Auditing Final Exam Review
The final exam for this course is comprehensive and will cover chapters 1-3, 5-9 and 11-12.
Chapter 5
1. What activities does an auditor undertake to accept a client? 

· Obtaining and reviewing financial information about prospective client
· Evaluation of independence
· Evaluation of competency and resources 
· Understand business risks and determine managements willingness to accept responsibility for financial statements 
· Look for news reports, consult with auditee’s banker, legal counsel to others to assess integrity of management
· Communication with previous auditor 
What tasks are performed after accepting a client?

· Engagement letter 
· Staff assignment and time budgets 

2. Why does an auditor need to understand client’s business and environment? How does this help in preliminary audit planning? 

· Helps understand business risk which can lead to auditor risk 
· Used to establish and overall audit strategy, design the audit plan and audit programs 

3. What are the preliminary analytical procedures? 

· Compare current-year account balances with one or more comparable periods
· Compare current-year accounts balances and financial relationships with similar information for the auditee’s industry
· Compare current-year accounts balances with company’s anticipated results
· Review of accounting misstatements discovered in prior years 
· Conversations with auditee personnel 
· Review of corporate charter and bylaws (partnership agreement) 
· Review of contracts, agreements and legal proceedings
· Reading and study of the minutes of meetings
Why are they done?
· Analysis of the draft statements may show relationship that do not make sense
· Indicates problem areas where misstatements may exist and the analysis of the draft statements is attention directing.
· Representational faithfulness of the statements





4. What can you use to calculate materiality?

· 5% of income from continuing operations
· 5% of net income before tax and bonus (for proprietorships) 
· Not for profit 0.5-2% total expenses or total revenues 
· Real estate 1% revenue 
· Mutual fund entity 0.5-1% net asset value 


Chapter 6

1. How is an auditor understanding of business risk affect the assessment of material misstatement?  

Strategic Analysis:
Gain an understanding from senior client management about:
· Business objectives
· Key strategies employed to meet those objectives
· Risks that threaten achievement of those objectives

Business process Analysis:
· Minimize risks through good process (ERP) – success depends on execution of strategy 
· Analysis assist auditor in understanding firm – highlight risks and note disclosures
· E-Commerce and complex IT create business risk and auditor should understand how it is used in process
· Process should comply with law and regulations 

2. What are the audit assertions and their importance?

	Existence (occurrence)
	· Evidence that assets, liabilities and equities exists
· Revenues/expenses occurred at date 
· Cut off considerations to existence (no next period entries during statement date) 

	Completeness
	· All items are presented in the statements (Cut off) 

	Ownership (rights and obligations)
	· Ensure assets represents ownership rights and liabilities represents obligations

	Valuation (Measurement and Allocation)
	· Ensure proper values have been allocated to the B/S and I/S

	Presentation (classification and Disclosure)
	· Principles are properly selected and applied and if disclosures are adequate 








3. What is the audit risk model and how does this model helps in audit planning?

AR= IR * CR * DR

	
	Inherent Risk
	Control Risk
	Detection Risk

	Define 
	Probability of material misstatement in transactions or in account balances 
	Clients internal control system will not prevent or detect a material misstatement 
	Material misstatements that aren’t corrected will not be noticed by the auditor. 

	Auditors
Control 
	Auditors don’t create or control inherent risk
	Auditors can’t control or create control risk instead 
	Auditor can control this risk 

	Measure
	Assess magnitude based on prior experience, management bias and nature of the transactions

Auditor will consider the characteristics of the client’s business, types of transactions and effectiveness of accountants 
	Assess control system determine failure to detect material misstatements 

Only indirect assessment of $ misstatements 

Anchoring: Assumptions about control risk that auditors carry over for client
	Substantive tests (balance audit) like audit of transaction details, balances and analytical procedures applied to $ in the accounts 



4. How are the business processes related to accounting cycles and how does this helps in planning the audit? 

Auditors typically group the accounts into several accounting processes

1. Revenues and collection
2. Acquisition an expenditure
3. Production and conversion
4. Finance and investment

The purpose of using business processes is to group together related accounts by transactions that normally affect them
	















Chapters 7 and 9
1. What is internal Control and why is it important for an organization to have effective internal control?

