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CHAPTER 4

Audit Objectives, Procedures, and Working Papers

LEARNING OBJECTIVES
	
	Review Checkpoints
	Exercises and Problems
	Cases

	1.
List and describe the activities auditors undertake before beginning an audit.
	1, 2, 3, 4, 5
	36, 37
	21, 22, 48, 49

	2.
Identify the procedures and sources of information auditors can use to obtain knowledge of a client's business and industry.
	2, 6, 7
	38
	22, 49

	3.
Name the principal accounts in each cycle in accounting and business processes.
	8
	
	23

	4.
Describe and define the five principal management assertions in financial statements, and explain their role for establishing audit objectives.
	9, 10
	39, 40
	

	5.
Explain audit evidence in terms of its competence and relative strength of persuasiveness.
	11, 12
	41, 42, 43
	

	6.
List and describe seven general types of audit procedures for gathering evidence.
	13, 14, 15, 16
	44, 45, 46
	50

	7.
Discuss the effectiveness of various audit procedures.
	16, 17, 18
	
	51

	8.
Review an audit working paper for proper form and content.
	19, 20
	
	



POWERPOINT SLIDES
PowerPoint slides are included on the website. Please take special note of:

* Reference List

* Audit Planning

* Assertions

* General Audit Procedures

* Objective of Working Papers

THREE PHASES OF AN AUDIT: Location of Topics in Remaining Chapters of Textbook

This table shows the chapters where various planning, performance, and completion field work topics appear. For example, "knowledge of the business" is introduced in Chapter 4, its importance is seen in Chapter 6 (Control Risk Assessment) and Chapter 8 (Computer Audit), and it is highly relevant in the applications casettes in Chapters 9, 10, 11, and 12.


Audit Field Work


(1)
(2)
(3)
Sample,Test
Computer
Applications
(4)

Chapter
4
5
6
7

20
8
19
9
10
11
12
13

PHASE I--PLAN THE AUDIT:

Accept/retain audit clients
X

Pred/successor auditors
X

Engagement letter
X

Assign the audit team
X

Use of specialists
X

Obtain knowledge of business
X

X



X

X
X
X
X

First-time audits
X

Obtain financial statements
X

Assertions,objectives
X







X
X
X
X

Characteristics of evidence
X

General audit procedures
X

X

Specific audit procedures








X
X
X
X

Working papers
X

Identify potential errors








X
X
X
X

(prelim analytical procedures)
X

Determine planning materiality

X

X

X

Assess various audit risks

X
X
X

X
X
X
X
X
X
X

Evaluate internal control


X


X
X
X
X
X
X
X

Prepare audit program
X
X
X



X
X
X
X
X
X

PHASE II--PERFORM AUDIT PROCEDURES:

Tests of controls


X
X

X
X
X
X
X
X
X

Substantive tests of balances



X

X
X
X
X
X
X
X

PHASE III--COMPLETE THE AUDIT

AND PREPARE THE REPORT:

Evaluate audit evidence



X

X


X
X
X
X
X

Test for subsequent events












X

Obtain attorney and management

  representations












X

Review financial statements












X

Adjust the accounts












X

Prepare the audit report












X

(1) Chapter 4: Audit Objectives. Procedures, and Working Papers; (2) Chapter 5: Audit Planning With Analytical Procedures, Risk, and Materiality; (3) Chapter 6: Control Risk Assessment; Chapter 7: Audit Sampling and Program Planning; Chapter 20: Test of Controls with Attribute Sampling; Substantive Sampling; Chapter 8,19: Audit Planning in a Computer Environment Auditing in a Computer Environment; Chapters 9,10,11,12: Audit Applications in Accounting Cycles; (4) Chapter 13: Completing the Audit (also Chapter 3: Reports on Audited Financial Statements)

SOLUTIONS FOR REVIEW CHECKPOINTS
4.1
A PA can use the following sources of information to help decide whether to accept a new audit client.

Financial information prepared by the prospective client:

Annual reports to shareholders

Interim financial statements

Securities registration statements

Reports to regulatory agencies

Inquiries directed to the prospect's business associates:

Banker

Legal counsel

Underwriter

Other persons, e.g., customers, suppliers

Predecessor auditor, if any, communication, re:

Integrity of management, Disagreements with management

Analysis:

Special or unusual risk related to the prospect

Need for special skills (e.g., computer or industry expertise)

Internal search for relationships that would compromise independence

4.2
Client consent is required because the Rule of Professional Conduct prohibits the predecessor auditor from revealing confidential information to the successor without the consent. Confidentiality remains even when the auditor-client relationship ends.

4.3
Engagement letter benefits:

*
Helps establish an understanding between client and auditor of the terms of the engagement and the nature of the work.

*
Helps avoid quarrels and misunderstandings between client and auditor. Helps avoid disputes over the audit fee.

*
Helps avoid legal liability assertions based on failure to do work that the PA may not have contemplated or agreed to do.

4.4
Persons and skills normally assigned to a "full service" audit team:

Audit personnel:

Engagement partner

Second audit partner

Audit manager

Senior accountant(s)

Statistical auditing specialist, if needed

Computer auditing specialist, if needed

Industry specialist, if needed

Tax partner

HAS partner

4.5
Interim audit work refers to procedures performed several weeks or months before the balance sheet date. Year-end audit work refers to procedures performed shortly before and after the balance sheet date. Audit firms typically spread the workload out during the year by scheduling interim audit work so they will have enough time and people available when several audits have year-ends on the same date (December 31 is common).

4.6
Auditors must understand the:

Broad economic environment in which the client operates

Effects of national economic policies

Geographic location and its economy

Developments in taxation and regulatory areas

Industry characteristics that are important

Significant computer applications in the company's accounting system

4.7
Methods and sources of information for understanding a client's business and industry:

Inquiry, Including Prior Working Papers--prior audit working papers, personnel who worked on the audit in prior years are available to convey their 

understanding of the business, inquiry and interviews with the company's management, directors, and audit committee.

Observation--take a tour of the company's physical facilities, keeping eyes open for activities and things that should be reflected in the accounting records. The tour is the time to see company personnel in their normal workplaces.

