling payables with suppliers’ statements
In many cases, suppliers provide monthly statements that are available in entity files. As documentary 
evidence originating outside the entity, suppliers’ statements provide reliable evidence as to suppliers’ 
balances. However, because they are obtained from the entity, the auditors need to be cautious that the 
statements have not been altered. Photocopied and faxed statements should not be relied on. Where 
there is doubt, the auditors should request a copy directly from the supplier or confirm the balance 
directly with the supplier.

In the selection of accounts for testing, the criterion should be the volume of business during the 
year, not the balance shown in the entity’s trade payables listing because the prime concern is that the 
recorded balance may be understated.

Discrepancies between suppliers’ statements and the bought ledger need to be investigated. Most 
differences are likely to be due to goods and cash in transit and to disputed amounts. This procedure 
provides evidence as to the existence, completeness and valuation assertions.

Confirming trade payables
Unlike the confirmation of trade receivables, the confirmation of trade payables is performed less 
frequently because:

• confirmation offers no assurance that unrecorded liabilities will be discovered
• external evidence in the form of invoices and suppliers’ monthly statements should be available to 

substantiate the balances.

Confirmation of trade payables is recommended (i) when detection risk is low and (ii) for suppliers 
with which the entity undertook a substantial level of business during the current or prior years and 
that do not issue monthly statements, and for suppliers for which the statement at the balance sheet 
date is unexpectedly unavailable.

As in the case of confirming trade receivables, auditors must control the preparation and 
mailing of the requests and should receive the responses directly from the supplier. The positive 
form should be used in making the confirmation request, as illustrated in Figure 11.4. Note that the 
confirmation does not specify the amount due. In confirming a trade payable, auditors prefer to 
have the trade payable indicate the amount due because that is the amount to be reconciled to the 
entity’s records. Information is also requested regarding purchase commitments of the entity and 
any collateral for the amount due. This test produces evidence for all trade payables balance
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Highlift Company 
PO Box 1777 

Habitat 
Homeland

4 January 20X0
Supplier Ltd
2001 Lakeview Drive
Bigtown

Dear Sir or Madam
Will you please send directly to our auditors, Reddy & Abel, an itemized statement of the amount owed to you by us at the close of 
business on 31 December 20X0. Will you please also supply the following information:

Amount not yet due £ .................................................................................................................................
Amount past due £ .....................................................................................................................................
Amount of purchase commitments £ .......................................................................................................
Description of any collateral held..............................................................................................................

A business reply envelope addressed to our auditors is enclosed. A prompt reply will be very much appreciated.

Yours faithfully

Controller

Figure 11.4 Trade payables confirmation request.

assertions. However, only limited evidence pertaining to the completeness assertion is provided, 
given the possible failure to identify and send confirmation requests to suppliers with which the 
entity has unrecorded obligations.

Searching for unrecorded liabilities
The major procedure for identifying unrecorded liabilities is the examination of the subsequent 
period’s purchase and payment transactions as described earlier under cutoff tests. Analytical proce
dures may also identify unexpected differences between this year’s and the prior year’s expense or 
liability balances, which could indicate the presence of unrecorded liabilities. An analysis of rent 
expense, for example, may indicate that only three quarterly payments have been made, suggesting that 
the fourth quarter’s rent needs to be accrued. Similarly, a comparison of accruals and prepayments may 
identify differences due to the failure to make a closing accrual in the current year.

An examination of contractual commitments may also alert auditors to the existence of liabilities 
not yet provided for, such as progress payments on long-term contracts, or amounts accrued but not 
yet due or invoiced under a franchise agreement.

Procedures known as the subsequent-events review and the review for contingent liabilities will be 
described in Chapter 14. Both of these procedures contribute to the search for unrecorded liabilities.

Recalculating payroll liabilities
It is necessary for many entities to make a variety of accruals at the balance sheet date for amounts 
owed to officers and employees for salaries and wages, commissions, bonuses, vacation pay and so on,



CHAPTER 11

and for amounts owed to government agencies for income tax deductions. Although the auditor’s 
primary concern for payroll expenses for the year is with overstatement, the primary concern for the 
year-end accruals is with understatement. Also of concern is consistency in the methods of calculating 
the accruals from one period to the next. In obtaining evidence concerning the reasonableness of 
management’s accruals, the auditors should review management’s calculations or make independent 
calculations. Additional evidence can be obtained by examining subsequent payments made on the 
accruals prior to the completion of fieldwork. Evidence obtained from these procedures primarily 
pertains to the valuation assertion.

Verifying directors’ and executive officers’ remuneration
Directors’ and executive officers’ remuneration is audit sensitive for the following reasons:

• Directors and executive officers may be able to override controls and receive salaries, bonuses, share 
options and other forms of compensation in excess of authorized amounts.

• Under the requirements of most jurisdictions companies are required to disclose details of directors’ 
remuneration in the financial statements (e.g. in the United Kingdom as required by the Companies 
Act 2006).

Furthermore, the UK Companies Act 2006 requires auditors of quoted companies to report to the 
company’s members on the auditable part of the directors’ remuneration report, and state whether in 
his opinion that part of the directors’ remuneration report has been properly prepared in accordance 
with the Act (see Chapter 15).

For these reasons, the auditor is required to perform tests of control and substantive procedures 
specifically in relation to management’s assertions concerning directors’ remuneration. An important 
aspect of testing should include comparison of the recorded amounts with authorizations made by 
the remuneration committee for directors’ and executive officers’ salaries and other forms of 
compensation.

Disclosure
Trade payables are normally settled within twelve months of the balance sheet date and therefore 
classified as a current liability along with other similarly classified items such as, for example, bank 
overdrafts, the portion of bank loans and finance lease liabilities that fall due within 12 months, 
taxation and accrued expenditure (for instance payroll accruals). In addition, disclosure must be made 
of the amount of each class of liability secured by a charge and the nature of the security. If trade 
payables balances include material advance payments for future goods and services, such amounts 
should be reported as advances to suppliers and classified under current assets.

LEARNING CHECK
• The nature, timing and extent of substantive procedures is determined by the planned level of 

detection risk, which, in turn, is a function of the assessed levels of inherent and control risks. For
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tests of details of purchase, payment and payroll transactions, the related assessed level of control 
risk for each assertion applies. For tests of details of trade payables balances:

-  control risk as to the completeness of payment transactions relates to control risk as to the 
existence of the balance;

-  control risk as to the occurrence of payment transactions, and so forth, relates to control over the 
completeness of the trade payables balance.

• Initial procedures ensure the accuracy of the list of trade payables balances used as the basis for tests 
of the balance.

• Analytical procedures require the determination of expectations and the comparison of amounts, 
trends and ratios, particularly the gross profit ratio and analysis of expense accounts. For payroll 
balances, analytical procedures may be sufficient without the need for further tests of details. An 
important payroll ratio is that of average wages per employee.

• Tests of details of transactions are largely dual-purpose tests performed at the interim audit, except
for cutoff tests of transactions either side of the balance sheet date. Unlike sales, cutoff tests for
purchases need to be extended considerably into the subsequent period.

• The principal test of details of balances is the comparison of bought ledger balances with suppliers’ 
statements. Only if suppliers’ statements are unavailable would auditors obtain confirmation 
directly from the supplier.

• The other major test of details of balances is verifying directors’ and executive officers’ 
remuneration.

^  SUMMARY
Purchase and payroll transactions constitute the major source of expenditure for most entities, and the 
balance of trade payables constitutes a major liability. In auditing these transactions and the account 
balances, auditors use techniques explained in Chapters 5 -9 . This chapter followed the audit approach 
required by ISA 315. The information system and related control procedures typically employed by 
entities in processing the relevant transactions classes are described. The audit process commences with 
obtaining the understanding of this system. The auditors also consider issues relating to materiality, 
inherent risk and the control environment, prior to assessing the risks of material misstatement and 
determining the appropriate audit strategy. For purchase and payroll transactions, materiality is 
invariably high. For audit purposes, the most significant inherent risk is that of understatement of 
purchase transactions and trade payables balances in order to boost reported profits and enhance 
liquidity. For the entity, the greatest inherent risk is that of improper purchasing and payments to 
fictitious employees. This chapter illustrated how the control environment factors of integrity and 
ethical values, commitment to competence, management’s philosophy and operating style, assignment 
of authority and responsibility, and human resources policies and practices apply to the control 
environment relating to purchases and payroll.

The next stage of the audit is the determination of an audit strategy that, for purchases and payroll, 
is likely to be based on a lower assessed level of control risk. The first step in assessing control risk is ro
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evaluate design effectiveness. The chapter illustrated the use of evaluation checklists that hypothesize 
potential misstatements for each function in the processing of purchases, payments and payroll. The 
auditors then compare the control activities in the entity’s information system with necessary controls 
identified by the checklist in assessing design effectiveness. At this point, the auditors draft the audit 
programme based on the preliminary assessment of control risk, identifying both tests of the operating 
effectiveness of controls and the reduced level of substantive procedures relevant to the assessed level of 
control risk. The assessed level of control risk is confirmed on completion of the tests of operating 
effectiveness. The final stage of the audit is the performance of substantive procedures. It is usually 
more cost effective to test the balance of trade payables than to test the transactions making up that 
balance.

An extremely important test of transactions is that of cutoff at the year end. The major rest of 
balances is the examination of suppliers’ statements. As documentary evidence received from third 
parties, it is moderately reliable. However, auditors need to be alert to the possibility that such 
statements may be forged or altered by the entity. Finally, the chapter explained the importance of 
verifying directors’ and officers’ salaries.

0 FURTHER READING
Saunders, G.D. and Munter, P. (f991) The search for unrecorded liabilities -  the implications of 
maislin. The CPA Journal, (February), 48-51.
Schwersenz, J. (1987) Accounts payable confirmations: Why and how used. The CPA Journal, 
(May), 93-101.

■:0  MULTIPLE-CHOICE QUESTIONS
Choose the best answer for each o f  the following. (Answers are on p. 645.)

11.1 Which of the following controls would be most effective in assuring that only purchases that 
properly occurred are recorded for payment?
(a) Suppliers’ invoices are independently matched with purchase orders and goods received 

notes.
(b) Goods received notes require the signature of the individual who authorized the 

purchase.
(c) Suppliers’ invoices are serially numbered on receipt.
(d) Suppliers’ invoices are mathematically checked.

11.2 On receipt of a supplier’s invoices the purchases clerk should:
(a) prepare a cheque in payment of the invoice
(b) match the invoice with the goods received note and purchase order
(c) send it to the purchasing officer for approval
(d) ignore it as payments are based on the statement amount.
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P ^ 3  Internal control is not strengthened when the following functions are segregated:
(a) requisitioning from purchasing
(b) receiving from purchasing
(c) approving suppliers’ invoices and recording the liability 

% (d) recording the liability and paying the liability.

f t l .4  An auditor wants to perform tests of control on an entity’s computerized cash disbursement 
ft« procedures. If the control procedures leave no audit trail of documentary evidence, the
I auditor most likely will test the procedures by:
3 (a) inspection of documents

(b) observation
(c) analytical procedures

E  (d) the use of test data,g».
^41.5 Which of the following is a test of control over payroll transactions?

‘ (a) Identifying changes in employees between two payrolls in successive months and
verifying the start date of newly hired employees and the termination date of employees 

Iff; leaving, with human resources department records.
*> (b) Vouching wage rates for a sample of employees to human resources department records.
."' 1 (c) Vouching hours worked for a sample of employees to approved time records.

(d) Observing procedures performed at a payroll distribution.

j*f1.8 The sampling unit in an audit procedure providing evidence as to the occurrence of payroll 
transactions ordinarily is:

%:t  (a) a clock card
(b) a group certificate
(c) the employee’s personnel record
(d) a payroll register entry.

||1.7 To ensure the completeness of recorded liabilities at the balance sheet date the auditor
1^ should:
g  * (a) select a sample of transactions from the bought ledger immediately after the year end
W  and vouch them to goods received notes
% (b) select a sample of transactions from the bought ledger and vouch them to suppliers’ invoices
|  ̂ (c) perform a bank reconciliation
¥■ (d) select a sample of invoices received before the year end and ensure that they are

appropriately recorded in the bought ledger.

The principal reason for the auditor to examine suppliers’ statements at balance sheet date is 
to obtain evidence that:
(a) the supplier exists
(b) recorded purchases actually occurred
(c) there are no unrecorded liabilities
(d) payment transactions were properly made.
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0 DISCUSSION QUESTIONS 
w

11.1 Explain how the purchasing function can be fully automated from identifying the need for 
inventory replacement through to payment of the liability using modern information tech
nology. What manual intervention would still be required in such a fully integrated system?

11.2 It is increasingly common for companies to program their computer systems to print and 
distribute cheques without further authorization. As auditor, describe controls you would 
expect to find in place over such a system.

11.3 Consider how a payroll fraud might be perpetrated if human resources and payroll functions 
were not adequately segregated.

11.4 Describe programmed application controls you would expected to find in a computerized 
payroll function and explain audit procedures for testing those controls.

11.5 Explain why an unexpected change in the gross profit ratio leads the auditor to suspect a 
wide range of possible misstatements in recorded transactions and balances.

11.6 Cutoff procedures can be applied to goods received notes issued before the year end or to 
liabilities recorded after the year end. Consider the separate merits of each approach in 
assuring the completeness of recorded liabilities.

11.7 Discuss reasons why auditors rarely confirm trade payables and yet nearly always confirm 
trade receivables.

11.8 Explain why achieving an accurate cutoff of purchase and sale transactions is of critical 
importance in assuring the fairness of financial statements, illustrating your explanation 
with examples of the effect of cutoff errors.

11.9 Describe as many different kinds of unrecorded liability as possible and, for each, explain 
audit procedures you would perform for its detection.

0 PROFESSIONAL APPLICATION QUESTIONS
(Suggested answers are on pp. 678-682 .)

1 1 .1  T rade payables substantive procedures
Oatley is a small privately incorporated manufacturing business and an audit client of your firm. You
have been assigned to the audit of trade payables for the year ended 30 September 20X 8.

The audit file indicates that control risk for purchase and payment transactions is assessed as slightly
less than high, not because of any identified control problems or prior year audit problems, but because
of limitations in the extent of segregation of duties due to the small number of accounts personnel.

Narrative notes on the accounting system contain the following description.

• Purchases are requisitioned by the user department and ordered, using prenumbered order forms, by 
the purchasing manager.

• Raw materials and manufacturing supplies are delivered to the receiving department of the factory 
where the receiver issues prenumbered goods received notes (GRNs).
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• Purchases of other goods and services are delivered directly to the requisitioning department and no 
GRNs are issued.

• The accounts department checks suppliers’ invoices with purchase orders, and 

-  for production department purchases, with GRNs;
- fo r  other purchases, sends the invoices to the requisitioning department manager who initials the 

invoice to indicate that it is appropriate to pay.

• Invoices are then processed to the accounting records using proprietary software.
• All accounts payable are paid at the end of the month following the month of receipt of the invoice.

Trade payables at 30 September 20X 8, therefore, represent goods and services invoiced in September. 
In addition, invoices received between 1 and 15 October 20X8 were divided into those relating to 
goods received or services provided before and after 30 September, the former being recorded in the 
accounting records before the September trial balance was produced. On 15 October 20X 8, any 
unmatched GRNs relating to deliveries before 30 September were posted to the accounts as at 
30 September at the estimated amounts of the invoices.

Suppliers’ invoices are filed alphabetically with supporting documentation, all of which are 
cancelled with the date of payment when the cheque is issued. Suppliers’ monthly statements are 
also filed with the invoices. These are scrutinized by the accounts department for unusual items, such as 
overdue invoices, but are not regularly reconciled with the company’s own records.

Required
(a) In your audit of trade payables in the 30 September 20X 8 financial statements explain which of the 

financial statement assertions you would regard as presenting the greatest inherent risk.
(b) Discuss the reasons for undertaking or not undertaking a trade payables circularization.
(c) Outline substantive procedures you would apply in your audit of trade payables relating to 

production department purchases.
(d) Explain additional procedures you would perform in verifying the completeness of non

production department trade payables.

Source: Adapted from Question 2, Audit Framework, December 1999. Reproduced by permission of 
ACCA.

11.2 Payroll controls
You are the audit senior in charge of the audit of payroll for Ned’s Trailers Ltd (NT), a company that 
manufactures trailers and caravans for the family market. Employees of NT are paid on the basis of 
hours worked and quantities produced. The hours worked are recorded on clock cards and the 
quantities produced are confirmed by the supervisor. Wages are paid in cash each Friday for 
the previous week’s work. Appointments of employees are authorized by the managing director, and 
the human resources department maintains employees’ records and their rates of pay. The cashier is 
separate from the wages department. Previous years’ audits have highlighted weaknesses in internal 
controls on the company's payroll. This has allowed an employee in the wages department ro 
perpetrate a fraud by creating fictitious employees on the payroll and misappropriating wages. 
Thus, some of your audit tests have been designed to detect whether this fraud is still taking place.
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Required
(a) State the principal controls you would expect to exist in the above payroll system and explain their 

purpose.
(b) How might you test to ensure that all employees exist?
(c) Describe three analytical review techniques you might use to audit payroll.

Source: Adapted from Question 3, Audit Framework, December 1994. Reproduced by permission of 
ACCA.
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0 LEARNING OBJECTIVES
A fter studying this chapter you shou ld  b e  ab le  to:

1 identify the audit objectives applicable to inventories

2 explain the nature of inventory records

3 describe procedures to be followed at an inventory count

4 discuss considerations relevant to determining the audit strategy for inventories

5 describe procedures to be followed when observing inventory counting

6 explain the audit procedures for verifying inventory pricing

7 identify the audit objectives applicable to tangible noncurrent assets

8 discuss considerations relevant to determining the audit strategy for tangible noncurrent assets

9 design a substantive audit programme for tangible noncurrent assets.

0 PROFESSIONAL STATEMENTS
ISA 501 Audit Evidence -  Additional Considerations for Specific Items, Part A: 

Attendance at Physical Inventory Counting 
ISA 510 Initial Engagements -  Opening Balances
ISA 540 Audit o f  Accounting Estimates
ISA 600 (Revised and Redrafted) Special Considerations -  Audits o f  Group Financial

Statements (Including the Work o f  Component Auditors)
SA 610 Considering the Work o f  Internal Audit

A 620 Using the Work o f  an Expert
AS 2 Inventories
AS 16 Property, Plant and Equipment
AS 17 Accounting for Leases
AS 36 Impairment o f  Assets

The first part of this chapter deals with the audit of inventories (otherwise referred to as ‘stocks’ under 
some reporting frameworks, as, for example, in the United Kingdom) and the second part with the 
audit of tangible noncurrent assets, which comprise property, plant and equipment. These are 
described as ‘tangible fixed assets’ under some reporting frameworks, as in the United Kingdom. 
Audit considerations of the internal control components of the principal transaction classes affecting 
both account balances have already been described: purchases in the case of both inventories and 
tangible noncurrent assets and also sales in the case of inventories. For this reason, the organization of
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the chapter differs from that of the two previous chapters. There is no separate section describing the 
functions and control procedures for either inventory or tangible noncurrent asset transactions. For 
inventory, there is a section describing functions and control procedures associated with the custody of 
inventory and the maintenance of inventory records. In the section on developing the audit plan, the 
significance of assessing the effectiveness of controls over inventory records is discussed in the context 
of determining the audit strategy.

For tangible noncurrent assets, auditors normally adopt a predominantly substantive approach to 
the audit and therefore rarely consider it necessary to examine controls over noncurrent asset records. 
The nature of such records is described in the section on developing the audit plan, but there is no 
assessment of control. The explanation of the audit of noncurrent assets then proceeds to the design 
and execution of substantive audit procedures. Because of the advanced level of accounting knowledge 
required, the audit of intangible noncurrent assets is not dealt with in this text, but is covered in 
the supplementary on-line resources. The audit of noncurrent asset investments is the subject of 
Chapter 13.

A feature of both classes of asset is the inherent risk in respect of their valuation. Thus, verification 
of the valuation assertion for these assets receives special consideration during the audit.

Inventory
Inventory is often a major area of importance for the auditor and, historically, has been the balance 
sheet component that creates more problems than any other. There are a number of reasons for this 
including:

1. Inventory is usually significant to the determination of profit and a significant component on the 
balance sheet.

2. Accounting for inventory is often not part of the double entry system.
3. The determination of year-end quantities can be problematic.
4. There are different approaches to its valuation and estimation and subjective assessment is often 

required.
5. Inventory is often the subject of manipulation and fraud, both by management and others.

In a merchandising entity, inventory consists of goods acquired for resale. In a manufacturing entity, 
inventory can be in one of three stages:

• raw materials awaiting processing
• partly manufactured items known as work in process (or work in progress)
• finished goods awaiting sale.

Smaller entities, particularly those not engaging in manufacturing, may not maintain inventory 
records. Instead, inventory is determined at or near the balance sheet date by physical count known 
as an inventory count. The principal audit procedure in such cases is observation of that inventory 
count. At the other extreme, large manufacturing entities maintain comprehensive inventory records, 
with subsidiary inventory ledgers integrated with the general ledger. These records may be used as the
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basis for determining both the quantity and value of inventory ar the balance sheet date. To obtain 
sufficient audit evidence in such cases, auditors must perform extensive tests of control over the 
recording of inventory transactions and the maintenance of inventory records.

Obtaining evidence of the existence of inventory through physical observation is a required audit 
procedure. Auditors may meet this requirement by observing a number of cyclical counts that the entity 
undertakes during the year as part of its control procedures over the maintenance of inventory records. 
Alternatively, where the entity determines inventory by physical count at or close to the year end, 
auditors meet the requirement by attendance at that count.

Obtaining sufficient appropriate evidence to support the valuation assertion for inventory is also 
an important audit procedure. This involves verifying both cost and net realizable value and the 
judgement by management as to which basis is relevant for each item of inventory.

Audit objectives
Table 12.1 lists the primary audit objectives for each assertion, referencing them to specific controls 
and audit procedures.

Table 12.1 S e le c te d  sp ec ific  a u d it o b je c t iv e s  fo r  in v e n to ry

ASSERTION CATEGORY TRANSACTION CLASS AUDIT OBJECTIVES ACCOUNT BALANCE AUDIT OBJECTIVES

Transactions and account 
balances: existence or occurrence

Completeness

Rights and obligations

Accuracy, classification, valuation 
and allocation

Cutoff

Presentation and disclosure: 
occurrence and rights and 
obligations, completeness, 
classification and 
understandability, and accuracy 
and valuation

Recorded purchase transactions represent 
inventories acquired (E01). Recorded transfers 
represent inventories transferred between locations 
or categories (E02). Recorded sales transactions 
represent inventories sold (E03)
All purchases (C1), transfers (C2) and sales (C3) 
of inventories that occurred have been recorded 
The entity has rights to the inventories recorded 
during the period (R01)
The costs ot materials purchased and of labour and 
overheads applied have been accurately determined 
and are in accordance with applicable accounting 
standards (ACV1 )
All purchases, transfers and sales of inventories are 
recorded in the correct accounting period (C-01) 
Transactions relating to  inventories have been 
properly identified and classified in the financial 
statements (PD1)

Inventories included in the balance sheet 
physically exist (E04)

Inventories include all materials, products and 
supplies on hand at balance sheet date (C4) 
The entity has rights to the inventories 
included in the balance sheet (R02) 
Inventories are properly stated at the lower of 
cost or net realizable value, determined in 
accordance w ith applicable Accounting 
Standards (ACV2)

Inventories are properly identified and 
classified in the financial statements (P02). 
Disclosures pertaining to  the classification, 
basis of valuation and the pledging of 
inventories are adequate (PD3)

Recording inventory transactions
The process of obtaining evidence relating to purchase and sale transactions has been described in the 
previous two chapters. For entities that rely entirely on inventory count at or near the balance sheet
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date, the auditors will adopt a predominantly substantive approach in obtaining evidence as to the 
existence and completeness assertions. Where perpetual inventory records are used wholly or partly in 
determining inventory at the balance sheet date, it is necessary for the auditors to obtain an under
standing of the accounting and internal control procedures relating to such records. For nonmanufac
turing entities, the auditors can rely on records of purchase transactions in obtaining sufficient 
evidence as to accuracy and classification. For manufacturing entities, even where perpetual inventory 
records are not maintained, the auditors need to obtain an understanding of the procedures for 
determining and recording costs of production.

Maintaining inventory records
The increasing use of computer information systems has made it much easier for entities to 
maintain perpetual inventory records, which are now relatively common. If the recording of 
sales and purchases is computerized, it is a relatively simple procedure to extend the system to 
record the input and removal of goods from inventory. Simpler systems maintain records of 
quantity only. M ore sophisticated systems maintain inventory records by quantity and value 
which are fully integrated with the accounting records in an inventory master file. For merchan
dising entities, a single inventory record is required, although this may be subdivided by 
location. M anufacturing entities need to maintain separate inventory records of raw materials, 
work in process and finished goods and to establish procedures for recording the movement of 
goods through production.

An important control over maintaining inventory records is the segregation of this function from 
the physical custody of the inventory. The custodian will then have no opportunity to conceal an 
inventory shortage by manipulating the inventory records.

The separate functions are:

• recording the movement of goods into inventory
• recording the movement of goods from inventory
• recording transfers of inventory
• physically comparing inventory with inventory records.

Movement of goods into inventory
In all cases, the initial entry into inventory will be through the purchasing system (see Chapter 11). The 
storekeeper acknowledges receipt of the goods by initialling a copy of the goods received note. The 
goods received note then provides the source of entry of the quantity and cost in the appropriate 
inventory record. These procedures relate primarily to the occurrence and completeness assertions 
(EO l, C l) , but also contribute to the rights and obligations assertion (R O l).

Movement of goods from inventory
When merchandise inventories or finished goods are sold, the dispatch note serves as the basis for 
authorization of the release of the goods from inventory and for the entry in inventory records reducing 
the quantity on hand. In retail stores, the use of barcodes or security tags scanned at the cash register
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provides data for reducing recorded inventory. Control procedures as to the occurrence and complete
ness of sales transactions (see Chapter 10) also relate to the occurrence and completeness of recorded 
inventory movements (E 0 3 , C3).

Transfers of inventory
Further procedures are necessary where goods are transferred from one inventory location to 
another. In manufacturing entities, production move orders control the movement of goods from 
raw materials, through work in process to finished goods. These prenumbered documents are 
issued by production control and represent authorization to issue raw materials and to apply 
direct labour to process materials to produce the finished goods. Each move order consists of 
tickets identifying the specific material and labour requirements for the goods to be produced. 
Initialled copies of tickets represent acknowledgement, by inventory custodians, of the receipt of 
goods, or evidence of their proper delivery. They also provide the basis for accounting entries, 
relieving one inventory location and charging the other. Similar procedures, on a less elaborate 
scale, are required in retailing entities to record and control internal transfers. These procedures 
relate to the occurrence and completeness assertions for internal inventory movements 
(E 0 2 , C2).

Physical comparison of inventory with inventory records
Perpetual inventory records need to be compared with physical inventory at regular intervals. The two 
functions involved are:

• an inventory count (cyclical inventory count) and
• a comparison with records.

Inventory counting procedures
Procedures for inventory counting are similar, whether the purpose is to determine inventory at 
the balance sheet date or to compare inventory with inventory records at an intermediate date. 
This section describes procedures applicable to a full inventory count. Procedures for cyclical 
inventory counts may be less thorough and involve counting only a sample of inventory items. 
The sample selected for counting may be organized systematically, through different sections of 
the warehouse or different types of inventory, or by random sampling. A further approach is to 
count items whose levels have reached reorder point when inventory levels will be low, thus 
reducing both the cost of the count and the likelihood of count errors.

The procedures for inventory counting involve:

• Assigning and communicating responsibility. Overall responsibility for the count should he 
assigned to an individual who has no responsibility for either the custody of inventory or the 
maintenance of inventory records. Persons involved in the count should also be suitably inde
pendent, although storekeepers may be involved if supervised. The area containing inventory 
should be subdivided, with count teams assigned to specific sections. Inventory counting instruc
tions should be drawn up, and individual responsibilities should be clearly explained to e a c h  

person involved.
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• Preparation. Prior to the count, areas such as the warehouse and shop floor should be tidied, with 
inventory neatly stacked and items not to be counted (such as scrap or goods held for third parties) 
removed or clearly marked. Arrangements need to be made to cease production, if possible, and 
receiving and shipping departments need to be alerted so as to avoid movement of goods to or from 
these departments during the count. In this way, cutoff errors can be avoided. If an accurate cutoff is 
not achieved, the physical count may include, for example, goods for which the purchase or 
production cost is not recorded by the information system until after the count. This could result 
in an overstatement of inventory.

• Identification. Inventory to be counted must be properly identified. This is a particular problem 
with specialized items or work in process. With work in process, the problem is with identifying the 
stage of completion, which determines the costs accumulated against the items. Either the goods 
must be tagged in advance or count teams knowledgeable in the inventory must be assigned to the 
count in appropriate sections.

• Counting. Count teams usually work in pairs where any lifting or moving of items is necessary to 
ascertain the quantity. Forklift trucks and weighing scales may also need to be available. 
Instructions should ensure that count teams understand the unit of measurement (for example 
25kg bags). The degree of thoroughness also needs to be considered. For example, whether 
cartons need to be opened at random or weighed to verify that they are full and the contents are 
as described.

• Checking. Sometimes all counts are double checked and all discrepancies are recounted. Where 
errors are unlikely, only spot checks need to be performed and only counts by those count teams 
making errors need to be double checked.

• Clearing. As each item is counted, the count team should leave a mark to avoid duplicating the 
count. On completion of a section, a supervisor should tour the area to ensure no items appear to he 
uncounted.

• Recording. Control over count sheets is particularly important. Three systems are commonly used. 
Where inventory items are standardized, preprinted inventory count sheets containing descriptions 
are issued to the count teams, who then complete the sheets by entering the quantity. Another system 
is to issue blank, prenumbered count sheets. The serial numbers issued to each count team must be 
noted and checked on completion to ensure that no sheets are missing. Half-filled sheets should be 
ruled off and unused sheets should be identified as such to prevent items being added after the count. 
The third method involves attaching prenumbered, three-part inventory tags to each inventory item 
prior to the count. The count team enters the description and quantity on the first part of the tag and 
removes it. The checkers do likewise with the second part, which is compared with the first part. The 
third part, the stub of the tag, remains attached to the item to enable the supervisor to verify 
completeness of the count. Again, serial numbers should be fully accounted for. In each case, 
counters and checkers should be required to sign or initial each count sheet or tag.

• Cutoff. Serial numbers of the last prenumbered goods received notes, dispatch notes and production 
move orders issued prior to inventory count need to be recorded to ensure that the count is compared 
with inventory records that are based on the same documents.

The auditor should obtain a copy of the client’s inventory counting procedures and instructions
well in advance of the count. The auditor should review these and suggest improvements where 
appropriate.
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Comparison with records
Comparison with records is of greater importance for cyclical counts, where the aims are to ensure the 
reliability of the inventory records and to ascertain the effectiveness of procedures designed to ensure 
accountability for custodianship and record keeping. With counts undertaken at or near the balance 
sheet date, comparison with the records will assist in identifying any major errors in quantities 
ascertained by count.

Procedures should require a recount of material differences. If the difference remains, further 
investigation is required to ascertain if the inventory records are in error and why. A record should be 
maintained of differences and the cause (if known) and the inventory records should be adjusted to 
agree with the count. This list of errors provides evidence as to the reliability of the records and the 
possibility of reliance on book inventory in determining inventory at the balance sheet date, without 
the need for a further count.

These procedures relate primarily to the existence, accuracy, classification and cutoff assertions 
(E 0 4 , ACV2, C -O l) but also contribute to the completeness assertion (C4).

Determ ining an d  recording inventory costs
For merchandise inventory, procedures relating to accuracy and classification in the recording of 
purchase transactions ensure that proper costs are recorded in inventory records. On sale, the cost of 
sale should "be determined in accordance with the appropriate cost flow assumption, which would 
normally be either first-in first-out (FIFO) or weighted average. Entities recording cost of sales on a 
continuing basis will usually rely on computer information systems, which should be programmed to 
determine the appropriate cost.

Costing of manufactured inventory is far more complex. Procedures are required to:

• determine the cost of material entered into raw materials;
• determine the cost of raw materials transferred to work in process at first-in first-out or weighted 

average cost;
• record costs of direct labour applied to work in process;
• identify abnormal waste or spoilage in the production process;
• identify manufacturing overhead costs and apportion costs to production departments;
• assign overhead costs to work in process using an appropriate absorption rate;
• apportion costs to by-products;
• relieve work in process and charge finished goods on completion of manufacturing, based on costing 

procedures such as batch or process costing;
• relieve finished goods with the cost of goods sold at FIFO or weighted average.

Some entities record inventory at standard cost and identify differences between standard and actual 
costs as variances.

In obtaining the understanding of the accounting system, auditors need to identify the 
entity’s accounting policy and ascertain the procedures for ensuring that costs are recorded m 
accordance with that policy. It is also necessary for the auditors to ensure that the policy 's 
consistent with the requirements of IAS 2, Inventories. These procedures relate to the valuation 
assertion (ACV2) and contribute to the disclosure assertion (PD1).



Auditing inventories (stocks) and tangible noncurrent assets (fixed assets)

Developing the audit plan
The selected approach to the audir of inventory depends on a number of factors including the 
materiality of inventory, risk factors, the availability and reliability of inventory records, sig
nificant and high value items and the location of inventory. Also, consideration of internal 
control relating to inventory records, which is described in the previous section, is necessary only 
where such records exist. In all audits, consideration of the determination of cost records is 
important.

M ateriality an d  risk factors
In a manufacturing entity, inventories and cost of goods sold are usually significant to both the entity’s 
financial position and the results of its operations. Moreover, numerous factors contribute to the risk 
of misstatements in the assertions for these accounts, including those described below:

• The volume of purchase, manufacturing and sale transactions that affect these accounts is generally 
high, increasing the opportunities for misstatements to occur.

• There are often contentious valuation and measurement issues such as:

-  the identification, measurement and allocation of indirect materials, labour and manufacturing 
overhead;

-  joint product costs;
-  the disposition of cost variances;
-  accounting for scrap and wastage.

• Special procedures are sometimes required to determine inventory quantity or value, such as 
geometric volume measurements of volume or weight of inventory using aerial photography, and 
estimation of value by experts.

• Inventories are often stored at multiple sites, leading to difficulties in maintaining physical control 
over theft and damage and in accounting for goods in transit between sites.

• Inventories are vulnerable to spoilage, obsolescence and general economic conditions that may 
affect demand and saleability and thus their valuation.

• Inventories may be sold subject to right of return and repurchase agreements.
• Inventories may have been purchased subject to ‘reservation of title’ clauses.

In planning the audit, the auditors will be aware that the inherent risks are greater with respect 
to the existence and valuation assertions. Being an asset, management has a greater incentive to
overstate inventory than to understate it. This may be done by inflating the quantity or by
overstating its value. There are numerous instances of such frauds discovered (and not discov
ered) by auditors. A lack of third-party evidence means it is also often easier to overstate 
inventories than assets such as cash or trade receivables. Inventory is also subject to theft both 
by employees and outsiders. The depletion of inventory as a consequence of shoplifting is well 
known. The auditor should also he alert to the desire of management (usually in the case of 
owner managed companies) to understate inventory in order to reduce the reported taxable 
profits.
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A udit strategy
In verifying the existence (and completeness) assertions, auditors have the choice of three audit 
strategies depending on the entity’s policy for determining inventory quantity. The options are:

• Inventory quantity determined by perpetual inventory records where the entity does not intend to 
count inventory at or close to the balance sheet date. This strategy requires that control risk over 
inventory records be assessed as low.

• Inventory quantities determined by inventory count near the balance sheet date, adjusted to balance 
sheet quantities by reference to perpetual inventory records. This strategy requires that control risk 
over inventory records, or of purchases and sales cutoff, is not assessed as high.

• Inventory quantities determined by inventory count at or within a few days o f the balance sheet date. 
This is a predominantly substantive approach in which the auditors would not test control over 
inventory records, which may not even exist.

An entity may use each of the three methods for different categories o f inventory or for inventory at 
different locations. For example, a manufacturing entity may determine the quantity of raw materials 
and finished goods at a year-end inventory count, but rely on perpetual records in determining the 
work-in-process inventory.

In developing the audit plan, auditors will need to discuss the approach that management 
intends to take. If management intends to rely solely on inventory records, then more extensive 
tests of control will be necessary to confirm the required assessment of control risk. M oreover, 
this assessment must be completed before the balance sheet date in the event that tests of control 
fail to confirm the assessment o f control risk as being low, and the auditors are required to 
advise management to count inventory at or near the balance sheet date.

Specialized inventories may require the assistance of experts in determining either the quantity (as in 
the case of aerial measurement of inventory volume or weight -  such as piles of coal) or value (as in the case 
of antiques or diamonds). In accordance with ISA 620, Using the Work o f  an Expert, the auditors must 
discuss the use of experts with management to ensure that persons acceptable to both management and the 
auditors are engaged for this purpose. Depending on the circumstances, including such factors as the 
materiality of the inventory, the risk of material misstatement and the degree of independence of the expert, 
the auditor may decide to rely on the work of an expert engaged by management or may prefer to engage an 
independent expert for the purpose of providing sufficient evidence to support the valuation assertion.

For merchandise inventory, a predominantly substantive approach is usually more efficient in 
verifying the valuation assertion. For manufacturing entities, it is usually necessary for the auditors to 
have assessed control risk over the maintenance of costing records (used as the basis for costing closing 
inventory) as being less than high. This is an area that frequently receives insufficient audit attention 
owing to a reluctance to unravel the complexities of the costing system.

A ssessm ent o f  control risk
Assessment of control risk over inventory records is important where the entity does not intend to 
count inventory at or near the year end. In this case, a satisfactory assessment is vital. Otherwise, 
assessment of control risk over inventory records is relatively unimportant. Assessment o f control risk 
over the cost of inventory is always important for manufacturing entities.
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Control risk over inventory records
Table 12.2 contains a partial listing of potential misstatements, necessary controls, possible tests of the 
operating effectiveness of those controls and the specific audit objective to which each belongs. As 
explained above, auditors would assess control risk over perpetual inventory records only where they 
are used in determining inventory at the balance sheet date. If the preliminary assessment, based on the 
design effectiveness o f controls, is that control risk is likely to be high, then the auditors would advise 
management not to rely on the records in determining inventory at the balance sheet date.

If the preliminary assessment supports management’s intended reliance on inventory records, then 
the auditors would proceed to draw up an audit programme incorporating possible tests o f the 
operating effectiveness o f controls such as those identified in Table 12.2.

Many of these tests are in the form of dual-purpose tests. It is important to remember that ISA 501 , 
Audit Evidence -  A dditional Considerations fo r  Specific Items, Part A: Attendance at Physical

Table 12.2 Control risk assessment considerations -  inventory records

FUNCTION POTENTIAL
MISSTATEMENT

NECESSARY CONTROL POSSIBLE TEST OF
OPERATING
EFFECTIVENESS

RELEVANT AUDIT OBJECTIVE (FROM 
TABLE 12.1)

EO c RO ACV PO C-0

Recording 
movement of 
goods into

Goods may not 
be recorded

Use of prenumbered  
goods received notes and 
production move orders

Reperform test of 
numerical continuity

— V

1,2
—  — • — —

inventory Independent reconciliation  
of inventory records with 
control account in general 
ledger

Reperform 3 /
1.2,3

✓
1 ,2 ,3

-  / 1 —  / 1

Recording 
movement of 
goods from  
inventory

Unauthorized 
removal of goods

Custodian required to 
acknowledge 
responsibility for receipt 
of goods into store 

Custodian required to 
obtain receipt for all 
deliveries from store

Inspect goods received 
notes and production 
move orders for 
custodian’s initials 

Vouch recorded 
removals with properly 
authorized dispatch 
notes and production  
move orders3

/
1,2

✓
2,3

Physical comparison of 
inventory with inventory  
records

Observe and 
reperform 3

✓
1 ,2 ,3

✓
1 ,2 ,3

—  / 1

Physical 
comparison 
of inventory 
with inventory 
records

Count procedures  
may be unreliable

Responsibility 
independent from  
maintenance of inventory 
records and custodianship 
of inventory

Observe ✓  4 ✓  4

Adequate instructions 
properly issued and 
followed

Observe and 
reperform 3

✓  4 /  4

(continued overleaf)
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Table 12.2 (continued)

FUNCTION POTENTIAL
MISSTATEMENT

NECESSARY CONTROL POSSIBLE TEST OF
OPERATING
EFFECTIVENESS

RELEVANT AUDIT OBJECTIVE (FROM 
TABLE 12.1)

EO c RO ACV PD C-0

Inadequate 
investigation and 
correction

Proper record maintained 
of differences and their 
correction

Inspect and reperform3 •r 4 y 4 — — — y 1

Extent of
comparison
insufficient

Laid down procedures for 
systematic counts

Inspect ✓  4 y 4

Determining
inventory

Inappropriate
basis

Approved by finance 
director

Enquire compare with 
accounting standards

- — - ✓
1,2

✓
1,2

-

costs Improper
calculation

Consistent with 
engineering specification

Inspect and reperform3 — — — ✓
1,2

— —

Program controls Use test data3
"

✓
1,2 "

Note. Tests are usually performed as part of dual-purpose tests.

Inventory Counting, requires that, where reliance is placed entirely on perpetual inventory records to 
determine inventory quantities at the balance sheet date, the auditors must additionally perform 
substantive procedures to:

• verify the physical existence of inventories by inspection and performing test counts, usually in 
conjunction with observing cyclical counts

• investigate significant differences between the physical count and the perpetual inventory records, 
and confirm that the records are properly adjusted.

Close to the balance sheet date, the auditors will need to consider the extent of test counts relative to 
total inventory, and to review the recorded differences between test counts and inventory records over 
the year and the explanations of those differences. If the auditors are not satisfied that results of test 
counts support an assessment of control risk as low, then they must discuss with management the need 
for a complete inventory count.

Control risk over costing inventory
In a manufacturing entity, assessment of the reliability of the costing system in providing accurate costs 
of production that are correctly determined in accordance with the applicable financial reporting 
framework can constitute a substantial component of the interim audit. Manufacturing costs are 
nearly always determined through the computer information system, and test data can be used to
test the accuracy of processing and recording cost information. Where standard costs are intended to
be used as the basis for valuing inventories, the tests must extend to the procedures employed in 
developing standards from the engineering specifications as to:

• the quantities of labour and material required
• the determination of standard prices for labour and materials.
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0  LEARNING CHECK___________________________________

• Where perpetual inventory records are used to determine inventory at balance sheet date, auditors 
need to obtain an understanding of the accounting and internal control systems and perform tests of 
control.

• There should be segregation between the duties of record keeping and custody.

• There should be adequate procedures for recording movement of inventory. For purchases and 
deliveries on sale, these procedures are linked with the control structure for purchase and sale 
transactions. There also needs to be a procedure for recording movement of inventory through the 
production process and between locations.

• The most important test of control is evaluation of the design effectiveness of test counts of physical 
inventory and comparison with the records. Assessment of control risk is critically dependent on the 
extent and results of such test counts performed by the entity.

• For manufacturing entities, auditors need to assess cost-accumulation procedures and their relia
bility as a basis for determining inventory cost.

• Inventory is material to many entities.

• Principal inherent risks are those of existence and valuation.

-  Management normally has an incentive to overstate the quantity and/or value of inventories to 
improve the reported profit and present a stronger balance sheet position. Auditors should also be 
alert to the desire to understate inventory to reduce reported taxable profits.

-  Inventory is subject to theft.
-  Valuation of inventory involves judgement, estimation and contentious accounting treatments.

Substantive procedures for inventories
Except where perpetual records are used as the basis for determining inventory at the balance sheet 
date, the audit is primarily based on substantive procedures applied to the account balance at the 
balance sheet date. The emphasis is on the assertions of existence and valuation, because the inherent 
risk of their misstatement is always high. Acceptable detection risk for these two assertions is usually 
assessed as being low, with detection risk for other assertions being low to moderate.

Designing substantive procedures
A listing of possible substantive procedures to be included in the audit programme appears in 
Table 12.3, with each test referenced to the audit objectives shown in Table 12.1.

Initial procedures
In tracing opening inventory balances to prior year working papers, the auditors should make certain 
that any audit adjustments, agreed upon in the prior year, were recorded. In addition, where perpetual 
inventory records are maintained, entries to the control accounts in the general ledger should be
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CATEGORY SUBSTANTIVE PROCEDURE RELEVANT AUDIT OBJECTIVE (FROM TABLE 
12.1)

E04 C4 R02 ACV2 PO# C-01

Initial
procedures

1. Perform initial procedures on inventory balances and records that 
w ill be subjected to further testing.
(a) Trace opening inventory balances to prior year's working papers.
(b) Review activity in inventory accounts and investigate entries that 

appear unusual in amount or source.
(c) Verify totals of perpetual inventory records and the ir agreement 

with closing general ledger balances.

_  _  _  ✓  _  _

Analytical
procedures

2. Perform analytical procedures.
(a) Review industry experience and trends.
(b) Examine an analysis of inventory turnover and gross profit.
(c) Review relationships of inventory balances to recent purchasing, 

production and sales activities.

✓  J  ---  y  ---- ----

Tests of details 
o f transactions

3. Test entries in inventory records to  and from  supporting 
documentation.

4. Test cutoff o f purchases, inventory transfers and sales.

Tests of details 5. Observe entity’s inventory counting.
of balances (a) Evaluate adequacy of entity ’s inventory counting plans.

(b) Observe inventory count and test compliance w ith laid down 
procedures.

(c) Make test counts.
(d) Look fo r indications of slow-moving, damaged or obsolete 

inventory.
(e) Account fo r all inventory counting tags and count sheets used in 

physical count.
(f) Record cutoff data.

6 . Test clerical accuracy of inventory listings.
(a) Recalculate totals and extensions of quantities tim es unit prices.
(b) Trace test counts (from  item 5(c)) to listings.
(c) Vouch items on listings to and from  count sheets and inventory 

counting tags.
(d) Compare physical counts to perpetual inventory records.
(e) Verify adjustment of amounts fo r movements between date of 

inventory count and balance sheet date.
7. Test inventory pricing,

(a) Examine suppliers' invoices fo r purchased inventories.
(b) Examine propriety of costing information, standard costs and 

disposition of variances pertaining to  manufactured inventories.
(c) Perform a lower o f cost or net realizable value test by reference 

to  sales made after the balance sheet date.
8 . Confirm inventories at locations outside the entity.
9. Examine consignment agreements and contracts

✓
✓ S 3  —

Presentation 10. Compare report presentation with applicable financial reporting 
and disclosure framework and regulatory requirements (such as IAS requirements

or relevant company law).
(a) Confirm agreements for assignment and pledging of inventories. —  —  —  —  s  —
(b) Review disclosures fo r inventories in drafts of financial 2.3 

statements and determine conform ity with the applicable
financial reporting framework.
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scanned to identify any postings that are unusual in amount or nature and thus require special 
investigation. Where perpetual inventory records are to be used as the basis for determining inventory 
at the balance sheet date, the inventory listing must be test checked to and from the records, added and 
agreed with the balance in the control account. Additional work on inventory listings is described later 
in the tests of details of balances.

Analytical procedures
The application of analytical procedures to inventories is often extensive. A review of industry 
experience and trends is useful in developing expectations to be used in evaluating analytical 
data for the entity. For example, knowledge of an industry-wide fall in turnover will enable the 
auditors to expect a fall in the entity’s inventory turnover ratio. If the ratio does not show the 
expected fall, then the auditors may suspect errors as to the existence of the inventory balance, 
or in the completeness of the turnover balance used in calculating the ratio. A review of 
relationships of inventory balances with recent purchasing, production and sales activities also 
aids auditors in understanding changes in inventory levels. For example, an increase in the 
reported level of finished goods inventory when purchasing, production and sales levels have 
remained steady, could indicate misstatements related to the existence or valuation of the 
finished goods inventory.

Important ratios are those of inventory turnover and gross profit. The use of the gross profit ratio 
has previously been explained with respect to the audits of sales and purchases. An unexpectedly high 
inventory turnover ratio, or an unexpectedly low gross profit ratio, might be caused by an over
statement of cost of goods sold and a corresponding understatement of inventories. Conversely, 
conformity of these ratios with expectations provides assurance of the fairness of the data used in 
the calculations.

Where inventory count is other than at the year end, totals of transactions in the intervening period 
should be analysed for reasonableness.

Tests of details of transactions
With the exception of cutoff tests, tests of details of transactions will be performed only where 
inventory at the balance sheet date is determined wholly or partly from perpetual inventory 
records.

Testing entries in inventory records
Where inventory at the balance sheet date is determined wholly by reference to perpetual inventory 
records, the tests of details of inventory transactions will be those described in Table 12.2 as dual- 
purpose tests. Where inventory at the balance sheet date is determined by count other than at the year 
end and adjusted by reference to inventory records in the intervening period, such tests of details of 
transactions may be confined to the period between the date of inventory count and the balance sheet 
date.

Testing cu to ff o f  purchase, manufacturing and sales transactions
T he purpose and nature of sales and purchases cutoff tests are explained in Chapters 10 and 11 
respectively, in connection with the audit of trade receivables and trade payables balances. Both
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tests are important in establishing that transactions occurring near the end of the year are 
recorded in the correct accounting period. For example, purchases in transit at the year end 
should be excluded from inventory and trade payables, and inventory in transit to customers at 
the year end should be included in sales and excluded from inventory. In a manufacturing entity, 
it must also be determined that entries are recorded in the proper period for the allocation of 
labour and overhead costs to work in process and for goods moved between raw materials, 
work in process and finished goods.

In each case, the auditors must ascertain, through inspection of documents and physical 
observation, that the paperwork cutoff and the physical cutoff for inventory count are coordi
nated. For example, if the auditors determine that an entry transferring the cost of the final 
completed batch of the period to finished goods has been recorded, then they should determine 
that the goods, even if in transit, were included in the inventory count of finished goods and that 
they were neither counted as part of work in process, nor missed altogether. During their 
attendance at the count, the auditors should note details o f documentation relating to the 
movement of goods at the date of inventory count. Where inventory counting is other than at 
the balance sheet date, the auditors must also check cutoff at the date of inventory count to 
ensure that movements between that date and the balance sheet date exclude transactions prior 
to the count.

Tests of details of balances
As already explained, auditors reduce audit risk in the audit of inventories to the desired level primarily 
through the performance of substantive tests of details of balances.

Observing the entity’s inventory count
During the 1930s, audit evidence for inventories was usually restricted to obtaining a certificate 
from management as to the correctness of the stated amount. In 1938, the discovery of a substantial 
fraud in the McKesson &  Robbins Company, a major US pharmaceutical corporation, caused a 
reappraisal, in the United States, of auditors’ responsibilities for inventories. The company’s 
December 1937 financial statements, which were audited by a national public accounting firm to 
the audit firm’s satisfaction, reported $ 87  million of total assets. O f this amount, $19 million was 
subsequently determined to be fictitious: $10 million in inventory and $9 million in trade recei
vables. The auditors were exonerated of blame because they had complied with existing auditing 
standards. However, promptly thereafter, US auditing standards were changed to include a require
ment for the physical observation of inventories.

The observation of inventory count is specifically required by ISA 501 whenever inventories 
are material to an entity’s financial statements and observation is practicable. The observation of 
inventory count may prove to be inconvenient, time consuming and difficult for the auditors but it 
is seldom impracticable. When inventories are material and the auditors do nor observe the 
inventory count, the auditors may perform alternative procedures, such as verifying sales transac
tions after the inventory count dare of items included in inventory. However, alternative proce
dures may not provide the auditors with sufficient appropriate audit evidence as to applicable 
assertions and this may result in a ‘modified’ audit opinion due to limitation of audit scope (see 
Chapter 15).
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When planning attendance at the physical inventory count or the alternative procedures, ISA 501 
requires the auditor to consider the following:

• The risks of material misstatement related to inventory.
• The nature of the internal control related to inventory.
• Whether adequate procedures are expected to be established and proper instructions issued for 

physical inventory counting.
• The timing of the count.
• The locations at which inventory is held.
• Whether an expert’s assistance is needed.

The auditors have no responsibility to undertake or supervise the counting of the inventory. That is the 
responsibility of management. The auditor’s attendance and observation procedures enable the 
auditor to obtain direct knowledge of the reliability of management’s inventory counting procedures 
and, thus, the extent of reliance that may be placed on management’s assertions as to the quantities and 
physical condition of the inventories.

In some cases, the entity may hire outside inventory counting specialists to count inventory. 
Where the outside inventory counting specialists have no particular expertise in the type of 
inventory being counted, the auditors must be present to observe their counts too because, from 
an auditing standpoint, they are essentially the same as entity employees. Where the specialists 
are experts in the particular type of inventory (such as precious stones), the auditors may be in a 
position to place a degree of reliance on the work of the expert in accordance with ISA 620, 
Using the Work o f  an Expert.

As has been explained, the timing of inventory count is negotiated with management in accordance 
with the entity’s inventory system and the assessment of control risk. Except where reliance is placed 
wholly on perpetual inventory records, quantities are determined by physical count as of a specific 
date. The date should be at or near the balance sheet date and the auditors should be present on the 
specific date. For a multisite entity, the auditors may vary locations attended each year, so long as they 
observe a sufficiently sized sample of inventory each year. In such cases, the auditors may consider 
relying on internal audit for attendance at locations not visited, subject to the requirements of ISA 610, 
Considering the Work o f  Internal Audit. Such reliance, however, does not replace the requirement for 
the auditors to undertake sufficient personal observation of inventories. Other firms of auditors may 
also be engaged to observe inventory count at inconvenient locations, subject to the requirements of 
ISA 600 (Revised and Redrafted), Special Considerations -  Audits o f  Group Financial Statements 
(Including the Work o f  Component Auditors).

Attendance at inventory count involves the performance of tests of control over entity procedures 
and of substantive procedures applied directly by the auditors. Because both procedures are performed 
simultaneously, both types of audit procedure are usually included within the programme of substan
tive procedures. Moreover, because there is no alternative audit strategy if the entity’s inventory count 
procedures are found to be inadequate, the auditors should review and evaluate the entity’s inventory 
counting plans well in advance of the counting date. With ample lead time, the entity should be able to 
respond favourably to suggested modifications in the plans before the count is begun. It is common for 
the auditors to assist the entity in designing an inventory counting plan that will facilitate both the 
taking and the observing of the inventory.
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Procedures are the same as for test counts in respect of perpetual inventory records (as 
described earlier in the chapter -  see p. 4 2 6 ), except that the count is o f all inventory, not just 
a sample thereof.

In observing inventory count the auditors should ensure that laid down procedures are being 
properly followed by:

• observing entity employees performing their laid down procedures
• determining that pre-numbered count sheets or inventory tags are properly controlled
• being alert to the existence of empty containers and hollow squares (empty spaces) that may exist 

when goods are stacked in solid formations
• observing that cutoff procedures are being followed and that the movement o f goods, if any, is 

properly controlled
• seeing that all goods are marked as having been counted.

In addition, the auditors should perform substantive procedures, including:

• making test counts and agreeing quantities with the entity’s count
• recording details of serial numbers of count sheets or tags, used and unused (or take copies of all used 

count sheets)
• ensuring that partly used count sheets are ruled o ff to prevent additional entries being made
• appraising the general condition of the inventory, noting damaged, obsolete and slow-moving items
• identifying and noting the last receiving, production and dispatch documents used, and determining 

that goods received during the count are properly segregated.

The extent o f the auditor’s test counts partly depends on the nature and com position of the 
inventory. Prior to inventory count, the auditors will identify high-value items for test counting 
in addition to counting a representative sample o f other items. In making test counts, the auditors 
should record the count and give a complete and accurate description o f the item (identification 
number, unit o f measurement, location, and so forth) in the working papers, as shown in Figure 
12.1. Such data are essential for the auditors’ com parison o f the test counts with the entity’s counts, 
and for the subsequent tracing of the counts to inventory summary sheets and perpetual inventory 
records.

On conclusion of the observation procedure, a designated member o f the audit team should 

prepare a working paper detailing such matters as listed below, before reaching a conclusion as to 
the reliability of the count:

• departures from the entity’s inventory counting plan
• the extent of test counts and any material discrepancies resulting therefrom
• conclusions on the accuracy of the counts
• the general condition of the inventory.

In the initial audit of an established entity, it is clearly impracticable for the auditors to have 
observed the inventory count at the previous year end that establishes the opening inventory. ISA 
5 1 0 , Initial Engagements -  Opening Balances , permits auditors to verify the inventories by other
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Highlift Company Prepared by; L.R.S. Date; 51/12/Xl
Raw Materials Test Counts Reviewed by: S.E.M. Date: 7/1/X2
31/12/Xl

Tag
no.

Stock Stock C ount
sheet

no. N um ber Description C om pany A ud ito r D ifference
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Figure 12.1 Inventory counting test counts working paper for raw materials.

auditing procedures. When another firm of auditors has audited the entity in the prior period, 
the auditors may review working papers of the predecessor audit firm and consider its competence 
and independence. If the entity has not been audited previously, the auditors may be able to obtain 
audit satisfaction by testing prior period transactions, reviewing the records of prior counts or 
applying analytical procedures.
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When sufficient evidence has not been obtained as to the existence of opening inventories, or 
when the auditors are unable to observe the closing inventory count or to obtain sufficient 
evidence from alternative procedures, they must consider the effect on the audit opinion. The 
specific effects on the auditor’s report are considered in Chapter 15. Like the confirmation of 
trade receivables, the observation of the entity’s inventory count applies to many assertions. It is 
the primary source of evidence that the inventory exists and also provides evidence as to the 
assertions detailed in Table 12.4.

Table 12.4 Assertions for which attendance at inventory count provides evidence

ASSERTION APPLICATION

Completeness Procedures provide strong evidence that (in respect of items subject to the counting procedures) all items were
included in the count

Valuation and Observation of the condition of goods as being damaged, obsolete or apparently slow-moving and which may need to
allocation be valued at net realizable value provides some evidence to support the valuation assertion
Rights and Possession of goods on entity premises provides some evidence as to ownership
obligations
Existence Procedures at attendance provide strong evidence to support the existence assertion

Testing clerical accuracy o f  inventory listings
After the inventory count, the entity uses the count sheets or inventory tags to prepare a listing of all 
items counted. The inventory items are then priced to arrive at the total value of inventory. Because this 
listing serves as the basis for the recorded inventory balance, the auditors must ensure that the listing is 
clerically accurate and that it accurately represents the results of the physical count by:

• testing their own test counts to the inventory listings
• identifying count sheets or tags used in the inventory count according to records made by the 

auditors at the time of attendance, and testing items on those count sheets or tags to and from the 
listings

• comparing the count, on a test basis, with amounts per perpetual records, when applicable, and 
inquiring into any differences noted

• testing the clerical accuracy by recalculating the extensions of quantities multiplied by unit prices on 
a test basis and the totals shown on the inventory listings.

Testing inventory valuation
IAS 2, Inventories, requires that inventories are valued at the lower of cost and net realizable value. 
Cost includes all costs incurred in bringing the inventory to its present location and condition. Net 
realizable value is the cost to date less the estimated costs of completion and disposal of the item. Items 
should be valued individually on this basis.

In the case of raw materials and goods bought for resale, inventory valued at ‘cost’ (which s h o u ld  

he on a FIFO basis) will normally be evidenced by inspection of the most recent invoiced prices. Other
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methods that provide a close approximation to actual cost may also be acceptable. For example, 
retailers may initially price up the inventory at selling prices and then deduct an appropriate gross 
margin to arrive at cost. In these circumstances the auditor would need to obtain evidence to support 
the components that determine the calculated inventory cost (for example, in respect of selling prices 
and the gross profit margin).

For work in progress and finished goods inventories, the auditors must test cost against costing 
records. The entity’s costing system will have been evaluated during the interim audit and controls over 
the determination of product cost assessed. The dual-purpose tests listed in Table 12.2 should provide 
sufficient evidence as to the reliability of product cost data. The auditors should vouch the individual 
component costs (both in terms of price and quantity) to supporting documentation. These would 
include for example obtaining evidence of the price and quantities of allocated raw materials, labour 
hours and rates and other allocated indirect costs such as production overheads at the various stages of 
completion.

Significant variances between budget and actual costs may indicate that the standard cost is 
not representative of actual cost. Such variances would require further analysis and investiga
tion. When a variance account has a large balance, the auditors must consider whether fair 
presentation requires a pro rata allocation of the variance to inventories and to costs of goods 
sold, instead of charging the entire variance to the cost of goods sold. For example, a large 
favourable material price variance may indicate that the true cost of inventory is less than the 
standard cost. If the variance is written off, then the cost of inventory is overstated. It should 
also be noted that IAS 2 requires that the allocation of production overheads to work in process 
and finished goods is based on ‘normal’ levels of production. ‘Norm al’ levels of production 
should be considered in terms of such factors as budgeted levels for the current and subsequent 
years, the actual production levels of previous years and the operating capacity of the produc
tion facilities.

Inventory at net realizable value
As noted above IAS 2 requires inventory to be written down to net realizable value where it is below 
cost. The write-down constitutes an accounting estimate and the auditors must follow the procedures 
in ISA 540 , Audit o f  Accounting Estimates. This requires auditors to perform some or all of the 
following:

• review and test the process used by management
• use an independent estimate
• review subsequent events.

For items priced at net realizable value, the auditors must verify the basis for arriving at that 
value. In some cases, it will be the actual, current or contracted selling price less an estimate of 
costs to be incurred in completion and selling. In other cases, a formula may be used, taking into 
account the age, past movement and expected future movement of the inventory items. The 
auditors must examine the data and assumptions on which the estimates are based, check the 
calculations, consider prior period experience and see that management properly approves 
the estimates.
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In view of the inherent risk of understatement of the required write-down, the auditors should also 
carry out substantive procedures to identify the need for further write-downs. IAS 2 specifically 
identifies the following situations in which a write-down may be necessary:

• a fall in selling price
• physical deterioration of inventories
• obsolescence
• a decision to sell at a loss
• purchasing or production errors.

Specific procedures normally adopted by the auditors include:

• Reviewing sales after the balance date.
• Observing signs of deterioration or obsolescence during the attendance at inventory count.
• Analysing inventory holdings relative to recent or future budgeted turnover to identify excessive 

holdings. This analysis is often performed with the use of generalized audit software.
• Making inquiries of management and of sales and production personnel.
• Reviewing the minutes of the board of directors and executive committees.

Use o f  an expert. When entity assertions about the value of the inventory pertain to highly technical 
matters, auditors may require the assistance of an outside expert. This may occur, for example, in an oil 
company with different grades of petrol and motor oil, or in a jewellery shop with different carat 
diamonds. As explained in Chapter 6, auditors may rely on the work of an expert in obtaining 
sufficient appropriate audit evidence when they are satisfied as to the qualifications and independence 
of the expert.

Confirming inventories at locations outside the entity
When inventories are stored in public warehouses or with other third parties, auditors 
should obtain evidence as to the existence of the inventory by direct com m unication with 
the custodian. This type of evidence is deemed sufficient except when the amounts 
involved represent a significant proportion of current or total assets. W hen this is the 
case, the auditors should:

• consider the integrity and independence of the third party
• observe (or arrange for another auditor to observe) physical counts of the goods
• obtain another auditors’ report on the warehouse’s control procedures relevant to physical counting 

and to custody of goods
• if warehouse receipts have been pledged as collateral, confirm with lenders the pertinent details of 

the pledged receipts.

Confirmation of inventories at outside locations also provides evidence about the rights and obliga
tions assertion. In addition, it will result in evidence as to the completeness assertion if the custodian 
confirms more goods on hand than stated in the confirmation request. It does not provide any evidence 
about the value of the inventory because the custodian is not asked to report on the condition of the 
goods stored in the warehouse.
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Examining consignment agreements and contracts
Goods on hand may be held for customers, at their request, after a sale has occurred, and goods 
belonging to others may be held on consignment. A consignment ‘sale’ is one made on a sale or return 
basis. Payment for the goods is usually required only on subsequent sale to a third party. This is a 
common feature of the motor trade where manufacturers normally supply vehicles to their dealerships 
on terms that do not require the dealership to pay for the vehicle until it has been sold by the dealership. 
Until that time legal title remains with the manufacturer. The vehicles should be included by the 
dealership as inventory where the conditions of supply indicate that the recognition criteria of an asset 
(for example, under IAS, in accordance with the IASB’s Framework for the Preparation and 
Presentation o f  Financial Statements) have been met.

Typical auditor procedures should include:

• Reviewing sale conditions.
• Carrying out asset ‘recognition’ tests -  risks and rewards of ownership passed? Measurable flow of 

resources probable?
• Making enquiries of directors.
• Considering the adequacy of disclosure.

If the consignment inventory is acquired on such terms that it should not be included in inventory, 
management should segregate these goods and exclude them from the inventory count. In addition, 
auditors usually request from management a written assertion on ownership of inventories in a 
‘management representation’ letter (as discussed and illustrated in Chapter 14).

The auditors should also inquire whether any of the entity’s own goods are held on consignment 
and included in inventory. Procedures similar to those described above are also relevant to determine 
the appropriate accounting treatment. In addition, where the goods are material the auditor should 
confirm their existence directly with the other party.

Goods may also be assigned or pledged, usually as security for loans. Auditors must inquire of 
management as to the existence of such agreements and check that appropriate disclosure is made in 
the financial statements. Auditors must also consider the possibility of window dressing. Substantial 
sales immediately prior to the year end, to an unlikely customer, of goods that are not required to be 
delivered, may in reality be a loan by the ‘customer’, secured by the transfer of title to specified goods. 
Such a ‘transaction’ enables the entity to reduce its inventories and increase its cash, thus enhancing the 
quick or acid test ratio. Further inquiry may reveal an agreement, by the entity, to repurchase the goods 
after the year end. Such a transaction should be accounted for in accordance with its substance: a loan 
secured by inventory.

Evidence obtained from this procedure relates to the rights and obligations assertion and the 
disclosure assertion.

Inventory purchased ‘subject to reservation of title’
It is common for companies to acquire goods on trading terms such that title to the goods does not pass 
to the purchaser until they have been fully paid for. This enables the supplier to ‘trace’ and seize the 
goods back (or proceeds from sale) in the case of nonpayment (for example in a liquidation). Although
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legal ownership for these goods remains with the supplier, they should be included in the balance sheet 
of the purchasing company (thus applying the concept of ‘substance over form’). Where the financial 
statements are drawn up on a going-concern basis, it is usual to include a note in the financial 
statements to disclose the value of inventory subject to reservation of title clauses.

For reservation of title clauses to be effective the following conditions must normally be included in 
the terms of trade:

• full title remains until the goods are paid for
• the goods are clearly defined
• products for their use are specified
• the goods are stored separately for identification
• if the goods are sold on, then they are sold by the original purchaser as agent for the original 

supplier.

Disclosure
It is appropriate to identify the major inventory categories in the balance sheet. In addition, there 
should be disclosure of the inventory costing method(s) used, the pledging of inventories and the 
existence of major purchase commitments.

Inquiry o f management is used to determine the existence of binding contracts for future purchases 
of goods. When such commitments exist, auditors should examine the terms of the contracts and 
evaluate the fairness of the entity’s accounting and reporting. When material losses exist on purchase 
commitments, they should be recognized in the financial statements, together with a disclosure of the 
attendant circumstances as noted in the discussion of trade payables in the previous chapter.

The substantive procedures described above provide evidence as to financial statement disclosure. 
Further evidence may be obtained, as needed, from a review of the minutes of board of directors meetings 
and from inquiries of management. Based on the evidence, and on a comparison of the entity’s financial 
statements with the Companies Act (or other regulatory frameworks) and with applicable Financial 
Reporting Standards, the auditors determine the truth and fairness of the disclosures.

^  LEARNING CHECK__________________________________

• Analytical procedures of inventory turnover and gross profit contribute evidence as to the reason
ableness of the inventory balance.

• Physical observation of inventory is a required audit procedure whether by attendance at cyclical 
counts of perpetual inventory records or at a balance date count.

• Physical observation involves:

-  considering the adequacy of management plans;
-  observing compliance with laid down procedures;
-  performing substantive procedures in the form of inspecting and test counting inventory, noting 

usage of count sheets and obtaining cutoff information.
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• Inventory listing must be checked:

-  against count sheets recorded as used at inventory counting;
-  against test counts;
-  as to clerical accuracy.

• Pricing of inventory involves testing against costing records and assessing write-downs to net 
realizable value.

• An independent consideration of the need for further write-downs to net realizable value should also 
be performed.

• Inventory held elsewhere is verified by confirmation with the custodian.

• Inquiry must be made of inventory held for others, consignment inventory, inventory assigned or 
pledged or purchased subject to reservation of title.

Tangible Noncurrent Assets
Tangible noncurrent assets are tangible assets intended to be retained for use in the entity’s operations. 
This category, on the balance sheet, includes land and buildings, plant and equipment and the related 
accumulated depreciation. Land and buildings may be freehold or leasehold and plant and equipment 
may include assets held under finance leases. The principal related profit and loss accounts are 
depreciation expense, repairs expense, finance charges on finance leases and rent on operating leases.

The principal transaction class relating to noncurrent asset balances is that of purchases. The 
information system and internal control procedures relating to purchases were explained in 
Chapter 11. This chapter considers issues relating to developing the audit plan and designing sub
stantive procedures relating to the account balance and disclosure assertions.

Audit objectives
The relevant audit objectives are presented in Table 12.5.

Table 12.5 S e le c te d  sp e c if ic  a u d it o b je c t iv e s  fo r  ta n g ib le  n o n c u r re n t  a sse ts

assertion category TRANSACTION CLASS AUDIT OBJECTIVES ACCOUNT BALANCE AUDIT 
OBJECTIVES

Transactions and accoun t balances: 
existence o r occurrence

Completeness

Rights and obliga tions

Recorded add itions represent noncu rren t assets 
acquired during  the period under aud it (E01) .  

Recorded d isposa ls  represent noncu rren t assets sold 
o r scrapped during  the period under aud it (E0 2)

All add itions (C1) and d isposa ls (C2) that occurred  
during the period have been recorded

The entity has righ ts  to  the noncurren t assets resulting  
trom  recorded purchase transactions (R1)

Recorded noncu rren t assets represent 
p roductive  assets tha t are in use at the 
balance sheet date (E03 )

N oncurrent asset balances include all 
app licab le  assets used in opera tions at 
balance sheet date (C3)

The entity  ow ns or has righ ts  to  all 
recorded noncu rren t assets at the 
balance sheet date (R2 )

(continued overleaf)



CHAPTER 12 

Table 12.5 (continued)

ASSERTION CATEGORY TRANSACTION CLASS AUDIT OBJECTIVES ACCOUNT BALANCE AUDIT 
OBJECTIVES

Accuracy, classification and valuation 
and allocation

Presentation and disclosure: 
occurrence and rights and obligations, 
completeness, classification and 
understandability, and accuracy and 
valuation

Additions (ACV1) and disposals (ACV2) are correctly 
journalized, and posted

The details of additions (PD1) and disposals (PD2) 
of noncurrent assets support their classification and 
disclosure in the financial statements

Moncurrent assets are stated at cost or
valuation less accumulated depreciation
(ACV3)
Disclosures as to:
•  cost or valuation
•  depreciation methods and useful lives 

of each major class
•  the pledging as collateral, and
•  the major terms of finance lease 

contracts of noncurrent assets are 
adequate (PD3)

Developing the audit plan
This section will consider materiality and inherent risk and the development of an appropriate audit 
strategy. Because transactions relating to noncurrent assets are few and usually individually material, a 
predominantly substantive audit strategy is normally cost-effective. Additionally, the use of a plant register 
will be explained. Although auditors rarely assess controls over recording noncurrent asset transactions in 
the register, the existence of the register is a source of evidence used in substantive procedures.

M ateriality
Noncurrent assets often represent the largest category of assets on the balance sheet and the related expenses 
such as depreciation and repairs and maintenance are material factors in the determination of net profit.

Inherent risk
There may be significant variations in the inherent risk assessments for assertions pertaining to 
different noncurrent asset accounts. For example, inherent risk for the existence assertion may be 
low in a merchandising entity because the plant and equipment are not normally vulnerable to theft. 
However, it may be moderate or high in a manufacturing entity because scrapped or retired machinery 
may not be written off the books, or small tools and equipment used in production may be stolen. 
Similarly, the inherent risk in the valuation assertions may be low when equipment items are purchased 
for cash, but high when items are acquired under finance leases. In the same way, the inherent risk may 
be high for the rights and obligations assertion and disclosure assertion for plant and equipment 
acquired under finance leases.

A udit strategy
Although material, the verification of noncurrent assets typically involves significantly less time and cost 
than the verification of current assets. Unlike trade receivables or cash balances, control risk assessments 
for noncurrent asset balances are usually less dependent on controls over major transaction classes.
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The only transaction class with a significant effect on noncurrent asset balances is that of 
purchases, which was considered in Chapter 11. When expenditures for smaller items (such as 
furniture, fixtures and equipment) are processed as routine purchase transactions, auditors may 
elect to use a lower assessed level of control risk approach. In such cases, the auditors’ tests of 
control of purchase transactions should include a sample of such assets. In assessing control risk 
for plant and equipment assertions, the control risk assessments for purchase transactions are 
applicable. Other expenditures for land, buildings and m ajor capital improvements tend to occur 
infrequently and are not subject to the routine purchasing controls. These transactions may be 
subject to separate controls, including capital budgeting and specific authorization by the board 
of directors. Because such transactions are often individually material, a predominantly sub
stantive approach is often adopted for the noncurrent assets, resulting in low planned levels of 
detection risk.

In determining detection risk for the valuation assertion for depreciation expense and accumulated 
depreciation, it should be recognized that inherent risk is affected both by the degree of difficulty in 
estimating useful lives and residual values and the complexity of the depreciation methods used. Control 
risk may be affected by the effectiveness of any controls related to these estimates and calculations.

Noncurrent asset register
Entities frequently maintain a noncurrent asset register as a subsidiary ledger detailing individual items 
of plant and equipment. The register records the cost of each asset and of any additions or alterations, 
and the accumulated depreciation charged against it. Balances in the register reconcile with the 
written-down value of the plant and equipment account in the general ledger. The register also 
contains additional information, such as the serial number, the supplier or manufacturer, the insurance 
cover, the maintenance record and the location, as well as other information relevant to management 
of the portfolio of plant and equipment. From time to time, the entity may carry out an inventory of 
plant and equipment. Among other benefits, this helps in revealing unrecorded disposals of fully 
depreciated items.

Control over maintenance of the register is of more audit significance for some client companies 
than others. A register provides a useful control where, for example, assets are vulnerable to mis
appropriation, or not easily individually identifiable or they are portable. Regular physical inventory 
of such assets provides evidence as to their existence and may be sufficient to enable the auditors to 
forgo the need to inspect such assets physically at the balance sheet date. Procedures for understanding 
internal control procedures and assessing control risk are similar to those for perpetual inventory 
records described in the first part of this chapter.

Substantive procedures for noncurrent assets
As explained earlier, the performance of substantive procedures achieves the required reduction in 
audit risk of misstatements in tangible noncurrent asset balances whatever the assessed level of 
inherent and control risk. Substantive procedures must, therefore, be designed and performed so as 
to achieve the desired low level of detection risk. The design of substantive procedures will also be 
guided by the understanding of the entity and of its internal control and the resultant assessment of any 
specific risks of material misstatement.
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In the first audit, evidence must be obtained as to the truth and fairness of the opening balances and the 
ownership of the assets comprising the balances. When another firm of auditors has previously audited 
the entity this evidence may be obtained from a review of the predecessor auditor’s working papers. If 
the entity has not been previously audited the auditors must undertake an investigation o f the opening 
balances. Information concerning opening balances obtained in the initial audit is usually recorded in 
the permanent audit file. This record is updated annually to record changes in the m ajor assets, 
particularly property, including details of title deeds and registered charges such as mortgages.

In a recurring engagement, the auditors concentrate on the current year’s transactions. The open
ing balances have been verified through the preceding year’s audit and changes in the balance are 
usually few. This contrasts with the audit of current assets, which are subject to numerous transactions 
and for which the audit effort is concentrated on the closing balance. The auditors rely on the 
inspection of documentary evidence in verifying additions and disposals and on mathematical evidence 
in verifying depreciation.

Possible substantive procedures for noncurrent asset balances, and the specific account balance 
audit objectives to which the tests relate, are shown in Table 12.6. Risk considerations usually result in 
greater emphasis being placed on the existence and valuation assertions. We will explain each 
substantive procedure in a later section.

Table 12.6 Possible substantive procedures for tangible noncurrent asset assertions

Designing substantive procedures

CATEGORY SUBSTANTIVE PROCEDURE ACCOUNT BALANCE
AUDIT OBJECTIVE 
(FROM TABLE 12.5)

E03 C3 R2 ACV3 PD3

Initial procedures Perform initial procedures on noncurrent asset balances and records that will be 
subjected to further testing.
(a) Trace opening balances for noncurrent assets and related accumulated depreciation 

accounts to and from prior year’s working papers.
(b) Review activity in general ledger, accumulated depreciation and depreciation

expense accounts, and investigate entries that appear unusual in amount or source. /  ✓  /  /  /
(c) Obtain entity-prepared schedules of additions and disposals and determine that 

they accurately represent the underlying accounting records by:
•  adding and cross-adding the schedules and reconciling the totals with increases 

or decreases in the related general ledger balances during the period;
•  testing agreement of items on schedules with entries in related general ledger 

accounts.

Analytical 2. Perform analytical procedures.
procedures (a) Calculate ratios. ✓  ✓  ✓  —  —

(b) Analyse ratio results relative to expectations based on prior years, 
industry data, budgeted amounts, or other data.

Tests of details of 3. Agree asset addition with supporting s  —  4  /  /
transactions documentation.

4. Agree asset disposals with supporting documentation. ✓  ✓  ✓  ✓  ✓
5. Review repairs and maintenance and rental expense. —  /  —  —  /
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Tests of details of 6 . Examine title documents and 
balances contracts.

7. Review provisions for depreciation.
8 . Consider the possibility of impairment.
9. Inquire into the valuation of noncurrent assets.

✓ —  _

— — y
— — y

Presentation and 10. Compare statement presentation with the applicable financial reporting framework. —
disclosure (a) Determine that noncurrent assets and related expenses, gains and losses are

properly identified and classified in the financial statements.
(b) Determine the appropriateness of disclosures pertaining to the cost, value, 

depreciation methods and useful lives of major classes of asset, the pledging ot 
assets as collateral and the terms of lease contracts.

Initial procedures
Before performing any o f the other steps in the audit programme, the auditors determine that the 
opening general ledger balances agree with the prior period’s audit working papers. This com par
ison will confirm  that any adjustments determined to be necessary at the conclusion o f the prior 
audit and reflected in the prior period’s published financial statements were also properly booked 
and carried forward. N ext, the auditors test the m athematical accuracy o f entity-prepared sche
dules o f additions and disposals, and reconcile the totals with changes in the related general ledger 
balances for noncurrent assets during the period. In addition, the auditors test the schedules by 
vouching items on the schedules to entries in the ledger accounts and tracing ledger entries to the 
schedules to  determine that they are an accurate representation of the accounting records from 
which they were prepared. The schedules may then be used as the basis for several other audit 
procedures. Figure 12 .2  illustrates an auditors’ lead schedule for noncurrent assets and accumulated 
depreciation.

Analytical procedures
Analytical procedures are less useful as a source of evidence as to noncurrent asset balances than they 
are for current assets and liabilities. This is because the balance can vary substantially as the result of 
relatively few transactions o f which the auditors are already likely to be aware. A comparison of the 
annual depreciation charge with the cost or written-down value of the relevant class of assets should 
yield a measure comparable to the depreciation rate. Such evidence could provide some of the required 
evidence as to the valuation assertion. Comparison of repairs and maintenance expense with that for 
prior years or with net sales may indicate the possibility that some maintenance expenditures have not 
been recorded or that they have been capitalized in error.

Tests of details of transactions
These substantive procedures cover three types o f transaction related to tangible noncurrent assets: 
additions, disposals, and repairs and maintenance.

Agreeing additions
The auditors need first to ascertain m anagem ent’s policy with regard to the distinction between 
capital and revenue expenditure. M ost entities specify a cutoff value below which purchases are
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H ig h lif t  C o m p a n y  W / P  ref: &
F ix e d  a s s e t  a n d  a c c u m u la t e d  d e p r e c i a t i o n  Prepared by: C.J.O. pa fe: 4/2/X2
Leod s ch ed u le  Reviewed by: F..C.F Date: 14/2/X2
3 1  D e c e m b e r 2 0 X 1

W/P
ref.

Accf. Account
title

Asset Cost Accumulated depreciation

Balance
31/12/XO Additions Oisposols

Adjustments
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31/12/Xl

Balonce
31/12/XO Provisions Disposals

Adjustments
(DRJ/CR

Balance
31/12/Xl

G -l 301 lond 450 0 0 0 A 450000

G-l 302 Buildings 2 108 0 0 0 A 125000 @ (2 5 0 0 0 ) 2 2 08000 379 440 A 84 320 @ (1  000) 462 760

G-3 303 Mach. and equip, 3 757 250 A 900000 370000 @ 2 5  000 4 392 250 1 074210A 352910 172500 @  1000 1 255 620

G-4 304 Furn. and fixtures 853 400A 144 000 110000 887400 217450A 43 250 21000 239700

71 6 8 6 5 0 1 249000 480000 0 7 9 3 7650 1671100 480480 193 500 0 1958080

F r F FF 1 F F F pr

A Traced  to  general ledger and 2>U)2fK0 working papers

Footed

^  C ross-footed  an a  Footed

©  To rfic lase:fy c o s t  ana related accum ulated  depreciation fo r  purchased addition recorded  in S’undinge
accou n t th a t  should have been recorded  in M achinery ana  Equipm ent account. S ee adjusting entry  #21 on W /P  A E —4.

Figure 12.2 Noncurrent asset and accumulated depreciation lead schedule.

expensed regardless of their nature. A consistent policy also needs to be followed in distinguishing 
improvements, which prolong the life or enhance the usefulness of existing assets, from repairs and 
maintenance, which are necessary for the asset to continue to function over its expected useful life, 
subject to the guidance provided by IAS 16, Property, Plant and Equipment. The auditors must 
ensure that additions are properly capitalized and that a consistent policy is being followed.

The recorded amounts should be vouched to supporting documentation in the form of authoriza
tions in the minutes, suppliers’ invoices and contracts. If there are numerous transactions, the vouching 
may be done on a test basis. In performing this test, the auditors ascertain that the amount capitalized 
includes installation, freight and similar costs, but excludes expenses included on the supplier’s invoice, 
such as a year’s maintenance charge. For construction in progress, the auditors may review the contract 
and documentation in support of construction costs. M ajor items should be physically inspected, 
ensuring that details of the asset inspected (such as its description and the manufacturer’s serial 
number) agree with the documentation.

The auditors also need to inquire about leases for tangible noncurrent assets entered into during 
the period. Lease agreements convey, to a lessee, the right to use assets, usually for a specified 
period of time. For accounting purposes, leases may be classified as either finance leases or as 
operating leases. The auditors should read the lease agreement to determine its proper accounting 
classification in accordance with IAS 17, Accounting fo r  Leases. When a finance lease exists, both 
an asset and a liability should be recognized in the accounts and financial statements. The cost of 
the asset and the related liability should be recorded at the present value of the future minimum 
lease payments. The accuracy of the entity’s determination of the present value of the lease liability 
should be verified by recomputation.
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The vouching of additions provides evidence about the occurrence, rights and obligations, accu
racy and classification assertions. In addition, the examination of lease contracts pertains to the 
disclosure assertion, due to the disclosures that are required under IAS 17.

Agreeing disposals
Evidence as to the occurrence of sales, disposals and trade ins is obtained by vouching recorded 
transactions to cash remittance advices, written authorizations and sales agreements. Such documen
tation should be carefully examined to determine the accuracy and propriety of the accounting records, 
including the recognition of any gain or loss. This procedure additionally provides evidence as to the 
accuracy and rights assertions.

The following procedures may be used by auditors in determining the completeness of recorded 
disposals:

• analysing the miscellaneous revenue account for proceeds from sales of noncurrent assets
• investigating the disposition of facilities associated with discontinued product lines and operations
• tracing disposal work orders and authorizations for disposals to the accounting records
• reviewing insurance policies for termination or reductions of coverage
• inquiring of management as to disposals.

Reconciling the results of any physical inventory of plant and equipment undertaken by the entity with 
the general ledger accounts provides further evidence that all disposals have been recorded.

Reviewing repairs and maintenance and rental expenses
The auditors’ objective in reviewing repairs and maintenance expenses is to determine the propriety 
and consistency of the charges to this expense. Auditors scan the individual charges, in excess of the 
entity’s cutoff value for capitalization, to ensure that they are properly expensed. This procedure is 
related to the examination of additions to ensure that they are properly capitalized.

