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*  They prescribe the approved method of accounting and disclosure.

*  Where one or more methods of accounting are acceptable, they prescribe one method which
is preferred and called the benchmark treatment and the allowed alternative treatment and
conditions under which that allowed alternative is applied.

*  They prohibit, discourage and restrict use of methods which will not lead to a true and fair
view of the financial statements.

+  Theyincrease comparability of financial statements. Application of appropriate IFRS reduces
areas of uncertainty and subijectivity in financial statements.

It is extremely unlikely that financial statements would give a true and fair view when appropriate

IFRS are departed from. When managers depart from the IFRS in preparing financial statements

they must include a note to the financial statements that they have departed from the financial

statements and they must justify that departure. Auditors can on their part refer to the departure
in their audit report and clearly indicate whether or not they concur with the departure.

International standards on auditing (ISAs) are issued by International auditing and practices
committee (IAPC) of the International Federation of accountants (IFAC) based in New York. IFAC
is the worldwide organization for the accountancy profession. It is comprised of 155 professional
accountancy bodies in 114 countries, representing more than 2.4 million accountants in public
practice, education, government service, industry and commerce. IFAC's mission is to develop
and enhance the profession to enable it to provide services of consistently high quality in the
public. In addition to developing auditing standards through the IAASB, IFA develops
education, ethics, and public sector accounting standards. Me bersh 0/\ utomatically
confers membership in International Accounting Standard S ~ISAs do not override
a country’s regulations which may be govern t ements issued by regulatory or
professional bodies in the country “

ISAs are prepared by AS \»& e re Qp%jucmg a single internationally
acceptable set o \qu counting st Zz
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Advantages of auditing

»  Dispute resolution. A partnership business with a complex profit sharing agreement may
require an independent examination of those accounts to ensure accurate assessment
and division of those profits.

+  Significant changes in ownership and structure can be easily effected if past accounts
contain unqualified audit reports. E.g. in mergers.

* Auditors have access to the corporate strategy of the company thus are able to give
advice on gaining competitive advantage and on improvement of business efficiency.

*  Borrowing of finances from third parties is enhanced with availability of unqualified audit
report on the company’s financial statements.

* Auditing protects the interests of the shareholders who are separated from the
management of their savings invested in the company.

* Auditing assists in prevention and detection of fraud and error in financial statements
although this is not the primary objective of an audit.
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Existence

This is the assertion that an asset or liability exists at a given date. It is either true or not true that
an asset or liability reflected in the balance sheet was in existence at the balance sheet date.

Rights and obligation

This is the assertion that an asset or liability in financial statements pertains to the entity at a
given date i.e. an asset is a right of the entity and a liability a genuine obligation of the entity.

Occurrence

This is the assertion that a transaction or event took place which pertains to the entity during the
financial period or that a recorded event or transaction actually took place as recorded and it is a
valid transaction pertaining the entity. It is either the transaction took place as recorded or not.

Completeness

This is the assertion that there are no unrecorded assets, liabilities, transactions or undisclosed
items. It would suggest 100% completion and accuracy however, this is impossible under accrual
basis of accounting. The users of the financial statements do not expect 100% completeness in
financial statements but completeness within a certain range such that they can still make justifiable
decisions. This assertion is therefore assessed for reasonableness as some transa s may be
excluded if they are not material. \3

Valuation

This is the assertion that an asset or liabilj &x'ean ammte carrying value. It is the

most crucial assertion of all th ﬁ@ In arrlvmg @) carrying value of an asset
or Ilablllty the manag ﬁs

1 e}q, asis. 2\1 must consider the entity as a whole and make
ss s

ent whethe rlate to apply the going concern assumption in preparing
the financial statements. The basis of preparing financial statement when entity is going
concern is radically different from preparing financial statement on basis that the entity is not
a going concern.

2  Suitable accounting policies. In determining carrying amount of an asset or liability
appropriate accounting policies must be followed. The accounting policies must be in line
with the generally accepted accounting principles (GAAPs), appropriate to the circumstances
of the entity, applied consistently, be in conformity with entity’s industry practices and be
adequately disclosed.

3 Desirable qualitative characteristics. The suitable accounting policy adopted must be applied
after taking into consideration the qualitative characteristics of materiality, prudence and
substance over form. Since it may subjective whether an entity is a going concern or not, the
accounting policy adopted can be subsequently subjective thus the assertion of valuation
can only be assessed for reasonableness.

Measurement

This is the assertion that a transaction or an event is recorded and proper amounts of revenue and
expense are allocated to the proper period for proper reporting purposes. Whether a transaction
brings into being an asset or liability, revenue or expense depends largely on the capitalization
policy of an entity i.e. the guidance as to what items are revenue items and capital items.



THE AUDITOR AND THE COMPANIES ACT

CHAPTER 2
THE AUDITOR AND THE COMPANIES ACT

» CHAPTER OBJECTIVES

By the end of this chapter, you are expected to have covered;

*  Appointment-companies Act provisions

*  Qualifications of an auditor

*  Removal of an auditor from office

* Resignation

* Rights and duties of an auditor

*  Procedures before and after accepting appointment
. Professional Ethics

. International Standards on Auditing

*  Legal and professional framework

Engagement Letter- Before commencement ofm @ﬁiltorgad the client should agree
r ul

on the terms of the engagement. Thea d% % in an audit engagement

letter or other suitable form of
Professional Eg S ‘% e rules of d@ govern the behavior of an accountant

Internati? dards on A@I& hin each country, local regulations govern to a greater
or lesser degree, the practices Tollowed by the auditors. Such regulations may either be of a

statutory nature of in the form of statements issued by the regulatory or professional bodies
in the country concerned. The international auditing standards are intended for international
acceptance.

» KEY TERMS \ CO

STUDY TEXT

» EXAM CONTEXT

This chapter is tested on a regular basis due to its importance. Questions from this topic may
mostly be application based whereby the student is given a scenario and asked questions from
it. Ethics is increasingly becoming a key area in the running of companies and so students need
to have a good understanding of it.

» INDUSTRY APPLICATION

Whatever is covered in this topic is very relevant in the auditing professional and is all applicable
in all audit engagements. It guides the auditor as to his rights and the engagement letter. Also,
audit professionals are expected to adhere to the highest standards of ethics and this topic gives
the student the rules that are set out by the profession.
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+  Confirms in writing any verbal arrangements between the client and the auditor.

*  Provides the auditor with a medium through which he can clarify the client’s and his respective
responsibilities.

»  The letter informs the client of other services that the auditor’s firm can provide e.g. taxation
or consultancy.

*  Minimizes auditor’s liability to third parties.

Principal contents of an engagement letter

*  The objective of the audit of the financial statements.

+  Management’s responsibility regarding the financial statements.

*  The scope of the audit including references to applicable legislation or pronouncements of
professional bodies to which the auditor complies.

»  The fact that because of the test nature of auditing and other inherent limitations of an audit
together with inherent limitations of internal control system, there is an unavoidable risk that
some material misstatements may remain undiscovered.

*  The expectation of unrestricted access to whatever records and documentations.

Other matters included in engagement letter are:

»  Expectation of receiving from management written confirmation concerning representations
made by the auditor in connection with the audit.

*  The basis on which audit fees are computed or any other billing arrangeme XQ

* Arequest to the client to confirm the terms of the engagement by a &g\1 receipt of

the engagement letter. e
125"
Audit of components m NO
(O

Where the aud\gl&1 Wnt compané ditor of its subsidiaries, the factors that

influe t‘a whet?—?w eparate engagement letter include:
»  Legal requirements of disclosure in the financial statements.

*  Whether a separate audit reports are to be issued on the subsidiary and parent
companies.

*  Who appoints the auditors of the component?

*  The extent of any work performed by other auditors

*  Degree of ownership in the subsidiary by the parent company.

»  Degree of independence of subsidiary’s management.

Recurring audits

On recurring audits, the auditor should consider whether the circumstances require the terms
of engagement to be revised and whether there is need to remind the client of existing terms
of engagement. The auditors may decide not to send a new engagement letter each period.
However, the following factors may make it necessary to send a new engagement letter:

* Any indication that the client misunderstands the objective and scope of the audit.
* Any revised or special terms of the engagement.

* Arecent change in senior management, board of directors or ownership.

* Asignificant change in nature or size of client’s business.

*  Where legal requirements dictate so.
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*  Aduty of care existed i.e. the auditor owed the third parties a duty of care.

*  The duty of care was breached through auditor’s negligence.

»  They suffered a financial loss as a direct consequence of an auditor’s negligence.

In Hedley Byrne and Company Limited versus Heller and Partners (1963), it was held that ‘a duty
of care exists where there is a special relationship between the parties. l.e. where the auditor
knew or ought to have known that the financial statements would be made available and would
be relied upon by a particular person.” The implication of this statement is that, for there to exist
a duty of care, the third part must have been identified in some way to the auditor. E.g. where
the directors inform the auditor that the financial statements would be used to obtain a loan, the
auditor will have to owe duty of care to the bank in the same way he owes a duty of care to the
client.

Ways of minimizing potential liability for professional negligence include:

* By not being negligent.

*  Adhering to the requirements in ISAs, codes of professional conduct and utilizing sound
professional judgment.

* Agreeing with the client duties and responsibilities of the auditor and the client in the
engagement letter to avoid future misunderstandings.

+  Defining in the audit report the precise work the auditor has undertaken.

+ Stating in the engagement letter the purpose for which the report has been prepgred and
that the client may not use it for any other purpose. \ﬁ‘(

. Identifying the authorized recipients of reports in the engag tteCaQ teport.

*  Limiting or excluding liability by a term in the engag é@& Re case of third parties
a disclaimer in the report.

*  Advising the client on the engag ne % permission before using
the auditor’s name and\N per smUien priate.

Professional Et

A membe f( feSS|on owe Latgne publlc including the employer, the profession itself
and to other members of the profession. Professional ethics are rules of conduct that govern the
behavior of an accountant. In Kenya, they are issued by institute of Certified Public Accountants
of Kenya (ICPAK) in form of statements and explanatory notes. A professional accountant
should act in a manner consisted with the good reputation of the occupation and refrain from any
conduct which might bring discredit to the profession. The following are fundamental principles
stated by ICPAK to ensure auditors are credible people before they give credibility to financial
statements.

1. Integrity: A member should be straight forward, honest and sincere in his approach to
professional work. A member must be aware of his role in the society and maintain high
standards of conduct should not satisfy what he knows as untrue as true and should
take caution not to mislead intentionally or unintentionally.

2. Professional independence: This is a fundamental concept to the accounting profession
as awhole. Itis essentially an attitude of mind characterized by objectivity and integrity. A
member in public practice should be and should appear to be free in every professional
assignment he undertakes, of any interest which might distract him from being objective.
He must be impartial and must not allow prejudice or bias to affect his judgment. A
member not in practice may be unable to be or seen to be free of any interest which
might conflict to the proper approach of his professional work. However, this does not
diminish his duty of objectivity in relation to that work.