Study. Numerous sources--CICA and AICPA industry accounting and auditing guides, specialized trade magazines and journals, registration statements and 10-K reports filed with the SEC, general business magazines and newspapers (Financial Post, Report on Business, Business Week, Forbes, Fortune, Harvard Business Review, Barron's, and the Wall street Journal).

4.8
Four "cycles" and accounts in them:

Revenue and collection cycle

|
Acquisition and expenditure cycle

|
|
Production and conversion cycle

|
|
|
Financing and investment cycle

|
|
|
|

|
|
|
|

--
--
--
--

X
X
X
X
Cash

X



Accounts receivable

X



Allowance for doubtful accounts

X



Sales

X



Sales returns

X



Bad debt expense

X
X

Inventory

X


Fixed assets

X


Accum depreciation

X


Accounts payable

X


Accrued expenses

X


General expense

X

Cost of goods sold

X

Depreciation expense

X
Bank loans

X
Long term notes

X
Accrued interest

X
Capital stock

X
Retained earnings

X
Dividends declared

X
Interest expense

X
Income tax expense

4.9
Five major assertions in financial statements:

1.
Existence assertion:

The practical objective is to establish with evidence that assets, liabilities and equities actually exist and that sales and expense transactions actually occurred. Cut-off can be considered an aspect of the existence assertion  (Existence in a specified time period).  The CICA Handbook section 5300.17 uses the term occurrence when existence is applied to transactions.

2.
Completeness assertion:

The practical objective is to establish with evidence that all transactions of the period are in the financial statements and all transactions that properly belong in the preceding or following accounting periods are excluded. Another term for these aspects of completeness is cut-off.

Completeness also refers to proper inclusion in financial statements of all assets, liabilities, revenue, expense and related disclosures.

3.
Rights and Obligations assertion:

The practical objectives related to rights and obligations are to establish with evidence that assets are owned (or rights such as capitalized leases are shown) and liabilities are owed.

4.
Valuation or Allocation assertion:

The practical objective is to establish with evidence that proper values have been assigned to things (assets, liabilities, equities and related disclosures) and events (revenues, expenses and related disclosures). Cost Accounting refers to the practical objective of obtaining evidence about "valuations" achieved by cost allocations such as depreciation and inventory costing methods.  Measurement is the term used by the CICA Handbook (Section 5300.4) when valuation is applied to transactions reported in the proper amount and proper period.

5.
Presentation and Disclosure assertion:

The practical objective is to establish with evidence that accounting principles used by management are appropriate in the circumstances and are applied properly, and that disclosures contain all information required by generally accepted accounting principles.

6.
Compliance assertion (not in the CICA Handbook):

The practical objective is to establish with evidence that the entity has complied with applicable public laws and regulations and with the terms of private contracts and agreements. The compliance assertions are particularly important when auditing governmental agencies (most AFC audits as well as ones done by PAs). Internal audits extend the concept to compliance with managerial policies.

4.10
Auditors should think about a "compliance assertion" even though it is not explicitly listed in the auditing standards because auditors have responsibilities regarding these compliance-type events: (1) company employees observing the company's internal control policies and procedures (see Chapter 6), (2) irregularities and illegal acts (see Chapter 18), and (3) compliance with laws and regulations in government-standard audits (see Chapter 17).

4.11
External documentary evidence is evidential matter obtained from the other party to an arm's-length transaction or from outside independent agencies. External evidence reaches the auditor directly and does not pass through the hands of the client.

External-internal documentary evidence is documentary material that originates outside the bounds of the client's data processing system but which has been received and processed by the client.

Internal documentary evidence consists of documentary material that is produced, circulates, and is finally stored within the client's information system. Such evidence is not touched by outside parties at all or is several steps removed from third-party attention.

4.12
The problem with evidence obtained from related parties is that the source is potentially biased, and the information may be self-serving and misleading.

4.13
"Vouching" means the examination of documents. Generally, an item of financial information is selected from an account, and the auditor them goes backward through the bookkeeping-filing system to find the source documentation which 


supports the item selected.

"Tracing" essentially is the opposite direction compared to "vouching." In the process of tracing, the auditor selects sample items of basic source documents and proceeds forward through the bookkeeping process to find the final recording of the accounting transactions.

"Scanning" refers to the auditor's scrutinizing documentation for unusual items and events.

4.14
Auditors can help the effectiveness of confirmation requests by:

a.
Having the confirmation letters printed on the client's letterhead and signed by a client officer.

b.
Being careful to be assured of reliable addresses for recipients; that is, being assured that the confirmations are not misdirected (for example, to a client's accomplices in fraud).

c.
Asking confirmation of information that recipient can supply, like the amount of a balance or the amounts of specified invoices or notes (not the balances of homeowners' mortgages or financial amounts, like certificates of deposit with accrued interest, for which people usually do not keep their own accounting records).

d.
Controlling the mailing and return of confirmations so the client cannot tamper with them.

e.
Receiving the reply directly, so the client cannot intercept and alter them.

4.15
Five types of general analytical review procedures:

1.
Compare financial information with prior period(s).

2.
Compare financial information with budgets or forecasts.

3.
Study predictable financial information patterns based on the entity's experience.

4.
Compare financial information to industry statistics.

5.
Study financial information relationships to nonfinancial information.

4.16
Yes, the Hylas and Ashton research brief in the chapter showed that auditors have credited discovery of errors and irregularities to analytical review procedures in 27.1% of the cases in a set of audits, and another 18.5% discovery rate was attributed to "prior expectations" and "discussions."

4.17
Judging from the Wright-Ashton data from KPMG Peat Marwick audits: the overstatements/understatements look mixed in the current assets; understatements are in the majority in the noncurrent assets; understatements appear to be in the majority in the liabilities, and; understatements appear to be in the majority in the expense accounts.

4.18
Initial Event/Audit Procedures in Order of Apparent Effectiveness for Detecting Financial Statement Misstatements

1.
Tests of details: examination of transaction amounts and descriptions, account balance details, workups to support account balances, data on various reconciliations.

2.
Expectations from the prior year.

3.
Analytical procedures: comparison of current unaudited balances with balances of prior years, predictions of current balances based on exogenous data, analyses of interrelationships.

