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CHAPTER 6
Planning the Audit; Linking Audit Procedures to Risk

Highlights of the Chapter

1.
Although specific audit procedures vary form one audit to the next, the fundamental steps are:

a.
Plan the audit.

b.
Obtain an understanding of the client and its environment, including internal control.

c.
Assess the risks of misstatement and design further audit procedures.

d.
Perform further audit procedures.

e.
Complete the audit.

f.
Form an opinion and issue the audit report.

The above six steps provide a systematic way of considering audits.  Note, however, that the professional standards do not explicitly present the audit as having six fundamental steps.  This chapter begins with considerations prior to accepting the engagement, it then emphasizes steps a., b. and c.

2.
In addition to determining that the CPA firm has the necessary skills to effectively audit a prospective client in accordance with GAAS, CPAs must consider other factors of engagement risk such as the possibility of litigation arising from investors who sustain a loss.  For example, auditors consider the reputation of management, the company’s financial strength and its credit rating in investigating and considering a prospective client.  

3.
Successor auditors must attempt certain inquiries of the predecessor auditors before accepting a new engagement. These inquiries are designed to determine whether the successor auditors should accept the engagement, and include questions regarding disagreements with management, the integrity of management, and the predecessor auditors' understanding of the reason for the change in auditors.

4.
Another useful preliminary step for the auditors is to arrange a tour of the plant and offices of the prospective client. This tour provides the auditors with an understanding of the plant layout, manufacturing process, principal products, and physical safeguards. The auditors also meet key personnel and learn the location of various accounting records.

5.
For prospective clients that are SEC registrants—as well as for a number of other companies—the company’s audit committee is responsible for appointment, compensation and oversight of the auditors.  Audit committees usually consist of 3 to 5 directors that are not officers of the company.

6.
A conference with the audit committee and management prior to beginning the engagement is a useful step in avoiding misunderstandings between the client and the auditors concerning the scope and purpose of the audit. The conference should include a discussion of such matters as the objective of the audit, the audit fee, the timing of the audit work, and the work which will be performed by the client's staff to reduce the time and cost of the audit.

7.
Audit planning is addressed in the first fieldwork standard, which requires that “The auditor must adequately plan the work and must properly supervise any assistants.”

8.
Audit planning, the first stage of the audit, involves developing an overall audit strategy and audit plan for the conduct, organization, and staffing of the audit.  Including in audit planning are 

 Establishing a written understanding with the client, ordinarily through use of an engagement letter.

 Development of an overall audit strategy and audit plan.
 Obtaining an understanding with the client as to the extent to which client staff can help prepare for the audit.

 Consideration of involvement of other CPAs (if appropriate).

 Consideration of the need for the use of specialists.

 In a first year audit, considering the extent of investigation needed relating to beginning balances. 

9.
The auditors should establish in writing with the client an understanding regarding the audit.  This is ordinarily accomplished through use of an engagement letter, although in certain situations other formats are used (e.g., a formal contract).  The understanding with the client should make clear the objective of the engagement, management’s responsibilities, the auditor’s responsibilities, and limitations of the engagement.  

10.
The auditors establish an overall audit strategy that considers factors affecting the audit’s scope—e.g., industry reporting requirements, client locations, basis of reporting by the client.  When an overall audit strategy has been established, the auditors start developing an audit plan.  An audit plan is more detailed than the overall audit strategy in that it includes the nature, timing and extent of audit procedures.  The audit plan is documented with an audit program, which is a detailed list of the audit procedures to be performed during the audit.  A time budget is established which provides a detailed schedule of the estimated amount of time to complete each major audit procedure or audit area. The budget is used to control the audit work and measure the efficiency of the audit staff.

11.
Obtaining an understanding of the client, the second stage of the audit, relates most directly to the second standard of fieldwork:


The auditor must obtain a sufficient understanding of the entity and its environment, including its internal control, to assess the risk of material misstatement of the financial statements whether due to error or fraud, and to design the nature, timing and extent of further audit procedures.

12.
To obtain an understanding of the client, the auditors use risk assessment procedures, including:

 Inquiries of management and others within the entity.

 Analytical procedures.
 Observation and inspection relating to client activities, operations, documents, reports, and premises.

 Other procedures, such as inquiries of others outside the company and reviewing of information from external sources such as analysts, banks, rating organizations, and business and industry journals.

13.
After obtaining a knowledge of the client's business, the auditors formulate an efficient and effective strategy for the audit engagement. In developing this strategy, the auditors make a preliminary estimate of the levels of risk and materiality for the engagement. Where the risk of the engagement is higher, the auditors must increase the intensity of their audit procedures. 

14.
Analytical procedures involve evaluations of financial information by examination of relationships among financial and nonfinancial data. In planning the engagement, analytical procedures must be performed to provide the auditors with a better understanding of the financial characteristics of the client's business, and identify financial statement amounts that may contain material misstatement.