3. Confidentiality: The guide to professional ethics states that information acquired in the
course of professional work should not be disclosed except where consent has been

STUDY TEXT
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acquired from the client, where there’s public duty to disclose or where there is legal or
professional duty to disclose such information. A member acquiring information in the
course of professional work should neither use nor appear to use that information in
his personal or third party advantages e.g. if a member is auditing a limited company
and he realizes that the company has made a substantial increase in profits, it would
be unethical to advise a friend to buy the shares of this company in anticipation of the
expected increase in the share prices as a result of increase in profitability.

4. Technical competence: A member has duty to carry out his professional work with care
and skill and in conformity with the professional ethical standards issued by ICPAK
and by the laws of Kenya. A member should not undertake or continue professional
work which he himself is not competent to perform unless he obtains such advice and
assistance as will enable him to perform such work. To be competent a member should
be fully conversant with accounting, book keeping, auditing, financial management,
information technology, receivership, liquidation and bankruptcy law, taxation both
personal and corporate and must be aware of the economic environment within which
his clients operate. To be competent, he must also possess sound judgment. This is in
professional as well as economic issues. He should be a good communicator.

Auditor’s independence is an important factor in establishing the credibility of an audit opinion.
Therefore, ICPAK has given guidance in the best conduct code in situations where the auditor’s
independence may be impaired. These are: \(

a) Fees CO .\)

It is undesirable for a practice to receive a significa oﬁ \@ecurnng fee income from
one client or group of connected cllents A %& ce is_exempted from his provision

because in the case of a ne rac W yet ui %fl ient client base and an old
practice may be in decline. § elf with such a client, he does
not resign immedi ‘i rst ook fo @es reduce the significance of that client by
Iookln? \r;)

Where practice is deriving a 81.@9 ortion of its professional fees from one client, the practice
will be hesitant to do anything that could result in losing the client i.e. an auditor may be hesitant
to qualify his report for fear of losing such a client.

b) Personal and family relationship

A family of personal relationship can affect objectivity therefore an accountant should take step
to ensure that this does not interfere with his objectivity in approach to auditing e.g. a problem
may arise when a person in practice has a mutual business with an officer of the client company
or has close friendship with one of the officers.

c) Beneficial shareholding

A practice should ensure that he does not have as an audit client, a company in which a partner
in practice, the spouse or minor child of such partner is the beneficial holder of shares nor should
it employ on the audit, any member of staff who is a beneficial holder of such shares. Shares in
an audit client may be involuntarily acquired e.g. where a partner inherits such shares or marries
a shareholder. In such cases, the shares should be disposed off at the earliest practicable date.
If the company’s articles of association require that the auditors should have a minimum number
shares, then the member should take minimum number allowed. The shares cannot be used
by the member in an annual general meeting to vote on the appointment of the auditor and his
remuneration.
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" EXAM QUESTIONS
[ |

QUESTION ONE

Your firm has been approached by the directors of UB Bank Ltd. a newly formed commercial bank
to undertake the audit for its first complete financial year ended 31 December 1996. Your manager
has assigned you the responsibility for leading the team. You have had various discussions with
the directors about the timetable and the respective responsibilities of management and the
auditor. You have drafted a letter of engagement and have sent it to the managing director for
approval and acceptance but the management has not yet responded to your letter.

Required:

a) Explain why a letter of engagement is sent before any new audit appointment is
accepted.

b) Set out the main contents of a letter of engagement. XQ

c) Itemize the actions you would take in response to the non-repl@;@e‘u gement to
your draft engagement letter. e .

d) State when it might be necessary to_re- T@rﬁ& ement letter and have it re-
affirmed by the client's manage enN

QUESTlog {,"‘%\N £xO . 50 O

The ob¥ectivity of the externgu&gay be threatened or appear to be threatened where:
i
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. There is undue dependence on any audit client or group of clients.

i. The firm, its partners or staff have any financial interest in an audit client.

iii. There are family or other close personal or business relationships between the firm, its
partners or staff and the audit client.

iv. The firm provides other services to audit clients.

Required:

a) For each of the four examples given above, explain why the objectivity of the external
auditor may be threatened, or appear to be threatened, and why the threat is
important.

b) Describe requirements that reduce the threats to auditor objectivity for each of the four
examples given above.

QUESTION THREE

a) Describe the matters to consider within your firm and the other procedures that must be
undertaken before accepting the appointment as auditor to a new client.

b) Explain why it would be inappropriate to commence the audit before consideration of
the matters and the procedures referred to in (a) above have been completed.

c) Explain the purpose of an engagement letter and list its contents.
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. Consultation. Where necessary, consultation within and without the firm should be
carried out with those with appropriate knowledge.

*  Acceptance and retention of clients. An evaluation of prospective clients and a review
on an ongoing basis of existing clients should be conducted. In making a decision to
accept or retain a client, the firm’s independence and ability to serve the client properly
and the integrity of the client’'s management should be considered.

*  Monitoring. The firm should continuously monitor the adequacy and operational
effectiveness of quality control policies and procedure’s.

The firm’s general quality control policies and procedures should be communicated to its
personnel in a manner that provides reasonable assurance that the policies are understood and
implemented.

Quality control policies and procedures at individual audit level

i.  Delegation. Audit work should be delegated by the reporting partner to staff who have
appropriate experience, training, proficiency and independence. This will provide
reasonable assurance that such work will be performed with due care by persons
having he required technical competence.

ii. Direction. Audit assistants to whom work is delegated should be given_appropriate
instructions. This involves informing audit assistants of their resp ities and
objectives of the procedures they are to perform. It also_in ing them of
matters such as nature of client’s business and t i@e-a ountlng and auditing

problems. ‘b

iii. Supervision. This involves mg igp gre r? audit to consider whether
assistants have the ﬁ‘%s and co ‘2%: rry out their assigned tasks,
establlshln |s ants u dit instructions and resolving any

o ession etween personnel. Supervision also entails
cgg/mg and addre; @ |gn|f|cant accounting and auditing questions raised in
course of the audit &ind ensuring that work is being carried out in accordance with the
overall audit plan and audit programme.

iv. Review Work performed by each staff member should be reviewed by a person of
equal or higher competence to ensure that work has been performed in accordance
with audit programme, has been properly documented and that audit objectives have
been met.

STUDY TEXT

Peer Review

Peer review may be described as an independent review of a firm’s accounting and auditing
practices. It is intended that the review be done by practitioners upon fellow practitioners hence
the term peer review. The work of the review is limited to:

*  Professional aspects of the practice.

*  Overall total quality control policies.

*  Professional aspects of firm’'s accounting and auditing practices like maintenance of
working papers and custody of financial statements.
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THE ACCOUNTING AND INTERNAL

CONTROL SYSTEMS (ISA 400)

Actions taken when internal control system is identified as weak

*  The auditor should bring to the attention of the management all the weaknesses he
has identified and discuss with them the possible remedies and corrective measures
immediately.

*  The auditor should consider changing his audit approach by increasing the level of
detailed substantive testing. This is because the weaknesses imply that the system is
not operating as designed and therefore cannot be relied upon.

»  The auditor should increase the sample size i.e. test as many entries as is considered
necessary to avoid any error or fraud undetected.

*  The auditor should record significant weakness in the management letter and give his
recommendations to management on how the weaknesses can be corrected.

. If the internal control system is extremely weak such that he cannot depend upon it to
apply any test, then he should qualify his report or at best give a disclaimer opinion.

The extent of reliance on internal control system by the auditor will depend on factors as: -

* His past experience with the company’s internal control system. Any fluctuation in
volume of business transactions

*  Changes in line managers or top management officials.

*  Changes in accounting policies and practices. \L

«  Changes in size of the company. \ CO .
Although the statutory reporting r_ﬁku s ﬁComp_tu i ’Lly calls for the auditor to
ther t tefrie

make a report to the mem nts show a true and fair view.
In addition to V|de ma ith a summary of their findings concerning

strength ?o( sses of ?a_ mternal control system as well as material issues
arising frohn review of the finan ateMents. This summary is called the management letter.

Purposes of management Letter

Management Letter

* Enables the auditor to give his comments on the accounting records that he has
examined during the course of the audit. Areas of weakness in internal control system
which my result to material errors will be highlighted and brought to management’s
attention together with advice as to their improvement.

* Provides management with other constructive advice regarding areas where efficiency
may be improved.

+  Communicates matters arising during the audit so that there is a written record of all
such matters. Incase of litigation, the auditor may rely on the management letter for
defense.

*  Ensures auditor’'s comments on the accounting on the internal control system reach
those responsible members of management who have powers to act on the findings.

A report to management will normally be a natural way of adding value to the client and the
auditor should incorporate the need to report in the planning of the audit. Before documenting
the weaknesses in management letter, the auditor should discuss these with the appropriate
officials. This eliminates the possibility that the auditor may have misunderstood. The operation
of the system and will also enable the company make quick corrective actions. The management
letter should be addressed to the board of directors or the audit committee.

STUDY TEXT
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The timing of the management letter will vary. It will often be useful to complete the compliance
tests before its submission, so that weaknesses in internal control system may be included.
However, serious weaknesses discovered should be reported immediately. This may make it
necessary to submit more than one management letter.

The management letter acts as effective feedback that assists management in running the
company more efficiently and thus promotes constructive relationship between the auditor
and management which may be useful in future audits. The management letter should be both
objective and constructive. The auditor should request for comments from management as to
all the matters rose indicating what actions management intends to take regarding the matters
raised.

|
u CHAPTER SUMMARY

*  The auditors need to be aware of the entity and its environment and the controls that
are operational in a system so that they can be able to determine the level of reliance
that they are going to place on the operating effectiveness and efficiency system and
thus determine the amount of testing that they need to carry out. %

*  The auditor should comprehend the risks that face the th anagement
manages those risks and how they affect the fmargﬁ ng and how the risks may
affect cause material misstatements aRd e of his work.

*  The auditor must understand thein yste @erates within the entity and

ﬁ\ reportln s

most importantly hov\ﬁx@ %
« The extemw to a rnal auditor’s impact on the control

how muc be placed on his work.
. eeternal audit g ay be run by employees of the company or the function
may be outsourced!
*  The internal audit department is set up by the management to help the management
achieve company’s objectives and to reinforce corporate governance.

]
QuUIZ
]

What is the difference between internal audit and external audit?

List the five elements of internal control.