4.
Client inquiry.

5.
Test of detail: checks for mathematical accuracy.

6.
General audit procedures

7.
Accounts receivable confirmation

8.
Inventory observation

4.19
a.
In the permanent audit file:

1.
Copies or excerpts of the corporate or association charter, bylaws, or partnership agreement.

2.
Copies or excerpts of continuing contracts such as leases, bond indentures, and royalty agreements.

3.
A history of the company, its products, markets and background.

4.
Copies or excerpts of stockholders, directors, and committee minutes on matters of lasting interest.

5.
Continuing schedules of accounts whose balances are carried forward for several years, such as owners' equity, retained earnings, partnership capital and the like.

6.
Copies of prior years' financial statements and audit reports.

b.
In the front of the current working paper file.

1.
Engagement letter.

2.
Staff assignments.

3.
Client organization chart.

4.
Memoranda of conferences with management.

5.
Memoranda of conferences with the director's audit committee

6.
Preliminary analytical review notes.

7.
Initial risk assessment notes.

8.
Initial materiality assessment notes.

9.
Engagement planning memorandum

10.
Audit engagement time budget.

11.
Internal control questionnaire and control analyses.

12.
Management controls questionnaire.

13.
Computer control questionnaire.

14.
Internal control system flow charts.

15.
Audit program.

16.
A working trial balance of general ledger accounts.

17.
Working paper record of preliminary adjusting and reclassifying entries.

18.
Memoranda of review notes and unfinished procedures (all cleared by the end of the field work.)

4.20
The most important facet of the current audit evidence papers is the requirement that they show the audit decision problems and their conclusions. These papers must record the proposition to be audited, the evidence gathered, and the final decision. The working papers should demonstrate satisfaction of the field work standards and provide support for the audit report.

SOLUTIONS FOR KINGSTON COMPANY CASE
4.21
Kingston Company Engagement Letter

Mr. Larry Lancaster, Chairman
August 31, 2002

Kingston Company

Kingston, Ontario

Dear Mr. Lancaster:

This will confirm our understanding of the arrangements for auditing the Kingston Company financial statements for 2002.

Our work will consist of an audit of the balance sheet at December 31, 2002, and the related statements of income, retained earnings, and cash flows for the year ending that date. Our audit will be made in accordance with generally accepted auditing standards and will include such tests of the accounting records and such other auditing procedures as we consider necessary.

Our audit will be based on samples of recorded transactions. We will plan the audit to search for material errors and irregularities that may affect your financial statements. However, our work is subject to the unavoidable risk that errors, irregularities, and illegal acts, including fraud and theft, if they exist, will not be detected. We expect to obtain reasonable but not absolute assurance that major misstatements do not exist in the financial statements. Our findings regarding your system of internal control, including information about reportable control conditions and material weaknesses, will be reported to the audit committee of your board of directors in a separate letter at the close of the audit.

At your request, we will perform the following other services: (1) timely preparation of all required state franchise and federal tax returns, (2) a special report on the company's current value information on the real estate subsidiary's assets, (3) a review of interim financial information that will appear in the financial statement footnotes, and (4) a review of Form 10-K and related schedules that will be filed with the SEC.

We will provide your staff with a package of blank schedules needed during the audit. The delivery dates have been discussed and mutually agreed upon. We understand that your staff will prepare all the schedules in the package, all the financial statements and notes thereto, and the Form 10-K for our review. The scope of our services does not include preparation of any of these financial statements.

Mr. Dalton Wardlaw will be the partner in charge of all work performed for you. He will inform you immediately if we encounter any circumstances which could significantly affect our fee estimate of $75,000. He is aware of the due date for the audit report. You should feel free to call on him at any time.

If the specifications above are in accordance with your understanding of the terms of our engagement, please sign below and return the duplicate copy to us. We look forward again to serving you as independent public accountants.

Sincerely yours,

/s/
Arnold Anderson, PA

Accepted by__________ Date____________________

4.22
Understanding Kingston Company's Business and Audit Staffing: Additional Considerations.

a.
Special expertise in Kingston's business and products is probably not necessary. The products are ordinary lumber and hardware. There's nothing exotic or hi-tech. The company gave no indication of dealing in complicated transactions such as lumber futures hedging. Auditors with general retail and wholesale experience ought to be able to cope with the expertise demands.

b.
The audit team will need some special expertise in several areas: (1) the tax personnel probably know how to prepare the state franchise tax return, and that expertise might not be very special, (2) auditors with OSC knowledge and experience will need to participate, and (3) the team will need people who know how to evaluate the process of real estate valuation, perhaps including the task of investigating the credentials of outside appraisers used by Kingston's subsidiary company. The firm has already provided for computer expertise on the engagement.

4.23
Kingston Company Prior Year Financial Statements

KINGSTON COMPANY

STATEMENT OF FINANCIAL POSITION

DECEMBER 31, 2001

Cash
$  600,000
Accounts payable
$  450,000

Accounts receivable
460,000
Accrued expenses
50,000

Inventory
 1,500,000
Accrued interest
    60,000
Current Assets
$2,560,000
Current Liabilities
$  560,000

Fixes assets (net)
$3,000,000
Long-term debt
$  600,000

Accum depreciation
(1,500,000)



Capital stock
$2,000,000

Fixed assets (net)
$1,500,000
Retained earnings
   900,000


Total Liabilities

Total Assets
$4,060,000
and Stockholder Equity
$4,060,000

KINGSTON COMPANY

RESULTS OF OPERATIONS

FOR THE YEAR ENDED DECEMBER 31, 2001

Sales (net)
$9,000,000

Cost of goods sold
 6,296,000
Gross Profit
$2,704,000
General expenses
$2,044,000

Depreciation expense
300,000

Interest expense
    60,000
Operating Income

Before Taxes
$  300,000

Income Tax Expense
   120,000
Net Income
$  180,000
KINGSTON COMPANY

STATEMENT OF CASH FLOWS

FOR THE YEAR ENDED DECEMBER 31, 2001

Operations:

Net Income
$  180,000

Depreciation
300,000

Increase in Accounts Receivable
(141,500)

Decrease in Inventory
50,000

Decrease in Accounts Payable
( 25,000)

Decrease in Accrued Expenses
( 15,000)

Decrease in Accrued Interest
( 20,000)

Cash Flow from Operations
$  328,500
Investing Activities:
-0-

Financing Activities:

Repay Bank Loans
$ (275,000)

Repay Notes Payable
  (200,000)

Financing Activities
$ (475,000)

Increase (Decrease) in Cash
$ (146,500)

Beginning Balance
   746,500
Ending Balance
$  600,000
SOLUTIONS FOR MULTIPLE-CHOICE QUESTIONS
4.24
a.
Correct.
Client cooperation should be specified.

b.
Incorrect.
Technical details are not in the engagement letter.

c.
Incorrect.
Litigation matters are covered with respect to the request for an attorney's letter.

d.
Incorrect.
Client representations about board minutes should be in the client's written representation letter.

4.25
a.
True.
The successor must take responsibility for obtaining the client's consent for the predecessor to give information about prior audits.

b.
True.
Cooperation from the predecessor is expected.

c.
True.
Cooperation includes obtaining copies of some or all of the predecessor auditor's working papers.

d.
Correct.
All of the above are expected.

4.26
a.
Incorrect.
Canadian GAAS do not require a written engagement letter for audits.

b.
Incorrect.
Client consents do not have to be in writing.

c.
Correct.
A written audit program is required (SAS 22, AU 311.05).

d.
Incorrect.
Written time budgets and schedules may be a good idea but they are not required.

4.27
a.
Incorrect.
This is the acquisition cycle.

b.
Incorrect.
This is the acquisition and the conversion cycles.

c.
Correct.

d.
Incorrect.
This is the financing and investment cycle.

4.28
a.
Incorrect.
You won't find an unrecorded item (completeness assertion) by looking in the financial statement numbers.

b.
Incorrect.
Starting with the potentially unrecorded items is an audit for the completeness assertion, not the existence assertion.

c.
Correct.
You can find evidence of existence of recorded amounts by selecting from the recorded amounts (general ledger) and going back to the supporting original transaction documents.

d.
Incorrect.
Selecting from the supporting original transaction documents and going to the general ledger is an audit for the completeness assertion, not the existence assertion.

4.29
a.
Incorrect.

b.
Incorrect.

c.
Incorrect.

d.
Correct.
Review of credit ratings of customers gives indirect evidence of the collectibility (valuation) of accounts receivable.

4.30
a.
Incorrect.
see d.

b.
Incorrect.
Verbal assertions should not affect the plans for control risk assessment work.

c.
Incorrect.
It does not matter whether such a representation is in writing.

d.
Correct.
Management assertions about completeness should be supported

4.31
a.
Incorrect.
Considered fourth on the scale of competence.

b.
Incorrect.
Considered last on the scale of competence.

c.
Incorrect.
Considered second on the scale of competence.

d.
Correct.
Considered first on the scale of relative competence.

4.32
a.
Incorrect.
Confirmation of accounts receivable are selected from recorded amounts and thus give no chance for selection of missing amounts; responses do not produce evidence of probability of collection.

b.
Incorrect.
See valuation note above. Confirmation yields some evidence of rights (ownership).

c.
Correct.
Confirmations produce evidence of existence in debtors' admission of their debts. see rights note above.

d.
Incorrect.
Confirmations produce evidence about existence but not so much about completeness.

4.33
a.
Incorrect.
Working papers need to document compliance with GAAS.

b.
Incorrect.
Extracts of contracts should go in the permanent file.

c.
Correct.
Independence is not really a working paper matter.

d.
Incorrect.
Materiality judgments will affect the amount of evidence shown in working papers.

4.34
a.
Correct.
Evidence bears on the year under audit.

b.
Incorrect.
Current-year evidence is usually not in the permanent file.

c.
Incorrect.
The administrative working papers do not contain current-year evidence about particular balances.

d.
Incorrect.
The planning memo does not contain evidence.

4.35
a.
Incorrect.
Internal control analysis for the current year would be in the administrative or current file.

b.
Incorrect.
The latest engagement letter would be in the administrative or current file.

c.
Incorrect.
Memoranda of conference with management would be in the administrative or current file.

d.
Correct.
Excerpts of the corporate charter and by-laws would not change often and would be in the permanent file.

SOLUTIONS FOR EXERCISES AND PROBLEMS
4.36
The procedures Anderson should follow prior to accepting the engagement include the following:

1.
Anderson should explain to Kingston the need to inquire of Diggs and should request permission to make such inquiries.

2.
Anderson should ask Kingston to authorize Diggs to respond fully to all 


inquiries since Diggs would be prohibited from disclosing confidential information without former client permission.

3.
Anderson should advise Diggs of Kingston's decision to change auditors. Advising Diggs would be a good business judgment as well as an act of professional courtesy.

4.
Anderson should make reasonable inquiries of Diggs regarding matters that will aid in deciding whether to accept the engagement. (Anderson's inquiries should ask about facts which might bear on the integrity of management, disagreements with management about accounting and auditing matters, and Diggs' understanding of the reason(s) for the change of auditors.)

5.
If Diggs does not respond fully to Anderson's questions, Anderson should consider the implications of the limited response in deciding whether to accept the engagement.

6.
After weighing all information received from Diggs, Anderson should inform Kingston that a first-time audit is more time-consuming than a recurring audit because the new auditor is generally unfamiliar with the client's operations and does not have the benefit of past knowledge of company affairs to use as a guide.

7.
A discussion with Kingston of the estimated required audit time and fee arrangement should be coordinated with a clear explanation of the purpose and scope of the audit. Any work that can be done by client personnel should also be discussed so that excess audit time might be eliminated and proposed report deadlines can be reasonably met.

8.
To satisfy Anderson's quality control objective, Anderson should use procedures such as reviewing the financial statements of Kingston; inquiring of third parties such as Kingston's banks, legal counsel, investment bankers, and others in the business community as to Kingston's reputation; and evaluating his ability to serve Kingston properly with reference to industry expertise, size of engagement, and available staff.