This substantive procedure provides important evidence concerning the completeness assertion for 
noncurrent assets because it reveals expenditures that should be capitalized. In addition, the analysis 
may reveal misclassifications in the accounts that relate to the disclosure assertion.

Rental expenses are reviewed to ensure that such rents relate to assets under operating leases. 
Documentary evidence needs to be tested for evidence of leases that should be accounted for as finance 
leases. This procedure provides evidence as to the completeness assertion in that all assets acquired 
under finance leases are properly accounted for as additions to tangible noncurrent assets. \

Tests of details of balances v l -
The auditors usually conclude that the closing balance is correctly stated, with respect to the asp«rm>ns 
of existence, completeness, and rights and obligations, after having tested the opening balanc^With the 
prior year’s working papers and verified additions and disposals.

The principal tests of balances relate to valuation and disclosure. These tests are reviewing the 
provision for depreciation, considering the need for provision for impairment and determining the 
appropriateness of any revaluation. The other test of balances involves examining documentary 
evidence of title as to the rights and obligations assertions of the recorded balance.
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Reviewing provisions for depreciation
In this test, the auditors seek evidence as to the reasonableness, consistency and accuracy of deprecia
tion charges.

• Reasonableness. The auditors determine the reasonableness of depreciation provisions by consider
ing such factors as the entity’s past history in estimating useful lives and the remaining useful lives of 
existing assets. The auditors must also ensure that management has reviewed the depreciation rates 
during the year and adjusted the rates as necessary in accordance with IAS 16, Property, Plant and 
Equipment.

• Consistency. The auditors can ascertain the depreciation methods used by reviewing depreciation 
schedules prepared by the entity and by inquiry of management. The auditors must then determine 
whether the methods in use are consistent with those used in the preceding year. On a recurring 
audit, this can be established by a review of the previous year’s working papers.

• Accuracy. The auditors verify accuracy through recalculation. Ordinarily, this is done on a selective 
basis by recomputing the depreciation on major assets and testing depreciation taken on additions 
and disposals during the year.

These substantive procedures provide evidence about the valuation assertion.

Considering the possibility o f  impairment
The auditors must be satisfied that the carrying value of noncurrent assets does not exceed their 
‘recoverable amount’. The ‘recoverable amount’ is defined by IAS 36, Impairment o f  Assets, as the higher 
of the ‘net sale proceeds’ (that is the net realizable value) and the ‘value in use’ (that is the economic value).

Evidence of overvalued assets may he derived by observing obsolete or damaged units during a tour 
of the plant; by identifying assets associated with discontinued activities but not yet disposed of and by 
inquiring of management as to budgets and forecasts for specific activities in relation to the carrying 
value of assets associated with those activities.

Where amounts have been written off the carrying value of any noncurrent asset, the auditors must 
be satisfied, by inquiring of management as to future plans, that the write-down is reasonable.

Inquiring into the valuation
Management may also choose to revalue noncurrent assets so as to reflect more fairly their value to the 
business. IAS 16, Property, Plant and Equipment, requires that any revaluation must be applied to a 
class of assets, not to individual assets within a class. The auditors would need to be satisfied as to the 
skill, competence and objectivity of the valuer as an expert in accordance with ISA 620, Using the 
Work o f  an Expert. Auditors would need to be particularly careful in placing reliance on a valuation 
where the valuer is an employee of the entity. In particular, it would be necessary for the auditors to:

• inspect a copy of the valuer’s report
• identify the basis of valuation stated therein
• consider its appropriateness as the basis for determining the carrying amount of that class of assets in 

the financial statements.

This substantive procedure provides evidence about the valuation assertion and the disclosure 
assertion.
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Exam ining title docum ents a n d  contracts

Evidence of ownership of freehold property is found in title deeds. Auditors can also verify ownership of 
freehold property by reviewing public records. When this form of additional evidence is desired, the auditors 
may seek the help of a solicitor. Other evidence includes purchase invoices, property rates bills, mortgage 
payment receipts and fire insurance policies. Although not proving title, ownership of other assets may be 
satisfactorily evidenced by reference to paid invoices, related costs such as insurance policies, repair costs, 
licences and so on. There may be other specific documentation for certain assets, for example vehicle 
registration documents in the case of motor vehicles. The examination of ownership documents relates to 
the rights and obligations assertion and contributes to the existence assertion for tangible noncurrent assets.

Disclosure
The financial statement presentation requirements for noncurrent assets are extensive. The financial 
statements should show the depreciation expense for the year and the depreciation method(s) used; the 
opening and closing value and additions and disposals for each class of noncurrent assets. For assets 
carried other than at cost, information that must be disclosed includes (i) the names and qualifications 
of the valuers and whether they are internal or independent, (ii) the basis of valuation and (iii) the date 
and amounts of the valuation. Auditors acquire evidence concerning these matters through the 
substantive procedures described in the preceding sections.

Property pledged as security for loans should be disclosed. Information on pledging may be 
obtained by reviewing the minutes, the register of charges and long-term contractual agreements; by 
confirming debt agreements and by making inquiries of management. The appropriateness of the 
entity’s disclosures related to assets under lease can be determined by referring to the authoritative 
accounting pronouncements and the related lease agreements.

y  LEARNING CHECK__________________________________

• Transactions involving noncurrent assets are infrequent and, where material, are usually subject to 
special treatment. For this reason, auditors rarely test controls over noncurrent asset transactions or 
the noncurrent asset register, preferring to adopt a predominantly substantive approach.

• The principal inherent risks are those for existence and valuation, namely:

-  management has an incentive to overstate the existence and/or value of noncurrent assets;
-  valuation requires considerable estimation and judgement.

• Because transactions are few and the makeup of the balance is relatively constant, substantive 
procedures concentrate on verifying transactions that reconcile the opening balance with the closing 
balance.

• Valuation requires:

-  consideration of the reasonableness, consistency and accuracy of the year’s depreciation 
provision;

-  consideration of the need for an impairment provision; and
-  verification of revaluations.

• Presentation and disclosure requirements are extensive and require special consideration.
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0 SUMMARY
Inventories and noncurrent assets are the major nonmonetary assets in most entities’ financial state
ments. Misstatements in these balances are frequently a major cause of audit failure. There are many 
similarities in the audit of these balances but also some significant differences. For both balances, the 
primary inherent risks are misstatements in the existence and valuation assertions. To obtain evidence 
in relation to the existence of inventories, auditors rely on physical inspection, whether through 
observation o f cyclical counts and obtaining evidence concerning the reliability of the perpetual 
inventory records or by attending and observing the annual inventory count.

However, in verifying noncurrent assets, auditors concentrate audit effort on the movements to the 
recorded balance, including an inspection of additions, and rarely inspect assets making up the 
balance, reflecting the infrequency of transactions. In contrast, the high incidence of inventory 
transactions, being a current asset, makes it more convenient to concentrate audit effort on the closing 
balance.

Given that inventories and tangible noncurrent assets are nonmonetary assets, the valuation of 
both is determined by the application of accounting procedures involving a high degree of judgement. 
For inventories, the auditors need to understand the costing system to determine its appropriateness 
and its accuracy in accumulating cost data. For noncurrent assets, the principal judgements involve 
estimating useful economic lives, residual values and the basis of depreciation that best reflects benefits 
derived from the use of noncurrent assets. Again, the auditors need to determine the appropriateness of 
the judgements made and the accuracy of the resulting computations. For both asset classes, auditors 
need to ensure that the accounting basis adopted complies with the applicable financial reporting 
framework and that the required disclosures are properly made in the financial statements.

0 FURTHER READING
Peress, M . (1990) Be sceptical of barter transactions. The CPA Journal, (January), p. 56.
Sarasohn, L. and Luehlfing, M . (1996) Fixed assets don’t squeak. Management Accounting (US), 78 
(5), 2 9 -3 6 .
Wells, J .T . (2001) Ghost goods: How to spot phantom inventory. Journal o f  Accountancy, 191 (6), 
3 3 -6 .
Windsor, S. (1991) The use of audit sampling techniques to test inventory. Journal o f  Accountancy, 
(January), 107-11 .

0 MULTIPLE-CHOICE QUESTIONS
K^noose the best answer fo r  each o f  the following. (Answers are on pp. 645-646.)

12.1 If an entity maintains perpetual inventory records the appropriate audit strategy for deter
mining inventory at balance sheet date would be to:
(a) insist on an inventory count at or close to the year end
(b) rely on book inventory if its reliability is confirmed by substantive tests of transactions
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(c) rely on book inventory if its reliability had been confirmed by cyclical counts through
out the year confirmed by both tests o f controls and substantive procedures

(d) insist on an inventory count at or close to the year end because perpetual inventory 
records are never sufficiently reliable to dispense with the count.

»2 The primary objective of an auditor’s observation of an entity’s inventory count is to:
(a) allow the auditor to supervise the conduct of the count to obtain assurance that 

inventory quantities are reasonably accurate
(b) provide an appraisal of the quality of the merchandise on hand on the day of the 

inventory count
(c) obtain direct knowledge that the inventory exists and has been properly counted
(d) discover whether the entity has counted a particular inventory item or group of items.

An entity maintains perpetual inventory records in both quantities and value. If the pre
liminary assessed level of control risk is high, an auditor would probably:
(a) insist that the entity performs physical counts of inventory several times during the year
(b) apply gross profit tests to ascertain the reasonableness of the physical counts
(c) increase the extent of tests of control over inventory records
(d) request the entity to schedule the inventory count at the end of the year.

Which of the following procedures would not be appropriate for an auditor in discharging 
Ks his or her responsibilities concerning the existence of the entity’s inventories? 
jr. (a) Obtaining written representation from the entity as to the existence, quality and value
. <• of the inventories.

(b) Carrying out inventory counting procedures at an interim date.
(c) Supervising the annual inventory count.

^  (d) Confirming the goods in the hands o f public warehouses.

?12.5 If the client maintains perpetual inventory records and performs cyclical counts of inven- 
7 tory rather than one major inventory count at the end of the year, what should the auditor

T do?
(a) Suggest to the client that it performs a full year-end inventory count.

'«• (b) Review one or two of the cyclical counts -  and not request a full inventory count if there
rf>. is evidence of adequate procedures.

(c) Attend all of the cyclical inventory counts and ensure that they have been performed 
*■ „ correctly -  using the same procedures as are used for the normal year-end inventory
) count.
I: < ■

(d) Perform only his or her own full inventory count at year end.

„ ^2.6 What should an auditor do to ensure that inventory is stated at the lower of cost and net 
realizable value?
(a) Select a sample of inventory purchases made during the year and check the associated 

4 invoice to ensure they are not recorded at more than that value.
7 (b) Select a sample of inventory items held at year end and compare their value with that for

subsequent sales of similar items.
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(c) Ensure that all inventory items on hand at year end have been properly recorded at cost 
when purchased.

(d) Ensure that inventory that is not saleable is disclosed separately in the financial statements.

12.7  In auditing noncurrent assets, why might the auditor decide to assess control risk at the 
maximum and perform predominantly substantive testing?
(a) The number of additions to/disposals of noncurrent assets is usually not a material 

number -  therefore, it is not of concern to the auditor.
(b) Noncurrent assets in total are material. All material balances should be tested using a 

substantive approach.
(c) The controls over noncurrent assets for most companies are usually poor.
(d) It is more economical to audit noncurrent assets using substantive testing because of the 

relatively few associated transactions compared with other balances.

12.8  What audit procedure would most likely detect the incorrect capitalization of an expense to 
noncurrent assets?
(a) Checking a sample of repairs and maintenance expenses to supporting documentation.
(b) Selecting a sample of additions to noncurrent assets and ensuring that they have 

adequate supporting documentation.
(c) Discussing the capitalization policy with the manager.
(d) Selecting a sample of large assets, and inspecting them.

i DISCUSSION QUESTIONS
12.1 Consider the impact the development of barcodes has had on the ability to maintain proper 

inventory records. Might there be any problems associated with reliance on barcodes?

12.2 Discuss the many different ways of identifying production overheads and methods of apportion
ment to determine the cost of inventory. Consider the audit implications involved.

12.3 Many companies use standard costing as the basis for inventory costing. What audit procedures 
might be appropriate for establishing the fairness of the standard costs, for testing the main
tenance of the standard cost records and for determining the disposition of variances?

12.4  Overhead is to be absorbed into the cost of inventory on the basis of the normal level of activity. 
What evidence is available to the auditor in verifying management’s determination of what that 
level of activity is?

12.5 Is attendance at inventory count more appropriately seen as a test of controls or as a substantive 
procedure?

12.6 Consider the cutoff implications where inventory count is before or after the year end and closing 
inventory is determined by adjusting the count by reference to purchases and sales records in the 
intervening period.

12.7  Consider the problems confronting the auditor in verifying both the rate and method of depreciation-
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12.8 What steps can the auditor take to ensure that the disposal of fully depreciated assets is properly 
recorded? What are the implications if such assets are retained in the accounts?

12.9 IAS 36 requires that the carrying value of noncurrent assets must not exceed their ‘recoverable 
amount’. What does this involve and why might it cause difficulties for auditors?

i  PROFESSIONAL APPLICATION QUESTIONS
(Suggested answers are on pp. 682-688.)

12.1 Perpetual inventory records an d  the au dit o f  inventory
For several years Pyrmont pic has maintained perpetual records of inventory at each of its 10 shoe 
shops. Nevertheless, it has continued to determine closing inventory by an inventory count at or near 
the year end. As the senior in charge of Pyrmont’s external audit for the year ending 31 December 
20X8, you are in the process of planning the audit. In discussions with the company’s chief accountant 
you are informed that the company is intending to dispense with the annual inventory count and 
instead rely on the perpetual records to determine the closing inventory.

The company operates a centralized computer system networked to terminals and point-of-sale 
registers in each shop. Last year’s audit file indicates that control risks over purchase and sale 
transactions were assessed as low for occurrence, completeness and measurement assertions. 
However, the control risk assessment did not extend to the recording of sale and purchase transac
tions into the inventory records since inventory was determined by physical count. The description 
of the accounting system shows inventory as being delivered directly to each shop. The manufac
turers attach a bar coded tag to each pair of shoes. On delivery, shop personnel physically check 
each pair of shoes with the description coded on the tag. They then scan the tags. The networked 
computer verifies the goods against the order and records them on the shop’s inventory records. At 
the point of sale the tag is again scanned, which both records the sale and removes the item from 
inventory records.

During the past year the company’s computing department has rewritten the inventory control 
system to incorporate inventory costs as well as quantities. The computer system now records cost at 
the point of delivery. On sale the computer determines cost of sale on a first-in-first-out (FIFO) basis 
and recalculates the cost of inventory on hand at each shop.

Required
(a) Describe the control procedures you would need to identify in order to accept book inventory as 

the basis for determining the quantity of inventory on hand at the year end. Describe how you 
would test those controls.

Assume your assessment of control risk over recorded inventories is sufficiently low for you to plan 
substantive procedures that do not require observation of the inventory count at or near the year end.
(b) Describe the substantive procedures you would perform, both during the year and at the year end, 

in order to verify the completeness and existence of inventories.
(c) State the systems development controls you would expect to find applied to the redesign of the 

inventory control system.

Source: Adapted from Question 1, Audit Framework, June 1999. Reproduced by permission of ACCA.
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12.2 Tangible noncurrent assets
As a staff member of Reddy and Abel, Chartered Certified Accountants, you are assigned to the audit 
of tangible noncurrent assets of Redfern Limited for the year ended 30 September 20X 8 . Reddy and 
Abel have been the auditors of Redfern for many years. You obtain the following schedule of 
noncurrent asset movements and analysis of additions from the company’s accountant.

PROPERTY PLANT AND MACHINERY TOTAL

Cost or valuation £000 £000  £000
1 October 20X7 340 275 615
Additions —  123 123
Disposals —  (72) (72)
Revaluations 120 —  120
30 September 20X8 460 326 786

ACCUMULATED DEPRECIATION

1 October 20X7 24 213 237
Charge for the year 5 30 35
Written back on disposal — (65) (65)
Adjustment on revaluation (24) — (24)
30 September 20X8 5 178 183
Written-down value 455 148 603

Schedule of additions (plant and machinery):

SUPPLIER DESCRIPTION C0ST-£

New Models Ltd Milling machine Model 38 55 000
Drill Suppliers Power drill Type 45 C 34 000
Hoist Co. Ltd Electric hoist No. 722 18 000
Sundry below £1 000 —  16 000

1 2 3 0 0 0

The company’s accountant also advises you that the property was revalued following a valuation by 
the company’s property manager who is a professionally qualified valuer.

During your verification of depreciation you discover that most plant and machinery is fully 
depreciated. Moreover, you discover that, due to oversight, depreciation has continued to be 
provided on fully depreciated items. As at the beginning of the year the amount of overstatement 
was £43 000. The accountant suggests the correction be made by reducing the current year’s charge 
for depreciation.
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Required
(a) State, with reasons, the first audit procedures you would perform on the schedules provided by the 

company’s accountant.
(b) Outline the substantive audit procedures you would apply in verifying plant and machinery 

additions. Your answer should identify procedures applicable to each of the relevant financial 
statement assertions.

(c) Describe the audit procedures applicable to verifying the revaluation of property.
(d) With respect to the correction to accumulated depreciation, and assuming the amount to be 

material, discuss the accountant’s proposed treatment. If you disagree with the accountant’s 
proposal, state, with reasons, the correct accounting treatment.
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f  LEARNING OBJECTIVES
After studying this ch ap ter  you  sh ou ld  b e  a b le  to :

1 identify the audit objectives applicable to cash

2 discuss considerations relevant to determining the audit strategy for cash

3 design and execute an audit programme for cash balances

4 explain procedures for confirming bank balances

5 describe the irregularity known as teeming and lading and how auditors can detect it

6 identify the audit objectives applicable to investments

7 describe control procedures applicable to investments

8 design and execute an audit programme for investments

9 explain the special considerations applicable to the audit of investments in subsidiaries, associ
ates and joint ventures.

0 PROFESSIONAL STATEMENTS
ISA 501 Audit Evidence -  Additional Considerations for Specific Items, Part D: Valuation 

and Disclosure o f  Long-term Investments 
ISA 600 (Revised and Redrafted) Special Considerations -  Audits o f  Group Financial 

Statements (Including the Work o f  Component Auditors)
IAS 7 Cash Flow Statements
IAS 21 The Effects o f  Changes in Foreign Exchange Rates
IFRS 3 Business Combinations
IFRS 7 Financial Instruments: Disclosures
IAS 27 Consolidated and Separate Financial Statements
IAS 28 Investments in Associates
IAS 31 Interests in Join t Ventures
IAS 39 Financial Instruments: Recognition and Measurement

Information systems and control procedures for transactions affecting both cash and investment assets 
have already been described in connection with the audits of sales and purchases in Chapters 10 and 
11. This chapter is concerned with the planning and application of substantive audit procedures aimed 
at verifying these account balances. However, consideration will be given to control procedures over
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the safekeeping of these assets: (i) the use of bank reconciliations in the case of cash; and (ii) the 
maintenance of an investment register.

For each of these account balances, this chapter will:

• identify the audit objectives
• describe controls over safekeeping
• discuss considerations relating to the audit plan
• explain applicable substantive procedures.

Special consideration will be given, in the audit of cash, to audit procedures designed to detect a fraud 
known as ‘teeming and lading’ (or ‘lapping’) and to the audit of petty cash balances and imprest bank 
accounts.

A particular feature of the audit of investments is the special disclosure requirement for invest
ments in subsidiaries, associates and joint ventures. It is usually in the form of consolidated financial 
statements. This chapter also explains the additional audit responsibilities in verifying investments in 
group entities, and the responsibilities for the consolidated financial statements.

Cash
Cash balances include cash on hand and at bank or on deposit at similar financial institutions. Cash on 
hand includes undeposited receipts and petty cash. Cash at bank includes cash held in current and 
savings accounts and in imprest accounts such as payroll bank accounts, which is available on demand. 
IAS 7, Cash Flow Statements, has an intermediate category of investments referred to as cash 
equivalents. Cash equivalents are highly liquid investments readily convertible to known amounts of 
cash within three months. Although separately disclosed as current asset investments, such funds are 
usually verified as part of the audit of cash itself.

Other balances at bank that are not readily available and do not meet the definition of cash 
equivalents (such as debenture sinking fund cash and other accounts that have restrictions on 
their use) should ordinarily be classified as investments, rather than as part of cash balances. 
Unlike any other balance sheet account balance, cash may be either an asset or a liability. The 
latter arises where the bank or other institution with which the entity holds an account allows the 
entity to write cheques in excess of the balance in the account up to an agreed limit known as an 
overdraft.

Audit objectives
Internal control considerations and the related audit objectives for cash receipts and payments are 
addressed in Chapters 10 and 11. For cash receipts, you should refer to pp. 3 4 9 -3 5 2  for internal 
control considerations, to pp. 3 5 9 -3 6 0  for tests of control and dual-purpose tests and to p. 369 for a 
description of substantive tests of cash receipts cutoff.

For cash payments, you should refer to pp. 392 -3 9 3  for control procedures; to pp. 4 0 4 -4 0 5  for 
tests of control and dual-purpose tests; and to p. 411 for substantive tests of payments cutoff. 
Table 13.1 includes only account balance audit objectives.



Table 13.1 Selected specific audit objectives for cash balances
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ASSERTION CATEGORY
Transactions and account balances: existence 

Completeness cutoff

Rights and obligations

Accuracy, classification, valuation and allocation

Presentation and disclosure: occurrence and rights and obligations, 
completeness, classification and understandability, and accuracy

ACCOUNT BALANCE AUDIT OBJECTIVE
Recorded cash balances exist at the balance sheet date (E1) 
Recorded cash balances include the effects of all cash transactions 
that have occurred (C1)
Year-end transfers of cash between banks are recorded in the 
proper period (C2)
The entity has legal title to all cash balances shown at the balance 
sheet date (R01)
Recorded cash balances are realizable at the amounts stated on 
the balance sheet and agree with supporting schedules (V I)
Cash balances are properly identified and classified in the balance 
sheet (PD1)
Lines of credit, loan guarantees and other restrictions on cash 
balances are appropriately disclosed (PD2)

Developing the audit plan
Before planning the audit, it is necessary to consider the effectiveness of control procedures designed to 
ensure the correctness of the recorded balance by way of regular bank reconciliations and the use of 
imprest accounts. Materiality and risk will then be considered before identifying factors applicable to 
determining a strategy for the audit of cash.

S afekeep in g  o f  cash
Although auditors adopt a predominantly substantive approach to the audit of cash balances, an 
understanding of procedures for maintaining accountability over cash is necessary in designing the 
substantive tests of details. The principal procedures are:

• independently performed bank reconciliations
• the use of imprest accounts.

Bank reconciliations
In the audit of cash receipts (see Chapter 10) and cash payments (see Chapter 11), the auditors will 
have obtained an understanding of bank reconciliations and tested controls relating to their prepara
tion and use. This involves an independent comparison of the balance shown on the bank statement 
with the balance recorded in the entity’s records. The difference between the two is reconciled by listing 
outstanding deposits and cheques. Verifying the reconciliation of the bank account at the balance sheet 
date is an important substantive procedure. The extent of the auditors’ procedures depends on whether 
there is an entity-prepared reconciliation for the auditors to verify.

Imprest accounts
An imprest petty cash fund is established by transferring a specified amount of cash, such as £200  or 
£500, to a petty cash box. When cash is paid out of the fund, an authorized voucher is placed in the
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petty cash box in its place. This voucher could be a supplier’s invoice or a special petty cash voucher 
authorized by a responsible official. When the cash is getting low, the vouchers will be used as support 
for a cheque requisition to replenish the fund. On replenishment, the cash in the petty cash box will be 
restored to its imprest level. The following internal control features apply to the management of an 
imprest petty cash fund:

• The fund should be maintained at the imprest level; that is, cash in the fund plus vouchers for 
payments should always equal the imprest amount.

• The fund should be in the custody of one individual.
• The fund should be kept secure and stored in the safe when not in use.
• Payments from the fund should be for small amounts, and documentation should support each 

payment.
• The fund should not be mingled with other cash.
• Replenishment of the fund should be based on a review of supporting documentation.
• Upon payment, supporting documents should be stamped ‘PAID’ to prevent their reuse.

Certain bank accounts are sometimes also set up on an imprest basis such as payroll and dividend bank 
accounts. The imprest bank account is opened, or replenished with the net payroll, dividend, and so on. 
When all cheques written on the account have been presented, the balance will be zero. Until such time, 
reconciliation can be achieved by agreeing the balance as per the bank statement with outstanding 
cheques. Internal controls over an imprest bank account include the following:

• An individual, such as a paymaster or assistant treasurer, should be authorized to sign cheques 
drawn on the account.

• Only payroll cheques, dividend cheques, and so on should be written against the account.
• Each pay/dividend period, funds equal to the total net amount payable should be transferred into the 

imprest bank account.
• The imprest bank account should be independently reconciled each month.

M ateriality an d  risk
For many entities, cash balances represent only a small proportion of assets. However, the amount of 
cash flowing through the accounts over a period of time is usually greater than for any other account in 
the financial statements. Moreover, cash is vital to the survival of the business as a going concern. The 
inability of an entity to pay its debts as they fall due because it has a shortage of cash can render a 
company insolvent, despite the profitability of its operations. Cash, therefore, has a materiality that is 
greater (relative to its balance) than any other account balance.

The high volume of transactions contributes to a significant level of inherent risk for cash balance 
assertions, particularly existence and completeness. In addition, the nature of cash balances makes 
them susceptible to theft, as evidenced by numerous kinds of fraudulent schemes involving cash. 
In contrast to trade receivables or inventories, however, the risks pertaining to the rights and obliga
tions, valuation and disclosure assertions for cash are minimal, given the absence of complexities 
involving these assertions.
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A udit strategy
Given the large volume of cash transactions and the small account balance, the audit strategy is 
invariably to concentrate on verifying the account balance. M oreover, given the significance of cash 
to an entity’s liquidity, auditors tend to plan their procedures to detect much smaller levels of 
misstatements than for other accounts. The small balance means that it is usually more cost-effective 
to obtain the required overall reduction in audit risk by performing substantive tests of details of 
balances.

The verification of cash transactions is important. It has a significant impact on recorded sales and 
purchase balances. The assessment o f control risk and the description of substantive tests of details of 
cash transactions have already been considered in relation to sales and purchases. Nevertheless, even 
when the lower assessed level of control risk approach is applied in the audit of cash transactions, 
auditors tend to perform a significant level of substantive procedures in verifying cash balances.

In verifying cash, auditors must remember that the closing balance may be an overdraft. The 
assertions of existence and completeness are thus equally important, given that the balance may be 
either an asset or a liability.

0  LEARNING CHECK____________________________________

• A high volume of cash transactions results in a high inherent risk.

• Controls over cash transactions are usually strong and are tested in connection with the audits of 
sales and purchases.

• Regular bank reconciliations are an important control over the prevention and detection of fraud 
and error.

• The use of ‘imprest’ accounts for petty cash and for payroll and dividend cheques is a further control 
over safeguarding cash balances.

• Cash balances are usually relatively small but significant because of their importance for liquidity.

• The small balance means that auditors tend to adopt a predominantly substantive approach to the 
audit of cash balances.

Substantive procedures for cash balances
Procedures described in this section exclude those for petty cash and imprest bank accounts. The audit 
of these two accounts will be considered separately below.

D eterm ining detection  risk
As explained above, the significance o f cash to the entity’s liquidity and the fact that the balance is 
relatively small require that the acceptable level of detection risk in verifying cash balances is invariably 
set as low.
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Designing substantive procedures

Table 13 .2  lists possible substantive procedures to achieve the specific audit objectives for cash balances. 
The list is organized in accordance with the general framework for developing audit programmes for 
substantive procedures, which is explained in Chapter 9. Each of the procedures is explained in a 
following section including comments on how some tests can be tailored based on applicable risk factors.

Tabic 13.2 Possible substantive procedures for cash balance assertions

CATEGORY SUBSTANTIVE PROCEDURE CASH BALANCE AUDIT OBJECTIVE
(FROM TABLE 13.1)

E1 C# R01 V1 PD#

Initial 1. Perform initial procedures on cash balances and records that will be
procedures subjected to further testing:

(a) Trace opening balances for cash on hand and in bank to prior year's 
working papers

(b) Review activity in general ledger accounts for cash and investigate —  — —  16
entries that appear unusual in amount or source

(c) Obtain entity-prepared summaries of cash on hand and in bank, verify 
mathematical accuracy, and determine agreement with general ledger

Analytical 2. Perform analytical procedures:
procedures Compare cash balances with expected amounts •/ y \  —  ✓

Tests of details 3. Perform cash cutoff tests (note -  these tests may have been performed 
of transactions as part of the audit programmes for trade receivables and trade

payables):
(a) Observe that all cash received by the close of business on the last day 

of the fiscal year is included in cash and that no receipts of the 
subsequent period are included, or

(b) Review the documentation such as daily cash summaries, duplicate ^  ^1 ,2  —
deposit slips and bank statements covering several days before and
after the year-end date to determine proper cutoff

(c) Observe the last cheque issued and mailed on the last day of the fiscal 
year and trace to the accounting records to determine the accuracy of 
the cash payments cutoff, or

(d) Compare dates on cheques issued for several days before and after 
the year-end date to the dates the cheques were recorded to determine 
proper cutoff

4. Trace bank transfers before and after balance sheet date to determine that 
each transfer is properly recorded as a payment and a receipt in the same 
accounting period

✓ ^ 2

Tests of details 5. Count undeposited cash on hand ✓ ✓ ✓ _
of balances 6 . Confirm bank balances ✓ ✓ -

7. Confirm other arrangements with banks ✓ ^ 1 ,
8 . Verify reconciliations as appropriate ✓ ' 1,2 ✓ —
9. Obtain and use subsequent period’s statements to verify bank ✓ ' 1,2 y —

rec on c ilia tio n  item s and lo ok  fo r  evidence o f w in d o w  d ress ing

(continued overleaf)
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Table 13.2 (continued)

CATEGORY SUBSTANTIVE PROCEDURE CASH BALANCE AUDIT OBJECTIVE 
(FROM TABLE 13.1)

E1 C# R01 V1 PD#

Presentation 
and disclosure

10. Compare statement presentation with the applicable financial 
reporting framework.
(a) Determine that cash balances are properly identified and 

classitled
(b) Determine that bank overdrafts are reclassified as liabilities
(c) Make inquiries of management, review correspondence with 

banks, and review minutes of board of directors meetings to 
determine matters requiring disclosure, such as lines of credit, 
loan guarantees, compensating balance agreements or
other restrictions on cash balances

Il
 

I
I

 

Il
 

I
I

Il
 

I
I

Il
 

I
I

 

à 
5 

i
l

Initial procedures
The starting point for verifying cash balances is tracing the current period’s opening balances to the 
closing audited balances in the prior year’s working papers. Next, the current period’s activity in the 
general ledger cash accounts is reviewed for any significant entries that are unusual in nature or 
amount and that may require investigation.

In addition, any schedules that might have been prepared by the entity showing summaries of 
undeposited cash receipts at different locations and/or summaries of bank balances are obtained. 
The auditors should determine the mathematical accuracy of such schedules and check their 
agreement with related cash balances in the general ledger. This test provides evidence about the 
valuation assertion.

Analytical procedures
Cash balances do not normally show a stable or predictable relationship with other current or 
historical financial or operating data. However, cash balances can be compared with amounts 
expected from cash flow forecasts.

Tests of details of transactions
Tests of details of cash receipt and payment transactions are described in Chapters 10 and 11. This 
chapter looks at tests of transactions around the balance sheet date that assist in verifying the balance 
as at that date.

Cash cu toff tests
A proper cutoff of cash receipts and cash payments at the end of the year is essential to the proper 
statement of cash at the balance sheet date. Two cash cutoff tests are performed:

• a cash receipts cutoff test (see Chapter 10)
• a cash payments cutoff test (see Chapter 11).

The use of the subsequent period’s bank statement (described below) is also helpful in determining 
whether a proper cash cutoff has been made.
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Tracing bank transfers
Many entities maintain accounts with more than one bank. An entity with multiple bank accounts may 
transfer money between bank accounts. For example, money may be transferred from a general bank 
account to a payroll bank account for payroll cheques that are to he distributed on the next pay day. 
The funds may be transferred by drawing a cheque on the general account and depositing it in the bank 
in which the payroll account is held. Several days will elapse before the cheque clears the bank on 
which it is drawn. Thus, cash on deposit as per bank records will be overstated during this period 
because the cheque will be included in the balance of the bank in which it is deposited and will not be 
deducted from the bank on which it is drawn. Where the transfer is effected electronically using on-line 
banking services, the opposite problem may occur in that, using the above example, the amount will 
be deducted from the general bank account immediately but will not be credited to the payroll bank 
account for several days. Thus cash on deposit as per bank records will be understated. Bank transfers 
may also result in a misstatement of the bank balance as per books if the payment and receipt are not 
recorded in the same accounting period.

Auditors must identify bank transfers around the year end and trace them through the books to 
ensure that all are properly recorded in the same accounting period. The tracing of bank transfers 
provides reliable evidence concerning the cutoff assertion.

Tests of details of balances
There are five commonly used substantive tests for cash balances in this category:

1. counting cash on hand;
2. confirming bank balances;
3. confirming other arrangements with banks;
4. verifying bank reconciliations; and
5. obtaining and using the subsequent period’s bank statement.

Counting cash on hand
Cash on hand consists of undeposited cash receipts and change funds. To perform cash counts 
properly, the auditors should:

• control all cash and negotiable instruments held by the entity until all funds have been counted
• insist that the custodian of the cash be present throughout the count
• obtain a signed receipt from the custodian on return of the funds
• ascertain that all undeposited cheques are payable to the order of the entity, either directly or 

through endorsement.

The control of all funds is designed to prevent transfers, by entity personnel, of counted funds to 
uncounted funds. The sealing of funds and the use of additional auditors are often required when cash 
is held in many locations. Having the custodian present and requiring his or her signature on return of 
the funds minimizes the possibility, in the event of a shortage, of the custodian claiming that all cash 
was intact when released to the auditors for counting.

This procedure provides evidence of each of rhe financial statement assertions except disclosure. 
It should be noted that the evidence about rights is weak because the custodian of the fund may have 
substituted personal cash to cover a shortage.
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Confirming bank balances
It is customary in most jurisdictions for auditors to obtain a bank confirmation for cash on deposit 
and loan balances at balance sheet date. For example, in the United Kingdom the APB has issued a 
(revised) Practice Note (PN) 16: ‘Bank reports for audit purposes in the United Kingdom’. PN 16 
summarizes the agreed process between the UK accountancy profession and the British Bankers 
Association (BBA) in connection with requesting confirmations of balances, transactions or arrange
ments from the bankers of the entity being audited. Prior to disclosing the information requested 
banks require the explicit written authority of their customers. Ideally, an ongoing standing authority 
is obtained from the client (rather than obtaining a separate authority each time information is 
requested). Figure 13.1 illustrates the form of the bank confirmation request to be sent on the 
auditors’ letterhead. The letter, which should be sent at least one month before the confirmation 
date, identifies the information required. Three categories o f information have been agreed between 
the APB and the BBA and the confirmation letter states which category or categories are required. 
One of these is described as ‘standard’ and is likely to apply to most situations where entities have a 
simple banking relationship. The other two categories refer to supplementary information relating to 
trade finance and derivative and commodity trading. The information applicable to each of these 
categories is also illustrated in Figure 13.1 below.

The confirmation provides evidence of cash on deposit and of overdraft and loan balances. 
Primarily it provides evidence of the existence of cash at bank, overdrafts and loans (because there is 
written acknowledgement that the balance exists), of rights and obligations of cash, overdrafts and 
loans (because the balances are in the name of the entity) and the valuation of loans. The response from 
the bank also provides some evidence for the valuation assertion for cash at bank and overdrafts, in 
that the confirmed balance is used in arriving at the correct cash or overdraft balance at the balance 
sheet date. Furthermore, it contributes to the completeness assertion; however, ir cannot be relied on 
entirely because the bank confirmation contains a disclaimer in favour of the bank. The bank cannot be 
held liable if the information supplied is incomplete or inaccurate.

Confirming other arrangements with hanks
The confirmation of other arrangements with the bank, such as acceptances held by the bank for 
collection, bills discounted with recourse, guarantees of loans to third parties and unused facilities, is 
especially helpful in meeting the presentation and disclosure assertion. It also provides evidence for 
each of the other assertions. However, the evidence for the completeness assertion is limited to 
information known by the branch officer completing the confirmation.

Verifying bank reconciliations
When the entity prepares bank reconciliations on a regular basis that are expected to be reliable, 
the auditors will test the reconciliations prepared as at the balance sheet date. The test normally 
includes:

• comparing the closing bank balance with the balance confirmed on the bank confirmation form
• verifying the validity of deposits in transit and outstanding cheques
• establishing the mathematical accuracy of the reconciliation
• vouching reconciling item s such as bank charges and credits and errors to  supporting 

docum entation
• investigating old items, such as cheques outstanding for a long period of time and unusual items.
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| Request tor Bank Report for Audit Purposes-Standard |

The request for a bank report is issued on the auditors’ own note paper

Please note -  Complete section 6 only where additional information is required.

In accordance with the agreed practice for provision of information to auditors, please forward information on our 
mutual client(s) as detailed below on behalf of the bank, its branches and subsidiaries. This request and your 
response will not create any contractual or other duty with us.

1. Bank NAME & ADDRESS

2. Auditor contact details

Name and 

address 

of auditor

Email address

Contact number

Contact name

Period end date (DD/MM/YYYY) Date of request (DD/MM/YYYY)

3. Companies or other business entities

Company Main account sort code Main account number

ROUre 13.1 Bank confirmation request. Form of letter and details of standard, trade finance and 
derivatives and commodity trading information.

Source. APB Practice Note (PN) 16, Bank Reports tor Audit Purposes in the United Kingdom. APB Auditing Practices Board.
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Attached

5. Acknowledgement
Please complete this section if an acknowledgement is required.

Acknowledgement required Q  by email Reference number to be quoted 

OR by post Q  (template attached)

6. Additional information required

Trade Finance Q  One ot the facility account numbers

Derivative & Commodity Trading Q  One of the facility account numbers

4. Authority to disclose information

Authority already held and dated | Authority

(D D /M M /YYYY)

STANDARD INFORMATION REQUEST

1 Account and Balance Details
Give full titles of all Bank accounts including loans (whether in sterling or another currency), together with their account numbers
and balances. For accounts closed during the 12 months up to the audit report date give the account details and date of closure.

Note. Also give details where your Custom er’s name is joined with that o f other parties and where the account is in a trade name.

State if any account or balances are subject to any restriction(s) whatsoever. Indicate the nature and extent of the restriction e.g. 
garnishee order.

2 Facilities
Give the following details of all loans, overdrafts, and associated guarantees and indemnities:

•  term

•  repayment frequency and/or review date

•  details of period of availability of agreed finance i.e. finance remaining undrawn

•  detail the facility limit.

3 Securities
With reference to the facilities detailed in (2 ) above give the following details:

•  Any security formally charged (date, ownership and type of charge). State whether the security supports facilities granted by the 
Bank to the customer or to another party.

Note. Give details i f  a security is lim ited in am ount o r to a specific borrowing o r i f  to yo u r knowledge there is a  prior, equal or 
subordinate charge.

•  Where there are any arrangements for set-off of balances or compensating balances e.g. back to back loans, give particulars (i.e. 
date, type of document and accounts covered) of any acknowledgement of set-off, whether given by specific letter of setoff or 
incorporated in some other document.

Figure 13.1 (continued).
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ADDITIONAL INFORMATION REQUEST

Request tor Trade Finance information

1 Trade Finance Give the currencies and amounts of the following:

(a) Letters of Credit
(b) Acceptances
(c) Bills discounted with recourse to the customer or any subsidiary or related party of the customer.
(d) Bonds, Guarantees, Indemnities or other undertakings given to the Bank by the custom er in favour of third parties 

(including separately any such items in favour of any subsidiary or related party of the custom er). Give details of the 
parties in favour of whom  guarantees or undertakings have been given, whether such guarantees or undertakings are 
written or oral and their nature.

(e) Bonds, Guarantees, Indemnities or other undertakings given by you, on your customer’s behalf, stating whether there is recourse 
to your customer and/or to its parent or any other company within the group.

(f) Other contingent liabilities not already detailed.

Note. For each item state the nature and extent o f any facility lim its and details o f period o f availability o f agreed facility.

2 Securities

With reference to the facilities detailed in the above section give the following:

•  Details of any security formally charged (date, ownership and type of charge). State whether the security supports facilities granted 
by the Bank to the customer or to another party.

Note. Give details i f  a security is lim ited in am ount o r to a  specific borrowing or if  to your knowledge there is prior, equal or subordinate 
charge.

•  Where there are any arrangements for set-otf of balances or compensating balances e.g. back to back loans, give particulars (i.e. 
date, type of document and accounts covered) of any acknowledgement of set-off, whether given by specific letter of set-off or 
incorporated in some other document.

Request for Derivatives and Commodity Trading information

On occasion Auditors may request Derivatives and Commodity Trading information. Responses must be given in the order as below
and if no information is available then this must be stated as ‘None’ in the response:

1 Derivatives and Commodity Trading

Give the currencies, amounts and maturity dates on a contract by contract basis of all outstanding derivative contracts including the 
following:

(a) foreign exchange contracts
(b) forward rate agreements
(c) financial futures
(d) interest rate swaps
(e) option contracts
(f) bullion contracts
(8) commodity contracts
(h) swap arrangements (near and far dates)
(i) credit derivatives including collateralized debt obligations (CDOs)
(j) others (indicate their nature).

Note. Indicate the nature and extent o f any facility limits, detail period o f availability o f agreed facilities.

Figure 13.1 (continued).
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2 Securities

With reference to facilities detailed in the above section give the following:

•  Details of any security formally charged (date, ownership and type of charge). State whether the security supports facilities granted 
by the Bank to the customer or to another party. Note. Give details if  a security is lim ited in amount or to a specific borrowing or if  to 
your knowledge there is prior, equal or subordinate charge.

•  Where there are any arrangements for set-off balances of compensating balances e.g. back to back loans, give particulars (i.e. date, 
type of document and accounts covered) of any acknowledgement of set-off, whether given by specific letter of set-off or 
incorporated in some other document.

Figure 13.1 (continued).

Verifying the validity of deposits in transit and outstanding cheques involves:

• tracing or test tracing entries in the bank statement for the last month o f the fiscal year to the 
cash book or bank reconciliation at the beginning of the month, marking them off in the 
process

• identifying deposits and cheques recorded in the cash book for the last month of the fiscal year, or in 
the reconciliation at the beginning of that month not marked as appearing on the bank statement, 
and tracing them through to the closing reconciliation

• clearing the bank reconciliation to ensure that all applicable outstanding deposits and outstanding
cheques are marked as having been traced from the cash book.

If there are large numbers o f transactions, the test may be restricted to items over a certain 
amount.

The working paper for an auditor test of an entity-prepared bank reconciliation is illustrated in 
Figure 13.2.

When the entity does not prepare a hank reconciliation or when control risk over entity-prepared 
reconciliations is high (such as when it is prepared by the cashier), the auditors may prepare the bank 
reconciliation. When the auditors suspect possible material misstatements, the auditors may obtain the 
year-end bank statement directly from the bank for use in preparing the bank reconciliation, rather 
than relying on the copy of the bank statement held by the entity. This procedure will prevent the entity 
from making alterations to the data to cover any misstatements.

It is also necessary to verify deposits in transit and outstanding cheques by tracing them to the
subsequent period’s bank statement. When the next period’s bank statement validates these and other 
reconciling items, the reliance that auditors can place on a bank reconciliation is significantly enhanced.

Testing or preparing a bank reconciliation establishes the correct cash at bank (or overdraft) 
balance at the balance sheet date. Thus, it is a primary source o f evidence for the valuation 
assertion. This test also provides evidence for the existence, completeness, and rights and 
obligations assertions.

O btain in g  an d  using the subsequ en t p e r io d ’s b an k  statem en t
The subsequent period’s bank statement would normally be issued at the end of the month 
following the entity’s financial year end. The entity should be requested to instruct the bank to
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Bote* Company
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A-1
Prepared by: C JM  Date: ISffljSl 

Reviewed by: A.C.E, Date: 1&/Î/X2

Acc. #  U 0 3 1 / 1 2 / X 1  
Bank Acc. No. 1 2 3 4 5 -6 4 2

Figure 13.2 Review of entity-prepared bank reconciliation.

send a copy of the subsequent period’s bank statem ent directly to the auditors. I f  the audit 
deadline does not permit waiting for the issue of this statem ent, post-year-end transactions as 
recorded by the bank can be downloaded from the entity’s on-line access to their bank account 
under the auditors’ control to ensure details o f transactions are not manipulated by entity
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personnel. On receipt of the subsequent period’s bank statement or other record of post-year-end 
transactions as recorded by the bank, the auditors should:

• trace all prior year dated cheques to the outstanding cheques listed on the bank reconciliation
• trace deposits in transit on the bank reconciliation to deposits on the statement
• scan the statement for unusual items.

The tracing o f cheques is designed to verify the list of outstanding cheques. In this step, the auditors 
may also find that a prior period cheque not on the list of outstanding cheques has cleared the bank and 
that some of thie cheques listed as outstanding have not cleared the bank. The latter may be due to 
delays in the entity mailing the cheques or in the payees depositing the cheques. The auditors should 
investigate any unusual circumstances.

When the aggregate effect of uncleared cheques is material, it may indicate an irregularity known 
as window dressing. This is a deliberate attempt to enhance a company’s apparent short-term solvency. 
(Assume that the entity’s balances at the balance sheet date show current assets of £80 0 0 0 0  and 
current liabilities o f £ 4 00000 . If £ 1 0 0 0 0 0  of cheques to short-term payables have been prematurely 
entered, then the correct totals are current assets of £900 000 and current liabilities of £500 000 which 
results in a 1.8 : 1 current ratio instead of the reported 2 :1 . )  Window dressing is normally perpetrated 
by writing cheques on the last day of the financial year but not mailing them until several weeks later, 
when cleared funds are available at the bank to meet those cheques. If none of a sequence of cheques is 
presented for payment on the bank statement for more than two weeks after the balance sheet date, 
then the auditors should make inquiries of the treasurer. Recipients do not usually delay banking 
cheques once received and it is normal for most cheques to clear the bank statement within a week of 
issue.

The tracing of deposits in transit to the subsequent period’s bank statement is normally a relatively 
simple matter because the first deposit on that statement should be the deposit in transit shown on the 
reconciliation. When this is not the case, the auditors should determine the underlying circumstances 
for the time lag from the treasurer, and corroborate his or her explanations. Delays in depositing cash 
receipts could indicate the practice of a fraud known as ‘teeming and lading’ (as described later in the 
chapter).

In scanning the subsequent period’s statement for unusual items, the auditors should be alert for 
such items as unrecorded bank debits and credits, and bank errors and corrections. For example, 
Figure 13.2 illustrates a deposit made prior to the year end that is returned by the drawer’s bank after 
the year end, marked ‘not sufficient funds’ (NSF) and requiring adjustment.

By obtaining the subsequent period’s statement directly from an independent source, the auditors 
secure a high degree of reliable corroborating information about the validity of the year-end bank 
reconciliation and the existence, completeness, rights and obligations, and valuation assertions for 
cash in bank.

Disclosure
Cash should be correctly identified and classified in the balance sheet. Cash on deposit, for 
example, is a current asset but debenture sinking fund cash is a long-term investment. A bank 
overdraft is normally classified as a current liability (because technically it is repayable on
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demand). In addition, there should be appropriate disclosure of arrangements with banks, such 
as lines of credit, compensating balances and contingent liabilities. Responses to the bank 
confirmation request illustrated in Figure 13.1 include matters that may require disclosure as 
contingent liabilities.

The auditors determine the appropriateness of the report presentation from a review of the 
draft of the entity’s financial statements and the evidence obtained from the foregoing sub
stantive procedures. In addition, the auditors should review the minutes of meetings of the 
board of directors and inquire of management for evidence of restrictions on the use of cash 
balances.

0 LEARNING CHECK_________________________________

• Analytical procedures are little used in the audit of cash balances.

• Cutoff tests are performed in connection with the cutoff of sales and purchases and with the cash 
count.

• It is important to check the cutoff of bank transfers.

• Principal substantive audit procedures applied to balances are:

-  counting cash;
-  confirming balances with banks;
-  testing the closing bank reconciliation;
-  tracing outstanding items in the reconciliation to the next period’s bank statement.

• In counting cash, the auditors should control all cash funds and count them in the presence of the 
custodian.

• In examining the subsequent period’s bank statement, the auditors must consider the possibility of 
window dressing.

Other issues
This section covers three topics: (i) testing to detect an irregularity known as teeming and lading (or 
lapping); (ii) auditing imprest petty cash funds; and (iii) auditing imprest bank accounts.

Detecting teeming an d lading
Teeming and lading is an irregularity that results in the deliberate misappropriation of cash 
receipts, either temporarily or permanently, for the personal use of the perpetrator. Teeming and 
lading is usually associated with collections from customers but it may also involve other types of 
cash receipt. Conditions conducive to teeming and lading exist when the same individual handles 
cash receipts and maintains the sales ledger. Auditors assess the likelihood of teeming and lading by 
obtaining an understanding of the segregation of duties in the receiving and recording of collections 
from customers.
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An Example of Teeming and Lading

Assume, on a given day, that cash register receipts totalled £600 and mail receipts opened by 
the defrauder consisted of one payment on account by cheque for £200 from customer A. 
The perpetrator would steal £200 in cash and destroy all evidence as to the mail receipt, 
except for the customer’s cheque. The cash receipts journal entry would agree with the 
register (£600), and the deposit slip would show cash of £400  and customer A’s cheque for 
£200. These facts can be tabulated as follows:

ACTUAL RECEIPTS DOCUMENTATION CASH RECEIPTS JOURNAL ENTRY BANK DEPOSIT SLIP

Cash £600 Cash tape £600 Cash sales £600 Cash £400

Customer A's cheque £200 -  - - - Customer A's cheque £200

£800 —  £600 - £600 —  £600

To conceal the shortage, the defrauder usually attempts to keep bank and book amounts in daily 
agreement so a bank reconciliation will not detect the irregularity. The defrauder also corrects the 
customer’s account within three to four days of actual collection so any apparent discrepancy in the 
customer’s account can be explained as a delay in receiving the money or in posting. To accomplish 
the latter, the amount stolen is shifted to another customer’s account (customer B) several days later 
as follows:

ACTUAL RECEIPTS DOCUMENTATION CASH RECEIPTS JOURNAL ENTRY BANK DEPOSIT SLIP 

Cash £500 Cash tape £500 Cash sales £500 Cash £400

Customer B’s cheque £300 Customer A's cheque £200 Customer A’s cheque £200 Customer B’s cheque £300

£800 —  £700 —  £700 —  £700

The total shortage is now £300-200  from the first example plus £100 from the second example.

Auditing procedures
Tests to detect teeming and lading are performed only when the control risk for cash receipts 
transactions is moderate or high. There are three procedures that should detect teeming and lading:

1. Confirm accounts receivable on a surprise basis at an interim date. Confirming at this time will 
prevent the individual engaged in teeming and lading from bringing the accounts up to date. 
Confirmation at the balance sheet date may be ineffective because the ‘defrauder’ may anticipate 
this procedure and adjust the accounts to their correct balances at this date.
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2. Make a surprise cash count. The cash count will include coin, currency and customer cheques on 
hand. The auditors should oversee the deposit of these funds. Subsequently, the auditors should 
compare the details of the deposit shown on the duplicate deposit slip with cash receipts journal 
entries and postings to the customers’ accounts.

3. Compare details o f  cash receipts journal entries with the details o f  corresponding daily deposit slips. 
This procedure should uncover discrepancies in the details such as those shown in the above two 
examples.

Auditing imprest petty cash funds
The balance of petty cash is rarely material. Some auditors audit petty cash only if the total 
petty cash payments and replenishments throughout the year are material. Even then, the degree 
of misstatement would need to be substantial to have a material effect on the financial state
ments. Other auditors, however, believe that entities expect the auditors to verify petty cash and 
that it is important for the auditors to be seen to do this. These are sometimes referred to as 
‘client expectation tests’.

Substantive procedures
In auditing petty cash, auditors perform tests of details of transactions and tests of balances. The 
auditors will test a number of replenishing transactions, including reviewing supporting documenta
tion, accounting for all pre-numbered receipts and determining that the reimbursement cheque was for 
the correct amount. The test of balances involves counting the fund. The count is usually made on a 
surprise basis at an interim date rather than at the balance sheet date. The auditors may also count the 
fund at the balance sheet date, along with all other cash funds, to avoid the possibility that petty cash 
may be used to conceal a shortage elsewhere.

Auditing imprest bank accounts
As explained above, an entity may use an imprest bank account for payroll and dividends. 

Substantive procedures
The tests should include confirming the balance with the bank, reviewing the reconciliation prepared 
by the entity and using the subsequent period’s bank statement. The adjusted or true cash balance at the 
balance sheet date should be the imprest amount. The only reconciling items on the bank statement will 
be outstanding payroll or dividend cheques.

Employees usually cash their pay cheques promptly, so all the outstanding cheques should 
clear the bank on the subsequent period’s bank statement. Unpaid dividends are more likely to 
be a problem. However, larger entities with quoted share capital (which are more likely to 
experience outstanding dividend cheques) usually employ an independent share registrar -  one of 
whose functions is to distribute dividends. In such cases, the entity pays the total dividend to the 
registrar in a single cheque, and it is the registrar’s responsibility to pay individual dividends and 
to maintain records of outstanding dividend cheques.
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0  LEARNING CHECK__________________________________

• Teeming and lading is the concealment of the misappropriation of cash by the use of subsequent 
receipts.

• Teeming and lading is facilitated where one individual handles cash and maintains the sales ledger.

• The auditors should be alert to delays in crediting cheques to accounts receivable and to discrepan
cies between duplicate deposit slips and cash receipts journal details.

• Petty cash need not be audited where the petty cash transactions are immaterial, although many 
auditors still do so as a matter of routine.

• Auditing petty cash involves vouching reimbursements and counting the balance.

• Imprest bank accounts are usually audited by reconciling the balance.

Investments
An entity’s investment balances constitute the ownership of securities issued by other entities. The 
securities may be in the form of certificates of deposit, preferred and ordinary shares, corporate 
debentures or government bonds.

These various forms of financial instrument represent a financial asset in the hands of the entity (or 
individual) who owns them. Under the IAS accounting framework, the requirements are determined 
by IFRS 7, Financial Instruments: Disclosures, and IAS 39, Financial Instruments: Recognition and 
Measurement.

Initially, financial assets should be measured at their fair value (normally this is the same as cost). 
Fair value is the amount for which an asset could be exchanged, or a liability settled, between 
knowledgeable, willing parties in an arm’s length transaction. Ideally, the fair value will be obtained 
by reference to the quoted market price in an active market but IAS 39 permits other techniques that, 
for example, make best use of market information.

The accounting requirements for subsequent remeasurement of the four categories of financial 
assets defined by IAS 39 are as follows:

• Loans and receivables not held for trading -  amortized cost using the effective interest method 
(discounted present value) subject to impairment.

• Held-to-maturity investments (such as debt securities and mandatorily redeemable preference shares 
that the entity intends to hold until maturity) -  amortized cost using the effective interest method 
subject to impairment.

• Financial assets measured at fair value through profit or loss (including those held for trading) -  fair 
value, with value changes recognized through profit and loss.

• Available-for-sale assets and others not falling into any of the above three categories -  measured at 
fair value in the statement of financial position, with value changes recognized in other comprehen
sive income (as an unrealized gain or loss), subject to impairment testing. If the fair value of an 
available-for-sale asset cannot he measured reliably, the asset is carried at cost.
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Consideration is given here to investments in ordinary shares and corporate debentures. 
Investments may be held for a variety of reasons, with the principal reasons being:

# to hold surplus funds or funds earmarked for a future purpose
• to secure a long-term relationship with the other party.

A special category of investments held for the second reason is investment for the purpose of 
acquiring influence or control over the activities of the other entity. Such entities may be 
classified as subsidiaries, associates or joint ventures, and are regarded as part of the reporting 
entity. The financial statements of the investing or ‘parent’ entity are required to include 
appropriate balances relating to these other entities, so as to present a consolidated picture of 
the group or reporting entity. The audit of such investments extends to the verification of the 
balances in group entity financial statements, which are consolidated with the parent entity’s 
accounts. The final section of this chapter will explain auditors’ responsibilities in connection 
with consolidated financial statements.

Investment transactions involve cash receipts, such as dividends and interest received on 
investments, and proceeds on their disposal. Control risk considerations for cash receipts are 
considered in Chapter 10. Investment transactions also involve cash payments for the 
purchase of investments. Control risk considerations for payment transactions are considered 
in Chapter 11. This chapter considers additional controls applicable to investing transactions 
only. These will be considered in the course of discussing the development of the 
audit plan.

Audit objectives
For each of the relevant categories of financial statement assertion Table 13.3 lists specific 
account balance audit objectives pertaining to accounts affected by investing transactions. 
Considerations and procedures relevant to meeting these objectives are explained in the 
following sections.

Developing the audit plan
Before planning the audit, it is necessary to consider the effectiveness of control structure 
components designed to ensure that investment transactions are properly supervised and that 
the investments are subject to adequate safeguards over misappropriation. Materiality and risk 
will then be considered before identifying factors applicable to determining a strategy for the 
audit of investments.

Safekeeping o f  investments
Because the purchase and sale of investments are often processed separately from other purchases 
and sales, and the certificates of title may be readily negotiable, entities holding substantial 
•nvestment portfolios usually adopt specific control procedures over investments.
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ASSERTION CATEGORY

Transactions and account balances: existence or occurrence

Completeness

Rights and obligations

Accuracy, classification, valuation and allocation

Presentation and disclosure: occurrence and rights and obligations, 
completeness, classification and understandability, and accuracy 
and valuation

ACCOUNT BALANCE AUDIT OBJECTIVE

Recorded investment balances represent investments that exist at 
the balance sheet date (E1). Investment revenues, gains and losses 
resulting from transactions and events that occurred during the 
period (E2)
All investments are included in the balance sheet investment 
accounts (C l). The profit and loss statement effects of all investment 
transactions and events during the period are included in the profit 
and loss statement accounts (C2)
All recorded investments are owned by the reporting entity 
(R01)
Investments are reported on the balance sheet at fair value or 
amortized cost and impairment considered as appropriate for the 
particular category of investment (VD. Investment revenues, gains 
and losses are reported at proper amounts (V2)
Investment balances are properly identified and classified in the 
financial statements (PDD Appropriate disclosures are made 
concerning (i) related party investments, (ii) the bases for 
valuing investments and (iii) the pledging of investments as 
collateral (PD2)

Control environment
The understanding of several control environment factors is relevant to the audit o f the investments. 
The authority and responsibility for investing transactions, for example, should be assigned to a 
company officer such as the treasurer. This individual should be a person of integrity, with appropriate 
knowledge and skills, who realizes the importance of observing all prescribed control procedures and 
who can assist other participating members of management in making initial and ongoing assessments 
of the risks associated with individual investments.

The information system must include provision for capturing the data required for accounting for 
the various categories of investment in equity and debt securities, both at acquisition and subsequent 
reporting dates. Accounting personnel must be familiar with these requirements and capable of 
implementing them.

In addition, internal auditors and the audit committee of the board of directors should closely 
monitor the effectiveness of controls over investing activities.

Common documents and records
Title to investments is normally evidenced by a document such as a share or debenture certificate. 
Arrangements need to be made to ensure their safe custody. They may be held in a bank safe deposit 
box or directly by the bank or other financial institution as nominees for the entity. In addition, an 
important document specific to the investment cycle is the broker’s advice or contract note issued by a 
broker specifying the exchange price of investing transactions; it is the primary source document for 
recording investing transactions.
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Where substantial investments are held, a separate investment subsidiary ledger or investment 
register may be maintained. This records details of acquisitions and disposals, o f the receipt of interest 
and dividends, and o f market values.

Functions and related controls
Activities in the investing cycle include the following investing functions and related controls:

• Purchases and sales should be made in accordance with management’s authorizations. The purchase 
and sale of investments intended to be retained as noncurrent assets would normally require board 
approval.

• Dividend and interest cheques must be promptly deposited, and the completeness of recorded 
investment income must be independently verified.

• Transactions should be recorded on the basis of appropriate supporting documentation, and the 
duties of recording of transactions and custody of the securities should be segregated.

• Securities should be stored in safes or vaults, with access restricted to authorized personnel. 
Periodically, relevant documents should be independently compared against recorded balances.

• Changes in value and in circumstances pertaining to the appropriate classification of investments 
should be periodically analysed.

• Management should undertake performance reviews to detect poor investment performance and/or 
erroneous reporting.

• The classification of individual investments should be periodically reviewed.

Auditors obtain an understanding o f the entity’s laid down procedures to assess the risks of 
material misstatements that could occur in investment balances and to design substantive 
procedures accordingly. For example, if investment certificates are kept in the entity’s safe and 
not independently verified, the audit programme must call for physical inspection at or close to 
the balance sheet date.

M ateriality, risk a n d  au d it strategy
Securities held as short-term investments may be material to an entity’s short-term solvency, but 
income from such securities is seldom significant to the results o f operations of entities outside the 
financial services sector. Securities held as noncurrent investments may be material to both the balance 
sheet and the profit and loss statement.

Many factors affect the inherent risk for investments. The volume of investing transactions is 
generally quite low. However, securities are susceptible to theft (as in the M axw ell scandal) and 
the accounting for investments can becom e com plex. In addition, certain inherent risks are more 
challenging to address with controls, giving management an opportunity to  manipulate the 
reporting for investments. Investments must be classified and valued in accordance with 
the applicable reporting fram ew ork, for example if under IAS, as described earlier in the 
chapter. Indeed, the proper classification of an investment may be contentious, which in turn 
affects the valuation method, the income effects and disclosure requirements applicable to the 
investment. Valuation of unquoted investments is subjective and may contribute to high levels of 
inherent risk for the valuation and disclosure assertions.
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The low volume of investing transactions means that it is generally cost-efficient to use the 
predominantly substantive strategy in auditing investment balances. How ever, auditors must still 
obtain an understanding o f the internal control com ponents applicable to  investments and assess the 
risks o f m aterial misstatements before designing substantive procedures. As with cash, the significant 
controls are those ensuring the safe custody o f investment assets.

j, LEARNING CHECK_______________
• Investments are holdings o f financial assets in the form  o f securities such as shares and debentures 

issued by other entities.

• The purpose of holding investments may be to provide a home for funds currently surplus to 
operating needs or to secure a relationship with the other entity.

• Investments in group entities are required to be consolidated with the financial statements of the 
parent entity to  produce group financial statem ents.

• Inherent risks include the negotiability o f documents o f title and the proper classification of 
securities dependent on management intent.

• The infrequency o f investment transactions leads to  a predominantly substantive approach to their 
audit.

• The principal controls relate to those over safekeeping and the maintenance o f an investment 
register.

Substantive procedures for investments
For most entities, investment transactions are infrequent but individual transactions are usually for 
substantial amounts. Investment transactions rarely present cutoff problems so the auditors may 
perform many substantive procedures before or after the balance sheet date. Profit and loss statement 
balances relating to investments are usually verified at the same time.

D eterm in in g  d etec tion  risk

Relevant inherent risk and control risk assessments can vary widely, owing to  the variety o f types of 
investment and circum stance across entities. H owever, the small number o f transactions means that 
planned detection risk is usually set as low, with evidence being obtained through the perform ance of 
substantive procedures.

D esign ing  su bstan tiv e p roced u res

T able 1 3 .4  lists possible substantive procedures for investment balances and the specific audit objec
tives to which they relate. Each o f the procedures is explained in a following section.
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Table 13.4 Possible substantive procedures for investment balance assertions

CATEGORY SUBSTANTIVE PROCEDURE INVESTMENT BALANCE
AUDIT OBJECTIVE (FROM 
TABLE 13.3)

E1 C# R01 V1 PD#

Initial procedures 1. Perform initial procedures on investment balances and records that w ill be 
subjected to further testing:

(a) Trace opening balances fo r investment accounts to prior year's working 
papers

(b) Review activity in all investment-related balance sheet and profit and loss 
statement accounts, and investigate entries that appear unusual in amount or
source ~  —  ~  ^ 1 ,2  —

(c) Obtain entity-prepared schedules of investments and determine that they 
accurately represent the underlying accounting records from which they are 
prepared by:
•  adding and cross-adding the schedules and reconciling the totals with the 

related subsidiary and general ledger balances:
•  testing agreement of items on schedules with entries in related subsidiary 

and general ledger accounts

Analytical
procedures

2. Perform analytical procedures by analysing interest and dividend yields relative to 
expectations

^1 ,2 v ' 1,2 <71,2

Tests of details of 
transactions

3. Vouch entries in investment and related profit and loss and equity accounts y  1,2 y  12 S ^1 ,2 y  1

Tests of details of 4. Inspect and count securities on hand y i y  1 / — y  1
balances 5. Confirm securities held by others y  1 ✓  1 ✓ — —

6. Recalculate investment revenue earned y 2 ✓  2 — y2 —

7. Confirm fair values, amortized cost and impairment by reference to market and 
other information and documentation

y  1,2
■

Presentation and 
disclosure

8, Compare financial statement presentation with the applicable financial reporting 
framework and national legislation and regulations:
(a) Determine that investment balances are properly identified and classified in the 

financial statements
— --- — y  1,2 y i

(b) Determine the appropriateness of disclosures concerning the valuation bases 
for investments, realized and unrealized gains or losses, related party 
investments, and pledged investments

y  2

Initial procedures
Procedures in this category (as shown in Table 13 .4) follow the pattern established for other account 
balances. First, the auditors agree opening investment balances with audited amounts in the prior 
year’s working papers. N ext, the auditors review the activity in investment-related accounts to identify 
entries that are unusual in nature or amounts that need to be investigated. Then, entity-prepared 
schedules of investment additions and disposals in the period are checked for m athem atical accuracy 
and agreement with the underlying accounting records. The latter procedure includes determining that 
schedules and subsidiary investment ledgers agree with related general ledger control account bal
ances. The schedules can then serve as the basis for additional substantive procedures.
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Analytical procedures
Current asset investments tend not to have any predictable relationship with other balances, while 
noncurrent investments are subject to so few transactions that it is easier to proceed directly to tests of 
details. Analytical procedures can be applied in com paring interest and dividend revenues to invest
ment balances. Unexpected differences in interest or dividend yields may indicate misstatements; for 
exam ple, a higher than expected rate of return may be found to have been caused by erroneous 
recording o f the unrealized gain from an increase in the value o f noncurrent securities in the profit 
and loss account rather than as a revaluation reserve.

Tests of details of transactions
Purchases and sales of investments are vouched by inspecting brokers’ advices and evidence of 
appropriate approval. Purchases and sales o f noncurrent investments, for exam ple, should be vouched 
to authorizations in the minutes o f directors’ meetings. These tests provide evidence about the 
occurrence o f transactions, the transfer o f ownership o f securities and the valuation o f the securities 
at the transaction date. For sales, the gain or loss recorded in the profit and loss account can be verified 
by referring to the carrying value in the investment register.

Evidence as to the completeness o f recorded purchases is determined through verification of 
purchase and payment transactions, as described in Chapter 11. Evidence as to  the completeness of 
sales o f investments is determined through verification o f the existence o f recorded investment assets 
(as one of the tests o f details o f balances) and inquiring into the disposition o f investments included in 
the opening balance but not in the closing balance.

Dividend and interest receipts are vouched to  rem ittance advices accom panying the payment. 
This provides evidence as to the occurrence, accuracy and classification assertions. The com plete
ness o f interest received can be verified by com putation (the par value o f the debt times the annual 
interest rate) or by confirm ation with the issuer o f the debt security. The com pleteness o f dividends 
received can be checked with the investees’ financial statem ents, copies o f w hich should be held by 
the investor.

Tests of details of balances
Tests o f details o f balances involve inspecting or confirm ing recorded investments, verifying income 
from investments and checking their m arket value.

Inspecting and counting securities on hand
Securities held at the entity’s own premises should be inspected and counted at the same time as 
the count o f cash and other negotiable instruments. In perform ing the test, the custodian o f the 
securities should be present throughout the count, a receipt should be obtained from the custodian 
when the securities are returned and the auditors should control all securities until the count is 
completed.

For securities stored for safekeeping in bank safety deposit boxes, the banks will generally seal the 
boxes on the nominated date o f the count at the entity’s request and will confirm  to the auditors that 
there was no access to the box, other than by the auditors, until all locations have been counted. When 
the count is not made on the balance sheet date, the auditors should prepare a reconciliation from the 
date of the count to the report date by reviewing any intervening security transactions.
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• the certificate number on the document;
• the name o f the ow ner (which should be the entity, either directly or through endorsement);
• the description o f the security;
• the number o f shares (or debentures);
• the par or face value o f the shares (or debentures);
• the name o f the issuer.

These data should be recorded as part o f the auditors’ analysis o f the investment account. Figure 13 .3  
illustrates an audit w orking paper for quoted equity securities. All securities should be checked 
against the records in the investm ent register and, for securities purchased in prior years, the details 
should be com pared with those show n on the prior year’s w orking papers. A lack o f agreem ent 
between the certificate num bers may indicate unauthorized transactions for those securities.

This substantive procedure provides evidence about the existence, com pleteness, rights and obli
gations and disclosure assertions.

In inspecting securities, the auditors should observe such m atters as:

W illiam s Com pany W / P  ref: H-2
Quoted Equity Securities Prepared by: A.E.R Date: 3111X2
31 December 20X1 R eview ed by: R.C 91 Date: 1QIVXZ

Accounts 1 1 5  an d  4 2 5

C ertificate  
Description no.

Date
acquired

N o . of 
shares

Cost per 
share

Balance
1 / 1 / X l Purchases Sales

Balance
3 1 /1 2 /X l

M arket 
price at 

3 1 /1 2 /X l  
per share Total

Dividend
Income

tjeneral
Manufacturing C 2 7 7 9  
Metropolitan
Edison ltd M 8 2 9 3 1  
Pacific Papers 5 4 9 4 2  
Worrenton
Corp. Ltd 7 3 3 6

2 1 /4 /X O

2 1 /9 /X C
1 4 /2 /X l

1 9 /7 /X O

9 0 0 л

5 0 0
2 0 0 л

4 0 0 л

2 2 .0 0

3 3 .2 0
1 8 .5 0

2 7 .2 5

1 9 8 0 0 /

1 6 6 0 0 /

1 0 9 0 0 /

3 7 0 0  0
1 6 6 0 0 0

1 9 8 0 0 /

3 7 0 0 /  

1 0 9 0 0 /

2 4 .5 0  v

1 7 .0 0  v  

2 9 .2 5  v

22  0 5 0 „

3 4 0 0 л 

11 7 0 0 л

6 7 5  ®  

127 ®

1 2 0  Q )
4 7 3 0 0 / 3 7 0 0 1 6 6 0 0 3 4 4 0 0 3 7 1 5 0 9 2 2

F F F FF 
To H-1

F F
To R-1

A Exam ined s to c k  e tc . a t  Federal T ru s t Co.
✓  Traced to  prior years  working papers
it Traced to  general ledger balance
f  Added

FF Added and cross-added
a E xtension checked
0  Vouched to  broker’s advices and board o f d ire c to rs ’ a u th o r iz a t io n s  
¥  Per m a rk e t q u o ta tio n  i r  2 /1 /X 2  5 to c k  Exchange J o u rn a l

(J )  Dividend ra te s  checked t o  S ta n d a rd  and Poors; dividends received traced to  cash  receipts journa l.
Aggregate  m a rk e t value exceeded a g g re g a te  c o s t  o f  s e c u rit ie s  a t  b o th  beginning and end o f year. Therefore, no allow ance fo r declines in 
m ark et value.

Figure 13.3 Q uoted  equity securities w orking paper.
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Confirming securities held hy others
Securities held by outsiders for safekeeping must be confirmed as of the date on which securities 
held by the entity are counted. As with the confirmation of trade receivables, the auditors must 
control the mailings and receive the responses directly from the custodian. The data confirmed 
are the same as the data that should be noted when the auditors are able to inspect the 
securities.

Securities may also be held by creditors as collateral against loans. In such cases, the confirmation 
should be sent to the indicated custodian. The confirmation of securities held by third parties provides 
evidence as to the existence or occurrence, and rights and obligations assertions. It will also furnish 
evidence about the completeness assertion if the confirmation response indicates more securities on 
hand than recorded.

Recalculating investment revenue earned
Procedures described under tests of details of transactions above provide evidence as to the existence, 
completeness and valuation of revenue balances. The verification of dividend income is usually 
incorporated into the schedule of investments, as illustrated in Figure 13.3.

Confirming fair values, amortized cost and impairment
Financial assets that are valued at fair value will normally be valued by reference to quoted 
market value. The auditor will normally verify market quotations by referring to published 
security prices on stock exchanges. For infrequently traded securities, it may be necessary to seek 
advice from an independent broker as to the estimated market value at the balance sheet date. 
Market quotations based on a reasonably broad and active market constitute sufficient appro
priate audit evidence as to the current value of the securities. In the case of financial assets that 
are valued on the basis of amortized cost the auditor should carry out recalculation tests based 
on the cash flows and the interest rate used to discount the cash flows. The auditor should also 
consider the appropriateness of the discount rate based on market and other information about 
financial assets with similar characteristics. The auditor should also consider the need to make 
adjustments because of the recoverability of the asset and other factors that may give rise to 
impairment.

The audited financial statements of the entity in which investments are held often assist in the 
valuation of unquoted shares, debentures and similar debt obligations. Audited financial statements 
also represent appropriate evidence as to the adequacy of provisions against cost, if any. With regard to 
long-term investments (classified as noncurrent investments) ISA 501, Audit Evidence -  Additional 
Considerations for Specific Items, Part D: Valuation and Disclosure o f  Long-term Investments, 
requires the auditor to obtain sufficient appropriate audit evidence regarding their valuation and 
disclosure if they are material. Audit procedures regarding long-term investments ordinarily include 
obtaining audit evidence as to whether the entity has the ability to continue to hold the investments on 
a long-term basis and discussing wirh management whether the entity will continue to hold the 
investments as long-term investments and obtaining written representations to that effect. Other 
procedures would include consideration of post balance sheet date information and the need for 
write-downs and/or further disclosures.
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Disclosure
Typical disclosure and presentation of financial asset investments in securities in an entity’s financial 
statements includes:

• an analysis of financial asset investments as between current and noncurrent
• a classification of financial asset investments into appropriate classes (for example as required by 

IAS 39)
• disclosures relating to the financial position -  for example information about financial assets by 

category, disclosures about fair values, reclassifications, derecognitions and pledges of assets
• disclosures relating to performance -  such as the recognition of dividends, interest, gains and losses 

and impairments
• other disclosures -  including other information about accounting policies and qualitative disclosures 

about the exposures to, management of and classifications of risk.

IFRS 7, Financial Instruments: Disclosures, sets out the detailed disclosure requirements under the 
IAS accounting framework and requires disclosure of information to enable an evaluation of the 
significance of financial instruments to the entity to be made.

Substantive procedures already described provide evidence for most of the above items. The 
auditor’s use of a checklist to ensure compliance with the detailed disclosure requirements will be of 
particular importance in such complex areas. Inspection of the minutes, loan agreements and register 
of charges should reveal the existence of liens. Inquiry of management as to its intent in holding the 
securities also provides evidence as to their proper classification.

0  LEARNING CHECK______________
• Tests of details of transactions are relevant in verifying the occurrence of recorded investment 

balances.

• Securities on hand at the year end are verified by count or confirmation.

• The count of securities on the entity’s premises should be conducted at the same time as the count 
of cash.

• Securities held in bank safety deposit boxes may be counted before or after the year end, with 
reliance placed on bank records to assure there was no entity access between the date of the count 
and year end.

• The count should confirm all details of security certificates to ensure that there is no unrecorded 
substitution.

• Investment income can be verified by recalculation for interest and, for dividends, by referring to the 
audited financial statements of investees.

• Market values are verified by referring to official stock-exchange quotations.
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Where a company (or other entity) controls another company (or other entity), consolidated financial 
statements must be prepared for the group. The group comprises both the parent company and the 
controlled entities (unless the company or entity is itself a controlled entity) (IAS 27, Consolidated and 
Separate Financial Statements). Auditors of parent entities are required to report on the consolidated 
financial statements. To do so, they must identify the controlled companies (or other entities) compris
ing the group, verify the amounts pertaining to the other companies (or entities) to be consolidated, and 
verify the accuracy of the preparation of the consolidated financial statements.

Similar but less extensive disclosure requirements apply in respect of investments in associates (IAS 
28, Investments in Associates) and in joint ventures (IAS 31, Interests in Joint Ventures). The same audit 
procedures with respect to subsidiaries also apply to investments in associates and joint ventures. The 
parent entity and its subsidiaries, associates and joint ventures are referred to collectively as group entities.

Determining detection risk
Inherent risk is normally low for all related account balance assertions, except where the nature of the 
relationship with related entities is unusually complex. This gives rise to uncertainty as to the existence 
of control over the other entities, in which case the inherent risk for the completeness assertion may be 
high.1 Sometimes, too, the consolidation adjustments may be particularly complex and involve a 
significant degree of management estimation. This can happen with the consolidation of foreign 
group entities whose financial statements may be prepared on accounting bases different from those 
appropriate to the parent entity, or with new acquisitions requiring determination of the fair value of 
their net assets at the date of acquisition. In such cases, the inherent risk as to the valuation or 
measurement assertion may be moderate.

Given the materiality of the amounts involved, the audit approach will be predominantly sub
stantive. Little or no reliance will be placed on controls, which are unlikely to be strong. Detection risk 
will, therefore, be inversely related to the relevant inherent risk assessments.

A special problem arises where the accounts of one or more of the group entities are audited by 
another auditor, because it may be risky to rely on work performed by another person. ISA 600, 
(Revised and Redrafted) Special Considerations -  Audits o f  Group Financial Statements (Including the 
Work o f  Component Auditors), requires auditors to establish that it is appropriate to act as group 
auditor based on factors including the characteristics of the group and the ability to obtain sufficient 
appropriate evidence having regard to the involvement of work carried out by other auditors on 
components that are part of the group.

Designing substantive procedures
Table 13.5 shows a list of possible substantive procedures for the consolidated financial statements, 
together with the assertions to which each test relates.

Identifying the group
Where a reporting entity has investments in entities that it controls (or over which it exercises 
significant influence) it must prepare consolidated financial statements of the group comprising the 
parent entity and its subsidiaries, associates and joint ventures. The auditors must ensure that all

Substantive procedures for consolidated financial statements
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Table 13.5 Possible substantive tests of consolidated financial statement assertions

SUBSTANTIVE PROCEDURE ASSERTIONS
RO V PD

Identify the reporting entity ✓
Verify the financial statements of other group entities s s
Verify the consolidating adjustments —
Compare statement presentation with applicable Accounting Standards —

entities included in the consolidated financial statements are properly recognized as subsidiaries, 
associates or joint ventures of the parent entity and that no such entities are excluded.

Control or influence by one entity over another is most likely to arise where the parent has an 
investment in another entity greater than 50%  for it to be accounted for as a subsidiary, or greater than 
20% for consideration to be given to accounting for it as an associate. For joint ventures the relation
ship is determined by contractual arrangements with the other venturers. For such investments, the 
auditors verify that the investment in those entities does provide the parent with the required degree of 
control or influence. For subsidiaries in which the parent entity does not own a majority of the voting 
rights, the auditors will need to obtain and verify management’s explanation as to the basis on which 
control is secured.

The auditors also investigate the possibility that cumulative investments by the entity and its 
subsidiaries enable the group to exercise control or significant influence over other entities. If, for 
example, the parent holds 15% of the shares of another entity and one of its subsidiaries also holds 
40% , then that other entity is controlled by the group and is to be accounted for as a subsidiary. In 
obtaining an understanding of the business in the planning stage and in reviewing related party 
transactions, the auditors should be alert for evidence of the existence of control over other entities 
other than through ownership of voting rights. The auditors will need to obtain and verify an 
explanation as to why any such entities are excluded from the consolidation.

This procedure provides evidence as to the existence and rights and obligations assertions with 
respect to entities consolidated as controlled entities, and as to the completeness assertion that all 
controlled entities are included in the consolidation.

Verifying the financial statements of other group entities
To verify the amounts included in the consolidated financial statements, the auditors must obtain and verify 
the financial statements of each group entity. Where the auditors are not also the auditors of all group 
entities, consideration must be given as to the extent of reliance to be placed on the work of the other 
(component) auditors. ISA 600, (Revised and Redrafted) Special Considerations -  Audits o f  Group 
Financial Statements (Including the Work o f  Component Auditors), requires the group auditors to consider:

• whether the component auditor understands and will comply with the ethical requirements that are 
relevant to the group audit and, in particular, is independent;

• the component auditor’s professional competence;
• whether the group engagement team will be able to be involved in the work of the component 

auditor to the extent necessary to obtain sufficient appropriate audit evidence;
• whether the component auditor operates in a regulatory environment that actively oversees auditors.
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The group auditor should review a report of work performed by component auditors for all the 
components not audited by the group auditor. This could be a written memorandum, or summary 
of work performed including issues arising and how resolved. Alternatively, the group auditor 
might issue a questionnaire to be completed by component auditors. Based on this review the group 
auditor will be in a position to draw conclusions in respect of the component’s financial statements 
or decide on further appropriate action (such as reviewing audit strategy, carrying out risk assess
ment, reviewing working papers and involvement in final audit meetings with management). Where 
the component company is material to the group the group auditor should become further involved 
and perform additional procedures, including, for example, discussing with the component 
auditor the susceptibility of the components’ financial statements to material error or deliberate 
misstatement.

In some cases where the group auditor considers that further audit work is necessary the group 
auditor will either request the component auditor to perform the procedures or, if necessary, the group 
auditor will carry them out.

Where the group auditors are unable to rely on the work of the other auditors, the group auditors 
often have the statutory right of access (as in the United Kingdom under the Companies Act 2006) 
to the accounting and other records of any entity controlled by the parent entity. The group auditors 
can require any information and explanations necessary to report on the consolidated financial 
statements from any officer or auditors of that entity.

This procedure provides evidence as to the existence assertion and the completeness assertion with 
respect to assets, liabilities and transactions with entities consolidated with those of the parent entity. 
Further reporting considerations are discussed in Chapter 15.

Verifying the consolidating adjustments
Consolidation adjustments fall into four categories: (i) acquisitions and disposals, (ii) the elimination 
of inter-entity balances and transactions, (iii) the standardization of accounting policies and (iv) the 
translation of foreign currencies.

Acquisitions and disposals
On the acquisition of an interest in an associate or subsidiary, its assets are consolidated (directly or by 
way of equity accounting) in the group accounts at their fair value at the date of acquisition (IFRS 3, 
Business Combinations). The difference between the fair value of the parent entity’s ownership interest 
in the net assets and the consideration paid constitutes purchased goodwill. It is important that 
auditors verify the amounts recorded as fair value. This involves testing management estimates and 
evaluating the work of experts. Of particular concern are valuations placed on intangibles not recorded 
in the books of the controlled entity.

Adjustments on the disposal of a controlling interest must be verified against the carrying value of 
the controlled entity’s net assets immediately prior to disposal.

Elimination o f  inter-entity balances and transactions
In the course of auditing each group entity, auditors ensure that inter-entity transactions are properly 
identified and recorded. Where group entities are audited by other auditors, they must be requested to 
ensure that all such transactions are properly accounted for. At the year end, the auditors obtain an 
analysis of interentity balances, verify their reconciliation with each other and ensure that they are
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properly eliminated. The auditors should also ensure that any inter-entity profit in assets held by any of 
the group entities is properly identified and eliminated on consolidation.

Standardization o f  accounting policies
Where the financial statements of group entities have been prepared using accounting policies incon
sistent with those of the reporting entity, appropriate adjustments must be made on consolidation. 
When auditing group entities or when communicating with other auditors of group entities, the 
auditors must identify any accounting policies inconsistent with those of the reporting entity, and 
verify the consolidating adjustment.

Translation o f  foreign currencies
Where a group entity’s financial statements are prepared in a foreign currency they must be translated 
for purposes of consolidation. The auditors must verify the exchange rates used, check the translations 
and ensure that (if preparation is under the IAS accounting framework) the accounting treatment 
conforms to the requirements of IAS 21, The Effects o f  Changes in Foreign Exchange Rates.

These substantive procedures provide evidence as to the existence, completeness and valuation 
assertions.

Comparison o f report presentation w ith the applicable financial reporting fram ew ork 
The auditors should ensure that the disclosures in the consolidated financial statements conform to 
the requirements of applicable financial reporting framework and national legislation and regula
tion. The general requirement is that ultimate parent companies within the EU are required to 
prepare group accounts under IAS. Particular requirements are explanations as to why control 
exists over entities in which the parent entity’s ownership interest is 50%  or less, and why control 
does not exist over entities in which the ownership interest is greater than 50% .

y LEARNING CHECK______________
• The auditors of the parent entity are responsible for reporting on the consolidated financial state

ments and must obtain evidence relating to relevant balances of other group (component) entities.