15.
Materiality for planning purposes is the auditors' preliminary estimate of the smallest amount of misstatement that would be material to any one of the client's financial statements. The auditors must plan the audit to achieve a low level of audit risk that a material misstatement in the financial statements will not go undetected. Various rules of thumb are used to develop estimates of materiality. The materiality estimate may then be allocated to specific accounts in a number of manners.

16.
After the auditors have obtained an understanding of the client, they assess the risks of material misstatement and design further audit procedures (the third step of the audit process).  This step includes assessing inherent risks, addressing the risks of material misstatement, and designing tests of controls (if appropriate) and substantive procedures.

17.
To identify fraud risks the auditors perform the following procedures:


a.
Hold a discussion among audit team members about fraud risk.

b.
Make inquires of audit committee, management, internal auditors, and other employees about knowledge or reports of fraud.

c.
Perform planning analytical procedures to identify fraud risks.

d.
Consider fraud risk factors and the conditions necessary for fraud:  (1) incentive or pressure, (2) opportunity, and (3) attitude or ability to rationalize the act.  Appendix 6B, which begins on page 6-44 of the updated chapters of the textbook, provides examples of fraud risk factors.

e.
Identify fraud risks by considering results of a. through d. above.

f.
Responses to fraud risks—described in detail in following sections.

g. Evaluate the results of audit tests.

18.
An overall response to fraud risk may include modification of the audit by

a.
Application of increased professional skepticism and the designing of procedures to obtain more reliable evidence. 

b.
Assigning of personnel with specialized skills and increased supervision of staff.

c.
Further consideration of management’s selection and application of accounting principles

d.
Performing less predictable auditing procedures.

19.
On all audits CPA should consider the possibility of management override of controls by including procedures such as reviewing journal entries for propriety and accounting estimates for biases, and by evaluating the business rationale for significant unusual transactions.

20.
The auditors’ selection of further audit procedures (test of controls and substantive procedures) is based on the materiality of the account balances, transactions, and disclosures, and the assessed risks of material misstatement.  As the risk of misstatement increases, audit procedures may be altered to include more reliable evidence (i.e., change the nature of evidence), to shift tests from the interim period to near year-end (i.e., change timing of procedures), and by increasing sample sizes for substantive procedures (i.e., change extent of procedures).

21.
When fraud has been discovered or is suspected the auditors should communicate it to an appropriate level of management, at least one level above the level involved.  If the fraud involves senior management (even immaterial) or material misstatement of the financial statements committed by others, it should be reported to the audit committee. 

22.
Audit procedures should be focused on (linked to) the risks identified.  In developing audit procedures directly related to the client’s accounting records, the direction of audit testing is often of importance.

a.
Tests for overstatements (existence)—ordinarily start from recorded entries and vouch to source documents.

b.
Tests for understatements (completeness)—ordinarily start from source documents and trace to recorded entries.

23.
An audit program is a working paper listing the specific auditing procedures to be performed during an audit. The first part of the audit program consists of the tests of controls, and is organized around the major transaction cycles in the client's internal control.

24.
The second part of the audit program is aimed at substantiating financial statement amounts, and it is usually organized around the balance sheet accounts. This balance sheet organization is efficient because the evidence available to substantiate balance sheet accounts is of higher quality than the evidence available to substantiate income statement accounts. By substantiating the changes in asset and liability accounts, the auditors indirectly verify revenues and expenses.

25.
Although the specific audit objectives and audit procedures are somewhat different for each balance sheet account, the general objectives for the major types of accounts (asset, liability, and owners' equity) are the same. The audit program for every asset account includes procedures to accomplish the following general objectives:

a.
Establish the existence of the assets.

b.
Establish the client's rights to the assets.

c.
Establish the completeness of recorded assets.

d.
Determine the proper valuation of the asset.

e.
Determine proper financial statement presentation and disclosure of the assets.

26.
To facilitate an early release of the audit report, auditors normally perform certain audit work before the balance sheet date, during the interim period. Audit work that can always be performed during the interim period includes the consideration of internal control, issuance of the management letter, and tests of transactions that have occurred to the interim date.

27.
Substantive procedures of financial statement balances, such as inventories, can also be performed at an interim date, but this results in additional audit risk that must be controlled by the auditors. Significant misstatements could arise in these accounts during the remaining period from the date that the test is performed to the balance sheet date. Thus, the auditors must be able to rely on internal control to prevent misstatements during the remaining period, or conduct additional substantive procedures of the activity affecting the account during the remaining period.

Test Yourself on Chapter 6

True or False

For each of the following statements, circle the T or the F to indicate whether the statement is true or false.

