
CHAPTER 5 


AUDIT PLANNING AND TYPES OF AUDIT TESTS

Answers to Review Questions
5-1
The auditor should inquire of the prospective client's bankers and attorneys, credit agencies, and other members of the business community who may have knowledge about the integrity of the prospective client and its management.

5-2

The successor auditor is responsible for initiating the communication with the predecessor auditor.  However, the successor auditor should request permission of the prospective client before contacting the predecessor auditor.  The successor auditor's communication with the predecessor auditor should include questions related to the integrity of management, disagreements with management over accounting and auditing issues, and the predecessor auditor's understanding of the change in auditors.
5-3
An engagement letter is used to formalize the arrangement reached between the auditor and client.  It serves as a contract that outlines the responsibilities of both parties and is intended to prevent misunderstandings between the two parties.  The letter states the responsibilities of the auditor and management, that the audit will be conducted in accordance with GAAS, that certain types of audit procedures will be conducted and written representations will be obtained from management, and that the audit may not detect all material errors and fraud.  Exhibit 5-1 in the text contains a sample engagement letter.  In addition, the engagement letter might include:

· Arrangements involving the use of specialists or internal auditors.

· Any limitation of the liability of the auditor or client, such as indemnification to the auditor for liability arising from knowing misrepresentations to the auditor by management.  (Note that regulatory bodies, such as the SEC, may restrict or prohibit such liability limiting arrangements.)

· Additional services to be provided relating to regulatory requirements

· Arrangements regarding other services (e.g., assurance, tax or consulting services).

.5-4
The following factors can be used to judge the competence of the internal auditors:

· Educational level and professional experience. 

· Professional certification and continuing education.

· Audit policies, procedures, and checklists.

· Practices regarding their assignments.

· The supervision and review of their audit activities.

· The quality of their working paper documentation, reports, and recommendations

· Evaluation of their performance.

The objectivity of the internal auditors can be determined by assessing the following factors:

· The organizational status of the internal auditor responsible for the internal audit function.

· Policies to maintain internal auditors' objectivity about the areas audited.

5-5 An audit committee is a subcommittee of the board of directors composed of members should not hold positions within the company.  The audit committee is responsible for the financial reporting and disclosure process.  The committee should encourage fair reporting from the perspective of the stockholders, creditors, and employees.  The audit committee should meet regularly with the external and internal auditors, providing for the independence of the external and internal auditors.

5-6
The auditor should do each of the following:

· Assess a preliminary level for control risk.

· Assess the possibility of illegal acts.

· Identify related parties.

· Conduct preliminary analytical procedures.

· Develop an overall audit strategy and prepare audit programs.

· Consider additional value-added services.

5-7
The first type of illegal acts includes violations of laws and regulations, such as tax laws, that are generally recognized as having a direct and material effect on the determination of financial statement amounts.  Other illegal acts are violations of laws or regulations such as the Securities Acts, the Occupational Safety and Health Act, Food and Drug Administration regulations, environmental protection laws, equal employment statutes, and price fixing or other antitrust violations that may have a material but indirect effect on the financial statements.

Circumstances that may indicate a possible illegal act include the following:

· Unauthorized transactions, improperly recorded transactions, or transactions not recorded in a complete or timely manner.

· Investigation by a government agency, enforcement proceeding, or payment of unusual fines or penalties.

· Violations of laws or regulations cited in reports of examinations by regulatory agencies.

· Large payments for unspecified services to consultants, affiliates, or employees.

· Sales commissions or agents' fees that appear excessive.

· Large payments in cash or bank cashiers' checks.

· Unexplained payments to government officials.

· Failure to file tax returns or pay government duties.

5-8

The auditor can identify related parties by (1) evaluating the client’s procedures for identifying related parties, (2) requesting a list of related parties from management, and (3) reviewing filings with the SEC and other regulatory agencies.   Some additional audit procedures that may identify transactions with related parties include:

· Review the minutes of the board of directors and executive or operating committees for information about material transactions authorized or discussed at their meetings.

· Review conflict-of-interest statements obtained by the company from management.

· Review the extent and nature of business transacted with major customers, suppliers, borrowers, and lenders for indications of previously undisclosed relationships.

· Review accounting records for large, unusual, or nonrecurring transactions or balances, paying particular attention to transactions recognized at or near the end of the reporting period.

· Review confirmations of loans receivable and payable for indications of guarantees.  If guarantees are identified, determine their nature and the relationships of the guarantor to the entity.

5-9
The two general types of audit tests are tests of controls and substantive tests.  Tests of controls consist of procedures directed toward the evaluation of the effectiveness of the design and operation of an internal control (AU 319).   Examples of tests of controls include inquiries of appropriate client personnel, inspection of documents and reports, observation of the application of a specific internal control, and reperformance of the application of the control by the auditor.

Substantive tests are performed to detect material misstatements (i.e., dollar errors) in an account balance, transaction classes, and disclosure components of the financial statements.  Examples of substantive tests are substantive tests of transactions, analytical procedures, and tests of account balances.

5-10
The objectives for using analytical procedures at the planning stage of an audit are (1) to enhance the auditor's understanding of the client's business and the transactions and events that have occurred since the last audit and (2) to identify areas that may represent risks relevant to the audit.

5-11
There are four categories of financial ratios discussed in the text: short-term liquidity ratios, activity ratios, profitability ratios, and coverage ratios.  Short-term liquidity ratios are indicators of the entity's ability to meet its current obligations when they become due.  Activity ratios indicate how effectively the entity's assets are managed.  Profitability ratios are indicators of the entity's success or failure for a given period.  Coverage ratios provide information on the long-term solvency of the entity, including the ability of the entity to continue as a going concern.
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