• Group auditors must establish that it is appropriate to act as group auditor and that sufficient 
appropriate evidence can be gathered in order to reach an opinion on the financial statements.

• The group auditor must understand the structure of the group, the significance of components and 
consider the risks of material misstatement of the components’ and the group financial statements.

• The group auditor must ensure that component group entities are appropriately classified as 
subsidiaries, associates or joint ventures.

• Where group entities are audited by other firms, the parent entity’s auditors must perform proce
dures to determine the reliability of those financial statements for the purpose of including them in 
the consolidated financial statements.



CHAPTER 13

• Consolidation adjustments need to be verified. These include:

-  fair value adjustments of acquisitions and the determination of goodwill;
-  elimination of inter-entity balances and transactions;
-  standardization of accounting policies;
-  translation of foreign currency balances.

0 SUM M AR Y
The verification of cash balances is an important part of a financial statement audit because, even 
though the balances at the balance sheet date may appear immaterial relative to other assets, the 
amount of cash flowing through the accounts during the audit period can be very material. In 
addition, cash is susceptible to misappropriation and is involved in many fraudulent schemes, such 
as teeming and lading. For these reasons, extensive substantive procedures to test cash balances are 
performed during most audits. These include cash cutoff tests, tracing bank transfers, counting cash 
on hand, confirming balances and other arrangements with banks, reviewing bank reconciliations, 
obtaining and using subsequent period bank statements, and determining the adequacy of manage
ment’s disclosures for cash balances.

Although internal control over the processing of investment transactions is generally good, because 
transactions are infrequent and usually individually significant, it is common for the auditors to use a 
predominantly substantive audit strategy in verifying investment balance assertions. Important among 
audit procedures is the physical inspection of certificates of title of investments, or their confirmation with 
independent custodians. The valuation assertion is also a major consideration because of the different (and 
sometimes complex) valuation methods applicable to the various categories of financial asset investments.

Auditors also employ a predominantly substantive approach in verifying the consolidation of 
investments in group entities in the consolidated financial statements of the economic entity and may 
audit a group of companies with the involvement of component auditors.

0 NOTE
1 The exclusion of ‘special purpose entities’ from the consolidated financial statements of Enron was 

one of the most controversial aspects revealed by the failure of Enron in 2001.

0 FURTHER READING
Braid, M. (1979) Counting the cash. The CPA Journal, (September), 82-4.
Carmichael, D.R. (198 8) Audit reporting considerations for the new statement of cash flows. The CPA 
Journal, (June), 72-3.
Compton, J.C. and Van Son, W.P. (1983) Check truncation: The auditor’s dilemma. Journal o f 
Accountancy, (January), 36-8.
Doppelt, A.B. (1990) The telltale signs of money laundering. Journal o f  Accountancy, 163 (3), 31-3. 
Fensome, M. (1993) Statement of auditing practice AUP 1, bank confirmation requests. Australian 
Accountant, (August), 54-5.



Auditing cash and investments

Locke, C. (1998) Auditing issues -  bank confirmation requests. Charter, (March), 16-1.
Mills, J . (1996) Controlling cash in casinos. Management Accounting (USA), 77 (11), 38-40.
Morris, D.M. and Fisher, D.J. (1990) Investment vs. trading -  A misnomer. The CPA Journal, (May), 
28-37.
Patterson Jr, G.F. (1997) New guide on auditing investments. Journal o f  Accountancy, (February), 
65-7.
Pomeroy, FI. (1981) Restrictive covenants: What the CPA should know. Journal o f  Accountancy, 
(February), 61-8.
Sauls, W.S. (1984) Developing a kite-detection system. The Internal Auditor, (December), 39-42.

0  M u ltip le -C ho ice  Questions
Choose the best answer for each o f the following. (Answers are on pp. 646-641.)

13.1 The balance of cash is often only 1% of total assets.
(a) Cash is always qualitatively material no matter how small the balance and should 

always be audited.
(b) No audit of the balance is needed where cash is less than 2%  of total assets.
(c) The cash balance need only be audited if the balance is in overdraft.
(d) The balance need not be audited if control risks over cash receipts and payments have 

been assessed as less than high.

13.2 When counting cash on hand the auditor should:
(a) obtain a receipt from the custodian as to its return
(b) have two audit staff present to minimize the risk of its being stolen
(c) note the details of cash and cheques making up the balance
(d) perform the count on the same date as the receivables’ confirmation to ensure a reliable 

cutoff.

13.3 In reviewing the bank reconciliation prepared by the cashier, the auditor finds a ‘miscella
neous reconciling item’. From discussion with the cashier, the auditor is told that this relates 
to correction of a bank error. What should the auditor do?
(a) Accept the cashier’s explanation.
(b) Accept the cashier’s explanation -  provided it is also noted in the management 

representation letter.
(c) Perform tests to detect for teeming and lading.
(d) Note the details for checking against the subsequent period’s bank statement.

13.4 Which of the following would be the best protection for an entity that wishes to prevent the 
‘teeming and lading’ of trade receivables?
(a) Request that customers’ payment cheques be made payable to the entity and addressed 

to the treasurer.
(b) Have customers send payments directly to the entity’s bank.
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(c) Segregate duties so that no employee has access to both the cheques from customers and 
currency from daily cash receipts.

(d) Segregate duties so that the book-keeper in charge of the general ledger has no access to 
incoming mail.

13.5 Consider which of the following statements, with respect to the bank confirmation, is least 
appropriate.
(a) The confirmation is reliable because banks usually maintain reliable records.
(b) The confirmation is reliable because it is received directly from the bank.
(c) The confirmation is reliable because its accuracy is guaranteed by the bank.
(d) The confirmation is reliable because the request is made on a form especially designed 

for that purpose.

13.6 The auditor usually adopts a predominantly substantive approach to the audit of invest
ments because:
(a) with few transactions there would be no saving in audit effort from testing controls in 

order to reduce the level of substantive procedures
(b) the auditor has no duty to advise management on control weaknesses on investments
(c) inherent risks for investments are high and rarely compensated by adequate controls
(d) it is a requirement of auditing standards.

13.7 Which of the following controls would be the most effective in assuring that the proper 
custody of investment assets is maintained?
(a) The purchase and sale of investments are executed on the specific authorization of the 

board of directors.
(b) The recorded balances in the investment subsidiary ledger are periodically compared 

with the contents of the safety deposit box by independent personnel.
(c) Direct access to securities in the safety deposit box is limited to only one corporate 

officer.
(d) Personnel who post investment transactions to the general ledger are not permitted to 

update the investment subsidiary ledger.

13.8 The following investment ratio is most likely to be of audit relevance.
(a) Investment income to sales.
(b) Noncurrent investments to equity.
(c) Interest income to investments in debentures and other interest-bearing securities.
(d) Divided income to investments in equity shares.

13.9 Which of the following is least likely to require special attention when auditing consolidated 
financial statements?
(a) Subsidiaries audited by other auditors.
(b) Fair values of the assets of subsidiaries acquired during the year.
(c) 100% owned subsidiaries.
(d) Subsidiaries located and operating in foreign countries.
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| DISCUSSION QUESTIONS
13.1 Why is it important for the auditor to identify and confirm all bank accounts operated by 

the entity during the year and how can the auditor be satisfied that all accounts have been 
confirmed?

13.2 Consider the implications of on-line banking with respect to control over banking transactions 
and the maintenance of cash and bank records.

13.3 Where petty cash transactions are quantitatively immaterial, discuss arguments for and against 
their audit by the independent auditor.

13.4 The effort involved in perpetrating a teeming and lading fraud never justifies its rewards. Discuss.

13.5 Consider the audit implications of the introduction of paperless share trading and the elimination 
of share certificates.

13.6 Discuss the approach to ascertaining the value of investments in private companies and in 
unquoted public companies.

13.7 Cash and investments now represent only part of the sum total of financial assets held by most 
companies. Apart from trade receivables, what other financial assets might a company hold and 
are there any specific accounting and audit requirements for them?

13.8 Discuss the problems associated with reliance on the work of component (other) auditors. Should 
groups be required to appoint a single firm of auditors?

| | |  PROFESSIONAL APPLICATION QUESTIONS
(Suggested answers are on pp. 688-694 .)

13.1 Substantive procedures for cash balances
The firm of chartered certified accountants that employs you is the external auditor of 
Villawood Computers Ltd. Accounting records are maintained on a computer using proprietary 
software.

You have worked on the audit for three years and this year you are in charge of the audit. Your 
assistant is a newly recruited business graduate who has done an accounting course but has no practical 
experience.

Because of the small size of the company there is limited opportunity for segregation of duties. You 
decide, as in previous years, that the appropriate audit strategy is to obtain evidence primarily through 
the performance of substantive procedures. However, you are satisfied that there are no special risks of 
misstatement. You also plan to perform the audit around the computer as the proprietary software is 
known to be reliable and details of all transactions and balances can be readily printed out.

On arriving at the company’s premises in December 20X8 to perform the final audit on the 31 
October 20X8 financial statements, you obtain a copy of the year-end bank reconciliation prepared by 
the book-keeper and checked by the managing director. This is reproduced below.
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VILLAWOOD COMPUTERS LTD BANK RECONCILIATION 31 OCTOBER 20X8 £ £

Balance per bank statement 31 October 20X8 - 18 375.91

Deposits outstanding - -
30 October 1 887.00 -

31 October 1 973.00 3860.00

Outstanding cheques

— 22235.91

2696 25.00 -

2724 289.40 —

2725 569.00 -

2728 724.25 -

2729 1 900.00 -

2730 398.00 -

2731 53.50 -

2732 1 776.00 -

2733 255.65 5990.80

16245.11

Cheque returned ‘not sufficient funds’ 29 October - 348.00

Bank charges October - 90.00

Balance per books 31 October 20X8 - £16683.11

You have already obtained the bank confirmation and lists of cash (and cheque) receipts and 
payments printed out from the computer. These lists have been added and the totals agreed with 
ledger postings. You decide the first task to set for your assistant is the verification of the bank 
reconciliation.

Required
(a) (i) List the audit procedures to be followed by your assistant in verifying the bank reconciliation in 

sufficient detail for an inexperienced staff member to follow, (ii) Explain the purpose of each 
procedure in terms of audit objectives.

(b) Discuss the reliability of bank statements as audit evidence. What steps can be taken if it is 
considered desirable to increase their reliability?

(c) (i) Distinguish between ‘auditing around the computer’ and ‘auditing through the computer’, (ii) 
Explain the circumstances when it would be inappropriate for the auditor to rely on auditing 
around the computer.

Source: Adapted from Question 1, Audit Framework, December 1999. Reproduced by permission of 
ACCA.
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13.2 Audit o f  consolidated financial statements
The Mighty Company Limited is a reporting entity of which your firm of accountants is the auditor. 
Mighty’s consolidated financial statements incorporate the financial statements of its four subsidiaries. 
Three subsidiaries are incorporated in the United Kingdom and audited by your firm. The fourth 
subsidiary is located in another country and audited by another firm of professional accountants.

Required
(a) Explain how you would verify the intercompany balances.
(b) Describe other audit adj ustments you would expect to find and explain how you would verify each 

of them:

-  where the subsidiary had been acquired prior to the financial year being audited; and

-  where the subsidiary had been acquired during the financial year under audit.

(c) Describe the procedures necessary to determine the level of reliance to be placed on the audited 
financial statements of the foreign subsidiary.
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f  LEARNING OBJECTIVES
A fter studying this chapter you shou ld  b e  ab le  to:

1 describe the types of responsibility the auditor has in completing the audit

2 describe the procedures in completing fieldwork

3 understand the auditor’s responsibilities with respect to events up to the date of the auditor’s 
report

4 describe and explain the purpose of a solicitor’s representation letter

5 describe and explain the purpose of a management representation letter

6 describe the procedures for final review and the evaluation of audit findings

7 describe the communications with the entity at the conclusion of the audit

8 describe the auditor’s postaudit responsibilities.

0  PROFESSIONAL STATEMENTS
ED ISA 450 Evaluation o f  Misstatements Identified During the Audit
ED ISA 580 (Revised and Redrafted) Written Representations

Audit Materiality
Quality Control for Audits o f  Historical Financial Information 
Communication o f  Audit Matters with those Charged with Governance 
Audit Evidence -  Additional Considerations for Specific Items 
Analytical Procedures 
Subsequent Events 
Going Concern 
Management Representations
Contingencies and Events Occurring After Balance Sheet Date 
Provisions, Contingent Liabilities and Contingent Assets 
Quality Control for Firms that Perform Audits and Reviews o f  Historical 
Financial Information, and Other Assurance and Related Services Engagements

Many aspects of interim and year-end audit testing have been discussed in previous chapters. This 
chapter is concerned with two important additional areas of activity in a financial statement audit. 
The major part of the chapter considers steps involved in completing the audit. These steps are: 
(i) completing the audit procedures, (ii) carrying out final review procedures and evaluating the audit

ISA 320 
ISA 220 
ISA 260 
ISA 501 
ISA 520 
ISA 560 
ISA 570 
ISA 580 
IAS 10 
IAS 37 
ISQC 1
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findings and (iii) communicating with the entity. The procedures performed in these activities have the 
distinctive characteristics described below:

• They do not pertain to specific transaction classes or accounts.
• They are performed after the balance sheet date.
• They involve many subjective judgements by the auditors.
• They are usually performed by audit managers or other senior members of the audit team who have 

extensive audit experience with the entity.

The decisions made by the auditors in this part of the audit are usually crucial to the ultimate outcome of 
the audit. For example, in determining the procedures to be used and in evaluating the evidence obtained, 
the auditors must be fully aware of the audit risks associated with the engagement. Moreover, the 
conclusions reached by the auditors in completing the audit often have a direct impact on the opinion 
to be expressed on the entity’s financial statements. Communications with management must be effective 
and auditors often need to employ effective interpersonal skills in their discussions with management 
where contentious matters, which may give rise to disagreement, have been brought to light.

In completing the audit, the auditors frequently work under tight time constraints, particularly as 
entities seek the earliest possible date for the issuance of the auditor’s report. Despite such time pressures 
the auditor must ensure that due consideration is given at this phase of the audit so as to ensure that 
sound professional judgements are made and that the opinion given is appropriate in the circumstances.

After explaining the activities involved in completing the audit, consideration is then given in this 
chapter to the auditor’s postaudit responsibilities. These responsibilities relate to events occurring after 
the date of the auditor’s report.

Completing the Audit Procedures
In completing the audit, the auditors perform specific auditing procedures to obtain additional audit 
evidence relating to (i) subsequent events, (ii) minutes of meetings, (iii) contingencies, (iv) the going- 
concern assumption and (v) management representations. The procedures do not have to be performed 
m the foregoing sequence. Each procedure is explained in a subsequent section.

Undertaking a subsequent-events review
Subsequent events, as described in ISA 560, Subsequent Events, refer both to events occurring between 
the end of the period and the date of the auditor’s report, and to facts discovered after the date of the 
auditor’s report. Facts discovered after the date of the auditor’s report are further classified into those 
that are (i) known before the issuance of the financial statements and (ii) not discovered until after the 
issuance of the financial statements.

IAS 10, Events After the Balance Sheet Date, refers to events occurring after the reporting date but 
prior to the date the financial statements are authorized for issue such as being adopted and signed by the 
board. The auditor’s responsibility extends to the date the auditor’s report is issued. The auditors can only 
issue their report once the entity has finalized and formally adopted rhe financial statements. However, to 
avoid any confusion as to responsibility for events occurring between adoption of the financial statements 
and the issue of the auditor’s report, the auditor’s report should be signed on the same day.
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ISA 560 requires auditors to apply procedures designed to provide reasonable assurance that 
all significant events occurring up to the date of the auditor’s report are identified. As is shown in 
Figure 14.1, there is also a further period that extends from the date of the auditor’s report. The 
auditor’s responsibility with respect to subsequent events in this period is considered later in this chapter.

Reporting date Auditors' report signed Financial statements
3 0  June 1 August issued 15  August

Subsequent events

Subsequent period Postaudit period

<D
< !> <3>

©Auditors have a responsibility to discover and evaluate all subsequent events that may 
have material effect on the financial statements.

(^ 2 ^  Auditors have a responsibility to examine only events that come to their attention.

©Auditors have a responsibility to examine only events that come to their attention and 
that existed at the date of the auditors' report.

Figure 14.1 Subsequent-events time dimension.

Types o f  event
IAS 10 distinguishes between two types of event occurring after the reporting date:

• Type I event provides evidence with respect to conditions that existed at the reporting date, and 
affects the estimates inherent in the process of preparing the financial statements.

• Type 2 event provides evidence wirh respect to conditions that did not exist at the reporting date but 
which arose subsequent to that date.

Type 1 events require adjustment of the financial statements; type 2 events may require disclosure in 
the statements. The examples in Table 14.1 illustrate the two types of event.
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Table 14.1 Examples of events occurring after balance sheet date

TYPE 1 EVENT TYPE 2 EVENT

Realization of recorded year-end assets, such as debtors and stocks, at a different Issuance of preferred or ordinary shares
amount than recorded Purchase of a business
Settlement of recorded year-end estimated liabilities, such as litigation and product 
warranties, at a different amount than recorded

Insurance losses resulting from fire or flood

A specific example may help to distinguish further between these two types of event. Assume that a 
major customer becomes bankrupt on 1 February 2 0 X 1 . Assume further that the entity considered the 
customer’s balance to be totally collectable in estimating its provision for bad debts in its 31 December 
20X0 financial statements. If, on review of the subsequent event, the auditors determine that the 
bankruptcy was attributable to the customer’s deteriorating financial position (which existed, but was 
unknown to the entity, at the balance sheet date), the entity should be asked to adjust the 31 December 
20X0 financial statements for the loss. If, on the other hand, the auditor determines that the customer 
was financially sound at 31 December and the bankruptcy resulted from a fire or similar catastrophe 
that occurred after the balance sheet date, only disclosure in the notes to the 31 December financial 
statements is needed. Ordinarily, type 1 events require adjustment because they typically represent 
conditions that have accumulated over an extended period of time.

Auditing procedures in the subsequent p er iod
The auditors are required to identify, obtain evidence for and evaluate subsequent events up to the date 
of the auditors’ report. This responsibility is discharged by the auditors in the following two ways: 
(i) by being alert for subsequent events in performing year-end substantive procedures (such as cutoff 
tests and the search for unrecorded liabilities); and (ii) by performing the following auditing procedures 
at or near the completion of the examination:

• Reviewing procedures that management has established to ensure that subsequent events are 
identified.

• Reading minutes of the meetings of shareholders and of the board of directors and audit and 
executive committees for the period after the balance sheet date and inquiring about matters 
discussed at meetings for which minutes are not yet available.

• Reading the entity’s latest available interim financial statements and, as considered necessary and 
appropriate, budgets, cash-flow forecasts and other related management reports.

• Inquiring (or adding to previous oral or written inquiries) of the entity’s lawyers.
• Inquiring of management as to whether any subsequent events have occurred that could affect the 

financial statements. Examples of specific inquiries that might be made of management are:

-  the current status of items that were accounted for on the basis of tentative, preliminary or 
inconclusive data;

-  whether new commitments, borrowings or guarantees have been entered into;
-  whether sales of assets have occurred or are planned;
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-  whether the issue of new shares or debentures, or an agreement to merge or to liquidate, has been 
made or is planned;

-  whether any assets have been appropriated by government or destroyed (for example, by fire or 
flood);

-  whether there have been any developments regarding contingencies;
-  whether any unusual accounting adjustments have been made or are contemplated;
-  whether any events have occurred or are likely to occur that will bring into question 

the appropriateness of accounting policies used in the financial statements, as would be the case, 
for example, if such events call into question the validity of the going-concern assumption.

The procedures pertaining to lawyers, inquiry of management (management representations) and the 
going-concern concept are explained later in the chapter.

In addition to the above, many audit procedures described in the previous chapters refer to 
subsequent events. Cutoff, for example, is often verified by examining transactions recorded after 
balance sheet date. The net realizable value of inventory is often determined by examining after 
balance sheet date sales; the collectability of debtors is confirmed by subsequent payments by custo
mers and the accuracy of the closing bank reconciliation is confirmed by examining the subsequent 
period’s bank statement.

If the audit procedures identify events that could affect the financial statements, the auditors 
should carry out further procedures to assess whether such events are appropriately reflected in the 
financial statements.

Effects on the auditors’ report
Improper treatment of subsequent events will mean that the auditor’s opinion will have to be modified 
when the effect on the financial statements is material and/or pervasive. Depending on the impact, 
either a qualified (‘except for -  disagreement’) or an adverse opinion should be issued, as explained in 
Chapter 2 and considered in further detail in Chapter 15.

Reading the minutes of meetings
The minutes of meetings of the board of directors and its subcommittees (such as the finance committee 
and the audit committee) may contain matters that have audit significance. For example, the board of 
directors may authorize a new debenture issue, the buy-back of shares, payment of a cash dividend or 
the discontinuance of a product line. Each of these circumstances affects management’s assertions 
in the financial statements. The auditors should determine that all minutes of board meetings held 
during the period under audit and during the period from the balance sheet date to the end of the audit 
have been provided for their review. The auditors must review the original set of minutes, signed by 
authorized officers. Copies or extracts are not acceptable. The reading of minutes is ordinarily done as 
soon as they become available to give the auditors the maximum opportunity to assess their signifi
cance to the audit. For example, information obtained from the minutes might cause the auditors to 
modify planned substantive procedures, or to request the entity to include the disclosure of a subse
quent event in the financial statements. The auditor’s reading of the minutes should be documented in 
the working papers.
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Obtaining evidence on contingencies
A contingency is a possible asset or liability that arises from past events whose existence will be 
confirmed by the occurrence or nonoccurrence of one or more uncertain future events not wholly 
within the control of the entity. Auditors are primarily concerned with contingent liabilities since 
contingent assets are only required to be disclosed if the future event is likely to occur. IAS 37, 
Provisions, Contingent Liabilities and Contingent Assets, however, requires that contingent liabilities 
be recognized as provisions if they can be reliably measured and it is probable that the future event will 
occur. If the contingent liability cannot be reliably measured or is unlikely to occur (if it is ‘possible’ 
rather than ‘probable’), it must be disclosed in the notes (unless its possibility of occurrence is 
considered to be ‘remote’). The nature of contingencies is that they are unlikely to be recorded by 
the information system until the occurrence of the uncertain future event. Discovery of contingencies, 
therefore, requires the performance of specific audit procedures. These obligations include potential 
liabilities from tax disputes, product warranties, guarantees of obligations of others and lawsuits.

Auditors should assess the risk and respond accordingly to the possibility of contingent liabilities. 
The auditor should remain alert to their possible existence throughout the audit process and particularly 
when searching for unrecorded liabilities (see Chapter 11) and confirming banks (see Chapter 13). More 
specific procedures are performed when completing the audit because the auditors want to obtain the 
evidence as close as possible to the date of the auditors’ report. In practice, the most common 
contingencies are those relating to unresolved legal disputes. The most appropriate audit procedure 
relating to contingencies, therefore, is inquiring of the entity’s management and legal representatives. 
Additionally, in reading the minutes of board of directors meetings and in reviewing contracts, the 
auditors should look for circumstances that may indicate contingencies that should be investigated.

Audit considerations
Auditors must obtain sufficient appropriate audit evidence as to (i) whether all appropriate legal 
matters have been identified, (ii) the probability of any material revenue or expense and (iii) the 
adequacy of the accounting treatment and disclosure.

Management represents the primary source of information about the existence of such matters. Thus, the 
auditors should review and discuss procedures for identifying such matters, and obtain from management:

• a description and estimate of the financial consequences of legal matters
• an assurance (preferably in writing) of the completeness of such information.

Other auditing procedures that may disclose outstanding litigation as well as other contingent liabil
ities include reading the minutes of board of directors meetings; reviewing contracts and loan 
agreements, particularly those outside the normal course of business; and reviewing solicitors’ fee 
accounts and correspondence.

Letter o f  au d it inquiry
The auditors should examine supporting documentation in the entity’s files pertaining to all such 
matters that have come to their attention. It should be recognized, however, that the auditors
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normally do not possess sufficient legal skill to make an informed judgem ent on all these matters. 
Accordingly, the auditors need the assistance of an outside specialist. A solicitor’s representation 
letter to the entity’s outside solicitor(s) is the auditor’s primary means o f obtaining corroborating 
inform ation about m anagem ent’s assertions concerning the existence and status o f legal claims 
against the entity. This is required by ISA 5 0 1 , Audit Evidence -  Additional Considerations for 
Specific Items, Part C: Inquiry Regarding Litigation and Claims. An exam ple o f such a letter is 
shown in Figure 14.2 .

CLIENT COMPANY LIMITED 
Letterhead

M essrs ABC & Co. Solicito rs 

(Address)

Dear.............................................

In connection w ith  the audit o f the financia l sta tem ents o f  fo r the financia l period en d ing .....................we
request tha t you provide to th is  com pany, at ou r cost, the fo llo w ing  in fo rm ation :

1. C on firm ation  tha t you are acting fo r  the com pany in re lation to the m atte rs m entioned be low  and tha t the d ire c to rs ’ descrip tions and 
estim ates o f the am ounts of the financia l se ttlem ent (inc lud ing  costs and d isbursem ents) w h ich  m ig h t a rise in re la tion to  those 
m atte rs are in yo u r op in ion reasonable.

Name of company D irectors’ description of m atter D irectors’ estimate of the financial settlement
(including current status) (inclusive of costs and disbursements)

2. Should you disagree w ith any o f the inform ation included in 1 above, please com m ent on the nature of your disagreement.
3. In addition to  the above, a list o f open files that you maintain in relation to  the company.
4. In relation to  the matters identified under 2 and 3 above, we authorize you to  discuss these m atters w ith our auditors, if requested,

and at our cost. It is understood that:
(a) the com pany may have used other so lic ito rs in certain matters;
(b) the in form ation sought relates only to  in form ation relating to legal m atters referred to  you r firm , which were current at any 

tim e during the reporting period, or have arisen since the end o f the reporting period and up to  the date o f your response,
(c) unless separately requested in w riting, you are not responsible fo r keeping the auditors advised of any changes after the date 

o f you r reply;
(d) you are required to  respond on ly on m atters referred to you as so lic ito rs fo r the company;
(e) your reply is sought solely fo r the in form ation of, and assistance to , th is  com pany in connection w ith  the audit o f the financial

statem ents o f the com pany, and w ill no t be quoted o r otherw ise referred to  in any financial statem ents or otherw ise disclosed, 
subject to  specific legislation requirem ents, w ithou t the p rio r w ritten  consent o f you r firm .

Your p rom pt assistance in th is  m atter w ill be appreciated.

W ould you please forw ard a signed copy o f yo u r reply d irectly to  our auditors.

Yours sincerely 

CUENTCOM PANY LIMITED

Secretary

Figure 14 .2  Solicitor’s representation letter.
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It should be noted that, in the United Kingdom, the Law Society has indicated that it would normally only 
advise on matters specifically identified by the auditor. Primary evidence as to the existence of contingen
cies must come from inquiry of management and the inspection of documents held by the entity.

Effects o f  response on auditors’ report

When the solicitors’ responses, together with other audit procedures, provide sufficient appropriate 
audit evidence on which to form an opinion as to the fairness o f financial statement presentation, the 
auditors may issue an unqualified auditors’ report. W here the solicitor’s response indicates significant 
uncertainty about the likelihood of an unfavourable outcome of legal claims, or the amount or range of 
potential loss, the auditors may conclude that the financial statements are affected by an inherent 
uncertainty that is not susceptible to reasonable estimation at the balance sheet date. For example, the 
matter may be only in the initial stage of litigation and there may be no historical experience of the 
entity in similar litigation. In this situation if the uncertainty is adequately disclosed in the financial 
statements, the auditors’ report should contain an unqualified opinion. If the matter is considered to be 
significant the uncertainty should be further explained in an additional paragraph as an ‘emphasis of 
matter’, again without qualifying the audit opinion. If in the auditor’s opinion the disclosure o f the 
uncertainty is inadequate or factually unreliable, a qualified (‘except for -  disagreement’) or an adverse 
opinion would be expressed.

A solicitor’s refusal to respond to a letter o f audit inquiry is a limitation on the scope of the audit. 
Depending on the materiality o f the items, the auditors should express a qualified opinion (‘except f o r -  
limitation of scope’) or disclaimer o f opinion on the financial statements. The auditors may obtain 
assistance about contingencies from the entity’s legal department. However, because o f possible 
management bias, such help is unlikely to be a substitute for corroborating information that an outside 
solicitor refuses to furnish.

Considering the appropriateness of the going-concern assumption
Where financial statements are prepared on a going-concern basis, as would normally be the case, the 
auditors must consider whether applying this basis is appropriate in the valuation and measurement of 
items appearing in the financial statements. ISA 570 , Going Concern , requires the auditors, when 
planning the audit, to identify risks that the entity’s ability to continue as a going concern may he 
uncertain and to  include appropriate audit procedures in the audit programme. Additionally the 
auditor needs to:

• evaluate management’s assessment o f the entity’s ability to continue as a going concern
• be alert for evidence o f events or conditions that may cast doubt on the entity’s ability to continue as 

a going concern.

It is these procedures that are considered below.
In making inquiry of the directors the auditors will consider the period to which the directors have 

paid attention and the procedures adopted by the directors for identifying going-concern problems. It is 
normally expected that directors and auditors consider a period of one year from the date of approval of 
the financial statements. Where directors assess going concern for a lesser period, perhaps due to the
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size and complexity of the entity, the auditors will need to be satisfied as to the directors’ reasoning and 
that adequate disclosure is made in the financial statements as to the applicability of the going-concern 
assumption.

In evaluating the procedures adopted by management the auditors will consider:

• formal and informal systems for identifying risks;
• budgetary system;
• appropriateness of key assumptions;
• sensitivity of the budget to variable factors;
• obligations to other entities such as guarantees;
• existence of borrowing facilities; and
• plans for resolving matters giving rise to going-concern doubts.

Additionally the auditors will consider the implications of other matters of which they have become 
aware at the planning stage and again during the final review. Indications that continuance as a going 
concern should be questioned may be financial (such as material operating losses), operating (such as 
the loss of key management personnel) or other (such as changes in legislation).

When a question arises regarding the going-concern basis, additional procedures may be necessary. 
Most of these are performed during the period of completion of the audit. The auditors will need to 
discuss, with management, its plans for alleviating the problem; for example by raising additional 
finance or the presence of other mitigating factors such as disposal of surplus assets or sale of loss- 
making business operations. The auditors will need to obtain written representation concerning such 
plans, and should consider their feasibility by analysing their effect on cash flow or other relevant 
forecasts. Where appropriate, written confirmation will need to be obtained from third parties, such as 
banks or creditors, as to the existence of:

• their commitment to additional lending or to a scheme of reconstruction
• their willingness to be identified in the financial statements as having entered into such arrangements. 

Effects o f going concern on auditors’ report
If the going-concern assumption is inappropriate, an adverse opinion is required. If an entity has going- 
concern problems, which are adequately disclosed, an unqualified opinion can be issued.

Adequate disclosure includes:

• a statement that the financial statements are prepared on a going-concern basis
• a statement as to the facts, the nature of concern and assumptions made by the directors
• directors’ plans and other relevant actions for resolving the matters.

If disclosures are inadequate, then a qualified (‘except for -  disagreement’) or adverse opinion is 
required.

It should be noted that where the auditor concurs with management’s assessment that the company is 
not a going concern and they have prepared the financial statements on a ‘break-up basis’ with adequate
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disclosure, the auditor would issue an unqualified opinion. It may be appropriate to add an emphasis of 
matter paragraph referring to the note disclosures.

Obtaining the management representation letter
ISA 580, Management Representations, requires auditors to obtain certain written representations 
from management. The objectives of these representations are to:

• confirm oral representations given to the auditors
• document the continuing appropriateness of such representations
• reduce the possibility that there might be misunderstandings concerning management’s 

representations
• impress upon management that it has the primary responsibility for the financial statements.

As has been described in the preceding sections, a management representation letter may complement 
other auditing procedures (for example, in connection with (i) the completeness of identified con
tingent liabilities and (ii) the existence of mitigating factors in the presence of going-concern problems). 
In some cases, however, a representation letter may be the primary source of audit evidence. For 
instance, when a client plans to discontinue a line of business, the auditors may not be able to 
corroborate this event through other auditing procedures. Accordingly, the auditors should ask 
management to indicate its intent in the representation letter.

Contents o f  m anagem ent representation letter
Written representations from management, where they pertain directly to financial statement 
amounts, should be limited to matters that either individually or collectively are considered to be 
material to the financial statements. Representation letters should be prepared on the entity’s station
ery, addressed to the auditors, signed by appropriate officers (usually the senior executive officer and 
the senior financial officer) and dated with the date of the auditor’s report. In many audits, the auditors 
will draft the representations, which subsequently become the responsibility of the officers who sign 
the letter. A management representation letter is illustrated in Figure 14.3.

Effects on the auditors’ report
A management representation letter is not a substitute for any auditing procedures necessary to 
provide a reasonable basis for an opinion on the financial statements. The representation is a form 
of documentary evidence from an internal source. Such evidence is judged to have relatively low 
reliability because of possible management bias. Whether it represents sufficient, appropriate evidence 
for the matters concerned depends on:

• the materiality of the matters concerned, the availability of other evidence and the cumulative effect 
of the representation and other evidence

• whether the representations are consistent with such other audit evidence as is available
• the auditor’s assessment of management integrity and the degree of professional scepticism appro

priate to the engagement.
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CROPWELL ENGINEERING PLC 
CROPWELL HOUSE 

CROPWELL 
25 October 20xx
Smith and Co., Chartered Certified Accountants,
Professional Chambers,
Cropwell.
Sirs,

Financial Statements 30 June 20xx
This representation letter is provided in connection w ith  your audit of the financial statements of Cropwell Engineering PLC fo r the year 
ended 30 June 20xx, fo r the purpose o f expressing an opinion as to whether the financial statements give a true and fa ir view of the 
financial position o f Cropwell Engineering PLC as of 30 June 20xx and of the results of its operations and its cash flow s fo r the year then 
ended in accordance w ith the Companies Act 1985.

On behalf of the Board of Directors we acknowledge our responsibility fo r the fa ir presentation of the financial statements in accordance 
with the Companies Act 1985.

We confirm , to the best of our knowledge and belief, the fo llow ing representations:

[Include here representations relevant to  the entity. Such representations may include:]

•  There have been no irregularities involving management or employees who have a significant role in the accounting and internal 
control systems or that could have a material effect on the financial statements.

•  We have made available to you all books o f account and supporting documentation and all m inutes of meetings of shareholders and 
the board of directors (namely those held on 15 March 20xx and 30 September 20xx, respectively).

•  We confirm  the completeness of the inform ation provided regarding the identification of related parties.

•  The financial statements are free of material m isstatements, including omissions.
•  The Company has complied w ith all aspects of contractual agreements that could have a material effect on the financial statements in 

the event o f noncompliance.
•  There has been no noncompiiance w ith requirements of regulatory authorities that could have a material effect on the financial 

statements in the event of noncompliance.
•  The following have been properly recorded and when appropriate, adequately disclosed in the financial statements:

(a) The identity of, and balances and transactions w ith, related parties.
(b) Losses arising from  sale and purchase com m itm ents.
(c) Agreements and options to buy back assets previously sold.
(d) Assets pledged as collateral.

•  We have no plans o r intentions that may materially alter the carrying value or classification of assets and liabilities reflected in the 
financial statements.

•  We have no plans to abandon lines of product or other plans or intentions that w ill result in any excess or obsolete inventory, and no 
inventory is stated at an amount in excess of net realizable value.

•  The Company has satisfactory title  to  all assets and there are no liens or encumbrances on the com pany’s assets, except fo r those
that are disclosed in Note X to the financial statements.

•  We have recorded or disclosed, as appropriate, all liabilities, both actual and contingent, and have disclosed in Note X to the financial 
statements all guarantees that we have given to th ird  parties.

•  Other than . . .  described in Note X to  the financial statements, there have been no events subsequent to  period end which require 
adjustment of or disclosure in the financial statements or Notes thereto.

•  T h e . . .  claim by X Y Z  Company has been settled fo r the total sum of XXX which has been properly accrued in the financial statements.
No other claims in connection w ith litigation have been or are expected to be received.

Source-. Copyrigh t £  International Federation o f A ccountants (IFAC). All righ ts reserved. Used w ith  perm ission o f IFAC. Adapted fro m  ISA 580, 
M anagem ent Representations, Appendix.

Figure 14 .3  Management representation letter.



Completing the audit

•  There are no form al o r inform al compensating balance arrangements w ith any of our cash and investment accounts. Except as 
disclosed in Note X to the financial statements, we have no other line of credit arrangements.

•  We have properly recorded or disclosed in the financial statements the capital stock repurchase options and agreements, and capital 
stock reserved for options, warrants, conversions and other requirements.

Signed on behalf of the Board of Directors,

J. Butler
Managing Director 

J. Bishop
Company Secretary

The letter should be signed immediately prior to the date of the auditors’ report since it constitutes part of the evidence on which the
opinion is passed.

Figure 14.3 (continued).

The refusal o f m anagem ent to furnish a w ritten representation constitutes a lim itation on the scope o f 
the aud itor’s exam in ation . In such circum stances, the auditors m ay express a qualified (‘except for -  
scope lim itation ’) or a disclaim er o f opinion.

At the same tim e, the auditors m ay draw  m anagem ent’s attention to  the statutory and regulatory 
provisions that give the auditor a statu tory right o f access to records and inform ation  (Com panies A ct 
20 0 6 , s. 4 9 9  and s. 5 0 0 ) . A lso, providing m isleading, false or deceptive in form ation  to  the auditor or 
failing to  provide inform ation requested is a crim inal offence under the C om panies A ct 2 0 0 6  (s. 5 0 1 ) 
and the penalty is a fine and/or up to  tw o years im prisonm ent.

T he proposed ED  ISA 5 8 0 , (Revised and Redrafted) Written Representations , distinguishes 
between the requirem ent o f the auditor to  ob ta in  ‘general representations’ in respect o f m anagem ent’s 
general responsibilities (for exam ple, that for financial statem ents in accordance w ith the applicable 
reporting fram ew ork, and those relating to  internal controls) and specific assertions in the financial 
statem ents (‘specific w ritten representations’ ) w hen the auditor considers it necessary to corrob orate  
other audit evidence. If ‘general representations’ are not provided or the auditor doubts their reliability 
the revised ISA autom atically  leads to  the conclusion  that the auditor has not obtained sufficient 
appropriate evidence resulting in pervasive lim itation o f scope and a disclaim er o f opinion. Specific 
w ritten representations are in addition to  those required in accord ance w ith the other ISAs and are 
particularly relevant in relation to  assertions that involve judgem ent or intent, or that m ay not be 
com plete and if not provided would invoke a lim itation  o f scope m odification .

A scope lim itation may also exist when the auditors are not able to perform audit procedures 
considered necessary in the circumstances to  verify essential data in the management representation letter.

p  LEARNING CHECK_______________________________________
• The auditors are required to identify and evaluate events occurring up to  the date o f the auditors’ report.

• Events occurring after the reporting date can be classified as:

-  type 1 events, w hich require ad justm ent o f the financial statem ents; and
-  type 2  events, w hich require disclosure.
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• A representation letter obtained from the entity’s outside solicitor(s) is the primary means of 
obtaining corroborating information as to management’s assertions in relation to the status of 
litigation, claims and unrecorded or contingent liabilities.

• The auditors should assess the appropriateness of the going-concern assumption during the final 
review. Additional audit procedures must be performed if the company’s ability to continue as a 
going concern is doubt.

• A management representation letter:

-  impresses upon management their primary responsibility for the financial statements;
-  may be the primary source of audit evidence, where appropriate audit evidence cannot reasonably 

be expected to exist.

• The auditors should read all minutes of board meetings held during the period under audit and 
during the period from the reporting date to the end of the audit examination.

Review and Evaluating the Findings
Having completed the substantive audit procedures, before final audit conclusions are drawn and an 
audit opinion is formulated, the auditor is required to carry out a final overall review to ensure that the 
financial statements are supported by sufficient and appropriate audit evidence. The review will 
include ensuring that the financial statements are consistent and reasonably presented, and that 
accounting and other regulations have been complied with.

Before formulating the audit opinion the auditor is required to reconsider the risk and effect of 
likely material misstatements in the financial statements (as a result of audit procedures undertaken), 
and whether the audit working papers are complete, support the conclusions drawn and in accordance 
with all professional requirements.

Overall review and analytical procedures
Earlier chapters have explained and illustrated the application of analytical procedures in audit 
planning and in performing year-end substantive procedures. It will be recalled that analytical 
procedures involve the use of ratios and other comparative techniques. ISA 520 , Analytical 
Procedures, states that the objective of the overall review is to corroborate conclusions formed 
during the audit on individual elements of financial statements and to assist in arriving at the overall 
conclusion as to whether the financial statements as a whole are consistent with the auditor’s 
knowledge of the entity’s business. In carrying out an overall review, the auditors read the financial 
statements and accompanying notes. In so doing, they consider the adequacy of the evidence 
gathered for unusual or unexpected balances and relationships that have been either anticipated in 
planning or identified during the audit through substantive procedures. Analytical procedures are 
then applied to the financial statements to determine if any additional unusual or unexpected 
relationships exist. If such relationships exist, additional auditing procedures should be performed 
in completing the audit.
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Analytical procedures in the overall review should be performed by an individual having compre
hensive knowledge of the entity’s business, such as a partner or the manager on the audit. A variety of 
analytical procedures may be used. The procedures should be:

• applied to critical audit areas identified during the audit
• based on financial statement data after all audit adjustments and reclassifications have been recognized.

As in earlier applications of analytical procedures, entity data may be compared with expected entity 
results, available industry data and relevant nonfinancial data such as units produced or sold and the 
number of employees.

Undertaking the technical review of the financial statements
Many public accounting firms have detailed financial statement checklists that are completed by the 
staff member who performs the initial review of the financial statements. Once completed, the check
list is reviewed by the manager and partner in charge of the engagement. Prior to the release of the 
auditors’ report on a publicly held client, there may also be a technical review of the report by a partner 
who was not a member of the audit team.

The checklists include matters pertaining to the form and content of each of the basic financial 
statements, in accordance with:

• the requirements of the applicable accounting framework and other required disclosures
• national legislation -  for example, in the United Kingdom the Companies Act 2006
• the Combined Code on Corporate Governance (where applicable)
• stock exchange and other regulatory requirements (where applicable).

The completed checklist and the findings of the reviewers should be included in the working papers.

Making the final assessment of materiality and audit risk
In formulating an opinion on the financial statements, the auditors should assimilate all the evidence 
gathered during the examination. An essential prerequisite in deciding on the opinion to express is a final 
assessment of materiality and audit risk. The starting point in this process is to summarize the misstatements 
found in examining all accounts that were not corrected by management. In some cases, the uncorrected 
misstatements may have been individually insignificant but may be material when aggregated. In other 
cases, management may have been unwilling to make the corrections that were requested by the auditors. 
The next step in the process is to determine the effects of the total misstatements on net profit and other 
financial statement totals to which the misstatements pertain, such as current assets or current liabilities. 

The auditor’s determination of misstatements in an account should include the following components:

• uncorrected errors specifically identified through substantive tests of details of transactions and 
balances (referred to as known misstatements)

• the best estimate of other ‘likely’ misstatements (including projected uncorrected errors estimated 
through audit sampling techniques; and estimated errors detected through analytical procedures and 
quantified by other auditing procedures).
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The auditor’s assessment o f aggregate likely misstatement may also include the effect on the current 
period’s financial statements of any uncorrected likely misstatements from a prior period. Including 
likely misstatements from a prior period may lead to the conclusion that there is an unacceptably high 
risk that the current period’s financial statements are materially misstated. A working paper illustrat
ing one approach to analysing aggregate likely misstatement is shown in Figure 14.4. This is often 
referred to as a schedule of unadjusted errors.

W/P ref: S-l

Analysis of aggregate likely misstatement Prepared by: C . J . 6 .  Date: 12/2/X2
31 December 20X1 Reviewed by: B . C . P . Date: 16/2/X2

Debit (Credit)

W/P Acct. Assets Liabilities Shareholders' Pre-tax Tax
Ref. No. Description Current Noncurrent Current Noncurrent equity profit expense

Uncorrected known misstatements:
D 1 1590 Accumulated 

depreciation
3500.00

4590 Depreciation expense (3500.00) (3500.00)
2295 Taxes payable (1750.00) 1 750.00 1 750.00

Overstatement of 
depreciation expense

Uncorrected projected misstatements:
C 1 4200 Cost of goods sold 8000.00 8000.00

1200 Stock (8000.00)
2295 Taxes payable

Overstatement of 
closing stock 
projected from 
statistical sample

4000.00 (4000.00) (4000.00)

Other estimated misstatements:

None

Aggregate likely misstatement (8000.00) 3500.00 2250.00 0.00 2250.00 4500.00 (2250.00)
Final balance from trial balance 400 000.00 735000.00 225000.00 375000.00 535000.00 150000.00 75000.00

Aggregate likely misstatement % 2% 0.5% 1% 0% 0.4% 3% 3%

Conclusion: The l ik e ly  misstotments lis te d  a b o v e  o re  deem ed n o t to  b e  m a te ria l, e ith e r in d iv id u a lly  o r  in th e ir  a g g re g a te  effects on  the in d iv id u a l 
accounts, the  f in a n c ia l s ta te m ent ca te go ries , o r  the  f in a n c ia l s ta tem ent to ta ls  to  w h ic h  th e y  refote.

Figure 14.4 Analysis o f likely misstatements working paper.

The data that have been accumulated are then compared with the auditor’s preliminary judgements 
concerning materiality that were made in planning the audit. As explained in Chapter 5, planning 
materiality extends to both the individual account and the financial statement levels. If any adjust
ments in planning materiality have been made during the course o f the exam ination, they should, of 
course, be included in this assessment.
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Consider that, in planning the audit, the auditors have specified an acceptable level of audit risk. As 
aggregate likely misstatement increases, the risk that the financial statements may be materially 
misstated will also increase. When the auditors conclude that audit risk is at an acceptable level, 
they can proceed to formulate the opinion supported by the findings. However, if the auditors believe 
audit risk is not acceptable, they should either perform additional substantive procedures or convince 
management to make the corrections necessary to reduce the risk of material misstatement to an 
acceptable level.

Further guidance in this area is under development. The IAASB concluded that the clarity and flow 
of the requirements and guidance would be enhanced by addressing materiality and misstatements in 
separate ISAs -  an ISA on materiality in planning and performing an audit (‘ISA 320  (Revised)’) and an 
ISA on evaluating misstatements identified during the audit (‘ISA 4 5 0 ’).

ED ISA 4 5 0 , Evaluation o f  Misstatements Identified During the Audit:

• requires the auditor to accumulate misstatements identified during the audit, other than those that 
are clearly trivial

• notes that to assist the auditor in considering the effects of misstatements accumulated during the 
audit and in communicating them to management and those charged with governance, it is useful to 
distinguish between

-  factual misstatements (for example an actual error);
-  judgemental misstatements (for example the estimation of a provision);
-  projected misstatements (for example the auditor’s extrapolation of errors from a sample).

The APB has issued ED (United Kingdom and Ireland) 320  (Revised) with essentially the same 
requirements but it continues to deal with the planning and evaluation aspects o f materiality within 
a single auditing standard.

Furthermore, a requirement for the auditor to seek to obtain written representations from those 
charged with governance explaining their reasons for not correcting misstatements brought to their 
attention by the auditor has been included in the APB’s ED ISA (United Kingdom and Ireland) 260 , 
(Revised) The Auditor's Communication with those Charged with Governance. (This is an additional 
requirement to ED ISA 260  (Revised) issued by the IAASB.)

Formulating an opinion and drafting the auditors’ report
During the course o f an audit engagement, a variety of audit tests are performed by staff personnel 
whose participation in the audit may be limited to a few areas or accounts. As the tests for each 
functional area or statement item are completed, the staff auditors are expected to summarize their 
findings. These findings may include identifying monetary errors and proposed adjustments, or 
qualitative factors such as on matters of principle.

In completing the audit, the separate findings need to be summarized and evaluated so as to express 
an opinion on the financial statements as a whole. The ultimate responsibility for these steps rests with 
the partner in charge of the engagement. In some cases, the audit manager makes the initial determina
tions, which are then carefully reviewed by the partner.
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Before reaching a final decision on the opinion, a conference is held with management. At this 
meeting, the auditors report the findings orally and attempt to provide a rationale for proposed 
adjustments and/or additional disclosures. Management, in turn, may attempt to defend its position. 
In the end, some agreement is generally reached on the changes to be made and the auditors can 
proceed to issue an unqualified opinion. When such an agreement is not obtained, the auditors may 
have to issue another type of opinion. Communication of the auditor’s opinion to the shareholders is 
made through the auditors’ report. The various forms of auditors’ reports are discussed in Chapter 15.

Undertaking final review/s of working papers
In Chapter 6 the first-level review of working papers by a supervisor was explained. The review is made 
to evaluate the work done, the evidence obtained and the conclusions reached by the person preparing 
the working paper. Additional reviews of the working papers are made on completion of audit 
procedures by members of the audit team. The levels of review that may be made in completing the 
audit are shown in Table 14.2.

Table 14.2 Levels of review in completing the audit

REVIEWER NATURE OF REVIEW

Manager Reviews working papers prepared by seniors, and reviews some or all of the working papers
reviewed by seniors.

Engagement Reviews working papers prepared by managers and other working papers on a selective basis.
partner
Quality control Reviews significant judgements and conclusions in reaching an opinion.
review

The partner’s review of the working papers is designed to obtain assurance that:

• the work done by audit staff has been accurate and thorough and in accordance with the audit plan
• the judgements exercised by audit staff were reasonable and appropriate in the circumstances and 

have been properly documented
• the audit engagement has been completed in accordance with the conditions and terms specified in 

the engagement letter
• all significant accounting, auditing and reporting questions raised during the audit have been 

properly resolved
• the working papers support the auditor’s opinion
• auditing standards and the firm’s quality control policies and procedures have been met.

Detailed checklists covering the above matters are commonly used in performing the review of work
ing papers.

ISQC 1, Quality Control for Firms that Perform Audits and Reviews o f  Historical Financial 
Information, and Other Assurance and Related Services Engagements, requires that proper consultation 
takes place on difficult and contentious matters and is documented. Where there are differences of opinion 
amongst the audit team the audit firm should not issue the audit report until the dispute is resolved.
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ISQC 1 and ISA 220, Quality Control for Audits o f  Historical financial Information, requires that 
a quality control review is completed before the audit report is issued. The reviewer (often a partner 
who did not participate in the audit) should evaluate significant judgements made by the engagement 
team and the conclusions reached. A more detailed review is required for listed company audits (as 
described in Chapter 1) and in other situations if required by the firm’s quality control procedures 
(for example, where a modified opinion is proposed). The rationale for this review is based on the 
objectivity of the reviewer who may challenge matters approved by earlier reviewers. This review 
process provides additional assurance that all ethical, auditing and quality control standards (including 
those of the firm) have been met in the performance of the engagement.

y LEARNING CHECK_______________
• Analytical procedures performed in completing the audit help the auditors to conclude that the 

financial information as a whole is consistent with their knowledge of the entity’s business.

• The technical review of the financial statements includes a review of matters pertaining to the form 
and content of each of the basic financial statements, in accordance with the requirements of 
applicable accounting standards and other required disclosures.

• The purposes of the auditor’s final assessment of materiality and risk are to determine whether (i) the 
auditor’s preliminary judgements concerning materiality have been met, and (ii) audit risk is at an 
acceptable level to warrant the expression of an opinion.

• The form of audit opinion to be expressed is determined by the partner in charge of the engagement.

• Audit working papers are reviewed by the audit manager and the partner in charge of the engage
ment. For listed entity audits an independent partner is required to carry out a more detailed quality- 
control review.

Communicating with the Entity
The auditors have no duty to design audit procedures for identifying matters that may be appropriate 
to report to management unless specifically agreed upon in the engagement letter or elsewhere in the 
terms of appointment. However, ISA 260 , Communication o f  Audit Matters with those Charged with 
Governance, requires auditors to report, to an appropriate level of management, any significant 
matters identified as a result of audit procedures performed. The matters relevant to the conduct of 
the audit and audit findings may include:

• significant difficulties encountered in performing the audit such as limitations in scope;
• the selection and application of accounting policies for material unusual transactions or in con

troversial areas;
• the auditor’s views about the qualitative aspects of the entity’s accounting practices, including 

accounting policies, accounting estimates and financial statement disclosures;
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• uncorrected misstatements, other than those the auditor believes are clearly trivial;
• material, corrected misstatements that were brought to the attention of management as a result of 

audit procedures;
• a summary of representations the auditor is requesting from management;
• events and conditions that cast doubt on the entity’s ability to continue as a going concern;
• disagreements with operational management that could have a significant effect on the entity’s 

financial statements;
• expected modifications of the auditors’ report;
• reasons for assessing inherent and control risk as high for specific financial statement assertions, 

notably internal control weaknesses;
• irregularities, including fraud and noncompliance with laws and regulations; and
• any other matters, including those falling outside the scope of the audit (for example, inefficiencies), 

which may usefully be brought to management’s notice.

Communicating matters with management
The auditors must consider to what level of management the report should be made and whether 
to report verbally or in writing. Certain matters may be so significant that they require reporting 
to the audit committee or governing body. Less significant matters may be reported to a level of 
management with authority to take appropriate action. For example, weaknesses in specific control 
activities or irregularities involving nonmanagement employees may be reported to the appropriate line 
manager. Shortcomings in the control environment or irregularities involving senior management should 
be communicated to the highest level of management and possibly also to the audit committee. In the 
interests of time and expediency, the initial communication may be with the line manager concerned or, 
for more significant matters, with the chief executive. In the former case, it may sometimes be necessary 
to advise senior management about the matters raised with line management. In the latter case, if the 
auditors believe the content of the communication could be withheld from the audit committee, the 
auditors may consider it necessary to communicate directly with individual members.

Less significant matters may be appropriately dealt with by verbal discussion, with a record of the 
discussion being included in the working papers. Other matters may initially be communicated 
verbally, in order to save time and to clarify the situation before the matter is put in writing. For 
example, a control weakness may be discussed with the relevant line manager in order to determine the 
means of correcting the weaknesses most likely to be acceptable.

Preparing the management letter
During the course of an audit engagement, auditors observe many facets of the entity’s business 
organization and operations. At the conclusion of an audit, it is desirable to write a letter to manage
ment (known as a management letter or letter of weaknesses) that contains recommendations for 
improving the efficiency and effectiveness of those matters noticed during the course of the audit. The 
principal purpose of such a letter is to advise management of weaknesses in the internal control 
structure. It also tangibly demonstrates the auditor’s continuing interest in the welfare and future of
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the entity. The issuance of management letters has now become an integral part of the services rendered 
by many auditors.

The audit plan should contain a separate section on management letters. Where feasible, the plan 
should indicate areas of the entity’s operations and controls that might be included in management 
letters. As the audit progresses, matters that are relevant to management letters should be noted in the 
audit working papers to ensure that they are not overlooked. Subsequently, the working papers should 
provide adequate documentation of the comments contained in the management letter. Such support 
will also be useful in any discussions with management about the comments. Management letters 
should be carefully prepared, well organized and written in a constructive tone. The contents of the 
draft letter should be discussed with the company official responsible for the accounting system (for 
example the finance director). In particular, the practicality of implementing the suggested changes to 
the existing system should be discussed. However, absence of agreement should not inhibit the 
inclusion of recommendations that the auditors consider desirable. In order to avoid misunderstand
ing, management letters should contain a paragraph advising management that the auditor’s examina
tion is made in order to form an opinion on the financial statements and that the report to management 
should not be regarded as a statement of all matters that may exist. The letter should also prohibit 
disclosure of its contents to third parties without the auditor’s consent. This is to prevent the letter 
being used, by the entity, as proof of the soundness of its control procedures, exposing the auditors to 
liability to third parties relying on the letter.

Prompt issuance of management letters on completion of the audit creates a favourable impression 
and may encourage both an early and a positive response by management. Where the interim audit 
reveals material weaknesses in internal control, it may be desirable to issue a management letter on 
completion of that phase of the audit as well as on completion of the final audit.

The letter should request a written reply indicating the action taken or intended to be taken 
on the matters raised. If no response is received, the auditors should consider whether to raise 
the matter directly with the audit committee. In any event, if no action is taken by management, 
the auditors should consider raising the matter again in, for example, subsequent management 
letters.

The IAASB has issued ISA 260  (Revised and Redrafted) and as well as setting out an over
arching framework for communication with specific matters at different stages in the audit to be 
communicated by the auditor, the auditor is also required to evaluate the effectiveness of the ‘two- 
way process’ between the auditor and those charged with governance. It emphasizes the existence 
of different subgroups within the governance process, for example management and audit com 
mittees. The IAASB has also issued a separate ED; ISA 26 5 , Communicating Deficiencies in 
Internal Control, which is intended to clarify the auditor’s responsibilities in relation to the 
evaluation and communication of internal control-related matters identified during the audit to 
management and those charged with governance. Whereas management should be informed of 
all ‘identified deficiencies’ (which are nontrivial) any identified deficiencies that are considered to 
be ‘significant deficiencies’ (such as a deficiency in a control over a significant risk) should be 
communicated to those charged those charged with governance. The APB has issued ED 
ISA (United Kingdom and Ireland) 26 0 , (Revised) The Auditor’s Communication with those 
Charged with Governance, in response.

A summary of the auditor’s responsibilities in completing the audit is presented in Figure 14.5.
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COMPLETING THE 
AUDIT PROCESS

EVALUATING THE COMMUNICATING  
FINDINGS WITH THE ENTITY’S

G O VERN IN G BODY

Undertake a  review  
of subsequent events

Undertake a  final 
assessment o f materiality  
and audit risk

Communicate with the 
audit committee

Read the minutes of 
meetings

Undertake a  technical 
review o f the financial 
statements

Prepare the 
m anagem ent letter

I O btain  evidence on 
I contingencies

Formulate an opinion and  
draft the auditors' report

Consider the 
appropriateness of the

Undertake a  final review  
o f working papers

going-concern assumption

O btain  m anagement 
representation letter

Perform analytical 
procedures

Figure 14.5 Summary of auditor’s responsibilities in completing the audit.

LEARNING CHECK
• Auditing standards require that significant matters identified as a result of audit procedures are 

reported to the audit committee or the governing body. Less significant matters may be reported to a 
level of management with authority to take appropriate action.

• O ne o f  the m ain purposes o f  reporting to  m anagem ent (referred to  as the m anagem ent letter) is to 
advise m anagem ent o f  nontrivial identified deficiencies in the internal contro l structu re. D eficiencies 
in internal co n tro l th a t are sign ifican t should be reported  to  the audit com m ittee  o r the governing 

body as appropriate .
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Postaudit Responsibilities
This section pertains to the auditor’s responsibilities following the completion of the audit examina
tion. ISA 560, Subsequent Events, establishes the auditor’s responsibilities with respect to these 
matters. This establishes that the auditor has a duty actively to seek evidence relevant to the financial 
statements up to the date that the financial statements are approved and the audit report is signed. 
However, certain matters may come to light after that date.

Postaudit responsibilities include a consideration of:

• subsequent events occurring between the date of the auditors’ report and the issue of the financial 
statements

• the discovery, after issuing the financial statements, of facts that were unknown at the time of 
issuance.

Occurrence of subsequent events
As shown in Figure 14.1, several weeks may elapse between the end of the audit and the issue of the 
financial statements. The auditors have no responsibility to make an inquiry or to perform auditing 
procedures during this time to discover any material after-balance-date events but should remain 
‘receptive’ to information that comes to light. During this period, management is responsible for 
informing the auditors of any events that may affect the financial statements. The need to amend the 
financial statements should be considered and discussed with management. If the financial statements 
are amended, the auditors must carry out any necessary auditing procedures, including extending the 
review of after-balance-date events, and reissue the auditors’ report at the date of approval of the 
amended financial statements. Management may, in an exceptional circumstance, issue the financial 
statements as originally prepared together with the original auditors’ report, notwithstanding the 
auditor’s dissent as to the truth and fairness of the financial statements in the light of knowledge of 
events occurring in this period. In this event, the auditors should take action to prevent reliance on the 
auditors’ report. This can be done, for example, by exercising the auditor’s right to be heard at the 
general meeting at which the audited financial statements are presented to members.

Discovery of previously unknown facts
Auditors have no responsibility to make an ongoing inquiry on the financial statements after they have 
been issued. However, an event may have existed at the date of the auditors’ report that materially affects 
the financial statements and becomes known to the auditors after the financial statements were issued.

As the event in question occurred before the auditors’ report was signed, the auditors had a 
responsibility to detect this event. The auditors should discuss the matter with management and take 
steps to prevent future reliance on the auditors’ report. The preferred result is the preparation of revised 
financial statements by the entity and the issuance of a revised auditors’ report as soon as practicable. 
Again, prior to the issuance of a revised auditors’ report the auditors should extend the review of 
subsequent events up to the date of the issuance of the revised report. The new report should include a 
paragraph referring to the note in the financial statements that provides an explanation for the revision 
of the previously issued financial statements and the earlier auditors’ report.
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The new report should be dated not earlier than the date the revised financial statements are 
approved. If the issuance of the following period’s financial statements are imminent, the revised 
financial statements may not be issued. However, appropriate disclosures are required in these 
circumstances in the following period’s report.

0 LEARNING CHECK______________
• Should an event that occurs between the date of the auditors’ report and the issue of the financial 

statements become known, the auditor should discuss this with management and consider the need 
to amend the financial statements.

• If subsequent events affecting the financial statements are discovered after the report’s issue, the 
preferred procedure is for management to prepare revised financial statements. In this case the 
auditor should issue an audit report on the revised financial statements as soon as practicable.

0 SUMMARY
This chapter described several key responsibilities of auditors in completing an audit of financial 
statements. Steps performed in completing the examination include making the after-balance- 
sheet date review, obtaining evidence concerning contingent liabilities, considering the applic
ability of the going-concern basis, obtaining the letter of management representations and per
forming analytical procedures. Steps involved in evaluating the auditor’s findings include making 
a final assessment of materiality and audit risk, making a technical review of the financial 
statements, formulating an opinion and drafting the auditors’ report, and making a final review 
of the working papers.

Auditors are required to communicate with the entity’s governing body details of significant 
matters of interest including problems encountered during the audit and other matters of concern 
such as significant deficiencies in internal control. The management letter details identified control 
weaknesses and other concerns and offers recommendations regarding the efficiency and effectiveness 
of the entity’s operations and is sent to the appropriate level of management.

Finally, auditors have certain postaudit responsibilities relating to subsequent events that occur 
between the date of the auditors’ report and the issue of the financial statements and the subsequent 
discovery of facts existing at the report date.

0 FURTHER READING
Jiambalvo, J. and Wilner, N. (Fall 1985) Auditor evaluation of contingent claims. Auditing: A Journal 

o f  Practice and Theory, 5 (1 ), 1-11.
Rezaee, Z., Olibe, K.O. and Minmier, G. (2003) Improving corporate governance: The role of a u d it  

committee disclosures. Managerial Auditing Journal, 18 (6), 530-7 .
Wright, A. and Ashton, R.H. (October 1989) Identifying audit adjustments with attention-directing 
procedures. The Accounting Review, 64 (4), 710-28.
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g §  MULTIPLE-CHOICE QUESTIONS
S C hoose the best answ er fo r  each  o f  the fo llow ing . (Answers are on pp. 647-648.)
£
||4.1 In the auditor’s completion of the audit, which of the following is not a subsequent-event 

procedure?
^  (a) Read available minutes of meetings of directors.

(b) Make enquiries with respect to the previously audited financial statements to establish
./ whether new information has become available that might affect that report.
A (c) Read available interim financial statements.

(d) Discuss with officers the current status of items in the financial statements that were
>. accounted for on the basis of inconclusive data.

'1 4 .2  Which of the following would an auditor ordinarily perform during review of post balance 
sheet events?

v (a) Analyse related party transactions to discover possible irregularities.
(b) Investigate control weaknesses previously reported to management.
(c) Inquire of the entity’s solicitor concerning litigation.

s (d) Review the bank statements for the period after the year end.

14.3 The auditors are concerned with completing various phases of the examination after the 
balance sheet date. This period extends to:
(a) the date of the final review of the audit working papers 

* (b) the date of the auditors’ report
(c) the issue of the financial statements
(d) five months after the entity’s year end.

14.4 The following matters came to the attention of the auditors before the audit fieldwork 
was completed. Which one would require an adjustment to be made to the financial 
statements?
(a) A discussion by management to change the main operations of the company.
(b) A major lawsuit against the company, with proceedings commencing after the end of the 

financial year.
(c) The bankruptcy of a major customer of the client.
(d) The application for a government export grant.

14.5 Auditors should send a letter of inquiry to those solicitors who have been 
consulted concerning litigation or claims. The primary reason for this request is 
to provide:
(a) corroborative evidential matter
(b) information concerning the progress of cases to date
(c) an estimate of the amount of the probable loss
(d) an expert opinion as to whether a loss is possible, probable or remote.
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14.6 Which of the following is ordinarily included among the written management representa
tions obtained by the auditors?
(a) Sufficient audit evidence has been made available to permit the issue of an unqualified 

opinion.
(b) All books of account and supporting documentation have been made available.
(c) Management acknowledges that there are no material weaknesses in internal control.
(d) Management acknowledges responsibility for illegal actions committed by employees.

14.7 Six months after issuing an unqualified opinion on a set of financial statements, the audit 
partner discovered that the engagement personnel on the audit failed to confirm several of 
the client’s material debtor’s balances. The audit partner should first:
(a) inquire whether there are persons currently relying, or likely to rely, on the unqualified 

opinion
(b) assess the importance of the omitted procedures to the auditor’s ability to support the 

previously expressed opinion
(c) perform alternative procedures to provide a satisfactory basis for the unqualified opinion
(d) request permission of the entity to undertake the confirmation of debtors.

14.8 Subsequent to the issuance of the auditors’ report, the auditors became aware of facts 
existing at the report date that would have affected the report had the auditors then been 
aware of them. After determining that the information is reliable, the auditors should next:
(a) notify the board of directors that the auditors’ report must no longer be associated with 

the financial statements
(b) determine whether there are persons relying, or likely to rely, on the financial statements 

who would attach importance to the information
(c) request that management discloses the effects of the newly discovered information by 

adding a note to subsequently issued financial statements
(d) issue revised pro-forma financial statements, taking into consideration the newly 

discovered information.

DISCUSSION QUESTIONS
14.1 Explain the auditor’s responsibility for identifying and acting on post balance sheet date events. 

Is there an ‘end point’ to the auditor’s responsibilities?

14.2 Can facts discovered after the issue of the financial statements have an impact on the audit 
report? Discuss.

14.3 What is the possible effect on the auditor’s report of a solicitor’s failure to respond to a request 
for representation?

14.4 Can a management representation letter be a substitute for auditing procedures? Discuss.

14.5 Explain the purpose of the performance of analytical procedures at the end of the audit.



Completing the audit

14.6 Describe the various steps required in evaluating the findings of the audit.

14.7 Discuss the audit engagement partner’s responsibilities in evaluating the findings of the audit.

14.8 Explain the purpose of preparing a management letter at the end of the audit.

14.9 Is a management letter required when only minor problems are discovered during the audit? 
Discuss.

14.10 Describe the responsibility of the auditors to communicate with the audit committee.

I f  PROFESSIONAL APPLICATION QUESTIONS
(Suggested answ ers are on pp. 694 -697 .)

14.1 Letter o f  representation and m anagem ent report
Two important communications between the auditors and the management or board of directors of 
the client entity are commonly referred to as the letter o f  representation and the management letter (or 
letter of weaknesses). Both letters are referred to in ISA 210, Terms o f  Audit Engagements. The letter of 
representations is, additionally, the subject of ISA 5 80, Management Representations, and the letter of 
weaknesses is the subject of ISA 260, Communication o f  Audit Matters with those Charged with 
Governance.

Required
(a) Letter of representation: (i) Explain the purpose of the letter of representation and the extent to 

which it constitutes sufficient appropriate audit evidence, (ii) Describe three matters you might 
find in a letter of representation (other than the acknowledgement by management of its respon
sibility for the financial statements), (iii) Explain the effect on the audit if management refuses 
to make one or more of the representations requested.

(b) Management letter: (i) Describe the procedures associated with the communication of control 
weaknesses to management relating to:

-  timing of the communication;

-  method of communication;

-  level of management to which communication should be made.

(ii) Discuss the extent of the auditor’s responsibility for detecting and reporting internal control 
weaknesses.

Source: Adapted from Question 3, Audit Framework, June 2001. Reproduced by permission of ACCA.

14.2 Events after the balance sheet date
Reddy &  Co., Chartered Certified Accountants, are the external auditors of Drummoyne, a listed 
company. On completing the audit for the year ended 31 March 20X 0 the following list of matters was 
prepared for the partners’ attention.
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(a) On 25 May 20X 0 Drummoyne agreed to a pay rise of 5%  for all of its employees backdated to 1 
January 20X0. No provision for this has been made in the financial statements.

(b) The draft Chairman’s Statement states that the profits have increased by 25% . It is true that 
operating profit has increased by 25%  but, after deducting reorganization costs and losses on 
disposals of property, plant and equipment, profit on ordinary activities, both before and after tax, 
has increased by only 4%  over the previous year.

(c) The audit revealed a major control weakness in the management of investments. The company 
recently recruited a financial analyst, as an employee, to manage the investment of surplus funds. 
Company policy is to invest in the shares of large quoted companies. The audit discovered a number 
of situations where the financial analyst had made substantial profits for the company by speculat
ing in risky investments such as derivatives. Such investments could result in massive losses. The 
matter was reported in writing to the chief financial officer four months ago but no action has yet 
been taken.

(d) One of the company’s oil tankers has just run aground on the coast of California. There is a risk of a 
serious oil spill which could have a significant effect on the future of the company. Further 
information will not be available until after the auditors’ report has been signed.

Assume that each of these matters is potentially material and is to be considered independently of each
of the others.

Required
Consider what further action Reddy &  Co. should take with respect to each of the matters listed.

Source: Adapted from Question 3, Audit Framework, December 2000. Reproduced by permission of 
ACCA.
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f  LEARNING OBJECTIVES
A fter studying this chapter you  shou ld  b e  ab le  to :

1 explain the requirements of audit reporting standards and UK company law

2 prepare an unmodified audit report

3 explain the circumstances that result in the issue of a modified opinion

4 prepare audit reports that are modified as a result of significant uncertainties and those that are 
modified because of limitation of scope or disagreement with management

5 explain reporting considerations for consolidations, comparatives and opening balances

6 discuss other reporting issues relevant to the work of an auditor

7 discuss current developments in audit reporting from a UK and international perspective.

0 PROFESSIONAL STATEMENTS
APB Bulletin 1999/6

APB Bulletin 2001/1 
APB Bulletin 2004/1

APB Bulletin 2006/3

APB Bulletin 2006/5

APB Bulletin 2006/6

APB Bulletin 2007/1

IAPS 1014

ISA 560 
ISA 510 
ISA 600

The Auditors’ Statement on the Summary Financial 
Statement
The Electronic Publication o f  Auditors’ Reports 
The Auditors’ Association with Preliminary 
Announcements
The Special Auditor’s Report on Abbreviated Accounts in 
the United Kingdom
The Combined Code on Corporate Governance: 
Requirements o f  Auditors under the Listing Rules o f  the 
Financial Services Authority and the Irish Stock Exchange 
Auditor’s Reports on Financial Statements in the United 
Kingdom
Example Reports by Auditors under Company Legislation in 
Great Britain
Reporting by Auditors on Compliance with International 
Financial Reporting Standards 
Subsequent Events
Initial Engagements -  Opening Balances 
(Revised and Redrafted) Special Considerations -  Audits o f  
Group Financial Statements (Including the Work o f  
Component Auditors)
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The Auditor’s Report on Financial Statements J
(Revised) The Independent Auditor’s Report on a Complete i
Set o f  General Purpose Financial Statements j

(Redrafted) The Independent Auditor’s Report on General j
Purpose Financial Statements !
Modifications to the Independent Auditor's Report 
Comparatives
(Redrafted) The Auditor’s Responsibility in Relation to 
Other Information in Documents Containing Audited 
Financial Statements I

(Revised) Section A: Other Information in Documents j
Containing Audited Financial Statements; Section B: The \
Auditor’s Statutory Reporting Responsibility in Relation 
to Directors’ Reports j
The Independent Auditor’s Report on Special Purpose \
Financial Statements |
Review o f  Interim Financial Information Performed by the \
Independent Auditor o f  the Entity j

The final phase of the auditing process is reporting the findings. This chapter expands on the explana
tion of auditors’ reports provided in Chapter 2.

To meet their reporting responsibilities, auditors must have a thorough understanding of the 
reporting requirements under national law, the applicable reporting framework, other regulations 
(for example in the UK the Combined Code requirements) and comply with ISAs relating to auditors’ 
reports. First, they must be fully conversant with contents of the unmodified auditors’ reports expres
sing an unqualified opinion and the conditions that must be met for it to be issued. They must also 
understand the types of departure from an unmodified report and the circumstances when each is 
appropriate. In the United Kingdom there are specific reporting responsibilities as required by UK 
company law. At the time of writing the Companies Act 2006 is being rolled out in phases to 
consolidate and replace the Companies Act 1985 and subsequent amending legislation. The audit 
reporting provisions of the 2006 Act are applicable for accounting periods beginning on or after 6 
April, 2008.

Throughout the chapter it should be assumed that the auditors are reporting on an engagement to 
perform an audit, in accordance with ISAs, and give an opinion as to whether management’s financial 
statements give a true and fair view.

This chapter is primarily based in a legal context on the requirements under UK company law and 
therefore refers to ISA (United Kingdom and Ireland) 700, The Auditor’s Report on Financial 
Statements, the APB Bulletin 2006/6 Auditor’s Reports on Financial Statements in the United

ISA (United Kingdom 
and Ireland) 700 
ISA 700

ISA 700

ISA 701 
ISA 710 
ISA 720

ISA (United Kingdom 
and Ireland) 720

ISA 800 

ISRE 2410
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Kingdom and other relevant pronouncements. Significant variations between the UK context and that 
of IAASB pronouncements, as well as other reporting developments, are also explained in this chapter.

Standards of Reporting 
Auditing standards
The purpose of ISA (United Kingdom and Ireland) 700 is to establish standards and provide guidance 
on the form and content of the auditors’ report issued as a result of an audit performed by an 
independent auditor of the financial statements of an entity. ISA (United Kingdom and Ireland) 700 
states that ‘The auditor’s report should contain a clear written expression of opinion on the financial 
statements taken as a whole.’

ISA (United Kingdom and Ireland) 700 is supplemented by APB Bulletin 2006/6, Auditor’s Reports on 
Financial Statements in the United Kingdom. This provides examples of unmodified and modified audit 
reports appropriate for a wide range of circumstances under UK law requirements at the time of writing 
and therefore it should be noted that these examples refer to the Companies Act 1985 requirements.

Reference to the Companies Act 2006 is applicable from 2009 and at the time of writing there are 
proposals in the United Kingdom to issue a revised auditing standard that addresses changes required 
because of the Companies Act 2006, the implications of the EU Statutory Audit Directive and other 
developments in audit reporting.

From a non-UK and Ireland perspective in December 2004 the IAASB issued a revised version of 
ISA 700 and in July 2007 issued an Exposure Draft of a Proposed Redrafted International Standard on 
Auditing, ISA 700 (Redrafted), The Independent Auditor’s Report on General Purpose Financial 
Statements.

These matters are discussed later in the chapter.

Financial statements
Financial statements are intended to meet the information needs common to users who are unable to 
command the preparation of statements tailored to specifically satisfy all of their information needs. 
For this reason they are often referred to as general-purpose financial statements. The disclosure and 
presentation requirements for such reports are determined by accounting standards and only financial 
statements prepared in accordance with a recognized financial reporting framework are likely to give a 
true and fair view. Typically, the financial statements include:

• a balance sheet (or under IAS a statement of financial position and a statement of changes in equity)
• a profit and loss account and a statement of total recognized gains and losses (or under IAS a 

statement of recognized income and expense)
• a statement of cash flows for the year
• notes to the financial statements covering:

-  accounting policies;
-  notes required by companies legislation or accounting standards;
-  disclosures required by other regulations; and
-  any other information necessary to give a true and fair view.
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Acceptable reporting frameworks and accounting standards
A financial statement audit includes considering whether the financial statements have been prepared 
in accordance with an acceptable financial reporting framework being either International Accounting 
Standards (IASs) or relevant national standards or practices. It may also be necessary to consider 
whether the financial statements comply with statutory requirements:

• In the United Kingdom, for individual companies the Companies Act 2006 permits the use of UK 
GAAP which incorporates Financial Reporting Standards (FRSs) and Statements of Standard 
Accounting Practice (SSAPs) issued by the Accounting Standards Board referred to in the Act as 
‘Companies Act individual accounts’. Alternatively, companies may prepare ‘IAS individual 
accounts’. These are financial statements prepared in accordance with the International 
Accounting Standards (IASs) and International Financial Reporting Standards (IFRSs) issued by 
the International Accounting Standards Board (IASB) and adopted by the European Union (EU).

• In the United Kingdom (and other EU countries) consolidated financial statements where required 
must be ‘IAS group accounts’; that is, drawn up under EU adopted IASs and IFRSs.

Under the Companies Act 2006 (s. 396), departure from the applicable reporting framework (for 
example noncompliance with an accounting standard) is permitted and required only where it is 
necessary to give a true and fair view. Particulars of any such departure, the reasons for it and its 
effect must be given in a note to the accounts.

When dealing with matters not covered by a specific accounting standard, the policies used should 
be those generally accepted by the accounting profession and business community. Moreover, all 
accounting policies (especially when there is a choice between alternatives permitted from within 
specific accounting standards) should be selected and applied with regard to relevance, reliability, 
materiality and substance over form.

The International Accounting Standards Board has been concerned that in some jurisdictions 
entities preparing financial statements in accordance with national accounting standards also claimed 
conformance with International Financial Reporting Standards subject to exceptions or additional 
disclosures such as a reconciliation. International Auditing Practice Statement IAPS 1014, Reporting 
by Auditors on Compliance with International Financial Reporting Standards, was issued specifically 
to deal with this matter. It covers situations where the directors state that the financial statements have 
been prepared:

• Solely in accordance with IFRSs -  in which case an unqualified opinion can only be given where the 
financial statements are fully compliant. For example, the auditor would not give an unqualified 
report where a note states that the financial statements are prepared in accordance with IFRSs, hut 
then goes on to specify certain material departures.

• In accordance with IFRSs and a national financial reporting framework -  an unqualified opinion 
can only be given if the financial statements comply simultaneously with both financial 
reporting frameworks. This is unlikely unless the country has adopted IFRSs as its national 
framework.

• In accordance with a national financial reporting framework with disclosure of the extent of com
pliance with IFRSs -  an unqualified opinion can be given provided that there is no conflict between the
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national financial reporting framework and the specific IFRSs complied with, and that evidence of 
compliance with both the national framework and the specific IFRSs is obtained by the auditor.

From a UK perspective the guidance given in IAPS 1014 is now reflected in APB Bulletin 2006/6, 
Auditor’s Reports on Financial Statements in the United Kingdom, and, under IAASB pronounce
ments, is reflected in the proposed redrafted version of ISA 700.

Relevant statutory and other requirements
Where the audit is being conducted in accordance with statutory and other requirements such as the 
Companies Act 2006  in the United Kingdom, the auditors usually have an additional responsibility to 
report on compliance with relevant sections of the regulations or statutory requirements. Reporting on 
such matters may be explicit or on an exception basis. The opinion on such requirements may be 
separated from the opinion on truth and fairness. That is, the report may be qualified with respect to 
other requirements, but unqualified as to presentation (or vice versa). This is further considered in the 
following sections.

Reporting requirem ents o f  the C om panies A ct 2006
Sections 495 to 498 of the Companies Act 2006  prescribes the auditors’ reporting duties. The form and 
content is far more prescriptive than under previous legislation and reflects audit reporting develop
ments promulgated by national and international standard setters (for example ISA 700). Relevant 
extracts from the Act are summarized below:
Section 495 (2) -  the auditor’s report must include:

(a) an introduction identifying the annual accounts that are the subject of the audit and the financial 
reporting framework that has been applied in their preparation, and

(b) a description of the scope of the audit identifying the auditing standards in accordance with which 
the audit was conducted.

Section 495 (3) -  the report must state clearly whether, in the auditor’s opinion, the annual accounts:

(a) give a true and fair view:

-  in the case of an individual balance sheet, of the state of affairs of the company as at the end of 
the financial year;

-  in the case of an individual profit and loss account, of the profit or loss of the company for the 
financial year;

-  in the case of group accounts, of the state of affairs as at the end of the financial year and of the 
profit or loss for the financial year of the undertakings included in the consolidation as a whole, 
so far as concerns members of the company;

(h) must have been properly prepared in accordance with the relevant financial reporting framework; 
and

(c) must have been prepared in accordance with the requirements of this Act (and, where applicable, 
Article 4 of the IAS Regulation).
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(a) must be either unqualified or qualified and
(b) must include a reference to any matters to which the auditor wishes to draw attention by way of 

emphasis without qualifying the report.

Section 4 96  requires that the auditor must state in his report on rhe company’s annual accounts 
whether in his opinion the information given in the directors’ report for the financial year for which 
the accounts are prepared is consistent with those accounts.

In respect of quoted companies s. 4 9 7  requires that the auditor, in his report on the company’s
annual accounts for the financial year, must:

(a) report to the company’s members on the auditable part of the directors’ remuneration report 
and

(b) state whether in his opinion that part of the directors’ remuneration report has been properly 
prepared in accordance with this Act.

Section 498  comprises of specific auditor duties that give rise to a responsibility of ‘reporting by 
exception’. The auditor must determine whether:

• adequate accounting records and returns from branches adequate for their audit have been kept
• the financial statements are in agreement with the accounting records
• information and explanations necessary for the purposes of the audit have been received.

Furthermore, if the financial statements do not meet requirements as to the disclosure of directors’ 
remuneration, the auditor must state that fact and provide the required information within the audit report.

Section 4 9 5  (4) -  the auditor’s report

The standard unmodified audit report
The form and contents of an unmodified audit report containing an unqualified audit opinion on the 
financial statements were introduced and discussed in Chapter 2.

ISA (United Kingdom and Ireland) 700 states that the auditors’ report should include the following 
basic elements, ordinarily in the following layout:

(a) title;
(b) addressee;
(c) opening or introductory paragraph:

-  identification of the financial statements audited;
-  a statement of the responsibility of the entity’s management and the responsibility of the auditor; 

(4) scope paragraph (describing the nature o f  an audith

-  a reference to the ISAs or relevant national standards or practices;
-  a description of the work the auditor performed;
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(e) opinion paragraph  containing:

-  a reference to the financial reporting framework used to prepare the financial statements 
(including identifying the country of origin of the financial reporting framework when the 
framework used is not International Accounting Standards);

-  an expression of opinion on the financial statements;

(f) date of the report;
(g) auditor’s address;
(h) auditor’s signature.

ISA (United Kingdom and Ireland) 700 states that a measure of uniformity in the form and content of 
the auditors’ report is desirable because it helps to promote the reader’s understanding and to identify 
unusual circumstances when they occur.

Based on the above requirements an example of an unmodified audit report is given in Figure 15.1 
below. It should be noted that the report refers to the Companies Act 1985. Proposed changes arising 
from the introduction of the Companies Act 2006  are discussed later in the chapter.

Independent Auditors’ Report to the [Members] [Shareholders] of XYZ Pic
We have audited the financial statements of XYZ Pic for the year ended . . .  which comprise [state the primary financial statements such 
as the Profit and Loss Account, the Balance Sheet, the Cash Flow Statement, the Statement of Total Recognized Gains and Losses] and 
the related notes.1 These financial statements have been prepared under the accounting policies set out therein. We have also audited 
the information in the Directors’ Remuneration Report that is described as having been audited2

Respective responsibilities o f directors and auditors
The directors’ responsibilities for preparing the Annual Report, the Directors’ Remuneration Report and the financial statements in 
accordance with applicable law and United Kingdom Accounting Standards (United Kingdom Generally Accepted Accounting Practice) 
are set out in the Statement of Directors' Responsibilities.

Our responsibility is to audit the financial statements and the part of the Directors' Remuneration Report to be audited in accordance with 
relevant legal and regulatory requirements and International Standards on Auditing (UK and Ireland).