What are the factors that are responsible to the growth of the internal audit function?
List the approaches used to record the internal control system by the auditor.
Differentiate control environment from control procedures

ok~



THE ACCOUNTING AND INTERNAL
CONTROL SYSTEMS (ISA 400)

[
. ANSWERS TO THE QUIZ

1. Differences between external audit and internal audit.

»  Scope of work: For an internal auditor the scope is determined by management whereas
for an external auditor it is laid down by statutes and professional requirements of the
institute (ICPAK).

*  Approach: An internal auditor may have many aims in his work including an appraisal
of the efficiency of the internal control system and management information system.
The external auditor is primarily concerned with the truth and fairness of accounts.

*  Responsibility: The internal auditor is answerable only to management. The external
auditor is responsible to shareholder and the public at large.

2. Internal control has five elements:

*  The control environment

*  The entity’s risk assessment process.

*  The information system.

«  Control activities.

*  Monitoring of Controls. u\(

3. i. Increase in size of business O‘esa_\e g

ii. Dynamic business N
iii. Legislation and regulatory_‘eflg

iv. Competition

V. EvolutloW\
4. Flow?a P ge
rative descriptions
. Questionnaires

STUDY TEXT
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- EXAM QUESTIONS

QUESTION ONE

List down internal control procedures for raw material purchasing system of a large manufacturing
firm
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FRAUD AND ERROR (ISA 240)

CHAPTER S
FRAUD & ERROR (ISA 240)

» CHAPTER OBJECTIVES

By the end of this chapter the student is expected to have covered the following:

I.  Definition of errors and types of errors

II.  Frauds, defalcations and other irregularities

lll. Detection, correction and prevention

IV. Errors and frauds in specific areas in a business.

»INTRODUCTION

When the auditor is carrying out his work, he comes across deviations or misstatements in the
financial statements. These misstatements may be due to an unintentional error or ong\tirat was
committed with intent thus. The misstatements may also be due to non comp]j vms and
regulations or due to fraud. During the planning of the audit, the audjt bmbect to detect
material misstatements in the financial statements due go . &r r if any. This chapter is
covered by ISA 240 on The Auditor’s Responsi% [oYohelder Fraug In An Audit Of Financial

Statements . m }%

When planning and perf, W aﬁ& chdual@ﬁg d reporting the results thereof,
the auditor sh %&i}rkér he risk of i%at et in the financial statements resulting from
fraud or rf jective o report o whether the financial statements are free
from matetial misstatements. This implies that if there are material misstatements as a result of
fraud or error and the auditor fails to detect and report on this, then his opinion would be wrong.

STUDY TEXT

» KEY TERMS

Error: It is an unintentional mistake in the financial information, which can occur any time during
processing and recording of transactions.

Fraud: This refers to intentional misrepresentation of financial information by one more individuals
among management, employees or third parties.

Irregularity: is the deliberate distortion of information together with the related misappropriation
of assets.

» EXAM CONTEXT

This is topic can either be tested on its own or in a context of another question. It can also be a
scenario whereby the student is expected to distinguish between a fraud and an error.
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»  Suppression or omission of effects of a transaction on accounting record e.g. placing
a genuine debtor well known bad debts in the balance sheet thus misrepresenting the
financial position of the company.
Fraudulent financial reporting may be committed because management is under pressure from
outside or inside the entity to report unrealistic profit levels. A perceived opportunity for fraudulent
financial reporting or misappropriation of company assets may exist when an individual believes
that an internal control can be overridden. This could be because an individual is in a position of
trust or has knowledge of specific weaknesses in the internal control system.

The distinction between fraud and error is of little importance so far as audit procedure are
concerned. This is because the audit procedure used to detect errors is the same used to detect
fraud. The only difference may arise where the auditor may be required by law to disclose certain
illegal acts to the regulatory authority.

Responsibility for detection of fraud and error

The primary responsibility for the detection and prevention of fraud and error rests with the
management of the company. This responsibility is fulfilled through the implementation and
continuous operation of adequate system of internal controls. Such system reduces but does not
eliminate the possibility of fraud and error. The auditor on his part seeks reasonable agsurance
that fraud and error which may be material to the financial statements has No=OC ﬁor if it
has occurred, the effect is properly reflected in the financial statem th the auditor
should plan his work so that he has reasonable expectatl n ﬁ ferlal misstatements in
the financial information resulting from fraud and %é) antt mpha5|s that the auditor
cannot be held responsible for faﬂmgé@: and r ever, he is expected to
siti

carry out his work in a manner o) I errors and frauds. Failure
to detect such mat<r\ pI S that the fi )&_ ments are materially misstated.
Expecta?ns gap

This is the gap that exists between external auditor’s understanding of their role and duty and
the expectations of various users of the financial statements and the general public regarding
the process and the outcome of the external audit. l.e. the expectation by users of financial
statements that auditor should detect and prevent error and fraud as a duty, while actually it is
not his duty but of the directors.

The public may conceive the auditor’s role as including;

*  Protecting the company against fraud and irregularities
*  Providing early warning of future insolvency i.e. certifying the company as a going
concern.
*  Providing useful general assurance of the financial wellbeing of the company and its
continued profitability.
Most users of financial statements believe that the auditor has prepared the statements and
should therefore be in a position to explain the performance results of the company. Some other
users of the financial statements do not understand the audit opinion issue.

Possible means of reducing the expectations gap include:

STUDY TEXT
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Qualities of audit evidence

ISA 500 requires that ‘the auditor should obtain sufficient audit evidence to be able to draw
reasonable conclusions on which to base the audit opinion.’

What do we mean by:

a) Sufficiency

b) Appropriate
Sufficient means that there needs to be enough evidence. What is enough is a matter of
professional judgment.

Appropriate break down into:

a) Relevance.
Relevance of audit evidence should be considered in relation to the overall audit objective
of forming an opinion and reporting on financial statements. It therefore refers to the ability
of the evidence to assist the auditor in testing management assertions.

b) Reliability
Reliability of audit evidence refers to the credibility of that evidence the credibility is influenced
by its source and its nature

Use of assertions in generating audit evidence O \)\L

When preparing financial statements the management m g@_\%mt or explicit assertions

about the financial affairs of the company. w
|dence fr 2%1th6 procedure, he is

Consequently, when the audito cm
concerned about testlng b&a‘ ng the ertions. The assertions are

categorized as féw\
1. Assg ‘s about hmtu@&gactlons and events for the period under audit i.e.

Occurrence transaction and events that have been recorded have occurred and pertain
to the entity.

+  Completeness

+  Cut off. Transactions and events have been recorded in the appropriate accounting
period

*  Accuracy Amounts and other data relating to the recorded transactions have been
recorded appropriately.

»  Classification. Transactions and events have been recorded in the correct period

2. Assertions about account balances at the year end.

*  Existence. Assets or liabilities exist at a given date
* Rights and obligations

* completeness

*  valuation and allocation

3. Assertions about presentation and disclosure.

*  Occurrence and rights and obligation. Disclosed events and transactions and other
matters have occurred and pertained to the entity

+  Completeness All disclosures that should have been included e.g. compositions of
director’s fees.

*  Measurement and valuation. Financial and other information are disclosed fairly and at
appropriate amounts

STUDY TEXT
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Management may be unwilling to sign letters of representation or pass minutes required by the
auditor. If management declines, the auditor should inform the management that he will himself
prepare a statement in writing setting out his understanding of any representations that they
have been made during the course of the audit and send this statements to management with a
request for confirmation that the auditor’s understanding of the representations is correct.

If management disagrees with the auditor’s statement of representations, discussions should be
held to clarify the matters in doubt and if necessary a revised statement prepared and agreed.
Should management fail to reply, the auditor should follow up the matter to ensure the position
as set out in his statement is correct

Inrare circumstances, the auditor may be completely unable to obtain written representations which
he requires e.g. because of the refusal by management to cooperate or because management
declines to give proper representations required on the ground of its own uncertainty regarding
that particular issue. In such circumstances, the auditor may have to conclude that he has not
received all information and explanations required and consequently may need to consider
qualification his audit report an ground of limitation in scope of the audit.

ISA 620 Using the work of an expert

The auditor should obtain sufficient appropriate audit evidence that the work \anpert is
adequate for the purpose of the audit.

An expert is a person possessing specialized skiIIs knag \aXperlence in another field

other than auditing and accounting. From his é uditor ggly has general knowledge

on matters outside his profession and t ed to_ha %j?nls of a person trained or

qualified to work in another proﬁ eque Y, '29 y need the advice of another
ci twhen Vep

expert for exampler, W ck%f the laboratory or lawyers in arriving at
the le t fleg

g? al ca in lient.
Situatidns where the audlt g.iire work of an expert

*  The legal interpretation of contracts, laws and regulations
*  Valuations of certain types of assets e.g. precious stones, minerals and buildings
*  Actuarial valuation e.g. for pension funds
*  When measuring the work to be completed in construction contracts.
In deciding whether to use the work of an expert the auditor should consider.

+  The materiality of an item being examined in relation to the financial statements as a
whole.

»  The nature and complexity of the item including the risk.

*  The audit evidence available in respect with the item.

Factors considered before relying on the work of the expert
The auditor should consider;

*  The skills and competence of the expert. The auditor should consider this by examining
the expert's professional qualifications, licenses or membership of an appropriate
professional body. The experience and reputation of the expert in the field in which the
auditor is seeking evidence is very important.

*  Objectivity and independence of the expert.. The auditor should consider whether
the expert is independent from the client. The risk of independence being impaired
increases where the expert is employed by the client. In such cases he owes his loyalty
to the client because there exists a financial relationship.
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Describe and explain the main audit procedures and processes that take place during the interim
and final audit of a large entity.

QUESTION THREE

Curdco is a company that runs a chain of fast food restaurants. The company has a centralized
operating style and managers of individual restaurants have very limited decision-making powers
on day-to-day operational matters. The company’s centralized administration is responsible for
the buying of food, the payment of staff, the maintenance and cleaning of restaurants by staff
employed by a national agency, and all other matters relating to the running of the business. The
company has good internal controls over purchasing. Inventory counts are conducted at each
restaurant at the year-end. Your firm has recently been appointed as auditor to Curdco.

Required:

a. List the account headings you would expect to find in Curdco’s schedule of accounts
payable and accrued expenditure.

b. Describe and give reasons for the audit tests you would carry out to obtain audit
evidence for Curdco’s accounts payable and accrued expenditure.

c. Explain the difficulties faced by auditors, and the decisions that auditor to make,
in conducting direct confirmations of accounts payable. CO .

QUESTION FOUR 'gesa
r(e@gqoﬁng ‘ev?ence’l Methods include:

There are a number of d“ir[m‘
* Detailed testing of transactions and balances.

‘ )A pllng g
Tests of controls. P a‘
*  Computer assisted audit techniques (CAATs)

These methods overlap and may be used for different purposes during an audit of financial
statements.

