Chapter 4: Audit planning II
Audit risk: risk that an auditor expresses an inappropriate audit opinion when the F/S are MM
Inherent risk: susceptibility of the F/S to MM without considering internal controls. Consider nature of the business, industry, previous experience with the client
Assertion: statement made by management regarding the recognition, measurement, presentation, and disclose of items in the F/S
Significant risk: an identified and assessed risk of MM that in the auditor’s judgement, requires special audit consideration
· Involves fraud, complex transactions, significant RPTs/subjectivity in measurement/economic or accounting developments
Control risk: risk that a client’s system of internal controls will not prevent or detect a MM
RMM at the assertion level comprises of inherent and control risk  these are the client’s risks and exist separately from the F/S audit
Detection risk: the risk that auditors’ procedures will not be effective in detecting a MM should there be one. Influenced by doing more or less substantive audit work
Audit risk model:
· First filter for material errors are the controls in place. If control risk is set as low, the auditor believes the controls will be effective in preventing/detecting some of the errors from getting through the filter
· Second filter is the amount of substantive work the auditor plans to perform. Auditor does enough work to reduce the risk of the errors getting through to an acceptable level 
AR = (IR * CR) * DR
RMM = IR * CR
	Audit risk
	Inherent risk
	Control risk
	Detection risk

	
	High
	High
	Low


· Auditor increases reliance placed on their detailed substantive procedure  more intensive testing of account balances at year-end and transactions through the year
	Audit risk
	Inherent risk
	Control risk
	Detection risk

	
	Low
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	High


· Auditor acknowledges the client is low risk and extensive substantive testing is not required
DR = AR / RMM. AR is usually set around 5% aka 95% assurance that there are no MMs


4.2 Materiality 
Materiality: information that impacts the decision-making process of users of the F/S
Qualitative factors: information is considered material if it affects a user’s decision-making process
· If the auditor believes that an inaccurate disclosure or omission will affect a user’s decision-making process, the inaccuracy/omission is considered to be material and the auditor will request that the client amend the disclosure or include any omitted information 
Quantitative factors: information is considered quantitatively material if it exceeds an auditor’s preliminary materiality assessment
· Be mindful of the primary users of the F/S (shareholders vs owners vs lenders)
· Choose a base from B/S (total assets, equity) or I/S (profit before tax, revenue, expenses, gross)
· Eg. public company would use profit before tax, not-for-profit would use assets or expenses
· Normalize items such as bonuses, unusual gains and losses, significant expenses that may not be recurrent
· CPEM materiality guidelines: 
	5-10%
	Pre-tax profit

	0.5-2%
	Total assets

	0.5-5%
	Equity

	0.5-2%
	Revenues/expenses


· When planning materiality level is lower, auditor increases the quality and quantity of evidence that needs to be gathered 
Performance materiality: Set by the auditor to reduce the likelihood that a misstatement in a particular class of transactions/balances/disclosures, in aggregate, does not exceed materiality for the F/S as a whole. Usually set to 60-85% of overall materiality 
Specific materiality: information that is relevant when some areas of the F/S are expected to influence the economic decisions made by users of the F/S
Note: materiality is based on users and users generally do not consider audit risk! When calculating materiality, audit risk is not considered. 
4.3 Audit strategy
Audit strategy: set the scope, timing, and direction of the audit and provide the basis for developing a detailed audit plan


Substantive audit strategy: used when the auditor does not plan to rely on the client’s controls and increases the reliance on detailed substantive procedures that involve intensive testing of year-end account balances and transactions throughout the year
· Used when control risk is assessed as HIGH
· Exception when a significant risk has been identified: auditor then gains an understanding of the client’s controls relevant to that risk 
Combined audit strategy: used when auditor obtains a detailed understanding of their client’s system of internal controls and plans to rely on that system to identify, prevent, and detect MM
· When cost of testing controls exceeds benefits, auditor may decide not to test any further
· Auditor can never completely rely on internal controls and will always conduct some substantive procedures
	Audit risk
	Inherent risk
	Control risk
	Detection risk

	
	HIGH
	HIGH
	LOW

	Audit strategy
	
	Zero or limited tests of controls
	Increased reliance on substantive tests

	
	
	
	

	
	LOW
	LOW
	HIGH

	Audit strategy
	
	Increased reliance on tests of controls
	Reduced reliance on substantive tests



Walkthrough: tracing a transaction through a client’s accounting system, from inception to being recorded in the general ledger
· Auditor identifies risk factors while tracing
· For each risk, assess whether an internal control could reduce the likelihood of a MM occurring as a result of the risk
· If a control could exist to mitigate this risk, does the client have it? If they do, test it and conclude if they are effective  less reliance on substantive procedures
· If client does not have controls in place, no tests will be conducted for the identified risk and auditor reports weaknesses in governance, makes recommendations, and does more substantive work
4.4 Measuring performance
KPIs: measurements that can be quantified and that reflect the success factors of an org
Earnings per share: profit divided by weighted average shares ordinary shares issued
Price-earnings ratio: market price per share divided by EPS
Liquidity: ability of a company to pay its debts when they fall due

4.5 Analytical procedures
Analytical procedures: an evaluation of F/I by studying plausible relationships among both financial and non-financial data
· [bookmark: _GoBack]Done to highlight unusual fluctuations in accounts, aid in identification of risk, enhance understanding of client, identify accounts at RMM, reduce audit risk by concentrating effort where the RMM is greatest
Comparisons: YoY changes, current performance vs. budget, use dollar and percentage changes for line items in I/S and B/S
Trend analysis (horizontal): select some account balances, use a base year, restate all accounts in subsequent years as a percentage of that base, consider economy-wide factors such as a recession
· 2013 sales as base, +20% in 2014, -10% in 2015
Common-size analysis (vertical): pick one line item and make other items a proportion of that item, compare YoY. Usually assets in B/S and revenue in I/S
· 2013 COGS were 40% of sales, 2014 COGS were 35% of sales
	Ratio
	Definition

	Gross profit margin
	Gross profit / net sales

	Profit margin
	Profit / net sales

	ROA
	Profit / average assets

	ROE
	Profit / average equity

	Current ratio
	Current assets / current liabilities

	Asset-test (quick) ratio
	Cash + short-term investments + receivables (net) / current liabilities

	Inventory turnover
	COGS / average inventory

	Receivables turnover
	Net credit sales / average net receivables

	Debt to equity
	Liabilities / equity

	Times interest earned
	Profit becomes taxes and interest / interest expense



· Consider reliability of client data (poor controls?), ability to make comparisons over time (change in accounting methods, past results unaudited)
· Reliable sources: generated by AIS with effective internal controls, independent reputable external source, audited information, consistent accounting methods