We report to you our opinion as to whether the financial statements give a true and fair view and whether the financial statements and the part 
of the Directors’ Remuneration Report to be audited have been properly prepared in accordance with the Companies Act 1985. We also report 
to you whether in our opinion the information given in the Directors' Report is consistent with the financial statements. [The information given 
in the Directors' Report includes that specific information presented in the Operating and Financial Review that is cross referred from the 
Business Review section of the Directors’ Report.]3

in addition we report to you if, in our opinion, the company has not kept proper accounting records, if we have not received all the 
information and explanations we require for our audit, or if information specified by law regarding directors' remuneration and other 
transactions is not disclosed.

We review whether the Corporate Governance Statement reflects the company’s compliance with the nine provisions of the 2006 
Combined Code specified for our review by the Listing Rules of the Financial Services Authority and we report if it does not. We are not 
required to consider whether the board's statements on internal control cover all risks and controls, or form an opinion on the 
effectiveness of the company’s corporate governance procedures or its risk and control procedures.4

We read other information contained in the Annual Report and consider whether it is consistent with the audited financial 
statements. The other information comprises only [the Directors’ Report, the unaudited part of the Directors’ Remuneration 
Report, the Chairman’s Statement and the Operating and Financial Review].5 We consider the implications for our report if we 
become aware of any apparent misstatements or material inconsistencies with the financial statements. Our responsibilities do 
not extend to any other information.

F igure  1 5 .1  Example of an unmodified auditors' report for a quoted company without subsidiaries reporting in  
accordance with UK GAAP.
Source: Adapted from APB Bulletin 2006/6  A u d ito r ’s R eports on Financial S tatem ents in  the U nited K ingdom : Example 15 -  Pub lic ly traded 
com pany tha t does n o t prepare group  accounts.
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Basis of audit opinion
We conducted our audit in accordance with International Standards on Auditing (UK and Ireland) 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 and the part ot the 
Directors’ Remuneration Report to be audited. It also includes an assessment of the significant estimates and judgements 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 which we considered necessary in order to 
provide us with sufficient evidence to give reasonable assurance that the financial statements and the part of the Directors' 
Remuneration Report to be audited 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 and the part of 
the Directors’ Remuneration Report to be audited.

Opinion 
In our opinion:

•  the financial statements give a true and fair view, in accordance with United Kingdom Generally Accepted Accounting Practice, of the 
state of the company's affairs as a t . . .  and of its profit [loss] for the year then ended:

•  the financial statements and the part of the Directors’ Remuneration Report to be audited have been properly prepared in accordance 
with the Companies Act 1985; and

•  the information given in the Directors’ Report is consistent with the financial statements.

Registered auditors6

Date

Address

Explanatory notes

Auditors’ reports of entities that do not publish their financial statements on a Web site or publish them using ‘PDF’ format may 
continue to refer to the financial statements by reference to page numbers.

2Section 497 of the Companies Act 2006 (formerly Part 3 of Schedule 7A to the Companies Act 1985) sets out the information in the 
Directors’ Remuneration Report that is subject to audit. Companies should describe clearly which disclosures within the Directors’ 
Report have been audited.

’ include and tailor as necessary to clarify the information covered by the auditor’s opinion.
T h e  auditor has an additional reporting duty in relation to Combined Code requirements. This issue is discussed later in this chapter.
T h e  other information that is ‘read’ is the content of the printed Annual Report other than the financial statements. The description of the 
information that has been read is tailored to reflect the terms used in the Annual Report.

’ Under the Companies Act 2006 where the auditor is a firm, the report must be signed by the ‘senior statutory auditor' in his own name,
for and on behalf of the auditor. The senior statutory auditor is the designated audit engagement partner.

Figure 15.1 (continued.).

0 LEARNING CHECK_________________________________
• The disclosure and presentation requirements of financial statements are determined by an applic

able accounting framework and statutory and other requirements.

• In the United Kingdom individual company accounts may be prepared in accordance with either UK 
GAAP or IAS; group accounts must be prepared in accordance with IAS.

• The auditors’ report should contain a clear written expression of opinion on the financial statements 
taken as a whole.

• The independent auditors’ report has a standardized format determined by auditing standards (ISA 
700) and statutory and other regulations.
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Modified Audit Reports
According to ISA (United Kingdom and Ireland) 7 00  para. 29  an auditors’ report is considered to be 
modified in the following situations:

Matters That D o N ot Affect the Auditor’s Opinion

(a) emphasis o f matter;

Matters That D o A ffect the Auditor's Opinion

(a) qualified opinion;
(b) disclaimer of opinion; or
(c) adverse opinion.

It should be noted that the terminology used in the ISA is different from that used in the Companies Act 
2006  in that the latter (see earlier) requires the auditors’ report to be ‘unqualified’ or ‘qualified’. 
Effectively, the Companies Act 2006 is using the term ‘qualified’ in its generic sense and means 
that it relates to any matter that prevents an ‘unqualified’ opinion being appropriate -  in ISA (United 
Kingdom and Ireland) terminology ‘qualified’ opinions, ‘disclaimers’ and ‘adverse’ opinions.

From an international perspective ISA 701, M odifications to the Independent A uditor’s Report, 
provides example reports in circumstances where a modified report is appropriate. The principles of 
ISA 701 are reflected in APB Bulletin 2006/6 -  A uditor’s Reports on Financial Statements in the United 
Kingdom, which deals with audit reports within the UK legal framework.

Matters that do not affect the audit opinion -  emphasis of matter
Auditors may add an emphasis of matter section to an auditors’ report under ISA (United Kingdom and 
Ireland) 700  while still expressing an unqualified opinion on the financial statements. The purpose of 
this is to draw the attention of users of the auditors’ report to relevant information that is adequately 
disclosed within the notes to the financial statements. Circumstances in which an emphasis of matter is 
appropriate are:

• a material matter regarding a going-concern problem
• a significant uncertainty other than a going-concern problem.

ISA (United Kingdom and Ireland) 700  states that an uncertainty is a matter whose outcome depends 
on future actions or events not under the direct control of the entity but that may affect the financial 
statements. Uncertainties are regarded as significant when they involve a significant level of concern 
about the validity of the going-concern basis or other matters whose potential effect on the financial 
statements is unusually great. A common example of a significant uncertainty is the outcome of major 
litigation.

Uncertainties differ from accounting estimates in that the latter are capable of reasonable deter
mination by management in the preparation of the financial statements. Uncertainties may range from 
a single event, where the effect on the financial statements can be isolated and understood, to multiple 
events whose possible effects on the financial statements are complex and difficult to assess. The
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former includes the outcome of a lawsuit; the latter include recurring operating losses and major 
financial problems that affect the ability of the entity to continue as a going concern. The procedures 
necessary to evaluate the appropriateness of the going-concern basis are discussed in Chapter 14.

Uncertainties present a special problem for auditors because evidence o f their resolution does not 
exist prior to completing the exam ination. On the basis of available evidence, auditors are responsible 
for determining whether the uncertainties are properly accounted for and disclosed. Auditors are not 
expected to predict the outcome of the uncertainties.

An uncertainty is more likely to be significant where the range o f possible outcomes is sufficiently 
great as to have the potential for fundamentally affecting the entity.

An emphasis of matter should be included after the opinion paragraph and it should be made clear 
that the content of the emphasis of matter section does not constitute a qualification (for example by 
use of an opening phrase such as: ‘W ithout qualifying our opinion we draw attention to It should 
be appreciated that other than the additional emphasis of matter paragraph the auditors’ report is 
identical in all respects to the standard report.

Illustrative examples of emphasis of matter paragraphs are as follows:

Emphasis of M atter -  Possible Outcome of a Lawsuit

In forming our opinion on the financial statements, which is not qualified, we have considered the adequacy 
of the disclosures made in note x to the financial statements concerning the possible outcome of a lawsuit, 
alleging infringement of certain patent rights and claiming royalties and punitive damages, where the 
company is the defendant. The company has filed a counter action, and preliminary hearings and discovery 
proceedings on both actions are in progress. The ultimate outcome of the matter cannot presently be 
determined, and no provision for any liability that may result has been made in the financial statements.

Source: APB Bulletin 2006/6 Auditor’s Reports on Financial Statements in the United Kingdom, 
Appendix 2 -  Example 1.

Emphasis of M atter -  Going Concern

In forming our opinion on the financial statements, which is not qualified, we have considered the adequacy 
of the disclosure made in note x to the financial statements concerning the company’s ability to continue as 
a going concern. The company incurred a net loss of £X during the year ended 31 December 20X1 and, at 
that date, the company’s current liabilities exceeded its total assets by £Y. These conditions, along with the 
other matters explained in note x to the financial statements, indicate the existence of a material uncertainty 
which may cast significant doubt about the company’s ability to continue as a going concern. The financial 
statements do not include the adjustments that would result if the company was unable to continue as a 
going concern.

Registered auditors 

Date

Address

Source: APB Bulletin 2006/6 Auditor’s Reports on Financial Statements in the United Kingdom, 
Appendix 3 -  Example 1.
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It is important to note that an emphasis of matter paragraph is not appropriate unless the auditor 
concurs with the facts and considers that the matter has been adequately disclosed in the financial 
statements. This may arise where amounts recognized for inclusion in the financial statements do not 
meet the criteria for recognition as a result of the uncertainty. It could also arise where disclosures in 
the notes are insufficiently informative. Such matters constitute a disagreement with management and 
would result in a ‘qualified’ or an ‘adverse opinion’ (as discussed below).

Finally, an emphasis of matter paragraph may also be appropriate where other information 
(included with the audited financial statements) is itself inconsistent with information contained in 
the financial statements. This is discussed later in the chapter.

Matters that do affect the audit opinion
ISA (United Kingdom and Ireland) 700 states that the auditor is not able to express an unqualified 
opinion when either of the following circumstances exist and, in the auditor’s judgement, the effect of 
the matter is or may be material to the financial statements:

• there is a limitation on the scope of the auditor’s work or
• there is a disagreement with management regarding the acceptability of the accounting policies 

selected, the method of their application or the adequacy of financial statement disclosures.

ISA (United Kingdom and Ireland) 700 identifies three forms of modified opinion:

• a qualified (‘except for’) opinion
• a disclaimer of opinion
• an adverse opinion.

Materiality is an important consideration in arriving at an appropriate opinion in given circumstances. 
When the effect of the matter is below the materiality threshold, in other words not material, an 
unqualified opinion is appropriate. When the effect of a disagreement or limitation on scope is 
material, a qualified (‘except for’) opinion is expressed. When the effect of a disagreement (or the 
combination of multiple material disagreements) on the financial statements is pervasive (thereby 
affecting the view given by the financial statements as a whole), the auditor should issue an adverse 
opinion because the financial statements are misleading. A disclaimer of opinion is appropriate when 
the effect of the limitation of scope is pervasive to the extent that the auditor is unable to form an 
opinion.

ISA (United Kingdom and Ireland) 700 states that whenever the auditor expresses an opinion 
that is other than unqualified, a clear description of all the substantive reasons should be included 
in the report and, unless impracticable, a quantification of the possible effect(s) on the financial 
statements.

Other reporting mechanisms are not a substitute for modifying the audit opinion (for example, a 
report directly to management or a regulatory agency does not justify the omission of a matter from the 
auditors’ report).
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Table 15.1 Forms of modified audit opinions and their interpretation

TYPE OF OPINION SIGNAL INTERPRETATION

Unqualified Favourable The financial statements give a true and fair view of the state of the company’s 
affairs and of its profit (loss) and comply with the Companies Act 2006.

Qualified Favourable, with a qualification Except for the specific reservation, deficiency, shortcoming or scope 
limitation, the financial statements give a true and fair view,

Adverse Unfavourable The financial statements do not give a true and fair view. They are misleading 
and are of no use.

Disclaimer of opinion Neither favourable nor unfavourable The auditors are unable to express an opinion on the financial statements due 
to significant limitations on audit scope.

Table 15.1 gives an interpretation of the types of audit opinion.
Since the auditors have a duty to form an opinion, a report disclaiming an opinion should be issued 
only after the auditors have exhausted all reasonable means of obtaining sufficient appropriate 
evidence. In addition, before issuing a modified opinion of any kind, the auditors should do everything 
reasonably possible to express an unqualified opinion. (An unqualified opinion is in the best interests 
of the readers of the audited financial statements.) Conversely, the auditors should not shirk from 
issuing a modified opinion should this be necessary. This is particularly so should there be a disagree
ment with management. A modified opinion does not necessarily impugn the integrity of management; 
rather, it reflects the exercise of independent judgement by the auditors on matters where differences of 
opinion might properly exist.

Limitation on scope
In undertaking an examination in accordance with ISAs, it is expected that the auditors will obtain 
sufficient appropriate audit evidence to have a reasonable basis for expressing an opinion on the 
financial statements. When the auditors cannot perform the necessary procedures or the procedures do 
not provide sufficient evidence, the auditors are said to have a scope limitation. Such limitations can be 
either imposed (by management) or arise due to other circumstances.

Examples of scope limitations imposed during the course of the audit include a refusal to permit 
confirmation of debtors, sign a management representation letter or give the auditors access to the 
minutes of board of directors meetings. ISA (United Kingdom and Ireland) 700 requires that auditors 
do not accept appointment, or if already appointed, resign when faced with imposed limitation on 
scope. The audit should also be declined when known limitations impinge on the auditors’ legal duties, 
or ethical or other professional responsibilities.

An example of a restriction attributable to circumstances is the timing of procedures (for example- 
appointing the auditors too late to perform procedures considered necessary in the circumstances). 
Scope limitations also exist w-hen, in the opinion of the auditors, the entity’s accounting records are 
inadequate or the auditors are unable to carry out a desirable audit procedure. The auditors should 
make an attempt to carry out reasonable audit procedures to overcome the scope limitation.
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E ffects o f  a  lim itation  o f  scope on the au d itors’ report  
When a scope limitation exists the auditor should:

• describe the limitation and indicate, where practicable, the possible adjustments to the financial 
statements that might have been determined to be necessary had the limitation not existed (normally 
in a separate paragraph that precedes the opinion)

• express a qualified ‘except for’ opinion if the matter is material but not pervasive
• issue a disclaimer of opinion if the matter is so material and pervasive that the auditor is unable to 

form an opinion.

The importance of the missing evidence and the materiality of the effects of the item(s) in question on 
the financial statements are factors the auditors should consider in deciding whether to qualify or 
express a disclaimer of an opinion. For example, where the limitation on scope is confined to one 
component o f the financial statements, which is potentially materially misstated, the auditor will 
qualify the opinion on that component. When the scope limitation extends to many financial statement 
items, or the magnitude of potential misstatement is so great that the financial statements could be 
misleading, there is a greater probability that a disclaimer of an opinion will be necessary.

The wording of the Opinion section should refer to the potential effects on the financial statements 
of the items for which the auditors have not obtained audit satisfaction, rather than to the scope 
limitation itself. This is because the auditor’s opinion relates to the financial statements.

L im itation  on  scope -  p oten tia l e ffec t  is m ater ia l
The following example illustrates the circumstances where the effect of the limitation of scope is considered 
by the auditor to be material but not pervasive and he or she therefore issues a qualified opinion:

Limitation on Scope -  Qualified Opinion 

Basis of audit opinion
We conducted our audit in accordance with International Standards on Auditing (UK and Ireland) issued by 
the Auditing Practices Board, except that the scope o f  our work was limited as explained below }

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 judgements 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 performed2 our audit so as to obtain all the information and explanations which 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. However, with respect to stock having a carrying amount o f  £X the evidence available to us was 
limited because we did not observe the counting o f  the physical stock as of 3 1 December 20X1, since that 
date was prior to our appointment as auditor o f  the company. Owing to the nature o f  the company's 
records, we were unable to obtain sufficient appropriate audit evidence regarding the stock quantities by 
using other audit procedures. 1
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In forming our opinion we also evaluated the overall adequacy of the presentation of information in the 
financial statements.

Qualified opinion arising from limitation in audit scope4

Except for the financial effects of such adjustments, if any, as might have been determined to be necessary 
had we been able to satisfy ourselves as to physical stock quantities, in our opinion the financial 
statements:

give a true and fair view, in accordance with United Kingdom Generally Accepted Accounting Practice, of 
the state of the company’s affairs as at 31 December 20X1 and of its profit [loss] for the year then ended; 
and
have been properly prepared in accordance with the Companies Act 1985.

In respect solely of the limitation on our work relating to stocks:

we have not obtained all the information and explanations that we considered necessary for the purpose of 
our audit; and

we were unable to determine whether proper accounting records had been maintained/

In our opinion the information given in the Directors’ Report is consistent with the financial statements.

Registered auditors

Date

Address

Source: APB Bulletin 2006/6 Auditor’s Reports on Financial Statements in the United Kingdom, 
Appendix 2 -  Example 4.

Explanatory notes
For illustrative purposes modifications to the wording of the standard audit report are highlighted 
above in italics and explained below:

1. The auditor states that the scope limitation has meant that ISA requirements could not be fully 
met.

2. The auditor planned to obtain sufficient evidence, but could not.
3. The auditor describes the limitation o f scope and its significance.
4. The opinion is qualified because of the limitation on scope.
5. The auditor is required (under UK law) to report certain matters by exception.

Limitation on scope -  potential effect pervasive
The following example illustrates the circumstances where the potential effect o f the limitation on 
scope is considered to be so material and pervasive that the auditor is unable to form an opinion and as 
a consequence issues a disclaimer of opinion:
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Disclaimer of Opinion 

Basis o f audit opinion

We conducted our audit in accordance with International Standards on Auditing (UK and Ireland) 
issued by the Auditing Practices Board, except that the scope o f  our work was limited as explained 
below .'
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 judgements 
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 planned2 our audit so as to obtain all the information and explanations which 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. 
However, the evidence available to us was limited because we were unable to observe the counting o f  
physical stock having a carrying amount o f  £X and send confirmation letters to trade debtors having a 
carrying amount o f £Y due to limitations placed on the scope o f  our work by the directors o f  the company. 
As a result o f  this we have been unable to obtain sufficient appropriate audit evidence concerning both 
stock and trade debtors. Because o f  the significance o f  these items, we have been unable to form a view on 
the financial statementsA

In forming our opinion we also evaluated the overall adequacy of the presentation of information in the 
financial statements.

Opinion: disclaimer on view given by the financial statem ents4

Because of the possible effect of the limitation in evidence available to us, we are unable to form an opinion 
as to whether the financial statements:
give a true and fair view, in accordance with United Kingdom Generally Accepted Accounting Practice, of 
the state of the company’s affairs as a t ... and of its profit [lossjfor the year then ended; and

have been properly prepared in accordance with the Companies Act 1985.

In respect solely of the limitation of our work referred to above:

we have not obtained all the information and explanations that we considered necessary for the purpose of 
our audit; and

we were unable to determine whether proper accounting records have been maintained.”

Notwithstanding our disclaimer on the view given by the financial statements,6 in our opinion the 
information given in the Directors’ Report is consistent with the financial statements.

Registered auditors

Date

Address

Source-. APB Bulletin 2006/6 Auditor’s Reports on Financial Statements in the United Kingdom, 
Appendix 2 -  Example 5.
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Explanatory notes

For illustrative purposes m odifications to the wording o f the standard audit report are highlighted 
above in italics and explained below:

1. The auditor states that the scope lim itation has meant that ISA requirements could not be fully 
met.

2. The auditor planned to obtain sufficient evidence, but could not.
3. The auditor describes the lim itation o f scope and its significance.
4. The auditor is unable to form an opinion on the financial statem ents.
5. The auditor is required (under UK law) to report certain m atters by exception.
6. The opinion on consistency o f inform ation in the financial statem ents with that in the directors, 

report is not affected.

Disagreement with management
The auditors may disagree as to the truth and fairness o f the financial statem ents prepared by manage
ment over m atters such as the following:

• the relevance, reliability, com parability and understandability of the accounting policies selected 
including, but not restricted to, noncompliance with the applicable/acceptable reporting framework;

• the estim ation techniques employed in the application o f accounting policies and the reasonableness 
of the resulting accounting estimates;

• the adequacy o f disclosures in the financial statem ents (including disclosures regarding significant 
uncertainties);

• the com pliance o f the financial statements with relevant statutory and other requirem ents; and
• the appropriateness of the basis o f accounting (for exam ple where management have prepared the 

financial statem ents on a going-concern basis but the auditor does not concur with m anagem ent’s 
assessment that the company is a going concern).

In practice the auditor will take all possible steps to overcome the cause o f the disagreement and 
attempt to persuade management to make appropriate adjustments or disclosures to resolve the m atter 
or matters. How ever, truth and fairness o f presentation is a m atter o f judgement and disagreements 
between management and auditors will arise on occasion. The effect o f disagreements that individually 
or taken together do not cause the financial statem ents to be materially misstated should not be 
reported.

Effects of a disagreement on the auditor's report
Where the auditors disagree over accounting treatm ent or disclosure, the auditor should include in a 
separate paragraph that precedes the opinion:
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• a clear description o f all the substantive reasons for the disagreem ent; and
• a quantification  o f the effect o f the disagreem ent on the financial statem ents w herever practicable.

W here the d isagreem ent affects only one o f  the statem ents, such as the classifica tio n  o f closing 
balan ces in the b alan ce sheet, an unqualified  op in ion  m ay still be expressed on the other 
statem ents.

Disagreement -  material effect
W here the nature or im pact o f a d isagreem ent has a m aterial but not a pervasive effect on  the view 
given by the financial statem ents a qualified  (‘except fo r ’ ) opinion should be given.

Qualified Opinion Arising from  Disagreem ent about 
Accounting Treatm ent

Included in the debtors shown on the balance sheet is an amount of £Y  due from a company that has 
ceased trading. X Y Z  pic has no security for this debt. In our opinion the company is unlikely to receive 
any payment and full provision of £Y  should have been made. Accordingly, debtors should be reduced 
by £Y, deferred taxes should be reduced by £X  and profit for the year and retained earnings should be 
reduced by £Z.

Except for the financial effect of not making the provision referred to in the preceding paragraph, in our 
opinion the financial statements:

give a true and fair view, in accordance with United Kingdom Generally Accepted Accounting Practice, of 
the state of the company’s affairs as a t . ..  and of its profit [loss] for the year then ended; and

have been properly prepared in accordance with the Companies Act 1985.

In our opinion the information given in the Directors’ Report is consistent with the financial statements.

Registered auditors

Date

Address

Source: APB Bulletin 2006/6 Auditor’s Reports on Financial Statements in the United Kingdom, 
Appendix 2 -  Example 2.

     -

Disagreement -  pervasive effect
W hen the effect o f a disagreem ent is so m aterial and pervasive to  the financial statem ents that the 
auditor concludes that a qualification o f the report is not adequate to disclose the misleading or 
incom plete nature o f the financial statem ents an adverse opinion should be expressed.
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Adverse Opinion on the Financial Statements

As more fully explained in note x to the financial statements no provision has been made for losses expected 
to arise on certain long-term contracts currently in progress, as the directors consider that such losses should 
be offset against amounts recoverable on other long-term contracts. In our opinion, provision should be 
made for foreseeable losses on individual contracts as required by [specify accounting standards],.. If losses 
had been so recognized the effect would have been to reduce the carrying amount of contract work in 
progress by £X , deferred taxes payable by £Y, and the profit for the year and retained earnings at 31 
December 20X 1 by £Z.

In view of the effect of the failure to provide for the losses referred to above, in our opinion the financial 
statements do not give a true and fair view, in accordance with United Kingdom Generally Accepted 
Accounting Practice, of the state of the company’s affairs as at 31 December 2 0 X 1 and of its profit [loss] for 
the year then ended.

In all other respects, in our opinion the financial statements have been properly prepared in accordance with 
the Companies Act 1985.

Notwithstanding our adverse opinion on the financial statements, in our opinion the information given in 
the Directors’ Report is consistent with the financial statements.

Registered auditors

Date

Address

Source: APB Bulletin 2006/6 Auditor's Reports on Financial Statements in the United Kingdom, 
Appendix 2 -  Example 7.

It should be noted that in circum stances w here the audit opinion is m odified because o f disagreem ent 
other sections o f the audit report are unaffected.

Disagreements over statutory and other requirements
W hen an audit is conducted in accordance w ith statutory and other requirem ents, the auditors usually 
have an additional responsibility to  report on com pliance w ith relevant sections o f  statutory and other 
requirem ents. Statutory requirem ents may apply to  an entity by an A ct o f Parliam ent, including rules, 
regulations and directives pursuant to an A ct (for exam ple the Com panies A ct 2 0 0 6 ) . O ther require
ments m ay be those o f a regulatory body such as the UK Listing A uthority, a con tract or by the 
constitution o f  the entity.

Auditors w ill form  an opinion on statutory and other requirem ents only if required by the audit 
mandate, or if  the financial statem ents include an assertion that those requirem ents have been 
com plied w ith. A qualified opinion is expressed w hen there is noncom pliance w ith relevant statutory 
or other requirem ents. T he opinion may be either exp licit or on an exception basis. T he opinion on 
such requirem ents m ay be separated from  the opinion on truth and fairness as to  the state o f affairs and 
profit or loss: i.e. the report may be qualified w ith respect to statutory or other requirem ents, but 
unqualified as to  presentation (or vice versa).
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|  LEARNING CHECK____________________________________
• The auditors’ report may be unqualified but modified by an emphasis of matter.

• The circumstances where the auditor may not give an unqualified audit opinion are:

-  limitation on scope; and
-  disagreement with management.

• Limitations on scope can be imposed by management or arise due to other circumstances. An auditor 
should not accept appointment or, if already appointed, resign where management impose a 
limitation on scope. Where a limitation of scope arises due to circumstances the auditor should 
make all reasonable attempts to obtain sufficient and appropriate evidence.

• Disagreements with management could relate to the selection of and/or the method of application of 
accounting policies, the adequacy of disclosure and compliance with relevant statutory and other 
requirements.

• Materiality is an important consideration in arriving at an appropriate opinion. A corollary to the 
concept of materiality is pervasiveness. This relates to the magnitude of the item, or number of 
financial statement items affected by a circumstance such that the financial statements as a whole 
are, or may be, misleading or noncompliant.

• The forms of modified opinion are:

-  a qualified (‘except for’) opinion -  issued where a limitation on scope or a disagreement with 
management is material but not pervasive;

-  a disclaimer of opinion -  issued where a limitation of scope is pervasive; and
-  an adverse opinion -  issued where a disagreement with management is pervasive, causing the 

financial statements to be misleading.

• Whenever the auditor expresses an opinion that is other than unqualified, a clear description of all 
the substantive reasons should be included in the report and, unless impracticable, a quantification 
of the possible effect(s) on the financial statements.

Further Disclosures within the Auditors’ Report
Further disclosures may be required where there are inconsistencies between the audited financial 
statements and other information in the annual report. Additionally, in the United Kingdom and 
Ireland the auditor also has reporting responsibilities in connection with the Combined Code (2006) 
requirements if the company is listed.

inconsistent other information
The audited financial statements are often bound together with other unaudited statements and reports 
to comprise the entity’s annual report. Some of this other information, such as the directors’ report, 
may be required to be included by relevant regulations or statutes. The auditors have a statutory 
responsibility under the Companies Act 2006 to consider whether the directors’ report is consistent
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with the financial statements with which it is issued. A UK company may decide to present a voluntary 
Operating and Financial Review (OFR), which includes some or all of the matters required for the 
Business Review section of the directors’ report. Rather than duplicate the information, the company 
may cross-refer from the Business Review section in the directors’ report to the relevant information 
provided in the OFR. Other information, such as a chairperson’s address or a five-year financial 
summary, may also be provided voluntarily.

ISA 720 (Redrafted), The Auditor's Responsibility in Relation to Other Information in Documents 
Containing Audited Financial Statements, requires auditors to obtain details of other information 
intended for inclusion in the annual report that may have a relationship with information in the audited 
financial statements. The auditor is required to read the other information for material inconsistency 
(that is contradictory information) with the audited financial statements and for material misstate
ments of fact, before signing the auditors’ report. A material inconsistency may cause a reader ro doubt 
the reliability of the information in the audited financial statements, and the reliability of the audit 
opinion. A material misstatement of fact might undermine the credibility of the document containing 
audited financial statements.

It should be noted that for UK and Irish audit reporting purposes (so as to comply with company 
law requirements) ISA (United Kingdom and Ireland) 720 (Revised) is in two parts, Section A: other 
information in documents containing audited financial statements, and Section B: the auditor's 
statutory reporting responsibility in relation to directors’ reports.

When the auditors become aware of an inconsistency between the financial statements being 
reported on and other information contained in the same document, it is necessary to determine 
whether it is the financial statements or the other information that needs revision. The matter should 
be discussed with management. If the financial statements require revision and management refuses to 
revise the statements, a qualified (‘except for’) or an adverse opinion should be expressed. If it is the 
other information that requires revision and management refuses to do so, the auditor should consider 
the inclusion of an emphasis of matter paragraph to describe the material inconsistency or using the 
right to address shareholders at the annual general meeting. Before doing so, however, the auditor 
would need to seek legal advice as to the possible consequences, such as an action for defamation. As a 
last resort the auditors could resign and use the required statement on ceasing to hold office as a means 
for informing shareholders.

Under UK and Irish company law if the directors’ report is inconsistent with the financial state
ments the auditor must make reference to the inconsistencies in their audit report. The audit report 
should be modified, without qualifying the audit opinion, by modifying the opinion on the directors’ 
report as illustrated below:

Extract from art auditors’ report with a modified opinion on the directors’ 
report (financial statements prepared under UK GAAP)

Respective responsibilities of directors and auditors 

|Details of directors’ and the auditor’s other responsibilities as are applicable)

We also report to you whether in our opinion the inform ation given in the D irectors’ Report 
is consistent with the financial statem ents. (The inform ation given in the D irectors’ Report includes



Reporting on audited financial statements

that specific inform ation presented in the Operating and Financial Review that is cross-referred from 
the Business Review section o f the D irectors’ Report.]

Basis of audit opinion

Opinion 

In our opinion:

• [Opinion on the financial statements and other opinions, if any, that are required.]

Emphasis o f matter -  .. [include if applicable]

Material inconsistency between the financial statements and the directors’ report 
In our opinion, the inform ation given in the seventh paragraph of the Business Review in the D irectors’ 
Report is not consistent with the financial statem ents. That paragraph states without am plification that 
‘the com pany’s trading for the period resulted in a 10%  increase in profit over the previous period’s profit’. 
The profit and loss account, however, shows that the com pany’s profit for the period includes a profit of 
£Z  which did not arise from trading but arose from the disposal o f assets of a discontinued operation. 
W ithout this profit on the disposal of assets the company would have reported a profit for the year of £Y , 
representing a reduction in profit o f 2 5 %  over the previous period’s profit on a like for like basis. Except 
for this m atter, in our opinion the inform ation given in the D irectors’ Report is consistent with the 
financial statem ents.

Registered auditors

Date

Address

Source: Appendix to ISA (UK and Ireland) 720  (Revised) Section B -  The Auditor’s Statutory Reporting 
Responsibility in Relation to Directors' Reports.

In addition to inconsistencies, the auditor is required to identify material misstatement of fact in other 
information included with the financial statements. These misstatements concern matters not related 
to the financial statements. If the auditor believe the other information contains a misstatement the 
matter should be discussed with management. After discussion, if the auditors are satisfied that there is 
a material misstatement of fact, the entity should be notified in writing and legal advice sought as to 
further appropriate action should management refuse to correct the misstatement.

Audit reporting and the Combined Code
Listed companies in the United Kingdom and Ireland are required to include in their annual report a 
corporate governance statement that explains whether or not, and how, it has applied the principles set 
out in the most recent version of the Combined Code on Corporate Governance (including those 
relating to directors’ remuneration). The purpose of the corporate governance statement is to enable
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shareholder evaluation of compliance with the Code. The auditor’s duty is to review the statement 
prior to publication. Detailed guidance for the United Kingdom and Ireland is given in the APB Bulletin 
2006/5, The Combined Code on Corporate Governance: Requirements o f  Auditors under the Listing 
Rules o f  the Financial Services Authority and the Irish Stock Exchange. The nine provisions of the 
Combined Code that the auditor is required to review are set out below:

• Code 1.1
The directors should explain in the annual report their responsibility for preparing the accounts and 
there should be a statement by the auditors about their reporting responsibilities.

• Code 2.1
The board should, at least annually, conduct a review of the effectiveness of the group’s system of 
internal controls and should report to shareholders that they have done so. The review should cover 
all material controls, including financial, operational and compliance controls and risk management 
systems.

• Code 3.1
The board should establish an audit committee of at least three, or in the case of smaller companies 
two, members, who should all be independent nonexecutive directors. The board should satisfy itself 
that at least one member of the audit committee has recent and relevant financial experience.

• Code 3.2
The main role and responsibilities of the audit committee should be set out in written terms of 
reference and should include:
-  to monitor the integrity of the financial statements of the company, and any formal announce

ments relating to the company’s financial performance, reviewing significant financial reporting 
judgements contained in them;

-  to review the company’s internal financial controls and, unless expressly addressed by a separate 
board risk committee composed of independent directors, or by the board itself, to review the 
company’s internal control and risk management systems;

-  to monitor and review the effectiveness of the company’s internal audit function;
-  to make recommendations to the board, for it to put to the shareholders for their approval in 

general meeting, in relation to the appointment, reappointment and removal of the external 
auditor and to approve the remuneration and terms of engagement of the external auditor;

-  to review and monitor the external auditor’s independence and objectivity and the effectiveness of 
the audit process, taking into consideration relevant UK professional and regulatory requirements;

-  to develop and implement policy on the engagement of the external auditor to supply nonaudit services, 
taking into account relevant ethical guidance regarding the provision of nonaudit services by the 
external audit firm; and to report to the board, identifying any matters in respect of which it considers 
that action or improvement is needed and making recommendations as to the steps to be taken.

• Code 3.3
The terms of reference of the audit committee, including its role and the authority delegated to it by 
the board, should be made available. A separate section of the annual report should describe the 
work of the committee in discharging those responsibilities.

• Code 3.4
The audit committee should review arrangements by which staff of the company may, in confidence, 
raise concerns about possible improprieties in matters of financial reporting or other matters.
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The audit committee’s objective should be to ensure that arrangements are in place for the propor
tionate and independent investigation of such matters and for appropriate follow-up action.

• Code 3.5
The audit committee should monitor and review the effectiveness of the internal audit activities. 
Where there is no internal audit function, the audit committee should consider annually whether there 
is a need for an internal audit function and make a recommendation to the board, and the reasons for 
the absence of such a function should be explained in the relevant section of the annual report.

• Code 3.6
The audit committee should have primary responsibility for making a recommendation on the 
appointment, reappointment and removal of the external auditors. If the board does not accept 
the audit committee’s recommendation, it should include in the annual report, and in any papers 
recommending appointment or reappointment, a statement from the audit committee explaining the 
recommendation and should set out reasons why the board has taken a different position.

• Code 3.7
The annual report should explain to shareholders how, if the auditor provides nonaudit services, 
auditor objectivity and independence is safeguarded.

The Combined Code also requires directors to make a statement on their review of internal controls as 
part of the annual report which confirms that the board has considered all significant aspects of the 
company’s internal control. Although the listing rules applicable to the United Kingdom and Ireland do 
not require the auditor to review the narrative statement, as discussed earlier in the chapter, ISA 720 
requires the auditor to read the other information (of which the company’s narrative statement forms a 
part) issued with the audited financial statements and to seek to resolve any apparent misstatements or 
material inconsistencies with the audited financial statements.

The APB Bulletin 2006/5 states that the auditor’s role is to assess whether the company’s summary 
of the process that the board has adopted to review the effectiveness of internal control is supported by 
the documentation provided by the directors and should make appropriate enquiries and inspect 
supporting documentation to do this. The auditor’s responsibility does not extend, for example, to 
assessing whether the directors’ review covers all the risks and controls or whether the risks are 
satisfactorily addressed by the controls.

To clarify the auditor’s role with respect to the directors’ statement on internal controls Bulletin 
2006/5 recommends that the following wording is included in the auditors’ report (see also the 
illustration of the standard unmodified audit report described earlier in the chapter):

We are not required to consider whether the board’s statements on internal control cover all risks and controls, 
or form an opinion on the effectiveness of the company’s corporate governance procedures or its risk and 
control procedures.

Where there is a departure from a provision specified for the auditor’s review but there is proper disclo
sure of this fact and of the reasons for the departure, the auditor does not refer to this in the audit report.

Conversely, Bulletin 2006/5 states that the auditor should report on the following matters by 
exception:

(a) that the board’s summary of the process it has applied in reviewing the effectiveness of internal 
control is either not supported by or does not appropriately reflect the auditor’s understanding of 
the process undertaken;
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(b) that the documentation and discussions do not support the directors’ confirmation that necessary 
actions have been, or are being, taken;

(c) that the processes disclosed to deal with material internal control aspects of significant problems 
disclosed in the annual report and accounts do not appropriately reflect the auditor’s under
standing of the process undertaken;

(d) that no disclosure has been made by the board that it has failed to conduct a review of the 
effectiveness of internal control;

(e) where the board discloses that it has not reviewed the effectiveness of internal control, that its 
explanation is not consistent with the auditor’s understanding; or

(f) that no disclosure has been made by the board that a material joint venture or associated company 
has not been dealt with as part of the group.

It should be noted that these matters do not give rise to a modified audit opinion on the 
financial statements. The APB recommends that the auditor’s comments be included under the 
heading ‘Other matter’. This should be included in the auditors’ report below the auditors’ 
opinion and any emphasis of matter related to the auditors’ report on the financial statements as 
illustrated below:

O pinion
[Standard opinion wording for an auditors’ report on group (not including parent company) financial 
statements of a publicly traded company incorporated in Great Britain.]

Em phasis o f  m atter
Where applicable any emphasis of matter paragraph relating to the auditors’ report on the financial 
statements.

O ther m atter
We have reviewed the board’s description of its process for reviewing the effectiveness of internal control 
set out on page x of the annual report. In our opinion the board’s comments concerning...  do not 
appropriately reflect our understanding o f the process undertaken by the board because. . .  [description of 
matter].

Finally, it should be noted that the scope of the auditor’s ‘review’ as required by the UK and Irish 
Listing Rules is limited in comparison to the totality of the Combined Code. The auditor is not 
required to review the directors’ narrative statement of how they have applied the Combined Code 
principles and is required only to review the directors’ compliance statement in relation to nine of 
the 48 Combined Code provisions applicable to companies. Nevertheless, because the directors’ 
narrative statement comprises other information included in a document containing audited finan
cial statements there is a broader requirement (as required by ISA 720 and discussed earlier) for the 
auditor to read such ‘other information’ and if the auditor becomes aware of any apparent 
misstatements therein, or identifies any material inconsistencies with the audited financial state
ments, to seek to resolve them.
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p LEARNING CHECK____________________________________
• A material inconsistency may raise doubt about the audit conclusions drawn from audit evidence 

previously obtained and, possibly, about the basis for the auditor’s opinion on the financial 
statements.

• A material misstatement of fact may undermine the credibility of the document containing audited 
financial statements.

• The auditor is required to review the directors’ statement on compliance with nine of the provisions 
of the Combined Code.

• Where the auditor is not satisfied with the directors’ statement on compliance or has not adequately 
disclosed noncompliance, whilst it does not result in a modified opinion on the financial statements, 
the auditor will report this in the audit report under the heading ‘Other matter’.

• The auditor is required to read the directors’ narrative statement in relation to the other provisions of 
the Combined Code (that the auditor is not required to review) to identify any material misstate
ments or inconsistencies with the financial statements.

Other Reporting Considerations
This section discusses reporting responsibilities relating to additional situations: group reporting 
issues and consolidated financial statements; comparatives; initial engagements -  opening balances; 
electronic publication of financial statements; distributions following an audit qualification; subse
quent events and revised accounts; summary financial statements, interim reports and preliminary 
announcements; and abridged financial statements.

Group reporting issues and consolidated financial statements
ISA 600 (Revised and Redrafted), Special Considerations -  Audits o f  Group Financial Statements 
(Including the Work o f  Component Auditors) states that the ‘group auditor’ (as referred to in the 
original ISA as the ‘principal’ auditor) is responsible for providing the audit opinion on the group 
financial statements and on the individual financial statements of components audited by the group 
auditor. However, audit reporting responsibility for the individual components of the group (sub
sidiaries, associates, joint ventures and branches) that may be audited by a different auditor (known as 
the ‘component auditor’ or, under the original ISA, the ‘other auditor’) is that of the component 
auditor. Where joint auditors are appointed to audit a component the responsibility and legal liability 
for the audit opinion is joint and several and the audit report is signed by both firms.

When forming an opinion on the consolidated financial statements the group auditor will need to 
consider the impact of any modifications to the audit report on the financial statements of the 
components. The group auditor will consider the materiality of the component, the form and reasons 
for the modification and its overall significance in the context of the consolidated financial statements. 
For example, a qualified report on the financial statements of a component may be insignificant in
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terms of the consolidated financial statements and, consequently, would not be reported at group level; 
or, a disclaimer on a component may if material, but not pervasive, in the context of the group, result in 
a qualified (‘except for’) audit report on the consolidated financial statements.

In order that the group auditor may obtain the necessary assurance as to the financial 
statements of the components not audited by the group auditor, it is necessary the group auditor 
carries out the procedures with respect to the work of the component auditor(s) as explained in 
Chapter 13.

If the group auditor concludes that reliance cannot be placed on the work of a component auditor 
and is unable to perform satisfactory alternative procedures, or the component auditor does not co
operate fully, there is a limitation on the scope of the audit. This should be assessed by the group 
auditor in the context of the audit report on the group financial statements.

Whilst this may be the case in some jurisdictions, in the United Kingdom it is not appropriate to 
make any reference to the existence or work of component auditors by the group auditor in the audit 
report on the consolidated financial statements.

Comparatives
ISA 710, Comparatives distinguishes between:

1. Corresponding figures -  these are the amounts and other disclosures for the prior period that are 
presented on a comparative basis with those of the current period (‘current period figures’) and as 
such form an integral part of the current period’s financial statements; and

2. Comparative financial statements -  these are amounts and other disclosures of the preceding period 
included for comparison with the financial statements of the current period, but do not form part of 
the current period financial statements.

For corresponding figures the auditors’ report refers only to the financial statements of the current 

period whereas for comparative financial statements the auditor refers to each period for which 
financial statements are presented.

Corresponding figures
In accordance with ISA 710 the auditor has a responsibility to obtain sufficient appropriate audit 
evidence to ensure that the corresponding figures meet the requirements of the applicable financial 
reporting framework and that:

• corresponding figures agree with the amounts and other disclosures presented in the prior period or 
appropriate adjustments and/or disclosures made

• accounting policies used for comparatives are consistent with those of the current period.

During the audit of the current year, if the auditor becomes aware of a possible misstatement in the 
corresponding figures further additional procedures should be performed. The circumstances consid
ered in ISA 710 are (i) prior period opinion was modified, (ii) subsequent events, (iii) change of auditors 
and (iv) unaudited prior period financial statements.
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Prior period audit report included a modified opinion
Provided that the matter has been resolved and has been properly addressed in the current year’s 
financial statements an unqualified opinion is expressed for the current year. It may be appropriate to 
include an emphasis of matter paragraph if the matter is material to the current period. However, the 
auditor’s report for the current year will require a modification in respect of the corresponding figures 
if it is unresolved and (i) also results in a modification of the auditor’s report in relation to the current 
period’s financial information or (ii) the unresolved matter, while not resulting in a modification of the 
auditor’s report on the current period’s financial information, is material in relation to amounts and 
disclosures in the current period.

Subsequent events
A material misstatement may be discovered in prior period financial statements on which the auditor 
previously expressed an unqualified opinion. In such circumstances, if the financial statements have 
been revised and re-issued with a new auditor’s report, the auditor should be satisfied that correspond
ing figures agree with the new financial statements and, if so, issue an unqualified opinion. If the prior 
period financial statements were not revised, but the corresponding figures have been properly restated 
and/or disclosed in the current period financial statements, the auditors should express an unqualified 
opinion and include an emphasis of matter paragraph.

The auditors should express a modified opinion with respect to the corresponding figures if the 
prior period financial statements were not revised and the misstatement has not been properly restated 
and/or disclosed in the current period’s financial statements.

Change of auditors
Where the previous year’s financial statements were audited by a different auditor, there may be 
additional reporting requirements in some jurisdictions. The incoming auditor may be required to 
indicate:

• that the financial statements of the prior period were audited by another auditor (and provide the 
name of the auditor)

• the date of the predecessor auditor’s report
• the form of opinion expressed by the predecessor
• the substantive reasons for any modification.

This information is not required under UK or Irish legislation and accordingly no reference to the 
existence of previous auditors or their reports is made.

Unaudited prior period financial statements
ISA 710 requires rhar if the prior period financial statements were not audired the incoming auditor 
should clearly state the fact that the corresponding figures are unaudited. Even so, the incoming 
auditor has a responsibility to seek sufficient appropriate audit evidence to assess if the comparatives 
are misstated. If the auditor identifies that the corresponding figures are materially misstated, the 
auditor should request thar management revise the corresponding figures. If management refuse, the 
auditor should appropriately modify the audit opinion.
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ISA 710 requires the auditor to obtain sufficient appropriate audit evidence to ensure that the 
comparative financial statements meet the requirements of the applicable financial reporting frame
work. Effectively, this means that the auditor’s approach is the same as described above. However, 
when comparatives are presented as comparative financial statements ISA 700 requires the auditor to 
issue a report in which the comparatives are specifically identified because the auditor’s opinion is on 
the financial statements of each period presented. For example, the auditor may express a modified 
opinion or include an emphasis of matter with the comparative financial statements for one period 
whilst expressing an unqualified opinion on those for another period.

Initial engagements
ISA 510, Initial Engagements -  Opening Balances, requires the newly appointed (current) auditor to 
obtain sufficient appropriate audit evidence that:

• The opening balances do not contain misstatements that materially affect the current period’s 
financial statements.

• The prior period’s closing balances have been correctly brought forward to the current period or, 
when appropriate, have been restated.

• Appropriate accounting policies are consistently applied or changes in accounting policies have been 
properly accounted for and adequately presented and disclosed.

Where the prior period financial statements were audited by another auditor the current auditor may 
place reliance on the work of the other auditor by reviewing the predecessor auditor’s working 
papers and considerarion of the professional competence and independence of the predecessor 
auditor.

Other procedures need to be performed if prior period accounts were unaudited. The suffi
ciency or lack thereof of appropriate audit evidence may lead to the reporting conclusions described 
below.

• If the auditors are unable to obtain sufficient appropriate audit evidence, there is a limitation on the 
scope of the audit work. Accordingly, a qualified (‘except for’) opinion or disclaimer of opinion 
should be expressed as appropriate.

• If accounting policies are not consistently applied or the change has not been properly accounted for 
and adequately disclosed, a qualified (‘except for’ disagreement) or adverse opinion should be 
expressed because of the lack of consistency or inadequate disclosure.

• Similarly, if material misstatements in opening balances affect the current period’s financial state
ments, a qualified (‘except for’ disagreement) or adverse opinion should be expressed.

It should be noted that where the matter has been resolved in the closing balances the opinion relating 
to the closing balances will be unqualified. For example, a material misstatement in the opening 
inventory affects the reported profit for the period (on which a modified opinion would be required) 
but does not affect the closing balance sheet position.

Comparative financial statements:
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In many jurisdictions entities are allowed or required to distribute financial statements electronically 
via the Internet by publication on the company’s Web site. In the United Kingdom, the Companies Act 
2006, s. 430, requires quoted companies to ensure that its annual accounts and reports are made 
available on its Web site, and remain available until the subsequent year’s accounts and reports are 
made so available.

This raises a number of concerns as to the auditors’ report attached to those financial statements. 
Guidance issued by the APB contained in Bulletin 2001/1, The Electronic Publication o f  Auditors’ 
Reports, raises the following issues.

• Except where the electronic publication is by way of a pdf file, which retains the original page 
numbering, the auditors’ report needs to identify the audited financial statements by name and date 
instead of using page numbers as is usually the case with printed versions.

• Because such financial statements are available internationally and the shareholders or other users 
may be unaware of the audited entity’s domicile, references to financial reporting and to auditing 
standards should specify the relevant nationality.

• Care must be taken to ensure that the documents loaded onto the Web are identical to the hard-copy 
version.

• Care must be taken to ensure that the use of hyperlinks does not inappropriately link the auditors’ 
report to nonaudited data.

Distributions following an audit qualification
In many jurisdictions (such as the United Kingdom and Ireland) where the auditor has not issued an 
unqualified audit report and the company has made a distribution, the auditor is required to make an 
additional statement to confirm that the audit qualification is not material for the purpose of 
determining distributable profits.

Subsequent events and revised accounts
Audit issue arising as a consequence of subsequent events was considered in Chapter 14 (for which ISA 
560, Subsequent Events, applies). When management discover material facts after the financial 
statements and the auditors’ report have been issued (that were discoverable before the 
financial statements and the auditor’s report had been issued) they may decide to issue revised financial 
statements either by replacement with a new version or by means of a supplementary note to the 
original financial statements. In both cases the revised financial statements should be as if prepared and 
approved by management as at the date of the original financial statements. The auditor is also 
required to issue a new audit report. The new auditors’ report should:

• refer to the fact that additional procedures have been carried out in respect of the revisions to the 
accounts

• refer to relevant legislative requirement (for example, in the United Kingdom the Companies 
(Revision of Defective Accounts and Report) Regulations 1990)

Electronic publication of financial statements
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• provide an opinion on the revised financial statements as if prepared and approved by management 
as at the date of the original financial statements

• indicate that the original financial statements failed to comply with the applicable accounting 
framework/statutory requirements (referring to the note to the financial statements that identifies 
the defect).

For illustration purposes the following extract from an auditors’ report on revised financial statements 
under UK legislation is shown below:

Opinion

In our opinion:

• the revised financial statements give a true and fair view, in accordance with United Kingdom Generally 
Accepted Accounting Practice, seen as at the date the original financial statements were approved, of the 
state of the company’s affairs as a t . . .  and o f its profit [loss] for the year then ended;

• the revised financial statements have been properly prepared in accordance with the provisions of the 
Companies Act 1985 as they have effect under the Companies (Revision of Defective Accounts and 
Report) Regulations 1990;

• the original financial statements for the year ended...  failed to comply with the requirements of the 
Companies Act 1985 in the respects identified by the directors in the statement contained in note x to 
these revised financial statements; and

• the inform ation given in the |revised] D irectors’ Report is consistent with the revised financial 
statements.

Registered auditors

Date

Address

Summary financial statements, interim reports and preliminary 
announcements
Companies may issue financial reports in forms other than the annual financial statements with which 
auditors may have some level of involvement.

Summary fin an cia l statem ents
In some jurisdictions (such as the United Kingdom) companies are permitted to issue summarized 
financial statements. This is common practice for large quoted companies. A special audit report is 
required when summarized financial statements are issued. ISA 800, The Independent Auditor’s Report 
on Special Purpose Financial Statements, states that unless the auditor has expressed an audit opinion on 
the financial statements from which the summarized financial statements were derived, the 
auditor should not report on summarized financial statements. In the UK APB Bulletin 1999/6, The 
Auditors' Statement on the Summary Financial Statement, states that auditors’ reports on summary
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financial statements should state that the full financial statements have been audited, whether or not the 
auditors’ report on those financial statements was qualified (and, if so, repeating the qualification) and 
expressing an opinion that the summary financial statement is consistent with the full financial state
ments. Bulletin 2007/1 Example Reports by Auditors under Company Legislation in Great Britain 
provides guidance on the audit report form and contents. By virtue of it being a summary, the summary 
financial statements, in isolation, cannot be said to give a true and fair view.

Interim reports
Management may choose to publish interim financial reports (covering quarterly or half-year periods) 
or if listed may be required to do so (as, for example, in the United Kingdom and Ireland). Auditors have 
no statutory responsibility for the interim financial reports. However, company management may 
request that the auditor of the company carry out a review of the interim information and provide a 
conclusion on it. The nature of the review and the level of the assurance expressed in their report is along 
the lines described in Chapter 1. Although the general considerations in the process and conduct of the 
review are similar to independent audits, detailed testing is not normally undertaken. The review 
comprises primarily of making enquiries (of management and key accounting and other staff) and 
performing analytical procedures. Auditors should carry out the review in accordance with the 
requirements of ISRE 2410, Review o f  Interim Financial Information Performed by the Independent 
Auditor o f  the Entity. The APB has issued ISRE 2410  (United Kingdom and Ireland) for domestic 
application.

Independent Review Report to X Y Z  Pic

Here is an example review report for a UK or Irish company, listed in the United Kingdom or 
Ireland, preparing a half-yearly financial report in compliance with IAS 3 4  as adopted by the 
European Union.

Introduction
We have been engaged by the company to review the condensed set o f financial statements in the half-yearly 
financial report for the six months ended . . .  which comprises [specify the primary financial statements and 
the related explanatory notes that have been reviewed]. We have read the other information contained in 
the half-yearly financial report and considered whether it contains any apparent misstatements or material 
inconsistencies with the information in the condensed set of financial statements.

Directors’ responsibilities
The half-yearly financial report is the responsibility of, and has been approved by, the directors. The directors 
are responsible for preparing the half-yearly financial report in accordance with the [Disclosure and 
Transparency Rules of the United Kingdom’s Financial Services Authority] [Transparency (Directive 2004/ 
109/EC) Regulations 2 0 0 7  and the Transparency Rules of the Republic of Ireland’s Financial Regulator], 

As disclosed in note X , the annual financial statements of the [group/company] are prepared in 
accordance with IFRSs as adopted by the European Union. The condensed set of financial statements 
included in this half-yearly financial report has been prepared in accordance with International Accounting 
Standard 34, Interim Financial Reporting, as adopted by the European Union.
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(Continued.)

Our responsibility

Our responsibility is to express to the Company a conclusion on the condensed set o f financial statements in 
the half-yearly financial report based on our review.

Scope of review

We conducted our review in accordance with International Standard on Review Engagements (UK and 
Ireland) 2 4 1 0 , Review o f Interim Financial Information Performed by the Independent Auditor o f the 
Entity, issued by the Auditing Practices Board for use in [the United Kingdom] [Ireland]. A review of 
interim financial information consists of making enquiries, primarily o f persons responsible for financial 
and accounting matters, and applying analytical and other review procedures. A review is substantially 
less in scope than an audit conducted in accordance with International Standards on Auditing (United 
Kingdom and Ireland) and consequently does not enable us to obtain assurance that we would become 
aware of all significant matters that might be identified in an audit. Accordingly, we do not express an 
audit opinion.

Conclusion

Based on our review, nothing has come to our attention that causes us to  believe that the condensed set of 
financial statements in the half-yearly financial report for the six months ended . . .  is not prepared, in all 
material respects, in accordance with International Accounting Standard 34  as adopted by the European 
Union and [the Disclosure and Transparency Rules o f the United Kingdom’s Financial Services Authority] 
[the Transparency (Directive 2004/109/EC) Regulations 2 0 0 7  and the Transparency Rules o f the Republic 
of Ireland’s Financial Regulator].

Registered Auditor

Date

Address

Preliminary announcem ents
Auditors are required to communicate to directors their consent to the publication of the pre
liminary announcement. Particular care is required by auditors when preliminary announcements 
are derived from draft financial statements because the audit is incomplete. The required proce
dures are described in APB Bulletin 2004/1, The Auditors’ Association with Preliminary 
Announcements.

The auditors’ report on abridged financial statements
In many jurisdictions small and medium-sized companies do not have to file on public record copies of 
their full financial statements, but instead are permitted to file ‘abridged’ (or as referred to under UK 
company law, ‘abbreviated’) financial statements. The contents of abridged financial statements are 
determined by national law and comprise of a simplified version of the full accounts showing less 
detailed information. In the United Kingdom guidance is given in the APB Bulletin 2006/3 The Special
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Auditor’s Report on Abbreviated Accounts in the United Kingdom. Where an audit is required and the 
company has taken advantage of filing abridged financial statements, the auditor is required to make a 
special report to accompany the abridged financial statements that confirms:

• the company’s entitlement to file abridged accounts
• that the abridged accounts have been properly prepared (in accordance with national law/account

ing requirements).

It should be noted that unless the auditor can report positively in these respects the abridged accounts 
are not acceptable for filing and as such there is no provision for ‘qualifying’ the special report if the 
above requirements have not been met.

If the auditors’ report on the full financial statements was not unqualified, the special report should 
include the full text of that modified audit report and any statement in the report that referred to 
inadequate records, accounts not agreeing with accounting records and returns, or failure to obtain all 
necessary information.

0  LEARNING CHECK____________________________________
• Group auditors are responsible for the audit opinion on the consolidated financial statements 

regardless of the fact that other auditors may have audited component companies that are included 
in the group.

• The auditor has a responsibility to obtain sufficient appropriate evidence to ensure comparatives are 
not misstated.

• For opening balances in initial engagements, an unqualified opinion is expressed if the opening 
balances are not materially misstated, have been properly brought forward and accounting policies 
have been consistently applied (or if not, changes have been properly accounted for and adequately 
disclosed).

• The auditor should issue a new audit report in circumstances where management issues revised 
accounts.

• Special conditions apply where financial statements are published electronically and for reports on 
summary financial statements, interim reports and preliminary announcements.

Current Developments 
UK Companies Act 2006
The audit reporting requirements came into force for accounting periods commencing on or after 6
April 2008 and have been described earlier in the chapter. The anticipated resulting changes to the
current UK audit report (prepared in accordance with ISA (United Kingdom and Ireland) 700) are
marked up in the example below:
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Illustrative Exam ple of a Current Auditors’ Report M arked Up to Reflect the Changes 
Arising from the Requirements of the Companies Act 2 0 0 6

•  This example is based on Example 8 in APB Bulletin 2006/6.
•  Group and parent company financial statements not presented separately.
•  IFRSs as adopted by the European Union used for group financial statements.
• UK GAAP used for parent company financial statements.
• Company does meet the Companies Act definition o f  a quoted company.
• Section 408 exemption taken for parent company’s own profit and loss account.

Independent Auditors’ Report to the [MEMBERS] [SHAREHOLDERS] 
o fX Y Z P lc

We have audited the group and parent company financial statements (the ‘financial statements’) of 
X Y Z  Pic for the year ended . . .  which comprise [specify the financial statements, such as the Group 
Income Statement, the Group and Parent Company Balance Sheets, the Group Cash Flow Statement, the 
Group Statement of Changes in Equity/Statement of Recognized Income and Expense, that have been 
audited] and the related notes. These financial statements have been prepared under the accounting 
policies set out therein. We have also audited the information in the Directors’ Remuneration Report 
that is described as having been audited.

Respective responsibilities of directors and auditors

The directors’ responsibilities for preparing the Annual Report and the group financial statements in 
accordance with applicable law and International Financial Reporting Standards (IFRSs) as adopted by 
the European Union, and for preparing the parent company financial statements and the Directors’ 
Remuneration Report in accordance with applicable law and United Kingdom Accounting Standards 
(United Kingdom Generally Accepted Accounting Practice) and for being satisfied that the group and 
parent company financial statements give a true and fair view, are set out in the Statement of Directors’ 
Responsibilities.

Our responsibility is to audit the financial statements and the part of the Directors’ Remuneration 
Report to be audited in accordance with relevant legal and regulatory requirements and International 
Standards on Auditing (UK and Ireland).

We report to you our opinion as to whether the financial statements give a true and fair view and have 
been properly prepared in accordance with the relevant financial reporting framework and whether the 
financial statements and the part of the Directors’ Remuneration Report to be audited have been prepared 
in accordance with the Companies Act 2006 and whether, in addition, the group financial statements 
have been properly prepared in accordance with Article 4 of the IAS Regulation. We also report to you 
whether in our opinion the information given in the Directors’ Report is consistent with the financial 
statements. [The information given in the Directors’ Report includes that specific information presented 
in the Operating and Financial Review that is cross-referred from the Business Review section of the 
Directors’ Report.]

In addition we report to you if, in our opinion, the company has not kept adequate accounting 
records or if we have not received all the information and explanations we require for our audit 
or if disclosures of directors’ benefits, remuneration, pensions and compensation for loss of office 
specified by law are not made.
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We review whether the Corporate Governance Statement reflects the company’s compliance with the 
nine provisions of the 2006 Comhined Code specified for our review by the Listing Rules of the 
Financial Services Authority, and we report if it does not. We are nor required to consider whether 
the board’s statements on internal control cover all risks and controls, or form an opinion on the 
effectiveness of the group’s corporate governance procedures or its risk and control procedures.

We read other information contained in the Annual Report and consider whether it is consistent with 
the audited financial statements. The other information comprises only [the Directors’ Report, the 
unaudited part of the Directors’ Remuneration Report, the Chairman’s Statement, the Operating and 
Financial Review and the Corporate Governance Statement]. We consider the implications for our 
report if we become aware of any apparent misstatements or material inconsistencies with the financial 
statements. Our responsibilities do nor extend to any other information.

Basis of audit opinion

We conducted our audit in accordance with International Standards on Auditing (UK and Ireland) 
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 and the part of the Directors’ 
Remuneration Report to be audited. It also includes an assessment of the significant estimates and 
judgements made by the directors in the preparation of the financial statements, and of whether the 
accounting policies are appropriate to the group’s and company’s circumstances, consistently 
applied and adequately disclosed.

We planned and performed our audit so as to obtain all the information and explanations 
which we considered necessary in order to provide us with sufficient evidence to give reasonable 
assurance that the financial statements and the part of the Directors’ Remuneration Report to be 
audited 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 and the part of the Directors’ Remuneration Report to be 
audited.

Opinion

In our opinion:

• the group financial statements give a true and fair view, in accordance with IFRSs as adopted by
the European Union, of the state of the group’s affairs as at . . .  and of its profit [loss] for the year then 
ended;

• the group financial statements have been properly prepared in accordance with IFRSs as adopted by 
the European Union;

• the group financial statements have been properly prepared in accordance with the Companies Act 
2006 and Article 4  of the IAS Regulation;

• the parent company financial statements give a true and fair view, in accordance with United Kingdom 
Generally Accepted Accounting Practice, of the state of the parent company’s affairs as a t . ..;

• the parent company financial statements have been properly prepared in accordance with United 
Kingdom Generally Accepted Accounting Practice;

• the parent company financial statements and the part of the Directors’ Remuneration Report to be 
audited have been properly prepared in accordance with the Companies Act 2006; and

• the information given in the Directors’ Report is consistent with the financial statements.
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(Continued)

Separate opinion in relation to IFRSs

As explained in Note x to the group financial statements, the group in addition to complying with its 
legal obligation to comply with IFRSs as adopted by the European Union, has also complied with the 
IFRSs as issued by the International Accounting Standards Board.

In our opinion the group financial statements give a true and fair view, in accordance with IFRSs, of 
the state of the group’s affairs as a t . . .  and of its profit [loss] for the year then ended.)

Registered auditors 

Senior statutory auditor 

Date 

Address

Source: APB Discussion paper, (December 2007) The Auditor’s Report: A Time For Change?

IAASB pronouncements
In Decem ber 2 0 0 4  the IAASB issued ISA 7 0 0  (Revised), T he Independent A uditor’s R eport on a 
C om plete Set o f  G eneral Purpose Financial Statements. The primary purpose of the revision was to 
prom ote more global recognition o f consistent wording and layout and com pliance with ISAs. The EC 
had encouraged this process to facilitate consistency o f audit reporting within the EU. W hilst there is a 
basic requirement to  provide an opinion on the true and fair view of financial statements by all 
member states, statutory and other reporting requirements differ amongst member states. In order to 
deal with this problem, ISA 7 00  (Revised) proposed that the audit report he split into two parts: the 
report on the financial statements; and the report on other legal and regulatory requirements.

O ther new wording includes:

• revised descriptions o f the respective responsibilities o f m anagem ent and the auditor
• an updated description o f the audit process to reflect the ‘Audit Risk Standards’
• clarification of the scope of the auditor’s responsibilities with respect to internal control.

The follow ing is an exam ple of the tw o-part report given in ISA 7 0 0  (Revised):

Independent Auditors’ Report
IAppropriate Addressee]

Report on the financial statements

We have audited the accompanying financial statements of ABC Company, which comprise the balance 
sheer as at December 31, 20X 1, and the income statement, statement of changes in equity and cash flow 
statement for the year then ended, and a summary of significant accounting policies and other explanatory 
notes.
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Management is responsible for the preparation and fair presentation of these financial statements in accor
dance with International Financial Reporting Standards. This responsibility includes: designing, implement
ing and maintaining internal control relevant to the preparation and fair presentation of financial statements 
that are free from material misstatement, whether due to fraud or error; selecting and applying appropriate 
accounting policies; and making accounting estimates that are reasonable in the circumstances.

Auditor’s responsibility
Our responsibility is to express an opinion on these financial statements based on our audit. We conducted 
our audit in accordance with International Standards on Auditing. Those standards require that we comply 
with ethical requirements and plan and perform the audit to obtain reasonable assurance whether the 
financial statements are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the 
financial statements. The procedures selected depend on the auditor’s judgement, including the assessment 
of the risks of material misstatement of the financial statements, whether due to fraud or error. In making 
those risk assessments, the auditor considers internal control relevant to the entity’s preparation and fair 
presentation of the financial statements in order to design audit procedures that are appropriate in the 
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the entity’s internal 
control. An audit also includes evaluating the appropriateness of accounting policies used and the reason
ableness of accounting estimates made by management, as well as evaluating the overall presentation of the 
financial statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our 
audit opinion.

Opinion
In our opinion, the financial statements give a true and fair view of (or ‘present fairly, in all material respects’) 
the financial position of ABC Company as of December 31, 20X1, and of its financial performance and its 
cash flows for the year then ended in accordance with International Financial Reporting Standards.

Report on other legal and regulatory requirements

[Form and content o f  this section o f  the auditor’s report will vary depending on the nature o f  the auditor’s 
other reporting responsibilities.]

[Auditor’s signature]

[Date o f  the auditors’ report]

[Auditor’s address]

Management’s responsibility for the financial statements

The IAASB’s more recent pronouncement Exposure D raft ISA 7 0 0  (Redrafted), The Independent 
Auditor’s R eport on G eneral Purpose Financial Statem ents, reflects further development in the 
possible wording o f audit reports. It arises primarily as a consequence o f the Clarity Project which 
incorporates the IAASB’s new drafting conventions now used in the development o f future ISAs. 
Similarly, the IAASB has also issued ED ISA 705  (Revised and Redrafted), M odifications to the 
Opinion in the Independen t A uditor’s R eport, and ED ISA 7 0 6  (Revised and Redrafted), Em phasis 
o f  M atter Paragraphs an d  other M atter (s) Paragraphs in the Independent A uditor’s R eport  to replace 
IS A  7 0 1 ,  M odifications to  the Independent Auditor's R eport.
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Further developments affecting the United Kingdom and Ireland
Although the APB issued ISA (United Kingdom and Ireland) 700 (Revised) as an Exposure Draft in 
2005 it has not been adopted and issued as a standard for application in the United Kingdom and 
Ireland. In December, 2007 the APB issued a Discussion Paper -  The Auditor’s Report: A Time for 
Change? The paper reflects views arising in response to the FRC’s paper ‘Promoting Audit Quality’ in 
addition to contributions made by the ICAEW’s Audit Quality Forum. The APB’s Discussion Paper 
identifies a number of concerns regarding the adoption of ISA 700 (Revised):

• that the assumption that ‘true and fair’ and ‘presents fairly’ are equivalent terms;
• that the focus of the objective of an audit be on legal requirements as opposed to auditing standards;
• potential conflict between management’s actual legal responsibilities and those as described in the 

audit report;
• that the audit report is too focused on process and so long that the opinion was lost in standardized text.

In addition there are conflicts between Article 4 of the EU’s Transparency Directive requirements in 
connection with management responsibility statements.

• Further matters are also raised in the Discussion Paper regarding their future form and content and 
include:

-  Issues relating to the possible adoption of ISA 700 (Revised):

-  Whether to adopt the two-part report and if so the manner in which this is done.
-  Whether the description of management’s responsibilities required by ISA 700 is necessary where a  

description is available elsewhere, for example, listed companies subject to the requirements of the 
Transparency Directive are required to include responsibilities statements in their annual reports.

-  Whether the description of the auditor’s responsibilities is necessary where they are more fully 
described in a form that is accessible by shareholders.

-  Whether to require a statement of compliance with the APB ethical standards.
-  Risk attached to not following the requirements of ISA 700 (Revised).

• Including in the auditors’ report a positive statement that there are no matters that the auditor 
wishes to emphasize.

• Including in the auditors’ report a positive statement concerning the adequacy of accounting 
records.

• Discontinuing the description of the auditor’s responsibilities under the Listing Rules with respect to 
corporate governance matters.

• Discontinuing the description of the auditor’s responsibilities in relation to the content of the annual 
report that is not audited.

• The need for inclusion of statements to disclaim liability to third parties (with the so called 
‘Bannerman’ statement as currently recommended by the ICAEW 1).

The Discussion Paper provides a range of examples of possible future reports for UK application based 
on the application of ISA 700 (Revised).

The Discussion Paper notes that the extent to which the content of auditors’ reports can be 
determined by the APB alone will depend upon decisions taken at a European level with respect to the
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Statutory Audit Directive. Under the Statutory Audit Directive the European Commission (EC) is able 
either to adopt ISA 700 (Redrafted) for use in the European Union (EU), or to develop its own ‘European 
Audit Report’ which would have to be applied in all European countries, including the United Kingdom 
and Ireland. At the time of writing it is not known which of these two options the EC is likely to pursue.

If the APB decides to make significant changes to the UK auditors’ report as a result of this 
consultation it will consult, as a separate exercise, on whether rhe changes should also be applied to 
Irish auditors’ reports.

|  LEARNING CHECK___________________________________

• The Companies Act 2006 introduces new requirements for the wording of the auditors’ report.

• The IAASB has introduced a revised version of ISA 700 that splits the audit report into two parts:

-  the report on the financial statements and
-  the report on other legal and regulatory requirements

and other new wording.

• Further developments to the form and content of audit reporting in the United Kingdom and Ireland and 
throughout the EU are expected as a result of further IAASB proposals and the Statutory Audit Directive.

|  SUMMARY
Reporting the findings is the final phase of a financial statement audit. The auditor must comply with 
relevant auditing standards and other legal and regulatory requirements when reporting on audited 
financial statements. Depending on the circumstances, the auditor may issue a report with an unqua
lified opinion (with or without an ‘emphasis of matter’) or one of the three forms of modified opinion 
(‘qualified opinion’; ‘disclaimer of opinion’; or an ‘adverse opinion’). There are a number of further 
disclosures that affect the auditors’ report and a number of other reporting considerations. The form 
and content of the independent audit report is in a phase of further development.

% note
1 ICAEW Technical Release of the Audit and Assurance Faculty -  The Audit Report and Auditors’ 

Duty of Care to Third Parties (January 2003).

% FURTHER READING
Gangolly, J.S ., Hussein, M .E., Seow, G.S. and Tam , K. (2002) Harmonization of the auditor’s report. 
International Journal o f  Accounting, 37  (3), 327-47 .
Hatherly, D .J., Innes, J . and Brown, T . (1991) The expanded audit rep o rt-an  empirical investigation. 
Accounting and Business Research, 21, 3 1 1-19 .
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King, C.G. (1999) The measurement of harmonization in the form and content of the auditor’s report 
in the European Union. Journal o f  International Accounting Auditing & Taxation, 8 (1 ), 23-43. 
Nugent, M. (1997) Uncertain about what type of audit report to issue? Charter, (August) 84-5. 
Petravick, S. (February 1999) Online financial reporting. The CPA Journal, 69 (2), 32-6 .
Willis, D.M. and Lightle, S.S. (October 2000) Management reports on internal controls. Journal of 
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0  MULTIPLE-CHOICE QUESTIONS
C hoose the best answer fo r  each o f  the following. (Answers are on p. 648.)

15.1 What is an auditor required to state on completion of the audit?
(a) A statement of fact in relation to whether the financial statements represent a ‘true and 

fair’ view.
(b) A detailed analysis of items the auditor has become aware of that have aroused his or her 

interest.
(c) A statement of opinion about the firm’s compliance with all statutory requirements.
(d) A statement of opinion about the truth and fairness of the financial statements.

15.2 If the auditor believes that management should disclose further information about directors’ 
remuneration but management does not agree to do this, what should the auditor do?
(a) Report the breach to the appropriate regulatory authority and issue a qualified (‘except 

for’) audit opinion.
(b) Report the breach to the appropriate regulatory authority and issue an unqualified 

auditor’s report.
(c) Disclose the information within the auditors’ report.
(d) Issue an unqualified audit opinion.

15.3 Consider the following scenario. Restrictions imposed by the entity prohibit the observation 
of stocktake, which accounts for about 40% of all assets. Alternative audit procedures 
cannot be applied, although the auditor was able to obtain satisfactory evidence for all other 
items in the financial statements. The auditor should issue:
(a) an unqualified opinion
(b) an adverse opinion
(c) a disclaimer of opinion
(d) a qualified (‘except for’) opinion.

15.4 In reviewing subsequent events, the auditor reviewed a number of sales transactions that 
raised serious concerns in relation to the recorded value of stocks. The auditor believes that 
stock should be written down by 15% in the financial statements but management is 
satisfied that inventory is stated fairly. The auditor should issue:
(a) an unqualified opinion.
(b) an adverse opinion.
(c) a disclaimer of opinion.
(d) a qualified (‘except for’) opinion.
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P I  The auditor has serious concerns about the going concern of the company. The company’s 
going concern is dependent on obtaining a large sales contract that is still under negotiation 
at the time of signing the auditors’ report. The management of the company has made full 
disclosure of this situation in the notes to the accounts. The auditor is satisfied with the level 
of disclosure. The auditor should issue:
(a) an unqualified opinion
(b) an unqualified opinion with an emphasis of matter paragraph
(c) a disclaimer of opinion
(d) a qualified (‘except for’) opinion.

The auditor concludes that there is a material inconsistency in the other information in an 
annual report to shareholders containing audited financial statements. If the auditor con
cludes that the financial statements do not require revision, but the directors refuse to revise 
or eliminate the material inconsistency in the other information, the auditor should issue:
(a) an unqualified opinion
(b) an unqualified opinion with an explanatory paragraph
(c) a disclaimer of an opinion
(d) a qualified (‘except for’) opinion.

|j$.7 You have accepted the appointment to audit the financial statements of Hippo Ltd for the 
year ended 31 December 20X1. The financial statements of the company for the year ended 
31 December 20X0 were unaudited. In relation to the opening balances in the 31 December 
20X1 financial statements, you need to issue:
(a) a disclaimer of opinion where you cannot obtain sufficient appropriate audit evidence 

on the opening balances
(b) an adverse opinion where you cannot obtain sufficient appropriate audit evidence on 

opening balances
(c) an unqualified report because of representations of management
(d) an unqualified report after advising the appropriate regulatory authority that the 

previous year’s report was unaudited.

t  d iscu ssio n  q uestio ns
15.1 Until about 10 years ago the auditors’ report consisted simply of an opinion. Has the expansion 

of the audit report (for example the inclusion of scope and responsibility sections) improve its 
value to users or merely served to protect the auditors?

15.2 Terminology in the UK Companies Act 2006 refers to the auditors’ report as being ‘qualified’ 
when the auditor does not issue an ‘unqualified’ opinion. Under ISA 700 terminology, when the 
auditor does not issue an ‘unqualified’ opinion the auditor issues a ‘modified’ opinion. ISA 700 
states that the form of the opinion can be a ‘qualified opinion’, a ‘disclaimer of opinion’ or an 
‘adverse opinion’. Furthermore, according to ISA 700 the audit report can be modified (by an 
‘emphasis of matter’) whilst the audit opinion remains ‘unqualified’. How can the terminology be 
improved to remove such ambiguities?
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15.3 The current UK auditors’ report combines the opinion on truth and fairness of the financial 
statements with compliance with a range of regulatory requirements. The IAASB proposes 
separating the two sets of opinions. Which approach is best?

15.4 The meaning of ‘truth and fairness’ has long been debated. In some jurisdictions the term ‘fair 
presentation’ is used to avoid the implications that financial statements contain elements of 
absolute truth. In the post-Enron United States the notion of ‘fairness’ is being emphasized as 
more than compliance with the financial reporting framework (see also Chapter 4). W hat do you 
think ‘fairness’ means?

15.5 What concerns might you have if a company you have audited proposes placing its annual report, 
including your auditors’ report, on its Web site, which includes a wide range of other information 
on the company?

15.6 If the financial statements give a true and fair view, including the threat of significant uncertain
ties, is it necessary for auditors to highlight such matters in their report?

15.7 Following a recent court case, the Institute of Chartered Accountants in England and Wales 
advised its members to add to their audit reports a disclaimer of liability to third parties. Is this 
sensible or does it devalue the audit?

15.8 Students sometimes confuse the term ‘pervasive’, in the context of requiring an adverse 
or disclaimer of opinion, with ‘materiality’. W hat do you understand by the term ‘pervasive’?

0 PROFESSIONAL APPLICATION QUESTIONS
(Suggested, answers are on pp. 697-699.)

15.1 E ffect o f  circum stances on au d it opinion
Assume that the following separate circumstances could be sufficiently material to require the
expression of a qualified opinion.

1. The company sacked its computer systems controller during the year. Before she left, she 
corrupted the system and consequently destroyed all financial records.

2. The cash flow statement does not conform to the requirements of IAS 7.
3. Finished goods stored in Singapore were not observed or test-counted. The items constituted 10% 

of closing stock.
4. The entity is the defendant in a major litigation that has not been settled at the report date.
5. Profits on long-term construction contracts are recognized by a method inconsistent with IAS 11.
6. The continuation of the company as a going concern is in doubt.
7. Another firm of auditors audited a subsidiary that accounted for 5%  of the consolidation’s total 

assets and 10%  of the total revenues.
8. The entity changed its stock valuation method from average cost to first-in-first-out, necessitating 

a restatement of prior years’ statements.
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Required
Indicate the effect of the above eight circumstances on the auditors’ report.

15.2 G oing-concern issues, au d it opin ion
Fly-By-Night Ltd is a listed public company that manufactures highly sophisticated navigation equip
ment for defence force aircraft and Navy ships. The company has a 30 June 2 0 X 0  year end and the 
statutory accounts are due to be signed one week after the board of directors meeting on 5 August 
20X0. During the course of the audit, you become aware that the government has reviewed its budget 
in an effort to reduce the growing deficit. As a result, defence expenditure had major cuts.

One of the major projects to be scrapped as a result of these cuts is the planned upgrading of the 
navigation equipment for the Navy’s submarine fleet. You are aware that the company’s budget for 
this year includes a major subcontract to the Department of Defence and the Navy for this project.

The company has been experiencing cash flow difficulties and has recently applied for a significant 
increase to a borrowing facility that is already fully drawn. Management is adamant that the company 
will continue to be viable. If necessary, it claims it can resort to cutbacks in its future capital 
expenditure programme, seek additional off-balance sheet financing, and/or reschedule existing debt 
arrangements.

Required
(a) What does the going-concern concept mean? Discuss the reporting options open to an auditor 

when going-concern issues arise.
(b) Discuss the potential auditors’ report options in relation to Fly-By-Night Ltd.

Source: Adapted from the Professional Year Programme of the Institute of Chartered Accountants in 
Australia -  1996, Advanced Audit Module.
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0  LEARNING OBJECTIVES
After studying this chapter you should be ab le  to:

1 describe the business environment in the information economy

2 appreciate the nature and development of strategic issues relating to e-Commerce

3 assess the knowledge, risk and control matters in an e-Commerce environment

4 discuss the objectives and approach of forensic auditing, with an emphasis on Internet fraud.

0  PROFESSIONAL STATEMENTS
ED ISA 4 02  (Revised and Redrafted) Audit Considerations Relating to an Entity using a 

Third-Party Service Organization 
ISA 250 Consideration o f  Laws and Regulations in an Audit o f  Financial

Statements
ISA 315 (Redrafted) Identifying and Assessing the Risks o f  Material Misstatement

Through Understanding the Entity and Its Environment 
ISA 330  (Redrafted) The Auditor’s Responses to Assessed Risks
ISA 402  Audit Considerations Relating to Entities Using Service Organizations
ISA 620 Using the Work o f  an Expert
IAPS 1013 Electronic Commerce -  Effect on the Audit o f  Financial

Statements

No accountant can afford to ignore the influence of the Internet altogether. Developing a certain 
familiarity with the workings of the Internet and e-Commerce should be high on the agenda of every 
accountant, in business or in practice.1

In the information economy, the use, by organizations, of emerging forms of information 
technology is of increasing importance to their management, control and competitiveness. 
Information and communication technologies are key enabling tools in the process of commer
cial and technological change. This chapter introduces the nature, development and business 
models of electronic commerce (e-Commerce), increasingly encountered by auditors, and con
siders the implications for the audit process. The chapter commences with a brief review of the 
current electronic business environment, leading to a more detailed description of e-Commerce 
and various business models. This is followed by an explanation of some of the key audit risk 
and control considerations, based on IAPS 1013, Electronic Comm erce -  Effect on the Audit o f  
Financial Statements. Trends in the methods of auditing e-Commerce business cycles will then be 
explained including the emerging areas of on-line and continuous auditing. The final part of the 
chapter discusses one of the major risks in e-Commerce -  cyber crime -  and the approaches 
adopted in the assurance service of forensic auditing.
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fflie Information Economy and Business Environment
PTlie development of the information economy is related to the process of business transformation 
within modern economies. Through the increased use of information and associated technologies by 
businesses and other users, new industrial structures, systems, patterns and trends emerge alongside 
new products and services. Complicated networks of enterprises replace the traditional entities, and 
business is performed using information and communication technologies. Customers, suppliers and 
other intermediaries are drawn together under processes conducted through the Internet, with an 
unlimited market space. Internal employees are less hierarchically managed, cross-functional relation
ships are used and business innovation is enhanced through empowerment and knowledge-manage- 
ment strategies. Businesses are linked by way of strategic partnerships and have direct access to global 
resources. Table 16.1 illustrates the different aspects of business transformation.

Table 16.1 A  p r o fi le  o f  b u s in e ss  t r a n s fo r m a t io n

ASPECTS OF 
OPERATIONS

TRADITIONAL ECONOMY INFORMATION ECONOMY

Organizations Inwardly focused entities Extended network

Market Distinctive marketplace Unlimited market space

Infrastructure Physical, hierarchical Integrated, digital infrastructure using communication
infrastructure technology

Resources Functional, hierarchical use of Shared use of knowledge-based resources
resources

Business emphasis Local outlook, visible returns Global outlook, empowerment, enhanced relationships

Access Arm's length operations Direct, online operations in real time

The information economy is not a synonym for the commercial evolution of the Internet. Apart from 
reflecting the commercial impact of technology, the information economy is concerned with the use of 
information and communication technologies in business processes, including the continuous growth 
of innovative methods such as outsourcing and quality assurance services. It is a pragmatic phenom
enon as a response to the needs of businesses and economies when knowledge and information are the 
key drivers to business success and survival.

A conceptual model of the information economy
A conceptual model developed by the Austin Center for Research into Electronic Commerce2 uses four 
layers of commercial activity that characterize such an information economy. Each layer illustrates the 
respective business motivations in the new information economy and reflects the commercial oppor
tunities and challenges. Businesses transform to meet the needs of the information economy, so as to 
maintain their competitive advantages. The four layers are: the infrastructure layer, the applications 
layer, the intermediary layer and the e-Commerce layer.

The infrastructure layer
This layer consists of enterprises that supply products and services that aid the development of a 
network infrastructure based on the Internet. The infrastructure comprises Internet backbone and
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service providers, networking hardware and software, server and PC manufacturers and security 
suppliers. These parties support the basic components of business transmission and provide the 
capability to process information.

The applications layer
The components of the applications layer are developed as the existing Internet protocol is built on to 
satisfy certain business uses, such as on-line business activities. They include parties such as Internet 
consultants, e-Commerce applications, multimedia applications, Web-development software, search 
engine software and on-line training.

The intermediary layer
Intermediaries in on-line business smooth and augment the market and transaction process by bringing 
together buyers and sellers through networks. They enable applications and infrastructure to be trans
lated and used in business transactions. Examples of intermediaries are on-line travel agents, on-line 
brokers, on-line libraries, media publications providers and on-line advertising and electronic auctions.

The e-Commerce layer
This layer represents the transactions of goods and services between businesses and consumers over the 
Internet. It includes electronic retailers, manufacturers selling on-line, fee/subscription-based enter
prises, on-line entertainment and professional services.

Enterprises are not normally limited to a particular layer; instead, they operate across different layers. 
As technology and commercial activities converge, the above model conceptualizes the development of an 
emerging Internet ecosystem, which becomes the backbone of the information economy. It signifies the 
evolution of the electronic business models in the development of on-line commerce. Figure 16.1 shows 
the conceptual model of commercial activity that characterizes the information economy.