Required:

a. Explain the advantages and disadvantages of each of the five methods of evidence
gathering listed above.

b. Describe the relationship between the five methods of evidence gathering described
above.

QUESTION FIVE

(a) Explain the purpose of a management representation letter.

(b) A suggested format for the letter of representation has been sent by the auditors to the
directors of a client company. The directors have stated that they will not sign the letter
of representation this year on the grounds that they believe the additional evidence that
it provides is not required by the auditor.
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4. Discovery sampling

This method extends acceptance sampling to an acceptance level of zero. E.g. a system with
controls exists in an investment trust company to ensure that all bonus issues are recorded. Even
if one bonus has not been recorded, the auditor will be unable to accept the controls and will
have to seek other evidence. This method requires a large sample. A form of discovery sampling
is monetary unit sampling.

Monetary unit sampling

Monetary unit sampling is appropriate for use with large variance population e.g. debtors or
stock where individual units have widely different sizes or values. This method is suited to a
population where errors are not expected and it implicitly takes into account the auditor’s concept
of materiality.

Procedure of monetary unit sampling

i. Determine the sample size taking into account the size of the population and the
minimum acceptable error rate.
ii. Listthe items of population e.g. list of debtors could be as \(

ecou

Debtor Amount (Sh) I
TMK&. Co. 500 NO 00
AQ & Sons \N -‘ 6& 2
TL 1,450 ’L 1,970
cé\, \e @e 6,390
240,000
Total 240,000

iii. Assume that the total numbers of debtors is 1500. If sample size chosen is 100 items,
then a random start of say Shs 1000 can be chosen and every Shs 2100™ item thereafter
i.e. using systematic sampling with random start. The idea is that the population of
debtors is not 1500 but Shs 240000 with single units of Shs 1. Therefore, we chose to
sample to be picked from the cumulative shillings amount.

iv. At the end of the process, evaluate the result which might be a conclusion that the
auditor is 95% confident that the debtors are overstated by more than Shs. X where X
is the materiality factor chosen.

v. If the conclusion is that the auditor finds that the debtors are overstated by more than
Shs X, then he may take a large sample or investigate the debtors fully.

Disadvantages of monetary unit sampling

i. Does not cope easily with errors of understatement. A debtors balance which is
understated will have a smaller chance of being selected than if it was correctly valued
hence there is a reduced chance of selecting that balance and discovering the error.
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c) Find out the amount of installments and when they should be paid and get the ledgers
recording of these installments. Ensure that capital payments are separated from revenue
payment. The auditor should calculate the amounts and compare them to those that are
recorded.

d) Check the recording of these items in the cashbook and the bank statement to ensure that
the two are in agreement. Check the profit and loss for proper recording.

Audit of Salaries and Wages

The audit of salaries and wages is a little different from the audit of other expenses or payments of
an enterprise. The difference is that the audit procedures lay emphasis on checking the strength
of the internal control system. This therefore means that to carry out a proper audit one should
have a very good understanding of the features of a strong internal control system for payment
of salaries and wages.

Some of the frauds which can be perpetrated by the employees and which the auditor should
look out for include:

*  Dummy/ghost workers: these are workers who do not exist.
*  Fraudulent double payment for employees: this could be done by giving different names

for the same person.

»  Payment for work not done and unclaimed wages being mlsappro \(
= * Inflating payroll by wrong increments or showmg incre h ﬁot due.
E *  Improper deductions being made or belng @:&

— *  Manipulation of commission.

. The auditor should check the follow ﬁm

o *  Time workers- hifts aln number of hours a day
) gmloyed to

|_

»

« Pie

. W varatlon

* ¥ The payment of ?a
*  Dummy workers

»  The recording of salaries and wages and also employee records

Audit tests for salaries and wages

»  Test the internal control system of payment of wages. Check if there is possibility of this
system detecting ghost or dummy workers or any similar fraud.

*  Check the procedure of employment and dismissal of employees, which should be
authorized by a responsible officer.

»  Verify that there is proper recording of wages.

. For time basis check time records.

*  Check authorization of overtime.

»  Verify authority for deductions and ensure proper recording.

*  Check castings of wages.

. Ensure all stages of preparation of payment of wages are properly authorized.

*  Check total of wages paid to control account.

»  Testanumber of entries of payments to employees and ensure that they were received
by employees.

*  Reconcile signature of original employment to that signed on receipt of the wages
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Freehold land and buildings

Audit objectives

+  To verify that there was proper authorization to acquire the land and the buildings

*  That land and building exist

*  That the company has legal ownership rights over these assets

*  That these assets are valued at an appropriate amount

* That these assets are properly presented and disclosed in the financial statements
according to the relevant financial reporting standards such as international accounting
standard No. 16, 17 or 40

Audit procedures

To be able to meet the above objectives, the auditor carries out the following audit procedures:

a)

b)

d)

Cost and authorization

This is verified by inspecting to the appropriate documentation such as the sale agreement
and surveyors certificates. To verify whether the acquisition was authorized the auditor can
inspect the minutes of the board of director’'s meetings at which such the green light was
given acquire the assets in question.

Existence

This can be verified through physical inspection of the land or the buildi u\(
Ownership rights d

This can be verified by inspecting the title docu \@OI’ should also ensure that
such title documents are in the name o y and ee from ant charges e.g.
the land title deed should securlt this is the case then such
information should c% @1 he flna st

Valuatlon A—CG

?\ should %@ﬁt cost. Leasehold lend should be amortized over the life
of the lease. GeneraI{Pj should be carried at the depreciated historical cost or at
depreciated revalued amounts.
The auditor should ensure that:
*+ The depreciation policy adopted is appropriate i.e. the rate applied and the
estimated useful life.
*  Where buildings or land has been revalued that this is carried out by a qualified
and reputable valuer and the revaluation seems reasonable.
* That the land and buildings are evaluated for impairment and where necessary
written down to the impaired value.
Presentation and disclosure

For purpose presentation fixed assets should be split into appropriate classes. The following
information should be disclosed:

Depreciation policy

Useful life’s

Total depreciation charge for the period

Additions of new assets or disposals during the period

Any assets that are charged in favour of another person.

Plant and machinery

Audit objectives

*  The auditor will be aiming at proving the following assertions
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Stocks and work in progress
Stock includes:

*  Finished goods held for sales in the ordinary course of business

*  Work in progress

. Raw materials
Stock comprises a significant portion of the company’s assets and hence has a material effect on
the presentation of the financial statements.

Problem encountered in the verification of stock

i.  The amounts involved are invariably material.

ii. Stock has a one for one impact on the reported profits i.e. an increase in stock increase
the reported profit. It is therefore open to distortion by management.

iii. Stock does not derive from the normal double entry system; it is arrived at by stock
taking carried out at the year-end.

iv. Stocks are portable and valuable opening themselves to pilferage and deterioration
either intentional or accidental.

v.  The number of items involved is usually numerous creating verification problems as far
as existence and condition is concerned.

vi. Although stocks are valued at the lower of cost and net realizable value, wh nstitutes
cast can vary from one management to another and the basis of dgter imhat cost
can be subject to so many different methods all resultlng\éﬁe@ laes for the same
items.

vii. It is an area that is susceptlbl [@l%‘l by nagement provision for

obsolescence, slow movi ock |s ofJudgment therefore it
is easy for the audlto& (é |th Q%

viii. stock |s up of di e& work in progress, raw materials all

alued on ﬁ&a& and amalgamated and described as stocks.
iX. may be ov a@ clusion of goods sold but not dispatched to customers.
Audit objectives

a. Ascertain the existence of stock.

b. Ascertain that stock is appropriately valued at lower of cost and net realizable value.
Adequate provisions are created for dead and slow moving stock.

c. Verify the completeness and accuracy of the stock balance.

d. Verify that stock is appropriately presented and disclosed in the financial statements.

Audit of stock
Cost

This involves determining the method adopted by the organization in costing stocks. The auditor
should then check the acceptability and appropriateness of the adopted policies.

The rest of the exercise is to test that the adopted exercise if correctly applied.
Valuation

Stock should be valued at lower of cost and net realizable value where net realizable value
is defined as the amount that could be realized on the open market in the ordinary cause of
business less the cost of putting them into a saleable condition and less the cost of sales.

It is up to the auditor to ensure that the net realizable value is properly calculated and is in
accordance with the accounting standards.
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»  External verification: With many liabilities it is possible to verify the liability directly with
the creditor.
*  The auditor must always perform a post balance sheet review with regard to liabilities.
Current liabilities

Tax payable
Audit objectives
To verify that:

+ All tax liabilities have been taken up in the books i.e. completeness
» Tax liabilities have been accurately computed.
+ Alltax liabilities are disclosed in the financial statements.

Audit procedures

*  Obtain or prepare the tax computation.

* Review the correspondence between the clients and the tax authority in case any
queries have been raised so that the auditor can determine the status of those year’s
returns.

*  Vouch installment payments to the cashbook and the receipts from the Income Tax

Department \ s

*  Obtain or prepare a schedule showing the year of income, the balanc m@t ard,
the amount paid in year under audit, charge to the P&L n(@ alance carried
down. '

*  Balance brought forward should be nﬁr@%@% the bglance for the previous
* The amount pald\nﬁ "eﬁ %@Inﬂﬂ%t ash flow statement and the

cashbook.

1@ nce sheet.
The audit®r d ensure th% e is adequate Note to the accounts should explain the
fo

basis for driving at the provisioh for tax that year. On the face of the P&L account the corporation
tax charge for that year should be separately disclosed.

Trade creditors
Audit objectives
The auditor seeks to ascertain:

»  The completeness and accuracy of the creditors balances.

»  That all creditors exist and are genuine liabilities of the entity.

»  Creditors are properly presented and disclosed in the financial statements.
Audit procedures

i)  Obtain a creditors listing and verify that the total per the listing agrees with the total per the
ledger.

i) From the listing select a sample of creditors and carry out the following procedures

»  Obtain or prepare a reconciliation of the creditors balance per the ledger to the suppliers’
statements.

»  Obtain explanations for all the reconciling items and where appropriate ensure that the
reconciling items have been adjusted in the books of account. The reconciling items
will mainly include suppliers invoices not posted in the clients ledger or payments not
reflected in the suppliers statements.
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vii. Agree total amount outstanding with register of debenture holders.

viii. If loans are secured, verify charge is registered at company’s house.

ix. Verify disclosure is in accordance with Companies Act requirements. Note that long
term loans which are repayable within 12 months of the accounting date must be shown
as such.

Post balance sheet events considerations

Post balance sheet events are those events both favorable and unfavorable that occur between
the balance sheet date and the day the accounts are approved by the Board of Directors.

Types of events

* Adjusting events - those that provide additional evidence about conditions existing at
the balance sheet date.
Non- adjusting events - those that are indicative of conditions that arose after the balance sheet
date.