9.
If Anderson has no reservations, after all significant factors have been considered, discussed, and agreed to, Anderson should accept the engagement and confirm the understandings in an engagement letter.

4.37
(a)
Walter should:

-
Know the business and industry

-
Review
-prior years’ files

-client correspondence

-engagement letter or obtain one

-
Coordinate staff

-
Hold a planning meeting with the staff

-
Prepare risk and materiality assessments

-
Obtain draft statements for analytical review

-
Develop a preliminary audit strategy

-
Identify key dates, i.e., inventory count

-
Consider need for specialists or other auditors

-
Consider role of internal auditors

-
Estimate fees and time

-
Develop audit programs

-
Prepare files and supplies

-
Have plan approved by partner.

(b)
Validity

-all amounts in the F/S should be there

Existence

-all assets and liabilities exist at a given date

Completeness
-everything that should have been included in the F/S is   there

Ownership

-assets in the F/S are owned by the entity

Valuation

-all F/S items are properly valued

Cut-off

-all transactions are included in the correct period

Disclosure
-all information required in the F/S has been disclosed    either in the body of the statements or in notes

Measurement
-Revenues and expenses are recorded in the proper amounts and in the proper period.

Engagement Letter for a Review

a.
The purpose of the engagement letter is to put in writing the nature and limitations of the engagement and define the arrangements between the CPA and the client. If the engagement letter is carefully prepared and if it spells out the engagement terms clearly, it can play an important role if a dispute arises between the PA and the client. The engagement letter can also help courts avoid misunderstanding about the scope of the engagement.

b.
The engagement letter should clearly and precisely state the type of engagement contemplated and the scope of such an undertaking. It should indicate the procedures and steps to be taken in the review and indicate the tests that will be performed. It should also state that the engagement cannot be relied upon to disclose all errors, irregularities, or illegal acts, including fraud or defalcation, but the PA will inform the client of any such matters that come to attention. The engagement letter or an acknowledgement should be signed by the client.


(AICPA adapted)

4.38
Understand the Business--Transactions and Accounts

Accounting systems may differ, so the solution below accommodates most possibilities.

Debits
Credits

Cash receipts
Cash
Sales revenue

Accounts receivable

Investment income

Cash disbursements
Accounts payable
Cash

Inventory

Fixed assets

Long term debt

Expenses

Credit sales
Accounts receivable
Sales revenue

Sales returns and allowances
Sales revenue
Accounts receivable

(contra return account)
Cash (cash refunds)

Purchases on credit
Inventory
Accounts payable

Fixed assets

Expenses

Purchase returns
Cash (cash refund)
Inventory

Accounts payable
(contra return acct.)

Uncollectible account
Allowance for
Accounts receivable

  Write-offs
  doubtful accounts

4.39
General Audit Procedures and Financial Statement Assertions

The related assertions are taken from the textbook explanation of the procedures.

General Audit Procedures
Related Management Assertions

1. Recalculation
Existence, Valuation

2. Physical observation
Existence, Valuation

3. Confirmation
Existence, Rights (Ownerships)

Valuation (sometimes)

Cutoff (sometimes)

4. Verbal inquiry
All assertions: however, responses typically yield more assertions, in turn subject to audit with corroborating evidence

5. Examination of documents
Existence (vouching direction)

Completeness (tracing direction)

Valuation or allocation

Rights and obligations

Presentation and disclosure

6. Scanning
Raises questions that may be relevant to all objectives, but may not produce actual "evidence."

Since it is performed on recorded amounts, it works best for Existence, Valuation, Rights, and Presentation/Disclosure. When applied to source documents, it might work for the completeness assertion.

7. Analytical Procedures
Existence or occurrence

Valuation

Completeness

4.40
Financial Assertions and Audit Objectives (Securities)

The objectives for the audit of Kingston's securities investments at December 31 are to obtain evidence about the assertions implicit in the financial presentation, specifically:

1.
Existence. Obtain evidence that the securities are bona fide and held by Kingston or by a responsible custodian.

Occurrence. Obtain evidence that the loan transaction and securities purchase transactions actually took place during the year under audit.

2.
Completeness. Obtain evidence that all the securities purchase transactions were recorded.

3.
Rights. Obtain evidence that the securities are owned by Kingston.

Obligation. Obtain evidence that $500,000 is the amount actually owed on the loan.

4.
Valuation. Obtain evidence of the cost and market value of the securities held at December 31. Decide whether any writedowns to market are required by GAAP.

5.
Presentation and Disclosure. Obtain evidence of the committed nature of the assets, which should mean they should be in a non-current classification like the loan. Obtain evidence that restrictions on the use of the assets is disclosed fully and agrees with the loan documents.

4.41
Appropriateness of Evidence and Related Parties

a.
Do you perceive any problems with related party involvement in the evidence used by M. Johnson? Explain.

Yes, there are problems. Verbal assurance of collectibility from Bumpus, the S&L officer with an investment in the Smith Street property, is the weakest type of self-serving information.

Bumpus is a related party and information from him ought to be regarded as biased.

Another problem lies in the appraisal company. With the name of Guaranteed Appraisal Partners, Inc., the appraisers may be related, even owned by, the client--Guaranteed Savings & Loan Company. An auditor's general knowledge of financial institution difficulties in real estate lending and the widespread problems with appraisers should alert Johnson to the possible relation of the appraisers to the client. Further investigation should be carried out to identify the appraisers.

b.
Do you perceive any problems with M. Johnson's reasoning or the competence of evidence used in that reasoning?

Yes, there are problems. In addition to the dubious related party sources of information just mentioned, Johnson's "assumption" about the collectibility of the Baker Street loan is unwarranted. Auditors are not entitled to "assume" collectibility on any grounds with supporting evidence. The facts that a loan is new or construction is still in progress is no reason to "assume" collectibility.

4.42
Relative Appropriateness of Evidence

a.
Evidential matter obtained from independent sources outside an enterprise provides greater assurance of reliability (competency) than that which is secured solely within the enterprise.

b.
Accounting data and financial statements developed under satisfactory conditions of internal control are more reliable (competent) than those which are developed under unsatisfactory conditions of internal control.

c.
Direct personal knowledge obtained by the independent auditor through physical examination, observation, computation, and inspection is more persuasive than information obtained indirectly.