E-COMMERCE

Intermediary

Applications

Infrastructure

Figure 16.1 Layers in an information economy.
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The information economy represents a fundamental change in the business environment globally. 
Its evolution is largely based on the impact of information and communication technology (notably 
through the development of the Internet) on commercial activity. The result is a reorganization of 
economic activity involving increased use of information as a key resource and the wider deployment 
of technology. E-Commerce has become the integral part of the information economy, meaning that 
all aspects o f business need to be redesigned. Existing businesses need to review their business processes 
and explore how these could be improved by using the latest technologies. This chapter focuses on the 
impact o f e-Commerce and the implications for auditors.

The Nature and Development of e-Commerce
Following on from the conceptual framework o f the information economy, e-Commerce activities can 
be regarded as an integral process of the modern economy, which combines the layers o f infrastructure, 
applications and intermediaries to achieve the optimum performance of business transactions. 
E-Commerce has tremendous scope for strategic impact across an enterprise. The extent to which it 
is adopted across functions depends on the form and nature of the enterprise and the commercial 
environment within which it operates. The functions affected by e-Commerce may include product 
development, resourcing, promotion, marketing, sales, contracting, financing, transaction processing, 
system procurement, transport and logistics, accounting and administration, financing, reporting and 
insurance. Thus, to appreciate its impact, we must understand the strategic implications of 
e-Commerce.

The core of e-Commerce lies in its commercial transaction cycle. Surrounding this core is the use of 
electronic methods to advertise and promote products, the facilitation of contracts, market intelligence 
and sales support. The full development of e-Commerce requires giving users certain guarantees in 
respect of privacy, information security and integrity.

Managers of organizations need to assess the strategic impact of e-Commerce. They must possess 
the business knowledge that helps them to assess the best strategy as well as gauge the knowledge of 
competitors and the changes in the markets. They will rely on the following core information resources 
to identify the relevant strategic implications:

• Human resources and management embody corporate knowledge, intellectual property and project/ 
product-based knowledge. Having knowledge of its human resources can help an entity formulate 
policies relating to its workforce, skilling, staff recruitment and retention policies and supporting 
structures.

• Market and product knowledge encompasses knowledge of the value chain concept, production 
costs, productivity, competitive dynamics, partnerships, market locations, operational strategies 
and workplace support.

• Infrastructure and structural support comprises support activities used in Porter’s value chain.3 An 
entity’s infrastructure includes firm infrastructure such as accounts, finance and quality manage
ment; technology development and procurement; physical processes such as inventory; data storage; 
product development; hardware, software and electronic data links; and security systems.

• The customer/supplier element concerns all the entity’s interactions with customers, prospective 
markets, suppliers and banks, along with its relationship enhancement programmes and databases.
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E-Commerce builds on the structures of traditional commerce by adding the flexibilities offered by 
electronic networks. In turn, electronic networks create new opportunities so commercial transactions 
can be conducted more efficiently, involving more interactive activities among interested groups and 
using more innovative processes. This section discusses the nature and development of e-Commerce 
with a view to identifying the implications for auditors.

The evolution of e-Commerce
With its fast-developing features, e-Commerce has evolved through many forms and there is little 
agreement on what constitutes it. For some time, large business enterprises have used e-Commerce to 
conduct their business-to-business (B2B) transactions. Electronic data interchange (EDI) on private 
networks began in the 1960s, and banks have been using dedicated networks for electronic funds 
transfer (EFT) for almost as long. Flowever, with the increased awareness and popularity of the 
Internet, e-Commerce now also encompasses individual customers in business-to-consumer (B2C) 
transactions with businesses of all sizes.

E-Commerce can be defined as the use of electronic networks to facilitate commercial transactions. 
It includes:

• On-line purchasing of tangible and intangible products, including on-line ordering (with or without 
on-line access to catalogues) and direct delivery to the customer, bypassing traditional retailers. Such 
activity includes the direct sale of intangible and digitized content of items where payment and 
delivery are made via the personal computer at home.

• On-line advertising and marketing for purposes of promoting sales.
• Fund management and transfers via the Internet.
• On-line transactions and information transfers between information aggregators and intermedi

aries, including business-to-business transactions.
• On-line catalysts for commercial transactions such as telecommunications systems, facilitating 

hardware and software, Internet access services, information accreditation agencies and on-line 
service providers.

Specific themes in e-Commerce
To help managers evaluate their business positions, Merrill Lynch identified specific themes that tend 
to characterize electronic marketplaces.4 These themes can be described as improved customer status, 
low entry barriers, the disintermediation of business processes and the scaling of matters. Let us look at 
these in more detail:

• Customers are powerful on the Internet because they can gather and demand information about 
rival products.

• Entry to the market is relatively easy, although a real cost is the cost of sustainable development.
• Intermediaries, such as the distributor, can be easily eliminated, to be replaced by new informedi- 

aries, who find products and aggregate resources for potential customers.
• Because the incremental cost of the incremental transaction is negligible, matters are scaled to allow 

for the incremental transaction.
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Different business m odels o f  e-C om m erce
There are broadly two types of e-Commerce: business-to-business and business-to-consumer. For 
purposes of simplicity, we will not discuss the regulatory aspects, such as on-line filing of tax returns.

Business-to-business applications include the sell side where goods or services are sold to business 
customers to create revenue. These applications provide the capability to integrate inventory and 
production systems with ease of use and access. The buy side focuses on helping enterprises make 
procurements and these applications are designed primarily for internal staff so they can process 
spending and acquisitions more efficiently. Marketplace applications bring together both sell and buy 
sides using a community of network and common resources.

Business-to-consumers commerce is considered secondary to business-to-business commerce in 
terms of volume. The impact of business-to-consumers applications can be seen in the volume of digital 
content available free of charge to the public. The offer of on-line content is mostly a complement to 
the physical form of businesses, with some providers offering additional advantages from on-line 
transacting. Common applications are travel reservations, banking, insurance, on-line securities trad
ing and investment, and retail such as books, compact discs, apparel and cars. However, in many cases, 
e-Commerce in consumer markets encounters impediments to its growth, including concerns regarding 
the security of payment, the potential for fraud, the privacy of personal data and problems in assessing 
on-line merchants. The takeup in the market for business-to-consumer transactions has been slow, and 
its future development depends on a maturing of a generation who possess a strong familiarity with 
information and communication technologies.

Disintermediation and the emergence o f informediaries
The Internet can effectively remove bottlenecks (as represented in the past by intermediaries such as 
distributors), so it stimulates disintermediation by decreasing search costs, reducing user entry barriers 
and automating activity. Enterprises are bypassing the need for sales representatives and costly house 
calls; for example, Encyclopaedia Britannica effectively disintermediated its door-to-door sales force 
when it offered its product over the Internet. Internally, people can share information and corporate 
knowledge more readily and act on it more quickly through the Internet and intranet. Consequently, 
adjusting systems to take disintermediation into consideration may prove essential to sustaining a 
competitive advantage in the long term.

On the other hand, there is also the emergence of reintermediation -  an altered model of inter
mediation that uses the critical mass concept of information aggregators and providers (called ‘infor
mediaries’). An informediary is a Web site that provides specialized, up-to-date information on behalf 
of producers of goods and services and potential customers. Informediaries gather, analyse and 
redistribute information using information and communication technologies. They create new services 
and add value to potential information users. They may even be able to organize exchanges and resales, 
on-line auctions and so on. Banks, travel agents and airlines, music stores and large publishing 
organizations offer services for sale as well as informediaries.

Small and medium-sized enterprises
Small and medium-sized enterprises (SMEs) are usually more innovative in applying e-Commerce 
models. There are two kinds of SMEs in terms of e-Commerce applications: (i) those SMEs whose
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existence depends on the Internet and, therefore, that generate all their sales and customer commu
nications through this medium; and (ii) those that are experimenting with the new distribution channel 
as a means of complementing their existing capabilities. Typically, SMEs face many problems in 
implementing and developing new technological systems. The most significant issue of implementation 
is the sheer cost of investment. Other problems include cultural factors (especially for family businesses 
that are used to doing business in conventional ways), the cost of and changes in infrastructure, the 
divergence of business applications and technology, a lack of knowledge and awareness, the uncer
tainty of benefits, the nature of the products to be sold on-line, a lack of maturity of e-Commerce, 
security, the absence of a legal framework concerning e-Commerce, the cost of consumer access and 
the lack of human resource.

as LEARNING CHECKw----------------------------------------------------------------
• The information economy does not only concern technology, but also the use of information and 

communication technologies in business processes, including a continual growth of innovative 
methods.

• The conceptual model of the information economy consists of four key layers: the infrastructure 
layer, the applications layer, the intermediary layer and the e-Commerce layer. The e-Commerce 
layer combines all aspects of the information economy and uses both internal networks (intranets) 
and external networks (the Internet).

• To identify the relevant strategic implications, e-Commerce relies on core information resources 
such as those concerning human resources, management, market and product knowledge, infra
structural supports and customer/supplier relationships.

• The implementation of e-Commerce involves many strategic issues, which include satisfying various 
corporate objectives or incentives, identifying the extent of intermediation required, selecting 
different business models, and understanding the costs, constraints and benefits for the business 
concerned.

E-Commerce -  Audit and Assurance Services
In identifying the nature and extent of audit in an e-Commerce environment, we will consolidate the 
earlier discussions concerning the business process and strategies of e-Commerce. Figure 16.2 denotes 
an e-Commerce environment with the relevant business processes and related audit and assurance 
services. There are many in the accounting profession who see the development of wide-ranging 
applications of e-Business as providing an expanding opportunity in the demand for audit and 
assurance services. In the United States, the American Institute of Certified Public Accountants 
(AICPA) has set up a ‘Vision Project’ to identify emerging opportunities for audit and assurance 
services in the e-Commerce environment.
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Figure 16.2  An e-Commerce environment analysis.

An e-Commerce environment
An e-Commerce transaction can be effected through four main steps: information sharing, on-line 
submissions, fulfilment, and service and support. Each step involves a part of the business strategy and 
an operational process.

Information sharing
This step involves using the entity’s infrastructure or information systems to address the goals of the 
entity and its customers. An enterprise can use the Internet to provide information about its products, 
services and related news, while also learning about its markets. On the other hand, this is the initial 
stage when customers get to know about the entity and its products. A large number of Web sites 
are aimed at the general public but a significant number of sites are aimed at business markets.
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Intermediaries or informediaries and brokers often offer sites that allow buyers and sellers in a 
particular market to interact, trade information, bid and make sales.

Business processes and strategies
The entity designs a Web site, including a Web page, survey/enquiry forms, e-mail services that use 
network communities, and data monitor systems that track and follow up visitors and enquiries. It can 
identify its own niche market by gathering competitive information, evaluating the various incentives 
for embarking on e-Commerce activities and developing its implementation strategy.

On-line submissions
This step involves potential customers electronically ordering either through the Internet or by e-mail. 
Thus, on-line submission refers to the ordering stage or transaction initiation stage. The entity gathers 
electronic forms (order forms) or digitized information. The Web site maintenance and support 
systems must be reliable to handle electronic forms and the information secured therein. Other Web 
sites and intranet (if applicable) search engines may also be incorporated within the Web site, and the 
reliability of these links is essential to ensure that promotional and personal information is kept intact.

Business processes and strategies
The on-line submission and ordering process signifies the first impression of the entity for customers. 
The entity must adhere to the concept of customer focus when using its intelligence on market drivers, 
ascertaining the level of shared knowledge, assessing the possibility of alliances and enhancing 
relationships with external parties. Moreover, this is the initial stage of a transaction and must be 
supported by sound communication technology.

Fulfilment
This step involves confirming orders, delivering goods and ensuring payment on accounts. This part of 
e-Commerce activities is very much related to the effectiveness and efficiency of the entity’s internal 
control systems. The entity has to confirm transactions with customers; update and interrogate the 
inventory database and customer database; use EDI to communicate with shippers, suppliers and 
distributors; provide delivery schedules; and print pro-forma invoices and delivery notes. In some cases, 
the entity may need to prepare banking instructions and details to set up direct debits/credits. Other tasks 
may be the preparation of daily/weekly reports of sales/purchases activities and the updating of account
ing records.

Business processes and strategies
The entity must be able to maintain effective logistics management methods, cross-functional proce
dures and sufficient internal controls to minimize risks and to use EDI to interact with the bank 
regarding secured information.

Payment over the Internet is the most fluid and fast-developing aspect of e-Commerce. Consumers 
and businesses can use credit cards, electronic cheques, digital cash (micro-cash) or electronic transfers 
to make payments. EDI is one technique, while some suppliers offer commerce-server software 
specifically designed to handle accepting Web payments. Security and controls are the key issues in 
the fulfilment stage of an e-Commerce transaction.
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This step entails a range of activities by the entity to monitor and use the corporate knowledge and 
experience about customers, products, discrepancies in systems, customer services and maintenance. 
The supplier may enter into contracting arrangements with other businesses or customers as a part of the 
maintenance service. Otherwise, technical notes to track the features of ‘frequently asked questions’, 
common complaints, product shortages and discrepancies can be built in for product development 
projects. Enterprises often use maintenance and support services to enhance customer relationships.

Business processes and strategies
E-Commerce systems should interface with corporate strategies regarding knowledge management, 
resource planning and customer relationship management. Management should continually monitor 
the features and performance of e-Commerce activities, because opportunities and threats are changing 
rapidly-an environment that results from the development in information and communication technology.

Audit and assurance services
Electronic commerce provides organizations and enterprises with new tools and techniques for redu
cing costs, communicating more effectively, promoting and increasing sales, and improving opera
tional efficiency and effectiveness. To keep pace with the electronic revolution in business, auditors 
must acquire an understanding of new technologies. New audit approaches should be developed to 
ensure the enterprise’s e-Commerce objectives are achieved in an adequate manner. For independent 
auditors, an entity’s e-Commerce environment will most likely require electronic audit tools. Audit 
plans must be developed with a clear understanding of the e-Commerce characteristics and their 
limitations. Internal auditors, on the other hand, must be fully involved in the e-Commerce system 
from the outset of implementation to maintenance and support. Both types of auditor are also 
concerned with the reliability of the management and financial reports generated on the 
e-Commerce transactions.

The e-Commerce environment opens up enormous opportunities for professional accountants in 
the range of assurance services they can provide. Types of audit and assurance services related to the 
e-Commerce environment are described below. Note, however, that the following discussions pertain 
to professional services whose scope is beyond the financial statement audit.

Risk analysis
Enterprises and organizations may choose to participate in different levels of e-Commerce activities. 
Lower involvement is about a basic network presence, entity promotion, and presales and postsales 
support. These services often rely on Web hosting services, which are convenient and cheap for small 
enterprises. They typically provide the speed, reliability and scalability of the powerful Web servers but 
with minimal administrative support. The more advanced e-Commerce services are used by expanding 
enterprises that are concerned with building a customer base and retaining relationships with existing 
customers. Control systems, technical support and an understanding of the technical aspects, together 
with legal and cultural developments, are essential.

At the information sharing stage, a professional accountant may add value by conducting a risk 
analysis. Security and operational issues are the key aspects of risk analysis. An enterprise initiating an

Service and support
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e-Commerce system must determine how it is going to assure the confidentiality of information such as 
prices, inventory quantities and other trading data of value to competitors. The integrity of the 
transaction details must be maintained so only authorized personnel have access to the identity of 
customers and users and so the transmission of data is secured and not vulnerable to tampering.

The key operational concern is that investment in e-Commerce should be justified from a cost and 
strategic perspective. Web site design issues such as speed, currency of information, follow-up of 
enquiries, excessive information, lack o f resources and an inability to protect customers from intruders 
are the related risks. E-Commerce risks can be classified to include: strategic risk, economic risk, 
reliability risk, disruption risk, image risk, legal risk and moral risk. Strategic risk concerns the use of 
the Internet to gain a competitive advantage. Economic risk refers to the justifiable returns on the cost 
of investment in e-Commerce. Reliability risk is about the adequacy of a well-tested and monitored 
e-Commerce system. Disruption risk relates to the probability of the integrity of the system being 
disrupted. Image risk arises from the fear of hackers vandalizing the Web sites and requires proof that 
security measures are competent and protected. Thus, legal compliance and attention to staff cap
ability are necessary to overcome such risks in implementing e-Commerce.

System selection  an d  ju stification
The professional accountant or auditor should be involved during the early stages of the e-Commerce 
project by performing reviews of the proposed internal control systems, carrying out pilot tests, 
assessing the e-Commerce business model and participating in project management. Specific areas 
for assessment include the proposed communication system, the network data generation and main
tenance system, access controls, change authorization and controls, physical controls and contingency 
planning. In reviewing the possible e-Commerce business models, the professional accountant should 
ensure that the financial and operational feasibility o f the proposed initiatives have been well 
researched and that the model details the financial resources needed to implement the staffing, 
technical and equipment requirements. The business model should also identify the strengths and 
weaknesses (or risks) of e-Commerce, detailing the changes that the business processes will undergo 
and the expected timing or staging o f those changes. The model should also consider working 
conditions, job specifications, and the physical layout o f office and operational areas. The professional 
accountant should assess how well the emerging e-Commerce model will interact with future business 
models or existing ones during the transitional period.

Project management tasks should include verifying that the organization has established a skilled 
project team representing the entity’s and information technology personnel. The team must have a 
thorough understanding of the legal and security implications of the proposed system. Interactions with 
other business partners may also be essential when shared knowledge and linked networks are involved.

C u stom er service
Interactions with customers are an essential part of e-Commerce. Applications should be as self-service 
oriented as possible. Customer service may include users’ ability to:

• review the customer database to identify changes in personal information, banking instructions and 

so on;
• enter their own orders and receive confirmations;
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• carry out claims on-line speedily;
• propose changes to delivery dates and order quantities, with amended confirmations;
• review the transaction/account status;
• check shipment details;
• access accounts receivable details;
• search for, request and download on-line information and documentation;
• download reports.

The system should be able to review pricing and other procedures for follow-up inquiries by 
customers.

Security reviews
The professional accountant carrying out security reviews should examine procedures surrounding the 
confidentiality of data, transmission of information, periodical reconciliation procedures, authenticat
ing procedures and the arrangements with outside contractors such as information aggregators and 
brokers. He or she should also conduct server security reviews. Web-based information may be 
certified using products such as Webtrusts. The examination of on-line security is an ongoing proce
dure, which sometimes becomes part of the on-line auditing.

On-line au dits
The professional accountant may provide on-line audit. Such an audit evaluates the likely acceptance 
of on-line sites or services among targeted users. It includes:

• on-line market analysis and overview;
• marketing and communication goals implementation;
• technology evaluation;
• on-line content audit;
• target audience identification and analysis;
• site upgrade and enhancement recommendations;
• ongoing competitive analysis;
• traffic monitoring and server log analysis.

The components of an on-line content audit comprise the review of the content or service offering, 
review of the com petitors’ content or service offering, a site review with the entity, a jo int audit with a 
review questionnaire and recommendations for content or service improvements.

An on-line audit is appropriate both before and after a Web site for on-line service is built. 
It involves checking each on-line activity against set goals to provide for specific and actionable 
recommendations in terms of communication, security and customer relationships.

The on-line auditor should be familiar with software copyright information and ensure compliance 
achieved. Audit software is available in the market for auditors to integrate entities’ systems with 

that of the auditor’s so they can interact on-line. Based on M icrosoft Access, Audit Leverage is an 
example of a package designed for internal auditors. This audit software enables all audit work to be 
done on-line.
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The professional accountant’s review should confirm that the enterprise is monitoring its Web site 
performance in terms of criteria such as download time, transaction time, availability and access. 
Errors such as failed connection, missing information or pages and broken links must be listed and 
investigated. The accountant may use or prepare comparative Web performance statistics to evaluate 
overall performance. Also relevant is a review of other Web information to ascertain its currency, the 
accuracy of management reports and data for analysis. The accountant may recommend a reference 
material repository. This is a part of the Web site that contains information related to the business cycle, 
econometric reports and forecasts, industry trends, media releases and/or links to other relevant Web sites. 
The presence of the repository may enhance customer relationships and maintain competitive advantage.

Internal control au dit
This is a typical audit examination of the adequacy of internal controls within the e-Commerce 
environment. The audit may encompass the control environment, the control features relating to 
transaction details and transmission security, risk assessment and controls to minimize such risks, 
information and communication technology, and the competency and sufficiency of human resources. 
The approach to this audit is similar to that for normal business, only the audit or examination focuses 
more on the risks associated with e-Commerce.

Continuous au d it
Continuous auditing was named one of the top five emerging issues for 1999, selected by the task force 
charged with defining the American Institute of Certified Public Accountants’ Top Technology Lists.5 
The electronic revolution has created a demand for more timely assurance on a broader range of 
information than that provided by the annual audit of historical financial statements.

In a continuous audit, entity information would be released in a very short time frame (via the 
Internet) and audit reports on that information would follow the release of the information almost 
immediately. Thus, a continuous audit is a process or method that enables independent auditors to 
provide written assurance on a subject matter using a series of auditors’ reports issued simultaneously 
with, or a short time after, the occurrence of events underlying the subject matter. It would be 
conducted on continuous financial and nonfinancial information made available to users in formats 
defined by management.

Auditors could be requested to audit continuously and report on:

• financial statements available on demand via a Web site
• specific financial information in conjunction with a debt covenant agreement
• compliance with published policies and practices regarding e-Commerce transactions (for example» 

reliance on secure encrypted systems for credit card processing)
• the effectiveness of controls operating in key systems or processes.

A continuous audit presents a number of auditing issues. There would be little time for the auditors to 
gather audit evidence in verifying and substantiating the subject matter(s) concerned. The auditors

Maintenance and monitoring
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could not rely on normal audit procedures such as obtaining independent confirmations and addres
sing material misstatements, so a reliable and well-controlled application system would be vital. The 
auditors would have to employ fully automated audit software such as IDEA or ACL to read, 
manipulate and generate the information required. Other conditions necessary to ensure a successful 
continuous audit would be:

• effective communication (and technology) between the entity and the auditors
• prior agreement as to the form, content and scope of the audit
• a sound knowledge by the auditors of the operating systems employed by the entity.

The above discussion examined the e-Commerce environment in terms of the implications of 
e-Commerce and the related strategies and business processes. The above introduction to 
e-Commerce audit and assurance services enables the emerging role of rhe accountant in this environ
ment to be appreciated.

Audit Risk and Control Considerations
In view of the increasing likelihood that auditors will be working in an Internet-driven environment, 
this section offers a framework for the conduct of auditing and assurance services in e-Commerce. IAPS 
1013, Electronic Commerce -  E ffect on the Audit o f  Financial Statements, provides the backbone of 
this section. It describes the skills and knowledge required of auditors in establishing the knowledge of 
the business and its internal control and assessing the risks of material misstatements.

The key audit planning procedures identified in Chapter 6 apply in an e-Commerce environment. 
Where other parties are involved (for example an outsourced parry in the electronic transaction cycle), 
further considerations will be necessary to evaluate the security infrastructure.

IAPS 1013 identifies five areas of concern for the auditor. They are: skills and knowledge, knowl
edge of the business, risk identification, internal control considerations, and the effect of electronic 
records on audit evidence. Each of these areas is discussed below.

Skills and knowledge
In planning the audit where e-Commerce has a significant effect on the entity’s business, the auditors 
need to consider the required information technology and Internet business knowledge, which involves:

• understanding the impact of the entity’s e-Commerce strategy and activities, the technology used 
and the risks involved on the financial statements

• determining the nature and extent of audit procedures and the methods used to evaluate audit 
evidence

• considering the extent of e-Commerce activities and their potential risk on the entity’s ability to 
continue as a going concern.

If the auditors decide to use the work of an expert, for example regarding IT security and controls, such 
work must be adequate and sufficient for the purposes of the audit. ISA 620 , Using the Work o f  an
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Expert, should be used as a guide. The auditors should integrate, if necessary, the work of the expert 
within their own tests and establish supporting procedures to minimize risks identified through the 
expert’s work.

Knowledge of the business
The auditors should obtain sufficient knowledge of the entity’s e-Commerce business, so that they can 
identify and understand the events, transactions and practices which may have a significant impact on 
the financial statements. These include the entity’s:

• business activities and industry
• e-Commerce strategy
• extent and risks of e-Commerce activities
• outsourcing arrangements.

The auditors should assess the model and extent of the entity’s e-Commerce activities as described in 
the previous section of this chapter. Industries such as computer software, securities trading, travelling, 
banking and advertising are more likely to have extensive Internet activities. The geographical and 
operational aspects of e-Commerce activities should also be ascertained to identify regulatory risks, 
systems risks and so on. The entity’s e-Commerce strategy may affect the generation and adequacy, 
completeness and reliability of the accounting records. The auditors should assess how the IT strategy 
is aligned with the business overall strategy, sources of support and revenue, management evaluation 
of risks and revenue, development of e-Commerce systems, identification of risks and risk-manage- 
ment policies and management’s commitment to best practice.

The extent of e-Commerce activities affects the nature of risks. At the lowest level, Internet use may 
simply involve a company Web site containing information about the company and its products and 
services. A company may add to this information exchange with customers and trading partners and 
product search facilities. A further step in Internet use is to transact business and at its most sophisticated 
level this includes full integration of e-Commerce with business systems (including access to databases, 
to information about products and prices, the availability of inventory and so forth) and the ability of 
customers to effect changes to those systems by initiating a transaction. At this stage the security 
infrastructure and related controls should be expected to be far more complex, extensive and integrated. 
Development of new activities should be aligned with existent systems to minimize system failures.

Where outside parties are involved, such as Internet service providers (ISPs), application service 
providers (ASPs), data hosting agencies or other intermediaries, the auditor should observe the 
requirements of ISA 402 , Audit Considerations Relating to Entities Using Service Organizations. 
ISA 402  requires auditors to consider how an entity’s use of a service organization affects the entity’s 
internal control so as to identify and assess the risk of material misstatement and to design and perform 
further audit procedures. The significance of the service organization to the entity and relevance to the 
audit must be established. The following factors should be considered:

• the nature of the services provided by the service organization;
• the terms of contract and relationship between the entity and the service organization;
• the extent to which the entity’s internal control interact with the systems at the service organization;



e-Commerce and auditing

• the entity’s internal control relevant to the service organization activities such as:

-  those that are applied to the transactions processed by the service organization;
-  how the entity identifies and manages risks related to use of the service organization;

• the service organization’s capability and financial strength, including the possible effect of the failure 
of the service organization on the entity;

• the information about the service organization such as that reflected in user and technical manuals;
• the information available on controls relevant to the service organization’s information systems such 

as general IT controls and application controls.

In developing the audit strategy the auditor may rely on the internal controls of the service organization 
only once they have been satisfactorily assessed and tested. The auditor may also be able to rely on the 
report of the service organization’s external auditor on the service organization’s processing system. 
The report may be one of two types:

• a basic report on suitability of design; or
• a report on suitability of design and operating effectiveness (based on the results of tests of control).

The second type of report may support an assessment of control risk at a lower level.
The IAASB has issued ED ISA 402, (Revised and Redrafted) Audit Considerations Relating to an 

Entity using a Third Party Service Organization. This further emphasizes the importance of the risk 
attaching to an increasing number of entities using service organizations and the impact on the 
auditor’s approach, particularly with regard to internal control and the auditor’s reliance on it.

Risk identification
The business risks identified in IAPS 1013 include:

• loss of transaction integrity resulting in loss of audit trail;
• security risks such as virus attacks or e-frauds;
• improper accounting policies relating to, for example, Web site development expenditure, recogni

tion of revenue relating to Internet sales and cutoff;
• noncompliance with taxation and other regulatory matters such as privacy issues and legal protec

tion requirements across international boundaries;
• failure to ensure contracts evidenced only by electronic means are binding;
• overreliance on e-Commerce when placing significant business systems or transactions on the 

Internet;
• systems and infrastructure failures or breakdowns.

Related controls over the systems infrastructure are, therefore, important. These include:

• authentication or identity verification of customers or authorized entries
• agreement to specified terms of delivery, trading processes, dispute and credit arrangements, pay

ment forms and secure credit facilities
• privacy and protocol protection.
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The auditors need to judge if the protection and controls in place are comparable to the complexity and 
requirements of the e-Commerce platform. Moreover, the auditors should be familiar with the legal and 
regulatory issues relating to the entity’s business. While there is not yet a comprehensive international 
legal framework for e-Commerce, the recognition of e-Commerce transactions varies in different jur
isdictions. The auditors should consider the factors that might give rise to e-Commerce taxes and other 
legal issues, including the place of registration of the business, the location of the Web server, the place of 
supply of goods and the delivery location of the customers. The auditor should also consider other legal 
pronouncements such as privacy law, the enforceability of e-contracts, Internet gambling regulations, 
money laundering and intellectual property rights. ISA 250, Consideration o f  Laws and Regulations 
in an Audit o f  Financial Statements, should be used in the planning and performance of an audit.

Internal Control Considerations
ISA 315, (Redrafted) Identifying and Assessing the Risks o f  Material Misstatement Through 
Understanding the Entity and Its Environment, requires the auditors to obtain an understanding of 
the business and its internal control. This understanding is then used to assess the risks of material 
misstatements and the effectiveness of the design of internal controls to prevent or detect such 
misstatements. ISA 330, (Redrafted) The Auditor’s Responses to Assessed Risks, requires the auditor 
to determine overall responses to assessed risks at the financial statement level and design and perform 
further audit procedures to respond to assessed risks at the assertion level. Overall responses would 
include considering the significance of the level of engagement with and dependence on, IT facilities 
(including for example e-Commerce activities and the use of service organizations), the assignment of 
staff with appropriate skills and experience, the use of experts in accordance with ISA 620 , the 
potential use of work of the internal audit function in accordance with ISA 610; and, fraud. At the 
assertion level, the auditor’s understanding and risk assessment procedures are then used to plan the 
audit and to determine the appropriate strategy for each assertion. In view of the highly automated 
procedures and the lack of valid audit trail, auditors may choose a predominantly substantive 
approach to the audit of transactions associated with e-Commerce. Alternatively, in view of the high 
volume of e-Commerce activities, auditors may choose to test controls with the assistance of computer- 
assisted audit techniques (CAATs) and to adopt a lower assessed level of control risk audit strategy. 
Relevant control considerations are considered below.

Security controls
The security of transactions through the Internet should be established by the implementation of 
various security measures. The types of security infrastructure include:

• Logical and physical security measures such as firewalls, encryption, physical controls over pass
word issues, authorization and so on. The IBM  SecureWay Firewall version 4.1 for Windows NT, 
for example, offers a combination of advanced e-mail protection features alongside other firewall 
architectures (such as filtering, proxy and a circuit level gateway), to provide customers with a high 
level of security for controlling communication and business.

• Internal and external security measures (the latter relating to interfaces with external parties, 
Internet security and virus protection).
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• User profiles, including authorization and review procedures for users, password security and 
logical controls over access.

• Information protection, which relates to all measures used to safeguard the integrity of files, virus 
protection, transmission security and programmed controls such as check digits and reasonableness 
checks.

• Privacy issues relating to customer information.
• Potential liabilities arising from a breach of legislation, copyright issues and so on.

The auditors consider the various security measures to ensure that the controls are properly incorpo
rated within the e-Commerce system. The entity’s information technology staff must carefully monitor 
additional interface controls between the Internet and intranet, along with the entire e-Commerce 
design. The auditors may be involved in the development and design of the system with management to
ensure proper safeguards are incorporated and documented.

Transaction integrity
The security infrastructure described above considers the information sharing and monitoring aspects 
of the e-Commerce environment, while controls relating to transaction integrity safeguard the ordering 
or transaction initiation stage and the execution or fulfilment stage. Transaction integrity relates to the 
completeness, accuracy and reliability of the information provided for recording and processing 
financial records and annual financial statements.

Systems controls for transaction integrity include:

• controls for remote locations (controls on ordering, delivery, authorization procedures and the 
accuracy of information);

• identity controls for authorized personnel or businesses;
• processing controls to ensure the completeness and accuracy of transactions and to identify

irregularities;
• records controls such as reconciliations between systems and subsystems, timely and accurate 

reporting, and distribution controls;
• monitoring procedures to ensure all discrepancies are followed up immediately and resubmissions 

are processed;
• authenticity, accuracy and reasonableness controls on the customers’ database, inventory levels, 

catalogues and prices and so on, which should be similar to normal computer information system 
controls.

Process alignm ent
The auditors are concerned with the alignment process between the on-line shopfront and the internal 
reporting systems (or the back office systems) so that Internet transactions are captured accurately and 
completely in the entity’s reports. The auditors should ascertain, for example when a transaction takes 
place through the Internet and is subsequently recognized in the system. They will need to review any 
disputed transactions and follow up system changes. Training of information technology staff for both 
on-line operations and hack office systems is essential.
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insiders or ex-employees. Some experts consider that organizations face greater risk from the fraudulent 
acts of their own employees or former employees with knowledge of their systems.

In a publication by KPM G, a number of factors were cited as giving rise to the increase of 
e-Commerce frauds. These include:

• poor security of access devices and passwords
• the ease with which valuable products and funds can be moved around the globe
• the breakdown of traditional internal controls which were replaced by poorly understood systems 

controls
• the growing acceptance of certain levels of fraud in doing business.

KPMG also listed a number of e-frauds and suggested mitigation strategies. These are summarized in 
Table 16.2.

Table 16.2 Common e-frauds encountered by businesses

E-FRAUD TYPE DESCRIPTION MITIGATION STRATEGY

False Internet 
shopfront

False Web site offerings that can only accept orders upon 
credit card details. Fraudsters process credit cards and 
close down site before investigation.

Verification of supplier before making purchase.

Trafficking in credit 
card numbers

Increased amount of trades in credit card details easily 
spread in the Internet, and small amount not requiring 
authorization is a major threat.

Anti-fraud systems to detect unusual spending 
pattern by card holder; validity of card number checks.

Fictitious merchant Fraudster establishes a merchant facility with the bank or 
credit card service, then processes claims for goods 
purchased using stolen or fabricated credit card 
numbers.

Verification of bona fide applicants for new merchant 
facilities by banks.

Fraudulent 
purchase orders

Fictitious orders for the supply of goods or electronic 
transfers of valuables, with a stolen credit card and a 
false address.

Verification of identity of customers by e-tailers.

Privacy Purchasers of downloadable product can electronically 
copy the purchased item and offer it for resale.

Electronic security, hardware solutions, dial up 
password, and so on should be used.

On-line funds 
transfer

An employee who gains access to on-line banking 
system of employer and transfers sums to accounts 
controlled by him/her.

Compliance procedures with ID and password for 
on-line banking, regular audit of compliance and 
investigation of breaches. Daily bank reconciliation.

Internet banking 
fraud

Fraudsters gain access to individual banking facilities 
and transfer funds to a controlled account.

Strict confidentiality and security over banking details.

Source: Adapted from KPMG (2001) E-Commerce Fraud Uncovered. Fighting Fraud: Forensic Accounting. 9, 3-5.

Forensic auditing
Forensic auditing can be generally defined as the application of auditing to interpret or establish the 
facts in civil or criminal law cases.

The use of forensic auditing is particularly relevant to complex IT systems including e-Commerce 
activities. For example, a forensic audit is an effective investigative tool to help combat fraudulent
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jjpims. Such an audit investigates the causes and effect of possibly fraudulent activities or system 
jfrjlnres that may be the consequences of fraud. The forensic auditor looks for evidence of fraud, 
(ocuments system failures and identifies the extent of losses incurred. A forensic audit may be held in 
^sponse to a claim against an entity as a result of intentional or unintentional failures of e-Commerce 
Itansactions. Forensic audits can also be employed for an insurer to evaluate the liability of a claim (for 
Ixample a disability claim through a work-related accident or a system failure claim through a 
computer crash).

It is common for professional accountants to be engaged as forensic auditors in IT  environments 
and activities provided that they have the necessary IT  skills. Typical materials reviewed in a forensic 
audit concerning e-Commerce include all system documentation, log trailers, authorization signa
tories, transaction reports and registers.

The forensic auditor should be capable of understanding the network systems and should seek 
symptoms using specially designed programs (such as data analysis programs). A forensic audit 
involving the e-Commerce environment may feature:

• comparing employee e-mails and addresses, log-on times and messages
• searching for duplicate numbers on payments or receipts
• scanning lists of suppliers, customers and inventory movements
• analysing the sequence of transactions to identify the intervention by unauthorized personnel
• finding users of the same addresses and signalling phantom users.

A proactive, critical approach to controlling e-Commerce transactions is necessary to minimize risks. 
The forensic auditor may be able to identify suspicious matters in the process, but the skilful evaluation 
of the results will demand professional judgement, competence and experience.

LEARNING CHECK____________________________________
• Auditors must understand the implications of the e-Commerce transaction cycle, which includes 

information sharing, on-line submission, fulfilment of orders, service and support systems.

• Different types of audit and assurance service available for e-Commerce include those relating to risk 
analysis, system selection, customer service, security reviews, on-line audits on information quality, 
review of the maintenance and monitoring of e-Commerce systems, internal control audits and 
continuous audits.

• IAPS 1013 provides guidance on auditing in an e-Commerce environment and in the areas of the 
required skills and knowledge, knowledge of the business, risk identification, internal control 
considerations and the effect of electronic records on audit evidence.

• With the increasing concerns to combat cyber crimes, forensic auditing has been developed to 
investigate the causes and effects of electronic crimes, including cyber crimes. The auditor is 
experienced in identifying evidences to evaluate losses attributable to an identifiable occurrence of 
e-Commerce.
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The effect of electronic records on audit evidence
The verification procedures for transactions should include an examination of proper information 
policies and proper implementation of security controls to prevent unauthorized access or changes to 
the financial records. The auditors should consider the controls incorporated during system design -  
such as integrity checks, electronic date stamps using digital signatures, version controls on electronic 
evidence, and transmission controls on real-time transactions -  to ensure they are regularly maintained 
and periodically reviewed.

Audit and assurance issues
Owing to the nature of e-Commerce, auditors will consider other key issues that may have an impact 
on their approach to audit (and other assurance) engagements. These issues include:

• Information technology issues such as the technical competence of management and staff, the 
obsolescence of technology, system integrity and the overall complexity of the electronic environment.

• The combination of the components of internal control (the control environment, the risk assess
ment process, the information system, control activities and monitoring, as described in Chapter 7) 
in the e-Commerce system. It is important for the auditors to understand the information technology 
security and system controls to minimize risks.

• Frequent monitoring by management to ensure that irregular, improper, unusual and abnormal 
items are investigated, so the system can be improved and updated regularly. Furthermore, the entity 
may experience different types of problem in various sectors, or different rates of growth, so it needs 
to scale its e-Commerce operations and development to reflect the resources required.

• Management’s attitude to, awareness of, and actions regarding internal control and maintenance of 
the e-Commerce environment.

• System failures either at the organizational level or from outsourced operations, which may have a 
significant impact on the entity’s earnings and reputation. The auditors should consider the risks 
relating to the business continuity aspects of the e-Commerce environment.

• Matters such as those affected by disintermediation (for example, inventory held, overdue accounts, 
forecasts and budgets), the difficulties of relying on data produced for e-Commerce, and going- 
concern issues.

• Materiality issues, which involve not only quantitative measures but also qualitative matters. 
Auditors will consider the materiality of financial data on e-Commerce without traditional 
benchmarks.

• The fact that many e-Businesses report a financial loss during their initial stage of e-Commerce. The 
auditors should consider the economic impact of the e-Commerce activities, the integrity and 
reliability of the entity’s financial data, and the viability of maintaining continuous on-line activities. 
They must use professional judgement to assess the appropriateness of the going-concern assump
tions of the financial statements and the adequacy of disclosures.

Cyber Crimes and Forensic Auditing
The cyber world is a new arena for risk managers and businesses -  one in which the risks are unclear yet 
dwarf exposures in the physical sense. Distributed denial-of-service (DDOS) attacks, like the ones
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launched by hackers against Yahoo! and other sites in February 2000, are more than just tremendous 
business interruption losses. Such events are an emerging area of concern called downstream liability. 
Some of the new e-Commerce insurance policies offer coverage (up to US$25 million) at a price some
where between 2%  and 3.5%  of the limits purchased, yet the potential policy holder must undergo an 
extensive audit of its computer systems, networks, on-line marketplaces, security measures, and so on.

In this section we will offer a basic appreciation of (i) the extent and nature of electronic crimes 
that impose significant risks on e-Commerce activities, and (ii) the objectives of forensic auditing.

Cyber crimes and electronic crimes
The complexity of the information economy, the reliance of business on technology, and the increasing 
amount of interconnectivity among organizations are a result of and a driver for e-Commerce. These 
widespread developments have created opportunities for theft, fraud and other forms of exploitation 
by offenders both outside and inside organizations. As businesses grow, their networked systems 
become increasingly sophisticated and less dependent on human intervention. Monitoring individual 
behaviour becomes difficult and vulnerability to electronic crimes (e-crimes) grows as organizations 
are increasingly connected to, and reliant on, individuals and systems outside their control. M ost are 
alert to the risks posed by electronic viruses.

Denial-of-service attacks, including the launch of viruses, can be perpetrated internally or 
externally. They disable network and e-Commerce services. These attacks use the large-scale 
communications bandwidth of an intermediary to overwhelm their victims’ systems with mean
ingless service requests, thereby degrading or denying legitimate users any service. But criminals are 
doing much more -  everything from stealing intellectual property and committing fraud to unleash
ing viruses and committing acts of cyber terrorism in which political groups or unfriendly govern
ments disseminate crucial information. As the broadband technology catches on, the Internet will go 
from being the occasional dial-up service to being ‘always on’, much like the telephone. That 
concept may be beneficial to e-tailers, but could pose a real danger to consumers and e-Commerce 
activities.

Ernst &  Young, in an international survey conducted in October 1999, found that computer fraud 
was viewed as a threat to organizations more than any other type of fraud and 60%  of respondents 
feared that such fraud was likely or very likely to occur within their organization. The kinds of computer 
frauds that presented the greatest concern were those that involved manipulation of data records or 
computer programs to disguise the true nature of transactions, hacking into an organization’s computer 
system to steal or to manipulate business information, and unauthorized transfers of funds electron
ically. Similarly, KPMG, in a global e-fraud survey, found that 39%  of respondents said that security 
and privacy issues prevented their company from implementing an electronic commerce system. 
Seventy-nine per cent of respondents indicated that a security breach to their electronic commerce 
system would most likely result from a breach caused via the Internet or other external access.

Not all computer crimes are Internet related. E-crime perpetrators can be either external or internal, 
or they can be just computer-systems related. External attackers are either sophisticated ‘crackers’ who 
develop and use technology-based tools that facilitate illegal entry into a victim’s network system or 
other technologies, or just ‘cookbook’ crackers. (‘Cookbook’ crackers, who lack the knowledge, skills 
and abilities to create and use more sophisticated tools, seek out such tools to launch attacks.) Internal 
attackers, on the other hand, can include dissatisfied current employees working alone or with other
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insiders or ex-employees. Some experts consider that organizations face greater risk from the fraudulent 
acts of their own employees or former employees with knowledge o f their systems.

In a publication by K PM G , a number o f factors were cited as giving rise to the increase of 
e-Commerce frauds. These include:

• poor security o f access devices and passwords
• the ease with which valuable products and funds can be moved around the globe
• the breakdown of traditional internal controls which were replaced by poorly understood systems 

controls
• the growing acceptance o f certain levels of fraud in doing business.

KPMG also listed a number of e-frauds and suggested mitigation strategies. These are summarized in 
Table 16.2.

Table 16.2 Common e-frauds encountered by businesses

E-FRAUD TYPE DESCRIPTION MITIGATION STRATEGY

False Internet 
shopfront

False Web site offerings that can only accept orders upon 
credit card details. Fraudsters process credit cards and 
close down site before investigation.

Verification of supplier before making purchase.

Trafficking in credit 
card numbers

Increased amount of trades in credit card details easily 
spread in the Internet, and small amount not requiring 
authorization is a major threat.

Anti-fraud systems to detect unusual spending 
pattern by card holder; validity of card number checks.

Fictitious merchant Fraudster establishes a merchant facility with the bank or 
credit card service, then processes claims for goods 
purchased using stolen or fabricated credit card 
numbers.

Verification of bona fide applicants for new merchant 
facilities by banks.

Fraudulent 
purchase orders

Fictitious orders for the supply of goods or electronic 
transfers of valuables, with a stolen credit card and a 
false address.

Verification of identity of customers by e-tailers.

Privacy Purchasers of downloadable product can electronically 
copy the purchased item and offer it fo r resale.

Electronic security, hardware solutions, dial up 
password, and so on should be used.

On-line funds 
transfer

An employee who gains access to on-line banking 
system of employer and transfers sums to accounts 
controlled by him/her.

Compliance procedures with ID and password for 
on-line banking, regular audit of compliance and 
investigation of breaches. Daily bank reconciliation.

Internet banking 
fraud

Fraudsters gain access to individual banking facilities 
and transfer funds to a controlled account.

Strict confidentiality and security over banking details.

Source. Adapted from KPMG (2001) E-Commerce Fraud Uncovered. Fighting Fraud: Forensic Accounting, 9, 3-5.

Forensic auditing
Forensic auditing can be generally defined as the application of auditing to interpret or establish the 
facts in civil or criminal law cases.

The use of forensic auditing is particularly relevant to complex IT  systems including e-Commerce 
activities. For example, a forensic audit is an effective investigative tool to help com bat fraudulent
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claims. Such an audit investigates the causes and effect of possibly fraudulent activities or system 
failures that may be the consequences of fraud. The forensic auditor looks for evidence of fraud, 
documents system failures and identifies the extent of losses incurred. A forensic audit may be held in 
response to  a claim against an entity as a result o f intentional or unintentional failures of e-Commerce 
transactions. Forensic audits can also be employed for an insurer to evaluate the liability of a claim (for 
example a disability claim through a work-related accident or a system failure claim through a 
computer crash).

It is common for professional accountants to be engaged as forensic auditors in IT  environments 
and activities provided that they have the necessary IT  skills. Typical materials reviewed in a forensic 
audit concerning e-Commerce include all system documentation, log trailers, authorization signa
tories, transaction reports and registers.

The forensic auditor should be capable of understanding the network systems and should seek 
symptoms using specially designed programs (such as data analysis programs). A forensic audit 
involving the e-Commerce environment may feature:

• comparing employee e-mails and addresses, log-on times and messages
• searching for duplicate numbers on payments or receipts
• scanning lists of suppliers, customers and inventory movements
• analysing the sequence of transactions to identify the intervention by unauthorized personnel
• finding users of the same addresses and signalling phantom users.

A proactive, critical approach to controlling e-Commerce transactions is necessary to minimize risks. 
The forensic auditor may be able to identify suspicious matters in the process, but the skilful evaluation 
of the results will demand professional judgement, competence and experience.

[| LEARNING CHECK_____________________________________
• Auditors must understand the implications of the e-Commerce transaction cycle, which includes 

information sharing, on-line submission, fulfilment of orders, service and support systems.

• Different types of audit and assurance service available for e-Commerce include those relating to risk 
analysis, system selection, customer service, security reviews, on-line audits on information quality, 
review of the maintenance and monitoring o f e-Commerce systems, internal control audits and 
continuous audits.

• IAPS 1013 provides guidance on auditing in an e-Commerce environment and in the areas of the 
required skills and knowledge, knowledge of the business, risk identification, internal control 
considerations and the effect of electronic records on audit evidence.

• With the increasing concerns to com bat cyber crimes, forensic auditing has been developed to 
investigate the causes and effects of electronic crimes, including cyber crimes. The auditor is 
experienced in identifying evidences to evaluate losses attributable to an identifiable occurrence of 
e-Commerce.
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0 SUMMARY
This chapter discussed the development of the information economy and the emerging significance 
of e-Commerce. It presented a conceptual model of the information economy (with infrastructure, 
applications, intermediary and e-Commerce layers) and identified the emergence of e-Commerce as 
the highest level of an information economy, using all aspects of the economy in an integrated 
manner. The nature and development of e-Commerce was described, highlighting the wide-ranging 
implications for business managers and accountants in terms of the changes in business processes 
and strategies, technological and organizational infrastructures, and the role of professional accoun
tants in performing audit and other assurance services in these areas.

The latter part of the chapter described the audit risk and control considerations to be evaluated by 
auditors in an e-Commerce environment. The latest auditing guideline issued by the profession -  IAPS 
1013, Electronic Commerce -  Effect on the Audit o f  Financial Statements -  was discussed. The 
considerations include planning matters, risk assessment, control issues such as security of data, 
transaction integrity, process alignment and electronic record maintenance. Furthermore, an overview 
of audit and assurance issues in relation to e-Commerce highlighted the impact on the approach 
adopted by auditors in providing an audit and assurance engagement service. The final part of the 
chapter looked at an inherent risk in e-Commerce -  cyber crimes. The nature and development of e- 
crimes was described, and the scope of forensic auditing was explored.
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^  MULTIPLE-CHOICE QUESTIONS
* Choose the best answer fo r each o f  the following. (Answers are on pp. 648-649)

, 16.1 IAPS 1013 on e-Commerce provides guidance for the auditor on:
(a) all types of e-Commerce transactions
(b) specific business-to-consumer transactions
(c) authorized government-to-business transactions
(d) financial statements that are affected by e-Commerce.

16.2 The infrastructure layer of the information economy includes:
(a) multimedia applications
(b) informediaries
(c) the Internet
(d) security systems.

http://www.pwcglobal.com


CHAPTER 16

16.3 The key aspects of a risk analysis on e-Commerce are:
(a) inventory access
(b) authenticity of buyers
(c) security and operational risks
(d) system selection and implementation.

16.4 An on-line audit is:
(a) carried out to evaluate the likely acceptance of on-line sites or services
(b) a typical audit of internal controls within an e-Commerce environment
(c) appropriate only after a Web site for on-line service is built
(d) a continuous audit of client security systems and information.

16.5 Which of the following is not an internal control consideration in an e-Commerce 
environment?
(a) Ensuring client’s staff possess Internet skills and knowledge.
(b) Evaluating security controls of transactions through the Internet.
(c) Identifying transaction integrity by considering the information shared and monitored.
(d) Examining alignment processes between the on-line shopfront and the reporting 

systems.

16.6 To assess the acceptance of electronic records as audit evidence, the auditor should consider:
(a) detailed reconciliation between electronic records and manual entries
(b) the authenticity and accuracy of the customer database
(c) examining the internal and external security measures of the e-Commerce 

environment
(d) performing verification procedures for information policies and proper implementa

tion of controls.

16.7 Cyber crimes can be attributable to intrusion by:
(a) international hacker groups
(b) existing and former employees
(c) competitors and fictitious customers
(d) all of the above.

16.8 In performing forensic auditing, the auditor should:
(a) understand the network systems and seek symptoms of irregularities
(b) evaluate the person who identifies the fraud in the first instance
(c) destroy system log trails which are deemed unreliable
(d) disable the network in order to protect the systems.

16.9 Which of the following business risks is identified in IAPS 1013?
(a) Loss of transaction integrity.
(b) Noncompliance in regulatory matters relating to the Internet.
(c) Security risks such as virus attacks or e-frauds.
(d) All of the above.
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0  DISCUSSION QUESTIONS
16.1 Identify examples of business-to-consumer e-Commerce from your own experience and identify 

risk and security issues associated with your use of such Web sites.

16.2 Identify and explain the key controls that are necessary in an e-Commerce environment.

16.3 What is the potential impact of e-Commerce on the public accounting profession (in addition to 
its role in financial statement audits)?

16.4 Given the total absence of a paper trail, is it possible for auditors to achieve as low a level of audit 
risk in reporting on an e-Commerce business as for a conventional business?

16.5 Continuous auditing puts forward the premise that control over processes for capturing and 
recording data can be sufficiently reliable that all data recorded by the information system may be 
deemed reliable without the need for any substantive audit on that data. Discuss.

16.6 Explain the purpose of forensic auditing.

0  PROFESSIONAL APPLICATION QUESTIONS
(Suggested answers are on pp. 699-700.)

16.1 Forensic au dit
The Standard Publishing Insurance Company provides cover for professional publishers. Cyber 
Publications recently filed a claim for the loss it incurred following a breakdown of its computer network 
in which its customers’ files were lost. Cyber Publications sells business publications (magazines and 
newsletters) to 1000 business customers through the Internet. The payment and delivery systems are also 
linked with the customers’ files, held by the master e-Commerce system. You are called in to conduct a 
forensic audit to establish the validity of the claim and the extent to which it is appropriate.

Required
Explain the key considerations of the forensic audit you will conduct.

16.2 Controls fo r  electronic paym ent
Traditional financial transactions contain characteristics to safeguard the parties’ interests by incor
porating certain controls. In an electronic payment system using the Internet, the expectations of 
confidentiality of identities, the integrity of transaction details and the assurance that the parties to the 
contract are competent and trustworthy are pertinent to the businesses.

Required
Using the following headings, identify the controls you would expect to find in an e-Commerce system:

(a) confidentiality of information;
(b) transaction integrity;
(c) authorization of payments;
(d) assurance of business credibility.
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0  LEARNING OBJECTIVES
A fter studying this chapter you shou ld  b e  ab le  to:

1 discuss the role of the independent auditor in corporate governance

2 appreciate the latest developments in financial software, the mobile Internet and extensible 
business reporting language

3 describe emerging issues regarding fraud, forensic auditing and changes relating to the recent 
restructuring of audit firms

4 review some of the quality benchmarks applicable to independent auditors

5 define value reporting and describe its usage

6 describe the meaning of and standards for environmental auditing.

0 PROFESSIONAL STATEMENTS
ISA 315 (Redrafted) Identifying and Assessing the Risks o f  Material Misstatement

Through Understanding the Entity and Its Environment 
ISA 220 (Exposure draft) Quality Control for Audit Engagements
ISA 240 (Redrafted) The Auditor’s Responsibilities Relating to Fraud in an Audit o f

Financial Statements
ISQC 1 Quality Control for Firms that Perform Audits and Reviews o f  Historical

Financial Information and Other Assurance and Related Services 
IAPS 1010 The Consideration o f  Environmental Matters in the Audit o f  Financial

Statements

Because of its importance in maintaining public confidence in the corporate sector and in ensuring 
appropriate resource usage and investment in maintaining a healthy economy, any lapse in audit 
quality is rightly viewed as a matter of concern. Efforts to maintain the quality of auditing in the light of 
changes in technology, financial markets and identified shortcomings are ongoing and these efforts are 
the subject of this chapter. Many recent developments have already been referred to in earlier chapters. 
This chapter consolidates some of the key aspects of these current developments in auditing. First of all, 
in light of recent initiatives in the interrelationships of financial reporting, auditing and corporate 
governance this chapter discusses the role of the auditor in the current development of corporate 
governance as considered by an International Federation of Accountants’ (IFAC) Task Force and 
published in their report Rebuilding Public Confidence in Financial Reporting}  Issues covered include 
audit independence, audit quality, international auditing standards and the ethical behaviour of 
auditors. Other emerging issues to be examined are: information technology, forensic auditing, 
fraud and earnings management, value reporting and the structure of the accounting firm market.
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The Role of Auditors in Corporate Governance
Corporate governance refers to the structure, the systems and the relationships among parties such as 
the board of directors, management (including key officers), auditors and regulators on the one hand 
and shareholders, employees, suppliers, customers and the broader community, often referred to 
collectively as stakeholders, on the other. The principles of corporate governance were introduced in 
Chapter 3 in the context of auditor independence. Recent corporate governance debates have raised 
concerns with respect to auditors’ contribution to misrepresentation of financial statements relating to 
their ethical standards in general and independence in particular.

The existence of a credibility gap between the expected behaviour of auditors and the actual 
perceived behaviour of auditors has resulted in debates and reforms in corporate governance and the 
financial reporting regime. The report Rebuilding Public Confidence in Financial Reporting by the 
IFAC lists the following 10 main findings to address the current credibility crisis:

1. Effective corporate ethics codes need to be in place and actively monitored.
2. Corporate management must place greater emphasis on the effectiveness of financial management 

and controls.
3. Incentives to misstate financial information need to be reduced.
4. Boards of directors need to improve their oversight of management.
5. The threats to auditor independence need to receive greater attention in corporate governance 

processes and by auditors themselves.
6. Audit effectiveness needs to be raised primarily through greater attention to audit quality control 

processes.
7. Codes of conduct need to be put in place for other participants in the financial reporting process, 

and their compliance should be monitored.
8. Audit standards and regulation need to be strengthened.
9. Accounting and reporting practices need to be strengthened.

10. The standard of regulation of issuers needs to be raised.

It can be seen that accountants and auditors, the traditional gatekeepers of the financial reporting 
regime, play a significant role in strengthening corporate governance.

Progress in many of these areas has been made and a number of initiatives at both national and 
international levels have been established to address these matters. Recent developments that con
tribute to resolving some of the issues raised are discussed briefly below:

Internal control and risk management
With respect to internal control and risk management systems, entities are now more vigilant in 
engaging and relying on the active involvement of internal auditors. With particular reference to the 
requirements of the Turnbull Report- and the Sarbanes-Oxley Act, chief executive and financial 
officers are expected to be able to ‘certify’ the adequacy of the internal control and risk management 
systems. The CEOs and CFOs are, therefore, more inclined to seek the expertise of internal auditors, 
especially as the Turnbull Report requires companies without such a function to assess, annually, the 
need for such a function. Management of large organizations and other companies, including the
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public sector, have developed different processes to  identify and manage risk across the entity. While 
there are considerable amounts of information about risk management, no common terminology 
exists. The Audit Faculty of the ICAEW  defines risk management as being:

about identifying and assessing key risks, and then designing and implementing processes by which those risks 
can be managed to, and be maintained at, a level acceptable to the board. T o  ensure the effective direction and 
use of the organisations’ resources to manage these risks, the board should:

• have a clear understanding and assessment of the risks;
• ensure that the organization has effective risk management and control processes; and
• be provided with assurance that the processes and the key business risks are being effectively managed. ’

Internationally, in July 2 0 0 3 , the C O SO  Enterprise Risk M anagem ent (ER M ) fram ework was 
introduced by the Committee o f Sponsoring O rganizations of the Treadway Commission 
(C O SO ) to integrate the principles of internal control and risk management. The framework 
details the essential com ponents of enterprise risk management and the context in which they 
are effectively implemented. Key concepts that relate to the effective application of the principles 
and com ponents are outlined.4 Further, the fram ew ork identifies the interrelationships between 
risk and enterprise risk management, and with C O SO ’s In tern al C o n tro l  -  In tegrated  
F ra m e w o rk , published in 1992.

It is increasingly recognized by company management and auditors that entities face uncertainty. 
The challenge for them is to determine how much uncertainty the entity is prepared to accept. Value is 
created, or added, while decisions are made with an appropriate degree of recognition of risk and 
opportunity, requiring the management and auditors to consider the nature and extent of information 
to be used, and of the structure and processes to be put in place. Enterprise risk management is 
defined as:

A process, effected by an entity’s board o f directors, management and other personnel, applied in strategy 
setting and across the enterprise, designed to identify potential events that may affect the entity, and manage 
risks to be within its risk appetite, to provide reasonable assurance regarding the achievement o f entity 
objectives.

The ER M  consists of eight interrelated components. These processes are derived from the way 
management runs a business:

• Internal environment where management establishes a risk management philosophy, the risk-taking 
approach (appetite for risk), in order to form a risk culture while integrating risk management with 
related initiatives.

• Risk objectives are set in four categories: strategic, operations, reporting and compliance. Some 
organizations include the objective o f safeguarding of resources. These objectives allow manage
ment and the board to focus on separate aspects o f risk management.

• Event identification is a process where both external and internal factors that might affect event 
occurrence are considered. The identification methodology may comprise a com bination of techni
ques and tools, looking at both past and the future.

• Risk assessment then allows an entity to consider how potential events might affect the achievement 
of objectives. Tw o perspectives are determined: likelihood and impact.
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• Risk response options are identified by management, which considers the event impact in relation to 
risk tolerances, evaluates costs and benefits and designs and implements response options.

• Control activities are the policies and procedures that ensure risk responses are properly executed 
throughout the organization, at all levels and in all functions. Control activities are closely aligned 
with general and application controls discussed in Chapter 7.

• Pertinent inform ation and effective com m unication are required to ensure enterprise risk manage
ment responses to changing conditions in real time. Inform ation can be quantitative, qualitative, 
internal and external. Communication channels should also ensure personnel can communicate risk- 
based inform ation across business units, processes or functions.

• M onitoring, a process that assesses both the presence and functioning o f the E R M  components and 
the quality o f their performance over time. M onitoring can be done either as an ongoing exercise or a 
separate evaluation process.

As there is a direct relationship between objectives, components and units, the E R M  m atrix in
Figure 17.1 provides an overview.

•  The four objectives categories -  
strategic, operations, reporting and 
compliance -  are represented by 
the vertical columns.

•  The eight components are 
represented by horizontal rows.

• The entity and its organizational 
units are depicted by the third 
dimension of the matrix.

Figure 17.1 Relationship o f objectives and components o f ERM .

Source Committee of Sponsoring Organizations of the Treadway Commission (2 003 ) Enterprise Risk Managem ent Framework (draft 
version), Exhibit 1, p .16. Reproduced with permission.

As discussed in Chapters 5, 6 and 7, the identification, assessment and response to the risk of material 
financial statement misstatement (as required by ISAs 315 and 330) is a fundamental aspect of the 
audit process. Auditors use professional judgement to assess audit risk and to design audit procedures 
to ensure it is reduced to an acceptably low level. It can be appreciated that in assessing the internal 
control risk, auditors should gain an understanding whether the internal controls can ensure that the 
conduct of the business is orderly, including the ability to prevent and detect fraud, error and 
ooncompliance and the misappropriation of assets. The assessment of inherent and control risks by
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the auditor can be informed by the ERM  framework, where objectives such as strategic, operations, 
reporting, compliance and resources can be categorized, as suggested in Table 17.1. Table 17.1 lists, in 
the left-hand column, the eight components of ERM . The auditors’ assessment of inherent risk and 
control risk can link with each of the eight components, where each component is then viewed 
according to the risk objectives at strategic, operations, reporting, compliance and resource manage
ment levels. The table suggests that some of the components can form the basis of the auditors’ 
determination of inherent risks (I), while others can be used to identify control risks (C).

• The four objectives categories strategic, operations, reporting and compliance are represented by the 
vertical columns.

• The eight components are represented by horizontal rows.
• The entity and its organizational units are depicted by the third dimension of the matrix.

Increasingly, professional accountants are being requested by client companies to provide assurance 
services on internal control and risk management systems.

Table 17.1 Possible relationships between audit risk components (inherent and control risks) and the ERM 
components

COMPONENTS STRATEGIC OPERATIONS REPORTING COMPLIANCE RESOURCES

Internal environment 1 C C 1, C 1
Risk objectives 1 1 1 1 1
Event identification 1 l,C c l,c l,C
Risk assessment 1 1 1 1 l,c
Response options 1 c c c c
Control activities N/A c c c 1
Information and communication i c c l.c 1
ERM monitoring 1 c c c 1

Key: C -  Control risks. I -  Inherent risks.

Earnings management
The concept of earnings management has been around for some time. Earnings management occurs 
when judgement in selecting accounting policies and estimation techniques and in structuring transac
tions is used to alter financial statements in order to influence the impression about the underlying 
economic substance of the transactions or the economic performance of the entity. Such practice may 
affect the transparency and objectivity in the preparation of the financial reports. An extreme case of 
aggressive behaviour in relation to earnings management can amount to fraud.

Due to the subsequent disclosure of many earnings management practices by failed companies like 
Enron and WorldCom, there is now a heightened attention to the ability of auditors in detecting 
earnings management practices. The APB issued a consultation paper in 2001 , highlighting som e 

management incentives of which the auditors should be aware.”
Inherent to the management structure are incentives for earnings management. These incen tives 

can he behavioural, such as political considerations, executive remuneration, or the ambiguity and
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inability of the applicable financial reporting framework in dealing with complex transactions, or 
situations including financial distress, related party transactions and so on. The capital market may 
also present incentives where pressure comes from market expectations, analysts’ forecasts, manage
ment transition and so on.

As indicated in the consultation paper, many of the earnings management techniques involve 
accruals, revenue recognition, restructuring charges, estimation of liabilities, delaying sales, manip
ulating research and development writeoffs and so on. Auditors should attend to relevant guidelines as 
listed in the consultation paper, and maintain professional scepticism in management judgement. ISA 
240, (Redrafted) The Auditor’s Responsibilities Relating to Fraud in an Audit o f  Financial Statements, 
also identifies fraudulent financial reporting as an area of concern. Appendix 2  of ISA 240  provides 
some examples of responses to the auditor’s assessment of the risks of material misstatement due to 
fraudulent financial reporting including particular areas of risk such as revenue recognition, inventory 
and accounting estimates.

Audit quality and transparency
It is widely acknowledged that audit quality is a major factor in restoring public confidence and thus 
continues to be a key issue. Following the corporate collapses of Enron, Parmalat and WorldCom, 
audit firms were seen to be reverting to basic audit techniques such as substantive auditing, in order to 
minimize audit risks. At the same time, auditing standards were developing to place greater emphasis 
on risk assessment, regardless of the audit technique subsequently employed.

As part of the follow-up to the recent corporate collapses, the IAASB undertook a project to review 
its standards and guidance on quality control, as a response to the public demands in strengthening the 
quality of audits and firms’ quality control practices. The project resulted in the production of two 
separate quality control standards, namely ISQC 1, Quality Control for Firms that Perform Audits and 
Reviews o f  Historical Financial Information and Other Assurance and Related Services Engagements, 
at the firm level, and revised ISA 220 , Quality Control for  Audits o f  Historical Financial Information, 
at the engagement level.

Firms are required to comply with ISQC1 for all professional work undertaken by the practice 
whereas revised ISA 220 only applies to audit engagements. The requirements of the revised ISA 220 
included significant changes to the following areas:

• leadership and responsibilities of the engagement partner
• ethics and expanded requirements with regards to independence on audit engagements
• engagement performance of the engagement partner and the support team
• engagement quality control review
• monitoring, including communication with the responsible parties within the firm regarding formal 

complaints and allegations of performance failure.

While there is no one factor contributing to audit quality, the support culture and the integrity of the 
firm and its audit staff are paramount. ‘A firm which typically provides professional opinions to its 
non-audit clients which push the envelope to the edge of acceptable practice, is less likely to make a 
stand on an audit issue. Such an auditor probably lacks integrity, not independence,’ says Sean Van 
Gorp, Head of Audit and Assurance Services, Ernst &  Young (2002).
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The IAASB’s approach to improving audit quality continues to concentrate on the development of 
high quality auditing standards for worldwide application and is currently undertaking a major project 
to improve the quality of its existing and future standards. The project, referred to as the Clarity 
Project, is explained later in the chapter.

In the United Kingdom, in December 2006 the FRC issued a Discussion Paper, Promoting Audit 
Quality and identified a number of key issues. The Discussion Paper acknowledges that following the high- 
profile collapses of Enron and WorldCom and the demise of Andersen, the quality of financial reporting 
and the effectiveness of the audit process had been the subject of unprecedented analysis, review and 
reform. However, it points out that reviews undertaken in the United Kingdom concluded that financial 
reporting in the United Kingdom operates effectively and that the audit is fundamentally sound. The 
discussion paper further acknowledges that despite improvements such as ongoing reform and restructur
ing of audit and financial reporting regulation (e.g. the restructuring of the FRC and its Boards and 
Committees) in the United Kingdom, the adoption of ISAs and improvements to corporate governance 
requirements, there remains a need for the profession to make further responses to the changing environ
ment if public confidence is to be maintained. Other factors that undermine public confidence in audit 
quality are also identified in the discussion paper: high profile fraud; the ‘cosy’ relationship between 
executive management and the auditor; the need for increased transparency of audit firms and their 
processes, and the concern about an increasingly prescriptive approach to financial reporting and auditing.

Following extensive consultation on the Discussion Paper the FRC has issued an Audit Quality 
Framework. The Framework is intended to be complementary to existing regulations and guidelines 
and promotes the following key drivers of audit quality:

• the culture within an audit firm
• the skills and personal qualities of audit partners and staff
• the effectiveness of the audit process
• the reliability and usefulness of audit reporting
• factors outside the control of auditors affecting audit quality (this could include, for example, the 

quality of entity governance or regulatory and financial reporting framework).

The FRC intends that the Framework will assist:

• companies -  in evaluating audit proposals
• audit committees -  in undertaking annual assessments of the effectiveness of external audits
• all stakeholders -  in evaluating the policies and actions taken by audit firms to ensure that high 

quality audits are performed, whether in the United Kingdom or overseas
• regulators -  when undertaking and reporting on their monitoring of the audit profession.

The FRC recognizes that audit quality is a dynamic concept and that the drivers and indicators of audit 
quality may change over time. The FRC intends to periodically update this Framework in the light of 
comments received.

Audit firm transparency
In the EU and United Kingdom respectively some audit firms will be required to prepare Transparency 
Reports in order to comply with the POB’s and EU (Statutory Audit Directive) requirements.
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Transparency Reports provide a useful opportunity for audit firms to differentiate themselves by 
setting out the steps that they are taking to achieve audit quality by reference to the Audit Quality 
Framework. Transparency Reports are required to incorporate a wide range of detailed information 
including firm legal and governance structures and control, network organizations, quality control 
systems, policies and procedures regarding independence and maintenance of professional skills and 
remuneration of partners.

Ethical standards and auditor independence
As discussed in Chapter 3 the International Ethics Standards Board for Accountants (IESBA) issues 
ethical standards and is generally responsible for the development and promotion of good ethical 
practice in the public interest. In July 2005 the Code of Ethics for Professional Accountants was revised 
to establish a conceptual framework for all accountants to ensure compliance with five fundamental 
principles of professional ethics: integrity, objectivity, professional competence and due care, con
fidentiality and professional behaviour. Under the framework, all professional accountants are 
required to identify threats to these fundamental principles and, if there are threats, apply safeguards 
to ensure that the principles are not compromised. The framework applies to all professional accoun
tants, those in public practice and those in business and industry. The IESBA believes that such a 
framework approach is preferable to a rules-based approach to ethics which cannot provide for all 
circumstances, and may lead to unquestioning obedience to the letter of a rule while setting definitive 
lines in legislation that some will try to circumnavigate.

Aside from compliance with and monitoring of the Code of Ethics, there is also a general concern 
about means to enhance ethical standards. Ethics can be said to be a matter of judgement and choice, 
not rules. The professional bodies, together with accounting educators and researchers, are actively 
looking into ways in which accountants and auditors are more sensitized with potential conflicts and 
ethical issues. Furthermore, in order to provide sufficient professional support, the professional bodies 
are committed to strengthen facilities such as ethical training, continual professional education and the 
monitoring of disciplinary measures.

Auditor independence
Chapter 3 discussed in detail the issue of independence. There are two schools of thought; a prescrip
tive rule-based model and a ‘comply or explain’ principle-based model. Under a rule-based model, the 
appointment, the scope of non-audit services, the independence and the discussion of audit issues are 
brought within a legal/third party regime, in which statutory processes replace the autonomy and the 
self-regulatory aspects of the profession. The ‘comply or explain’ principle-based model allows 
auditors to strive for best practice in the areas of independence safeguards. The reform of audit 
independence is still undergoing debate and the outcome will undoubtedly change the behaviour of 
the professional firms. The United States has chosen the former approach with its passage of the 
Sarbanes-Oxley Act.

The United Kingdom has moved responsibility for providing guidelines on independence 
away from bodies controlled directly by the profession (and as discussed in Chapter 3 has 
issued Ethical Standards), but the ultimate sanctions for non-compliance remain with the 
profession.
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The IESBA’s current work programme includes further development on independence issi 
relating to a number of areas of concern including the provision of internal audit services to au 
clients, economic dependence on an assurance client, independence implications of contingent fees a 
conflicts of interest.

In EU member states the Statutory Audit Directive, whilst not prohibiting audit firms fro 
providing nonaudit services to their audit clients, requires them to consider if their independence 
under threat and, if there are not sufficient and appropriate safeguards, the firm must withdraw fro 
the audit or the nonaudit service concerned.

The internationalization of auditing standards and the ‘Clarity Project’
As from 2005, auditors in the European Union (as now required by the EC’s Statutory Audit Directive 
and many other countries such as Australia have conducted their audits in accordance witi 
International Standards on Auditing (ISAs). Auditors should report, in the Scope section of thei 
report, that their audit has been conducted in accordance with ISAs.

The status of IFAC has been further strengthened by the Statements of Membership Obligation: 
(1 to 7) issued in April 2004  and revised in November 2006. The Statements of Membership 
Obligations (SMOs) form the basis of the Membership Compliance Program. The seven SMOs are:

• SMO 1: Quality Assurance
• SMO 2: International Education Standards for Professional Accountants and Other IAESB Guidance
• SMO 3: International Standards, Related Practice Statements and Other Papers Issued by the IAASB
• SMO 4: IFAC Code of Ethics for Professional Accountants
• SMO 5: International Public Sector Accounting Standards and Other IPSASB Guidance
• SMO 6: Investigation and Discipline
• SMO 7: International Financial Reporting Standards

The SMOs require member bodies to use their ‘best endeavours’ (the member body could not have 
reasonably done more) to meet the obligations. Member bodies are required to perform ongoing self- 
assessments of their compliance with each of the SMOs including an assessment of actual standards in 
place in comparison to the relevant IFAC and IASB standards. Effectively, this means that standards 
throughout IFAC member bodies will be maintained at no less than that of IFAC’s own.

The IFAC has also set up a Transnational Auditors Committee. Transnational audits are those on 
financial statements that are relied upon outside of the entity’s home jurisdiction for significant 
investment, lending or regulatory decisions. The IFAC has invited firms engaged in transnational 
audits to join its Forum of Firms and to submit to having their compliance with quality control 
standards monitored. At a minimum, these firms are required to have policies and procedures for 
ensuring that transnational audits will be conducted in accordance with International Standards on 
Auditing, and that the firm complies with the IFAC Code of Ethics. Member firms must also maintain 
training programmes to ensure that partners and staff engaged on transnational audits are up to date 
with international standards.

The US Sarbanes-Oxley Act requires that ail auditing firms engaged in the audit of entities listed on 
US stock markets register with the Professional Oversight Board and submit to monitoring of their 
compliance with the relevant terms of the Act. This applies not only to principal auditors of groups
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whose shares are listed in the United States but also to the auditors of US controlled subsidiary entities. 
There has been some concern that this represents unwarranted interference by the United States in the 
domestic affairs of those countries in which the audit firms are based. However, this reflects the 
transnational nature of much audit activity. Moreover, concern has been muted by recognition that 
the effect will be to improve the quality of auditing generally without the need for introducing domestic 
legislation.

Clarity Project
In October 2005 the IAASB announced its intention to improve the clarity of its ISAs by:

• setting an overall objective for each ISA
• clarifying the requirements of the ISAs, and by using the word ‘shall’ instead of the current ‘should’ 

to emphasize the expectation that these requirements are applicable in virtually all engagements to 
which the ISA is relevant

• eliminating any ambiguity about the status of the existing ISAs by modifying the language of current 
present tense statements, either by elevating them to ‘shall’ statements or by eliminating the present 
tense to make it clear that there is no intention to create a requirement

• improving the overall readability and understandability of the ISAs through structural and drafting 
improvements.

The project involves the revision of recently issued Standards and Exposure Drafts to apply the new 
drafting conventions and re-issuing them as exposure drafts for comment on the changes arising from 
the redrafting and to continue with its revision programme of older ISAs, issuing exposure drafts direct 
in the ‘clarity’ format.

During 2007, the IAASB approved seven final ISAs and twenty one exposure drafts as part of its 
Clarity Project. It also announced that the effective date for all final redrafted ISAs will be for periods 
beginning on or after 15 December 2009. The IAASB plans to complete the redrafting of all ISAs by the 
end of 2008.

In some quarters the Clarity Project has received a great deal of support by those who take 
the view that audit quality is likely to be improved by having detailed prescriptive standards that 
facilitate external monitoring of audit quality. Others (such as the APB in the United Kingdom) 
are concerned that auditing standards may become too prescriptive and favour a more principles- 
based approach. The APB considers that many of the key features of good auditing are dependent 
on auditor experience and judgement and that too many rules can be distractive and lead to a ‘tick 
box’ approach to auditing.

Small- and medium-sized enterprises (SMEs)
Amidst the progress in auditing standards, reporting and companies legislation the differentiation 
between public interest and smaller organizations is being recognized. In the development of the UK 
Companies Act 2006 for example the legislator’s ‘think small’ first approach has led to clear distinction 
between public and quoted companies and smaller private companies in terms of reporting and audit 
requirements.
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Whilst many small entities will be exempt from audit others may not. A feature of the Clarit} 
Project was to introduce specific guidance relevant to SMEs within the ISAs. The publication of the 
Guide to Using International Standards on Auditing in the Audit o f  Small- and Medium-sized Entities 
by IFAC’s Small and Medium Practices (SMP) Committee in 2 0 0 7  provides a detailed analysis of the 
ISAs and their requirements in the context of an SME audit. It addresses, among other things: the key 
concepts underlying risk assessment; planning and performing risk assessment procedures; under
standing the entity being audited; responding to risks; evaluating audit evidence; and reporting. In 
addition, the Guide offers some useful practice aids and an in-depth illustrative case study based on a 
typical SME audit.

0  LEARNING CHECK__________________________________

• The role of auditors in corporate governance includes providing assurance on internal control and 
the risk management system and ensuring awareness of earnings management practices.

• Good corporate governance is also dependent on auditor independence, compliance with an 
effective code of ethics, ensuring that quality auditing standards are developed and applied, and 
continued development of audit quality.

Information Technology
Information technology is rapidly changing the global business market. It is altering not only the way 
in which business is conducted, but also the way in which information is accessed. These developments 
present auditors and accountants with a major challenge. Fundamental to the ability to deal with the 
pace of change in professional practice is an ability to manage change itself -  to capitalize on the 
opportunities presented, and to recognize real and potential threats.

Key considerations of information technology and e-Commerce have been dealt with in Chapter 
16 and elsewhere. This chapter focuses on the advances being made in financial software, the mobile 
Internet and extensible business reporting language.

Advances in financial software
An organization’s financial systems are the most important software it operates. Flowever, although 
technological advancements are typically widely reported, developments in financial software are 
often less publicized. This is possibly fuelled by the traditional perception that financial software -  
affording a means to record transactions, finalize annual accounts and perhaps to write management 
reports -  is understood only by accountants. The reality is, however, that reliable financial software is 
crucially important to anyone concerned with managing finances efficiently and effectively, whether 
they are accountants, financial controllers, managers, business advisers or auditors. It is a prerequisite 
not only for business success but also for survival because every organization now does business by 
computer. Financial software is needed to keep track of business performance, access significant 
business data, identify problems, evaluate plans and formulate strategies.
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A survey conducted of more than 600 chief financial officers of large and small government 
and private enterprises in Australia and New Zealand over a period of three years (1 9 9 5 -1 9 9 7 ) 
identified a continuing high degree of volatility in financial systems.6 It found that an abnor
mally high number of organizations were changing their financial software and that many had 
lowered their expectations as to how long their software would last. The survey results showed, 
for example, that one-third of the market had recently changed its financial system software and 
about another third was doing so. Only about one-third of the market had remained stable, 
uncertain about what to do in this regard. The average life span of an organization’s core 
financial systems was found to be 5.6 years, compared with 7.7  years for previous systems. This 
abnormal degree o f volatility means that, to be effective, auditors must not only understand the 
rationale for changes in entities’ financial systems (and the factors that influence such changes) 
but also appreciate the technological differences they may confront and be able to adjust their 
approach accordingly. Contemporary organizations need to be able to react sooner, access 
information more quickly and report it faster.

Information technology has been both a cause and effect of changes that have occurred in the 
business world over the past 20 years or so. There are three major developments, each a consequence of 
the previous one. First, desktop computers have proliferated to the point that they are now an indis
pensable business tool. Second, these computers have been networked to each other and to larger 
computers. Third, the focus of larger computers has changed from providing information to a few 
individuals to providing information across the organization. As these changes have accelerated, they 
have demanded more from the technology that spawned them. The whole ‘client-server’ revolution -  
the key trend in information technology in the 1990s -  was driven by the need for information systems to 
reflect more closely changed business imperatives. It is simply not possible to use the modern business 
model with old technology. Businesses and governments need access to timely business information, 
which can be delivered only by systems that integrate corporate data with end-user systems. It is 
therefore not surprising that businesses continue to look for new software to satisfy their needs.

The three primary reasons for changes in financial software are:

1. Poor support by the software supplier (for example, in providing expert advice, in supporting the 
implementation process and in providing maintenance and upgrading services);

2. Outmoded technology (for example, where the supplier has not kept up to date with technological 
advances)

3. The supplier going out of business.

An investigation conducted into a range of accounting software (such as ACCPAC and Visual 
Accounting), including the respective audit trails, controls and reporting functions, revealed some 
shortcomings.7 For example, some packages retained journal data only until they were posted. 
However, such shortcomings have now been rectified and most systems retain journals for a year or 
longer. In addition, they now all assign sequential transaction numbers for identification, and print 
journals in transaction number order. Notwithstanding these recent improvements, some concerns 
about audit trails and controls still exist.

To provide adequate financial services and audits to clients, professional accountants must be 
aware of the business needs of their clients (and, therefore, of the limitations and strengths of financial
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software being used or being considered to meet those needs). Matters that accountants and auditors 
need to consider can be classified into the following categories:

• clients’ business needs in terms of financial software
• considerations when implementing financial software
• audit trails in financial software
• necessary internal control features of financial software.

Clients’ business needs in terms o f  fin an cia l so ftw are
It is imperative that any financial system be reliable. Auditors must, therefore, be aware when an 
entity’s financial software presents problems (such as errors occurring due to functional limitations, a 
failure to detect errors or, simply, inadequate information being produced from clumsy data proces
sing mechanisms). Quite often, accountants and auditors become involved in providing essential 
advice for the selection and implementation of financial software.

Experience has shown that many organizations make mistakes by opting to use complicated 
spreadsheet models rather than common sense. Failure to prioritize their system requirements has 
meant that some businesses have not focused on the major feature (or limitations) of a financial 
package. One chief financial officer, for example, chose a complex spreadsheet model with compli
cated weightings only to discover that the selected package could not import files from various 
company databases and that it was very weak in its ability to support multiple operating sites.

What one company considers a key feature may not necessarily be of crucial importance for others. 
Desirable features include flexible reporting, a single point of data entry, reliability and accessibility by 
spreadsheet, end-user access, flexibility in structure, on-line analysis and the ability to work on 
different scales or levels of operation.

Considerations when im plem enting fin an cia l so ftw are
Once financial software is chosen as a prospective purchase (or identified as being preferable), the 
management of the business should develop a full list of the key issues to be addressed, so all parties 
concerned can consider them in detail. These parties include the vendor, the accountants, the auditors 
and other system analysts. The list of issues should be ranked in terms of importance. As has already 
been stressed in this chapter, flexible and timely financial management information systems are no 
longer a luxury -  they are a necessity

Factors to consider include those detailed below:

• Reporting capabilities The most important issue for accountants and auditors in their use of 
financial software is the ability to extract information. This entails consideration of the system’s 
report-writing capabilities and, often, the entity’s executive information system requirements. 
Another issue is the ability to download data into spreadsheets.

• Integration with other systems It is important that data from entity financial systems are able to 
interface with audit software and other expert analysis systems. Integration facilities may also mean 
that the financial software can interface with (or extract information from) other operating systems 
such as stock control, production management and credit control management files.
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0 Flexibility and adaptability  A financial system must be capable of flexible reporting, conversion or 
automatic adaptation to new environments such as those that involve different versions of software, 
different currencies or multiple applications.

• User friendly Ease of use is crucial to ensure that new software can be taught to and applied by staff 
(including non-financial personnel) as quickly and easily as possible. End-user requirements should 
be explained.

• Timeliness and time pressure The new software needs to be able to respond quickly to 
changing demands and regular reporting requirements such as the end-of-month reporting. It 
needs also to be able to identify discrepancies quickly and to cope with a high volume of 
transactions.

• Accessibility o f  data Different levels of data access must be specified and controlled. There must be 
ease of interrogation.

• Expandability and upgradability Information technology is continuing to develop rapidly, so 
all financial software must be capable of future expansion. Its facilities must be able to be 
upgraded to meet both increasing technological demands and an increasing volume of data 
processing.

• Data integrity and security The auditor must be satisfied with the physical security and data integrity 
within the system. They must be built into every phase of the operation and every function. This is 
the part of the system where audit trails exist and where internal controls are established to maintain 
the integrity and reliability of the information.

• Reliability The system must be reliable in terms of its hierarchical security options, support 
mechanisms, information loads and so on.

• Cost The issue of cost involves value for money, ensuring that the software does what is 
needed and that it provides assurance for future support and maintenance. Other issues that 
need to be considered are the limitations on existing resources, the implementation cost and 
budgetary constraints.

Audit trails in fin an cia l softw are
The audit trail is an essential element in ensuring the reliability of financial software. Apart from the
considerations raised earlier in this text, the auditor needs to be aware of the following issues:

• An audit trail should provide a means of tracing a transaction from its origin to the financial 
statements, and vice versa. Establishing a source document field (which accepts the identity of any 
source document, enabling an authorized user to look up the transaction by referring to that 
identity) is an additional useful feature. A lookup screen is also helpful for auditors.