T
F
1.
CPAs cannot ethically refuse to provide auditing services to any prospective client which the CPAs are competent to audit, if the prospective client is willing to pay the CPAs' standard audit fees.

T
F
2.
Successor auditors are required by professional standards to attempt certain inquiries of the predecessors before accepting a new audit client.

T
F
3.
Auditors are required to specifically assess the risk of material misstatement of the financial statements due to fraud on every audit.

T
F
4.
An engagement letter represents a written contract between the auditors and the client.

T.
F.
5.
A declining industry with increasing business failures is an industry condition that is indicative of increased risk of fraudulent financial reporting.

T
F
6.
Audit risk is the risk of issuing an inappropriate opinion because the auditors' procedures fail to detect a material misstatement in the financial statements.

T
F
7.
A written audit program is required on all audits.

T
F
8.
Since characteristics differ with every audit engagement, the auditors should tailor the audit program to the particular engagement.

T
F
9.
The more recommendations made in the management letter, the less effort the auditors must devote to substantive procedures.

T
F
10.
Auditors should never spend more time on an audit than is called for in a conscientiously developed time budget.

T
F
11.
Analytical procedures are optional procedures that may be useful to the auditors in planning the audit.

T
F
12.
Substantive procedures are generally completed before the auditors assess control risk.

T
F
13.
Tests of controls are designed to determine whether the client's controls are operating effectively.

T
F
14.
The audit program generally must be modified if the auditors revise their estimate of risk for the engagement.

T
F
15.
The substantive procedures portion of the audit program generally is organized around income statement accounts.

T
F
16.
A systems approach to an audit emphasizes tests of controls.

T
F
17.
An audit program should indicate which auditing procedures have been completed and which remain to be done.

T
F
18.
One basic reason that audit programs usually focus on balance sheet accounts is because users of financial statements are likely to rely more heavily upon the balance sheet than the other financial statements.

T
F
19.
An audit program includes procedures for verifying the client’s cutoff of transactions to be included in the financial statements of the current period.

T
F
20.
Completeness of an asset account can best be established by vouching recorded entries in the asset account.

Completion

Fill in the necessary words to complete the following statements.

1.
Auditors of SEC registrants are selected by the __________ __________ of the board of directors, that usually consists of from 3 to 5 directors that are not __________ or __________ of the client organization.

2.
The auditors must assess the risk of material misstatement of financial statements due to the two types of fraud, __________  __________  __________ and __________  __________  __________.

3.
Audit risk at the account balance level consists of three components: (1) __________ __________, (2)__________ __________, and (3) __________ __________.

4.
Audit planning is documented by: (1) the __________ __________, which provides an overview of the engagement; (2) the __________ __________, which is a listing of the audit procedures for the engagement; and (3) the __________ __________, which is a schedule of the estimated time for each major audit procedure or area.

5.
The two major types of audit procedures are (1) __________ __________ __________, which are focused on the effectiveness of internal control; and (2) __________ __________, which are tests used to substantiate financial statement accounts and balances.

6.
Performing certain audit procedures at an __________ __________ rather than at the balance sheet date, results in additional __________ that must be controlled by the auditors.

7.
The authenticity and accuracy of an account receivable may be tested by __________ __________ with the debtor, or by __________ entries in the account to supporting documents.

8.
The __________ procedures portion of the audit program is normally organized around the balance sheet accounts because highly competent __________ is generally available for such accounts.

9.
Assertions are __________ of __________ that are set forth in the financial statements.

10.
The term __________ refers to the process of determining that transactions are reflected in the proper accounting period.

Multiple Choice

Choose the best answer for each of the following questions and enter the identifying letter in the space provided.

_____
1.
Which of the following is the best example of a substantive procedure?

a. Examining a sample of cash disbursements to test whether expenses have been properly approved.

b. Confirming balances of accounts receivable.

c. Comparing signatures on checks to a list of authorized check signers.

d. Flowcharting a client’s cash receipts system.

_____
2.
Which of the following topics is not normally included in an engagement letter?

a. The auditors’ responsibilities with respect to the audit.

b. A request that the client sign a copy of the letter.

c. Client responsibilities regarding the audit.

d. A schedule of individual audit team member billing rates.

_____
3.
Which of the following statements is not correct regarding the auditor’s determination of materiality?

a. It is the smallest amount of misstatement that would probably influence the judgment of a reasonable person relying upon the financial statements.

b. Auditing standards require auditors to consider materiality in planning the audit.

c. The planning level of materiality will normally be the larger of the amount considered for the balance sheet versus the income statement.

d. The appropriate financial statement base for computing materiality may vary based on the nature of the client's business.

_____
4.
A successor auditor must attempt communication with a predecessor auditor:

a. prior to accepting the engagement.

b. after the engagement has been accepted.

c. both prior to acceptance of the engagement and after the engagement has been accepted.

d. is not required to do so.