Examples of adjusting events

An enterprise should adjust the amounts recognized in its financial statements to reflect sting
events after the balance sheet date. The following are adjusting events which requwe iérprlse
to adjust the amounts recognized in its financial statements.

. The resolution after the balance sheet date a c%$ \@)ecause it confirms that
ala

an enterprise already had a present oﬂo eet date, requires the
enterprise to adjust a prqvisi gnize %Tze a provision instead
or merely disclosin % @1 liabilit ‘ﬁ
. The bankr @N customer wh %"rs er the balance sheet date usually
x—@t 0SS e balance sheet date on a debtor and that the
g any needs to rry|ng amount of debtors by writing off the amount that

is irrecoverable.

*  The sale of stock after the balance sheet date may give evidence about the net realizable
value at the balance sheet date. This can be used to revalue the stock to the lower of
cost and net realizable value.

* The discovery of a fraud or errors that show that the financial statements were
correct.

Examples of non-adjusting post balance sheet events

A company should not adjust the amounts recognized in its financial statements t reflect non-
adjusting events after the balance sheet.

Decline in the market value of investments between the balance sheet date and the date when
the financial statements are authorized for issue. The fall in the market value does not normally
relate to the condition of the investments at the balance sheet date, but reflects circumstances
that have arisen in the following period. Therefore the company should not adjust the carrying
value of its investments.

STUDY TEXT




AUDITING AND ASSURANCE

—
x
L
—
>
(@]
o
-
n




STUDY TEXT

AUDITING AND ASSURANCE

In planning the audit, the auditor should consider how the presence of computerized information
systems may affect client’s accounting and internal control system and the conduct of the audit.
This is because computerized information systems have unique features compared to manual
systems and require inbuilt adequate controls to ensure that the accounting system can be relied
upon for complete and accurate accounting records. These features include;

*  Consistency unlike manual systems. Computerized information systems will process
transactions consistently. This implies that if the system is properly programmed, the
all transactions will be processed consistently and accurately. On the other hand, if
there are any programming errors, the transactions will be consistently processed
inaccurately.

+  Concentration of functions and controls. In a computerized information system, few
people are involved in processing of financial information. This may compromise
segregation of duties such that persons involved in writing of programs may also be
involved in processing transactions. This increases risk of manipulation of operating
programs and data. Programs ad data are held together increasing the potential for
unauthorized access and alteration.

+  Computerized information systems are designed to limit paperwork.. This result in less
visible evidence to support transactions processed which ultimately leads to loss of the
audit trail.

+  Ease of access of data and computer programs. Where there are no \Qcontrols
over access to computers at remote terminals, there is ingrease ﬂnauthorized
access and alteration of data and programs \

*  Use of programmed controls. In a compu nt controls are programmed
together with data processin prote ’ﬁata against unauthorized
access may be by W ﬁ“swcrds a m at grant different levels of

access to.t f pro s implies that the auditor must adopt

w oteste ive es ose controls.

. PS generatﬂ% Many systems are capable of generating transactions
automatically withput Tharfdal intervention e.g. calculation of interest from customer’s
accounts may be done and charged to income automatically. If the system set up is
interfered with, this could affect the accuracy and integrity of transactions generated.

» Dataand programs are stored in portable magnetic disks and tapes which are vulnerable
to theft and intentional or accidental alteration.

Internal controls in a computerized information system

To mitigate the risks occasioned by the features of a computerized information system, the
management should design internal controls over the system. These controls are mainly classified
into general controls and application controls.

1. General controls.

These relate to the environment within which the computer based systems are developed,
maintained and operated aimed at providing reasonable assurance that the overall objectives of
internal controls are achieved e.g. completeness, accuracy and validity of financial information.
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The objective of the general controls is to ensure the proper development and implementation
of applications and the integrity of program files and information. These controls could either be
manual or programmed and are classified into;

»  System development controls
* Access controls.
»  Computer operations and other controls.

a. System development controls.

These relate to controls that must be exercised by the client when developing new systems or
modifying existing systems. The controls that can be exercised during systems development can
be discussed in the following groupings.

Appropriate review testing and approval of new systems.

The organization should set up a steering committee composed of senior management and high
level representatives of system users who should the development and implementation of the
new system.

Management should approve specifications of the new system after the steering committee has
assessed the user needs. Before the new system is commissioned for use, appropriate testing
should be carried out to ensure that both the hardware and the application programs are gperating
effectively. The testing will provide assurance that the new system is rellable \(

The information technology manager, user department and the a agement level
should give appropriate approval of new system before der operation and after

reviewing completeness of system documentahN |ts é&k{g
Controls over program changei
tions mad;’f% Qrograms Changes in the computer

Program changes re |f|

system l{j? to strict 3 = a written request for an application program
changess'?‘ met by us?& nd authorized by designated manager or committee.
Once changes have been made, appropriate testing should be carried out to ensure that the
modified system is reliable.

The system documentation should then be amended to reflect the changes and appropriate
approval obtained for the modified system to start running.

User training should also be carried out as appropriate.
System documentation.

This involves putting together information that supports and explains computer applications. The
documentation provides details of capability of the system and how it is operated.

System documentation is important in conducting user training and also enables the management
to effectively review the system by considering whether appropriate controls have been put in
place during system development.

Parallel running.

Before switching to the new system, the whole system should be tested by running it alongside the
old system for a specified period. This is important because it provides user with the opportunity
to familiarize themselves with the new system before it is fully implemented and ensures that the
new system is reliable and data is correctly carried forward from the old to the new system.
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*  There should be adequate virus detection. Procedures for dealing with virus infection
are.

- Establishing a formal security policy which requires only clean and certified copies
of software are installed and checking data introduced from external sources for
viruses.

- The company can also install antivirus software.

- Clean back up should be maintained and there should be adequate segregation
of duties such that people with powers and knowledge in making amendments
to the application programs should not have the responsibility for initiation and
processing transactions and even making amendments to existing data.

2. Application controls

The objective of application controls which may be manual or programmed is to ensure
completeness and accuracy of accounting records and the validity of transactions processed.

Application controls are therefore important in providing assurance that all transaction are
recorded on timely basis and that only valid transactions are captured by the system. Application
controls are divided into;

1. Input controls. \(
2. Processing controls. O \)
3. Output controls e C *

4. Controls over master files and standby data m

However, some of the controls management i cut ackgss the four categories

mentioned above. E.g. some edit ch W de c % rithe completeness and
accuracy of the mput data by t ‘% ala is progess information obtained and
also provide prote ndBy data. 1 ? )

Input coﬁ‘ols.e P age

Most errors in data processed by computerized information systems can be traced to errors
made when the data was being input into the system. Controls over input fulfill the following
objectives.

Completeness of input. This ensures that all transactions that took place have been processed.
Accuracy. This ensures that the recorded transactions have been captured accurately.

Validity. This ensures that only valid or genuine transactions appropriately authorized have been
recorded. It also ensures credibility and reliability of recorded transactions.

To achieve the above objectives the most common types of input controls that management can
implement are called edit controls and examples include:

Field checks. These controls check that all data fields required to process the transactions have
been filled with correct information. The controls also ensure accuracy of processed data and its
completeness because transactions cannot be properly processed if necessary data is missing.

Valid character checks. These check that data fields are filled with data of the correct type. E.g.
that amounts column is filled with numerical variables. This also ensures correctness of input
data.

STUDY TEXT
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Substantive tests in computerized environment

Substantive testing of computer records is possible and necessary. The extent depends on the
degree of reliance the auditor has placed on the internal controls. Substantive testing includes
two basic approaches both of which would be used.

Manual testing techniques.

*  Review of exception reports. The auditor attempts to confirm these with other data. e.g.
comparison of an outstanding dispatch note listing with the actual dispatch notes.
+ Totaling. Relevant totals for example for debtors and creditors can be manually
verified.
* Re-performance. The auditor may re-perform a sample of computer generated
calculations. E.g. for depreciation and interest expense.
* Reconciliations. These will include reconciliations for computer listings with creditor’s
statements, bank statements, actual stock and personnel records.
*  Comparison with other evidence such as results of debtor’s circularization, attendance
at stock take and physical inspection of fixed asset.
Computer audit programs sometimes generalized audit software. These programs are also called
inquiry or interrogation programs. Computer audit programs are computer programs used by the
auditor to;

*  Read magnetic files and to extract specified information from the 6 u\(

*  To carry out audit work on the contents of the files. \
Uses of computer audit programs.

* In the selection of representafj N@Sﬁ/ cho %Tactlons or items for audit
tests. _&& -S

« The scrutm selectl | items for testing. E.g. On wages

r@ﬂt hs 1000 sto ems worth more than Shs.100,000 in total.
@%\/ rison of t\Pa inting out the difference. E.g. payrolls at two selected

dates.

*  Preparing exception reports. E.g. overdue debts.

»  Stratification of data such as stock items or debtors with a view to examine only the
material items.

»  Carrying out detailed tests and calculations.

*  Verifying data such as stock or fixed assets at the interim stage and then comparing
the examined file with the end file so that only changed items need to be examined at
the final audit.

The Control file

When auditing computerized information systems, it will be found that much reliance is placed
within the system upon standard forms and documentation in general, as well as upon strict
adherence to procedures laid down. This is no surprise, of course, since the ultimate constraining
factor in the system is the computers own capability and all users are competitors for its time. It
is therefore important that an audit control file be built as part of working papers and the auditor
must that he is on the distribution list for notifications of all new procedures, documents and
system changes in general.
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iv. Scope paragraph

This paragraph is a factual statement about what the auditor did in the audit. This paragraph
states how the audit was planned and performed in accordance with ISAs and states that the
audit is designed to obtain reasonable assurance whether the financial statements are free of
material misstatements.

v. Opinion paragraph

This final paragraph states the auditors conclusions based on the results of the audit. This part
of the report is so important that often the audit report is simply called the auditor’s opinion.
The opinion paragraph is stated as an opinion rather than a statement of absolute fact or a
guarantee.

vi. Audit report date

The appropriate date for the report is the one on which the auditor has completed the most
important audit procedures in the field. This date is important to users of financial statements as it
indicates the last day of auditor’s responsibility for review of significant events that have occurred
after date of financial statements.

vii. Name of audit firm
The firm’s name is used because the entire firm has the legal responsibilie;f)n‘m%at the

quality of audit meets professional standards. Sa\

Types of audit opinions NO‘e 281
W i\ O ’( o\

VO e

?allfled oplfnon P ag

Adverse opinion

oooo

a) Unqualified opinion.

This is issued when the auditor is satisfied in all material aspects that enable him express the
required opinion on financial statements without any reservation. This is sometimes called a
clean opinion. It is expressed when the auditor concludes that the financial statements give a true
and fair view in accordance with the relevant financial reporting standards.