• While most accounting software provides a listing of ledgers, some modules still do not have ledgers, 
preventing the accounting package from transferring all the transactions in debtors, creditors and 
stock to the general ledger. A continuing audit trail deficiency is the inability to trace entries easily 
from the ledger accounts to their original journal source.

• An audit trail that shows the flow of data among the various modules in an accounting package 
enables the auditor to examine either summary data or subsidiary modules. This depends on the 
availability of ledger modules and proper referencing or identification. An additional advantage is 
the possibility of using several modules at the same time, using Windows technology.
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In terms of internal control, the following are some essential features of which auditors must be aware:

• Password systems. The Windows environment supports only passwords for access controls. The 
assignment of different passwords to individual users is a better control than a shared-task password 
system. Password systems should require users to select hard-to-guess passwords, preferably with a 
minimum length of six characters (made up of a combination of alphabetic and numeric characters 
and other keyboard symbols).

• Compiler-based language. An ineffective program control exists when accounting software is not 
written in a compiler-based language. Those failing to use the compiled programming code rely on 
the programming ignorance of users, which is a risky security method.

• Encryption An effective way of protecting data files from exposure to unauthorized entry is to use 
encryption. However, while it may be an effective safeguard, encryption has drawbacks: first, 
storing encrypted data requires additional space and more processing time and, second, the higher 
the level of encryption, the more costly its implementation.

• Proper input controls ensure data input errors can be detected. Some data filters for account 
identifiers are code checks and check digits. However, a wrong but valid identification code depends 
on a visual check of the accuracy of code checks. Therefore, a screen confirmation must be in place to 
ensure its effectiveness. Check digits should also use audible checks.

• Processing controls can be established with electronic checklists that guide users in the proper 
sequence of operations. Interim printouts can be made for checking purposes. Electronic archiving, 
however, is superior to hard copy, not only because access is easier, cheaper and can be controlled 
but also because it is easier to store duplicates in alternative locations for security. A warning should 
be provided where the sequential checks are violated.

• Other controls -  such as output controls, controls over changes to accounts without transactions, 
and reporting capabilities -  are essential concerns for auditors. Commonly found controls include 
date-time stamps on output, access logs, authorization for master file changes and so on. A reporting 
capability now being used is the ‘drill-down’ method. This entails viewing an account balance, 
‘drilling down’ to the details and, after selecting an item in the account, ‘drilling down’ even further 
to the underlying journal entry, and then to an on-line image of a transaction document.

Technology continues to change. It is essential, therefore, that auditors possess a general awareness of the 
contemporary developments in financial software if they are to provide effective advice on the selection 
and implementation of accounting programs. Financial software suppliers have completely rewritten 
their systems in recent years to take advantage of new technologies. A few years ago, for example, most 
practising accountants who used accounting software switched from DOS to the Windows environment. 
While some DOS accounting products continue to sell at a very modest price, most developers are either 
no longer updating their DOS products (choosing to continue them for as long as they keep selling) or 
abandoning them. Development efforts now focus on the Windows platform and some are written in 
Visual Basic. Demonstrating how fast Windows technology is moving, Microsoft N T is becoming the 
platform of choice for accounting programs. Developers have recognized that NT has the reliability and 
robustness needed for applications as mission critical as accounting processes. At the time of writing, 
financial software has been developed for enterprise solutions and small business accounting. Other 
integrated software for customer relationship management (CRM ), human resources, manufacturing and 
e-Business has also become mainstream.

Necessary internal control features of financial software
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The mobile Internet
The Internet has transformed traditional financial practices and services into a range of inexpensive 
commercial enterprising activities that are delivered quickly and are easily accessed. The Internet 
provides an information-on-demand medium for electronic trading, the transmission of reports and 
documents, advanced software access, and virtual designs of goods and services.

Companies can deliver and use knowledge to produce relevant outcomes to suit immediate needs. 
On-line shopping and trading are already becoming a threat to many traditional market leaders. 
Chapter 16 provided an account of electronic commercial activity and the role of professional 
accountants, outlining the risks and issues such as security and certification. This chapter discusses 
the latest development in the Internet and communication technology -  the mobile Internet and the 
emergence of mobile commerce (m-commerce).

The world’s two fastest growing sectors -  mobile technology and the Internet with broad
band services -  have converged into an opportunity that no organization can afford to ignore. 
The revolution is called the mobile Internet and it will have an immense impact on telecommu
nication systems, Internet service providers and any organization wishing to transact in the new 
information economy. The mobile phone has moved away from being solely a telephony service 
towards being a unique personal identifier and assistant. A wireless portal will be the norm for 
telecommunication systems and soon everyone and everything will become ‘connected’. Some 
predict that ultimately there will be more wireless connections to the Internet than fixed 
connections, and that the majority of e-Commerce transactions will terminate or originate on 
a wireless device. A KPMG study on the mobile Internet listed examples of the global market 
trends,8 which quite correctly anticipated huge growth in mobile communication including voice 
communications and the adoption of broadband mobile services and the use of mobile Internet- 
enabled laptops. These have freed people from their desks, creating mobile offices, mobile 
application hosting and m-Commerce.

Mobile Internet applications already exist in countries such as Japan and the United States. 
Table 17.2 provides a summary of mobile Internet applications.

Table 17.2  M obile Internet applications

SERVICES DEVICE AVAILABLE IN:

Lifestyle applications 
Remote access E-mail, Web browsers, televisions Europe, Australia, Japan, the 

United States
Information services News, weather, stock prices, horoscopes, lottery, sports, train 

timetables, horse racing, public emergency
Europe, Australia, Japan, the 
United States

Directory services Restaurants, film sessions, television programmes, hotels, telephone 
directories, town listings, dictionaries, recipes

Europe, Australia, Japan, the 
United States

Location-based services Automatic teller machines, navigators Europe, Australia, Japan, the 
United States

Entertainment Network games, karaoke, gambling, chat, jokes Europe, Japan, Australia, the 
United States

Interactive services Banking, stock trading, ticket booking, on-line shopping, insurance, 
car rental, billing

Europe, Australia, Japan, the 
United States

Telematics Remote automative diagnostics Europe

(continued overleaf)
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Table 17.2 (continued)

SERVICES DEVICE AVAILABLE IN:

Telemetry Vending machines, ticket machines, car parking Japan
Mobile professional and business applications 
Videoconferencing Videoconferencing Japan
Remote access E-mail, calendaring, shared scheduling, job postings, procedures 

manuals, corporate directories, bulletins, document sharing
Europe, Australia, Japan, the 
United States

Sales force and field 
automation

Customer account records, contact management, order entry/status, 
call scheduling, tracking, product/stock availability, delivery 
scheduling, on-site claims, loan/credit applications, interest rate 
information

Operations and 
maintenance

Remote machinery diagnostics, fleet tracking —

E-tailing Credit card authorization, debit acceptance, smart cards, electronic 
funds transfer, identity verification

Survival o f businesses in the mobile Internet economy will require a redevelopment of vision and a 
reorientation by businesspeople and managers with respect to the new technology. Speed, critical 
resource management, a solid customer base, and marketing and personalized services are key ingredi
ents for survival. It is difficult to predict the ultimate impact on the functions o f accountants and auditors, 
but professional accountants need to grasp the ongoing evolution in the role o f operating systems such as 
financial management, customer support, reporting, risks and security measures for m-commercial 
transactions. Accountants may be required, for example, to provide assurance services in terms of:

• information risk management for clients in their management of technology and the security 
implications of mobile Internet-enhanced transactions

• taxation advice on telecommunication operations on a global basis
• the design, testing and implementation of customer support and billing systems
• financing decisions in the telecommunication industry and in any likely mergers and acquisitions.

Extensible business reporting language (XBRL)
The extensible business reporting language (XBRL) was developed by Charlie H offman, a US Certified 
Public Accountant, who was looking for ways to transfer product pricing information from an 
accounting system to a W eb site. Hoffman used X M L  technology and had a vision to extend the 
usage of X M L  to provide a better way of reporting current financial accounting and other information 
to interested external and internal users of information. X B R L  does not change accounting but 
provides a vehicle for better harmonization of accounting.

The aim of X B R L  is to enhance the reporting o f existing financial accounting information in all 
countries and adapting to changes in standards. It enables the information, once created, to be 
presented in many ways without having to be re-entered. The X B R L  information can be adapted to 
suit a particular format of presentation, analysis and search. It is regarded as a global effort to build a 
digital language of business. It allows businesses to communicate financial information without the 
need to key data again.
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Based on an analysis of the participants in the business reporting supply chain, X BRL separates 
information, defines a structure of the data and presents it in several different ways by the use of X M L 
and its related technology (the X M L  style sheets). The schema in Figure 17.2 suggests the process.

Figure 17.2 X BR L.

Source. Adapted with permission from www.xbrl.org

How does X B R L  affect the accounting profession? X B R L  not only streamlines the financial informa
tion supply chain in order to enhance the accountants’ efficiency, knowledge of X B R L  by organiza
tions can generate value added activities and improves relationships between the accountants, the 
auditors and the client. With the global convergence into international accounting and auditing 
standards, X B R L  provides a fast and economic means to simplify the process, and to allow for ongoing 
improvements.

LEARNING CHECK____________________________________

• Advances in financial software and use of the Internet are key information technology matters that 
have a direct impact on the approaches of audits and assurance services.

• Auditors must be able to evaluate the needs of their clients’ systems and their implementation of 
suitable financial software with particular emphasis on minimizing risks and ensuring the avail
ability of audit trails and internal controls.

• The mobile Internet combines two fast-growing technologies, those o f information and telecommu
nication, and has become an important business application tool.

http://www.xbrl.org
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Other Issues Facing the Auditing Profession
This section will discuss other issues facing the professional firms and the professional bodies. In light 
of the credibility crisis and the continuing expectation gap, the auditing profession is actively seeking 
ways to re-examine its role. Three emerging issues are discussed here. First of all, the changing role of 
auditors in the detection of fraud will he considered, with an understanding that there are increasing 
demands of investigation or forensic audit services. Readers will recall that this is an evolving issue of 
the shifting paradigm, discussed in Chapter 1. Then, following the demise of Andersen, the structure of 
the accounting profession and market for professional services will be discussed.

Auditors’ role on fraud
Since the demise of Enron, Parmalat and WorldCom, the issue concerning auditors’ responsibility for 
material fraud is again a cause reducing public confidence in the audit. The profession has responded by 
strengthening auditing standards with regard to fraud. ISA 240, (Redrafted) T he Auditor’s Responsibilities 
Relating to Fraud in an Audit o f  Financial Statements, clarifies the auditor’s role in detecting and 
preventing fraud. In developing the standard the IAASB has been influenced by the US Public Oversight 
Board’s Panel on Audit Effectiveness’ recommendations that auditing and quality control standards be 
made more specific and definitive. ISA 240 expands on how ISA 315 (Redrafted) and ISA 330 (Redrafted) 
are to be applied in relation to risks of material misstatement due to fraud. The ISA requires that auditors 
carry out an extensive range of procedures to enhance the prospects of detecting material financial 
statement fraud. This represents Phase I of an international project on fraud. In Phase II, proposals such 
as requiring the auditor to perform forensic style procedures in every audit will be examined.

ISA 240, (Redrafted) T he A u ditor’s R esponsibilities R elating to  Fraud in an Audit o f  Financial 
Statem ents, emphasizes the distinction between management and employee fraud and expands the 
discussion on fraudulent financial reporting. When planning the audit, the auditor is required to 
discuss with other audit team members the susceptibility of the entity to material misstatements 
resulting from fraud. The auditor is required to consider, as part of the planning, risk identification 
and assessment process, the accounting and internal control systems that management has put in place 
in order to address the risk of material misstatements in the financial report arising from fraud. When 
the auditor discovers a material misstatement as a result of fraud and/or error, the auditor is required to 
communicate fraud-related matters to the appropriate level of management and those charged with 
governance of the entity, usually the board or audit committee.

Despite the pronouncements currently in place, the issue of fraud and its potential to cause material 
misstatement is of ongoing concern. As a result of wide consultation the 2 0 0 8 -9  Strategic and 
Operational Plan issued by IFAC’s International Ethics Standards Board for Accountants (IESBA) 
includes as a key project the development of additional guidance regarding the ethical responsibilities 
of professional accountants who encounter fraud and illegal acts.

Forensic auditing and fraud
The significance of fraud in business activity is a contributing factor to the growth of firms turning their 
attention to forensic services. KPMG lists the common e-Commerce frauds encountered by businesses. 
The most common frauds in on-line businesses involve false or stolen credit card numbers. The factors 
that contributed to the rise of e-frauds, as identified by KPMG, are:
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• poor security of access devices and passwords
• the ease with respect to the electronic transfers of funds and product globally
• internal control breakdowns possibly with the poorly understood reliance on systems controls
• the growing tolerance of fraud in businesses.

An adapted/summarized version of KPM G’s e-fraud types and strategies is depicted in Table 17.3.
The KPMG survey showed that although members of internal management account for 28%  of 

frauds by number, they account for 67%  of the loss by value. The fraud survey of 361 companies found 
that 50%  of respondents believed fraud was a big problem for business. A total of 44 654 fraud 
instances was reported between October 1999  and September 2001 , with 55%  of respondents 
experiencing at least one fraud.

Table 17.3 E-frau d  types and strategies

E-FRAUD
TYPE DESCRIPTION PREVALENCE MITIGATION STRATEGY

False Internet 
shopfront

A fake Web site offering goods on orders with a valid credit 
card number; Web site closed down as soon as credit card 
claims are processed

Rare but 
becoming 
more common

Consumers to verify supplier; avoid purchase 
of products offshore where verification is 
difficult

False Internet 
gambling

False W eb site for players to establish opening balances 
which are to be topped up as required. After some time the 
site locks out the player denying access

Rare but 
increasing

Should deal only with known and trusted 
gambling service

Trafficking 
credit card 
numbers

Trading in credit card numbers has increased Very common 
and increasing

Anti-fraud systems by the bank

Fictitious
purchase
order

False orders are placed with stolen or fabricated credit card 
number; or goods delivered to a false address

Very common  
and increasing

Verification of identity of customers, 
custom er analyses and other security 
controls

Piracy Downloadable products are copied and offered for resale Very common  
and increasing

Electronic security and hardware solutions

Fraudulent
on-line
banking

Employee gaining access to on-line banking system Rare On-line banking funds transfer compliance 
with password and ID security, bank 
reconciliations, regular audit

Internet
banking
fraud

Fraudsters gaining access to personal Internet banking 
facility

Rare Strict security over password and access 
details

Source: KPMG Fraud Survey, September 2001. Reproduced with permission.

The structure of the accounting profession and market for professional services
Since the early 1990s there has been a significant battle between professionals providing business 
advisory services and those focused on compliance services. While the large international firms provide 
a suite of advisory services, the smaller firms mainly concentrate on compliance work such as 
compilations and financial reporting. One of the key changes is the development of consolidators. 
The consolidator model aims to bring together a large number of disassociated firms, often in various 
locations, and who have never worked together, and attempts to integrate them into a family, with an 
objective to increase efficiency.
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While the consolidators look on, 2002 also marked the demise of one of the Big Five, the 
defunct accounting firm Arthur Andersen. In June 2002, the US firm was found guilty of 
obstruction of justice and was banned from conducting audits of companies in the United 
States. This in turn gave rise to further concern about audit market concentration. In the 
United Kingdom, for example, the remaining Big Four firms -  PricewaterhouseCoopers, 
Deloitte, KPMG and Ernst &  Young -  have a 97%  market share of auditing FTSE-350 
companies. A number of initiatives have been established to address this issue and monitor 
progress. For example, in the United Kingdom the FRC established the Market Participants 
Group in 2006 to examine the audit market and make recommendations.

The European Union has published an independent study on the ownership rules that apply to 
audit firms and their consequences on audit market concentration. The study on behalf of the EU’s 
Internal Market Directorate General analyses whether changes to the ownership rules of audit firms 
might help increase the number of international players in the audit market. Internal Marker and 
Services Commissioner Charlie McCreevy said:

A large m ajority  o f respondents to  the public consultation  on possible reform  o f liability  rules in the EU were 
concerned about the issue o f lack o f ch o ice in the m arket for large international audits. I take those concerns 
seriously. T he question now  is how to  create opportunities for new players to  enter the m arket. T he Oxera 
study provides valuable input to  this debate and will help us in deciding any further steps.

http://w w w .oxera.com /m ain.aspxPids6590 (Sourced on 2 7  May 2008)

Auditing firms are also undergoing internal changes, with new audit independence, quality control and 
transparency requirements and the legal changes on professional indemnity and auditor liability. 
Clearly, the foreseeable future of the accounting and auditing profession is almost certainly one of 
continuing challenge and change.

g LEARNING CHECKw--------------------------------------------------------
• The effectiveness of the independent audit in detecting and reporting fraud is being re-evaluated.

• Audit firms are developing new skills in the emerging area of forensic auditing in which they assist 
clients in identifying fraud, obtaining evidence as to the perpetrators and measuring the consequences.

• Professional firms are undergoing restructuring in response to market conditions and regulatory 
pressures. Changes include the ‘consolidation’ of smaller practices into multifirm groupings and the 
implications of audit market concentration.

Quality Benchmarking and the Auditor
There is a strong view that regulations that ensure the quality of the professional services prevail in the 
profession. These regulatory controls include:

• high education entry requirements;
• rigorous induction programmes;

http://www.oxera.com/main.aspxPids6590
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• character checking upon entry to the profession;
• compulsory public practice induction;
• compulsory continuing professional development;
• extensive ethical rulings and codes of conduct;
• separate public practice registration;
• compulsory quality review programmes;
• compulsory professional indemnity insurance;
• adherence to detailed and mandatory auditing standards.

These controls set a minimal list of mechanisms and standards with which professional accountants 
and auditors must comply. However, as auditors expand their services and as their roles become more 
complicated, it is expected that they must not only keep abreast of current demands in quality delivery 
applicable to businesses, but also have the ability to assess the impact of such standards on their own 
work. This section focuses on some of the benchmarks of which auditors and professional accountants 
must be aware.

The ISO 9000 series
The ISO 9000 series comprises a collection of standards for quality management published by the 
International Organization for Standardization (ISO). They define a framework of minimum require
ments for the implementation of quality systems to be used in contractual situations. The standards in 
the ISO 9000 series have been adopted worldwide as suitable criteria for the assessment and registra
tion of companies by independent accredited third party organizations. In brief, the ISO 9000 series 
comprises quality systems models for quality assurance and management standards. (Much informa
tion is available on the ISO 9000 home page.)

The advantage of the ISO 9000 series is evident when selecting, implementing and monitoring a 
new management system. The series uses tracking features such as internal quality audits, corrective 
action and management review processes. Companies that operate in accordance with ISO standards 
are better able to satisfy expectations and clearly identify the resulting advantages of their operations. 
A certified quality management system can:

• optimize organizational structure and operational integration;
• improve awareness of organizational objectives;
• improve communications and quality of information;
• better define responsibilities and authorities;
• improve traceability to the causes of quality problems;
• improve the use of time and other resources;
• formalize systems to ensure consistent quality and punctual delivery;
• enhance documented systems to provide useful reference and training;
• improve relationships with customers and suppliers;
• enhance the ability to bid for ISO 9000 contracts;
• provide for continual quality assessment by experienced professionals;
• ensure improved records are available in the case of litigation.
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A number of publications explain ISO 9000 quality systems, including those that provide a compliance 
guide and explain operational procedures. Accounting firms are well placed to capitalize on their 
understanding of and familiarity with quality system requirements. They have the opportunity to build 
on their audit skills to become a practice that provides ISO registration services. Many larger interna
tional audit firms are attempting to become accredited ISO 9000 registrars, because this represents a 
significant financial investment. (KPMG, for example, has obtained accreditation by the ISO and its 
authorized agents to provide accreditation services to its clients.) The accreditation process involves 
setting up focus groups to determine what clients want, hiring the necessary staff, advertising and 
undertaking the cost of the accreditation. The issue, however, raises ‘conflict of interest’ considera
tions. Accounting firms need to decide whether to provide consulting services related to ISO 9000 or 
whether to offer the registration service. Providing both services would put a firm in a conflict of 
interest.

If a company decides to go through the ISO registration process, the compliance audit may be quite 
exhaustive. A distinctive feature of ISO 9000 registration is that a third party conducts the registration 
process. These quality system registrars use common evaluation parameters and work under strict 
guidelines established by the ISO although there are some differences in how registrars interpret the 
standards and use the measurement techniques. For auditors who are involved in ISO audits, the 
following issues are relevant:

• There must be a quality manual which documents the organization’s structure, responsibilities, 
procedures, processes, resources and reporting framework. The auditor will look for objective 
evidence of an effective quality system such as effective communication of organizational philoso
phies, proper controls over processes, a management monitoring system and so on.

• The inspection and testing method must be designed in a way that is suitable for the organizational 
structure and its operations. The auditor should be made aware of the issues relating to the 
operations and industry standards.

• The criteria used by auditors to assess the effectiveness of a quality system are (i) proper documenta
tion and communication mechanisms that enable the system to be well understood by the workforce,
(ii) proper implementation of the system and (iii) an objective evaluation of the effectiveness of the 
system.

Total quality management and the auditor
With auditors becoming increasingly involved in auditing an entire business, ISO 9000 can be very 
useful in helping auditors to identify and review issues that have an impact on quality management in 
an organization. Arguably, the primary consideration in total quality management is sustainability. 
Recent research into this issue (and the applicability of ISO 9000) has led to the design of a tool to audit 
issues that impact negatively on this sustainability. Based on work carried out in different manufactur
ing organizations, the sustainability of total quality management was found, for example, to rely on 
factors such as continual improvement, organizational behaviour, human resources management, 
industrial relations and the labour process. These factors reflect a variety of perspectives within 
business operations. The issues found to have an impact on such factors were analysis of strengths, 
weaknesses, opportunities and threats (SWOT), competitors, quality and performance standards, new 
technologies, industrial relations, management-worker relationship, policies design, the positioning of
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quality functions and resources, functional boundaries, communication, job flexibility, the supervisory 
structure, the improvement infrastructure, and education and training.

In providing various types of assurance review, auditors are generally able to assist management in 
pinpointing the matters that have a negative impact on the total quality management of an organiza
tion. Furthermore, they may be able to use the standards specified in ISO 9000 as audit tool bench
marks to provide the necessary level of assurance for effectiveness.

An understanding of the total business process is one of the strengths that financial accoun
tants and auditors can build on as they add value for their employers and clients. Most 
accountants and auditors are good at analysing situations in organizations, constructing detailed 
work plans, explaining complex situations to clients from a variety of backgrounds and keeping 
confidences. Auditors can also perform ISO audits or assist clients in achieving ISO registration/ 
performance.

According to Barthelemy and Zairi,10 quality auditing has progressed from a practice solely 
concerned with tools used to detect nonconformance (noncompliance) to one concerned with using 
instruments geared towards continual improvement. They postulate that it now encapsulates a much 
more dynamic approach, being more focused on innovation and best practice than on minimum levels 
of performance.

Undoubtedly, auditing is an important function for the effective deployment of quality systems 
such as ISO 9000. Not only is it conducted to ensure total compliance with set procedures and agreed 
standards at all times and at all stages during the productive and organizational process, but it also 
helps to develop the organization by providing mechanisms for continual improvement, innovation 
and the fostering of a problem-solving culture. The steps involved in quality auditing are shown in 
Figure 17.3.

Step 1 -
Nonconformance audit

I
Step 2 -  
Continuous imp ovement audit

Step 3 -  Thriving audit

Global quality audit

This detects departures from quality systems.

The auditor uses his/her experience to advise 
management on the most effective way to run the 
management systems.

This reviews information and organizational 
structures on a much larger scale (e.g. 
management’s relationships with external 
stakeholders).

Comprises steps 1 .2  and 3. Looks at organizational 
motivations in the light of a collection of global 
information and a better structuring of specific 
parameters across all operations.

Figure 17.3 The steps in quality auditing.
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Although the scenario presented in Figure 17.3 may be well outside the scope of the traditional 
independent auditor, the current diversification of services provided by auditors and the growing 
prominence of the concept of adding value to client services indicate that such a trend (or similar 
developments) may be an issue in the future.

0  LEARNING CHECK__________________
• Audit of quality management refers to the audit activities that help management to design, imple

ment, monitor and improve quality within their organizations. Under the concept of total quality 
management, auditors are required to understand the entire business, in order to be able to add value 
to management in terms of continual improvements.

• Certification under ISO 9000 requires registered auditors to carry out appropriate quality audits 
and, for certified organizations, to provide a quality assurance to general users.

• ISO 9000 standards are universally accepted as the benchmark for quality assurance. An ISO 9000 
audit requires the examination of a framework of audit procedures and the verification of adherence 
to certain standards in documentation, operation controls and communication.

Value Reporting and Environmental Auditing
With their training as professional accountants, auditors are primarily involved with auditing 
financial information but the investigative skills acquired through auditing and their professional 
integrity that necessarily accompanies their audit role equip them to offer assurance in non- 
financial fields. Value reporting refers to nonfinancial aspects of business performance while 
environmental auditing refers to the attestation of reports as to the impact of a business on the 
environment.

Value reporting
The profession is keen to emphasize the role of independent auditing in ensuring capital market 
efficiency. However, value can only he realized if financial reports are effectively communicated to 
the markets. Methods of corporate valuation and reporting are evolving rapidly, but traditional 
accounting models are insufficient to be relied on to provide a full picture of corporate health. It is 
also vital for corporate management to communicate with investors adequately, to maximize total 
shareholder returns. The challenge for corporations is to enable the capital market to move its focus 
from short-term earnings to long-term value creation.

The concept of using shareholder value, which is underpinned by information on key value- 
creating activities, is not new. The Centre of Innovation in Corporate Responsibility (CICR) 
looks at maximizing sources of value by integrating corporate social responsibility with strategic 
management.11 The Blue Ribbon Committee report Im provin g  the E ffectiven ess o f  C orporate  
Audit C om m ittees  -  produced in response to concerns expressed by the US Securities and 
Exchange Commission about the quality of financial reports -  refers to ‘quality financial report’
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through integrity and transparency, effective interrelationships between the boards and the 
shareholders.12 The Turnbull Report, which is endorsed by the UK Listing Authority for all 
listed companies in the United Kingdom, also refers to the inseparable nature of risk manage
ment and value creation.

Books have been written about the value reporting revolution and value-added reporting and 
research.13 Many investors use shareholder values to support their investment decisions, build valua
tion models and assess future cash flows. Shareholder values are also used at corporate level to drive 
strategy and resource allocation. Value reporting is expected to receive an increasing amount of 
attention in the future of financial reporting and audits.

PricewaterhouseCoopers has devised a value reporting model, which will facilitate a top-down 
process of reporting and enable companies to communicate the internal workings of the company to 
investors in a language they use and understand. The key aspects of the proposed value reporting 
framework are:

• a comprehensive set of company specific financial and nonfinancial measures
• both historical and predictive indicators
• shareholder value-creation activities.

The model comprises a shareholder value metric and a value scorecard, which does not focus on 
operational matters but on key value-creating activities of the business as a whole, as long-term 
measures. The model is underpinned by four key elements:

• the use of prospective indicators
• cash flow oriented information instead of traditional earnings
• nonfinancial indicators such as customer retention, employee satisfaction and community support
• greater transparency to satisfy investors’ demand for more information.

The concept of value reporting is supported by research. The Swedish Stock Exchange carried out 
research to determine the views of global investors and analysts on their information needs. The results 
of that survey show some key insights into best practice reporting, which includes:

• the extent of free cash flow;
• earnings per share;
• market leadership (or ranking in market);
• industry information (gross growth in comparison);
• corporate strategy and visions;
• objectives versus results;
• segmental analysis by business;
• quality management;
• key business activities;
• management activities;
• bad news;
• challenges, risks and uncertainties.
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To develop a value reporting best practice model, PricewaterhouseCoopers advises the following 
summary features:

• a m arket overview  -  the competitive, regulatory and macro-economic environments
• a value strategy -  goals, objectives, governance and organization
• managing fo r  value -  financial performance, financial position, risk management and segmental 

information
• a value platform  -  innovation, branding, customer relationships, supply chain management, people 

management and reputation (social, environmental and ethical).

Value reporting, together with concepts such as shareholder (or stakeholder) value and the develop
ment of the triple bottom-line concept can be said to become significant aspects of the role of 
professional accountants in the future.

Developments in environmental auditing
While auditing has gradually evolved into a much broader concept of performance review, the recent 
development in environmental auditing is a response to a growing concern by businesses with 
controlling their environmental performance more effectively and complying with environmental 
regulations. A single and universally accepted definition of environmental auditing does not exist, 
possibly as a result of the evolving nature of the function.14

Notwithstanding the differing views, a definition of environmental auditing that is widely accepted 
by businesses comes from the 1989 International Chamber of Commerce (ICC) position paper on 
environmental auditing:15

[Environm ental auditing is] a m anagem ent tool com prising a system atic, docum ented, periodic and objective 
evaluation o f how  well environm ental organization, m anagem ent and equipm ent are perform ing with the aim 
o f helping to safeguard the environm ent by:

• facilita tin g  m anagem ent co n tro l o f environm ental p ractices;
• assessing com plian ce w ith com pany policies, w hich w ould include m eeting regulatory requirem ents.

It is significant that environmental auditing, as described above, holds a fundamental contra
diction. The ICC states that it is an internal management tool for company use only -  that it is 
not for publication or public disclosure/scrutiny. Yet, the ICC also states that it wishes to 
establish environmental auditing as a credible and trustworthy instrument in the mind of the 
public. Convincing the public of the credibility of company environmental audits requires 
transparency of purpose and information. This can be achieved by publication of audit reports. 
On the other hand, obtaining a full and frank appraisal of a company’s environmental perfor
mance raises privacy considerations during the audit process, to the exclusion of external 
company stakeholders.

It was suggested by Hillary16 that the use of self-regulatory environmental/management tools such as 
environmental auditing could become a more powerful force for environmental improvement -  i.e. 
people could use such tools to bargain to secure better environmental protection. Environmental auditing 
is certainly beginning to establish a higher global profile. In its 1986 position paper requiring compulsory
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auditing, the US Environmental Protection Agency stated that it may request, under certain conditions, 
internal and potentially incriminating environmental audit reports. The European Union adopted a more 
holistic approach to environmental protection, with the Commission of European Communities releas
ing its consultation paper on an environmental auditing scheme in 1990.17 The scheme entailed the 
operation of an environmental management accounting system (EMAS), which requires mandatory 
verification by independent accredited verifiers for sites registering with the scheme. This process gives 
some credibility to environmental performance efforts made by companies.

Hillary suggested that environmental auditing should be an umbrella term under which different 
audit scopes exist. The following types of environmental audit were identified:

• an activity audit;
• an issues audit;
• an associate audit;
• an occupational health and safety audit;
• a compliance audit;
• a process safety audit;
• an environmental management systems (EMS) audit;
• a site audit;
• a supplier/customer/contractor audit;
• an energy audit;
• a waste audit.

While the above list is not exhaustive, it indicates the broad range of environmental aspects that may be 
subject to the audit process. (In due diligence assessments, for example, the auditor may also be 
concerned with insurance liability audits, preacquisition and merger audits, and divestiture and pre
sale audits -  all of which have a direct relationship with environmental matters.) The types of audit are 
not mutually exclusive.

Standards fo r  environm ental auditing
Recent initiatives have sought to structure and formalize environmental auditing. The British Standard 
Institution developed in 1992 and reissued in 1994 a British Standard specifying an environmental 
management system -  BS 7750, which includes environmental auditing for the environmental manage
ment system and the environmental performance of an organization. Both BS 7750 and, more generally, 
any environmental management accounting systems outline environmental auditing as part of wider 
management systems, and provide guidelines on how to conduct an environmental audit. The broad 
principles are similar to those outlined in ISO 10011, Quality Systems A uditing Standards.

The ISO 14000 series
At the international level, the ISO developed a suite of 20 standards in the field of environmental 
management (the ISO 14000 series). This series was published in 1994. In terms of environmental 
auditing, the following three standards are applicable:

1. ISO 14011-1, Guidelines fo r  Environm ental Auditing -  Audit Procedures. Part 1: Auditing o f  
Environm ental M anagement Systems;
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2. ISO 14011-2, Guidelines fo r  Environm ental Auditing  -  Audit Procedures. Part 2: Com pliance 
Audits; and

3. ISO 14011-3, Guidelines fo r  Environm ental Auditing -  Audit Procedures. Part 3: Audit o f  an 
Environm ental Statement.

In addition, ISO 14001 contains a requirement for organizations to maintain programmes and 
procedures for periodic environmental management system audits. The purpose of an environmental 
management system audit is to determine whether an organization’s environmental management 
system conforms to the ISO 14001 specification, and whether it has been properly implemented and 
maintained.

IAPS 1010, The C onsideration o f  Environm ental M atters in the Audit o f  Financial Statem ents, also 
provides some practical assistance concerning the impact of such factors as pollution, hazardous 
waste, compliance with environmental laws and regulations on financial statement accruals, the 
impairment of assets, disclosures and so on.

International codes of environmental conduct
A number of international codes of environmental conduct set out essential environmental manage
ment elements. These include:

• the Valdez Principles, developed by the Coalition for Environmentally Responsible Economics 
(CERES), in 1990;

• the ICC Charter for Sustainable Development;
• the UK Chemical Industries Association Responsible Care Programmes.

The Valdez Principles were launched after the E xxon  Valdez oil tanker disaster in Alaska. The CERES 
requires signatory companies to undertake annual environmental audits and make public the findings 
of these audits. The ICC Charter for Sustainable Development comprises 16 principles for environ
mental management in achieving sustainable economic development. The Responsible Care 
Programmes have been developed by many national chemical industry associations in the United 
States, Canada and the United Kingdom. All are voluntary in nature.

Voluntary business environmental codes may include environmental auditing components, which 
could be either the Valdez Principles, the ICC Charter for Sustainable Development or the Responsible 
Care principles. In practice, however, these have not been as widely supported by industry as might 
have been intended. Nonetheless, there are many different approaches to environmental auditing that 
can be taken. For environmental management systems and auditing programmes to be effective, some 
of the characteristics of a corporate culture are required:

• top management commitment and hoard-level support
• communication of relevant information to all levels of management and line management
• agreement at all levels that the programme is valuable
• leadership, with direct access to the company’s board and a competent audit team
• environmental audit programmes that fit comfortably into existing management systems.
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Furthermore, the International Auditing Practice Committee (IAPC is the predecessor body of the 
IAASB) suggested that conduct of environmental management system audits requires the following:18

• knowledge of the industry
• knowledge of environmental issues, including environmental science and technologies
• established auditing and verification philosophies and techniques
• management systems and practices, including internal controls
• environmental laws and regulations.

The IAPC suggested that environmental management system auditing probably presents a wider range 
of unique issues for the auditor than does financial statement auditing. To respond to these effectively, 
auditors who are and may be involved in certain environmental operations need to be knowledgeable 
about the environmental systems standards of environmental management accounting systems and 
ISO 14001, especially when the environmental audit is part of the audit scope.

Such an environmental audit may result in the recruitment of on-site personnel in an audit team, 
although an inability to be objective may sometimes mitigate the advantages offered by having inside 
site knowledge and workforce credibility. Nonetheless, leading environmental auditing programmes 
nowadays also include a person with detailed knowledge of the facility to be audited.

The occurrence of environmental auditing will increase in businesses in response to the increasing 
adoption of ISO standards, the greater demands by stakeholders in business for accountability on 
environmental issues, and a growing sophistication in society’s understanding of environmental 
threats and opportunities. The auditors of the twenty-first century must be aware of this development 
and equip themselves with the necessary skills to establish the relevance and value of their services. As a 
first step, they must be familiar with the legislative requirements in this area.

A more recent initiative in connection with environmental issues is the lAASB’s new project 
regarding assurance engagements on information related to carbon emissions reporting and trading. 
The value of the world’s carbon trading markets, which provide incentives for reducing greenhouse gas 
emissions, are growing rapidly. The IAASB project will explore the need for an ISAE dealing specifi
cally with carbon trading to provide a proper reference point as a global trading scheme evolves.

These developments in auditing and assurance reflect the broadening role of accountants in value 
creation, as well as their social role.

| LEARNING CHECK__________________
• Value reporting refers to reporting by organizations on nonfinancial matters that are key value 

drivers. These value drivers are based on added shareholder value.

• Communication of nonfinancial matters to investors involves reporting on value-creation activities 
and other performance indicators.

• Environmental auditing does not have a standard definition. It is generally considered to be a 
management tool comprising a systematic, documented, periodic and objective evaluation of how 
well an organization (including its management and equipment) is performing with respect to 
environmental issues.
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• The aim of the environmental audit is to help to safeguard the environment by facilitating effective 
management control and environmental practices and by assessing compliance with company and 
regulatory requirements.

• The development of environmental auditing has given rise to a range of potential audit and 
assurance services, covering different environmentally related operations related to such issues as 
energy, occupational health and safety, waste, contaminated sites, and other activities such as 
production of environmental products (such as chemicals).

• The ISO 14000 series has been published as a set of guidelines for environmental auditing procedures. 
Voluntary environmental practices are also adopted by organizations. Examples are (i) adhering to 
environmental codes, (ii) developing an environmentally friendly culture and (iii) implementing an 
environmental management accounting system to identify, control and monitor risk areas.

0 SUMMARY
This chapter aimed to provide an overview of some of the current issues that may affect the role of 
professional accountants and auditors in the foreseeable future. Issues such as a variety of corporate 
governance matters, information technology, the changing role of the profession, benchmarking, value 
reporting and environmental auditing continue to shape the work of professional accountants. 
Developments in information technology were reviewed with specific emphasis on the significance 
of financial software, the mobile Internet and XBRL. Auditors and professional accountants must be 
familiar with the characteristics and technical features of financial software to ensure their suitability 
for clients and employers. The convergence of the Internet and telecommunication technologies also 
provides an insight into possible future business applications. Readers should appreciate the changing 
nature of the work of professional accountants, but some external factors must not be ignored. The 
ongoing developments in ethical codes and auditing and quality standards were discussed, as was the 
trend of restructuring by accounting firms in the face of changing market conditions as well as the 
problem of audit market concentration.

Audit quality benchmarking was discussed -  elaborating on the issues of nonaudit standards such 
as the ISO 9000 series -  and the concept of the total quality management audit was introduced. This 
approach focuses on auditing the business as a whole, with the inclusion of value-added services such 
as certification. While highlighting the impact of quality auditing, this chapter also recognized the 
increasing attention given to value reporting -  a form of business reporting that goes beyond the 
financial statements. Value reporting has formed the basis for the development of environmental 
auditing. The future of business reporting and auditing may well be underpinned by a demand of 
shareholder (or stakeholder) values, sustainability and long-term accountability.

0 NOTES
1 Task Force on Rebuilding Public Confidence in Financial Reporting (2003) Rebuilding Publie 

C onfidence in Financial R eporting , an International Perspective. International Federation of 
Accountants, New York.
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0  PROFESSIONAL APPLICATION QUESTIONS
(Suggested answers are on pp. 7 01-702 )

17.1 Audit trails in financial software
An experienced audit partner w as heard to  m ake the follow ing statem ent:

I do n o t know  why all this fuss is being m ade about audit trails  w hen clients are im plem enting a new  system. 
If advances in technology mean that there is less docum entation , surely that must be a good thing. I think that
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there is a problem  if auditors can n o t audit a set o f financial statem ents produced by a com puter system w ithout 
needing ream s o f paper. Especially w ith such auditing tools as analytical review now  available to assist in 
auditing balances.

Required
C om m ent o n  the p a rtn e r’s s ta tem en t. In  p a rticu la r , address som e o f the problem s w ith  a lack  o f  an 
audit tra il th a t can  be caused by advances in tech n ology .

17.2 Environmental auditing
Environm ental auditing is becom in g a m ore im p ortan t issue in fin an cial reporting and also  in relation  
to auditing requirem ents. T h e  British S tan dard  In stitu tion  developed a standard (BS 7 7 5 0 )  th at 
included som e guidance on environm ental auditing.

BS 7 7 5 0  is a sp ecifica tion  for an en v iron m en tal m anagem ent system . T h e system  is used to  describe 
the co m p an y ’s en viron m en tal m anagem ent system , evaluate its p erform an ce and to  define p o licy , 
practices, o b jectiv es and targets; and provides a ca ta ly st for con tin uou s im provem ent. T h e  co n cep t is 
sim ilar to  the use o f ISO  9 0 0 0  for qu ality  system s, w ith  the m ethods to  be used open to  definition by the 
com pany. T h e  standard provides the fram ew ork  for developm ent and assessm ent o f  the resultant 
environm ental m an agem en t system .

BS 7 7 5 0  w as developed as a response to  co n cern  ab o u t environm ental risks and dam age (bo th  real 
and p o ten tia l). C o m p lian ce w ith the standard  is voluntary for co m p an ies, and co m plem en ts required 
com pliance w ith  statu tory  legislation .

Source: w w w .q u a lity .co .u k .

Required
(a) W h at does environm ental auditing m ean?
(b) W h at are som e o th er standards th at have been issued in relation  to en viron m en tal auditing?
(c) W h at sort o f tasks m ight be involved in en viron m en tal auditing?

http://www.quality.co.uk


ANSWERS TO
MULTIPLE-CHOICE
QUESTIONS

1.1 What was the predominant objective of an ‘audit’ before 1900?
(b) To detect fraud.

1.2 W hat would not be  described as part of the conformance role of auditing?
(a) Evaluate reasonableness of business plans.

1.3 W hat is the main concern of the accounting profession in relation to an increase in the level of 
assurance required for audits?
(b) It will increase their exposure to liability.

1.4 What provides the highest level of assurance?
(a) Audit.

1.5 What has been the primary growth area in recent years for the public accounting profession?
(b) Consulting services.

1.6 The primary objective of a financial statement audit is to:
(c) express an opinion on the truth and fairness of the accounts.

1.7 When hiring a new auditor, what should the firm consider to comply with quality control 
standards?
(b) The person should have adequate qualifications.

2.1 Which of the following relates to the auditing function in the financial reporting process?
(c) Obtain and evaluate evidence concerning the financial statements.

2.2 Even if there were no statutory requirement for an audit, some people suggest that self-interest 
would still impel management to engage auditors to audit the financial statements. What theory of 
auditing is this predominantly based on?
(b) Agency theory.

2.3 An independent audit provides a number of benefits to the company because it
(d) lends credibility to the financial statements.
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2.4 Who is responsible for the appointment of the auditors to a company?
(h) The members of the company.

2.5 What would be a valid reason for the company to remove its auditors?
(a) Evidence that the auditors did not perform a proper review of the company’s fixed assets.

2.6 What is the meaning of the principle that requires the auditors to be independent?
(a) The auditors must be without bias with respect to the client under audit.

2.7 Which of the below is a prime objective of auditing standards?
(d) To detail mandatory procedures and principles with which the auditors must comply.

2.8 Independent auditors’ primary reporting responsibility is to the:
(d) members of the entity.

3.1 What shou ld  differentiate a ‘professional’ from a ‘nonprofessional’ culture?
(h) Nonprofessionals do not have community sanction or ethical codes.

3.2 Which of the following best describes why the accounting profession issues codes of professional 
conduct and establishes means for ensuring observance?
(b) A distinguishing mark of a profession is its acceptance of responsibility to the public.

3.3 Which of the following is most likely to be ethically unacceptable?
(c) Receiving a bonus for performing the annual audit of a client within a prescribed time period.

3.4 Which of the following would be deemed acceptable by the accounting profession in evaluating 
whether a firm was maintaining independence?
(d) The audit firm having a number of clients within the same industry.

3.5 An audit independence issue might be raised by auditors’ participation in management advisory 
services engagements. Which of the following statements is most consistent with the profession’s 
attitude towards this issue?
(c) The auditor should not make management decisions for an audit client.

3.6 How are auditors normally appointed to audit a public company?
(a) By directors on behalf of the shareholders.

3.7 What does a signed audit report mean with respect to the ‘possibility’ of fraud within a company?
(a) There is a reasonable expectation that material irregularities due to fraud have been detected.

4.1 What most appropriately describes the implications of the Kingston Cotton M ill (1896) and 
London  an d  G eneral Bank  (1895) cases?
(b) The auditor has a responsibility to exercise the skill and care of a reasonably competent and 

well-informed member of the profession.

4.2 In which of the following situations is it least likely that the auditors would have been negligent in 
failing to detect a material misstatement of inventory?
(a) The auditors relied on a certificate provided by an independent expert.



Answers to multiple-choice questions

4.3 In which of the following situations would failure to detect a fraud constitute grounds for a claim 
of negligence?
(c) The auditors accepted local management representations as to discrepancies as the potential 

impact of the fraud was not material to the accounts as a whole.

4.4 In which of the following situations might a claim arise under privity of contract?
(a) A bank makes a loan to a company on the strength of a report commissioned by the bank.

4.5 The decision in the C aparo  case (1990) restricted the duty of care of auditors to:
(c) The shareholders as a group.

4.6 Would an investor who requests a copy of the audited financial statements of the company from 
company management before the audit is completed be able to rely on the work of the auditors?
(c) No.

4.7 What type of reform has been implemented by the government of the UK to alleviate audit 
liability?
(d) Liability limitation agreements.

5.1 Which of the following can be controlled by the auditor?
(b) Detection risk.

5.2 If the auditor assesses control and inherent risks as low, what would you expect the auditor to do?
(c) Perform a relatively small number of substantive procedures.

5.3 Inherent risk would be considered to be high where:
(c) the newly appointed finance director was previously the marketing manager.

5.4 Which of the following statements best describes the audit approach to materiality?
(a) Materiality is a matter for professional judgement.

5.5 In determining the level of planning materiality for an audit, what should not be considered?
(c) The cost of the audit.

5.6 Which of the following audit procedures is primarily intended to provide evidence as to 
completeness?
(b) Searching for unmatched goods received notes.

5.7 The auditor will check balances from suppliers’ statements to the purchase ledger in order to:
(d) ascertain the completeness of recorded trade payables.

5.8 Which of the following audit procedures is primarily intended to provide evidence as to existence?
(c) Confirming recorded trade receivables with the customers.

5.9 What does ‘sufficient appropriate’ audit evidence mean?
(b) Adequate evidence has been obtained in the auditor’s professional judgement.

5.10 In verifying the valuation of work completed by a construction company on a long-term building 
contract, which source of evidence would you consider as most reliable?
(a) An independent architect called in to supply a valuation but who has not otherwise been 

involved with the contract.
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6.1 Which of the following considerations on accepting a new client does not involve quality 
control?
(b) Previous auditors’ advice as to whether audit fees are paid promptly.

6.2 Engagement letters are widely used in practice for professional engagements of all types. The 
primary purpose of the audit engagement letter is to:
(d) provide a written record of the agreement with the client as to the services to be provided.

6.3 When planning an audit an auditor would not normally be concerned with:
(c) the collection of the fee for the previous year’s audit.

6.4 In the tour of the client’s operations, the auditor noted two machines were not operating in the 
client’s factory. This meant that production was 25 % lower than normal. The factory manager 
informed the auditor that this was because the machine was being serviced; however, the auditor 
saw no evidence of this. How would this affect the audit plan?
(d) It would be necessary to perform more work on inventory to check for obsolescence.

6.5 Which of the following is not one of the uses of a time budget?
(a) Determining the extent of reliance on internal control.

6.6 Analytical procedures used in planning an audit should focus on identifying:
(d) areas that may represent specific risks relevant to the audit.

6.7 When preparing audit working papers it is important that:
(d) they indicate the name of the staff members responsible for preparing and reviewing them and 

any conclusions that may be drawn from the evidence.

6.8 Which of the following is not a function of the preparation of working papers?
(c) For use by the auditor on other engagements such as advising another client on the desirability 

of making a takeover bid for the audit client.

6.9 Standardized working papers are useful because they:
(b) facilitate the review of the audit since the reviewer will be accustomed to the layout, contents 

and purpose of such working papers.

6.10 The auditor’s permanent working paper file should not normally include:
(b) extracts from the client’s bank statements.

7.1 The primary objective of obtaining an understanding of the information system is to provide the 
auditor with:
(b) enough understanding to design procedures to gather sufficient audit evidence.

7.2 Which of the following is not a method of documenting the understanding of the accounting 
system ?
(b) Internal control evaluation checklist.

7.3 An auditor’s flow chart of an entity’s information system is a diagrammatic representation that 
depicts the auditor’s
(b) understanding of the system.
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7.4 Which of the following would not be relevant in obtaining an understanding of the control 
environment?
(d) Adoption of accounting policies in conformance with accounting standards.

7.5 Where the preliminary assessment of control risk is low for any particular audit objective:
(c) the auditor may consider performing tests of controls to confirm the preliminary assessment if it 

would result in a reduction of the extent of audit effort.

7.6 Segregation of duties is a means of ensuring that:
(d) employees cannot perpetrate and conceal errors or irregularities in the normal course of their 

duties.

7.7 The maximum reliance an auditor may place on control procedures in reducing the extent of 
substantive procedures is determined by:
(c) their design effectiveness subject to sufficient evidence from tests of control that they are 

operating effectively.

7.8 What would be an appropriate sample of invoices to gain reasonable assurance that all payments 
are properly authorized as part of the annual audit?
(b) Randomly select a sample of 100 invoices from throughout the financial year.

8.1 Which of the following does not constitute sampling?
(a) Select all payments made during the year greater than £10 000 and ensure they have supporting 

documentation.

8.2 An advantage of using statistical sampling techniques is that such techniques:
(a) mathematically measure risk.

8.3 What would most effectively describe the risk of incorrect rejection in terms of substantive audit 
testing?
(c) The auditor concludes that the balance is materially misstated when in actual fact it is not.

8.4 An advantage in using statistical sampling over nonstatistical sampling methods in tests of control 
is that statistical methods
(c) provide an objective basis for quantitatively evaluating sample risks.

8.5 If all other factors remained constant, changing the tolerable deviation rate from 10%  to 12% 
would mean
(c) that the sample size would decrease.

8.6 An underlying feature of random-based selection of items is that each
(c) item in the accounting population should have an opportunity to be selected.

8.7 Which of the following methods of sample selection is the least desirable in terms of extrapolating 
results to the population?
(c) Block selection.

8.8 What audit tests do you think would be most appropriate for monetary unit sampling?
(a) To select a sample of trade receivables to confirm their balances.
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9.1 Which of the following is the only risk that can be manipulated by the auditors?
(b) Detection risk.

9.2 If the acceptable level of detection risk decreases, the assurance directly provided from:
(a) substantive procedures should increase.

9.3 The auditor assesses control risk because it:
(c) affects the level of detection risk the auditors may accept.

9.4 The auditor is more likely to use analytical review as a substantive test when:
(a) planned detection risk is high.

9.5 Which of the following analytical procedures should be applied to the income statement/profit 
and loss statement?
(d) Compare the actual revenues and expenses with the corresponding figures of the previous 

year, and investigate significant differences.

9.6 As the acceptable level o f detection risk decreases, an auditor may change the
(c) nature of substantive procedures, from a less effective to a more effective procedure.

9.7 The procedures specifically outlined in an audit programme are primarily designed to:
(d) gather evidence.

9.8 When would tests of details of profit and loss statement accounts be more likely to be required?
(c) When the auditor decides not to test the company’s internal controls.

10.1 Which of the following controls would most likely ensure that all deliveries are invoiced?
(a) The invoicing department supervisor matches prenumbered shipping documents with entries 

in the sales journal.

10.2 Which of the following internal control procedures would be most likely to assure that all receipts 
from cash sales are recorded?
(c) Sales are rung up on a cash register, which displays the sale amount and issues a printed receipt.

10.3 For which of the following reasons might inherent risk over the occurrence of sales transactions 
be assessed as high?
(b) Sales department staff earn a bonus if they achieve annual sales targets.

10.4 Sales revenue is usually a material balance within the financial statements of a company. Why 
would an auditor mainly focus his or her work on sales transactions occurring at the end of the 
year rather than throughout the year?
(b) The auditor is concerned that the company may attempt to bring forward sales into the 

current year.

10.5 Which of the following tests of control would provide audit evidence for the financial statement 
assertion of the completeness of sales transactions?
(a) Check to ensure that all dispatch orders have been properly matched to a sales invoice.

10.6 If the auditor assesses control risk over the completeness of cash receipts transactions to be high, 
the control risk assessment would be high for the trade receivables balance assertion of:
(b) existence.
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10.7 After completing the testing of controls over cash receipts and sales adjustments, the auditor 
assesses the level of control risk to be higher than expected. How would this affect the auditor’s 
substantive audit work on trade receivables?
(c) The auditor may consider changing the date of the trade receivables circularization from one 

month before the year end to the actual year-end date.

10.8 Which of the following would give the most assurance concerning the existence and rights and 
obligation assertions in respect of trade receivables?
(c) Obtaining a confirmation letter from the customer that agrees the balance.

11.1 Which of the following controls would be most effective in assuring that only purchases that
properly occurred are recorded for payment?
(a) Suppliers’ invoices are independently matched with purchase orders and goods received notes.

11.2 On receipt of a supplier’s invoices the purchases clerk should:
(b) match the invoice with the goods received note and purchase order.

11.3 Internal control is not strengthened when the following functions are segregated:
(c) approving suppliers’ invoices and recording the liability.

11.4 An auditor wants to perform tests of control on an entity’s computerized cash disbursement 
procedures. If the control procedures leave no audit trail of documentary evidence, the auditor 
most likely will test the procedures by:
(d) the use of test data.

11.5 Which of the following is a test of control over payroll transactions?
(d) Observing procedures performed at a payroll distribution.

11.6 The sampling unit in an audit procedure providing evidence as to the occurrence of payroll 
transactions ordinarily is:
(a) a clock card.

11.7 To ensure the completeness of recorded liabilities at the balance sheet date the auditor 
should:
(a) select a sample of transactions from the bought ledger immediately after the year end and 

vouch them to goods received notes.

11.8 The principal reason for the auditor to examine suppliers’ statements at balance sheet date is to 
obtain evidence that:
(c) there are no unrecorded liabilities.

12.1 If an entity maintains perpetual inventory records the appropriate audit strategy for determining 
inventory at balance sheet date would be to:
(c) rely on hook inventory if its reliability had been confirmed by cyclical counts throughout the 

year confirmed by both tests of controls and substantive procedures.

12.2 The primary objective of an auditor’s observation of an entity’s inventory count is to
(c) obtain direct knowledge that the inventory exists and has been properly counted.
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12.3 An entity maintains perpetual inventory records in both quantities and value. If the preliminary 
assessed level of control risk is high, an auditor would probably:
(d) request the entity to schedule the inventory count at the end of the year.

12.4 Which of the following procedures would not be appropriate for an auditor in discharging his or 
her responsibilities concerning the existence of the entity’s inventories?
(c) Supervising the annual inventory count.

12.5 If the client maintains perpetual inventory records and performs cyclical counts of inventory rather 
than one major inventory count at the end of the year, what should the auditor do?
(b) Review one or two of the cyclical counts -  and not request a full inventory count if there is 

evidence of adequate procedures.

12.6 What should an auditor do to ensure that inventory is stated at the lower of cost and net realizable 
value?
(b) Select a sample of inventory items held at year end and compare their value with that for 

subsequent sales of similar items.

12.7 In auditing noncurrent assets, why might the auditor decide to assess control risk at the maximum 
and perform predominantly substantive testing?
(d) It is more economical to audit noncurrent assets using substantive testing because of the 

relatively few associated transactions compared with other balances.

12.8 What audit procedure would most likely detect the incorrect capitalization of an expense to 
noncurrent assests?
(b) Selecting a sample of additions to noncurrent assets and ensuring that they have adequate 

supporting documentation.

13.1 The balance of cash is often only 1 % of total assets.
(a) Cash is always qualitatively material no matter how small the balance and should always be 

audited.

13.2 When counting cash on hand the auditor should:
(c) note the details of cash and cheques making up the balance.

13.3 In reviewing the bank reconciliation prepared by the cashier, the auditor finds a ‘miscellaneous 
reconciling item’. From discussion with the cashier, the auditor is told that this relates to 
correction of a bank error. What should the auditor do?
(d) Note the details for checking against the subsequent period’s bank statement.

13.4 Which of the following would be the best protection for an entity that wishes to prevent the 
‘teeming and lading’ of trade receivables?
(b) Have customers send payments directly to the entity’s bank.

13.5 Consider which of the following statements, with respect to the bank confirmation, is least 
appropriate.
(c) The confirmation is reliable because its accuracy is guaranteed by the bank.
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13.6 The auditor usually adopts a predominantly substantive approach to the audit of investments 
because:
(a) with few transactions there would be no saving in audit effort from testing controls in order to 

reduce the level of substantive procedures.

13.7 Which of the following controls would be the most effective in assuring that the proper custody of 
investment assets is maintained?
(b) The recorded balances in the investment subsidiary ledger are periodically compared with the 

contents of the safety deposit box by independent personnel.

13.8 The following investment ratio is most likely to be of audit relevance.
(c) Interest income to investments in debentures and other interest-bearing securities.

13.9 Which of the following is least likely to require special attention when auditing consolidated 
financial statements?
(c) 100%  owned subsidiaries.

14.1 In the auditor’s completion of the audit, which of the following is not a subsequent-event 
procedure?
(b) Make enquiries with respect to the previously audited financial statements to establish 

whether new information has become available that might affect those statements.

14.2 Which of the following would an auditor ordinarily perform during the review of post balance 
date events ?
(c) Inquire of the entity’s solicitor concerning litigation.

14.3 The auditors are concerned with completing various phases of the examination after the balance 
sheet date. This period extends to:
(b) the date of the auditors' report.

14.4 The following matters came to the attention of the auditors before the audit fieldwork 
was completed. Which one would require an adjustment to be made to the financial 
statements?
(c) The bankruptcy of a major customer of the client.

14.5 Auditors should send a letter of inquiry to those solicitors who have been consulted concerning 
litigation or claims. The primary reason for this request is to provide:
(a) corroborative evidential matter.

14.6 Which of the following is ordinarily included among the written management representations 
obtained by the auditors?
(b) All books of account and supporting documentation have been made available.

14.7 Six months after issuing an unqualified opinion on a set of financial statements, the audit partner 
discovered that the engagement personnel on the audit failed to confirm several of the client’s 
material debtor’s balances. The audit partner should first:
(b) assess the importance of the omitted procedures to the auditor’s ability to support the 

previously expressed opinion.
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14.8 Subsequent to the issuance of the auditor’s report, the auditors became aware of facts existing at 
the report date that would have affected the report had the auditors then been aware of them. 
After determining that the information is reliable, the auditors should next:
(c) request that management discloses the effects of the newly discovered information by adding a 

note to subsequently issued financial statements.

15.1 What is an auditor required to state on completion of the audit?
(d) A statement of opinion about the truth and fairness of the financial statements.

15.2 If the auditor believes that management should disclose further information about directors’ 
remuneration but management does not agree to do this, what should the auditor do?
(c) Disclose the information within the auditors’ report.

15.3 Consider the following scenario. Restrictions imposed by the client prohibit the observation of 
stocktake, which accounts for about 40%  of all assets. Alternative audit procedures cannot be 
applied, although the auditor was able to obtain satisfactory evidence for all other items in the 
financial statement. The auditor should issue:
(c) a disclaimer of opinion.

15.4 In reviewing subsequent events, the auditor reviewed a number of sales transactions that raised 
serious concerns in relation to the recorded value of stocks. The auditor believes that stock should 
be written down by 15% in the financial statements but management is satisfied that inventory is 
stated fairly. The auditor should issue:
(d) a qualified (‘except for’) opinion.

15.5 The auditor has serious concerns about the going concern of the company. The company’s going 
concern is dependent on obtaining a large sales contract that is still under negotiation at the time 
of signing the auditors’ report. The management of the company has made full disclosure of this 
situation in the notes to the accounts. The auditor is satisfied with the level of disclosure. The 
auditor should issue:
(b) an unqualified opinion with an emphasis of matter paragraph.

15.6 The auditor concludes that there is a material inconsistency in the other information in an 
annual report to shareholders containing audited financial statements. If the auditor con
cludes that the financial statements do not require revision, but the directors refuse to 
revise or eliminate the material inconsistency in the other information, the auditor should 
issue:
(b) an unqualified opinion with an explanatory paragraph.

15.7 You have accepted the appointment to audit the financial statements of Hippo Ltd for the year 
ended 31 December 20X1. The financial statements of the company for the year ended 31 
December 20X0 were unaudited. In relation to the opening balances in the 31 December 20X1 
financial statements, you need to issue:
(a) a disclaimer of opinion where you cannot obtain sufficient appropriate audit evidence on 

opening balances.

16.1 IAPS 1013 on e-Commerce provides guidance for the auditor on:
(d) financial statements that are affected by e-Commerce.
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16.2 The infrastructure layer of the information economy includes:
(c) the Internet.

16.3 The key aspects of a risk analysis on e-Commerce are:
(c) security and operational risks.

16.4 An on-line audit is:
(a) carried out to evaluate the likely acceptance of on-line sites or services.

16.5 Which of the following is not an internal control consideration in an e-Commerce environment?
(a) Ensuring client’s staff possess Internet skills and knowledge.

16.6 To assess the acceptance of electronic records as audit evidence, the auditor should consider:
(d) performing verification procedures for information policies and proper implementation of 

controls.

16.7 Cyber crimes can be attributable to intrusion by:
(d) all of the above.

16.8 In performing forensic auditing, the auditor should:
(a) understand the network systems and seek symptoms of irregularities.

16.9 Which of the following business risks is identified in IAPS 1013?
(d) All of the above.





SUGGESTED ANSWERS 
TO PROFESSIONAL 
APPLICATION 
QUESTIONS

1.1 Audit Objectives
Required
Write a b r ie f  m em o to the audit partner, Mr D ickens, discussing m ajor changes that have occurred in 
the objectives o f  auditing since the publication o f  D icksee’s b o o k  in 1892.

Memo

Date: 23/3/X8 
To: M r Dickens 
From: The Audit Assistant 
Re: The Objective of an Audit

The traditional audit role was a ‘conformance role’. Audits focused on finding errors in balance sheet 
accounts and on stemming the growth of fraud. The detection of fraud had a very important emphasis. 
As companies began to grow and become more complex during the nineteenth century the detection of 
fraud became an unrealistic objective -  although it was still generally perceived as one of the main 
objectives of a financial statement audit.

The difference in perception of responsibilities and reality were addressed in the case of Kingston 
Cotton Mill Co. (1896) 2 Ch. D279. L opes L ]  said of auditors:

. . .  H e is a watchdog, but not a bloodhound . . .  If there is anything calculated to excite suspicion, he should probe it 
to  the bottom  but, in the absence o f anything o f that kind, he is only bound to be reasonably cautious and carefu l. . .

This effectively stated that it is not reasonable to expect the auditor to detect all fraud as part of the audit. 
ISA 200, O bjective and General Principles Governing an Audit o f  Financial Statements, states that:

The objective o f an audit o f financial statements is to  enable the auditor to  express an opinion whether the financial 
statem ents are prepared, in all material respects, in accordance with an applicable financial reporting fram ework.

T he im plication o f this is that audit procedures are designed to discover m aterial m isstatem ents (including 
fraud) as part o f norm al audit procedures.
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Even so, ISA 240 , T he A u ditor’s R esponsibility  to C onsider Fraud in an  Audit o f  Financial Statements 
requires an active and robust approach to fraud. It requires auditors to carry out the audit with 
professional scepticism and consider the likelihood of fraud and its impact on the financial statements 
in planning and performing the audit and respond accordingly. It requires that the possibility of fraud 
is discussed amongst the audit team.

In conclusion, the primary objective of an audit is to express an opinion as to whether the financial 
statements are prepared, in all material respects, so as to give a true and fair view. Whilst the objective 
to detect fraud is not a primary objective in itself consideration to the possibility of fraud should be 
made by auditors in the performance of an audit.
Audit Assistant

1.2 Types of Audits and Auditors
R equ ired
1. Indicate the type o f  audit that is involved: (i) financial, (ii) com plian ce, (iii) value fo r  money,

(iv) environm ental o r  (v) internal.
2. Identify the type o f  auditor m ost likely to b e  involved: (i) independent, (ii) internal o r (iii) government.

NUMBER (1 ) TYPE OF AUDIT (2 ) TYPE OF AUDITOR

1 Compliance Government
2 Internal Internal
3 Internal Internal
4 Value fo r money/internal Internal/independent
5 Financial Independent
6 Environmental Independent
7 Compliance/value for money/internal Internal/independent
8 Compliance/internal Internal/independent
9 Compliance/financial Government

2.1 Relationship between Accounting and Auditing
R equired
(a) Prepare a  diagram  o f  the relationship betw een  accounting an d  auditing in the preparation  and 

audit o f  financial statem ents. Show  each  o f  the steps in the p rop er  sequence.

ACCOUNTING AUDITING

Analyse events and transactions Obtain and evaluate evidence concerning the financial statements
Measure and record transaction data
Classify and summarize recorded data Verify that financial information gives a true and fa ir view
Prepare financial statements per identified financial reporting Express opinion in auditors' report
framework
Distribute financial statements and auditors’ report to Deliver auditors' report to entity
shareholders in annual report



(b) ‘M anagem ent an d  the external auditors share the responsibility fo r  the assertions contained in the 
financial statem en ts.’ Evaluate and  discuss the accuracy o f  this statem ent.

This contention is incorrect. Management has the responsibility for the preparation of the financial 
statements. The auditors’ responsibility is limited to performing an audit of the financial statements 
and reporting the findings in the auditors’ report. In the course of the audit, the auditors may suggest 
adjustments to the financial statements. However, management is responsible for all decisions con
cerning the form and content of the financial statements.

Suggested answers to professional application questions

2.2 Management and Auditor Responsibilities
Required
Evaluate the a b o v e  statem ents and indicate:

(a) those (or, in the case o f  the first statem ent, w hich  auditor) you agree w ith, i f  any; and
(b) those w hose reasoning is m isconceived, incom plete o r  m isleading, i f  any.

(a)

1. Auditor D is correct: it is the client’s responsibility.
2. The first sentence of this statement is partially true. It is important to read the footnotes to 

financial statements because they provide important supplementary information.

Footnotes often pertain to complex matters and are presented in technical language.
Certainly it must be acknowledged that sometimes they could be presented in clearer form.
To the extent the footnotes supplement disclosures in the body of the financial statements, they 

could reduce the auditor’s exposure to third party liability.

(b)

• The statement is clearly wrong in ascertaining that the footnotes can be used to correct or 
contradict financial statement presentation. Footnotes are an integral part of the financial 
statements. If there is contradiction or if the presentation is incomprehensible, this constitutes 
inadequate reporting and requires comment in the auditors’ report.

• The statement fails to recognize that the need for accuracy and completeness sometimes over
rides the desire for clarity.

• The statement incorrectly assigns the primary responsibility for the financial statements and 
footnotes to the auditors instead of the management.

• Because management prepares footnotes, the auditors cannot control their content.

3.1 Professionalism
R equired
Explain how  you w ou ld  try to convince the cynical accounts departm ent em p loy ee that the accounting  
profession  cou ld  m ak e  a  i>alid claim  to being professional.
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The claims made by the accounts department are to a certain extent true. In recent years there hav< 
been a number of cases where it has been shown that professional accountants have acted in unprofes 
sional ways. In theory a profession should have the following attributes: (i) a systematic body of theory
(ii) authority, (iii) community sanction, (iv) ethical codes and (v) culture. It is acknowledged thai 
nonprofessionals to a lesser degree also possess these attributes. Professional organizations differenti
ate themselves by emphasizing the community sanction that they strive so hard to achieve. 
Professionals would also claim that they benefit society by their superior performance in fulfilling a 
highly competent and sophisticated role. (This may sound elitist and it may be difficult to use this 
argument to convince the accounts department employee.)

The main criticism that the accounts department employee has made is that members will still act 
in their own best interests anyway. This is quite valid as discussed above; however, the accounting 
professional bodies have recognized this potential problem and have implemented a built-in regulatory 
code to compel ethical behaviour on the part of its members. The profession would see this regulatory 
code as a key way of differentiating itself from other organizations. Through its ethical code, the 
profession’s commitment to social welfare becomes a matter of public interest, thereby helping to 
ensure the continued confidence of society. Self-regulatory codes are characteristic of all occupations. 
However, a professional code is more explicit, systematic and binding: it possesses altruistic overtones 
and is more public service oriented.

Whether this will convince the accounts department employee is a moot point!

3.2 Ethical Issues
Required
For each  situation (i) identify the ethical issues involved and (ii) discuss w hether there has or has not
been any violation o f  ethical conduct. Support your answers by reference to the relevant professional
statements.

1. (i) The ethical issues are those of independence and professional competence, (ii) Ethical codes 
permit the provision of writeup services to private company audit clients and, in exceptional 
circumstances only, which would appear to be the case here, to public company audit clients. 
However, it is important that the service does not require any member of the practice to make 
executive decisions on behalf of the client. A fundamental ethical requirement is that, if Sarah is to 
be assigned to the job, she must be competent to provide the required service.

2. (i) The ethical issue is that of the confidentiality of information acquired in the course of providing 
professional services to a client, (ii) In this situation there is no direct action that Fobel &  Hirst 
could take and Sarah’s action certainly represents a breach of client confidence. The appropriate 
course of action would have been for Sarah to draw the matter to the attention of the partners who 
should attempt to persuade management to take corrective action. Pressure could be applied by way 
of requiring that an appropriate contingent liability for unpaid taxes be disclosed in the interim 
accounts. As a last resort the firm should consider the desirability of continued association with a 
client in the light of doubts as to the integrity of management.

3. (i) The ethical issue here is that of whether the acceptance of a gift prejudices the appearance of 
independence, (ii) Unless the value of the gift is clearly insignificant it should not be accepted. If the
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gift is accepted by Sarah it could give the impression that Sarah had not been objective and impartial 
in performing her duties or that, in future, her objectivity would be impaired.

4 . (i) The ethical issue here relates to the duty of care that accountants have with respect to handling 
clients’ trust funds, (ii) The partner’s behaviour in this situation appears to be unethical. The client’s 
trust fund should not be used for unauthorized purposes.

4.1 Due Care
Required
(a) Has your accounting firm  acted  with ‘due care’? What do  you think will be the court’s decision i f  

the case goes to trial?

The key issue in determining whether an auditor has acted with ‘due care’ or not is by looking at 
decided cases and the relevant professional standards. Cases such as Kingston Cotton Mill and London  
and G eneral Bank  have suggested that the auditor will have exercised due care if he or she exercises the 
skill and care of a reasonably competent member of the profession. Later cases state that the courts 
would consider whether the auditor had followed the appropriate professional standards in determin
ing whether he or she had acted with due care.

In this case it appears as though the audit firm has acted with due care. They have followed all 
the appropriate work steps and have ensured that the audit was performed in accordance with ISAs. 
There has even been a subsequent review by another audit partner in an associated firm who cleared the 
audit file.

The key auditing standard in this case, that the audit firm should be concerned about, is com
pliance with ISA 240. This standard requires that the auditor considers the risk of the financial 
statements being materially misstated as a result of fraud and respond accordingly. The audit team 
should discuss the likelihood of fraud.

The court’s decision would probably be in favour of the auditor in this case. (N ote: this would be 
unless the court decided to extend the duties of auditors with respect to the detection of fraud.)

(b) Even i f  the partner is convinced he acted  with 'due ca re’, why w ould he possibly o ffer  Speedy Spares 
a substantial settlem ent am ount?

A large number of cases are settled before their ultimate conclusion. The high rate of settlement before 
verdicts has encouraged a large number of frivolous claims to be made against auditors. The reasons 
for settling include the following:

• litigation tends to be a lengthy and expensive process;
• bad publicity and reputation damage that will arise out of a court decision that goes against the 

auditor;
• bad publicity and reputation damage that will arise out of a lengthy legal dispute.

It may make more economic sense to settle with Speedy Spares.
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4 .2  N egligence, L iab ility  to Third Parties
R eq u ired
Will City Bank succeed in its action against Donaghue Partners? Explain.

For City Bank to establish a cause of action for negligence against Donaghue Partners, City Bank must 
prove that:

• Donaghue Partners owed a legal duty of care to City Bank.
• Donaghue Partners breached their legal duty by failing to perform the audit with the due care or 

competence expected of members.
• Donaghue Partners’ failure to exercise due care proximately caused City Bank to suffer damages.
• City Bank suffered actual losses or damages.

The facts of this case establish that Donaghue Partners were negligent by not detecting the 
overstatement of trade receivables because of its inadvertent failure to follow its audit pro
gramme. However, Donaghue Partners will not be liable to City Bank for negligence because 
Donaghue Partners owed no duty to City Bank. This is the case because Donaghue Partners 
was not in privity of contract with City Bank, and the financial statements were neither audited 
by Donaghue Partners for the primary benefit of City Bank, nor was City Bank within a known 
and intended class of third parties who were to receive the audited financial statements. The 
decision in the Caparo case confirms that the defendant did not owe the plaintiff a duty 
of care.

5.1 Audit Evidence
R e q u ired
(a) Identify and describe the procedures for obtaining audit evidence.

Inspection  o f The physica l exam ination o f docum en tary records w h ich  m ay include vouch ing  o r trac in g  to  related docum en ts in the
docum en ts aud it tra il.

Inspection  o f assets The physica l exam ination o f tang ib le  assets.

Observation Looking  a t p rocedures being pe rfo rm ed  by o the rs.

Inqu iry  The process o f seeking in fo rm a tion  by asking  questions o f know ledgeable pe rsons inside o r ou ts ide  the  en tity . The
in fo rm a tion  m ay be new to  the  aud ito r o r m ay co rrobora te  evidence fro m  o the r sources.

C on firm ation  C on firm ation , w h ich  is a sp ec ific  type o f inqu iry , is the  process o f ob ta in ing  a rep resen ta tion  o f in fo rm a tion  o r  o f an
ex is ting  cond ition  d irec tly  fro m  a th ird  party.

R ecalcu lation C hecking the a rithm e tica l accuracy o f source  do cum en ts  and accou n ting  records.

R eperform ance R eperform ance invo lves the independent execu tion  o f the  p rocess ing  o f se lected tran sac tion s  to  de te rm ine th a t the
orig in a l p rocess ing  co n fo rm ed  to  p rescribed co n tro l po lic ies and procedures.

A na ly tica l The analysis o f re la tionsh ips  such as between item s o f financ ia l data to  iden tify  consis tenc ies and pred icted  pa tterns
procedures o r s ign ifican t f lu c tu a tio n s  and unexpected re la tionsh ips , and the resu lts  o f investiga tions thereof.
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( b )  For each o f  the procedures, describe an audit test using that procedure to obtain evidence as to the 
balance o f  plant and machinery including the related balances o f  accumulated depreciation and  
charges to profit and loss.

Inspection o f docum en ts  
and assets

Observation

Inqu iry and co n firm a tio n

Recalculation
Reperformance

Analytical procedures

P hysica lly inspect add itions  to  p lan t and m ach inery agree ing de ta ils  such as m ode l num ber and seria l 
num b e r w ith  the  pu rchase invo ice  and no ncu rre n t asset reg ister.

Observe en tity  s ta ff co m p a ring  the  ph ys ica l exis tence o f p lan t and m ach in e ry  w ith  the  item s recorded in the  
no ncu rre n t asset reg is te r.

Obtain w ritten confirm ation o f the existence of plant and m achinery recorded as being leased to  custom ers.

Check the  com puta tion  o f deprec ia tion  fo r  the  year. Check th a t a d d itions  to  p lan t and m ach inery were 
acquired in accordance w ith  the  co m p any ’s s tated po lic ies  and p rocedures ( fo r exam ple, w ith in  au thorized 
spend ing  lim its , p rope rly  approved).

Com pare the to ta l deprec ia tion  charge fo r p lan t and m ach inery w ith  the  com parable charge fo r  the  previous 
year and cons ide r the  reasonab leness o f any diffe rence.

(The tests in this answer are illustrative only. Other tests using each procedure would be equally 
satisfactory.)

(c) For each o f  the procedures, discuss considerations affecting your judgem ent as to the reliability o f  
the evidence with particular reference to the test described in your answer to (b).

Inspection o f W ith  the inspection  o f do cum en ts  the  re liab ility  o f evidence depends on:

docum ents ^  na tu re and source o f the  d o cum en ts  w ith  the  least re liab le being do cum en ts  created by and obta ined fro m
the en tity  and the  m ost re liab le be ing docum en ts created by and ob ta ined d ire c tly  f ro m  th ird  pa rties (e.g. in th is
case su p p lie rs ’ invo ices);

•  W he the r do cum en ts  are o rig in a ls  o r  pho tocop ies  o r facs im iles.

Inspection  o f assets The re liab ility  depends on  the  a b ility  o f the  a u d ito r to  be ce rta in  as to  the  iden tifica tion  o f assets exam ined is the 
one recorded in the records. O bta in ing  the  services o f an expert in iden tify in g  the asset w ill increase the re liab ility  
o f the evidence.

O bservation The re liab ility  o f the ev idence depends on w he ther:

•  en tity  s ta ff had no advance w arn ing  tha t th e ir  pe rfo rm ance w as to  be observed by the  aud ito rs  (the observation  
w as conducted on a su rp rise  basis);
•  s ta ff behaviou r is like ly  to  be a ffected by the  know ledge th a t they are be ing observed.

W here observa tion  is o f the  na tu re o f a sam p le  tes t, as in observ ing  co m p a riso n  o f no ncu rre n t assets to  the 
re co rds  fo r  on ly  a sam p le  o f the  e n tity ’s p lan t and m ach inery , the re liab ility  o f the ev idence depends on the 
a u d ito r’s judgem ent as to  w he the r the  pe rfo rm ance  o f p rocedures by en tity  s ta ff m ig h t d iffe r w hen they are not 
being observed.

Inqu iry  and The re liab ility  o f the ev idence depends on:
co n firm a tion •  the know ledge o f the o the r party;

•  the independence o f the  o the r party;
•  w he the r the  reply is w ritte n  o r oral.

C on firm a tions fro m  cu s tom ers  as to  the  ex is tence o f p lan t and m ach inery on hire to  them  are h igh ly  reliable. They 
w ou ld  have know ledge as to  the  su b jec t o f the  inqu iry . As th ird  parties, they  w ou ld  be independent. The ir response 
is in w ritin g .

(continued overleaf)
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(continued)

Recalculation Being entirely auditor created, computational evidence, such as verifying the calculation of the depreciation
Reperformance charge, is highly reliable. Highly reliable for the items tested because it is auditor created evidence.

Analytical procedures As auditor created evidence, analytical procedures are reliable but limited by the ability of the auditor to assess 
their reasonableness. In comparing the total depreciation charge for the year, the effect of additions and disposals 
of assets with different depreciation rates can only be approximated unless a full computation is performed. 
Where the procedure involves nonfinancial data or data from outside the entity, reliability is limited by the 
reliability of the other data.

5.2 Audit Objectives and Evidence Reliability
Required
F o r  e a c h  p r o c e d u r e  ( 2 )  to  ( 7 )  in c lu s iv e :

(a )  i d e n t i f y  its  p r i n c ip a l  o b je c t iv e ;
(b )  e x p la in  its  o b je c t iv e  in  t e r m s  o f  th e  a c c o u n t  b a la n c e  o r  t r a n s a c t io n  c la ss  in v o lv e d  a n d  th e  f in a n c ia l  

s t a te m e n t  a s s e r t io n  to  w h ic h  th e  e v id e n c e  p r i n c i p a l ly  r e la te s ;
(c ) d is c u s s  th e  r e l i a b i l i t y  o f  th e  e v id e n c e  o b ta in e d .

TE S T (A ) O B JEC TIVE (B ) A S S E R T IO N (C ) R E L IA B IL IT Y

2 Test of operation of 
control.

Occurrence of purchase transactions.
It ensures that the goods receiving clerk properly 
inspects the contents of deliveries as being (a) 
undamaged and (b) in agreement with the delivery 
note and purchase order.

As evidence obtained directly by the auditor it 
provides very reliable evidence of the procedure 
observed. However, it provides less reliable evidence 
as to the performance of procedures relating to 
goods delivered generally as the clerk may behave 
differently when not being observed.

3 Substantive test of 
details of purchase 
transactions.

Completeness of recorded purchase transactions.
It ensures that all goods delivered are recorded in the 
accounting records.

Reliable in that the evidence is obtained directly by 
the auditor. However, the reliability is subject to 
further evidence that all deliveries are recorded on 
goods received notes.

4 Test of operation of 
control.

Occurrence of recorded purchase transactions.
It ensures that the control procedure of 
independently checking invoices with supporting 
documentation is evidenced as having been 
performed.

Documentary evidence of the procedure having been 
performed is less persuasive than observation of the 
performance itself. However, the employees 
responsible have acknowledged, by initialling the 
invoice, proper performance of the procedure and 
may thus be held accountable if they are found to 
have performed their task carelessly. To this extent 
the evidence is reliable.

5 Analytical procedure 
as a substantive 
procedure relating to 
the trade payables 
balance.

Existence, completeness and valuation of the trade 
payables balance.
If the closing balance, relative to purchases, is higher 
than expected, the balance may include liabilities that 
did not exist at balance sheet date or that are 
overstated. If the closing balance, relative to 
purchases, is lower than expected, the balance may be 
incomplete through the omission of liabilities that 
existed at balance sheet date, or individual liabilities 
included in the balance are understated.

As auditor created evidence, the computation of the 
relationship, such as a ratio, is reliable. However, the 
reliability of analytical evidence is subject to the 
ability to develop expectations, If the incidence of 
purchases during the year and the entity's payment 
policy are unchanged, last year's relationship 
provides a reliable basis for developing an 
expectation for the current year,
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Substantive test of 
details of trade 
payables balance.

Valuation of the trade payables balance.
By virtue of the double entry system, any errors:

•  in entering individual transactions in the purchase 
journal, cash payments journal or purchase ledger;
•  in adding journals and posting totals to the ledger;
•  in determining the closing account balances
are likely to be revealed by a failure of individual trade 
payable balances to agree, in total, with the balance 
on the control account.

As auditor created evidence it is highly reliable. 
However, the auditor will also need to obtain 
evidence that the list of trade payables balances has 
been properly taken from the ledger.

Test of design of Completeness and existence of recorded purchases
control. during the period.

If cutoff procedures are reliable, then control risk of 
purchase transactions being recorded in the wrong 
accounting period is reduced.

In so far as the auditor evaluates the effectiveness of 
the design of cutoff procedures the evidence is 
reliable. There is always the risk that management 
may deliberately misinform the auditor. 
Nevertheless, if the auditor considers the procedures 
are effectively designed, further tests of control need 
to be performed to ensure the procedures are 
properly operated. Because of inherent limitations of 
control, assessment of control risk as less than high 
always involves an element of uncertainty.

6.1 Client Acceptance Decision
Required
(a) State factors the partners should have considered for and against accepting nomination.

Arguments against accepting of nomination

• Inadequate accounting systems and weak internal controls often accompany rapid growth. This will 
increase inherent risk and may affect the auditor’s ability to undertake a satisfactory audit.

• Rapid growth through aggressive takeovers implies a management philosophy that is willing to 
accept risks. This has adverse implications on the control environment, which will increase both 
inherent and control risk and will tend to require adoption of a more expensive predominantly 
substantive approach to the audit.

• Failure to take action against employee fraud brought to their notice by the auditors suggests a 
culture that tolerates unethical behaviour that is likely to permeate the company and to be shared by 
all employees. This will result in a weak control environment.

• Introduction of a new computer system must be undertaken very carefully. In addition, an unne
cessarily complicated system is one of the warning signs of fraud. Such a computer system may be 
difficult to audit.

• There are many documented examples of audit failure where aggressive behaviour towards audit 
staff has discouraged them from asking probing questions.

• The impending public listing means that the company is under pressure to show an improving 
performance with attendant risks of creative accounting. It also means that the work of the auditor 
will come under increasing scrutiny. There are always significant risks in accepting an audit under 
such terms.
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Arguments for accepting nomination

As a larger firm your firm is likely to have the capability of influencing the directors of Bondi and 
persuading them of the benefits of a more ethical style of business. This will benefit the company’s 
shareholders. If your firm rejects the audit it is likely to appoint a less reputable firm. This will not be in 
the shareholders’ interest and may discredit the profession.

(b) D etail the m atters you w ou ld  b e  con cern ed  abou t in obtain ing the requ ired  kn ow led g e o f  the 
business an d  in developing your audit plan.

Employee frauds

• I would need to investigate the alleged employee frauds in order to identify the control weaknesses 
that were exploited.

• I would inquire as to whether any changes had been made to the accounting and internal control 
systems as a consequence of the fraud.

• I would want to know the current positions held by the guilty employees.

Computer system

• I would need to ensure the audit team included sufficient computer audit specialists.
• I would pay particular attention to the control environment relating to computer systems and to 

evaluation of general and application controls.
• My tests of controls would almost certainly include the use of computer-assisted audit techniques.

