Auditing ACC0048 Review Assignment
The following audit review assignment is intended to help you study for the next mid-term test on April 26th, 2011.  I will provide you with class time in order to complete much of the assignment.

You will need to bring your textbook to class (yes you will actually have to open it once more!) in order to answer the following questions:

Chapter 6:

1. What procedures would an audit firm undertake to determine whether or not to accept a client or not? What are some reasons that an auditor may not continue audit engagements?

The first step to take would be to gain knowledge of the clients business and surrounding environment. Next is to understand your clients internal controls to see how reliable it is and how they function. Some reasons why an auditor may not continue the audit engagement is because the auditor is not independent of the client. Another reason is if the auditor discovers that the client’s internal functions are dealing with illegal or unethical actions, therefore would not enter the audit. Finally if there is a threat of being sued then that would definitely be a good reason not to engage in the audit. If you or close relatives own shares in the clients business, then the auditor is not independent.
2. The engagement letter forms the basis of a contract between the auditor and its client.  What are the basic elements of an engagement letter? 
Purpose of the engagement letter is to reduce risk that the auditor or auditee misinterprets the needs or expectations of the other party. It covers the objective, scope (service your providing), and limitations of the audit as well as respective responsibilities of both parties. It also includes deadlines, the financial reporting framework to be used, and form of the audit report expected to be given. 
3. Why does the auditor attempt to understand the client’s business?

The Auditor does this because it helps assess the risk that the auditees financial statements might contain material misstatements and therefore not be fairly presented. Also the auditor does this to establish an overall audit strategy for the engagement and to guide the design of a detailed audit plan containing a set of audit programs that effectively address all the significant risks of financial statement misstatements.
4. Why does the auditor use preliminary analytical procedures at the planning phase of an audit?

The purpose of analytical procedures at the planning phase is “attention directing” – to alert the audit team to problems (errors, fraud) that may exist in the account balances, transactions, and disclosures and to guide the design of further audit work. Understanding these business risks will help identify the changes and relations expected based on how the business performed during the audited period and what might indicate the financial information is misstated.
5. What are five different types of analytical procedures that an auditor will perform on the financial statements? Briefly describe each one.

a) Compare current year account balances with balances for one or more comparable periods (horizontal)
b) Compare current year balances and financial relationships (ratios) with similar information for the industry the company operates in.

c) Compare current year balances with the company’s anticipated results as found in the budgets and forecasts.(actual to budget or actual to industry)
d) Evaluate relationships of current year balances to other current year balances for conformity to predictable patterns based on the company’s experience (vertical)
e) Study relationships of current year balances to relevant nonfinancial information (ex. Revenue vs. recessions, expenses vs. employees quitting).
6. What are some examples of distress ratios?

- Acid Test Ratio (CA-INV/CL)
-Current ratio (CA/CL)
- Working capital/total assets
-Retained earnings/total assets

-EBIT/total assets

-Market value of equity/ total debt

-Net sales/total assets

7. Define the term materiality.

The Lowest dollar amount that users of the financial statements (stakeholders) can tolerate before changing their decision.
8. What are the quantitative benchmarks used by auditors to determine an auditee’s materiality?

5-10% of income from continuing operations
5-10% of net income before bonuses

0.5-2% of total revenues or expenses for not-for-profit entity

0.5-1% of net asset value for mutual fund industry

1% of revenue for real estate industry(when entity owns income-producing properties)

Also notify who the users of the financial statements are and how it affects them.
9. What other factors should be considered after quantitative calculations when determining materiality?

Consider QUALITATIVE factors. This means, aside from raw calculations, auditor must stand back and take a broader outlook and consider other factors that may be informative about the consequences of materiality level used. New information that causes revision to materiality is a qualitative consideration. 