Emphasis on matter report

There are occasions when the auditor has no reservation as to the financial statements but
where they exists unusual events, conditions or accounting policies and he feels that unless
the reader may not reach a proper understanding of the financial position and results. In such
circumstances, the auditor should express an unqualified opinion including an extra paragraph
called ‘emphasis of the matter paragraph’ to draw attention of the reader to the unusual matter.

The addition of such an emphasis of matter paragraph does not lead to a qualification of the audit
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Examples

(i) Disagreement on Accounting Policies- Inappropriate Accounting method — Qualified
Opinion

‘We have audited ....(remaining words are the same as illustrated in the introductory paragraph
of the unqualified report above.)

We conducted our audit in accordance with ... (remaining words are the same as illustrated in
the scope paragraph of the unqualified report above).

As discussed in Note X to the financial statements, no depreciation has been provided in
the financial statements which practice, in our opinion, isn’t in accordance with International
Accounting Standards. The provision for the year ended December 31, 20x1 should be based
on the straight line method of depreciation using annual rates of 5% for the building and 20%
for the equipment. Accordingly the non current assets should be reduced by the accumulated
depreciation of xxx and the loss for the year and accumulated deficit should be increased by
xxx and xxx respectively.

In our opinion, except for the effect on the financial statements of the matter referred to in the
preceding paragraph, the financial statements give a true and .... (remaining words are the
same as illustrated in the opinion paragraph of the unqualified report above).

(i) Disagreement on Accounting Policies — inadequate disclosure -\(@Ii‘fgign‘lon
Pnd

‘We have audited ... (remaining words are the s e&t@a‘é’d in tF1 introductory paragraph
of the unqualified report above). ﬁ

We conducted our audit in oﬁ% ith.. (r gn@dszge same as illustrated in
the scope paraggp'?@ﬂqualiﬁe@ ﬁpo/\ag

o1l d il an(\S —

On Janugy %5, 2007, the Mm@rﬂsued debentures in the amount of xx for the purpose
of financing plant expansion. The debenture agreement restricts the payment of future cash
dividends to earnings after December 31, 20x1. In our opinion, disclosure of this information
is required by .... (Insert reference to statutory or regulatory requirement).

STUDY TEXT

In our opinion, except for the omission of the information included in the preceding paragraph,
the financial statements give a true and ... (remaining words are the same as illustrated in the
opinion paragraph of the unqualified report above).

(iii) Disagreement on Accounting Policies — inadequate disclosure — adverse opinion

We have audited ... (remaining words are the same as illustrated in the introductory paragraph
of the unqualified report above).

We conducted our audit in accordance with.. (Remaining words are the same as illustrated in
the scope paragraph of the unqualified report above.

In our opinion, because of the effects of the matters discussed in the preceding paragraph(s),
the financial statements do not give a true and fair of (or do not ‘present fairly’) the financial
position of the company as at December 31, 20x1, and of result of its operations and its cash
flows for the year then ended in accordance with (insert relevant IASs or national standards) ..
And do not comply with ...... (Insert relevant statutes or law).
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Effects of disagreements on auditor’s opinion

When the auditor concludes that the effect of the matter giving rise to disagreement is so
fundamental that the financial statements are misleading, the auditor should issue an adverse
opinion.

If the nature of the disagreement is material but not fundamental, the auditor should issue a
qualified opinion indicating that all other aspects of the financial statements are okay except for
the matter giving rise to the disagreement.

Material but not pervasive

The auditor may not include qualifying remarks in his audit report unless the matter is material.
Material but not pervasive means that the reservation the auditor has is material in the context of
a segment of the financial statements but not to the financial statements taken as a whole.

Material and pervasive

A matter becomes material and pervasive when it is material in the context of the financial
statements taken as a whole. A limitation of scope becomes pervasive when it makes the
financial statements misleading for decision making purposes or of little value for decision making
purposes. A disagreement becomes pervasive when it makes the financial statem\e&‘eken asa

whole to be totally misleading.
’ ’ e cO:-

Nature of circumstance Mate‘r)',al.{)u n |ca’ntn 7 Fundamental

Limitation of scope or JQ&aﬁiQo\p;ﬂ‘n@Apt @&inﬁ) Disclaimer of

uncertainty 3O opinion
: L et A > " .
Disa 3\' i @lnlon (except for opinion) Adverse opinion
et oad

Going Concern (ISA 570)

Qualification matrix a\

The going concern concept is a fundamental concept of IAS 1 (disclosure of accounting policies)
which governs the preparation and presentation of financial statements. This concept states that
the transactions and the financial statements have to be recognized and prepared in such a way
that the entity shall continue with operations for the foreseeable future period and shall not cease
to be in existence, stop or curtail is present production either currently or in the near future.

The auditor when reporting on the financial statements is categorically concerned of the going
concern concept because;

+ It affects true and fair view of the financial statements
* It facilitates qualification of audit reports.
+ It confirms compliance of financial statements with the generally accepted accounting
principles and policies.
*  The auditor’s main interest will be that all material matters affecting the financial
statements have been disclosed.
If fundamental accounting principles governing the financial statements have been properly
observed in all material aspects, the financial statements presented show a true and fair view.
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c) Disclaimer of opinion

This is issued when the possible effect of a limitation on scope or uncertainty is so material and
pervasive that the auditor has not been able to obtain sufficient appropriate audit evidence and
as a result he is unable to express an opinion on the financial statements. A disclaimer of opinion
implies that the auditor is unable to form an opinion because sufficient audit evidence could not
be obtained.

d) Adverse opinion

This is expressed when the effects 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. The auditor states that due to
the nature of the disagreement in his opinion the financial statements do not show a true and fair
view.

e) Limitation of scope

If for any reason the auditor is unable to receive all the information and explanation he deems
necessary for the purposes of his audit then there has been a limitation in the scope of his work.
It means that the auditor is unable to conclude objectively.

1. List the different type %Wi s. .‘ 2%7
2. List the basic Wnﬁ f¥e audit r cﬁ O

3. Listéﬂ*@ lead to t qt@ﬂ@( of an audit Report.
P pagd
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QUESTION THREE

The Companies Act (Cap.486) sets out the duties of the auditors for a company in respect of his
report and other matters.

Required:

a. State four situations under which the Act requires auditors to qualify their report.

b. State two circumstances in which the auditors may qualify their report owing to inherent
uncertainty.

c. State four types of circumstances in which the auditors may qualify their report as a
result of disagreement with the directors

QUESTION FOUR

An extract from the draft audit report produced by an audit junior is given below:

Basis of Opinion

‘We conducted our audit in accordance with Auditing Standards. An audit includes examination,
on a test basis, of evidence relevant to the amounts and disclosures in the financi ﬁements.
It also includes an assessment of all the estimates and Judgments ma \1 rs in the
preparation of the financial statements, and of whether the acc p are appropriate to
the company’s circumstances, consistently applied a{ Isclosed.

‘We planned and performed our audit n-as mu r atlon and explanation as
possible given the time availa u |t We co &, inancial statements are free
from material misstat er caus er irregularity or error. The directors

howeve w S|ble for rga o the financial statements and no liability for
errors@uc ccepted b In forming our opinion we also evaluated the overall
adequacy of the presentatidn of Information in the company’s annual report.’

Required:

Identify and explain the errors in the above extract.
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*  Whetherin their opinion and to the best of their knowledge and according to explanations
given to them financial statements give information required by companies act in the
manner so required and give the true and fair view.

* Inthe balance sheet, the stare of affairs at the end of its financial year. In the profit and
loss account, the profit or loss for the year.

QUESTION TWO

(@)

Reliance on work of internal auditors

As requested, the external auditors will seek to rely on the work of internal audit to the
maximum extent possible. This might cover planning, risk assessment, tests of controls and
substantive testing.

In all cases, the external auditor should be aware that the purpose of internal audit’s work
will not be primarily directed towards the financial statements.

In relation to the cyclical audit of internal controls, it may be possible to rely on the work of
internal audit in relation to all of the areas noted, but only if the internal controls audited affect
the financial statements. It may be that internal audit’s work on operations and customer
support is less relevant than its work in other areas.

In relation to the four-year review of internal controls — the extent of reliance Wil depend
on how long ago the last review was conducted. If it was conducte iIT provide
help in relation to the external auditor’s assessment of thé, hﬂd internal control

systems.

In relation to risk management —the releﬁ naI au rk depends on the extent
to which risks in relatlon ral and @ | statements in particular,
have been addresse man Kn ﬁ] will be relevant to the external
audltor s ri \@ait and pIannln 6

In ired g

(i e |nformat|on r @» determine the extent of external audit reliance on internal

audlts cyclical audit will be:

Internal audit's systems documentation (the work on information systems and
finance may include documentation of the company’s accounting and internal control
systems);

Internal audit’s planning documentation which may cover a risk analysis, tests of controls
and substantive procedures;

The results of tests of control and substantive procedures;

Documentation on the four-year review of internal controls, particularly in relation to the
finance and information services functions.

(i) The external auditors should ask to see all documentation relating to the work performed
by internal audit on information services restructuring during the year because the
external auditor’s assessment and testing of systems will be split into two parts, pre-
and post-restructuring.

(iiiy Other documentation requested will include internal audit's operating procedures
manuals and documentation relating to the recruitment, training and development of
internal audit staff, and management responses to internal audit recommendations.
This information is required to enable the external auditor to form an opinion on the
competence and effectiveness of the internal audit function.

Circumstances in which it would not be possible to rely on the work of internal audit

(i) It may not be possible to rely on the work of internal auditors if they:

*  Are not competent (this relates to experience as well as qualifications).
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QUESTION TWO

Report to audit committee

Inventory control and Sales System

Seed division

12 June 2007

The internal audit of the inventory and sales system identified the following weaknesses:

Weakness

Potential effect of

weakness

Recommendation

Recording of orders.

Orders placed on the internet
site are transferred manually to
the inventory and sales system.
Manual transfer of order details
may result in information being
transferred  incompletely or
incorrectly. E.g. order quantities
may be incorrect or the wrong
product code recorded.

Customers will be sent
incorrect goods resulting
in increased customer
complaints.

The computer systems should
be amended so that order
details are transferred directly
between the two systems. This
will remove manual transfer of
details limiting the possibility of
human error.

r\\)\A

Control over orders and packing
lists.

Each order/packing list is given
a random alphabetical code

at an@rx)m the dlspatch

|nv0|cmg process.

While this is usefLu usi ﬁ
type of code m
chec o or

Packing lists can be lost

resulting elther |n C
not bein
ﬁv ustomer
ard '&

charged

ge

‘ lists are
oIIed W|th a numeric

At end of each
ga s in the sequence of
|

ng lists are investigated.