4.43
1.
Types of evidence

in reliability rank
Evidential items/sources
1.
External
d.
Letter from creditor

2.
External-internal
a.
Monthly statements

3.
Internal
b.
Voucher register

4.
Mathematical (based on
c.
Audit computation of

unaudited data)

discounts

2.
1.
Mathematical (based on
c.
Audit computation of expense

audited data)

amounts

2.
External
a.
Letter from bond trustee

3.
External-internal
d.
Cancelled checks

4.
Internal
b.
Minutes of directors'

meetings

4.44
Types of procedures used by auditors in general, with examples:

1.
Recalculation by the auditor

*
recomputing the client's calculation of depreciation expense

2.
Observation by the auditor

*
observation, test-counting of client's physical inventory-taking

3.
Confirmation by letter

*
obtaining accounts receivable confirmations

*
obtaining client's lawyer's letter

4.
Inquiry and written representations

*
ask client personnel about accounting events

*
complete an internal control questionnaire

*
obtain written client representation letter

5.
Vouching

*
find brokers' invoices and cancelled checks showing agreement with record amounts for securities investments.

6.
Tracing

*
select a sample of shipping documents and trace them to sales invoices, sales journal recording and posting to general ledger

7.
Scanning

*
scan expense accounts for credit entries

*
scan payroll check lists for unusually large checks

8.
Analytical procedures--any example that fits one of these:

*
compare financial information with prior periods

*
compare financial information with budgets and forecasts

*
study predictable financial information patterns (e.g., ratio analysis)

*
compare financial information to industry statistics

*
study financial information in relation to nonfinancial information

4.45
Audit Confirmations

a.
An audit confirmation is a written statement to the PA from someone outside the enterprise on a fact which that person is qualified to affirm.

b.
The two main characteristics a confirmation should possess are:

1.
The party supplying the information requested must be knowledgeable and independent, i.e., he must have knowledge of information of interest to the auditor and he must be outside the scope of influence of the organization being audited, and

2.
The auditor must obtain the information directly from the informed party.

4.46
Audit Procedure Terminology

1.
Scanning for debit balances in accounts payable

Recalculation of amounts on supporting documents

Vouching of account entries to supporting documents

2.
Vouching of policies from expense and prepayment entries

Recalculation of expiration of insurance premium

Analysis of interrelationships--compare insurance coverage to assets owned and leased

3.
Scanning inventory records for "old" last-issue dates

Verbal inquiry--question inventory control personnel about slow-moving inventory

Vouching--examine journal entries for evidence of actual book writedown of the specific inventory items

4.
Tracing--trace remittance amounts to appropriate customer's account

Recalculation--recalculate amount of discounts and allowances

Vouching--examine authoritative documents supporting unusual discounts and/or allowances

5.
Observation and examination by the auditor--of the inventory and the inventory-taking procedures

Confirmation by letter--of inventory held in outside warehouses

Recalculation--of the accuracy of cost-flow calculations

4.47
Audit Working Papers

a.
1.
The functions of audit working papers are to aid the PA in the conduct of his work and to provide support for his opinion and his compliance with auditing standards.

2.
Working papers are the PA's records of the procedures performed, and conclusions reached in the audit.

b.
The factors that affect the PA's judgment of the type and content of the working papers for a particular engagement include:

1.
The nature of the auditor's report.

2.
The nature of the client's business.

3.
The nature of the financial statements, schedules or other information upon which the PA is reporting and the materiality of the items included therein.

4.
The nature and condition of the client's records and internal controls.

5.
The needs for supervision and review of work performed by assistants.

c.
Evidence which should be included in audit working papers to support a PA's compliance with generally accepted auditing standards includes:

1.
Evidence that the financial statements or other information upon which the auditor is reporting were in agreement or reconciled with the client's records.

2.
Evidence that the client's system of internal control was reviewed and evaluated to determine the nature, timing, and extent of audit procedures.

3.
Evidence of the auditing procedures performed in obtaining evidential matter for evaluation.

4.
Evidence of how exceptions and unusual matters disclosed by auditing procedures were resolved or treated.

5.
Evidence of the auditor's conclusions on significant aspects of the engagement with appropriate commentaries.

d.
The PA should perform an adequate examination at minimum cost and effort and the preceding year's programs will aid in doing this. The preceding year's audit programs ordinarily contain information useful in the current examination (such as descriptions of the unique features of a client's operations or records, a formalized sequence of audit steps in logical order, and approximate time requirements to perform various phases of the work.) The auditor should decide whether to use the old program or prepare a new one.

SOLUTIONS FOR DISCUSSION CASES
4.48
Client Acceptance Case

a.
The sources of information and inquiries are listed in the solution to Review Checkpoint 9.1.

b.
No, but Quality Control Standards require firms to investigate prospective audit clients.

c.
Students can decide this acceptance question either way, although the brief facts prejudice the conclusion toward nonacceptance. The CPA's own firm decided to resign only 10 years ago, presumably over matters of owner-manager integrity. Yet, Mr. Shine appears to be a respected member of his new community. Maybe his "fast and loose" accounting past is behind him. Maybe not.

4.49
Predecessor and Predecessor and Successor Auditors

Wells & Ratley need to initiate communications with both predecessor auditors. The situation is unusual, but W&R need to obtain complete information from all the predecessors involved since the last audit (1992 financial statements). Both Canby & Co. and Albrecht & Hubbard are predecessors. (If Canby & Co. had completed the 1993 audit, and W&R had been hired to perform the 1994 audit, then Canby & Co. would be the only Predecessor. A&H would be history.)

Inquiry of only one of the predecessors would not result in complete information because the circumstances surrounding each auditor change may be different. The two predecessors, having served at different times and for different lengths of time, may have different knowledge about Allpurpose Loan Company and its president.

If the company is public and subject to SEC reporting requirements, forms 8-K for both changes should have been filed.

