AUDITING

NOTES MID EXAM EVEN SEMESTER A.Y. 15/16
1. In accepting audit engagement, auditor has to evaluate the integrity of management. How the auditor can evalute the integrity of management?
The integrity of management can be evaluated through the following procedures:

a. Communicate with predecessor auditor, such as: (1) information that might bear on the integrity of management, (2) disagreements with management about accounting principles and auditing procedures, or other significant matters, (3) communications to audit committees or others with equivalent authority and responsibility regarding fraud, illegal acts by clients, internal control related matters, and quality of accounting principles, (4) the predecessor’s understanding of the reasons for a change in auditors.
b. Make inquiries of other third parties.
c. Review previous experience with existing clients.
2. Elaborate two factors which normally are used to determine, either from auditor side or from client side, as to whether to accept or decline the audit engagement. 
The two factors are:

a. From the auditor side, auditor has to assess the following:

a.1.
Competency to perform the engagement.
a.2.
Ability to maintain independency, either in fact or in appearance.

a.3.
Ability to exercise due professional care.


b.
From the client side, auditor has to assess the following:



b.1.
Integrity of management



b.2.
Potential risk of engagement



b.3.
Prospective client’s legal and financial stability

3. What is the function and the contents of engagement letter (at least state the three main points of the contents of engagement letter)?


The function of engagement letter is to build the mutual understanding between auditor and client regarding the right and obligation of each party related to the financial statements’ audit assignment.

The content of engagement letter includes:

a. Clear identification of the entity and the financial statements to be audited.
b. The objective or purpose of the audit.

c. Reference to the professional standards to which auditor will adhere, e.g. ISA.

d. An explanation of the nature and scope of the audit and the auditor’s responsibilities.

e. A statement to the effect that a properly designed and executed audit may not detect all material fraud.

f. A reminder to management that it is responsible for preparing the financial statements and for maintaining an adequate system of internal control.

g. An indication that management will be asked to provide certain written representations to the auditor.

h. A description of any auxiliary services to be provided by the auditor such as the preparation or review of tax returns.

i. The basis on which fees will be computed and any billing arrangements.

j. A request for the client to confirm the terms of the engagement by signing and returning a copy of the letter to the auditor.

4. What the auditor need to do to assess the potential risk of material misstatement in the financial statements, either due to error or irregularities?
To assess the potential risk of material misstatement in the financial statements, auditor need to perform the following procedures:

a. Understanding the industry of the client’s business.

b. Understanding the business of the client.

c. Understanding the design of the client’s internal control systems.
d. Performing tests of control.

5. Elaborate information that need to be obtained in understanding the business of the client, particularly for the matters of financial reporting, in order to improve the effectiveness of the audit process.
Knowledge of the entity’s financial reporting activities includes understanding such the following matters:
a. Accounting standards and industry-specific practices.

b. Revenue recognition practices.

c. Accounting for fair values.

d. Inventories (e.g. location and quantities).

e. Industry-specific significant accounts and transaction classes (e.g. loans and investments for banks, account receivable and inventory for manufacturers, research and development for pharmacuticals).

f.    Accounting for unusual or complex transactions, including those in controversial or emerging areas.
g. Financial statement presentation and disclosure.
6. Elaborate information that need to be obtained in understanding the business operations of the client, in order to improve the effectiveness of the audit process.
Knowledge of the entity’s business operations includes understanding the following:

a. Method of obtaining revenues (e.g. manufacturing, retailing, import-export trading, banking, utility, etc.).
b. Products or services and market (e.g. major customers and contracts, terms of payment, profit margins, market share, competitors, exports, pricing policies, reputation of products, warranties, back orders, marketing strategy, and objectives).
c. Conduct of operations (e.g. stages and methods of productions, business segments, fixed vs variables costs, details of declining or expanding operations).
d. Location of production facilities, warehouses, and offices.
e. Employment (e.g. wages levels, union contracts, postemployment benefits, incentive bonus programs and government regulation related to employment matters).
f.    Transactions with related party. 
7. State the types of risk related to the financial statements audit, from both the client side and the auditor side.

The types of risk are as follows:

a. From the client’s side, there are inherent risk and control risk.

b. From the auditor’s side, there are detection risk and audit risk.

8. What is your understanding about the term materiality in the context of financial statements’ audit?

Materiality is the level of misstatement or omission of information in the financial statements which is predicted can affect significantly to the decision of the users of the financial statements or to the trust of auditor over the fairness of the management’s assertion.

9. Materiality is determined at two stages, the first one is at the planning stage and the second lone is at the conclusion stage. What is the reason?
At the planning stage, the level of materiality is determined based on the prediction of potential error and fraud as a result of the assessed level of inherent and control risks at the planning stage. At the conclusion stage the level of materiality is determined based on the reality or the result of audit process. Therefore the level of materiality at the planning stage and at at the conclusion stage may different. 
10. Describe the relationship between the control risk, materiality, detection risk, audit risk, and audit evidence.

The relationship between them are as follows:

The higher the control risk (the higher the potential misstatements), the lower the materiality, the lower the detection risk, the lower the audit risk, and the larger the need of the audit evidences, and vice versa.

11. In the planning stage, auditor should assess materiality at the financial statement level and at the account balance level or at the performance level. What are the reason?
The resasons are as follows:
a. Determining materiality at the financial statements level, it is because the auditor’s opinion on the fairness of the financial statements extends to the financial statements taken as a whole, instead of on the fairness of certain element of the financial statements.
b. Deterimining materiality at the account balance level or performance materiality, it is because the auditor verifies account balances in reaching an overall conclusion on the fairness of the financial statements.
12. Describe the principles of allocation the materiality at the financial level into the materiality at the account balance level or at the performance level.

