Chapter 5 – Audit Planning & Types of Audit Tests


1. PHASES OF AUDIT PLANNING

A. Client Acceptance and Continuance

1. With a prospective client, there must be communication between the successor auditor and the predecessor auditor.
2. Successor auditor initiates communication after authorization from the client.

3. The successor auditor should inquire about:

4. The predecessor auditor should respond fully to the successor’s requests.  If the responses are limited, the successor auditor must be informed that the responses are limited.

5. If the client does not permit the predecessor, the successor auditor should have serious reservations about accepting the client.

6. If the client has not been previously audited, the auditor should conduct the following procedures:

7. Public accounting firms should evaluate existing clients to determine whether to retain; Usually done at the end of the audit or when some significant event occurs.

8. When there are conflicts over accounting and auditing issues or disputes over fees, the firm may want to withdraw from the client.

B. Establishing the Terms of Engagement

1. The auditor and the client must agree on the terms of the engagement, including the type, scope, and timing of the engagement.

2. Establishing the terms of the engagement:

a. Engagement Letter

· Formalizes the arrangement between the auditor and the client

· Components of letter on Exhibit 5-1

· Additional items could include:

b. Internal Auditors 

· External auditors must assess the _______________ and ____________ of internal auditors

· Discuss Figure 5-2

c. Audit Committee

· Comprised of members of the BOD who are otherwise independent; One member must be “financial expert”

· Responsibility for financial reporting and disclosure process.

C. Preplanning

1. Determine the audit engagement team requirements after considering these factors:

· Engagement size and complexity

· Level of risk

· Need for any special expertise

· Personnel availability and timing

2. Assess independence

· Document compliance:  All personnel complete annual independence questionnaire.

· Areas of concern:  Unpaid client fees; providing consulting services.

D. Establish Materiality and Assess Audit Risk (Ch 3)

E. Plan the Audit

1. Assess a preliminary level for control risk (risk that material misstatements will not be detected by internal controls)

a. Must consider the extent of IT used in processing accounting information, including:

2. Assess the possibility of illegal acts (violations of laws or regulations)

a. Direct and material: Auditor’s responsibility is the same as for errors or fraud.

b. Material but indirect: (i.e. price fixing; antitrust violations) Auditor’s responsibility is to address only if specific information comes to the auditor’s attention.

c. Circumstances that may indicate illegal act

3. Identify related parties (“arm’s length”)

· Affiliates of the enterprise, owners of enterprise, management, or other parties that can significantly influence the management or operating policies of the transacting parties

· Procedures to identify related parties:

4. Conduct preliminary analytical procedures

5. Develop an overall audit strategy and prepare audit programs 

· Involves decisions about the nature, extent and timing of audit tests

· Audit programs – Contain specific audit procedures

6. Consider additional value-added services

· Tax Planning; Assurance Services

II. TYPES OF AUDIT TESTS

A. Tests of Controls:  

1. Inquiries of appropriate management, supervisory, and staff personnel

2. Inspection of documents, reports, and files

3. Observation of the application of specific controls

4. Walk-throughs:  Tracing a transaction from its origination to inclusion in the financial statements
5. Reperformance of the application of the control by the auditor

B. Substantive Tests: 

1. Substantive Tests of Transactions:  Examine individual transactions (i.e. inventory purchase)

2. Analytical Procedures

3. Tests of Account Balances:  Examine details of an account balance using samples of data.

4. Dual Purpose Tests:  Substantive tests of transactions are often performed at the same time as tests of controls.

III. ANALYTICAL PROCEDURES

A. Evaluations of financial information made by a study of plausible relationships among both financial and nonfinancial data.
B. Types of Analytical Procedures

C. Purposes of Analytical Procedures

1. To assist the auditor in planning the nature, timing, and extent of other audit procedures. 

a. The objectives of analytical procedures at the planning stage are:

· To enhance the auditor's understanding of the client's business and the events that have occurred since the last audit

· To identify areas that may represent specific risks relevant to the audit.

2. As a substantive test to obtain evidential matter about particular assertions related to account balances or classes of transactions.

a. Develop an expectation for the account (i.e. multiply average debt balance by average interest rate to obtain interest expense)
b. Compare the expectation to the recorded amount

c. If the difference is material, make inquiries of management and obtain corroborative evidence

d. If the explanation and corroborative evidence is adequate, accept amount.

e. If explanation or corroborative evidence is not adequate, conduct other audit procedures.
f. The effectiveness and efficiency of analytical procedures in identifying material misstatements depends on

· The nature of the assertion or audit objective

· The plausibility and predictability of the relationship

· The availability and reliability of the data used

· The precision of the expectation (which is a function of materiality and detection risk)

3. As an overall review of the financial information in the final review stage of the audit.

· Assists the auditor in assessing the conclusions reached and evaluating the overall financial statement presentation.

D. Analytical Procedures are required in the planning and review stages of the audit, and are encouraged in the substantive stage of the audit.

E. Ratios Useful as Analytical Procedures (p. 196 – 199)

1. Short-term Liquidity Ratios:  Measure entity’s ability to meet current obligations.

· Current; Quick; Operating Cash Flow Ratio

2. Activity Ratios:  How effectively the entity’s assets are managed.

· Receivables Turnover & Days Outstanding; Inventory Turnover & Days Inventory on Hand

3. Profitability Ratios:  Indicators of an entity’s success or failure for a given period.

· Gross Profit %; Profit Margin; Return on Assets; Return on Equity

4. Coverage Ratios:  Provide information on long-term solvency of the entity.

· Debt to Equity; Times Interest Earned
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