Obtaining payment

The customer’s credit card is
charged after dispatch of goods
to the customer, meaning that
goods are already sent to the
customer before payment is
authorized.

Rhapsody Co will not
be paid for the goods
dispatched where the credit
card company rejects the
payment request. Given
that customers are unlikely
to return seeds, Rhapsody
will automatically incur bad
debts.

Authorization to charge the
customer’s credit card is
obtained prior to dispatch of
goods to ensure Rhapsody
Co is paid for all goods
dispatched.

Completeness of orders.

The computer system correctly
ensures that order details are
available for all charges to
customer credit cards. However,
there is no overall check that all
orders recorded on the inventory
and sales system have actually

been invoiced.

Entire orders may
be overlooked and
consequently sales and
profit understated.

The computer is programmed
to review the order file and
orders where there is no
corresponding invoice for an
order; these should be flagged
for subsequent investigation.




SUGGESTED SOLUTIONS TO EXAM QUESTIONS

All networked systems are also subject to the risk of error because of the possibility of the
loss or corruption of data in transit. They are also subject to the risk of fraud where the
transmission of data is not securely encrypted.

All entities that employ staff who handle company assets (such as receipts from customers)
are subject to the risk that staff may make mistakes (error) or that they may misappropriate
those assets (fraud) and then seek to hide the error or fraud by falsifying the records.
Stone Holidays is subject to problems arising from the risk of fraud perpetrated by customers
using stolen credit or debit cards or even cash. Whilst credit card companies may be liable
for such frauds, attempts to use stolen cards can cause considerable inconvenience.
There is a risk of fraud perpetrated by senior management who might seek to lower the
amount of money payable to the central fund (and the company’s tax liability) by falsifying
the company’s sales figures, particularly if a large proportion of holidays are paid for in
cash.

There is a risk that staff may seek to maximize the commission they are paid by entering
false transactions into the computer system that are then reversed after the commission has
been paid.

QUESTION TWO

External auditors: fraud and error in an audit of financial statements Q

External auditors are required by ISA 240 to consider the risk r@m tatements
in the financial statements due to fraud. Their audit proc ? h\en be based on a risk
assessment. Regardless of the risk asses @;GS e re ired to be alert to the
possibility of fraud throughout the au an ttl f rofessmnal skepticism,
notwithstanding the auditor: ience g integrity of management
and those charg We nce. Me % agement team should discuss the
susc ivig)\,w ity’s finangi 0 material misstatements due to fraud.
Audi htdld make e?i nagement regarding management’s assessment of
fraud risk, its process for 8ealing with risk, and its communications with those charged with
governance and employees. They should enquire of those charged with governance about
the oversight process.

Auditors should also enquire of management and those charged with governance about any
suspected or actual instance of fraud.

Auditors should consider fraud risk factors, unusual or unexpected relationships, and assess
the risk of misstatements due to fraud, identifying any significant risks. Auditors should
evaluate the design of relevant internal controls, and determine whether they have been
implemented.

Auditors should determine an overall response to the assessed risk of material misstatements
due to fraud and develop appropriate audit procedures, including testing certain journal
entries, reviewing estimates for bias, and obtaining an understanding of the business
rationale of significant transactions outside the normal course of business. Appropriate
management representations should be obtained.

Auditors are only concerned with risks that might cause material error in the financial
statements. External auditors might therefore pay less attention than internal auditors to
small frauds (and errors), although they must always consider whether evidence of single
instances of fraud (or error) are indicative of more systematic problems.

It is accepted that because of the hidden nature of fraud, an audit properly conducted in
accordance with ISAs might not detect a material misstatement in the financial statements
arising from fraud. In practice, routine errors are much easier to detect than frauds

STUDY TEXT
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Where auditors encounter suspicions or actual instances of fraud (or error), they must
consider the effect on the financial statements, which will usually involve further investigations.
They should also consider the need to report to management and those charged with
governance.

Where serious frauds (or errors) are encountered, auditors need also to consider the effect
on the going concern status of the entity, and the possible need to report externally to third
parties, either in the public interest, for national security reasons, or for regulatory reasons.
Many entities in the financial services sector are subject to this type of regulatory reporting
and many countries have legislation relating to the reporting of money laundering activities,
for example.

QUESTION THREE

Materiality. A matter is material if its inclusion or omission will affect the decision reached
by the user of the account and if they affect the view of the account. Whether an item is
material may depend on the degree of approximation of item of which it is a part. There may
be critical points ‘when materiality can be important, for example in turning a small profit into
a small loss or just making a company’s assets exceed its liabilities or reversing a trend.

Duty of confidentiality. The guide to professional ethics states that informatio quired in
the course of professional work should not be disclosed except consen vr\{acquired
from client or where there is public duty to disclose or wheregt rofessional
duty or right to disclose. A member acquiring mformat e\ﬁmrse of professional work
should neither use nor appear to use that igf t Is personal advantage or for the

advantage of a third party. “ %'7

Professional indemnity mﬁﬁ mre is tenﬁ‘y 1% the auditor knowing that he
will hot have nsurer 3 seeks to pay some premiums to an
in ma in case m. d against him the insurer can pay. The effect of
thig-s he insurer i asonable skill and care on the part of the insured.
Peer review may be described as an independent review of a firm’s accounting and auditing
practices. It is intended that the review be done by practitioners upon fellow practitioners
hence the term “peer review”. The work of the review is limited to:-

+  Professional aspects of the practice.

*  Overall total quality control policies.

Quality control;. Audits should be extremely well done and yet be completed expeditiously
and economically. The auditor should ensure that audits are carried out.

In accordance with international accounting standards.

In conformity with statutory and contractual requirements.

In accordance with ethical standards.

In agreement with any professional standards set out by the firm and by other professional

bodies.
Economically and to time schedules with minimum risk.
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to differentiate between elements of a population which may be subject to differing internal
controls.

Disadvantages

There is always a risk that the auditor’s sample is not representative of the population as a
whole (known as ‘sampling risk’). Auditors calculate and accept this risk, and perform other
procedures to compensate for it, but it always remains a risk.

Sampling relies on the use of judgment in relation to materiality, exceptions, and in drawing
conclusions, for example. Judgment can be abused, or simply fail, particularly where staff
are inexperienced.

Tests of controls

Advantages

Tests of controls enable the auditor to establish whether a control system in operation is
effective. If properly designed controls are operating as prescribed, auditors can reduce the
level of substantive testing required at the period-end.

Tests of controls mean that auditors do not have to concentrate all of their efforts on substantive
procedures at the period-end which would in many cases be impractical, inefficient and not
cost-effective.

Disadvantages

Tests of controls are often performed on a sample basis (disadvantages noted above).
Tests of controls are often performed on routine transactions for which there ar. h quality
automated controls. The very high risk areas in financial statement &Mmde this
area and relate to non-routine transactions and more mtan\lee&mnental or general

controls which are not easy to test. es
Detailed testing of transactions and baIa\c&O‘

Advantages m

Detailed testing enable @o s to fo

reporting am d and often in tg
(?; r?&en

In led

testing of t saog and balances, auditors are directly examining the figures
and assertions that appear in the financial statements.
Disadvantages
Detailed testing of transactions and balances is often performed on a sample basis
(disadvantages noted above).
The level of testing of transactions and balances is determined by the level of comfort
obtained by the auditor from tests of controls. If too much comfort has been obtained from
tests of controls, it is likely that any error will be compounded by an inadequate level of
testing of transactions and balances.
Computer assisted audit techniques (CAATS)
Advantages
CAATs reduce the level of human error in testing and enable a very high level of audit
evidence to be derived.
The use of CAATs frees up expensive human resources that would otherwise be engaged
in routine, mechanical work to concentrate on judgmental areas.
CAATs enable the auditors to test a large volume of data, or the operation of the controls
in a system, accurately and quickly. They are therefore very-cost efficient when operated
properly.
Disadvantages
CAATs are expensive to set up and require the co-operation of the client. It is usually
necessary for a continuing audit relationship to be present before it is worth committing the
audit resources.

&to?ﬂether the figures on which he is
d party, written confirmation which is a good



(b)

SUGGESTED SOLUTIONS TO EXAM QUESTIONS

Major changes in client systems often require major changes in CAATs which is expensive.
If the audit fee is based on the assumption that the prior year's CAATs can be used, and
a change is made without warning, the client may have unrealistic expectations about the
level of service that can be provided for the fee.

Relationship between the methods of evidence gathering

Analytical procedures are often first used during the planning stage of the audit. Materiality
levels and levels of tolerable error are often derived (at least in part) from analytical
procedures. These are in turn used in audit sampling procedures.

Analytical procedures help the auditor determine the audit approach (the levels and areas
for tests of controls and detailed testing).

The results of tests of controls determine the level of detailed testing of transactions and
balances. Analytical procedures provide indirect evidence as to the effective operation of
internal controls (if controls are working, analytical procedures may help prove that the
population as a whole is fairly stated).

Detailed tests of transactions and balances are often performed towards the end of the audit
in conjunction with analytical procedures — analytical procedures compensate to an extent
for the weaknesses in sampling procedures both for tests of controls and detailed testing of
transactions and balances (and vice versa).

Sampling is used for both tests of controls and detailed testing of transactions and balances.
Where CAATSs are used, sampling may not be necessary because CAATs can oft used
to test the whole population, either for tests of controls, or for detailed t&@of\; tions

and balances. \
So

QUESTION FIVE NO‘G 2%’(

a)

Management reprew e a for ]ev e. They are contained in a letter,
writte 1% y's direct he auditor, just prior to the completion of
audi@x before th @@ S|gned

Representations are requ¥red for two reasons:

Firstly, so the directors can acknowledge their collective responsibility for the preparation of
the financial statements and to confirm that they have approved those statements.
Secondly, to confirm any matters, which are material to the financial statements where
representations are crucial to obtaining sufficient and appropriate audit evidence.

In the latter situation, other forms of audit evidence are normally unavailable because
knowledge of the facts is confined to management and the matter is one of judgment or
opinion.

Obtaining representations does not mean that other evidence does not have to be obtained.
Audit evidence will still be collected and the representation will support that evidence. Any
contradiction between sources of evidence should, as always, be investigated.

Lack of representation letter

The auditor may take the following actions:

Discuss the situation with the directors to try and resolve the issue that the directors have
raised. The auditor will need to explain the need for the representation letter again (and note
that the signing of the letter was mentioned in the engagement letter).

Ascertain exact reasons why the directors will not sign the letter. Consider whether
amendments can be made to the letter to incorporate the directors’ concerns that will still
provide the auditor with appropriate and sufficient audit evidence.

STUDY TEXT
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Factor to consider before relying on work of an expert

* The skills and competence of the expert. This is done by considering the expert’s
professional qualifications, membership to appropriate professional bodies, experience
and reputation in the field the auditor is seeking evidence.