Internal control is defined as the process designed, implement and maintained by management to provide reasonable assurance about:

1. The reliability of financial reporting
2. Effectiveness and efficiency of operations and
3. Compliance with applicable laws and regulations

2. What are the elements of internal control at the entity level? 
	1. Control environment 
Company level-management controls
	· Management operating style 
· Organizational structure (tone at the top)
· Board of directors (auditee committee) 
· Methods of assigning authority and responsibility
· Management monitoring methods (audit and policies and practices) 
· External influences 
· Computerized systems (preventive controls)

	2. Entities risk assessment process 
Company level-Management controls 
	· Identify risks relative to misstatements -significance and likelihood of risks and how to manage risks efficiently and effectively 

	3. Information system and business processes relevant to financial reporting and communication
Company level-Management controls 
	· Record all valid transactions
· Describe transactions to provide classification
· Measure the value of transactions
· Determine the time period for transactions 
· Presented correctly in statements  

	4. Control activities
Controls over processes, applications and transactions -Accounting controls
	· Policies and procedures to achieve entity’s goals -financial reporting goals. Either general or application
· General: Relevant to the audit include performance reviews
· Application: Checks on accuracy, completeness, and authorization of transaction processing 


	5. Monitoring of Controls 
Company level-Management controls 
	· Include reviews of reconciliations, internal audit evaluations and legal department evaluations of compliance 
· Controls modified to accommodate changes in business conditions








3. What is the fraud triangle? 

· Fraud incentive: Is the pressure a person experiences and believes cannot be shared with friends and confidants leads to committing fraud or can service as the motive for fraud.
· Fraud opportunity: Is an open door for solving the un-shareable problem by violating a trust.
· Fraud Rationalization: Is when individuals possess an attitude, character, or set of ethical values allowing them too knowingly and intentionally to commit a dishonest act.

4. What are the auditor’s responsibilities to detect and report fraud?

[bookmark: _GoBack]Auditors should maintain professional skepticism and ignore managements assumption of honesty. Auditor shall make inquiries of management regarding:
· Management assessment of risk that there is material misstatement due to fraud (nature, extent and frequency) 
· Managements process for identifying and responding to risks of fraud in entity. Includes, managements identified fraud to the auditor or accounts with likely of fraud. 
· Those charged with governance communication with identifying and responding to fraud risk 
· Managements communication to employees regarding practices and ethical behavior

5. What is the difference between a preventative control and a detective control?

Preventive controls: Control procedures to prevent error and fraud 
Detective controls: Control procedures to detect error or fraud 

6. How do you select and design tests of controls (decide what should be tested, how it should be tested, how much to test and when)?.

· Activities that have impact on accounting processes (preventative)
· Capable personnel: High turnover means inexperienced people performing control functions. New accounting officers may not have enough experience 
· Performance reviews: Compare actual to budget 
· Segregation of responsibilities: Main benefits are innocent errors will be found (more eyes) and irregularities are more difficult to conceal (collusion) 
· Authorization to execute transactions
· Recording transaction
· Custody of assets 
· Periodic reconciliation of assets and recorded amounts
· Supervision
· Controlled access
· Periodic Comparison & Reconciliation: Petty cash counts, bank rec, counts of securities. 
· ITS controls: Recovery plans, routine backup and security 




7. How will an auditor document the results of tests using various working papers?

Working papers are the auditors’ record of compliance with GAAS’, they should contain support for the decisions made during the audit. The auditor is the owner of the work papers. 

Permanent file papers: Information of continuing interest
Current File: 
· Audit administrative papers: documentation of early planning
· Audit evidence papers: evidence obtained and decisions made



Chapter 8

1. What are the various techniques that an auditor can use to gather audit evidence?

Inspection
· Looking at records, documents or assets having physical substance- Vouching and tracing scanning
· Vouching: Find source document to account 
· Tracing: Follows source document to account (backwards) 
· Scanning: Eyes open approach just looking for unusual items 

Observation
· Looking at the application of policy or procedures by others- reliable evidence as to performance at the time of observation, produces a general awareness of events

External Confirmation
· Consistency of written enquiry to verify account records- confirmation with independent parties is used widely for a variety of transactions and balances
· Positive confirmations – requires reply in all cases 
· Negative confirmations – Request reply only where information is incorrect 
· Confirmation can provide evidence regarding existence, ownership, valuation and cut off.

Recalculation/Reperformance
· Performing independent calculations or recalculating the client’s calculations- Computation produces highly reliable mathematical evidence and computation addresses existence and valuation for calculated amounts- reperformance is applied in control testing, the auditor independently executes an internal control procedure.

2. What is audit evidence relative to appropriateness and persuasiveness? 

Evidence must be relevant and reliable to be appropriate
· Relevant: Audit evidence relates to one assertion 
· Reliable: reliability of audit evidence depends on nature and source
· Both combined determine persuasiveness of evidence 




Hierarchy of Evidence
Less reliable: 
· External-internal documentation
· Observation
· Analytical procedures with specific data 
Most reliable:
· Physical inspection
· Confirmation 
· External documentation
· Recalculation/reperformance








Chapter 11
1. What are the audit objectives applicable to sales and receivables?