Contracts with manufacturers

• I would enquire closely into such contracts and the strategies adopted by the company for securing 
maximum benefit from the contracts. I would need assistance from an industry specialist as to 
problems encountered by manufacturers and dealers in confirming compliance with the contracts.

6.2 Audit Working Papers
Required
(a) State fou r  m atters you w ou ld  ex p ect to  fin d  record ed  in w orking  papers in the perm anent audit file  

and  explain their purpose.

MATTER PURPOSE

Summary of accounting policies. It is useful for the auditor to keep a record of major accounting policies adopted 
as a means of ensuring consistency of accounting treatment between 
successive audits.

Key ratios and other significant performance data over the A record of key ratios and other data developed in prior years facilitates the use
past five years. of analytical procedures and enables the auditor to identify trends in predicting 

expected ratios and so on in the current year.
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Having a perm anent record o f such agreem ents prov ides the  a ud ito r w ith  a 
check th a t the  financ ia l im p lica tio n s  con tinue  to  be reflected in the financ ia l 
s ta tem ents. If the en tity  acc iden ta lly  o r delibera te ly fa iled to  make p rov is ion  to r 
expenses and liab ilities  a ris ing  under the te rm s  o f such an agreem ent, the 
o m iss io n  w ould  be read ily apparent to  the aud ito r.

It a lso saves tim e  tha t w o u ld  o the rw ise  be incu rred  in ob ta in ing  access to  the 
o rig ina l docum en ts  kept by the en tity  and p ro tec ts  aga inst the risk  tha t the 
o rig in a ls  m ay be tam pered w ith  to  conceal an irregu la rity .

Description o f the en tity ’s bus iness inc lud ing  its Th is in fo rm a tio n  fac ilita tes co n tin u ity  o f the a ud it p rocess. It enables a ud it s ta ff
products, m arkets, p roduc tion  fa c ilitie s  and so on, to  rem ind  them se lves o f such m a tte rs  on com m enc ing  a new  aud it o f an existing

c lie n t to  ensure they  evaluate the  reasonableness o f tra n sa c tio ns  in the con text 
o t the  nature  o f the  bus iness. It is particu la rly  im p o rta n t as a m eans o f 
sa feguard ing  such know ledge aga inst the risk  th a t it m ay be overlooked th rough  
the ongo ing  p rocess o f s ta ff tu rnover.

Other contents that may be mentioned include:

(i) Continuing analysis of accounts particularly those relating to shareholders’ funds, long-term debt 
and noncurrent assets.

(ii) Extracts from minutes of continuing importance.
(iii) Matters relevant to audit planning such as the location of branches and subsidiaries and, parti

cularly, procedures performed and locations visited on a rotational basis.
(iv) Copies of significant correspondence with the entity of continuing relevance such as the engage

ment letter and management letters.
(v) Chart of accounts, flow charts or narrative descriptions of the accounting system, organizational 

charts and so on.
(vi) The legal and organizational structure of the entity such as its memorandum and articles of 

association.

(b) E x p la in  th e  d es ign  a n d  use o f  a u d it  p ro g ra m m e s  a n d  th e  res p e c tiv e  m e r its  o f  s ta n d a rd  a n d  ta ilo r e d  
a u d it  p ro g ra m m e s .

Design and use

Audit programmes are lists of tests of control and substantive audit procedures to be performed by 
audit staff in order to obtain sufficient appropriate audit evidence. The individual procedures are 
determined after assessing the risks of material misstatement and determining the audit strategy to be 
followed. The procedures reflect the understanding of the system and will incorporate the mix of tests 
of control and substantive procedures based on the planned audit approach for each material financial 
statement assertion.

The programme also serves as a means of monitoring and coordinating the progress of the audit. 
The programme should be designed with columns alongside each procedure for staff members to enter 
their initials and date on completing the performance of each procedure and to note the reference of the 
working paper detailing the results of the tests performed and the conclusions drawn.

Copies o f lo ng -te rm  con trac ts  such as leases and loan 
agreements.
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Standardized or tailored

It used to be common for audit firms to preprint standardized audit programmes; usually one set for
larger entities and another set for smaller entities. The advantages were:

(i) A consistent approach to all audits.
(ii) Reduced risk of procedures being omitted.

(iii) Reviewers could quickly check the progress of the audit, being familiar with the contents of the 
programme.

Although most firms continue to provide model audit programmes, these are designed to be tailored to
the specific circumstances of each engagement. The benefits of this approach are:

(i) The design of procedures and the names of the documents and records detailed in the programme 
match the actual accounting system of the entity.

(ii) The balance between tests of control and substantive procedures can be varied to match the 
preliminary assessment of inherent and control risk separately for each major financial statement 
assertion.

(iii) It provides engagement staff with greater control over the audit based on their knowledge of the 
entity and of the specific audit risks. This, in turn, results in a better understanding of the purpose 
of each procedure since the staff member performing the procedure will have been involved in 
designing the programme being followed.

(c) Explain the im portance o f  recording details o f  the actual evidence exam ined in the course o f  the 
audit on which the conclusions are drawn. Your explanation should include consideration o f  the 
details to b e  recorded in the w orking papers and o f  the audit trail to be left in the b o o ks  and records 
o f  the entity being audited.

Recording details of evidence examined and leaving a trail that could enable the evidence procedure to
be replicated serves a number of purposes.

(i) It facilitates the progress of the audit on a day-by-day basis where a procedure is performed over 
several days or by different staff members. By maintaining detailed records, procedures com
pleted, partially completed and as yet unperformed can be readily identified. For example, a 
variety of tests may be carried out on a sample of purchase invoices. Each of the sample of invoices 
is listed, as a row, on a working paper with columns for the separate tests to be performed on each 
invoice. Progress is indicated by recording the results of the test in the appropriate cell.

(ii) As in any control procedure, requiring staff to evidence the work performed provides assurance 
that the task is likely to be properly performed. If staff members know that their work could be 
checked, they are likely to perform it more conscientiously. One of the risks of auditing, especially 
where staff are required to work to a time budget, is that of premature signoff- claiming to have 
performed tests that were not properly completed. The temptation for audit staff to skimp the 
proper performance of each procedure is also reduced by requiring them to leave a visible trail on 
entity records. In the above example, the invoices selected for sampling would be initialled by the
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staff member and where procedures require it, other documents examined and entries in the 
records would also be ‘ticked’ by the staff member.

(iii) Marking documents and records provides evidence to management of the entity that a thorough 
audit has been performed. It also serves to alert entity staff that their work is subject to audit and 
adds to the incentives to perform their work carefully.

(iv) Not least is the need to demonstrate proper performance of the audit in the event of a claim 
for negligence or for quality control reviews or other reviews (for example by the audit 
inspection unit). For example, reliance on sample evidence means that it may be necessary 
for the audit firm to prove that a properly designed and selected sample was examined and 
that failure to detect an error or misstatement was not due to negligence in the performance of 
the audit.

Although the level of detail recorded is a matter of judgement, it is usually desirable to include:

(i) Results of all tests performed.
(ii) Details of individual items selected for sampling including an indication of how the sample was 

selected.
(iii) A tick or some other mark on entity records and documents vouched, traced or otherwise 

inspected during the course of specific tests of details of transactions or balances.

7.1 Accounting Systems and Internal Controls
Required
(a) Identify five internal control strengths on which you w ould rely fo r  your audit.

Controls

1. To obtain new assets a purchase requisition form is completed and approved by the manager at each 
college.

2. The purchase officer checks each requisition for approval before preparing a purchase order.
3. Assets over £5000 require approval by the financial accountant and assets over £ 2 0 0 0 0  require 

board approval.
4. The asset is received by the central store where the receiving clerk agrees all the asset details to the 

goods received note and to the copy of the purchase order. The receiving clerk will then issue the 
asset with its computer generated sequential barcode number. This barcode is fixed to the asset and 
written on the goods received note and supplier invoice.

5. The college manager inputs the new asset details into the asset register using a copy of the purchase 
order, the original requisition and the asset’s barcode.

6. For disposal or writeoff of an asset an asset disposal writeoff form is completed by the college 
manager, signed and sent to head office. The financial accountant approves disposals and writeoffs. 
A copy of the form is filed at head office and the approved original returned to the college manager 
for action. The college manager will then update the noncurrent asset register for the subsequent 
disposal.
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(b) Design tests o f  control to evaluate the effectiven ess o f  each  o f  the controls identified.

Select a sample of purchase requisition forms from each of the colleges, and for each requisition 
selected:

• Ensure the purchase requisition form is completed and approved by the manager at each college.
• Ensure there is evidence of a check by the purchase officer of each requisition for approval before 

preparing a purchase order.
• Ensure the financial accountant approves assets over £5000 and the board approves assets over 

£20 000 .
• Check for evidence of a check by the receiving clerk that all the asset details agree to the goods- 

received note and to the copy of the purchase order. Check the asset to ensure that it has been issued 
with a computer-generated sequential barcode number.

• Ensure that the college manager has input the new asset details into the asset register using a copy of 
the purchase order, the original requisition and the asset’s barcode.

Select a sample of disposals or writeoffs and ensure an asset disposal writeoff form is completed by the 
college manager, signed and sent to head office and approved by the financial accountant.

7.2 Reliance on Internal Audit
R equired
(a) D escribe the evaluation o f  the internal audit function that your firm w ould need to undertake.

The external auditor must first carry out a preliminary assessment of internal audit. ISA 610, 
C onsidering the W ork o f  Internal Audit, suggests that this review cover the following areas.

(i) Organizational status

We would satisfy ourselves that the internal audit department is sufficiently independent of manage
ment whose work is being assessed and is free from operational responsibility. In practice this requires 
that internal audit reports to the highest level of management, preferably the audit committee, and is 
free to communicate fully with the external auditors. The department should also have a reasonable 
degree of freedom in determining the scope of its work.

(ii) Scope of function

We would select a few recent reports and sight evidence that their recommendations were fully acted 
upon in order to be satisfied that the findings of internal audit carry an appropriate degree of weight.

(iii) Technical competence

We would review the personnel files of existing internal audit staff for evidence of their qualifications 
and experience in order to be satisfied that the department is staffed by appropriately qualified 
personnel. We would also need to inquire into company policy with regard to the employment, 
training and promotion of internal audit staff members.
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(iv) Level of resources

We would need to obtain firm assurance that internal audit had a sufficient level of resources to carry 
out all the procedures on which we would be placing reliance, particularly visits to branches.

(v) Due professional care

We would inspect documentary evidence such as manuals, work programmes and working papers to 
ensure that the work performed meets appropriate standards of planning, review and documentation.

(b) Assuming the evaluation confirms the adequacy o f  the internal audit function, explain the extent 
to which the external auditors could p lace reliance on the w ork o f  internal audit in the follow ing  
areas:

(i) obtaining and docum enting the understanding o f  the accounting and internal control systems;
(ii) perform ing tests o f  controls;

(iii) assessing inherent and control risk;
(iv) perform ing procedures requiring the use o f  com puter assisted audit techniques (CAATs);
(v) perform ing substantive tests on cash and inventory at the stores.

ISA 610 requires the external auditor to evaluate and test the specific work of internal auditing on 
which external audit reliance is placed, to confirm its adequacy for the external auditor’s purpose. 
Procedures and other considerations applicable to each of the areas is detailed below.

(i) Accounting and internal control systems

If we are to place reliance on internal audit prepared documentation of the accounting and internal 
control systems we would need to:

• review procedures followed in obtaining the understanding and in documenting the results to ensure 
that they are sufficiently thorough, such as through confirmation by walkthrough tests;

• see that the documentation is reasonably current and that there is evidence that staff members 
undertaking the documentation were properly supervised and that the work has been properly 
reviewed;

• take a sample of such documentation, consider the adequacy of the level of detail recorded and
perform a walkthrough test in order to satisfy ourselves as to its accuracy and relevance for our
purposes.

(ii) Tests of controls

We would probably be able to rely on tests of controls performed by internal audit staff at branches. In 
relying on the results of these tests we would need to:

• be satisfied as to the timing and extent of the tests;
• sight evidence that the tests were properly planned, performed, documented and reviewed;
• ensure that the conclusions were consistent with the results of the tests;
• compare the evidence obtained with the results of similar tests performed by us at head office and at 

the principal store.
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(iii) Assessment of inherent and control risks

It is unlikely that we would be prepared to rely on the assessment of inherent risk by internal audit. 
Neither would we rely solely on the assessment of control risk by internal audit as this is critical to the 
development of an appropriate audit strategy. However, in forming our assessment of control risk we 
would consider the role of internal audit and the results of tests of control undertaken by internal audit.

(iv) CAATs

The use of embedded audit facilities is much more efficient than test data. Embedded facilities, such as 
an integrated audit test facility, test live data as they are processed by the system. Although external 
auditors may be consulted, such facilities are usually installed for use by internal audit. Moreover, the 
use of such facilities is an ongoing activity and cannot always be conveniently performed during the 
limited period of external audit attendance at the premises. Furthermore, internal audit may have more 
expertise in operating the particular facilities available than our own computer audit specialists. For all 
of these reasons it makes sense to accept the cooperation of internal audit in performing CAATs. 
However, we would need to:

• perform tests to ensure that the facilities are properly installed and operating;
• evaluate general controls over computer operations to ensure that the audit facilities are secure and 

can only be accessed by internal audit staff;
• be involved in the design of the tests to be performed;
• review the working papers to ensure that the tests are properly conducted, supervised, documented 

and reviewed and that the conclusions are consistent with the evidence.

(v) Substantive procedures

It would be reasonable to place reliance on routine substantive procedures performed by internal audit 
at branch stores. Such procedures could include surprise cash counts, attendance at periodic inventory 
counts, year-end cash and inventory counts including follow-up procedures such as cutoff tests and 
checking count sheets to final inventory listings. However, we would need to perform similar proce
dures at the main store and at least one other store so that we can compare our experience with the 
evidence obtained by internal audit. The locations that our firm and internal audit visit should be 
rotated annually. As in previous situations, we would need to review the work performed by internal 
audit. We would probably also perform additional procedures if the work of internal audit reveals 
material misstatements or other unusual matters.

8.1 Evaluating Results of Sample Testing
Required
(a) D iscu ss S a ra h ’s m e th o d  o f  s e le c tin g  ite m s  to  be c o n firm e d . Y o u r  a n s w e r  s h o u ld :

(i) id e n t ify  a n y  aspects o f  h e r  a p p ro a c h  th a t  m ig h t  be  c o n s id e re d  in c o n s is te n t w ith  s a m p lin g ;
( i i ) suggest a lte rn a t iv e  m e a n s  o f  s e le c tin g  a  s a m p le  e n s u r in g  th a t  th e  m o re  m a te r ia l  ba la n c e s  s ta n d  

th e  g re a te s t c h a n c e  o f  s e lec tio n ;
( i i i ) c o m p a re  a n d  c o n tra s t th e  h a p h a z a r d  m e th o d  o f  s e le c tio n  w ith  ra n d o m  s e le c tio n  a n d  s y s te m a tic  

se lec tio n .
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(i) Inconsistencies with sampling

Sarah’s approach does not meet the requirement that each item must have a determinable chance of 
selection:

• all large accounts are selected;
• no accounts under £100  are selected;
• no government accounts are selected.

Selective testing of all large accounts for testing is common but is not sampling. The population being 
sampled is that of trade receivables balances below the threshold for items selected as large and the 
results projected accordingly. In addition, the basis for defining ‘large’ needs explanation.

Ignoring very small balances is irregular but, in a test primarily concerned with testing for under
statement and valuation, unlikely to affect the results. The working paper should provide a rationale 
for the cutoff point of £100.

Treating government accounts as a separate subpopulation is stratification and the results of each set 
of sample testing must be projected to each stratum separately. This presumes that alternative verification 
is performed on government accounts. Merely excluding them as being too difficult is not acceptable.

(ii) Alternative approaches to materiality

Methods of drawing a sample from variable populations to ensure a sufficient sample of more material 
balances are stratification and monetary unit sampling.

Stratification divides the population into strata by value and draws relatively larger samples 
from higher value strata than lower value strata. Sarah has actually done this but not in a formalized 
way. Statistics can enable auditors to determine the optimum stratification to obtain the required 
assurance from the smallest sample. In evaluating results, error rates need to be projected separately to 
each stratum.

Monetary unit sampling identifies individual £s as the sampling unit. By systematically selecting 
£s, the larger the account balance the larger its chance of containing a £ being selected and thus being 
tested. Each £  is regarded as being in error proportionately to the error in the account balance of which 
it forms part.

(iii) Haphazard selection

Haphazard selection is a method of drawing a sample but introduces the risk of unconscious bias such 
as neglecting the first or last items on a page.

Systematic sampling overcomes this by requiring the staff member to follow a prescribed order. 
Selection can be replicated and any instances of failure to select the required sample detected. It is not 
convenient for populations in which the sampling units are not sequentially ordered. It also presents 
the risk that there may be a particular pattern to the population, which recurs at the same interval as the 
sampling interval.

Random selection can be undertaken by use of random numbers generated by computer or random 
number tables. In both cases bias is avoided by requiring the staff member to justify reasons for not 
testing the sampling unit selected by computer or through use of random number tables. It is incon
venient for populations not held on a computer in that physical selection of documents in random 
order can be time consuming. It is also not appropriate for sampling units, which are not serially 
numbered, such as inventory items.
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(b) Consider qualitative aspects o f  each  o f  the five categories o f  error or o ther reported  d ifferences 
analysed by Sarah. Suggest w hich o f  them  shou ld  be  included in arriving at an estim ate o f  
popu lation  error.

Address unknown

• These affect the valuation assertion since the amount is potentially uncollectable.
• The extent of the error depends on whether the company does have a forwarding address.
• Assuming there is no forwarding address the error is one that may be projected to the 

population.

Cutoff

Since these have been established as goods or cash in transit, they are not misstatements and do not 
constitute errors.

Invoicing errors

These would appear to result from a weakness in control.

• The cause of discovered errors must be investigated as to whether they are consistent with the 
assessed level of control risk for invoice pricing.

• If they suggest a higher level of risk than that originally assessed the level of substantive procedures 
may need to be reconsidered.

• It may be they occurred during a particular point in time such as when the invoicing clerk was on 
holiday in which case further testing may be required on the subpopulation of invoices prepared at 
that time.

• Otherwise they are consistent with expected errors and must be projected to the population. 

Posting errors

These would appear to result from control weaknesses. Although there is a slight risk of such errors 
resulting in accounts becoming uncollectable, the fact that the customer to whom they are wrongly 
charged is likely to complain means that the error is likely to be detected and corrected within a 
reasonable time. The auditor is not unduly concerned about controls or discovered errors in a situation 
where monthly statements are issued and customer queries independently investigated. Assuming that 
to be the case, the error would not be regarded as a misstatement.

Disputed items

Each dispute is likely to be unique. The auditor must investigate each one to see if it is part of a material 
subpopulation. For example it could reveal problems with a particular product and may require a 
provision against all outstanding sales of that product and even against unsold inventories. If the 
individual issues are isolated but symptomatic of errors that could be present in the population the 
error must be projected to the entire population.

( c )  C alculate the pro jected  error in trade receivables based  on the results o f  the sam ple test consistent 
with the qualitative considerations in your answ er to (b).
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In projecting the error material accounts selected for testing should be excluded from the population 
samples. In theory, balances below £100  and with government customers should be excluded. 
However, the former are likely to be immaterial in total and may be ignored and we have no 
information as to the latter.

It is assumed that our qualitative analysis has determined that all errors except for cutoff differ
ences and mispostings should be projected to the population. It is also assumed that the ratio method is 
appropriate.

Recorded value o f sam ple 

E rro rs 
Gone away
Invo ic ing  (£ 2 8 0 0 —£2200) 
D ispu tes (£ 2 8 0 0 -£ 2 3 0 0 )

Percentage e rro r

Total trade receivables 
Less m ateria l item s selected

P opu la tion  sam pled

E rror rate

P ro jected e rro r 
E rro rs in m ateria l item s

Total possib le  e rro r

£ 2 3 5 0  000 
2 0 5 0 0 0

950 
600 

1 500

£ 2 1 4 5 0 0 0

1.15%

2 4 6 6 8
0

£24 668

£ 2 6 5 4 5 0

3 050

1.15%

Sarah must consider, in the light of the total possible error, whether to conclude that trade receivables 
are not materially misstated.

8.2 Determining Sample Size
R equired
(a) For each  p a ir o f  tests, discuss the e ffec t  o f  each  o f  the factors referred  to  in the tables above.

Tests of controls 

P opulation size

Population size has no effect where populations are over 5000 and little effect even on populations over 
500. A larger sample size will not, therefore, be required for test 2 even though it involves a larger 
population of transactions.

A ssessed level o f  con trol risk

More reliance, as to the effective operation of the control, would be required in test 1 than in test 2. By 
performing fewer substantive procedures the auditor would stand less chance of discovering errors if 
control procedures are not as effective as believed. It will, therefore, need to select a relatively larger 
sample in test 1 than in test 2.
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D e v ia t io n  ra te

This refers to the proportion of transactions not processed in accordance with laid down procedures, 
whether or not the invoices are still correctly recorded. A deviation indicates that a control is 
not operating and increases the chance that an error could occur. In practice, tolerable deviation 
rates are determined by reference to the level of control risk to be confirmed. The effect on sample size, 
therefore, is the same as in the previous test with a larger sample being required in test 1 than in test 2. A 
larger sample enables the results to be projected to the population with greater precision.

E x p e c te d  d e v ia t io n  ra te

In test 1, even if the sample deviation rate is significantly greater than expected, it could still be within 
tolerable limits. For test 2, however, it is more important that sample deviation rate closely reflects 
actual deviation rate as there is less margin for sampling error. A relatively larger sample size will, 
therefore, be required for test 2 than for test 1.

Substantive procedures 

In h e r e n t  a n d  c o n tr o l r isk

The higher the risk, the greater the likelihood that controls have failed to detect or prevent errors and, 
therefore, the greater the likelihood of errors in the data being tested. To achieve a consistent level of 
audit risk for both tests, a larger sample is required for test 1 on inventory than for test 2 on accounts 
receivable.

T o le ra b le  e r r o r

Tolerable error relates to materiality. Although other factors enter into the determination of tolerable 
error, the balance on inventory is probably substantially larger than accounts receivable such that a 
much smaller percentage error will be material to the financial statements as a whole. In order that 
sample results may be interpreted with the required precision, a larger sample of inventory items must 
be selected for test 1 than of accounts receivable items in test 2.

E x p e c te d  e r ro r

In test 2 , even if the sample error rate is significantly greater than expected, it will still be within 
tolerable limits. For test 1, however, it is more important that sample error rate closely reflects actual 
error rate as there is less margin for sampling error. A relatively larger sample size will, therefore, be 
required for test 1 than for test 2.

(b) W h e n  s u b s e q u e n tly  p e r fo rm e d , th e  s a m p le  tests o f  c o n tr o l  in d ic a te d  a  d e v ia t io n  ra te  o f  2 . 1 %  fo r  
tes t (1 )  a n d  a  d e v ia tio n  ra te  o f  0 .5  f o r  tes t (2 )  C o m m e n t  o n  these resu lts .

Results of tests of controls

The results indicated a deviation rate for test 1 greater than the tolerable rate. The intended reliance on 
controls is, therefore, not supported. It is possible, however, that I could still place some reliance on 
controls. I would need to re-evaluate the results of the sample and, possibly, extend the extent of testing 
to determine the actual deviation rate and revise my assessment of control risk accordingly.
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Sample deviation rate in test 2 is much better than is necessary to support the assessed level of 
control risk. However, it does not enable me to assess control risk as less than moderate. Assessment of 
control risk is principally determined by the design effectiveness of controls, not operating effectiveness 
as tested by this procedure.

9.1 Audit Programme Framework for Substantive Procedures
R equired
(a) Using only you r gen eral know ledge o f  accounting fo r  property , plant an d  equ ipm ent assets and the 

general fram ew ork  fo r  developing an audit p rogram m e fo r  substantive p rocedu res described  in the 
chapter, d evelop  an audit p rogram m e fo r  your first audit o f  the property , p lan t and equipm ent 
asset accounts o f  B uildw ell M anufacturing C om pany.

(b) Follow ing each  procedu re in your audit program m e, indicate the assertion  (or assertions) to  w hich  
it app lies by using the letters E O , C, R & O , V&A and P & D  fo r  the existence or occurrence, 
com pleteness, rights and  obligations, valuation and  a llocation , and  those assertions relating to 
presentation  and  disclosure, respectively.

N ote: Since inherent and control risk have been assessed as high for all plant asset assertions, substantive 
procedures must be designed to achieve a low level of detection risk for all assertions. In addition, 
because the entity has never been audited before, the beginning of the year plant asset balances must be 
audited as well as the current year’s additions and disposals. Because this will probably be the student’s 
first effort at developing an audit programme of substantive procedures, solutions are likely to vary 
considerably in content and detail. The following is generic in that it does not separately identify the 
several specific accounts mentioned in the background material.

(A ) SUBSTANTIVE PROCEDURE (B) ASSERTION

1 Perform  in itia l p rocedures on plant asset balances and records tha t w ill be sub jected to  fu rth e r testing . V&A

(a) Review a ctiv ity  in general ledger plant assets and related accum ula ted  depreciation accounts and —
investigate  entries th a t appear unusual in am oun t o r source.

(b) Obtain entity -p repared  schedules o f plant assets and dete rm ine  th a t they accurately represent the —
u nderly ing  accounting  records fro m  w h ich  prepared by:

•  Footing and c ross-add ing  the schedules and reconciling  the to ta ls  w ith  the related general ledger —
accounts.

•  Testing  agreem ent o f item s on schedules w ith  entries in related general ledger accounts. -

2 Perform  analytical procedures. EO, C, V&A , P&D

(a) Calculate ratios: —

•  Plant asset tu rnover. —
•  Rate o f return on p lant assets. —
•  Plant assets to  sha reho lde rs ’ equity. —
•  Repairs expense to  net sales. —

(b) Analyse ratio results relative to  expecta tions based on p rio r years, industry  data, budgeted am ounts, or —
other data.

3 Vouch p lant asset add itions to  supporting  docum enta tion . EO, R&O, V&A

(continued overleaf)
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(continued)

(A ) SUBSTANTIVE PROCEDURE (B ) ASSERTION

4 Vouch p lan t asset disposals to supporting docum entation. EO, C, R&O, V&A
5 Review entries to  repairs and maintenance expense fo r m isclassifications. C, V&A, P&D
6 Inspect p lan t assets, being alert to evidence of add itions o r d isposa ls not included on the e n tity ’s schedules EO, C, V&A, P&D

and to  cond itions  that bear on the proper valuation and classification o f the p lant assets.
7 Examine tit le  docum ents, leases, and contracts. EO, C, R&O, V&A , P&D
8 Review p rov is ions fo r depreciation, EO, C, V&A , P&D

9 Com pare report presentation w ith the applicable financia l reporting fra m e w ork  requ irem ents P&D 
(e.g. under IAS).

(a) D eterm ine tha t plant assets and related expenses, gains, and losses are p rope rly  iden tified  —  
and classified in the financial report.

(b) D eterm ine the appropriateness o f d isclosures pertain ing to  the cost, book value, depreciation  m ethods, and —  
usefu l lives o f m a jor classes o f plant assets, the pledging o f p lant assets as co llatera l, the te rm s of lease 
con trac ts , and the particulars o f the construction -in -progress .

9.2 Audit of Accounting Estimates
Required
(a) E x p la in  th e  app ro a c h e s  a d o p te d  by  a u d ito rs  in  o b ta in in g  s u ff ic ie n t a p p r o p r ia te  a u d it  ev idence  

re g a rd in g  a c c o u n tin g  estim ates.

ISA 540, A u d it  o f  A c c o u n tin g  E s tim a te s  provides the following approaches in the audit of an 
accounting estimate:

• review and test the process used by management or the directors to develop the estimate;
• use an independent estimate for comparison with that prepared by management or the directors; or
• review subsequent events.

(b ) D e s c r ib e  th e  p ro c e d u res  y o u  w o u ld  a p p ly  in  v e r ify in g  th e  g e n e ra l p ro v is io n  f o r  b a d  a n d  d o u b tfu l  
debts .

Identify and evaluate the company’s procedures

• Consider the existence and likely effectiveness of controls over these procedures. Consider the 
benefits of testing controls over the procedures in order to reduce the extent of substantive proce
dures. For Coogee the appropriate audit strategy is almost certainly one of proceeding directly to 
substantive procedures.

• The company’s procedures probably include:

-  ageing trade receivables at balance sheet date;
-  applying a percentage to trade receivables within each age banding (excluding those for which a 

specific provision is made) such as 5%  of trade receivables 60 to 90 days overdue, 2 0 %  of trade 
receivables 90 to 120 days overdue and 50%  of trade receivables over 120 days overdue.
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Test the company’s estimate

• Test the aged analysis of trade receivables by:

-  reviewing the results of tests of sales transactions to check the accuracy of the process of matching 
cash receipts against outstanding invoices such that the age of outstanding transaction could be 
readily ascertained. If necessary, trace a sample of customer payments back to remittance advices 
to establish the age of outstanding invoices;

-  testing the ageing of a sample from the aged analysis to outstanding invoices shown in the sales 
ledger;

-  considering the appropriateness of the ageing of balances where payments could not be matched 
with specific invoices;

-  adding the aged analysis;
-  agreeing the total of the aged analysis to the sales ledger balance.

• Check the calculation of the provision in accordance with the formula, cross-checking with the list of 
trade receivables against which a specific provision had been made to ensure they are properly excluded.

• Examine bad and doubtful debts written off during the current financial year and consider the extent 
to which the formula predicts actual experience.

• If the formula has been changed from that previously used, consider management’s explanation and 
test the effect on the provision.

• Consider the possibility the provision might be overstated in order to manage earnings in a poor 
year.

• Perform analytical procedures to ascertain the reasonableness of the provision. If the basis 
of provision were unchanged from the previous year the day’s sales in trade receivables at 
[£2.3 million/(£23 million/365)| 36 days and the provision as a percentage of trade receivables at 
[(£40000/£2.3 million) x 100) 1.7%  should be comparable with the previous year.

• Inquire whether the provision had been properly considered and approved by the directors.

(c) D e s c r ib e  th e  p ro c e d u re s  y o u  w o u ld  a p p ly  in  v e r ify in g  th e  s p e c ific  p ro v is io n  f o r  b a d  a n d  d o u b tfu l  
debts .

• Obtain the list of trade receivables against which a specific provision had been made.

-  Verify the reason for the provision against documentary evidence such as correspondence with the 
trade receivables or with their appointed receivers.

-  Check the amount of the provision, such as the receiver’s expected payment to trade payables on 
liquidation.

• Review the results of the trade receivables circularization.

-  For material trade receivables, consider whether the response indicated the need for a provision.
-  For nonmaterial trade receivables, consider whether responses reveal problems that could require a 

provision against a number of trade receivables such as complaints over a particular faulty 
product.

• Review correspondence with trade receivables for evidence of problems that might require a provision.
• Review' the aged analysis prepared in connection with the general provision for particularly unusual 

items for which a specific provision would be appropriate, such as individual unpaid invoices where 
subsequent invoices had been paid. This could indicate a disputed item.



MODERN AUDITING

• Review subsequent events. In particular:

-  Review cash receipts from customers against whom a specific provision had been made. If the debt 
is paid before the financial statements are approved, no specific provision is required.

-  Scrutinize lists of companies going into receivership up to the date the financial statements are 
approved to see if any are trade receivables to the company.

-  Read directors’ minutes and review customer correspondence with regard to trade receivables after 
balance sheet date in order to identify any subsequent event that might require a provision against 
specific trade receivables.

-  Review credit notes issued after balance sheet date pertaining to amounts outstanding at that date 
and consider whether the reason for the credit requires a specific provision to be made as at balance 
sheet date.

• Inquire whether the provision had been properly considered and approved by the directors.

10.1 Accounts Receivable Circularization
R equired
1. C o n s id e r  th e  re la t iv e  r e l ia b i l i ty  a n d  in d e p e n d e n c e  o f  th e  fo l lo w in g  types o f  e v id e n c e  f r o m  th ird  

p a rtie s :

(a) rep lies  to  a  tra d e  re c e iv a b le s ’ c irc u la r iz a t io n  to  c o n f irm  tra d e  rec e iv a b le s ;
(b ) s u p p lie rs ’ s ta te m e n ts  to  c o n firm  p u rc h a s e  le d g e r b a la n c e s .

Trade receivables circularization

• Customers are independent third parties and, providing there are suitable controls over the 
preparation and mailing of the confirmation requests and the replies are received directly by the 
auditor, the responses are likely to be free of bias.

• Replies are based on the customers’ accounts payable records and many customers maintain 
reliable records of purchases which they agree to the supplier’s statement and may keep less reliable 
records of cumulative payables. In particular they are unlikely to admit to owing an amount greater 
than is disclosed on the confirmation request. Replies are, therefore, more likely to provide evidence 
as to existence and measurement than as to completeness.

• Responses are sometimes entrusted to junior staff who may not be adequately aware of the need to 
verify the request carefully before responding. Alternatively, more senior staff may regard the 
request as a waste of time and confirm the balance without checking or fail to respond at all. It 
may be difficult to support statistically valid conclusions.

Suppliers’ statements

• These are supplied by independent third parties but are usually obtained from the audit client. There 
is a risk that the statements could have been altered before being given to the auditor. This applies 
particularly if the auditors are supplied with a photocopied or faxed version.

• Suppliers generally maintain reliable accounts payable records since failure to claim moneys from 
customers is likely to result in it remaining unpaid. Controls over completeness are likely to be 
particularly strong. Evidence as to the existence of the liability, however, is likely to be less persuasive.
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• The proportion of suppliers providing statements is likely to be quite high, enabling statistically valid 
sampling to be undertaken.

2. In relation  to selecting trade receivables fo r  circu larization :

(a) explain  h ow  you w ou ld  use m onetary unit sam pling to select the trade receivables to circularize;
(b) consider the criteria you w ould  use to select individual trade receivables fo r  circularization using 

judgem ent;
(c) discuss the advantages and  disadvantages o f  using m onetary unit sam pling (in (a) above) as 

com p ared  with judgem ent (in (b) abov e) to select the trade receivables to circularize. Your answ er  
shou ld  consider the reasons w hy it is undesirable only to use judgem ent to select the trade 
receivables fo r  circularization.

Monetary (dollar) unit sampling

• I would first determine the tolerable error based on materiality considerations and reliability factor 
based on detection risk considerations. When applied to the population value, these would deter
mine the sampling interval.

• I would then determine the progressive totals of the listing of accounts receivable balances and select 
each account that caused the cumulative total to exceed the sampling interval.

• This method increases the probability of larger balances being selected for circularization and is 
sometimes referred to as ‘probability-proportionate-to-size sampling’.

Judgement sampling -  criteria affecting selection

• Size -  I would select all balances over tolerable error.
• Age -  I would select all balances overdue for a certain period of time such as three months.
• Unusual - 1 would select balances that appeared unusual in any other respect such as with related parties.
• Other -  I would make a haphazard selection of other balances.

Advantages and disadvantages of MUS

Monetary unit sampling eliminates the risk of subjective bias influencing the selection, whether 
consciously or otherwise, that may affect judgement sampling.

Monetary unit sampling enables statistically valid conclusions to be drawn as to the population as 
a whole.

Judgement sampling enables the auditor to introduce prior knowledge as to the risks affecting 
the population that may enable a more efficient audit by targeting accounts more likely to be misstated.

It may be impracticable to determine a cumulative totalling of the population to permit a monetary 
unit sample to be drawn.

It may be preferable to use judgement to remove specific balances from the population for selective 
testing but then to apply monetary unit sampling to the remaining balances.

3. D escribe the audit w ork  you w ou ld  carry out in fo llow in g  up the responses to a  trade receivables  
circularization w here:

(a) the trade receivab le disagrees the ba lan ce and  provides a d ifferen t balance;
(b) no reply to the circularization has been  received  from  the trade receivab le and all attem pts at 

obtain ing a  reply have failed.
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Disagreement

• M y first consideration would be to determine whether the difference was due to cutoff. This would 
be straightforward if the customer identified the specific item as being a payment made or an invoice 
issued immediately prior to the cutoff date. Alternatively, the difference may correspond to such an 
amount in which case it would be appropriate to conclude that it was due to cash or goods in transit 
over the cutoff date.

• Otherwise I would need to identify the specific item and the cause o f the difference.

-  If it appeared to be an error in the custom er’s records I would verify the am ount by the procedures 
described below and take no further action.

-  If it was due to a dispute, I would identify the cause, such as faulty goods, and consider 
whether there might be similar disputes with other custom ers and review the provision for bad 
debts accordingly and other im plications, such as net realizable value o f sim ilar goods in 
inventory.

-  If it was an error in the audit client’s records I would identify the cause. If it was due to a control 
weakness, I would consider w hether my assessment o f control risk was appropriate. If I considered 
it necessary to revise my assessment I would need to increase the level o f substantive testing. If the 
error was isolated, such as while a temporary employee was covering for a regular employee, I 
might consider it necessary to extend substantive testing over that time period.

N o reply

• 1 would first check after balance sheet date receipts. If the balance appeared to have been paid I 
would confirm  details with the rem ittance advice to  ensure that it was the balance outstanding at the 
year end.

• If the balance, or some o f it, has not subsequently been paid, I would verify the specific transactions. 
Ideally I would be looking for reliable evidence, such as a dispatch note signed by the custom er or a 
purchase order signed by the customer.

• As a last resort I would rely on internal documentation such as internal sales orders, dispatch note 
and invoice copies and ensure that all docum entation appeared to be com plete and consistent and to 
have been properly processed.

10 .2  Control Procedures -  Cash Receipts and Trade Receivables
R equ ired
(a) E x p la in  in w h a t  w ay  th e fu n ction s a ssig n ed  to  th e  recep tion ist  resu lt in a n  in a d eq u a te  segreg ation  

o f  duties. Y our ex p lan a tion  sh o u ld  id en tify  m issta tem en ts th a t c o u ld  o ccu r  a n d  in d ica te  h o w  those  
du ties co u ld  b e  reassig n ed  to  o th er  s t a f f  m em bers .

A basic principle o f segregation o f duties is that an individual employee should not be able to make 
errors and be in a position to conceal the fact. A general rule o f segregation is that the functions of 
processing transactions, recording transactions and m aintaining records over the subsequent assets 
or liabilities, should be performed by different individuals. In this way, if an error or m isstatement is
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made by an employee it will be detected by another employee 
duties.

The receptionist’s duties should be restricted to processing 
functions should be assigned to other staff members.

in the ordinary course o f his or her 

cash receipts transactions. All other

FUNCTION TO BE REASSIGNED POSSIBLE MISSTATEMENT REASSIGNMENT
Checking numerical continuity of 
invoices, determining the total cash 
sales and entering the cash receipts 
journal.

The receptionist could deliberately 
understate the total in order to 
misappropriate the cash or conceal 
a shortage of cash.

This should be assigned to clerk 1. 
(See additional procedure 1.)

Posting the sales ledger. If done by the same person that has access to 
cash receipts, an invoice could be deliberately 
omitted and the subsequent cash receipt 
misappropriated.
Errors, such as transposition errors, made in 
entering the sales journal are likely to be 
repeated in entering the sales ledger.
Cash receipts could be temporarily 
misappropriated and the shortage concealed 
by delaying recording the receipt. (See the 
answer to part (b).)

Clerk 1 should post the sales ledger from credit 
sales invoices whose numerical sequence is 
checked.

Sending out monthly statements and 
chasing overdue accounts.

If there are errors in the sales ledger the 
monthly statements could be altered or 
suppressed.
If payments by customers have been 
misappropriated and not credited to the 
customer account, customers' suspicions 
would not be aroused by chasing apparent 
overdue balances.

This function should be assigned to clerk 2 
since clerk 1 could also falsify statements to 
conceal errors in recording sales in the sales 
ledger. (See additional procedure 2.)

Reconciling trade receivables with the 
control account in the general ledger.

This procedure detects errors, deliberate or 
accidental, in the maintenance of trade 
receivables records. If the receptionist has 
made errors in processing sales and cash 
receipts transactions to trade receivables 
then he would have an incentive to 
conceal their discovery by falsifying the 
reconciliation.
If errors have been made resulting in an 
understatement of cash received from credit 
customers, their accounts will appear to be 
overdue.

Clerk 2 should perform the reconciliation as 
having no responsibility for recording either 
cash or sales transactions or maintaining the 
sales ledger. (See additional procedure 3.)

Writing off uncollectable balances. The error can be concealed by writing off the Clerk 2 should advise the manager of overdue 
balance. Such an error could arise from the balances that may need to be written off. 
deliberate misappropriation of cash from credit (See additional procedure 4.) 
customers.
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(b) Identify o th er control procedu res you w ould  consider necessary to ensure the com pleteness o f  the 
recorded  cash receipts an d  trade receivables.

1. A bank reconciliation should be performed at least monthly by clerk 1 to ensure that cash 
deposited is in agreement with amounts recorded in the cash receipts book. The bank reconci
liation should be scrutinized and signed by the manager.

2. The garage manager should review the list of customer account balances (which should, if 
practicable, be aged), enquire into steps being taken to collect overdue balances and consider 
whether further credit may be allowed.

3. The reconciliation of trade receivables balances with the control account in the general 
ledger should be scrutinized by the garage manager to ensure that it appears to be properly 
drawn up.

4. Final decisions on bad debt writeoffs must be approved in writing by the garage manager.

The opening of mail should be done in the presence of a second clerk who should confirm the total 
amount of cash receipts enclosed therein to minimize the likelihood of such receipts being 
misappropriated.

11.1 Trade Payables Substantive Procedures
Required
(a) In your audit o f  trade payables in the 3 0  Septem ber 20X 8 financial statem ents explain  w hich o f  the 

financial statem ent assertions you w ould  regard as presenting the greatest inherent risk.

Completeness is usually regarded as presenting the greatest level of inherent risk for the following
reasons.

• Line managers who may be close to budgetary limits are under pressure to withhold recording of 
suppliers’ invoices until after the year end.

• If the company were seeking to raise additional finance or to renew existing borrowing agreements, 
senior management (the directors) would be under pressure to understate trade payables in order to 
improve the company’s apparent liquidity. The more liquid the balance sheet shows the company to 
he the more favourable the terms are likely to be.

• Control procedures placed in operation by the most entities relate to the perceived risk of improper 
purchasing by employees or overpayments to suppliers. These reduce risks relating to the occurrence 
assertion but leave the entity exposed to risks associated with completeness.

• The primary source of information initiating recognition of a liability is the supplier’s invoice. 
During the year the company has no incentive to accelerate the receipt of suppliers’ invoices. This 
means that, as at balance sheet date, there could be outstanding claims not yet invoiced by suppliers, 
which the entity has no formalized procedures for identifying promptly.

• Valuation is rarely a problem except in complex contractual situations where the amount due is 
contingent upon some future event such as a volume discount dependent on total purchases at some 
future date exceeding some agreed amount.
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(b) Discuss the reasons fo r  undertaking or not undertaking a trade payables circularization.

A trade payables circularization is not normally undertaken for the following reasons.

• Examination of documentary evidence is usually a cheaper form of substantive evidence than 
confirmation.

• For trade payables, much of the documentary evidence available is in the form of third-party sourced 
suppliers’ invoices and statements, in contrast to trade receivables for whom most of the available 
documentation is entity prepared.

• Although examination of third-party sourced documentary evidence is less reliable than confirma
tions received directly by the auditor, it usually provides sufficient evidence.

A trade payables circularization would be considered where:

• a substantial proportion of the company’s suppliers does not issue monthly statements;
• statements from suppliers with whom the company does substantial business are unexpectedly 

unavailable for the last month of the year;
• only faxes or photocopies of statements are available whose authenticity is doubtful;
• there are suspicions that the company, or a member of the company’s staff, may be deliberately 

understating liabilities and there is a possibility that some of the suppliers’ statements may be 
forgeries given the ease of replicating documents with modern scanning and desk top publishing 
technology.

(c) O utline substantive procedu res you w ou ld  apply  in your audit o f  trade payab les relating to 
production  departm ent purchases.

Initial procedures

• Obtain and test the accuracy of a list of such trade payables by testing it to and from the computer 
records and adding it and agreeing it to the control account. (If production payables are not 
segregated from other payables this procedure will apply to all payables.)

Analytical procedures

• Develop expectations and analyse trade payable balances to test actual with expectations on the 
following:

-  current year’s balance compared with previous years;
-  average age of trade payables compared with previous years;
-  gross profit compared with previous year and industry average.

Tests of details of transactions

• Ascertain cutoff data for goods inward notes (GINs) probably obtained during attendance at the 
company’s inventory count.

• Check cutoff by obtaining GINs for two weeks prior to the year end and:

-  checking their numerical continuity;
-  tracing GINs to the purchases recorded before 31 December or the accrual journal entry.
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• For a smaller sample, verify the existence or recorded purchases prior ro the year end by 
vouching a sample of purchases and purchase accruals to GINs in the sequence issued prior to the 
year end.

• For a sample of the closing accruals, would verify the amount of the accrual by vouching the amount 
to a subsequently received supplier’s invoice.

Tests of details of balances

• Select a sample of trade payables using criteria such as:

-  all trade payables from whom the entity bought more than 1% of its purchases during the year;
-  a random sample of all other trade payables including nil and credit balances.

• For each trade payable in the sample, compare the balance with the trade payables statement and 
investigate differences.

• If any suppliers’ statements were unavailable, confirm the balance directly with the supplier.

(d) Explain additional procedures you w ould perform  in verifying the com pleteness o f  nonproduction 
departm ent trade payables.

Completeness of nonproduction trade payables

Planned detection risk for the completeness assertion must be low because of the assessment of control
risk as only just less than high and from problems identified in obtaining the understanding of the
accounting system in that:

• there are no goods inward notes to determine the date of receipt of the goods;
• invoices are not recorded until after approval by the department manager which could cause 

considerable delay and even a failure to record liability for invoices mislaid or even lost before 
being recorded;

• suppliers’ statements are not reconciled which would otherwise detect most delayed or missing 
invoices.

Audit procedures would be centred on cutoff and the search for unrecorded liabilities.

• Vouch purchases entered in the purchase journal as at 31 December (including those entered while 
the journal was held open after the year end) to invoices to verify that they are properly recorded as 
trade payables at balance sheet date.

• Vouch larger purchases recorded in the first two weeks of the subsequent year to invoices to ensure 
that they are properly recorded after the year end.

• Obtain suppliers’ statements from major suppliers and reconcile them with the balance on the trade 
payables records for evidence of invoices missing or mislaid.

• Review outstanding purchase orders for evidence of goods or services received prior to the year end 
not yet invoiced by the supplier.

• Similarly vouch cash payments for the first two weeks after balance sheet date for payments for 
goods and services received before the year end not processed as payables.
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• R eview  both  pu rchases and cash  paym ents fo r item s th a t m ay relate to  goods or services received 
prior to  balance sheet date. T h is review  should be continu ed up to  the date o f  signing the au d itors’ 

report.
• C om p are prepaym ents and accru als w ith  the previous year fo r item s such as ren t or u tility  bills 

n orm ally  paid in advance or arrears o f  rece ip t o f  good s and services and investigate d ifferences.
• A nalyse expense accou n ts for sign ifican t d ifferences either in absolu te am ounts o r relative to  sales. 

Any unexp ected  difference could  be due to  unrecorded purchases at b a lan ce sheet date.

11.2 Payroll Controls
Required
(a) State the principal controls you w ould expect to exist in the abov e payroll system and explain their 

purpose.

In discussing the potential controls for this system, the focus will be on ensuring that fictitious
employees cannot be created and that wages cannot be misappropriated.

Hiring and changes

• The personnel department hires employees. All hiring should be documented on a personnel 
authorization form. One copy of this form should be placed in the employee’s personnel file in the 
personnel department. Another copy is sent to the payroll department.

• All changes should be authorized in writing by the personnel department before being entered in the 
personnel data master file.

Payment

• On receipt of the clock cards in the payroll department, they are batched and a batch total is 
prepared of hours worked.

• Payroll transactions should be subject to an edit check that checks for a valid employee number, and 
a limit or reasonableness check on the hours worked.

• Once the payroll run has been performed a number of printed reports are produced, including: 
exceptions and control report, payroll register, payroll register and prenumbered payroll cheques, a 
general ledger summary. These outputs should be subject to proper review by appropriate personnel.

Paying the payroll and protecting unclaimed wages

• It would be a better control for wages to be paid by cheque or EFT rather than cash.
• Cash payments should be signed by treasurer’s office personnel not involved in preparing or 

recording the payroll.
• Unclaimed cash should be stored in a safe or vault in the treasurer’s office.
•  A  check should be made to ensure that the cashier is always separate from the wages department.

If the misappropriation has been achieved by collusion it would be more difficult to implement controls
to prevent it happening again.
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(b) How might you test to ensure that all employees exist?

• Witness the distribution of payroll.
• Examine authorization forms for new hires.
• Examine termination notices in the payroll department.
• Follow up all unclaimed cheques after payroll distribution.
• Select a sample of employees and check them to the phone listing.

(c) Describe three analytical review techniques you might use to audit payroll.

1. Calculate the average yearly wage expense per employee for the company and compare with prior 
years.

2. Compare monthly payroll expense for the year and explain any significant variations.
3. Calculate average liability for annual leave per employee and compare to prior year.
4. Calculate wages expense as a percentage of total revenue and compare to prior years.

(Note: Only three required.)

12.1 Perpetual Inventory Records and the Audit of Inventory
R equired

(a) (i) Describe the control procedures you would need to identify in order to accept book  inventory as 
the basis for  determining the quantity o f  inventory on hand at the year end.

In evaluating control risk relating to the accuracy of inventory records I would need to obtain an 
understanding of the inventory record information system and evaluate the design effectiveness of 
control procedures relating to:

• transactions processed to the records
• comparison of inventories with the records.

Transactions processed to the records

Prior year audits have identified the existence of controls relating to the occurrence and completeness 
of purchase and sale transactions. It will be necessary to plan tests of control to confirm that these 
controls continue to exist and to be operated effectively. It will also be necessary to extend my 
understanding with respect to procedures relating to entries in the inventory records, to evaluate the 
design effectiveness of controls over these procedures and to plan and perform tests of control over 
their operating effectiveness if the preliminary assessment of control risk is less than high.

Since the system is computerized the tests will largely be of the form of computer-assisted audit 
tests (CAATs) such as the use of test data. These will ensure that data scanned from tags both on 
delivery and on sale is correctly and completely recorded in the inventory records.

The most important controls I will need to identify will be those relating to the inventory records 
including comparison of physical inventory with the records.



Comparison of inventories with the records 

I will be enquiring into the procedures for

• making test counts
• comparing counts with the records
• correcting the records.

Making test counts

My enquiries will, in particular, be directed towards the following matters in order to assess design 
effectiveness:

• Who performs the counts and whether they are sufficiently independent from responsibility for 
maintaining the records and for custody of inventory.

• How frequently test counts are performed, what proportion of inventory is tested on each occasion 
and how inventory to be tested is selected. At a minimum I would expect to see all inventory counted 
over the course of a year.

• How test counts are performed. I would expect to find proper instructions issued with the counters 
properly briefed:

-  housekeeping should be such that all inventory to be counted can be properly identified;
-  accuracy of counting should be checked and reliable records maintained of the count;
-  the count should be performed at a time when there is no inventory movement, such as outside of 

shop opening hours.

Comparing test counts with the records 

I would be interested in:

• procedures for ensuring the cutoff of the records to ensure that all movement in inventory up to the 
time of the count is fully recorded;

• independence of the person performing the comparison from processing inventory transactions or 
custody of inventory;

• investigation of differences such as recounting and recording an explanation of reasons for discrep
ancies where determined;

• scrutiny of the count and of differences by a responsible person who enquires into control weak
nesses detected as a result of the investigation and who authorizes changes to be made to the 
inventory records.

Correcting the records

I would enquire into procedures for correcting inventory records to ensure that the adjustments are 
properly made and that access controls are sufficiently strong to prevent this procedure being used to 
improperly adjust inventory records to conceal shortages.

Suggested answers to professional application questions
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(a) (ii) Describe how you would test those controls.

Tests of controls would include:

• inspecting inventory count instructions and considering their adequacy;
• observing the performance of a sample of periodic inventory counts ensuring that it is conducted in 

accordance with the instructions;
• inspecting the records of counts to determine:

-  the extent of such counts;
-  the extent of errors detected and corrected;

• testing access controls over alterations to inventory records to ensure that only properly authorized 
corrections can be made.

I would then assess the controls, my assessment being strongly influenced by the extent of differences 
detected and the causes of differences.

(b) Describe the substantive procedures you would perform, both during the year and at the year end, 
in order to verify the completeness and existence o f  inventories.

During the year I would need to:

• Inspect physical inventory by attending a number of periodic inventory counts.
• Make test counts of inventories during attendance at periodic inventory counts. The extent of such 

counts and of the number of locations at which inventory counts are observed need careful 
consideration, particularly whether it is necessary to observe and test count inventories at each 
shop during the year. In following up test counts I would:

-  ensure that they agreed with the entity’s count;
-  compare quantities with inventory records at the date of the count;
-  investigate the cause of differences;
-  see that the records are properly corrected.

• Check agreement of counts made by entity personnel with inventory records and see that all 
differences are noted and investigated.

• Verify the explanation of differences identified as a result of comparison of book to physical.
• See that the schedule of differences is properly approved and that inventory records are properly 

adjusted.
• Trace entries to inventory records from sales and purchase transactions. These tests will probably be 

performed using computer audit software.
• Vouch entries in inventory records to sales and purchase records and properly approved corrections 

arising from differences on counting.
• Test the arithmetical accuracy of the inventory records.
• Review the records of test counts and differences detected, and:

-  ensure that all inventories are counted at least once during the year;
-  consider the accuracy of the inventory records as determined by the extent of discrepancies discovered.

• Discuss with management evidence as to the reliability of inventory records and whether it might be 
necessary to carry out a full inventory count at or close to the year end.
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At the year end I will need to:

• test check the inventory listing to and from the inventory records;
• check that the balance of inventory per the inventory records agrees with the control account on the

nominal ledger;
• verify sales and purchases cutoff including entries to inventory records;
• perform analytical procedures to confirm the reasonableness of the amounts recorded as

inventory.

(c) State the systems development controls you would expect to find applied to the redesign o f  the 
inventory control system.

I would expect to find development of the inventory costing system to include:

• performance of a feasibility study to identify the requirements of the new system;
• clearly specified system requirements approved by the accounting department;
• proper testing of the new system with the results of tests recorded and approved by the accounting 

department;
• written approval for the new system from the accounting department;
• appropriate file conversion procedures including the initial determination of cost at FIFO;
• documentation of the new system including test results and approvals maintained in the company’s 

files.

12.2 Tangible Noncurrent Assets
Required
(a) State, with reasons, the first audit procedures you would perform on the schedules provided by the 

company’s accountant.

Clerical accuracy

Because th is schedule has been prepared by the co m p an y ’s a cco u n tan t I m ust first m ake certain  th a t it is 
co rre ct in accord an ce w ith the co m p an y ’s b ook s and records if  I am  to  use th e schedule as the basis fo r 
p lanning and p erform in g  my audit.

I w ould verify the schedule by:

• testing it to  and from  am ounts recorded in the nom inal ledger and w ith the draft financial 

statem en ts;
• check in g the correctn ess o f additions and oth er ca lcu latio n s on the schedule.

T he basis for this proced ure is th at o f profession al scepticism  w hich requires m aking no presum ption 
as to  the accu racy  o f  in form ation  provided by m anagem ent.
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Opening balances

I would check that the opening balances are in agreement with the balances in the previous year’s audit
file:

• to ensure that any amendments to the previous year’s closing balance agreed at audit had been 
properly recorded in the company’s books and records;

• to provide a starting point for verifying the closing balances. With tangible noncurrent assets most 
audit procedures are applied to changes in the balance. Reliance is placed on audit procedures 
performed in previous years in verifying assets brought forward at the beginning of the year.

(b) Outline the substantive audit procedures you w ould apply in verifying plant and machinery 
additions. Your answer should identify procedures applicable to each o f  the relevant financial 
statement assertions.

Occurrence and cutoff

• Vouch additions to suppliers’ invoices.
• Inspect goods inward notes or other evidence confirming delivery of the items prior to the year end.
• Inspect purchase orders, requisitions and other evidence, such as board approval, that the purchase 

had been properly authorized.
• Physically inspect some of the items confirming description and serial numbers to the invoice.

Completeness

• Analyse repairs and maintenance to ensure that items charged to this account should not have been 
capitalized.

• Scrutinize the company’s capital budget and capital commitments recorded in the previous year’s 
financial statements for details of proposed additions and enquire as to why any such items are not 
recorded as additions.

Rights

• Inspect the purchase documentation to ensure that ownership or equivalent rights are assigned to the 
company.

Accuracy

• I would ensure that the amount recorded as additions is in accordance with the cost on the purchase 
invoice including all matters properly included, such as delivery but excluding amounts that should 
not be capitalized, such as the cost of removal of plant being replaced. Where other costs are 
capitalized, such as own labour for assembly and testing, I would verify the amounts as appropriate.

Classification

• I would ensure that the items properly meet the definition of plant and machinery and are properly 
recorded as such.
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(c) D escribe the audit procedures ap p licab le to verifying the revaluation o f  property.

Competence and objectivity of the valuer

Although the valuer is an employee of the entity I may be prepared to accept the valuation if I am 
satisfied that the valuation has been performed with sufficient objectivity that it represents sufficient, 
appropriate audit evidence. This depends on factors such as the materiality of the amounts involved 
and the availability of corroboratory evidence. The revaluation is certainly substantial representing a 
gain of £144  000 on tangible noncurrent assets having a written-down value of £603 000.

It is a common practice for interim valuations to be undertaken by valuers employed by the entity 
providing they are confirmed by less frequent independent valuations, such as every five years. If this is 
the practice I would examine the record of past valuations to see if the employee’s valuations tended to 
be confirmed by the independent valuations.

I would also enquire into the professional qualifications and experience of the valuer to ensure that 
he or she is both suitably qualified to perform valuations and sufficiently experienced in valuations of 
the type undertaken.

Scope of work

I would obtain a copy of the valuer’s report, and

• check that the valuation given in the report is consistent with the valuation recorded in the financial 
statements

• check that the basis of valuation is consistent with an acceptable basis of financial statement 
valuations, such as open market value and, in particular, that it relates to the property as it is and 
does not anticipate future uncertain events such as rezoning for planning, new roads and so on

• form a view as to how thoroughly the valuer has undertaken his or her work.

Although the valuer was an employee of the company I would need to ensure that no undue restriction 
was placed on the valuer’s access to relevant information having a bearing on the valuation.

Assessing the work of the valuer

When reviewing the work of the valuer I would expect to see the basis of the valuation explained and 
justified in the report. Where practicable I could confirm any data used such as recent transactions 
involving similar property. I could also consider the reasonableness of any assumptions made concerning 
which I have some knowledge, such as the effect of recent changes in legislation or in the economic climate.

Conclusion

If I find:

• that the valuer is professionally qualified, and sufficiently experienced
• that the scope of the work is adequate
• other evidence corroborates the reliability of the valuation

I would probably be prepared to accept the work of the valuer as an expert providing sufficient 
appropriate evidence as to the valuation of the property. My confidence in the valuation would be 
enhanced if it were an interim valuation subject to periodic confirmation by independent valuers.
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(d) With respect to the correction to accum ulated depreciation, and assuming the am ount to be 
material, discuss the accountant’s proposed  treatment. I f  you disagree with the accountant's 
proposal, state, with reasons, the correct accounting treatment.

A ccording to  IAS 8 the correction o f errors th at are the natural result o f  estim ates inherent in the 
accounting process are included in arriving at the results for the year in the period in w hich they are 
identified. This would appear to  be the accou n tant’s argum ent.

An alternative view is that this is a fundam ental error and the cum ulative ad justm ents applicable to 
prior periods have no bearing on the results o f the current period. In this case, as a prior period 
adjustm ent, it should be highlighted in the reconciliation  o f m ovem ent in shareholders’ funds and 
noted at the fo o t o f the statem ent o f recognized gains and losses.

T his latter treatm ent w ould appear to  be appropriate providing its effect on profit is sufficiently 
m aterial to w arrant such special treatm ent. Since we are told the am ount is m aterial, if the accountant 
refuses to  am end its treatm ent we would need to  consider w hether to  m odify the audit opinion on the 
basis o f disagreem ent.

13.1 Substantive Procedures for Cash Balances
R e q u ir ed
(a) (i) List the audit procedures to he fo llow ed  by your assistant in verifying the bank reconciliation in 

sufficient detail fo r  an inexperienced sta ff m em ber to fo llow .
(ii) Explain the purpose o f  each procedure in terms o f  audit objectives.

PROCEDURE PURPOSE

1. Agree the balance p er bank w ith  the bank s ta tem ent and w ith  the  bank  
confirm ation .

2 . Agree the balance per books w ith the tria l balance and draft financial 
sta tem ents.

3 . Add the bank reconciliation.
4 . From  the D ecem b er bank s ta tem en t trace deposits to the list o f cash  

receipts in D ecem ber o r to  the N ovem ber bank reconciliation and:

(a) trace outstanding deposits  on the N ovem ber bank reconciliation  
(if any) and the D ecem b er list of cash receipts not appearing on 
the D ecem b er bank s ta tem en t to  the  D ecem ber bank  
reconciliation;

(b ) ensure that there  are no o th er outstanding deposits on the  
D ecem b er bank reconciliation.

5. From  the D ecem b er bank s ta tem ent trace cheques to the list of cash  
paym ents  In D ecem b er o r  to  the N o vem b er bank reconciliation and:

(a ) carry fo rw ard  outstanding cheques on the N ovem ber bank  
reconciliation and the  D ecem ber list o f cash paym ents not 
appearing on the D ecem ber bank s ta tem ent to the D ecem ber bank  
reconciliation;

(b ) ensure that there are no o ther outstanding cheques o r o ther 
paym ents on the  D ecem ber bank reconciliation.

To agree the  co rrectn ess of th e  am o u n t.

To agree the  co rrectn ess of the  a m o u n t recorded  in the  
reconciliation.
To agree the correctness of the a m o u n t a rrived  at.

To verify  th a t all ou ts tand ing  deposits  are  recorded  in the  
reconciliation  and a t th e  correct am o u n t.

To verify  th a t all d eposits  recorded  as o u tstand ing  are in 
ag re e m e n t w ith  th e  books.

To verify  th a t all ou ts tand ing  cheques are recorded  in the  
reconciliation and a t the  c o rrec t am o u n t.

To verify  th a t all cheques recorded as outs tand ing  are in 
ag reem en t w ith  the books.
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6. O btain the  Jan uary  2 0 X 9  bank s ta te m e n t and:

(a ) trace  outstanding deposits  and cheques fro m  the 31 D ecem b er  
bank reconciliation to  the bank statem ent:

(b ) list ou tstand ing  item s appearing  on the D e ce m b e r bank  
reconciliation  n o t traced  to  a su bseq uent bank s ta te m e n t fo r fo llow  
up before the end of the  audit.

7 . For re turned  cheques recorded on the bank sta tem ent:

(a) agree  the  am o u n t w ith  the  original entry  record ing  the  
receipt;

(b ) exam in e  reversing entry  fo r correctness.

8 . For bank charges recorded  on the  bank s ta tem en t trace  to  the entry  
debitin g  cash a t bank in the  c o m p a n y ’s books.

9 . Enquire into o ther item s appearing  on the bank reconciliation as 
appropria te.

10. List, fo r partn er’s a tten tio n , outstanding item s (in  6 b ) not cleared  
th rough  the  bank by the  com pletion  of the audit.

(b) D iscuss the reliab ility  o f  ban k statem ents as au d it ev idence. W hat steps can  b e  taken  i f  it is 
con sid ered  d es irab le  to  in crease their reliab ility  ?

Bank statem ents are m oderately reliable as they are provided by a third party from  a source know n to 
m aintain  reliable records.

The lim itation is that they are obtained from  the entity being audited. There is a possibility o f the 
bank statem ent being altered or that it could even be a forgery. T he auditor should be particularly 
suspicious if the entity provides a fax  or p hotocopy for the aud itor’s use and not the original.

W here necessary their reliability  can be im proved by asking the audit entity to request their bank to 
send a copy statem ent directly to the auditor or, better still, for the auditor to  collect a copy directly 
from  the bank.

(c) (i) D istinguish betw een ‘auditing around the com puter’ and ‘auditing through the com p uter’ , 
(ii) E xplain  th e circum stances w hen it w ou ld  b e  in appropriate fo r  the au d itor  to  rely on  auditing

arou n d  the com puter.

(c) (i)

Auditing around the com puter is where the auditor traces transactions recorded on docum ents to  the 
point o f entry in to  the com puter and picks up those transactions as part o f the output and continues 
from  th at point to  the entry in the ledger (or vouches transactions from  the records to  the output from 
the com puter and picks them  up at the point o f entry to  the com puter back to  the source docum ents). 
Any processing perform ed by the com puter is verified by reference to input or output docum ents.

Auditing through the com puter is where the audit verifies the processing o f the transaction  by the 
com puter using com puter-assisted audit techniques (CA A Ts).

Auditing around the com puter is inappropriate w here:

1. Auditing around the com puter is im practical.

• Source docum ents are not available in hard copy form .
• It is not possible to follow  the audit trail from  input to output or vice versa because:

To verify  the  existence and correctness as to am o u n ts  listed as 
outstand ing  on the D e ce m b e r bank reconciliation.

To verify  the  existence and co rrectn ess of the a m o u n t of the  
re turned cheque.
To verify  th a t the returned item  has been co rrectly  credited to  
cash and debited to  accoun ts  receivable.

To ensure th a t cash a t bank per the  books is reduced by the  
a m o u n t of the charges.
To ensure th a t there  are no fic titious  item s th a t m ight be 
concealing an e rro r or m issta tem en t.
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-  there is no hard copy of the output;
-  the output summarizes input data in such a way that reconciliation is impractical such as where 

sales and cash receipts data are input into the system but the output is in the form of unpaid 
invoices listed by customer.

• Control risk assessment is based on computerized application controls, which cannot be verified 
by comparison of input with output, such as credit approval of sales orders evidenced electron
ically by the credit manager’s password.

2. Auditing around the computer is inefficient.

• Substantive procedures around the computer are practicable but computerized application 
controls, which can only be verified by the use of CAATs, could reduce control risk and the 
level of substantive procedures significantly. For example invoice pricing could be verified 
against the hard copy of the price list but it would be much easier to verify the reliability of 
pricing information held by the computer.

• Substantive procedures could be performed more efficiently through the use of CAATs. For 
example, we can verify completeness by testing the numerical continuity of input documents but 
the use of audit software enables us to program the computer to perform this test.

13.2 Audit of Consolidated Financial Statements
R equired
(a) Explain how  you would verify the intercompany balances.

If the balances on intercompany accounts do not agree then group assets and profits will be incorrect. If 
company A pays its account with company B of £100  000 on 31 December and the cheque is not received 
by company B until 3 January, at the year end A will have a zero balance on its intercompany payables 
account but B will have a balance of £100 000 on its intercompany receivables. If no correction is made 
and the £ 1 0 0 0 0 0  included in group receivables, cash will be understated by £100 000 and receivables 
overstated by the same amount. Even worse, if A charges B £100 000 for services rendered on 31 
December and includes that amount in revenue and B does not receive the invoice until January and 
makes no accrual for it, then B’s expenses will not be reduced by the charge. Group receivables and 
profits will then both be overstated by £100 000 if no adjustment is made on consolidation.

• I would ascertain the group’s procedures for accounting for and reconciling such balances.
• I would ascertain the procedure for reconciling and eliminating such balances on consolidation. If 

the procedures are satisfactory and the amounts involved not material, it would be sufficient to 
check that:

-  the balances on the consolidation worksheets are in agreement with the audited financial reports of 
each group company;

-  intercompany balances are in agreement with each other, or the consolidation worksheets provide 
a reconciliation showing causes of differences, that the correct adjustments have been made on 
consolidation and the amounts involved are small.
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• If the amounts involved are material either in terms o f  the balances  outstanding or value of 
transactions or there are significant differences on reconciliation, then I would:

-  obtain a detailed statement of the outstanding items on each company’s account;
-  consider the need to request other (component) auditors to verify their client’s statements (if 

this was a regular problem I would probably request other auditors to obtain, verify and 
supply such statements in my instructions issued at the time of planning);

-  verify the company’s reconciliation against these statements (reconciling items will be those on 
one company’s account with another but not appearing on that other company’s account and 
may be due to such matters as goods or cash in transit, errors, disputes, etc.);

-  check that the adjustment on the consolidation worksheet is consistent with the reconciliation 
and correctly eliminates such balances.

(b) D escribe o ther audit adjustm ents you w ou ld  ex p ect to fin d  an d  explain  h o w  you w ould  verify each  
o f  them :

(i) w here the subsidiary had  been acqu ired  prior to the financial year being audited; and
(ii) w here the subsidiary had  been acqu ired  during the financial year under audit.

Subsidiaries acquired prior to the current year

The principal adjustments necessary to consolidate the financial statements of subsidiaries with those 
of the parent company are as follows:

• adjustments necessary to ensure the consistency of accounting policies within the group;
• adjustment of the financial statements of subsidiaries to their fair value as at the date of acquisition;
• elimination of group balances, transactions and profits;
• determination of minority interests;
• translation of foreign subsidiaries’ financial reports into sterling.

C onsistency o f  accou n tin g  p o lic ies

Evidence as to subsidiaries’ accounting policies which may differ from those of the parent company 
will be obtained from  the summary of accounting policies in the subsidiaries’ audited accounts, from 
the working papers of subsidiaries audited by the same firm, and by direct inquiry of the auditors of the 
foreign subsidiary.

With the overseas subsidiary, it is probable that the audited financial report has been prepared to 
conform to local requirements and will not be consistent with the applicable financial reporting 
framework (in this case under IAS). As part of the planning process the auditor of the foreign subsidiary 
should have been advised of the parent company’s accounting policies and to ask them to provide 
supplementary audited accounts consistent with those policies. Alternatively, the UK auditor can 
review adjustments made by the parent company in preparing the consolidated accounts and, where 
necessary, seek the assistance of the auditor of the foreign subsidiary in verifying adjustments.

Fair value

Determining the fair value of acquired net assets is considered in (b)(ii). The differences between book 
and fair value for each subsidiary should be recorded in the permanent audit file together with a
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schedule of the continuing effect of such differences, such as on group depreciation, in each subsequent 
year. The auditor must ensure that such ongoing adjustments are properly made by the group in the 
preparation of its consolidated financial statements in subsequent years.

Intergroup transactions

In addition to the elimination of intergroup balances on the balance sheet as described in (a), the 
auditor must also verify the elimination of intergroup transactions from the income statement and of 
any intercompany profit included in assets. For this reason it is important for group entities to be able 
to identify inventories and other assets arising out of such transactions and the original cost to the 
supplying company or the profit margin earned on sale. The auditor will need to verify the accuracy of 
such records in all group undertakings as part of the audit of the UK subsidiaries. The auditor of the 
foreign subsidiary should be requested to verify that the amounts of such inventories are correctly 
determined and reported to the parent company, and to verify the profit margin on sales of such 
inventories to other group entities. Using this information the auditor must verify the elimination of 
intergroup profit from the group financial statements.

Minority interests

The adjustment for minority interests is relatively straightforward and the auditor can verify the 
adjustments by reference to the proportion of the parent company’s interest in each subsidiary. 
Relevant details should be recorded in the permanent audit file.

Foreign currency translation

The auditor should ensure that the basis adopted for translating the accounts of the foreign subsidiary 
into sterling for the purposes of consolidation is in accordance with the requirements of the applicable 
financial reporting framework, for example under IAS 21 an entity is required to translate its results 
and financial position from its functional currency into a presentation currency (or currencies) using 
the method required for translating a foreign operation for inclusion in the reporting entity’s financial 
statements. Under this method, assets and liabilities are translated at the closing rate, and income and 
expenses are translated at the exchange rates at the dates of the transactions (or at the average rate for 
the period when this is a reasonable approximation). Any exchange differences arising are recognized 
as a separate component of equity. The actual exchange rates should be verified with a bank. Where the 
affairs of the subsidiary are closely interlinked with those of the parent, the temporal method of 
translation should be used.

Subsidiaries acquired during the current year

Where the purchase of a subsidiary is to be treated as an acquisition, it is necessary for the parent 
company to determine the fair value of the net assets at the date of acquisition, and the amount of 
purchased goodwill. Purchased goodwill is the difference between the fair value of the purchase 
consideration and the fair value of the proportion of net assets acquired. The auditor will need to 
verify the amounts assigned, by the company, to the fair value of the net assets, and to the purchase 
consideration.

Purchase consideration, other than cash, is likely to take the form of shares of the parent company. 
The auditor should verify the reasonableness of the value assigned to these shares. For a quoted 
company this would normally be the market value at the date of acquisition.
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There are many technical problems involved in determining fair values of net assets. The auditor 
will need to consider the reasonableness of the bases adopted, check that the values assigned are 
consistent with those bases, and verify the values placed on the assets. The major changes are likely to 
be in the valuation of tangible and intangible noncurrent assets. On the acquisition of a major interest 
in a subsidiary undertaking, the auditor should approach management to discuss the procedures to be 
adopted in determining the fair values of the subsidiary’s net assets. The auditor would be particularly 
concerned as to the availability of audit evidence pertaining to intended valuations and should offer 
suggestions as to procedures which might be more cost-effective from an auditing point of view, or, in 
extreme cases, would avoid the necessity of a modified audit opinion arising from a limitation of scope 
qualification where the auditor is unable to obtain sufficient appropriate audit evidence as to the 
valuations. Where the company seeks the services of experts, the auditor will have to determine the 
reliance he can place on their work. It may be possible to obtain reasonable assurance as to changes, to 
fair value from book value, of other assets and liabilities, through evidence obtained at the time of 
performing the final audit. For example, additional provisions for slow moving inventories or bad 
debts, and provisions for liabilities and charges, can be considered in relation to the provisions 
considered necessary at the date of the balance sheet.

Since audited accounts are unlikely to be available as at the date of acquisition, the auditor will also 
need to be satisfied as to the completeness, existence and ownership of the assets recorded in the 
subsidiary’s books at that date. The effect of errors will largely be reflected in the allocation of profits 
as between preacquisition and postacquisition. During the course of the audit on the year-end accounts 
of a newly acquired subsidiary the auditor may need to undertake additional procedures so as to obtain 
reasonable assurance as to the amounts recorded in the books at the date of acquisition. If, however, 
the audit reveals that the accounting records cannot be relied upon, the auditor may need to consider 
issuing a scope qualification as to the determination of postacquisition profits taken up in the 
consolidated profit and loss statement for the year.

(c) Describe the procedures necessary to determine the level o f  reliance to be placed on the audited 
financial statements o f  the foreign subsidiary.

• Consider the significance and risk of the foreign subsidiary financial statements to those of the group.
• Inquire into the other auditor’s reputation and professional standing. This would also include 

inquiry as to the comparability of the other auditor’s professional body’s entrance requirements 
and ethical rules with those of IFAC and in the UK.

• Communicate with the other auditor (with due clearance from management) explaining reliance on 
his or her work.

• Ask him or her to complete a questionnaire to provide information as to the other firm’s quality 
control procedures.

• Evaluate the results of my inquiries and the replies to my questionnaire and consider the extent to 
which it might be necessary to perform additional procedures, such as requesting permission to 
review the other auditor’s working papers.

• During the planning stage of the audit, issue the other auditor with a questionnaire identifying the 
major audit procedures I would expect to be carried out to comply with ISAs, such as attendance at 
physical inventory and review of subsequent events, and asking them to confirm that the procedures 
had been complied with. In drawing up the questionnaire it would be useful to obtain advice as to 
differences between auditing standards in the two countries.
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• Ask management to let me have copies of all management letters sent by the other auditors and all 
letters of representation issued to them.

• Review working papers of the other auditor where:

-  there were doubts as to their reputation or quality-control procedures;
-  returned questionnaire indicated that not all auditing procedures had been completed;
-  management letters or letters of representation indicated serious control weaknesses or other 

problems;
-  the other auditor’s report was modified.

• If there remained any doubts as to the satisfactory nature of the work performed by the other auditor 
I would request them to perform additional procedures. If doubts remain I would consider the need 
for a qualification in my report on the group accounts on the grounds of a scope limitation.

14.1 Letter of Representation and Management Report
R eq u ired
(a) Letter o f  representation

(i) Explain the purpose o f  the letter o f  representation and the extent to which it constitutes 
sufficient appropriate audit evidence.

Purpose

Many representations are made by management to the auditors during the course of the audit. Some of 
these are implicit in the preparation of financial statements that are fairly presented; others are in 
response to direct enquiries by the auditors. During the course of the audit most of these representations 
will be confirmed by more reliable evidence such that reliance no longer need be placed on management 
representations. However, for other representations, there will be no independent corroboratory evi
dence available. The letter of representation, therefore, provides formal confirmation as to the repre
sentations made. In so doing, management may be encouraged to reflect more fully on the completeness 
of the representations made and provide further information that may earlier have been overlooked.

Reliability

It is important that auditors do not place reliance on representations where more reliable evidence 
would be expected. However, failure to confirm other representations in writing would constitute 
negligence by the auditors. The absence of corroboratory evidence would, in itself, be suspicious and 
should lead to further audit enquiry. Moreover, written representations do not necessarily constitute 
sufficient evidence. The auditor must consider all available evidence and its reliability in forming an 
opinion. For example, in a small business where significant audit reliance must be placed on manage
ment representations, auditors may occasionally form the view that, even with written representation 
by management, there is insufficient evidence on which to form an opinion.

(a) (ii) Describe three matters you might find in a letter o f  representation (other than the acknow l
edgement by management o f  its responsibility for the financial statements).
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Matters that may be included in the letter of representation include representations that:

• all subsequent events have been properly reflected or disclosed in the financial statements;
• the entity is not in breach of any contractual or regulatory requirements that could have a material 

effect on the financial statements;
• all books of account and supporting documentation, registers, minutes o f members’ and directors’ 

meetings have been made available;
• there are no plans that may significantly alter the carrying value of any of the entity’s assets;
• all related parties have been identified;
• the entity has title to all of its assets and none are pledged or otherwise assigned other than disclosed 

in the financial statements;
• all liabilities and provisions have been reported or disclosed whether actual or contingent.

(Note: only three are required. Other matters may also be considered relevant.)

(a) (iii) Explain the effect on the audit i f  management refuses to m ake one or more o f  the 
representations requested.

Refusal by management to provide written representation as requested would need to be inquired into as 
to the effect on the overall sufficiency of evidence considered. A failure to obtain written representation 
would normally constitute a scope limitation because if a matter is sufficiently important as to require 
written representation it would be material to the expression of the audit opinion. This would result in the 
issue of a modified audit opinion, which is either qualified or for which a disclaimer of opinion is issued.

(b) Management letter

(i) Describe the procedures associated with the communication o f  control weaknesses to manage
ment relating to:

-  timing o f  the communication;
-m e th o d  o f  communication;
-  level o f  management to which communication should be made.

Timeliness

Control weaknesses should be communicated shortly after completion of the audit. Where control risk 
was assessed during an interim visit, such as on larger engagements, a letter would normally be sent 
after that visit as well as on completion of the audit.

Where the exposure to risk is great or where there is reason to suspect that fraud or failure to 
comply with laws or regulations may already have occurred as a result o f the weakness the matter 
warrants more timely communication.

Method

The communication is normally made in the form of a letter. Often, however, a preliminary meeting is 
held with management directly responsible in order to confirm the understanding and to discuss the 
most appropriate form of changes to the system. The letter is, therefore, more likely to be accepted and 
its recommendations acted upon.

Oral communication may also be appropriate for weaknesses that are in urgent need of correction 
followed up by a written communication.
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Level of management

The letter would normally be addressed to the chief financial officer. However, it is common to discuss 
the detailed recommendations with line management before issuing the letter. The letter may refer to 
minor matters in brief with more detailed recommendations being sent to financial officers of divisions 
or subsidiaries. More serious matters (significant deficiencies in internal control) may be communi
cated directly to the board of directors or, if the entity has one, the audit committee. These would 
include such matters as previous recommendations that have not been implemented where the auditors 
believe the risks to the entity are material.

(b) (ii) Discuss the extent o f  the auditor’s responsibility for detecting and reporting internal control 
weaknesses.

The purpose of an audit is to obtain sufficient appropriate evidence for the expression of an opinion as 
to the truth and fairness of the financial statements. In the course of the audit the auditors may discover 
other matters that need to be communicated to management. Therefore, auditors are not primarily 
responsible for evaluating the effectiveness of all internal controls and reporting all weaknesses. In the 
letter of weakness and in the engagement letter the auditor should make it clear that the assessment of 
control effectiveness is restricted to those controls on which reliance is intended to be placed for audit 
purposes. If auditors intend to place reliance for particular financial statement assertions wholly on 
substantive procedures, they have no responsibility for controls over those assertions.

Where the auditors do become aware of internal control weaknesses, however, there is an 
expectation that they will warn management where the risk of loss or misstatement is considered 
material. Awareness of control weaknesses may come about from procedures other than those directed 
specifically at testing controls. For example, in obtaining an understanding of the system the auditor 
may become aware of major control weaknesses. Also, in performing substantive procedures, inves
tigation of errors may alert the auditor to the presence of control weaknesses.

The auditors’ duty to report, under auditing standards, is confined to the management of the entity 
and others responsible for the governance of the entity. They have no responsibility to report on the 
effectiveness of internal controls to other parties. The letter of weaknesses normally carries a 
disclaimer of responsibility to any other persons to whom the letter might be shown.

Auditors may accept engagement to report on control weaknesses, either to managers, to regula
tors or to third parties. However, such engagements are not normally part of a statutory audit of 
financial statements.

14.2 Events After the Balance Sheet Date
Required
Consider what further action Reddy &  Co. should take with respect to each o f  the matters listed.

(a) Subsequent event

Since it clearly relates to a prior period, the agreement to pay a backdated pay rise is an adjusting event 
even though the extent of the pay rise was unknown as at the year end (IAS 10, Events After the Balance 
Sheet Date). The pay rise should be confirmed by sighting the agreement. The computation of the 
amount outstanding as at the balance sheet date should be checked and the materiality of the effect on
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profit should be assessed. Reddy &  Co. should recommend the financial statements as at 31 March be 
amended to include a provision for the backdated pay for the period from 1 January to 31 March with 
an appropriate adjustment to profit and loss. If the directors do not do so then it represents a 
disagreement. The auditors’ report will need to be modified by way of a qualified opinion due to 
disagreement or, exceptionally, an adverse opinion.

(b) Other information

The chairman’s statement would appear to suggest that operating profit represents the true level of 
performance. This represents a material inconsistency with the audited financial statements as 
described in ISA 720. Reddy &  Co. should advise the chairman to amend the information in his 
statement to avoid the apparent inconsistency since IAS 1, Presentation o f  Financial Statements, 
requires items such as reorganization costs and profits or losses on disposal of property, plant and 
equipment to be included in arriving at a measure of profit from ordinary activities for the period 
unless they are properly classified as extraordinary. If the chairman refuses, Reddy &  Co. should 
consider taking appropriate action. One possibility is the inclusion of an emphasis-of-matter para
graph immediately after the unqualified opinion paragraph in the auditors’ report. If the matter were 
considered to be more serious Reddy &  Co. could refuse to issue the auditor’s report or withdraw from 
the engagement subject to receiving appropriate legal advice.

(c) Internal control

Advising audit clients of weaknesses discovered in internal controls is not the primary objective of an 
audit. However, various jurisdictions have held the auditor to be negligent if failure to make proper 
communication of such information results in losses being incurred by the company (AWA vs. Daniels 
t/s Deloitte Haskins &  Sells &  Ors, Australia, 1995). It is generally known that potential losses from 
unauthorized trading of this kind can be very large (Barings Bank). Since the chief financial officer 
appears not to have taken appropriate action Reddy &  Co. must, as a matter of urgency, raise the 
matter with the board of directors or, if the company has one, the audit committee.

(d) Subsequent event

On the basis of the preliminary information it would appear that this is a nonadjusting after balance 
date event (IAS 10) of a magnitude sufficient to require disclosure. The disclosure should describe the 
nature of the event and an estimate of its financial effect (the cost of cleaning up operations and of 
liability to pay compensation) or a statement that such an estimate cannot be made. If the company is 
unwilling to disclose the event in the notes to its financial statements then Reddy &  Co. are in 
disagreement with management and must issue a modified opinion in their auditor’s report -  either 
qualified (‘except for -  disagreement’) or adverse depending on the level of significance of the matter.

15.1 Effect of Circumstances on Audit Opinion
R equired
Indicate the effect o f  these circumstances on the auditors’ report.

1. This is a material and pervasive scope limitation. The auditors’ report would include an explanatory 
paragraph in the basis of opinion section with a disclaimer of opinion.
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2. This is a departure from  accounting standards. The auditors’ report would probably have a 
qualified (‘except for -  disagreem ent’) or adverse opinion with the nature o f the disagreement 
explained and quantified if practicable.