4.50
Potential Audit Procedure Failures

This is a very open-ended discussion topic. Students' responses could be quite varied depending upon their experience and imagination. The best classroom strategy is to start with one of the procedures, then list the students' suggestions on the chalkboard. The discussion can become very lively!

4.51
Risk of Misstatement in Various Accounts

a.
Based on information you have available in Chapter 4, which accounts may be most susceptible to overstatement? Understatement?

Inventory understatements may occur from counting and pricing errors.

Fixed asset understatements may result from failure to capitalize costs (expensing them instead) or from erroneous depreciation calculations.

Liability understatement and expense understatement appear to be quite common.

EXHIBIT 4-6 (Chapter 4)

SUMMARY OF MISSTATEMENTS (SELECTED ACCOUNTS)


Number of Misstatements

Account
Overstatement
Understatement

Cash
6
10
63% understated!

Securities
21
17
55% overstated

Accounts receivable
48
22
69% overstated

Inventory
24
32
57% understated

Property, plant
14
23
62% understated!

Other noncurrent
11
24
69% understated!

Accounts payable
21
25
54% understated

Accrued liabilities
17
40
70% understated

Other current liabilities
10
13
57% understated

Long-term liabilities
12
24
67% understated

Revenue
32
30
52% overstated

Cost of goods sold
38
45
54% understated

Selling expense
11
16
59% understated

Gen. & Admin expense
39
52
57% understated

NOTE: The effects of adjustments on income were that 43% of the adjustments reduced the reported income, while 28% increased the reported income. The other 29% of the adjustments were reclassifications that neither reduced nor increased income.

b.
Why do you think a company might permit asset accounts to be understated?

Asset understatements can result from accounting errors, misapplication of accounting principles, and measurement errors (such as undercounting the inventory). A company might be motivated by tax evasion to understated assets and income.

c.
Why do you think a company might permit liability accounts to be overstated?

Estimated liabilities might be measured large for conservatism. The company might overaccrue expenses in order to reduce taxable income. A fraud might be imbedded in false payables to false vendors.

d.
Which direction of misstatement is most likely: income overstatement or income understatement?

The KPMG data indicate that income overstatement occurs most frequently. Apparently the cause is usually understatement of expenses (e.g. accrued expenses).

4.52
Working Paper Review

a.
The following information is missing:

*
The date of purchase of S security

*
The date of purchase and sale of R security

*
Data concerning the accrual and/or receipt of interest due on R to date of sale

*
Data concerning the accrual and/or payment of interest due on S to the date of purchase

*
Justification for accrual of dividends

*
Accounting treatment of bond discounts

*
Data concerning the December 31, 2002 revenue accruals

*
Data required to evaluate the classification of securities

b.
The following procedures were not noted as having been performed:

*
The securities were not physically inspected or confirmed.

*
The broker's advice (or other independent corroborating evidence) verifying the sale of R was not examined.

*
Dividend rates were not verified by reference to public records (Standard & Poor's) of dividend declarations.

*
The stated interest rates, maturity dates, and market values were not verified.

*
Computations of year-end accruals were not made.

*
Not all amounts (for example, loss on sale of R) were traced to the general ledger.

4.53  

This question can be used for class discussion of how the auditor’s knowledge of the client’s business affects audit planning, or for small group discussions as a breakout exercise. It may also be helpful to focus on a specific business that students would have some familiarity with such as Walmart, Amazon.com, PetroCanada, Loblaws, etc. to give a realistic context. One approach is outlined below.

a]

For each aspect consider what it reveals about the critical success factors company’s in the company’s business, its risks and the potential impact that these factors and risks can have on the Company's financial transactions, its financial condition and hence the information it reports in its financial statements

b]

in this part, the analysis from part a) is extended to consider how the company's business operations and risks would be translated into financial information and hence the kinds of information that will need to be verified, the particular risk areas where misstatements are most likely and therefore where audit verification procedures will need to focus

4.54 

The question involves considering the auditor-client relationship, how it is established and retained, and circumstances around which it would be ended. Different responses could be justified.  Following is one possible set of responses.

1. More likely client initiated since the client would be the first to be aware of the increase in complexity of their operations.  Or the auditor may become aware of limitations in its ability to staff the growing firm before the client would necessarily be aware of this limitation.

2. The situation would most likely arise from a change in business strategy because of an acquisition.  It's likely the client would be first to recognize its need to change auditors.  There would probably be some discussion with the old auditor to determine whether the auditor has expertise in the new industry or not. It could be a mutual decision. Generally, because auditors are appointed by the Board of Directors and have a duty to report they would be reluctant to decline to meet that responsibility unless the client indicates its need to change to a different auditor.

3. Client initiated is most likely here since the desire for change arises from efficiency considerations on the client’s side

4. Client may want to initiate change in hopes of finding an auditor who will agree with management’s preferred accounting policy.  In the case of public companies, however, disclosures are required of the reasons for a change in auditors and auditors are required to sign off on their agreement with management's explanation of the reasons. So changing in these circumstances could impose some damage on management’s reputation. It will be difficult for the auditor to resign in this case because they have a duty to ensure that fair financial information is presented by management, and they would be shirking their duty if they resign.

5. Likely that the auditor will initiate change in this case.  Internal control deficiencies and an unwillingness of management to correct the deficiencies suggests it would be difficult for the auditor to rely on management's representations and good faith. Without this an audit is impossible.

4.55  

Issues of changing auditors are raised in this question. One possible response is as follows:

-Macaw’s refusal to give permission for its old auditor to show the new auditor its working papers would make the new auditor wary. Doubt is cast on management's integrity and its willingness to provide full access to the data needed by the auditor, and to provide full and honest answers to the auditor's inquiries.

-without access to the previous auditors working papers the work required to complete the audits will be increased, and the possibility of scope limitation is much higher

-planning has to take into account a higher assessed inherent risk, the inability to obtain a high level of assurance on opening balances by relying on the prior auditor’s work. 