The principles of allocation the materiality are as follows:

a. The potential misstatement of transaction or account balance, meaning the higher the potential misstatement, the lower the allocation of materiality, and vice versa.

b. The cost of audit, meaning the higher the cost of audit, the higher the allocation of the materiality, and vice versa.

13. Materiality can be assess based on quantitative consideration as well as based on qualitative considerations.  What is your understanding about qualitative considerations of the materiality?
Qualitative consideration relate to the causes of misstatements. A misstatement that is quantitatively immaterial may be qualitatively material. This is may occur, for instance, when misstatement is attributable to an irregularity or an illegal act by an entity or by an entity’s staff.

14. One of the important procedure in auditing is analytical procedures. What is your understanding about analytical procedures and what is their purposes, either in the planning phase, in the testing phase, an at the conclusion of audit?

Analytical procedures are evaluations of financial information made by a study of plausible relationships among both financial and nonfinancial data, i.e. by comparing the existing data with:

a. Comparable data of prior period(s).

b. Data in the formal budgets and forecasts.

c. Data in the related elements of financial information within the period.

d. Data in the industry.


The purposes of analytical procedures:

a. In the planning phase of audit, to assist the auditor in planning the nature, timing, and extent of other auditing procedures.

b. In the testing phase, as a substantive test, to obtain evidential matter about particular assertions related to account balances or classes of transactions.

c. At the conclusion of the audit, in a final review of the overall reasonableness of the audited financial statements.

15. State the components of internal control systems based on COSO (Committee of Sponsoring Organizations) framework, as well as, state the inherent limitations of the internal control systems.

Components of internal control systems based on COSO Framework:
a. Control environment

b. Risk assessment

c. Control activities

d. Information and communication

e. Monitoring


Inherent limitation of the internal control systems:

a. Mistakes in judgment, meaning that management and other personnel may exercise poor judgment in making business decisions or in performing routine duties because of inadequate information, time constraints, or other procedures.
b. System breakdowns, breakdowns to the system may occur when personnel misunderstand instructions or make errors owing to carelessness, distractions, or other factors. Temporary or permanent changes in personnel or in systems or procedures may also contribute to breakdowns.

c. Collusion, meaning that individuals may acting together to commit fraud.
d. Management override, meaning that management may overrule prescribed policies or procedures for illegitimate purposes such as for personal gain or enhanced presentation of an entity’s financial condition or compliance status.
e. Cost versus benefits, meaning that the entity’s may not design and implement the most ideal internal control system due to the consideration of system development cost and the expected benefit of the systems.
16. What factors that can be used to enhance conducive control environment or control consciousness of people who impement controls throughout an entity?
The factors that can ehance the good control environment involve:

a. Commitment to integrity and ethical value
b. Commitment to competence
c. Active role of board of directors and audit committee
d. Appropriate management’s philosophy and operating style
e. Effective organizational structure
f.    Appropriate methods for assigning authority and responsibility
g. Appropriate human resource policies and practices.
17. State the characteristics of management’s phylosophy and operating style for influencing the effectiveness of internal control systems (ICS).
The characteristics of management’s phylosophy and operating style include:

a. Approach to taking and monitoring business risks.

b. Reliance on informal face-to-face contracts with key managers versus a formal system of written policies, performance indicators, and expectation reports.

c. Attitudes and actions toward financial reporting.

d. Conservative or aggressive selection from available accounting standards.
e. Conscientiousness and conservatism in developing accounting estimates.

f.       Consicientiousness and understanding of the risks associated with IT.

18. What is your understanding about the term “control activities” and also state the components of control activities.
Control activities are those policies and procedures that help ensure that management directives are carried out appropriately. They help ensure that necessary actions are taken to address risks of achieving the entity’s objectives. 

The control activities involve:
a. Authorization controls

b. Segregation of duties

c. Information processing controls, which are consists of:

c.1. 
Gerenal controls

c.2. 
Computer application controls

c.3. 
Control over the Financial Reporting Process


d.
Phyical controls


e.
Performance reviews.


f.
Controls over Management Direction in Financial Reporting.

19. What kind of changes in business circumstances that can expose the increasing inherent risk as well as control risk?

The changes of business circumstances that can lead the increasing inherent and control risk may include the following factors:

a. Changes in operating environment.

b. New personnel

c. New or revamped information systems

d. Rapid growth

e. New technology

f. New lines, products, or activities

g. Corporate restructurings

h. Foreign operations

i. New accounting pronouncements

20. What are the elements of control activities?


The elements of control activities may involve:

a. Authorization controls

b. Segregation of duties

c. Information processing controls

c.1.
General controls

c.2.
Computer application controls

c.3. 
Control over the financial reporting process


d.
Physical controls


e.
Performance reviews


f.
Control over management discretion in financial reporting
21. Elaborate the principle of strong segregation of duties.


The strong segregation of duties involves segregating of (1) transaction authorization, (2) maintaining custody of assets, and (3) maintaining recorded accountability in the accounting records. 

22. What are the objectives of understanding the ICS?

The objectives of understanding the ICS involve:

a. To identify the types of potential misstatements that may occur.

b. To understand the factors that affect the risk of material misstatement.

c. To design further audit procedures.
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