*  Objectivity and independence of the expert. The risk of impairment increases when the
expert is employed by the client or where he is related financially with the client.

*  The sources of data used by the expert in arriving at his opinion. If the sources can be
regarded as reliable, the auditor can reasonably use the work of the expert as audit
evidence.

*  The assumptions and methods used by the expert. These should be reasonable and
appropriate to the circumstances.

QUESTION TWO

(@)

(b)

Sampling risk is 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 audit
procedure.

The auditor may conclude from the results of testing that either material misstatements
exist, when they do not, or that material misstatements do not exist when in fa y do.
Sampling risk is controlled by the audit firm ensuring that it is using a valld %electlng
items from a population and/or increasing the sample size.

Non-sampling risk arises from any facforyt @sgau or to reach an incorrect

conclusion that is not related to th mple a
Examples of non- samplln mhe us of| or%l rocedures, misinterpretation

of evidence or pIy mis
N W controlle )g pproprlate training for staff so they know which
@t chriques to us? ognize an error when one occurs.

The audit manager suggests checking all invoices, effectively ignoring any statistical
sampling; in other words this is not statistical sampling. Audit tests will be applied to all of
the sales invoices. This approach may be appropriate for the audit of Tam because:

*  The population is relatively small and it is likely to be quicker to test all the items than
spend time constructing a sample.

+ All the transactions are not large but could be considered material in their own right,
e.g. compared to project. As all the transactions are material, then they all need to be
tested.

The audit senior suggests using statistical sampling. This will mean selecting a limited

number of sales invoices from the population using probability theory ensuring a random

selection of the sample and then applying audit tests to those invoices only. This approach
may be appropriate because:

*  The population consists of similar items (i.e. it is homogeneous) and there are no
indications of the control system failing or changing during the year. There is the query
about how long it will take to determine and produce a sample, which may make
statistical sampling inappropriate in this situation.
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* Reviewing the list of employees paid each week/month and printing a list of employees,
who have not be been paid, for further investigation.

+ Detecting unreasonable items: Reviewing the list of net wages for large or negative
payments.

+ Detecting violation of system rules: For example, where other people besides the
accountant have been overriding overtime payments or employees amending their own
gross wages.

+  Conducting new analysis as part of the analytical review of wages. For example,
calculating total wages for the year from the number of employees and average wages
paid.

*  Completeness checks — ensuring there is an electronic record of all employees who
‘clocked in’ for a day’s work and ‘clocked out’ again.

(c) Audit test data consists of data submitted by the auditor for processing on the client’s
computer-based accounting systems.

The data can be processed during a normal processing run (a ‘live’ testing situation) or in a

special run outside of the normal processing cycle (a ‘dead’ testing situation).

In Walsh, the auditor can create a ‘dummy employee’ record on the wages master file, and

then use a magnetic card to mimic that employee working a certain number of hours in the

company over the course of, for example, one week.

Knowing how many hours has been input into the wages system; the auditor Kalculate

the expected net pay and then compare this to the actual net pay produed &i—u omputer

system. \99

If the amounts agree then this provides appr{ég@. dence of the accuracy of

recording and processing of the wages m
The problems of usmg th| au ude: 29
"wl damaged by the testing being

« The p033|b|I|ty comp
undert au |tor For e W efrors being caused by entering data that

twa
. PT e need to reve ve any transactlons input by the auditor. The transactions
may be incorrectly or incompletely removed leaving dummy data in the client’s live
computer system.
* Use of test data can be expensive — the auditor needs to ensure that the benefit gained
from the test outweighs the expense. In this situation, it will take a long time to input
employee details and there may be more efficient audit tests available.
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SUGGESTED SOLUTIONS TO EXAM QUESTIONS

|
CHAPTER 10: AUDIT TESTS
|

QUESTION ONE

a) Shortcomings
*  There is no check that expenses claimed by salesmen claimed by salespersons were
actually expended. Invoices just need to be presented for payment to be made without
a third party confirmation. This is appropriate because invoices can be falsified.
*  There is no check that the expenses were properly incurred by salespersons in carrying
out their duties.
*  The deputy chief accountant could easily perpetrate fraud alone or with collusion with
the salespersons as no one verifies her work.
Improvements

made. The logs and expense claims should be submitted to sales manage hould
check and sign the log before passing it to the deputy chief a

. At intervals, a member of the accounts staff sho Wat calmed mileage is
consistent with mileage shown on the car

*  The directors should verify that ¢ }Sﬁlgned d n t|on is attached to and

is consistent with the ch ted to the hen cancel the presented

*  Each salesperson should complete a weekly log showing, mileage covered snd calls

STUDY TEXT

proc ing pr ut the period under review. Tests of control

that could be performed

*  Selectasample of the payments and obtain the related documentation. Verify that each
claim is fully supported by vouchers and the additions are correct.

+  Examinethe cheques madetothe salespersons and verify that they are made out properly
and are properly signed. This may form part of the audit of the bank transactions.

documents te w ond pre
b). Tests of E&% oSe tests g rowde audit evidence that internal control
ﬁo e througho

+ Inform management verbally immediately and in writing in the management letter.

»  Consider whether the discovery casts doubt on the effectiveness of the system hence
whether further audit tests may be required.

*  Consider whether the discovery casts doubt on the company records in general and
hence whether further audit procedures may be necessary in selected areas.

QUESTION TWO

a)
1. Safety of unclaimed wages.
*  Misappropriation of unclaimed wages.
«  The money being used to write off debtors accounts.
» Use of the cash as petty cash and buying office items not authorized.
*  Double payments to already paid workers through collusion with clerk.



AUDITING AND ASSURANCE

* Inventories may be high risk if they are valuable, and/or easily portable. The valuation of
inventories is a matter requiring the exercise of judgment, which means that inventories
are sometimes used to manipulate the appearance of both the income statement and
the balance sheet.

. In the income statement, there is a direct relationship between the inventory figure and
the profit for the period. If closing inventories are overstated, profits will be overstated.

*  Many key accounting and performance ratios are calculated using the inventory figure.
These include inventory turnover, inventory days, the current ratio and working capital
ratios. Many companies use these ratios for internal purposes and many third parties,
such as investment analysts, also use these figures to assess performance.

*  Poor inventory control will be reflected in inventory figures at the period-end. For many
companies, excess inventory is a sign of serious problems.

+ Some significant cases of litigation against auditors have involved the alleged
overstatement of inventories in financial statements of companies where the auditors
have issued an unqualified audit report before the company has been taken over.

* There is sometimes relatively little audit evidence for the inventory figure, particularly
for small companies and it is therefore important for auditors to scrutinize the evidence
available carefully and consider the scope for misstatement or deliberate manipulation
of the inventory figure.

(b) Cost and net realizable value \g
. IAS 2 requires that cost comprises all costs of purchase, costs e\)) nd other

; costs incurred in bringing the inventories to their pre condltlon
m *  Costs of purchase include the purchase pri S&e and other taxes, transport,
= handling and other costs d|rectly cﬁlﬁ isition of finished goods,
> materials and service T@C rebate nﬁz1 af items are deducted.
a +  Costs of conver, | Vi sts d|r ct Xato its of production such as direct
) labour, Ty include a sy Ilocatlon of fixed and variable production
- W@ s'that ar. m rtlng materials to finished goods.
n * \ Fixedproduction reindirect costs of production thatremainrelatively constant

regardless of the volume of production such as depreciation, the maintenance of factory
buildings and equipment and the cost of factory management and administration. The
allocation of fixed overheads is based on a normal level of production.

*  Variable production overheads vary directly, or nearly directly, with the volume of
production and include indirect materials and labour. The allocation of variable overheads
is based on actual levels of production.

»  Other costs might include the costs of designing products for specific customers and
borrowing costs, which may be included in certain circumstances.

* Costs not included are storage costs, unless these are necessary to the production
process prior to completion, general administrative overheads and selling costs.

* Net realizable value is the estimated selling price in the ordinary course of business,
less the estimated costs of completion and the estimated costs necessary to make the
sale, such as advertising costs.

(c) Audit evidence

*  The costs of purchase for a furniture manufacturing company will include purchase
costs such as the cost of timber, metals, fabrics, fillings and adhesives.

*  These costs can be checked on a sample basis from the inventory records through to
the daybooks, ledgers and purchase invoices, ensuring that the correct amounts have
been recorded in the correct period.



STUDY TEXT

AUDITING AND ASSURANCE

Control policies and procedures Control activities are the policies and procedures that help
ensure management directives are carried out. Those pertinent to an audit include performance
reviews, information processing, physical controls and segregation of duties.

Control risk The risk that material error in a balance or transaction class will not be prevented
or detected on a timely basis by internal controls.

Corroborate (corroborating) (corroboration) (corroborative) To strengthen with other evidence,
to make more certain.

Cumulative effect of changing to a new accounting principle is the effect on retained earnings
at the beginning of the current period. It is included in net income after extraordinary items. Only
the direct effect (net of income tax effect) is considered.

Cutoff Designating a point of termination. An auditor uses tests of cutoff to obtain evidence that
transactions for each year are included in the financial statements of the appropriate year.

Detection risk The risk audit procedures will lead to a conclusion that material error does not
exist when in fact such error does exist.

Detective control A control designed to discover an unintended event or result.

Disclosure Revealing information. Financial statement footnotes are one way of providing
necessary disclosures.

Discovery sampling Acceptance sampling (sampling to determine r.\érnal control

compliance is greater than or less than the tolerable deV|a V e expected attribute

occurrence rate is zero

Document (documentary) (docum m n or % r that bears information
ecording, computer readable

that can be used to furnish d* idence. C&Id@

information, or \C’q 2

Edit ablen ﬁgﬁlm and completeness tests that are programmed
routine eS|gned to che P and processing results for completeness, accuracy and
reasonableness.

Effective internal control Reasonable assurance that the entity’s operational objectives are
achieved, that published financial statements are reliably prepared, and applicable laws and
regulations are complied with.

Effectiveness Producing a desired outcome. An audit procedure is effective if the evidence
supports a correct conclusion.

Efficiency The ratio of the audit evidence produced to audit resources used.

Engagement letter A letter that represents the understanding about the engagement between
the client and the CPA. The letter identifies the financial statements and describes the nature of
procedures to be performed. It includes an explanation of the objectives of the procedures, an
explanation that the financial information is the responsibility of the company's management, and
a description of the form of report.

Error Unintentional misstatements or omissions in financial statements. Errors may involve
mistakes in gathering or processing accounting data, incorrect estimates from oversight or
misinterpretation of facts, and mistakes in application of principles relating to amount, classification,
presentation or disclosure.

Estimation sampling is sampling to estimate the actual value of a population characteristic
within a range of tolerable misstatement.