4.56  

The question explores the nature of administering an audit engagement and the role the engagement letter can play in facilitating efficient completion. Points that can be raised include:

-an engagement letter is a means of reducing the risk of misunderstandings with clients and avoiding the liability for claims that the auditors did not perform work promised

-agreeing on completion dates is an important item in the engagement letter but it's also important to specify client deadlines that have to be met in order for the auditor to meet its deadline

- the engagement letter might have specified the documents that have to be completed by the client and the dates on which these are required by the auditor in order to meet the March 31 reporting deadline

-other valid points can be raised

4.57 

The question involves considering the auditor’s responsibililty to search for and uncover fraud. Some points that could be raised are as follows:

-the auditor’s position is that auditors cannot be responsible for detecting fraud because it often involves the deliberate attempt by management to conceal it and auditors need to rely on management's integrity

-law courts tend to support the audit profession’s position because it's not reasonable to expect auditors to be responsible for detecting fraud

-still this is an important limitation of audits and an important " expectation gap" between what clients and other users expects audits to cover and what auditors believe they are responsible for

-this is an important issue to clarify in the engagement letter

-in this case the auditor did not update the engagement letter each year and did not require management's acknowledgment of their understanding of the terms of the engagement

-because of this is not surprising that management did not fully understand the auditor's limitations in discovering fraud

-the situation might have been avoided by more open discussion with the client of limitations of the audit and more explicit wording in the engagement letter

-the client's concerns also reflect public opinion that auditors should bear the responsibility of looking for fraud because if they don't , who will? Trends in new auditing standards that require more considerations of internal controls and ‘red flags’ indicating fraud, etc. suggest that the audit profession is moving to close its side of this expectation gap

-other valid points can be raised

4.58
Various approaches are possible. For example:
-the plan should take into account the experience levels available, the experience levels required for the various components of the audit, the time availability and the time requirements both in terms of the amount of time needed and sequencing of the work 

- any assumptions made or other information that would be  helpful should be noted 

- the staff, time and work allocation choices should be supported with logical rationales.

4.59
The case raises issues relating to GAAS for properly planning an audit:

-the auditor is required to obtain a knowledge of business and use this to plan the audit

- matters that are important to executing the audit should be documented in a planning document

-by just having the plan "in his head" and following last year’s procedures the auditor may not cover all the issues, in particular new issues that arose that didn't exist in the prior year

-it's also harder for another person to take over the audit without a documented plan

-if the auditors were inspected for quality control or compliance with professional standards, the quality audit would be questioned because the assessor cannot tell easily if the audit coverage was adequate, and in any case the GAAS requirement of documenting the plan has not been met

4.60 

The case presents various issues that can be learned by auditors’ observations at the client’s operation. Points that could be raised include:

-the audit evidence is observation of activities and situations that might  directly or indirectly affect the financial records

-for example, there's no physical access control so anyone could go in and steal inventory

-the inventory is not properly identified so recording errors affecting inventory costing are more likely

- these observations will affect the risk assessment and thus the extent and nature for procedures that the auditors perform to verify inventory

4.61  
The case presents issues auditors may consider when the client has an internal audit function. Points that could be raised include:

- CFO’s statement is not appropriate, the client can't tell the auditors what work they need to do, that is up to the auditors

-internal audit can be relied on to make the audit more efficient if internal audit is reasonably independent of management, for example it can report freely to a level of management above the level it is auditing

- the external auditor needs to understand how internal audit sits in the companies internal control structure and needs to assess the qualifications and competency of internal audit

-internal auditors can be employed to perform audit procedures for the external auditors if their work is supervised and reviewed.

4.62  

	
	Impact of cutoff error
	Audit procedure to detect error

	1.
	Inventory is correct (adjusted to count) but accounts payable liabilities are understated (completeness assertion)
	Test payments subsequent to year end to Accounts payable accruals at year end

	2
	Sales and accounts receivable are understated (completeness assertion)
	Cut off tests - agree last shipments to sales and year end accounts receivable and first shipments to next year sales and a/r

	3
	Jacana Limited overstates its cash balance - the $3,200,000 appears in Jacana Properties Inc. cash balance. But the amount cannot be in both places at once. (existence assertion)
	Bank transfer schedule tracing all intercompany transfers for the period just before and just after year end for all bank accounts and related company bank accounts.


4.63  
The case involves assessing the propriety of expenses. The assertion can be viewed as ‘rights and obligations’ or ‘ownership’ though these are usually viewed for balance sheet items, a similar view can be applied to evaluating income statement items. The accounting concept of ‘entity’ needs to be applied.

Detailed expense transaction vouching would uncover the information.

4.64
The case involves a contingency, and the issue of whether there is sufficient evidence to assess fair presentation of the financial statements. If not, a scope limitation is indicated. The response can consider the cost-benefit trade-off between obtaining sufficient, appropriate evidence and an audit report qualification or denial.

4.65
The case raises issues related to confirmation procedures applying to  current telecommunications methods such as fax and email. Issues to consider include reliability, auditor control to ensure independence of confirmation evidence, etc.

4.66  

The question is about evidence issues in the inspection of year-end inventory. Points to note include: Reliable evidence of existence. Partial evidence about valuation, completeness. No evidence about ownership.

4.67  
The question requires one to consider the audit evidence that can be obtained by scanning various accounting system components. Various examples are valid. The response should consider what is normal in the accounting system component and therefore what is not normal, what these unusual items might indicate in terms of financial statement misstatements or internal control deficiencies, and what specific procedures can be used to see if there is a valid explanation for the item or not.

4.68
The case involves a simple business scenario. The response requires one to

a) analyze components of revenue to identify that different components potentially have different accounting policies, different risks and require different audit procedures to verify. 

b) consider the accounting system components that would exist in this type of business and how they would be used by the auditor in preparing a working paper

c) plan procedures to obtain relevant audit evidence for the specific items from the accounting system and other sources

d) perform analytical procedures on the revenue data given to identify unusual relations and explore the audit implications of their findings by brainstorming possible reasons these relations might exist, recognizing that these reasons can be legitimate business situations or indicative of financial statement misstatements, and speculating on how an auditor would obtain the information necessary to perform and use analytical procedures as audit evidence.

4.69
The response will consider permanent file components such as bylaws and minutes. Audit reporting issues when unapproved payments to management occur are introduced and the responsibility to report to the Board (i.e., to a level of management above the level concerned) can be raised.