10. What are the five main financial statement assertions made by management? Briefly describe each one in your own words.
-Existence/Occurrence: Assets, Liabilities, Equities actually exist. That transactions (revenue and expenses) occur as of a proper date.
-Completeness: All transactions and accounts that should be included in financial reports are indeed included or there.
-Ownership: Assets represent property rights and liabilities represent obligations to entity.
-Valuation: Proper values are assigned to assets, liabilities, revenues, expenses, and equities.
-Presentation and Disclosure: accounting principles are met and properly selected and disclosures are adequate.
Chapter 7:

1. What is audit risk and what are the components of audit risk? Describe each one briefly.
Audit risk = Control Risk * Inherent Risk * Detection Risk
-Control risk: probability that client’s internal policies and procedures will fail to detect or prevent material misstatements. 

-Inherent risk: Probability that material misstatements have occurred in transactions within accounting system used to develop financial statements, or that material misstatements have occurred in an account balance

-Detection Risk: Risk that auditor will fail to detect material misstatements.
2. How are materiality and audit risk related?  If the IR and CR are too high how would an auditor control this?
Materiality refers to a magnitude of misstatement whereas audit risk refers to level of assurance that material misstatement does not exist in financial statements. The materiality decision is based on how misstatements will affect financial statement users. If IR and CR are too high we will lower our DR because this means we will have to base our materiality level on a lower number so that we can find any errors or fraud due to a high risk of material misstatements. 
3. What is the purpose of management’s controls?
The purpose is to assess adherence to management policy, promote operational efficiencies, and address strategic risks.
4. Why are a client’s internal controls important to an auditor?
They are important because first of all in the beginning of the audit you tend to assess the internal controls to see how reliant they are in using them for calculating analytical procedures. 
5. What are the components of an internal control?
a) Control environment
b) Management’s risks assessment process

c) Information system, including related business processes, relevant to financial reporting and communication

d) Control activities

e) Monitoring of controls

6. Think of a typical financial statement account with high inherent risk and one with a low inherent risk.
High Inherent Risk: Beer Sales
Low Inherent risk: licensing fees
7. What is a general control and give an example?
It includes organizational features like capable personnel, segregation of responsibilities, controlled access, and periodic comparison. 
8. What is an application control and give an example?
Application controls are viewed in terms of whether they relate to input, processing, or output of the accounting system. They help ensure all recorded transactions really occurred, are authorized, and are completely and accurately entered and processed through the system. Examples include: authorization checks prior to data input, maintenance review of accounts and trial balances.
9. What is the difference between a compliance test and a substantive test?
-Compliance test: checking that a control has operated in accordance with its intended use. 
-Substantive test: checking that the systems output is actually correct
Chapter 8:
1. Auditors use six basic audit evidence gathering techniques – describe each one and give an example.
a) Recalculation: redoing calculations already performed by client. It is compelloing evidence that shows if auditee’s calculations are right or wrong. Example is recalculating amortization expense using double declining method

b) Observation: looking at how policy or procedures are applied by others. Example is observe data entry procedures, or observe petty cash control procedures, or observe inventory counting procedures

c) Confirmation: consists of an enquiry, usually written, to verify accounting records. Example is to obtain confirmation of accounts receivable balance and detail from a customer.

d) Enquiry: involves collecting oral evidence from independent parties, auditee officials, and employees. Example is to enquire about frequency of bank reconciliation procedures. Also to enquire about which employee totals cash receipts and deposits them to the bank.

e) Inspection: looking at records and documents or at assets with physical substance. Example is read terms of lease agreement for lessee. Another is to review inventory variance analysis report prepared by production department.

f) Analysis: obtaining evidence about financial statement accounts by methods of study and comparison. Example is to analyze monthly gross margin by product line. Or compare inventory turnover rate to previous year.
2. On page 282 there is a list of potholes in audit gathering techniques – read each one and suggest how you would have avoided these issues.
· Recalculation: to avoid this I would have asked the auditee how he calculates his measuring units for inventory prior to my recalculation. Or compare prior year inventory numbers to this years and tried to figure out a relationship between the two.
· Inspection: to avoid this the auditor should have made sure that nothing is moving at all.
3. Discuss how effective analysis is in discovering fraud and errors.