_____
5.
The systems (internal control) portion of an audit program is generally organized around the:

a. major transaction cycles.

b. substantive procedures.

c. analytical procedures.

d. inherent risk assessment.

_____
6.
Which of the following is least likely to be considered a risk assessment procedure in a financial statement audit?

a. Analytical procedures.

b. Inquiries of management.

c. Observation and inspection relating to client activities.

d. Tests of controls.

_____
7.
Which of the following is an effective audit planning and control procedure that helps prevent misunderstandings and inefficient use of audit personnel?

a. Arrange to make copies, for inclusion in the working papers, of those client supporting documents examined by the auditors.

b. Arrange to provide the client with copies of the audit programs to be used during the audit.

c. Arrange a preliminary conference with the client to discuss audit objectives, fees, timing, and other information.

d. Arrange to have the auditors prepare and post any necessary adjusting or reclassification entries prior to final closing.

_____
8.
Which of the following is the most likely first step the auditors would perform at the beginning of an initial audit engagement?

a. Prepare a rough draft of the financial statements and of the auditors' report.

b. Consider internal control.

c. Tour the client's facilities and review the general records.

d. Consult with and review the work of the predecessor auditors prior to discussing the engagement with the client management.

_____
9.
Which of the following is a basic tool used by the auditors to control the audit work and review the progress of the audit?

a. Time and expense summary.

b. Engagement letter.

c. Progress flowchart.

d. Audit program.

_____
10.
Hawkins, CPA, requested permission to communicate with the predecessor auditors of a prospective client. The prospective client's refusal to permit this will bear directly on Hawkins' decision concerning the:

a. adequacy of the preplanned audit program.

b. ability to establish consistency in application of accounting principles between years.

c. apparent scope limitation.

d. integrity of management.

_____
11.
Which of the following risk factors indicates an increased risk of misappropriation of assets?

a. High turnover of senior management.

b. Strained relationships between management and auditors.
c. Overly complex organizational structure..

d. Lack of mandatory vacations for employees performing key functions.

_____
12.
Which of the following is most likely to be an overall response to fraud risks identified in an audit?

a. Decrease the use of professional skepticism and increase the use of internally generated evidence.

b. Use predictable, well established audit procedures.

c. Consider further management’s selection and application of significant accounting principles.

d. Supervise members of the audit team less closely and rely more upon judgment.

_____
13.
Which of the following is most likely to be included in an auditor’s inquiry of management while obtaining information to identify the risk of material misstatement due to fraud?

a. Are financial reporting operations controlled by and limited to one location?

b. Does it have knowledge of fraud or suspect fraud?

c. Has the possibility of management override been assessed?

d. Does the company have insurance against all forms of fraud?

_____
14.
Audit programs are modified to suit the circumstances of a particular engagement. A final audit program for an engagement generally should be developed:

a. prior to beginning the actual audit work.

b. after the auditors have completed their risk assessment procedures.

c. after reviewing the client's accounting records and procedures.

d. when the audit engagement letter is prepared.

_____
15.
An audit committee's responsibilities normally would not include:

a. discussing the meaning and significance of audited financial statements.

b. discussing problems and experience with independent auditors in completing the audit of annual financial statements.

c. nominating the independent auditors.

d. discussing all details of the audit programs of the independent auditors.

_____
16.
Tracing of a transaction from source documents to the accounting records is generally an audit procedure that is designed to establish:

a. completeness.

b. valuation.

c. existence.

d. presentation.

Exercises

1.
Listed below are the management assertions that are contained in financial statements, and several finan​cial statement misstatements. For each misstatement, indicate with the appropriate letter the assertion by management that is being violated.


Assertion

A
Existence and occurrence

B
Completeness

C
Rights and obligations

D
Valuation or allocation

E
Presentation and disclosure

Misstatements

_____
a.
The client failed to include in their financial statements inventory that was consigned to others.

_____
b.
The client had a significant amount of damaged goods that were presented at cost.

_____
c.
The client failed to describe in the financial statements significant debt restrictions.

_____
d.
The client recorded receivables that were fictitious.

2.
Listed below are audit objectives for the audit of assets, and audit procedures designed to achieve certain of those objectives. Match the procedure with the primary objective or objectives that it is intended to achieve.


Audit Objectives

A
Establish the existence of the assets

B
Establish the rights to the assets

C
Establish the completeness of recorded assets

D
Determine the appropriate valuation of the assets

E
Determine the appropriate financial statement presentation


Audit Procedures

_____
a.
Confirm a sample of accounts receivable by direct communication with the customers.

_____
b.
Observe the client's physical inventory.

_____
c.
Obtain a lawyer's letter from the client's attorney.

_____
d.
Vouch purchases of property, plant and equipment made during the year.

_____
e.
Trace selected purchase transactions to entries in accounts.
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