· The auditor must understand the business’s method of generating revenues and use of them in operations in order to assess the business risk and risk of misstatement. 
· The auditor mainly considers revenue and receipt transactions and account receivables balances. 
· Management’s assertions regarding existence, ownership, completeness, valuation and disclosure all present risks the auditor needs to consider 









2. What are the functions and control procedures that are normally found in the sales to cash collections cycle? 

Accounts affected by revenue, receivable and receipts process
· Cash in bank
· Cash receipts
· AFDA
· BDE
· Sales revenue
· Sales returns and allowances and discounts
· Perpetual inventory records and shipping records 
General Control Considerations
· Segregation of responsibilities
· Bonding key employees
· Control structure should allow detail checking of rules and policies 
· Internal control questionnaire/ walk through 
· Fidelity bonds: Insurance policy that covers theft of cash by employees 
Detailed Control Tests for Sales, Cash Receipts and Receivables 
· Cut off for revenue cycle (revenue recognition) – reversing error (errors that will have equal or opposite effect the following period)  
· Tests include identification of population and expression of the action to be taken 
· Two direction testing: Audit control over completeness in one direction and validity in the other, i.e. Shipping document file is sample that is traced to sales invoice for completeness and sample is vouched to shipping document evidence (Work forward, work back) 
3. What are the tools used in substantive testing of sales and accounts receivable: initial procedures; analytical procedures; tests of details of transactions; tests of details of balances; and presentation and disclosure 

Cash Account Balances
· Gather direct evidence on account balances 
· Recalculation, observation, confirmation, enquiry, vouching, tracing, scanning and analytical review 
· Dual purpose procedures: Substantive and control with same tests 




Accounts Receivable
· Continuity schedule: Working paper that shows movements in account balances and other financial statement amounts that should tie in with them
· Financial statement relationship in schedule can analyze impact of misstatements discovered in the audit 
· Aged trial balance, confirmations 
· Vouch sales invoices to shipping documents 

Chapter 12

1. What is the purchases, payables and payment process?




2. What are the audit objectives applicable to purchase and payment process?

· Authorization
· Purchases made by purchasing departments or authorized purchases (competitive bids) 
· Disbursements are authorized by AP department, (order, invoices and receiving are matched) 
· Custody 
· Receiving department transfers goods to other departments 
· Custody of cash 
· Access to blank documents 
· Recording
· Purchases recorded when purchase order, receiving and vendor invoice are matched 
· Disbursements recorded when cheques are prepared 
· Periodic reconciliation
· Comparison of existing assets to recorded amounts (bank rec, fixed assets, trial balance of AP and physical inventory)

3. What are the functions and control procedures normally found in systems used for processing payables and payments?

	Management Report
	Control Purpose
	Potential Audit Evidence

	Open purchase orders
	Completeness of AP
	Purchase commitments, inventory valuation 

	Unmatched receiving reports and unmatched supplier invoices
	Purchase records validity

	Unaccrued liabilities for purchases 

	AP trial balance
	Proper accounting, cash flow
	Existence & completeness of AP 

	Purchases journal
	Completeness and validity of purchases, inventory and expenses
	Inventory changes and expense reasonability

	Inventory reports
	Completeness, validity and valuation of inventory 
	Inventory balances, valuation, selection of samples, test counts and valuation tests 

	Fixed asset reports
	Completeness, validity and valuation of fixed assets 
	Changes in fixed asset balances
Sample for vouching
Recalc of depreciation 

	Cash payment report
	Validity and authorization for expenditure
	Sample for testing existence, authorization and proper cut off




4. What are the typical substantive procedures used to respond to the risk of material misstatement in the main account balances for purchases, payables and payments?

· Test all control objectives
· Cutoff for inventory 
· Identify sample pop and actions taken 
· Roll forward period: Period between cutoff and year end, when cutoff is made before year end 
· Control tests for inventory records 
· Test reliability of perpetual records 
· Physical count vs book balance 
· Summary of control risks 
· Good controls: Low control risk (smaller sample) 
· Poor controls: high control risk (larger samples) 

5. Why is completeness assertion important for auditing the accounts payable liability and what are the procedures used to look for unrecorded liabilities?

· Completeness and obligations assertions due to unrecording of assets 
· Search for unrecorded liabilities (accrual, contingent liabilities, unearned revenues, taxes payable, and long term debt)
· Procedures: Look at lawsuits, small amounts in AP, terms of sale, trace term liabilities to accounts (bank confirm), CRA tax documents 

Start here


Request purchases


Recieve goods and services 


Recieve supplier invoice 


Enter accounts payable 


Disburse cash 



Start Here


Customer orders


Credit granting


Warehousing, shipping and delivery


Bill customers


Collections