Effective analysis is the initial events that will most likely identify adjustments in accounts. They tend to be called “soft” information (which includes analytical procedures, expectations based on prior-year experience, and auditee enquiry). In a study, these procedures accounted for 50 percent of the discovered misstatements. Of course you do not only use soft information for you analysis, but you must do detailed audit procedures which are most reliable. But nevertheless, the soft procedures/information is the thing that “opens the door”.  
4. An auditor must determine what is sufficient and appropriate audit evidence – when referring to appropriate an auditor must determine what is relevant and reliable information.  There is a hierarchy of the quality or reliability of audit evidence – provide what procedures provide the auditor with the highest level of reliability.

The hierarchy starts from strongest to weakest
1) The auditors direct, personal knowledge, obtained through physical observation and their own mathematical recalculations or performance is the most reliable.
2) Documentary evidence obtained directly from independent external sources is very reliable.
3) Documentary evidence originating outside the auditee’s data processing system but received and processed by the auditee (external-internal evidence) is reliable.

4) Internal evidence consisting of documents that are produced, circulated, and finally stored within the auditee’s information system is low in reliability. However it’s used extensively if internal control is satisfactory. 
5) Analysis using specific data that the auditor has verified is fairly reliable. While broad analytical procedures of a general nature are not highly reliable as substantive evidence, they are often used for preliminary risk identification and attention directing early in an audit.

6) Spoken and written representations given by auditee’s offices, directors, owners, and employees are the least reliable.
5. What procedures provide auditors with the lowest amount of assurance?

Same as number 4 above
6. Listing the six general audit procedures – determine what is (are) the primary management assertion(s) that each one is testing.

1) Recalculation. Tests primarily existence and valuation
2) External confirmation. Tests primarily existence, ownership.

3) Enquiry. All assertions partially (existence, valuation, presentation/disclosure, completeness, ownership)

4) Inspection of documents. Tests primarily existence and presentation/disclosure

5) Analysis; Scanning. Tests all assertions partially.

6) Analysis; Analytical procedures on financial relationships. Existence, completeness, valuation all partially. 
7. How does an auditor gage sufficiency of audit evidence?

Sufficiency of audit evidence is based on the auditor’s professional judgment. But realistically it must be enough evidence to stand the scrutiny of other auditors (supervisors and reviewers) and outsiders (such as critics, judges, or CPAB inspectors). The real test of sufficiency is where your evidential base allows someone else to reach the same conclusions you reached. If not enough evidence is collected, then give a qualified opinion. 
Chapter 5:
1. What must a plaintiff prove in a common law action when seeking damages from an auditor?

1) That he/she was damaged or suffered a loss
2) That there was a beneficiary relationship with the defendant

3) That financial statements were materially misleading or that accountants advice was faulty

4) That he/she relied on statements of advice

5) That they were the direct cause of loss 

6) That accountant was negligent, grossly negligent, deceitful, or otherwise responsible for damages.
2. What are the main defences used by an auditor to defend him/herself in a common law suit?

Auditor must prove that at least one of the four are missing
1) Must be legal duty of care to plaintiff

2) Must be breach in that duty

3) Must be proof that damage resulted
4) There must be a reasonably proximate connection between the breach of duty and the resulting damage
3. Define and explain the meaning of privity, primary beneficiary and foreseeable beneficiaries.  In terms of negligence what must each prove to be successful against an auditor?

- Privity: relationship of direct involvement between parties to a contract (company/client and auditor).
- Primary Beneficiary: First named person/legal entity to receive a benefit/asset.
-Foreseeable beneficiaries: Parties who may or may not be known to auditor, that relies on financial statements and the auditors report.

4. What are the main sources of Statutory Law concerning auditors?

list some acts…
5. Do EP3 and EP5 case studies on pages 162 and 163.