3 . T his is a scope lim itation. The auditors’ report would have an explanatory paragraph in rhe basis of 
opinion section with a qualified (‘except for -  scope lim itation’) opinion.

4 . This is a significant uncertainty and may result in one o f the follow ing audit opinions.

-  If the m atter o f litigation is not adequately disclosed then this constitutes a disagreement
with management, and the appropriate form  o f modified opinion qualified (‘except for -  dis
agreem ent’) or adverse with the nature o f the disagreem ent explained and quantified if 
practicable.

-  I f  the m atter o f litigation is adequately disclosed, the audit report is m odified to  include
an emphasis of m atter paragraph after the opinion section but the opinion itself is
unqualified.

5. This is a departure from accounting standards. The auditors’ report would probably include a 
qualified (‘except for -  disagreement’) or adverse opinion with the nature o f the disagreement 
explained and quantified if practicable.

6. This is a going-concern uncertainty and may result in one o f the following audit opinions.

-  If there is adequate disclosure o f the going-concern uncertainty express an unqualified opinion 
and add an emphasis of matter paragraph.

-  If there is inadequate disclosure, express a qualified opinion (‘except for -  disagreement’) with the 
nature of the disagreement explained and quantified if practicable.

-  If it is highly probable that the entity will not continue as a going concern and the financial statements 
are prepared on a going-concern basis the auditor should express an adverse opinion.

7. This is reliance on other auditors. The auditors should not refer to this matter as they must accept 
full responsibility for the opinion given.

8 . This is an inconsistency with an accounting policy from last year. There is no effect on the aud it 

report as long as it is properly disclosed, the effect properly accounted for as a prior-year adjustment 
and the auditors concur with the reasons for the change.

15.2 Going-Concern Issues, Audit Opinion
R equ ired
(a) What does the going-concern concept m ean? Discuss the reporting options open to an auditor 

when going-concern issues arise.

The going-concern concept means that it is assumed that the entity will realize its assets and extinguish 
its liabilities in the normal course of business.

The auditor’s reporting options are (ISA 570):

Going-concern basis considered appropriate 

• Auditors should issue an unqualified auditors’ report.
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Significant uncertainty about going concern

• If the uncertainty is adequately disclosed in the financial statements, the auditors’ report should 
include an emphasis of matter paragraph when setting out their basis of opinion in accordance with 
ISA 570.

• If the financial statements do not adequately disclose the significant uncertainty, a qualified (‘except 
for -  disagreement’) opinion or an adverse opinion should be expressed explaining their reasons.

Going-concern basis considered inappropriate

• If the auditor is satisfied that it is highly improbable that the entity will continue as a going 
concern for the relevant period, an adverse opinion should be expressed in accordance with 
ISA 570.

(b) Discuss the potential auditors’ report options in relation to Fly-By-Night Ltd.

There are a number of matters that indicate potential going-concern reporting issues for Fly-By-Night 
Ltd (FBN). These include:

• FBN operates in the defence industry and there have been significant cuts to defence expenditure.
• There is evidence that the cuts will directly impact one of FBN’s contracts.
• FBN has been experiencing cash flow difficulties.
• FBN ’s borrowing facility is already fully drawn.

The auditor would need to perform a number of procedures to evaluate the appropriateness of the 
going-concern basis (as discussed in Chapter 14).

In this case all of the above should be disclosed in a note to the financial statements. If the auditors 
are satisfied with the disclosure they may issue an unqualified audit report with an emphasis of matter 
paragraph added.

However, if the auditors are unsatisfied as to the ability of the entity to continue as a going 
concern (which is difficult to tell from the information given in this case) they should issue an adverse 
opinion.

16.1 Forensic Audit
R equ ired
Explain the key considerations o f  the forensic audit you will conduct.

Key considerations could include:

• Determination if there was a system failure and, if so, why.
• Analysis of the sequence of transactions to identify any intervention by unauthorized personnel.
• Checking of the adequacy of the backup procedures.
• Review of the security procedures including the adequacy of the firewalls.
• Review for evidence of corruption caused by hackers and/or viruses.
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16.2 Controls for Electronic Payment
R equired
Using the following headings, identify the controls you would expect to find in an e-Commerce 
system:

(a) confidentiality o f  information;
(b) transaction integrity;
(c) authorization o f  payments;
(d) assurance o f  business credibility;

Confidentiality of information 

Controls could include:

• logical and physical security measures
• information protection to safeguard the integrity of the files
• privacy issues relating to customer information.

Transaction integrity 

Controls could include:

• identity controls for authorized personnel
• processing controls to ensure accuracy and completeness
• authenticity, accuracy and reasonableness controls.

Authorization of payments 

Controls could include:

• established levels of approval for expenditure
• reconciliations of payments with supplier records.

Assurance of business credibility 

Controls could include:

• review processes to ensure changes to the business system accommodate all aspects of e-Commerce 
activities

• management’s awareness of the risks involved in the management of data and associated security 
issues

• monitoring of the performance of the e-Commerce system through parameters agreed by 
management.



17.1 Audit Trails in Financial Software
R equired
Comment on the partner’s statement. In particular, address som e o f  the problem s with a lack o f  an 
audit trail that can he caused by advances in technology.

The partner is right to the extent that fewer audit trails will mean that there should  be less documenta
tion. This has not always been the case when new software has been implemented. Companies have 
often still printed lengthy audit trails and various reports from the new system. The reason for this is 
often simply because people (including the auditors) have felt more comfortable with hard copies of 
transactions.

However, it is crucial that the system does have an audit trail, which does not need to be on paper 
but may be as a backup file. This is because the audit trail should provide a means of tracing a 
transaction from its origin to the financial statements and vice versa.

The lack of an audit trail can be a significant problem. It may mean that it is difficult or impossible 
to find evidence to verify a transaction. It will also make it very difficult or impossible to audit the 
financial statements of a company. Without a trail to vouch transactions back to source documents the 
auditor will find it impossible to perform substantive procedures.

The partner’s comment suggesting analytical review as an alternative is also flawed. This is because 
analytical review will not generally provide an adequate level of assurance to form an opinion on the 
financial statements. Some balances within the financial statements do not lend themselves to the use of 
analytical review as an audit technique. Sometimes analytical review will highlight problems that need 
further investigation such as looking to the original transactions; this would not be possible without an 
audit trail.

Conclusion

An audit trail is an essential consideration in a new computer system for the use of management and 
auditors. However, it should be noted that this trail does not need to be paper.

17.2 Environmental Auditing
R equ ired
(a) What does environmental auditing m ean?

Environmental auditing is ‘a management tool comprising a systematic, documented, periodic and 
objective evaluation of how well environmental organization, management and equipment are per
forming with the aim of helping to safeguard the environment by:

(i) facilitating management control of environmental practices; and
(ii) assessing compliance with company policies, which would include meeting regulatory 

requirements.’

Suggested answers to professional application questions
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(b) What are som e other standards that have been issued in relation to environmental auditing?

In term s o f environm ental auditing, the follow ing three standards are applicable:

• ISO  1 4 0 1 1 -1  Guidelines fo r  Environmental Auditing -  Audit Procedures 
Environmental M anagement Systems;

• ISO  1 4 0 1 1 -2  Guidelines fo r  Environmental Auditing -  Audit Procedures 
Audits;

• ISO  1 4 0 1 1 -3  Guidelines fo r  Environmental Auditing -  Audit Procedures 
Environmental Statement.

In addition, ISO  1 4 0 0 1  contains a requirem ent for organizations to  m aintain  program m es and 
procedures for periodic E M S audits.

A num ber o f international codes o f environm ental conduct have been developed that set out 
essential environm ental m anagem ent elem ents such as the Valdez Principles (C oalition  for 
Environm entally Responsible E conom ics (C E R E S), 1 9 9 0 ), the IC C  C harter and the UK Chem ical 
Industries A ssociation R esponsible Care (R C ) Program m es. T he Valdez Principles w ere launched after 
the E xxon  Valdez oil tanker disaster in A laska. T he IC C  C harter for Sustainable D evelopm ent 
com prises 16 principles for environm ental m anagem ent in achieving sustainable econom ic develop
ment. The R C  program m es have been developed by many national chem ical industry associations in 
the US, Canada and the UK. All are voluntary in nature. T he C E R E S requires signatory com panies to 
undertake annual environm ental audits and m ake public the findings o f  these audits.

(c) What sort o f  tasks might be involved in environmental auditing?

There are a num ber o f d ifferent audit types o f environm ental audits. There are three m ain basic tasks 
that m ight be perform ed.

• Auditing o f Environm ental M anagem ent Systems -  a review o f the effectiveness o f these systems. 
The review is to  ensure that the systems are operating effectively and m ay include a detailed analysis 
o f controls in place within the environm ental m anagem ent system.

• Com pliance Audits -  to  ensure that the organization is com plying w ith the relevant governm ent 
environm ental legislation. T hey m ay involve detailed reviews o f the internal reports used to  m onitor 
environm ental im pact w ithin the organization. T hey m ay also involve the use o f specialists to 
measure the environm ental im pact from  the organization.

• Audit o f an Environm ental Statem ent -  this involves form ing an opinion o f  the assertions o f 
m anagem ent as outlined in the environm ental statem ent. It m ay involve the substantive testing o f 
balances for environm ental rehabilitation  costs or the com pliance testing o f con tro ls referred to  in 
the statem ent.

-  Part 1: A uditing o f

-  Part 2 : C om plian ce

-  Part 3 : A udit o f  an
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Access controls -  Procedures designed to restrict access to online terminal devices, programs and data. Access 
controls consist of ‘user authentication’ and ‘user authorization’. ‘User authentication’ typically attempts to 
identify a user through unique logon identifications, passwords, access cards or biometric data. 
‘User authorization ’ consists of access rules to determine the computer resources each user may access. 
Specifically, such procedures are designed to prevent or detect:

(a) unauthorized access to online terminal devices, programs and data;
(b) entry of unauthorized transactions;
(c) unauthorized changes to data files;
(d) the use of computer programs by unauthorized personnel; and
(e) the use of computer programs that have not been authorized.

Accounting estim ate -  An approximation of the amount of an item in the absence of a precise means of 
measurement.

Accounting records -  Generally include the records of initial entries and supporting records, such as checks and 
records of electronic fund transfers; invoices; contracts; the general and subsidiary ledgers; journal entries and 
other adjustments to the financial statements that are not reflected in formal journal entries; and records such as 
work sheets and spreadsheets supporting cost allocations, computations, reconciliations and disclosures.

Adverse opin ion -  (see Modified auditor’s report)

Agreed-upon procedures engagem ent -  An engagement in which an auditor is engaged to carry out those 
procedures of an audit nature to which the auditor and the entity and any appropriate third parties have agreed 
and to report on factual findings. The recipients of the report form their own conclusions from the report by the 
auditor. The report is restricted to those parties that have agreed to the procedures to be performed since others, 
unaware of the reasons for the procedures, may misinterpret the results.

Analytical procedures -  Evaluations of financial information made by a study of plausible relationships among 
both financial and non-financial data. Analytical procedures also encompass the investigation of identified 
fluctuations and relationships that are inconsistent with other relevant information or deviate significantly from 
predicted amounts.

Annual report -  A document issued by an entity, ordinarily on an annual basis, which includes its financial 
statements together with the auditor’s report thereon.

A nom alous error -  (see Audit sampling)

A pplicable financial reporting fram ew ork  -  The financial reporting framework adopted by management in 
preparing the financial statements that the auditor has determined is acceptable in view of the nature of the entity 
and the objective of the financial statements, or that is required by law or regulations.
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Application controls in inform ation technology  -  Manual or automated procedures that typically operate at a 
business process level. Application controls can be preventative or detective in nature and are designed to ensure 
the integrity of the accounting records. Accordingly, application controls relate to procedures used to initiate, 
record, process and report transactions or other financial data.

Appropriateness -  The measure of the quality of evidence -  its relevance and reliability in providing support 
for, or detecting misstatements in, the classes of transactions, account balances, and disclosures and related 
assertions.

Assertions -  Representations by management, explicit or otherwise, that are embodied in the financial statements.

Assess -  Analyse identified risks to conclude on their significance. ‘Assess’, by convention, is used only in relation 
to risk, (also see Evaluate)

Assistants -  Personnel involved in an individual audit other than the auditor.

Association  -  (see Auditor association with financial information)

Assurance -  (see Reasonable assurance)

Assurance engagement -  An engagement in which a practitioner expresses a conclusion designed to enhance 
the degree of confidence of the intended users other than the responsible party about the outcome of the 
evaluation or measurement of a subject matter against criteria. The outcome of the evaluation or measurement 
of a subject matter is the information that results from applying the criteria (also see Subject matter 
information). Under the ‘International Framework for Assurance Engagements’ there are two types of assurance 
engagement a practitioner is permitted to perform: a reasonable assurance engagement and a limited assurance 
engagement.

Reasonable assurance engagement -  The objective of a reasonable assurance engagement is a reduction in 
assurance engagement risk to an acceptably low level in the circumstances of the engagement as the basis for a 
positive form of expression of the practitioner’s conclusion.

Lim ited assurance engagement -  The objective of a limited assurance engagement is a reduction in assurance 
engagement risk to a level that is acceptable in the circumstances of the engagement, but where that risk is 
greater than for a reasonable assurance engagement, as the basis for a negative form of expression of the 
practitioner’s conclusion.

Assurance engagement risk -  The risk that the practitioner expresses an inappropriate conclusion when the subject 
matter information is materially misstated.

Attendance -  Being present during all or part of a process being performed by others; for example, attending 
physical inventory taking will enable the auditor to inspect inventory, to observe compliance of management’s 
procedures to count quantities and record such counts and to test-count quantities.

Audit documentation  -  The record of audit procedures performed,1 relevant audit evidence obtained, and 
conclusions the auditor reached (terms such as ‘working papers’ or ‘workpapers’ are also sometimes used).

Audit evidence -  All of the information used by the auditor in arriving at the conclusions on which the audit 
opinion is based. Audit evidence includes the information contained in the accounting records underlying the 
financial statements and other information.

Audit firm -  (see Firm)

Audit matters o f  governance interest -  Those matters that arise from the audit of financial statements and, in 
the opinion of the auditor, are both important and relevant to those charged with governance in over
seeing the financial reporting and disclosure process. Audit matters of governance interest include only 
those matters that have come to the attention of the auditor as a result of the performance of the audit.

Audit o f  financial statements -  The objective of an audit of financial statements is to enable the auditor to express 
an opinion whether the financial statements are prepared, in all material respects, in accordance with an applicable
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financial reporting framework. An audit of financial statements is an assurance engagement (see Assurance 
engagement).

Audit opinion -  (see Opinion)

Audit risk -  Audit risk is the risk that the auditor expresses an inappropriate audit opinion when the financial 
statements are materially misstated. Audit risk is a function of the risk of material misstatement (or simply, the 
‘risk of material misstatement’) (the risk that the financial statements are materially misstated prior to audit) and 
the risk that the auditor will not detect such misstatement (‘detection risk’). The risk of material misstatement has 
two components: inherent risk and control risk (as described at the assertion level below). Detection risk is the risk 
that the auditor’s procedures will not detect a misstatement that exists in an assertion that could be material, 
individually or when aggregated with other misstatements.

Inherent risk -  Inherent risk is the susceptibility of an assertion to a misstatement, that could be material, 
individually or when aggregated with other misstatements assuming that there were no related internal controls.

Control risk -  Control risk is the risk that a misstatement that could occur in an assertion and that could be 
material, individually or when aggregated with other misstatements, will not be prevented or detected and 
corrected on a timely basis by the entity’s internal control.

Audit sampling -  The application of audit procedures to less than 100%  of items within an account balance or 
class of transactions such that all sampling units have a chance of selection. This will enable the auditor to obtain 
and evaluate audit evidence about some characteristic of the items selected in order to form or assist in forming a 
conclusion concerning the population from which the sample is drawn. Audit sampling can use either a statistical 
or a non-statistical approach.

Anomalous error -  An error that arises from an isolated event that has not recurred other than on specifically 
identifiable occasions and is therefore not representative of errors in the population.

Confidence levels -  The mathematical complements of sampling risk.

E xpected error -  The error that the auditor expects to be present in the population.

Non-sampling risk -  Arises from factors that cause the auditor to reach an erroneous conclusion for any reason 
not related to the size of the sample. For example, most audit evidence is persuasive rather than conclusive, the 
auditor might use inappropriate procedures, or the auditor might misinterpret evidence and fail to recognize an 
error.

Non-statistical sam pling- Any sampling approach that does not have the characteristics of statistical sampling.

Population  -  The entire set of data from which a sample is selected and about which the auditor wishes to draw 
conclusions. A population may be divided into strata, or sub-populations, with each stratum being examined 
separately. The term population is used to include the term stratum.

Sampling risk -  Arises from the possibility that the auditor’s conclusion, based on a sample, may be different 
from the conclusion reached if the entire population were subjected to the same audit procedure.

Sampling unit -T h e  individual items constituting a population, for example checks listed on deposit slips, credit 
entries on bank statements, sales invoices or debtors’ balances or a monetary unit.

Statistical sampling -  Any approach to sampling that has the following characteristics:

(a) random selection of a sample; and
(b) use of probability theory to evaluate sample results, including measurement of sampling risk.

Stratification -T h e  process of dividing a population into subpopulations, each of which is a group of sampling 
units which have similar characteristics (often monetary value).

Tolerable error -  The maximum error in a population that the auditor is willing to accept.

Total error -  Either the rate of deviation or total misstatement.
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Auditor -  The engagement partner. The term ‘auditor’ is used to describe either the engagement partner or the 
audit firm. Where it applies to the engagement partner, it describes the obligations or responsibilities of the 
engagement partner. Such obligations or responsibilities may be fulfilled by either the engagement partner or a 
member of the audit team. Where it is expressly intended that the obligation or responsibility be fulfilled by the 
engagement partner, the term ‘engagement partner’ rather than ‘auditor’ is used. (The term ‘auditor’ may be used 
when describing related services and assurance engagements other than audits. Such reference is not intended to 
imply that a person performing a related service or assurance engagement other than an audit need necessarily he 
the auditor of the entity’s financial statements.)

Existing auditor -  The auditor of the financial statements of the current period.

External auditor -  Where appropriate the term ‘external auditor’ is used to distinguish the external auditor from 
an internal auditor.

Incoming auditor -  The auditor of the financial statements of the current period, where either the financial 
statements of the prior period have been audited by another auditor (in this case the incoming auditor is also 
known as a successor auditor), or the audit is an initial audit engagement.

Internal auditor -  A person performing an internal audit.

Other auditor -  An auditor, other than the principal auditor, with responsibility for reporting on the financial 
information of a component, which is included in the financial statements audited by the principal auditor. 
Other auditors include affiliated firms, whether using the same name or not, and correspondents, as well as 
unrelated auditors.

Predecessor auditor -  The auditor who was previously the auditor of an entity and who has been replaced by an 
incoming auditor.

Principal auditor -  The auditor with responsibility for reporting on the financial statements of an entity when 
those financial statements include financial information of one or more components audited by another auditor.

Proposed auditor -  An auditor who is asked ro replace an existing auditor.

Successor auditor -  An auditor replacing an existing auditor (also known as an incoming auditor).

Auditor association with financial information -  An auditor is associated with financial information when the 
auditor attaches a report to that information or consents to the use of the auditor’s name in a professional 
connection.

Comparatives -  Comparatives in financial statements may present amounts (such as financial position, results of 
operations, cash flows) and appropriate disclosures of an entity for more than one period, depending on the 
framework. The frameworks and methods of presentation are as follows:

(a) Corresponding figures where amounts and other disclosures for the preceding period are included as part 
of the current period financial statements, and are intended to be read in relation to the amounts and 
other disclosures relating to the current period (referred to as ‘current period figures’). These corresponding 
figures are not presented as complete financial statements capable of standing alone, but are an integral 
parr o f the current period financial statements intended to be read only in relationship to the current period 
figures.

(b) Comparative financial statements where amounts and other disclosures for the preceding period are included 
for comparison with the financial statements of the current period, but do not form part of the current period 
financial statements.

Comparative financial statements -  (see Comparatives)

Compilation engagement -  An engagement in which accounting expertise, as opposed to auditing expertise, is 
used to collect, classify and summarize financial information.
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C om p on en t -  A division, branch, subsidiary, joint venture, associated company or other entity whose 
financial information is included in financial statements audited by the principal auditor.

Component o f  a com plete set o f  financial statements -  The applicable financial reporting framework adopted 
in preparing the financial statements determines what constitutes a complete set of financial statements. 
Components of a complete set of financial statements include: a single financial statement, specified accounts, 
elements of accounts or items in a financial statement.

C om prehen sive basis o f  accounting -  A comprehensive basis of accounting comprises a set of criteria used in 
preparing financial statements which applies to all material items and which has substantial support.

C om puter-assisted  audit techn iques -  Applications of auditing procedures using the computer as an audit tool 
(also known as CAATs).

C om pu ter in form ation  system s (CIS) environm ent -  Exists when a computer of any type or size is involved in the 
processing by the entity of financial information of significance to the audit, whether that computer is operated by 
the entity or by a third party.

C on fiden ce levels -  (see Audit sampling)

C onfirm ation  -  A specific type of inquiry that is the process of obtaining a representation of information or of an 
existing condition directly from a third party.

Continuing aud itor -  (see Auditor)

C ontrol activities -  Those policies and procedures that help ensure that management directives are carried out. 
Control activities are a component of internal control.

C ontrol environm ent  -  Includes the governance and management functions and the attitudes, awareness and 
actions o f those charged with governance and management concerning the entity’s internal control and its 
importance in the entity. The control environment is a component of internal control.

C ontrol risk -  (see Audit risk)

C orp ora te govern an ce -  (see Governance)

C orresponding figures -  (see Comparatives)

Criteria -  The benchmarks used to evaluate or measure the subject matter including, where relevant, 
benchmarks for presentation and disclosure. Criteria can be formal or less formal. There can be different 
criteria for the same subject matter. Suitable criteria are required for reasonably consistent evaluation or 
measurement of a subject matter within the context of professional judgement.

Suitable criteria -  Exhibit the following characteristics:

(a) relevance: relevant criteria contribute to conclusions that assist decision-making by the intended users.
(b) com pleteness : criteria are sufficiently complete when relevant factors that could affect the conclusions in 

the context of the engagement circumstances are not omitted. Complete criteria include, where relevant, 
benchmarks for presentation and disclosure.

(c) reliability: reliable criteria allow reasonably consistent evaluation or measurement of the subject matter 
including, where relevant, presentation and disclosure, when used in similar circumstances by similarly 
qualified practitioners.

(d) neutrality: neutral criteria contribute to conclusions that are free from bias.
(e) understandability : understandable criteria contribute to conclusions that are clear, comprehensive and not 

subject to significantly different interpretations.

Current p er io d  figures -  Amounts and other disclosures relating to the current period.

D atabase -  A collection of data that is shared and used by a number of different users for different purposes.
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Date o f  approval o f  the financial statements -  The date on which those with the recognized authority assert that 
they have prepared the entity’s complete set of financial statements, including the related notes, and that they have 
taken responsibility for them. In some jurisdictions, the law or regulation identifies the individuals or bodies (for 
example, the directors) that are responsible for concluding that a complete set of financial statements has been 
prepared, and specifies the necessary approval process. In other jurisdictions, the approval process is not prescribed 
in law or regulation and the entity follows its own procedures in preparing and finalizing its financial statements in 
view of its management and governance structures. In some jurisdictions, final approval of the financial statements 
by shareholders is required before the financial statements are issued publicly. In these jurisdictions, final approval 
by shareholders is not necessary for the auditor to conclude that sufficient appropriate audit evidence has been 
obtained. The date of approval of the financial statements for purposes of the ISAs is the earlier date on which those 
with the recognized authority determine that a complete set of financial statements has been prepared.

Date o f  the auditor’s report -  The date selected by the auditor to date the report on the financial statements. The 
auditor’s report is not dated earlier than the date on which the auditor has obtained sufficient appropriate audit 
evidence on which to base the opinion on the financial statements.2 Sufficient appropriate audit evidence includes 
evidence that the entity’s complete set of financial statements has been prepared and that those with the recognized 
authority have asserted that they have taken responsibility for them.

Date o f  the financial statements -  The date of the end of the latest period covered by the financial statements, 
which is normally the date of the most recent balance sheet in the financial statements subject to audit.

Date the financial statements are issued -  The date that the auditor’s report and audited financial statements are 
made available to third parties, which may be, in many circumstances, the date that they are filed with a regulatory 
authority.

Detection risk -  (see Audit risk)

Disclaimer o f  opinion -  (see Modified auditor’s report)

Electronic Data Interchange (EDI) -  The electronic transmission of documents between organizations in a 
machine-readable form.

Emphasis o f  matter paragraphs) -  (see Modified auditor’s report)

Employee fraud -  Fraud involving only employees of the entity subject to the audit.

Encryption (cryptography) -  The process of transforming programs and information into a form that cannot be 
understood without access to specific decoding algorithms (cryptographic keys). For example, the confidential 
personal data in a payroll system may be encrypted against unauthorized disclosure or modification. Encryption 
can provide an effective control for protecting confidential or sensitive programs and information from unauthor
ized access or modification. However, effective security depends upon proper controls over access to the crypto
graphic keys.

Engagement documentation -  The record of work performed, results obtained and conclusions the practitioner 
reached (terms such as ‘working papers’ or ‘workpapers’ are sometimes used). The documentation for a specific 
engagement is assembled in an engagement file.

Engagement letter -  An engagement letter documents and confirms the auditor’s acceptance of the appointment, the 
objective and scope of the audit, the extent of the auditor’s responsibilities to the client and the form of any reports.

Engagement partner -  The partner or other person in the firm who is responsible for the engagement and its 
performance, and for the report that is issued on behalf of the firm, and who, where required, has the appropriate 
authority from a professional, legal or regulatory body.

Engagement quality control review  -  A process designed to provide an objective evaluation, before the report is 
issued, of the significant judgements the engagement team made and the conclusions they reached in formulating 
the report.
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Engagement quality control reviewer -  A partner, other person in the firm, suitably qualified external person or a 
team made up of such individuals, with sufficient and appropriate experience and authority to objectively 
evaluate, before the report is issued, the significant judgements the engagement team made and the conclusions 
they reached in formulating the report.

Engagement team  -  All personnel performing an engagement, including any experts contracted by the firm in 
connection with that engagement.

Entity’s risk assessment process -  A component of internal control that is the entity’s process for identifying 
business risks relevant to financial reporting objectives and deciding about actions to address those risks, and the 
results thereof.

Environmental matters:

(a) initiatives to prevent, abate or remedy damage to the environment, or to deal with conservation of renewable 
and non-renewable resources (such initiatives may be required by environmental laws and regulations or by 
contract, or they may be undertaken voluntarily);

(b) consequences of violating environmental laws and regulations;
(c) consequences of environmental damage done to others or to natural resources; and
(d) consequences of vicarious liability imposed by law (e.g. liability for damages caused by previous owners).

Environmental perform ance report -  A report, separate from the financial statements, in which an entity 
provides third parties with qualitative information on the entity’s commitments towards the environmental 
aspects of the business, its policies and targets in that field, its achievement in managing the relationship 
between its business processes and environmental risk, and quantitative information on its environmental 
performance.

Environmental risk -  In certain circumstances, factors relevant to the assessment of inherent risk for the develop
ment of the overall audit plan may include the risk of material misstatement of the financial statements due to 
environmental matters.

Error -  An unintentional misstatement in financial statements, including the omission of an amount or a 
disclosure.

Evaluate -  Identify and analyse the relevant issues, including performing further procedures as necessary, to come 
to a specific conclusion on a matter. ‘Evaluation’, by convention, is used only in relation to a range of matters, 
including evidence, the results of procedures and the effectiveness of management’s response to a risk, (also see 
Assess)

Existing auditor -  (see Auditor)

Expected error -  (see Audit sampling)

Experienced auditor-A n  individual (whether internal or external to the firm) who has a reasonable understanding 
of (i) audit processes, (ii) ISAs and applicable legal and regulatory requirements, (iii) the business environment in 
which the entity operates and (iv) auditing and financial reporting issues relevant to the entity’s industry.

Expert -  A person or firm possessing special skill, knowledge and experience in a particular field other than 
accounting and auditing.

External audit -  An audit performed by an external auditor.

External auditor -  (see Auditor)

External confirm ation  -  The process of obtaining and evaluating audit evidence through a direct communication 
from a third party in response to a request for information about a particular item affecting assertions made by 
management in the financial statements.
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Fair value -  The amount for which an asset could be exchanged, or a liability settled, between knowledgeable, 
willing parties in an arm’s length transaction.

Financial statements -  A structured representation of the financial information, which ordinarily includes 
accompanying notes, derived from accounting records and intended to communicate an entity’s economic 
resources or obligations at a point in time or the changes therein for a period of time in accordance with a financial 
reporting framework. The term can refer to a complete set of financial statements but it can also refer to a single 
financial statement, for example a balance sheet, or a statement of revenues and expenses and related explanatory 
notes.

Firewall -  A combination of hardware and software that protects a WAN, LAN or PC from unauthorized access 
through the Internet and from the introduction of unauthorized or harmful software, data or other material in 
electronic form.

Firm -  A sole practitioner, partnership or corporation or other entity of professional accountants.

Forecast -  Prospective financial information prepared on the basis of assumptions as to future events that 
management expects to take place and the actions management expects to take as of the date the information is 
prepared (best estimate assumptions).

Fraud -  An intentional act by one or more individuals among management, those charged with governance, 
employees or third parties, involving the use of deception to obtain an unjust or illegal advantage. Two types of 
intentional misstatement are relevant to the auditor: misstatements resulting from fraudulent financial reporting 
and misstatements resulting from misappropriation of assets (also see Fraudulent financial reporting and 
Misappropriation of assets).

Fraudulent financial reporting- Involves intentional misstatements, including omissions of amounts or disclosures 
in financial statements, to deceive financial statement users.

General IT-controls -  Policies and procedures that relate to many applications and support the effective function
ing of application controls by helping to ensure the continued proper operation of information systems. 
General IT-controls commonly include controls over data centre and network operations; system software 
acquisition, change and maintenance; access security; and application system acquisition, development, and 
maintenance.

General purpose financial statements -  Financial statements prepared in accordance with a financial reporting 
framework that is designed to meet the common information needs of a wide range of users.

Going concern assumption -  Under this assumption, an entity is ordinarily viewed as continuing in business for the 
foreseeable future with neither the intention nor the necessity of liquidation, ceasing trading or seeking protection 
from creditors pursuant to laws or regulations. Accordingly, assets and liabilities are recorded on the basis that the 
entity will be able to realize its assets and discharge its liabilities in the normal course of business.

Governance -  Describes the role of persons entrusted with the supervision, control and direction of an entity. 
Those charged with governance ordinarily are accountable for ensuring that the entity achieves its objectives, 
financial reporting and reporting to interested parties. Those charged with governance include management only 
when it performs such functions.

Government business enterprises -  Businesses that operate within the public sector ordinarily to meet a political or 
social interest objective. They are ordinarily required to operate commercially -  that is to make profits or to 
recoup, through user charges, a substantial proportion of their operating costs.

Incoming auditor -  (see Auditor)

Independence3-  Comprises:

(a) independence o f  mind -  the state of mind that permits the provision of an opinion without being affected by 
influences that compromise professional judgement, allowing an individual to act with integrity and exercise 
objectivity and professional scepticism.
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(b) independence in appearance -  the avoidance of facts and circumstances that are so significant a reasonable and 
informed third party, having knowledge of all relevant information, including any safeguards applied, would 
reasonably conclude a firm’s, or a member of the assurance team’s, integrity, objectivity or professional 
scepticism had been compromised.

Information system relevant to financial reporting -  A component of internal control that includes the financial 
reporting system, and consists of the procedures and records established to initiate, record, process and report 
entity transactions (as well as events and conditions) and to maintain accountability for the related assets, 
liabilities and equity.

Inherent risk -  (see Audit risk)

Initial audit engagement -  An audit engagement in which either the financial statements are audited for the first 
time; or the financial statements for the prior period were audited by another auditor.

Inquiry -  Inquiry consists of seeking information of knowledgeable persons, both financial and non-financial, 
throughout the entity or outside the entity.

Inspection (as an audit procedure) -  Examining records or documents, whether internal or external, or tangible 
assets.

Inspection (in relation to completed engagements) -  Procedures designed to provide evidence of compliance by 
engagement teams with the firm’s quality control policies and procedures.

Intended users -  The person, persons or class of persons for whom the practitioner prepares the assurance report. 
The responsible party can be one of the intended users, but not the only one.

Interim financial information or statements -  Financial information (which may be less than a complete set of 
financial statements as defined above) issued at interim dates (usually half-yearly or quarterly) in respect of a 
financial period.

Internal auditing -  An appraisal activity established within an entity as a service to the entity. Its functions 
include, amongst other things, examining, evaluating and monitoring the adequacy and effectiveness of internal 
control.

Internal auditor -  (see Auditor)

Internal control -  The process designed and effected by those charged with governance, management and other 
personnel to provide reasonable assurance about the achievement of the entity’s objectives with regard to 
reliability of financial reporting, effectiveness and efficiency of operations and compliance with applicable laws 
and regulations. Internal control consists of the following components:

(a) the control environment;
(b) the entity’s risk assessment process;
(c) the information system, including the related business processes, relevant to financial reporting, and 

communication;
(d) control activities; and
(e) monitoring of controls.

Investigate -  Inquire into matters arising from other procedures to resolve them.

IT  environment -  The policies and procedures that the entity implements and the IT infrastructure (hardware, 
operating systems and so forth) and application software that it uses to support business operations and achieve 
business strategies.
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Limitation on scope -  A limitation on the scope of the auditor’s work may sometimes be imposed by the entity 
(for example when the terms of the engagement specify that the auditor will not carry out an audit procedure 
that the auditor believes is necessary). A scope limitation may be imposed by circumstances (for example 
when the timing of the auditor’s appointment is such that the auditor is unable to observe the counting of 
physical inventories). It may also arise when, in the opinion of the auditor, the entity’s accounting records are 
inadequate or when the auditor is unable to carry out an audit procedure believed desirable.

Limited assurance engagement -  (see Assurance engagement)

Listed entity4-  An entity whose shares, stock or debt are quoted or listed on a recognized stock exchange, or are 
marketed under the regulations of a recognized stock exchange or other equivalent body.

Local area network (LAN) -  A communications network that serves users within a confined geographical area. 
LANs were developed to facilitate the exchange and sharing of resources within an organization, including data, 
software, storage, printers and telecommunications equipment. They allow for decentralized computing. The 
basic components of a LAN are transmission media and software, user terminals and shared peripherals.

Management -  Comprises officers and others who also perform senior managerial functions. Management 
includes those charged with governance only in those instances when they perform such functions.

Management fraud -  Fraud involving one or more members of management or those charged with governance.

Management representations -  Representations made by management to the auditor during the course of an audit, 
either unsolicited or in response to specific inquiries.

Material inconsistency -  Exists when other information contradicts information contained in the audited 
financial statements. A material inconsistency may raise doubt about the audit conclusions drawn from 
audit evidence previously obtained and, possibly, about the basis for the auditor’s opinion on the financial 
statements.

Material misstatement o f  fact -  Exists in other information when such information, not related to matters 
appearing in the audited financial statements, is incorrectly stated or presented.

Material weakness -  A weakness in internal control that could have a material effect on the financial statements.

Materiality -  Information is material if its omission or misstatement could influence the economic decisions of users 
taken on the basis of the financial statements. Materiality depends on the size of the item or error judged in the 
particular circumstances of its omission or misstatement. Thus, materiality provides a threshold or cutoff point 
rather than being a primary qualitative characteristic which information must have if it is to be useful.

Misappropriation o f  assets -  Involves the theft of an entity’s assets and is often perpetrated by employees in 
relatively small and immaterial amounts. However, it can also involve management who are usually more capable 
of disguising or concealing misappropriations in ways that are difficult to detect.

Misstatement -  A misstatement of the financial statements that can arise from fraud or error (also see Fraud and 
Error).

M odified auditor’s report -  An auditor’s report is considered to be modified if either an emphasis of matter 
paragraph(s) is added to the report or if the opinion is other than unqualified:

Matters that Do Not Affect the Auditor’s Opinion

Emphasis o f  matter paragraph(s) -  An auditor’s report may be modified by adding an emphasis of matter 
paragraph(s) to highlight a matter affecting the financial statements which is included in a note to the financial 
statements that more extensively discusses the matter. The addition of such an emphasis of matter paragraph(s) 
does not affect the auditor’s opinion. The auditor may also modify the auditor’s report by using an emphasis of 
matter paragraph(s) to report matters other than those affecting the financial statements.
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Qualified opinion -  A qualified opinion is expressed when the auditor concludes that an unqualified opinion 
cannot be expressed but that the effect of any disagreement with management, or limitation on scope is not so 
material and pervasive as to require an adverse opinion or a disclaimer of opinion.

Disclaimer o f  opinion -  A disclaimer of opinion is expressed when the possible effect of a limitation on scope is 
so material and pervasive that the auditor has not been able to obtain sufficient appropriate audit evidence and 
accordingly is unable to express an opinion on the financial statements.

Adverse opinion -  An adverse opinion is expressed when the effect of a disagreement is so material and 
pervasive to the financial statements that the auditor concludes that a qualification of the report is not adequate 
to disclose the misleading or incomplete nature of the financial statements.

Monitoring (in relation to quality control) -  A process comprising an ongoing consideration and evaluation of 
the firm’s system of quality control, including a periodic inspection of a selection of completed engagements, 
designed to enable the firm to obtain reasonable assurance that its system of quality control is operating effectively.

Monitoring o f  controls -  A process to assess the effectiveness of internal control performance over time. It includes 
assessing the design and operation of controls on a timely basis and taking necessary corrective actions modified 
for changes in conditions. Monitoring of controls is a component of internal control.

National practices (auditing) -  A set of guidelines not having the authority of standards defined by an authoritative 
body at a national level and commonly applied by auditors in the conduct of an audit, review, other assurance or 
related services.

National standards (auditing) -  A set of standards defined by law or regulations or an authoritative body at a 
national level, the application of which is mandatory in conducting an audit, review, other assurance or related 
services.

Network firm5 -  An entity under common control, ownership or management with the firm or any entity that a 
reasonable and informed third party having knowledge of all relevant information would reasonably conclude as 
being part of the firm nationally or internationally.

Noncompliance -  Refers to acts of omission or commission by the entity being audited, either intentional or 
unintentional, that are contrary to the prevailing laws or regulations.

Nonsampling risk -  (see Audit sampling)

Nonstatistical sampling -  (see A udit sam pling)

Observation -  Consists of looking at a process or procedure being performed by others, for example the 
observation by the auditor of the counting of inventories by the entity’s personnel or the performance of control 
activities.

Opening balances -  Those account balances which exist at the beginning of the period. Opening balances are 
based upon the closing balances of the prior period and reflect the effects of transactions of prior periods and 
accounting policies applied in the prior period.

Opinion -  The auditor’s report contains a clear written expression of opinion on the financial statements. An 
unqualified opinion is expressed when the auditor concludes that the financial statements give a true and fair view 
or are presented fairly, in all material respects, in accordance with the applicable financial reporting framework, 
(also see Modified auditor’s report)

Other auditor -  (see Auditor)

Other information  -  Financial or nonfinancial information (other than the financial statements or the auditor’s 
report thereon) included -  either by law or custom -  in the annual report.

Matters that Do Affect the Auditor’s Opinion
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Overall audit strategy -  Sets the scope, timing and direction of the audit, and guides the development of the more 
detailed audit plan.

Partner -  Any individual with authority to bind the firm with respect to the performance of a professional services 
engagement.

PCs or personal computers (also referred to as microcomputers) -  Economical yet powerful self-contained 
general purpose computers consisting typically of a monitor (visual display unit), a case containing the 
computer electronics and a keyboard (and mouse). These features may be combined in portable computers 
(laptops). Programs and data may be stored internally on a hard disk or on removable storage media such 
as CDs or floppy disks. PCs may be connected to online networks, printers and other devices such as 
scanners and modems.

Personnel -  Partners and staff.

Planning -  Involves establishing the overall audit strategy for the engagement and developing an audit plan, in 
order to reduce audit risk to an acceptably low level.

Population -  (see Audit sampling)

Post balance sheet events -  (see Subsequent events)

Practitioner -  A professional accountant in public practice.

Predecessor auditor -  (see Auditor)

Principal auditor -  (see Auditor)

Professional accountant6 -  An individual who is a member of an IFAC member body.

Professional accountant in public practice7-  A professional accountant, irrespective of functional classification 
(for example, audit, tax or consulting) in a firm that provides professional services. This term is also used to refer to 
a firm of professional accountants in public practice.

Professional scepticism  -  An attitude that includes a questioning mind and a critical assessment of evidence.

Professional standards -  IAASB engagement standards, as defined in the IAASB’s ‘Preface to the International 
Standards on Quality Control, Auditing, Assurance and Related Services’, and relevant ethical requirements, 
which ordinarily comprise Parts A and B of the IFAC Code o f  Ethics for Professional Accountants and relevant 
national ethical requirements.

Programming controls -  Procedures designed to prevent or detect improper changes to computer programs that 
are accessed through online terminal devices. Access may be restricted by controls such as the use of separate 
operational and program development libraries and the use of specialized program library software. It is important 
for online changes to programs to be adequately documented, controlled and monitored.

Projection -  Prospective financial information prepared on the basis of:

(a) Hypothetical assumptions about future events and management actions which are not necessarily expected to 
take place, such as when some entities are in a start-up phase or are considering a major change in the nature of 
operations; or

(b) A mixture of best-estimate and hypothetical assumptions.

Proposed auditor -  (see Auditor)

Prospective financial information -  Financial information based on assumptions about events that may occur in 
the future and possible actions by an entity. Prospective financial information can be in the form of a forecast, a 
projection or a combination of both, (also see Forecast and Projection)
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Public sector -  National governments, regional (for example state, provincial, territorial) governments, local (for 
example city, town) governments and related governmental entities (for example agencies, boards, commissions 
and enterprises).

Qualified opinion -  (see Modified auditor’s report)

Quality controls -  The policies and procedures adopted by a firm designed to provide it with reasonable assurance 
that the firm and its personnel comply with professional standards and regulatory and legal requirements, and that 
reports issued by the firm or engagement partners are appropriate in the circumstances.

Reasonable assurance (in the context o f  an audit engagement) -  A high, but not absolute, level of assurance,
expressed positively in the auditor’s report as reasonable assurance, that the information subject to audit is free of 
material misstatement.

Reasonable assurance (in the context o f  quality control) -  A high, but not absolute, level of assurance. 

Reasonable assurance engagement -  (see Assurance engagement)

Recalculation -  Consists of checking the mathematical accuracy of documents or records.

Related party -  A party is related to an entity if:

(a) Directly, or indirectly through one or more intermediaries, the party:

(i) Controls, is controlled by, or is under common control with, the entity (this includes parents, subsidiaries 
and fellow subsidiaries);

(ii) Has an interest in the entity that gives it significant influence over the entity; or
(iii) Has joint control over the entity.

(b) The party is an associate (as defined in IAS 28, Investments in Associates) of the entity.
(c) The party is a joint venture in which the entity is a venturer (see IAS 31, Interest in Joint Ventures).
(d) The party is a member of the key management personnel of the entity or its parent.
(e) The party is a close member of the family of any individual referred to in (a) or (d).
(f) The party is an entity that is controlled, jointly controlled or significantly influenced by, or for which 

significant voting power in such entity resides with, directly or indirectly, any individual referred to in (d) or (e).
(g) The party is a postemployment benefit plan for the benefit of employees of the entity, or of any entity that is a 

related party of the entity.

Related party transaction -  A transfer of resources, services or obligations between related parties, regardless of 
whether a price is charged.

Related services -  Comprise agreed-upon procedures and compilations.

Reperformance -  The auditor’s independent execution of procedures or controls that were originally performed as 
part of the entity’s internal controls, either manually or through the use of CAATs.

Responsible party -  The person (or persons) who:

(a) in a direct reporting engagement, is responsible for the subject matter; or
(b) in an assertion-based engagement, is responsible for the subject matter information (the assertion), and may be 

responsible for the subject matter.

The responsible party may or may not be the party who engages the practitioner (the engaging party).

Review (in relation to quality control) -  Appraising the quality of the work performed and conclusions reached by 
others.

Review engagement -  The objective of a review engagement is to enable an auditor to state whether, on the basis of 
procedures that do not provide all the evidence that would be required in an audit, anything has come to the
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auditor’s attention that causes the auditor to believe that the financial statements are not prepared, in all material 
respects, in accordance with an applicable financial reporting framework.

Review procedures -  The procedures deemed necessary to meet the objective of a review engagement, primarily 
inquiries of entity personnel and analytical procedures applied to financial data.

Risk assessment procedures -  The audit procedures performed to obtain an understanding of the entity and its 
environment, including its internal control, to assess the risks of material misstatement at the financial statement 
and assertion levels.

Risk o f  material misstatement -  (see Audit Risk)

Sampling risk -  (see Audit sampling)

Sampling unit -  (see Audit sampling)

Scope limitation -  (see Limitation on scope)

Scope o f  an audit -  The audit procedures that, in the auditor’s judgement and based on the ISAs, are deemed 
appropriate in the circumstances to achieve the objective of the audit.

Scope o f  a review  -  The review procedures deemed necessary in the circumstances to achieve the objective of the 
review.

Segment information -  Information in the financial statements regarding distinguishable components or industry 
and geographical aspects of an entity.

Significance -  The relative importance of a matter, taken in context. The significance of a matter is judged by the 
practitioner in the context in which it is being considered. This might include, for example, the reasonable prospect 
of its changing or influencing the decisions of intended users of the practitioner’s report; or, as another example, 
where the context is a judgement about whether to report a matter to those charged with governance, whether the 
matter would be regarded as important by them in relation to their duties. Significance can be considered in the 
context of quantitative and qualitative factors, such as relative magnitude, the nature and effect on the subject 
matter and the expressed interests of intended users or recipients.

Significant risk -  A risk that requires special audit consideration.

Small entity -  Any entity in which:

(a) there is concentration of ownership and management in a small number of individuals (often a single 
individual); and

(b) one or more of the following are also found:

(i) few sources of income;
(ii) unsophisticated record keeping; and

(iii) limited internal controls together with the potential for management override of controls.

Small entities will ordinarily display characteristic (a), and one or more of the characteristics included under

Special purpose auditor’s report -  A report issued in connection with the independent audit of financial informa
tion other than an auditor’s report on financial statements, including:

(a) a complete set of financial statements prepared in accordance with another comprehensive basis of accounting;
(b) a component of a complete set of general purpose or special purpose financial statements, such as a single 

financial statement, specified accounts, elements of accounts or items in a financial statement;
(c) compliance with contractual agreements; and
(d) summarized financial statements.
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Staff -  Professionals, other than partners, including any experts the firm employs.

Statistical sampling -  (see Audit sampling)

Stratification -  (see Audit sampling)

Subject matter information -  The outcome of the evaluation or measurement of a subject matter. It is the subject 
matter information about which the practitioner gathers sufficient appropriate evidence to provide a reasonable 
basis for expressing a conclusion in an assurance report.

Subsequent events -  International Accounting Standard (IAS) 10, Events After the Balance Sheet Date, deals with 
the treatment in financial statements of events, both favourable and unfavourable, that occur between the date of 
the financial statements (referred to as the ‘balance sheet date’ in the IAS) and the date when the financial 
statements are authorized for issue. It identifies two types of events:

(a) those that provide evidence of conditions that existed at the date of the financial statements; and
(b) those that are indicative of conditions that arose after the date of the financial statements.

Substantive procedures -  Audit procedures performed to detect material misstatements at the assertion level; they 
include:

(a) tests of details of classes of transactions, account balances; and disclosures and
(b) substantive analytical procedures.

Successor auditor -  (see Auditor)

Sufficiency -  Sufficiency is the measure of the quantity of audit evidence. The quantity of the audit evidence 
needed is affected by the risk of misstatement and also by the quality of such audit evidence.

Suitable criteria -  (see Criteria)

Suitably qualified external person (for the purpose o f  ISQC 1 )-  An individual outside the firm with the capabilities 
and competence to act as an engagement partner, for example a partner of another firm, or an employee (with 
appropriate experience) of either a professional accountancy body whose members may perform audits and 
reviews of historical financial information, other assurance or related services engagements, or of an organization 
that provides relevant quality control services.

Summarized financial statements -  Financial statements summarizing an entity’s annual audited financial state
ments for the purpose of informing user groups interested in the highlights only of the entity’s financial perfor
mance and position.

Supplementary information -  Information that is presented together with the financial statements that is not 
required by the applicable financial reporting framework used to prepare the financial statements, normally 
presented in either supplementary schedules or as additional notes.

Supreme Audit Institution -  The public body of a State that, however designated, constituted or organized, 
exercises by virtue of law, the highest public auditing function of that State.

Test -  The application of procedures to some or all items in a population.

Tests o f  control -  Tests performed to obtain audit evidence about the operating effectiveness of controls in 
preventing, or detecting and correcting, material misstatements at the assertion level.

Those charged with governance -  (see Governance)

Tolerable error -  (see Audit sampling)

Total error -  (see Audit sampling)
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Transaction logs -  Reports that are designed to create an audit trail for each online transaction. Such reports often 
document the source of a transaction (terminal, time and user) as well as the transaction’s details.

Uncertainty -  A matter whose outcome depends on future actions or events not under the direct control of the 
entity but that may affect the financial statements.

Understanding o f  the entity and its environment -  The auditor’s understanding of the entity and its environment 
consists of the following aspects:

(a) Industry, regulatory and other external factors, including the applicable financial reporting framework.
(b) Nature of the entity, including the entity’s selection and application of accounting policies.
(c) Objectives and strategies and the related business risks that may result in a material misstatement of the 

financial statements.
(d) Measurement and review of the entity’s financial performance.
(e) Internal control.

Unqualified opinion -  (see Opinion)

Walk-through test -  Involves tracing a few transactions through the financial reporting system.

Wide area network (WAN) -  A communications network that transmits information across an expanded area 
such as between plant sites, cities and nations. Wide area networks allow for online access to applications from 
remote terminals. Several LANs can be interconnected in a WAN.

Working papers -  The material prepared by and for, or obtained and retained by, the auditor in connection with 
the performance of the audit. Working papers may be in the form of data stored on paper, film, electronic media or 
other media.

0 NOTES
1 Audit procedures performed include audit planning, as addressed in ISA 300, ‘Planning an Audit of Financial 

Statements’.
2 In rare circumstances, law or regulation also identifies the point in the financial statement reporting process at 

which the audit is expected to be complete.
3 As defined in the IFAC Code of Ethics for Professional Accountants.
4 As defined in the IFAC Code of Ethics for Professional Accountants.
5 As defined in the IFAC Code of Ethics for Professional Accountants.
6 As defined in the IFAC Code of Ethics for Professional Accountants.
7 As defined in the IFAC Code of Ethics for Professional Accountants.

Source: 2008 Handbook of International Auditing, Assurance, and Ethics Pronouncements -  Part I issued by the 
International Federation of Accountants (March 2008).
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services 7 -1 0 ,2 0  
Attendance data 39 5 -6  
Attribute sampling 286, 29 8 -3 0 0  
Auditability 189 
Audit committees 232
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Audit engagements
accepting 183, 184-94 
client evaluation 186-9  
economics 187 
engagement letters 1 2 8 ,1 9 2 -3  
ethics 189-91 
performance 2 8 ,2 9  

Audit evidence 1 4 1 -3 ,1 6 1 -7 0  
audit procedures 1 7 3 ,1 7 5 -6  
classification 161-2  
corroborating evidence 165-9  
definitions 161 
evaluation 175-6  
ISA 500 1 6 1 ,1 6 2 -5
materiality 155-6 , 162-3 
reliability 163—4, 165-9  
see also audit risk 

Audit expectation gap 102-3 
Auditing Practices Board (APB)

auditor's reports 5 30-4 , 53 8 -9 , 543-4 , 548, 
5 49-5 , 559-62  

completing the audit 517, 521 
corporate governance 608, 613 
ethics 72, 75, 79, 8 5 -7  
financial statement audits 57, 6 3 -4  

Auditing standards 57 -9 , 83 
Audit Inspection Unit 30, 82, 83, 663 
Audit memoranda 214 
Audit objectives 

assertions 3 2 7-8  
audit risk 156-61 
cash balances 4 6 3 -4  
inventories 424 
investment balances 4 8 1 -2  
payroll transactions 385-6  
purchase transactions 385-6  
sales transactions 3 4 3-4  
tangible noncurrent assets 4 4 5 -6  
trade payables 385-6  
trade receivables 343 

Auditors
appointment 4 8 -5 0  
authorization of existing 187-8 
changes of 557
financial statement audits 4 8 -5 6  
independence 11-12 , 84 -9 , 189-90  
liabilities 1 2 ,1 1 1 -3 9  
types 2 5 -6
see also independent auditors; internal auditors 

Auditor’s reports 51 -2 , 60 -6 , 529-73  
abridged financial statements 562-3  
acceptable reporting frameworks 53 3 -4  
accounting standards 533=4 
auditing standards 532 
changes of auditors 557
Combined Code on Corporate Governance 551=4

comparatives 556-8  
consolidated financial statements 5 5 5 -6  
current developments 56 3 -9  
deadlines 191
disagreements with management 540, 545-8  
disclaimers of opinion 5 4 1 ,5 4 3 -5  
distributions 559 
electronic publication 559 
emphasis of matter 538=40, 554 
ethics 94-6  
format limitations 47 
further disclosures 549-55  
going-concern assumption 510-11 
group reporting issues 55 5 -6  
inconsistencies 549-51 
initial engagements 558 
interim reports 561-2  
limitations on scope 5 4 1-5  
management representation letters 511-13  
modified 538—4 9 ,5 5 7  
preliminary announcements 562 
previously unknown facts 523=1 
prior period reports 557-8  
reviews 517-18  
revised accounts 559-60  
solicitors’ responses to inquiry letters 509 
standards of reporting 5 3 2 -7  
statutory requirements 534, 547 
subsequent events 5 0 3 -4 , 506, 523, 557, 5 5 9 -6 0  
summary financial statements 560-1  
unmodified 5 3 5 -7  
see also opinion 

Audit performance 60 
Audit planning 1 8 3 ,1 9 4 -2 0 5  

assertion level responses 2 0 3 -4  
audit strategies 195 
cash balances 4 6 4-6  
completing the audit 5 1 5 -1 7 ,5 2 1  
inventories 42 9 -3 3  
investment balances 481=4 
purchases, trade payables and payroll 398-400  
risk assessments 183, 196-205  
sales transactions 353-62  
tangible noncurrent assets 4 4 6 -7  

Audit procedures 170-6  
audit evidence 1 7 3 ,1 7 5 -6  
cash balances 4 7 6 -7  
classification 174-5  
completing the audit 50 1 -2 8  
contemporary role 10-12 
enhancing role 6 -10  
ethics 9 3 = 4 ,9 8 -1 0 4  
historical development 2 -1 3  
internal controls 229 
subsequent period 505-6  
traditional conformance role 3 -6
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types 170-3 
types of activity 2 1 -5  

Audit programmes 214
substantive procedures 326-32  
tests of controls 2 5 6 -8  

Audit risk 141-56
account balances 143, 149, 153-4  
audit objectives 156-61 
components 144-9  
control risk 1 45-6 , 147-9  
detection risk 145, 146-9  
e-commerce 5 8 9 -9 2  
evidence 155-6 , 162-3
financial statements 143-4 , 149, 1 51-3 , 156-60  
inherent risk 14 4 -5 , 147-9  
materiality 1 50-6 , 162-3  
quantified audit risk model 148-9 
substantive procedures 3 0 9 ,3 1 9 -2 0  
tolerable error 153—4 
trade receivables 362 
see also audit evidence; risk assessments; 

specific risk types 
Audit rotation 9 9 -1 0 0  
Audit sampling 2 6 9 -3 0 5

audit tests 2 7 2 -3 , 2 7 5 -8 6 , 2 9 2 -3 , 298 -3 0 0  
errors and deviations 276, 2 7 8 -9 , 2 8 3 -5 , 2 8 8 -9 , 

293-301  
evaluating results 2 8 3-5  
nonsampling risk 271, 273 
nonstatistical sampling 274, 2 8 9 -9 0 , 2 9 2-3  
planning the sample 275-81  
qualitative analyses 2 8 3 -4  
sampling risk 2 7 1 -3  
selecting the sample 2 8 0 -3 , 293, 295-301  
selective sampling 274 
statistical sampling 2 7 3 -4 , 28 6 -8 , 2 94-301  
testing the sample 283 

Audit strategies 183, 195, 205-8  
cash balances 466 
e-commerce 591 
inventories 430 
investment balances 4 8 3 -4  
purchases, trade payables and payroll 399 -4 0 0  
sales transactions 3 5 3-5  
substantive procedures 311-13  
tangible noncurrent assets 4 4 6 -7  

Audit testing 46 
Audit trails 233, 617 
Authority 231
Authorization of existing auditors 187-8  
Available-for-sale assets 480 
AWA Ltd vs. Daniels t/a Deloitte 

Haskins &  Sells &  Ors 120

B2B, see business-to-business 
B2C, see business-to-consumers

Bad debts 352, 374
Balance sheets 423—4, 4 3 1 -2
Bank reconciliations 464, 470, 4 7 4 -5
Bank transfers 469
BBA, see British Bankers Association
Boards of directors

auditor’s reports 5 5 1 -4  
corporate governance 605 
financial statements 5 3 -4 , 64 
internal controls 232
purchases, trade payables and payroll 400, 414 

British Bankers Association (BBA) 470 
British Standard (BS) 7750 631 
Business-to-business (B2B) commerce 580-1  
Business-to-consumers (B2C) commerce 580-1  
Business recovery 21 
Business risk 197-200

CAATs, see computer-assisted audit techniques 
Cadbury Report 103, 227 
Cadbury, Sir Adrian 16 
Cambridge Credit case 121 
Candler vs. Crane Christmas &  Co 122-3  
Caparo Industries PLC vs. Dickman &  Others 12, 

119, 1 25-7 , 135 
Capital gains tax 325 
Case law 

ethics 97
influence on auditing 5 -6  
see also legal liabilities 

Cash balances 4 6 1 -8 0  
assertions 4 6 4 ,4 6 7 -8  
audit objectives 4 6 3 -4  
audit planning 4 6 4 -6  
audit strategies 466 
cash on hand 463, 469 
confirmation 4 7 0 -4  
control risk 466 
detection risk 466 
inherent risk 465 
liabilities 4 7 6 -7  
petty cash funds 479 
safekeeping 4 6 4-5  
substantive procedures 4 6 6 -7 7 , 479 
teeming and lading 4 7 7 -9  

Cash on hand 463, 469
Cash receipt transactions 344, 34 9 -5 2 , 359-60, 368 
Causal relationships 119-20  
Centre of Innovation in Corporate Responsibility 

(CICR) 628 
CERES, see Coalition for Environmentally 

Responsible Economics 
Ceteris paribus 315 
Chantrey Martin &  Co. vs. Martin 216 
CICR, see Centre of Innovation in Corporate 

Responsibility
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CISs, see computer information systems 
Clarity Project 5 8 ,6 1 2 -1 4  
Classification assertion 157, 159-60 
Client evaluation 186-9  
Client-firm relationships 187 
Client relationships 28
Coalition for Environmentally Responsible Economics 

(CERES) 632 
Collusion 238
Combined Code on Corporate Governance 9 9 -100 , 

104, 55 1 -4  
Commissions expense 317, 319 
Committee on Corporate Governance 16 
Committee on Financial Aspects of Corporate 

Governance 16 
Committee of Sponsoring Organizations of the 

Treadway Commission (COSO) 6 0 6 -7  
Companies Act 1985 63-4 , 118, 125, 132 
Companies Act 2006 5, 12, 18—19, 23 

audit engagements 192
auditor’s reports 530, 53 3 -6 , 547, 5 4 9 -5 0 , 56 3 -6  
completing the audit 513 
corporate governance 613 
ethics 73, 8 7 -9 , 100
financial statement audits 4 5 -6 , 4 8 -5 2 , 5 5 -6  
investment balances 492 
legal liabilities 114, 119, 130-5  
purchases, trade payables and payroll 414 

Companies Acts 1844-2006  4 -5  
Comparative financial statements 558 
Comparatives 556-8  
Competence

audit planning 190-1 
internal controls 230, 238 
purchases, trade payables and payroll 400 

Completeness assertion 
audit risk 157, 159-60 
substantive procedures 311-12  
tangible noncurrent assets 451 
trade payables 407 

Completing the audit 501-28
communicating with entities 519-22  
contingencies 5 0 7 -9  
event types 50 4 -5  
going-concern assumption 509-11 
management representation letters 511-13  
minutes of meetings 506 
postaudit responsibilities 5 0 3 -6 , 523=1 
reviews 51 4 -1 9
solicitor’s representation letters 50 8 -9  
subsequent events 503-6 , 523 

Complexity conditions 42 
Compliance audits 2 2 -3  
Computer-assisted audit techniques (CAATs) 

audit procedures 172 
audit sampling 281

e-commerce 592 
substantive procedures 320-3  

Computer information systems (CISs) 
audit evidence 161 
clients’ business needs 616 
contemporary issues 614-21 
extensible business reporting language 620-1 
financial software 614-18  
implementation 6 1 6 -1 7  
internal controls 234, 2 3 9 -4 0 , 255, 618 
mobile Internet 61 9 -2 0
purchases, trade payables and payroll 3 86-7 , 390, 

40 1 -5
sales transactions 34 7 -9 , 352, 359 
trade receivables 368, 372 

Confidence levels 27 8 -9 , 295 
Confidential information 187 
Confirmation requests 367, 36 9 -3 , 4 1 2 -1 3 , 470-74  
Confirmations 166, 172 
Conflicts of interest 42 
Conformance role of auditing 3 -6  
Consequence conditions 42 
Consignment agreements and contracts 443 
Consolidated financial statements 490=4, 5 5 5-6  
Consolidator model 6 2 3-4  
Continental Vending (United States) vs. Simon 

case 118 
Contingencies 5 0 7 -9  
Contingent liabilities 4 7 6 -7  
Continuing professional education (CPE) 102 
Continuous auditing 5 8 8 -9  
Contractual limitation 132 
Contributory negligence 120 
Control activities 233 
Control environments 230, 235 
Control risk 145-6 , 147-9  

auditor’s reports 550-1  
audit sampling 27 2 -3 , 300 
audit strategies 204-8  
cash balances 466 
corporate governance 607-8  
inventories 4 3 0 -2  
investment balances 4 8 1 ,4 8 2  
payroll transactions 3 8 6 -7 , 39 3 -7 , 399-400 , 

4 0 3 -5
preliminary assessments 24 7 -5 2  
purchase transactions 3 8 6-92 , 399-403  
sales transactions 354, 355-63  
substantive procedures 3 0 9 -1 3 ,3 1 5  
trade payables 38 6 -7 , 39 2 -3 , 3 9 9 -400 , 403=4 

Copyright 593
Corporate governance 16, 9 9 -100 , 603-14  

Clarity Project 612-14  
credibility gap 605 
earnings management 6 0 8 -9  
ethical standards 611-12
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expectation gap 103 
financial statement audits 5 2 -3  
going concern 104 
independent auditors 605, 61 1 -1 2  
internal control 60 5 -8  
small and medium-sized enterprises 6 1 3 -1 4  
transparency 6 0 8 ,6 1 0 -1 1  
see also  ethics 

Corresponding figures 5 5 6 -7  
Corroborated information 1 65-9 , 214 
COSO, see  Committee of Sponsoring Organizations 

of the Treadway Commission 
Cost-benefit analyses 238 
Cost of capital 45 
Costs, inventories 428, 432 
CPE, see continuing professional education 
Credibility gap 605 
Creditors, see trade payables 
Credit sales transactions 34 4 -9 , 35 6 -7  
Credit transfer payments 351 
Cross-referencing 215 
Current files 210-11  
Customer orders 345, 356 
Customized audit software 32 1 -2  
Cutoff assertion 157, 159-60  
Cutoff tests

cash balances 468 
completing the audit 506 
inventories 4 3 5 -6
purchases, trade payables and payroll 411 
substantive procedures 3 1 6 ,3 6 7  

Cyber crimes 5 9 4 -7

Damages 121, 122
Data integrity 617
DDOS, see distributed denial-of-service
Deadlines 191
Debenture certificates 482
Debit balances 3 2 3 -4
Debtors, see trade receivables
Deep pockets theory 112-13
Deloitte 624
Denial-of-service (DOS) attacks 59 4 -5  
Department of Trade and Industry (DTI) 76 
Depreciation 4 5 0 ,4 5 2  
Design effectiveness 2 4 7 -8 , 3 5 6 -7 , 402 
Detection risk 145, 146-9  

audit sampling 273 
cash balances 466 
inventories 433 
investment balances 484, 490 
purchases, trade payables and payroll 407 
sales transactions 3 6 2 -3  
substantive procedures 3 0 9 -1 3 , 316 

Deviations 276, 2 7 9 -8 0 , 2 8 3 -5 , 286,
2 92-301

Difference estimation 287
Directional testing 316, 3 2 3-6
Directors’ reports 550-1
Disagreements with management 540, 5 4 5 -8
Disclaimers of opinion 541, 5 4 3 -5
Disclosure 374-75

cash balances 467, 4 7 6 -7  
inventories 4 3 4 ,4 4 4  
investment balances 485, 489 
purchases, trade payables and payroll 

409, 414
tangible noncurrent assets 446 , 453 

Discounts 352 
Discovery sampling 286 
Disintermediation 581 
Dispatch function 346, 356 
Disposals 4 5 1 ,4 9 2  
Disruption risk 586
Distributed denial-of-service (DDOS) attacks 5 9 5-6  
Division of responsibility 56 
Documentation 1 8 3 ,2 0 8 -1 7  

audit evidence 166-8  
cash balances 4 7 1 -5
completing the audit 216, 5 0 7 -9 , 516, 51 9 -2 2
filing systems 2 1 0 -1 4
inspections 176, 198-9
internal controls 2 3 4 -5 , 2 4 2 -7 , 2 5 1 -2
inventories 4 2 4 -8 ,4 3 9
investment balances 482, 487 , 4 9 2 -3
payroll transactions 396, 411
preparation 21 5 -1 6
property rights 2 1 6 -1 7
purchase transactions 3 8 8 -9 2 ,4 1 1
purpose and function 210
reviews 216
risk assessments 204
sales transactions 347, 3 5 1 -2 , 357, 3 6 0 -1 , 36 4 -5 ,

37 1 -3
schedules and analyses 2 1 1 -1 4  
substantive procedures 3 2 8 -3 0  
tangible noncurrent assets 450, 453 
trade payables 393, 4 1 1-3  
trade receivables 3 6 5 -7 , 371-3  
types 2 0 8 -9  
working papers 2 0 8 -1 7  
see also auditor’s reports 

Donoghue vs. Stevenson case 122 
DOS, see denial-of-service 
Double entry 208, 423 
Downstream liabilities 595 
DTI, see Department of Trade and Industry 
Dual-purpose tests 1 7 5 ,2 0 7 ,2 5 4  

sales transactions 3 5 7 -8 , 360 
transactions 316, 336 

Due care 1 1 4 -7 ,1 2 2 -3  
Duty of care 185
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Earnings management 60 8 -9  
E-commerce 575-601 

assurance 594
audit and assurance services 58 2 -9 , 594
conceptual model 5 7 7-9
cyber crimes 5 9 4 -7
development 58 0 -2
disintermediation 581
forensic auditing 5 9 6 -7
fraud 623
information economy 5 7 7 -9  
internal control 588, 5 9 2 -4  
nature and functions 5 7 9 -8 0 , 583, 590-1  
process alignment 593=4 
risk assessments 5 8 5 -6 , 5 8 9 -9 2  
skills and knowledge 58 9 -9 0  
small and medium-sized enterprises 5 8 1 -2  
transaction integrity 593 

Economic evidence 163 
Economic risk 586 
EDI, see electronic data interchange 
Effectiveness, see operating effectiveness 
EFT, see electronic funds transfer 
Electronic crimes 5 9 5 -7  
Electronic data interchange (EDI) 580, 584 
Electronic evidence 169 
Electronic funds transfer (EFT) 580 
Elliott Committee 8, 10 
Embezzlement 355 
Emphasis of matter 5 3 8 -4 0 , 554 
Engagements, see audit engagements 
Enhancing role of auditing 6 -1 0  
Enron 10, 11, 53=4, 72, 86, 118, 228, 325, 

6 0 8 -1 0 , 622 
Enterprise risk management (ERM) 605-8  
Environmental audits 24, 6 3 0-3  
ERM , see enterprise risk management 
Ernst &  Young 595, 624 
Errors

audit sampling 276, 2 7 9 -8 0 , 2 8 3 -5 , 2 8 7 -8 , 
293-301  

detection 10-11 
expected 2 7 9 -8 0 ,2 9 3 -3 0 1  
tolerable 153-4 , 2 7 9 -8 0 , 2 92-301  

Estimates 3 3 4 -5  
Ethics 71 -110

a udit engagements 18 9-91 
audit procedures 9 3 -4 , 98 -1 0 4  
competence 102, 190-1 
definition 77-8  
discipline 8 3 -4  
expectation gap 102-3 
fees 8 1 - 2 ,8 5 ,9 9  
fraud 90—4
fundamental principles 79-80  
going concern 104

illegal acts 9 3 -6
independence 84-9 , 189-90
internal controls 230
money laundering 9 6 -7
nonaudit services 100-1
priority of duty/loyalty 101-2
professional occupations 72-5
public accounting profession 14, 18, 73 -8 4 , 101
public interest 95-6
purchases, trade payables and payroll 400 
quality services 28 
regulations 7 4 -5 ,9 4 -5  
reporting deadlines 191 
review procedures 8 6 -7  
sales transactions 355 
standards 8 2 -3  
statutory provisions 8 7 -9  
threats and safeguards 80-1 
see also corporate governance 

EU Statutory Audit Directive 55, 532 
Evidence, see audit evidence 
Exceptions 372 
Executive officers 414 
Existence assertion 157, 158-60 , 31 1 -1 2  
Existing auditors 187-8 
Existing client evaluations 187 
Expectation gap 102-3 
Expected errors 2 7 9 -8 0 , 293-301  
Experian 345 
Expert systems 46 
Extensible business reporting language 

(XBRL) 620-1  
Extent of substantive procedures 320-1  
External confirmations 367, 370-3

Fair value 335, 481, 488
FATF, see Financial Action Task Force
Fees 81 -2 , 85, 99
FIFO, see first-in first-out
Financial Action Task Force (FATF) 9 6 -7
Financial ratios 21 8 -1 9
Financial Reporting Council (FRC) 1 6 -17 , 27, 53, 

1 0 2 ,6 1 0
Financial Reporting Standards (FRSs) 16, 22 

auditor’s reports 533 
audit planning 198 
financial statement audits 40 
legal liabilities 118 

Financial Services Authority (FSA) 19, 30 
Financial statements 22, 3 7 -69  

abridged 56 2 -3  
audit engagements 185 
auditing standards 5 7 -9  
auditor’s reports 532, 544, 547, 55 5 -6 , 560-1  
audit process 5 9 -60  
audit risk 143=4, 149, 151-3 , 156-60
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comparative 558 
Consolidated 555-6  
economic benefits 4 5 -6  
electronic publication 559 
ethics 90 -1 , 101 
explanatory theories 4 3 -5  
independent auditors 48-56  
internal controls 232-3  
limitations 4 6 -7 , 62 
need for/conditions 4 2 -3  
relationship between accounting and 

auditing 40-1 
summary 560-1  
technical reviews 515 
verifiability 40-1  
see also assertions; auditor’s reports 

Firm regulation 27, 29 -3 0  
First-in first-out (FIFO) 428, 440-1  
Fixed assets, see tangible noncurrent assets 
Flow charts 2 4 4 -6 , 261=1

purchases, trade payables and payroll 38 6 -7 , 
3 91-2 , 394 

sales transactions 34 8 -9 , 352 
Fomento (Stirling Area) Ltd vs. Selsdon Fountain Pen 

Co. Ltd  117 
Foreign currencies 493 
Forensic auditing 5 9 6 -7 ,6 2 2 -3  
Formal nonstatistical sampling 290 
Fraud

audit planning 201 
cash balances 47 7 -8  
contemporary issues 622-3  
detection 1 0 -1 1 ,9 0 -3  
earnings management 608 
e-commerce 5 9 5 -7  
financial statement audits 45 
internal controls 2 2 7 -9 , 607 
inventories 423, 429, 436 
legal liabilities 114-17  
prevention 91
purchases, trade payables and payroll 400, 403 
risk assessments 92-3  
substantive procedures 325 

FRC, see Financial Reporting Council 
FRRP 30
FRSs, see Financial Reporting Standards 
FSA, see Financial Services Authority 
Fulfilment 584 
Further disclosures 54 9 -5 5

GAAPs, see Generally Accepted Accounting 
Principles

Gallo Ltd vs. Bright Graham Murray 119-20 
GAS, see generalized audit software 
General controls 234, 244
Generalized audit software (GAS) 321-3 , 359, 367

Generally Accepted Accounting Principles 
(GAAPs) 118 

General representations 513 
Going concern

assumption 509-11 
auditor’s reports 539 
corporate governance 104 

Governing bodies, see boards of directors 
Government auditors 26 
Group reporting issues 555-6

Hampbell Report 103 
Haphazard selection 282-3  
Hayes Company 2 6 1 -4
Hedley Byrne &  Co. Ltd vs. Heller &  Partners 12, 

122-4 , 125 
Held-to-maturity investments 480 
Higgs Report 103 
Hillary, R. 630-1 
Hiring employees 395 
Human resources 2 8 -9 , 232, 579

IAASB, see International Audit and Assurance 
Standards Board 

IAESB, see International Accounting Education 
Standards Board 

IAPC, see International Auditing Practice Committee 
IAPSs, see International Auditing Practice Statements 
IAS 10 503=4 
IAPS 1010 24, 604, 642 
IAS 16 4 5 0 ,4 5 2  
IAS 17 450-1 
IAS 2 428, 44 0 -2  
IAS 27 490 
IAS 28 490 
IAS 31 490 
IAS 34 56 1 -2  
IAS 36 452 
IAS 37 507 
IAS 39 4 8 0 ,4 8 9  
IAS 7 463
IASB, see International Accounting Standards Board 
ICAEW, see Institute of Chartered Accountants in 

England and Wales 
ICC, see International Chamber of Commerce 
ICEQs, see internal control evaluation questionnaires 
ICQs, see internal control questionnaires 
IESBA, see International Ethics Standards Board for 

Accountants
IFAC, see International Federation of Accountants
IFRSs, see International Financial Reporting Standards
Illegal acts 93-6
Image risk 586
Impairment 4 5 2 ,4 8 0 ,4 8 8
Imprest accounts 4 6 4 -5 , 479
Income statements 332=4
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Inconsistencies 549-51  
Incorporated limited companies 129 
Indemnity cover 1 2 8 ,1 3 3  
Independent auditors 25 

appointment 4 8 -5 0  
corporate governance 605, 611-12  
duties and responsibilities 5 0 -2 , 56, 64 
ethics 84-9
financial statement audits 48 -5 6  
registration 49 
relationships 5 2 -6  
removal/resignation 4 9 -5 0  

Independent regulation 27, 30 
Index numbers 215 
Informal nonstatistical sampling 290 
Information

economy 5 7 7-9  
hypothesis 43 
processing 2 3 1 ,2 3 4 -8  
sharing 58 3 -4  
systems 2 3 2-3  

Information technology, see computer information 
systems 

Informediaries 581 
Inherent risk 144-5 , 147-9  

cash balances 465 
corporate governance 608 
inventories 429 
investment balances 48 3 -4  
purchases, trade payables and payroll 39 9 -4 0 0  
sales transactions 354, 355 
substantive procedures 3 0 9 ,3 1 5  
tangible noncurrent assets 446 
trade receivables 363 

Inheritance tax 325 
Initial engagements 558 
Inquiries 171-2 

audit planning 198 
completing the audit 505, 5 0 7 -9  
internal controls 242 
third party 187 

Insolvencies 21
Inspection of assets/documents 170, 198-9 
Institute of Chartered Accountants in England and 

Wales (ICAEW) 14-15 
Insurance hypothesis 4 4 -5  
Integrated test facility (ITF) 256, 359 
Integrity 230, 355, 400 
Inter-entity balances/transactions 4 9 2 -3  
Interim reports 5 6 1 -2  
Internal auditors 2 4 -6  

corporate governance 605 
internal control 2 3 1 ,2 5 8  
relationships 5 4 -5  
tests of controls 258

Internal control evaluation questionnaires 
(ICEQs) 251 

Internal control questionnaires (ICQs) 235, 2 4 2 -4  
Internal controls 143, 2 0 5 -8 , 214, 22 5 -6 8  

auditor’s reports 552-3  
audit planning 196 
audit procedures 229 
communications 259 
components 2 2 9 -3 8
computer information systems 234, 239—40, 255 
corporate governance 6 0 5 -8  
documentation 23 4 -5 , 2 4 2 -7 , 2 5 1 -2 , 2 6 1 -4  
e-commerce 5 8 8 ,5 9 2 -4  
effectiveness 22
final assessments of control risk 259
financial software 618
flow charts 2 4 4 -6 , 2 6 1-4
historical development 2 2 7 -9
information processing controls 2 3 4-8
limitations 238
narrative memoranda 2 4 6 -7
obtaining an understanding 2 4 1 -7 , 2 6 1 -4
preliminary assessments of control risk 2 4 7 -5 2
purchases, trade payables and payroll 386-97 ,

399-406  
smaller entities 2 3 8 -9  
tests of controls 2 4 8 -5 0 , 2 5 2 -9  

International Accounting Education Standards Board 
(IAESB) 14 

International Accounting Standards Board 
(IASB) 14, 1 7 ,2 7 ,4 4 3 , 533 

International Audit and Assurance Standards Board 
(IAASB) 47, 5 7 -9 , 83 

auditor’s reports 532, 534, 56 6 -7  
audit planning 202 
audit risk 153—4 
completing the audit 517, 521 
corporate governance 6 0 9 -1 0 , 613 
environmental auditing 633 
internal controls 232
public accounting profession 7 -9 , 14, 17-18 , 27  

International Auditing Practice Committee 
(IAPC) 633 

International Auditing Practice Statements
(IAPSs) 8 -9 , 24, 57, 5 3 3 -4 , 576, 591, 632 

International Chamber of Commerce (ICC)
630, 632

International Ethics Standards Board for Accountants :
(IESBA) 14, 18, 78, 6 1 1 -1 2 , 622 

International Federation of Accountants (IFAC) 
audit engagements 187 
auditing standards 5 7 -9  
ethics 7 5 ,7 8 -8 5 ,6 0 4 -5 ,6 1 2  
legal liabilities 130
public accounting profession 7, 9, 12, 14, 17
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International Financial Reporting Standards 
(IFRSs) 4 8 0 ,4 8 9 ,5 3 3 = 4 ,5 6 5 -6  

International Organization for Standardization 
(ISO) 6 2 5 -8 ,6 3 1 -3  

International Public Sector Accounting Standards 
Board (IPSASB) 14 

Internationa] Review Engagement Practice Statements 
(IREPSs) 8 -9  

International Standards on Auditing (ISAs) 8 -9 , 16 
audit evidence 165 
auditor’s reports 54 2 -3  
corporate governance 6 1 2 -1 4  
ethics 83
financial statement audits 5 7 -9  
legal liabilities 118-19  
see also ISA 200 

International Standards on Related Services 
(ISRSs) 8 -9  

International Standards on Review Engagements 
(ISREs) 8 -9 ,5 6 1  

Internet service providers (ISPs) 590-1 
Inventories 3 8 9 ,4 2 1 -4 5  

assertions 424, 434 , 440 
audit objectives 424 
audit planning 4 2 9 -3 3  
audit strategies 430 
balance sheets 4 2 3 -4 , 4 3 1 -2  
comparison with records 428 
consignment agreements and contracts 443 
control risk 4 3 0 -2  
costs 4 2 8 ,4 3 2
counting procedures 4 2 6 -7 , 432, 4 3 6 -4 0
detection risk 433
documentation 4 2 4 -8
external confirmations 442
inherent risk 429
movement of goods 4 2 5 -6
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JEB Fasteners vs. Marks, Bloom & Co 124-5
Jenkins Committee 8
Joint Stock Companies Act 1844 4, 44



INDEX

Kingston Cotton Mill Co. case 5, 114-15, 117, 135
Kinney, William Jr 10
KPMG 15, 129, 59 5 -6 , 619, 62 2 -3 , 624
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auditor’s reports 552-3  
audit sampling 2 7 8-9  
inventories 4 3 1 -2
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Permanent files 210-11 
Personal relationships 87 
Petty cash funds 479 
Physical controls 237  
Physical evidence 169 
POB, see  Professional Oversight Board 
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audit programmes 2 5 6 -8  
audit sampling 2 7 2 -3 , 2 7 5 -6 , 278 , 284, 
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control risk 3 8 6 -9 2 , 4 0 1 -5  
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e-commerce 5 8 5 -6 , 5 8 9 -9 2  
ethics 9 2 -3 , 100 
financial statement audits 4 5 -6  
internal controls 23 2 , 2 4 7 -5 2  
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Roll-forward testing 320 
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substantive procedures 3 6 2 -7 5  
tests of controls 357 -6 1  
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Sarbanes-Oxley Act 22, 86, 99, 2 2 8 -9 , 241 , 605, 
611, 6 1 2 -1 3  

SCARF, see  system control and audit files 
Scepticism 165 
Schedules 2 1 1 -1 4
Scope limitations, see  limitations on scope 
Scott Group Ltd vs. McFarlane 124 
Securities 4 8 6 -8  
Securities Act 1933 6
Securities Exchange Act 1934 6
Security

controls 5 9 2 -3 ,5 9 4  
financial software 617  
packages 237  
reviews 587  
risk 591 

Segregation of duties 2 3 6 -7  
Selective sampling 274 
Self-regulation 27, 30 
Sequential sampling 286 
Serious Organized Crime Agency (SOCA) 97 
Service strategies 585, 5 8 6 -7  
Shareholders

auditor’s reports 64 
ethics 89
legal liabilities 114 -2 2  
relationships 55 

Small and medium-sized enterprises (SMEs) 5 8 1 -2 , 
6 1 3 -1 4  

Smith Report 103
SM Os, see Statements of Membership Obligations 
SOCA, see  Serious Organized Crime Agency 
Social audits 24
Solicitor’s representation letters 5 0 8 -9  
Sources of audit evidence 163=1 
Specialization 47
SSAPs, see Statements of Standard Accounting Practice
Standard setting 1 6 -1 8 ,2 7 -9
Standard unmodified auditor’s reports 5 3 5 -7

Statements of Membership Obligations (SMOs) 612 
Statements of Standard Accounting Practice 

(SSAPs) 533 
Statistical sampling 273=1, 2 8 7 -8 , 2 9 3 -3 0 1  
Statutory audits 44 , 96 
Stock control, see inventories 
Storage of goods 389 
Strategic partnerships 577  
Strategic risk 586 
Stratification 2 7 7 -8 ,2 8 0  
Stratified mean-per-unit method 287 , 300-1  
Subsequent events 5 0 3 -6 , 523 , 557, 5 5 9 -6 0  
Substantive procedures 1 7 4 -5 , 3 0 7 -4 0  

accounting estimates 3 3 4 -5  
assertions 3 1 0 -1 2 , 315, 3 2 7 -2 8  
audit objectives 3 2 7 -2 8  
audit planning 200 
audit programmes 3 2 6 -3 2  
audit strategies 2 0 5 -8  
cash balances 4 6 6 -7 7 , 479 
completing the audit 5 0 5 -6 , 5 1 4 -1 5  
computer-assisted audit techniques 3 2 0 -2 3  
consolidated financial statements 4 9 0 -4  
detection risk 3 0 9 -1 3 , 316, 3 6 2 -3 , 407 , 466 , 

48 4 , 490  
directional testing 316, 3 2 3 -6  
extent 3 2 0 -1 , 3 7 1 -2
fair value measurements and disclosures 335 
framework for developing audit 

programmes 3 3 0 -1  
income statements 332=4 
initial engagements 331 
initial procedures 408 , 4 0 9 -1 0 , 4 3 3 -5 , 4 4 8 -9 , 

4 6 7 -8 , 485 
inventories 4 3 3 -4 5  
investment balances 4 8 4 -9 4  
preliminary audit strategies 3 1 1 -1 3  
presentation and disclosure 409 , 414 , 434 , 444, 

4 4 6 , 453 , 467 , 4 7 6 -7 , 485 , 489 
profit and loss statements 3 3 2 -4  
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sales transactions 362-75  
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Systematic selection 282 
System control and audit files (SCARF) 359


