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1. List and explain assertions in the financial statements

· For each line in the financial statements, management makes five assertions:

· Existence or Occurrence

· Completeness

· Rights and Obligations

· Valuation or Allocation

· Presentation and Disclosure.













2. Define audit risk and explain its relationship to the audit evidence decision.

· Audit risk is the risk that the auditor will incorrectly give an unqualified opinion on financial statements that are materially misstated.

· Since each client has different risks, each audit will require gathering different evidence in order to obtain reasonable assurance that the financial statements are not materially misstated.

3. Identify the three components of audit risk and describe their interrelationships.

· Note: please change formula at bottom of Figure 4-2 to: AR = IR * CR * DR. Use multiplication rather than subtraction.

· Audit risk (AR). Always low. (5% - 10%)

· Inherent Risk (IR)

· Assessed at maximum (100%) = Account very susceptible to misstatement or auditor has decided it is not efficient to make an assessment.

· Assessed below maximum (99% - 50%) = Auditor believes account less susceptible to misstatement.

· Control Risk (CR)

· Assessed at maximum (100%) = Controls will not prevent or detect material misstatements or auditor has decided it is not efficient to test controls.

Assessed below maximum (99% - 50%) = Auditor believes controls will prevent or detect material misstatements. Audit must conduct test of controls to verify operation of controls.

· Detection risk (DR) - 

· Last component to be computed.

· Relates to substantive testing that will be done.

· The lower the level of detection risk, the greater the amount of substantive testing.

· If AR = IR * CR * DR, then:





4. Define materiality and describe its application to auditing.

· What is materiality? 

· Materiality refers to quantitative and qualitative omissions or misstatements that make it probable the judgment of a reasonable person would have been changed or influenced. 

· These omissions or misstatements can be material individually or in the aggregate.

· Auditors are concerned about this. Remember what will be in your audit report: "In my opinion, the financial statements referred to above present fairly, in all material respects, the financial position of ....." 

· Materiality needs to be considered at two times, in

· planning the audit and designing audit procedures. 

· evaluating whether financial statements taken as a whole are presented fairly, in all material respects, is accordance with GAAP. 

· Materiality and Planning the Audit 

· Financial Statement Level - The planning starts here! 

· Begin by making a preliminary estimate about materiality levels for balance sheet and income statement. 

· 5% - 10% of income before taxes.

· 1% of total assets.

· Select the smallest estimate for purposes of developing your audit plan. If 

· $100,000 would materially misstate income, and 

· $200,000 would materially misstate total assets 

· Your audit plan should be designed to detect omissions or misstatements, that individually or in the aggregate, equal $100,000. 

· Account Balance Level - Relate materiality to each account. 

· Remember that financial statement audits are done on an account by account basis. Therefore, you need to estimate how much error you can tolerate in each account before you conclude that the account is materially misstated. 

· Two ways to allocate materiality. See page 142.

· In proportion to the accounts' balances. This is the more mechanical approach. 

· In proportion to how difficult it is to audit the account. This is a more judgmental approach.

· See example on last page of this handout.

· Materiality in Audit Evaluation

· The auditor aggregates errors the client has not corrected. These include 

· known misstatements - errors that you actually found. 

· likely misstatements - errors that a sampling program indicates have a high probability of existing. 

· The auditor determines if these errors materially misstate any 

· Account balance, 

· financial statement subtotal, or 

· financial statement total. 

· For an example, see page 665. 

5. Translate financial statement assertions into specific objectives for accounts in the financial statements.

· See table 4-1.

6. Identify and explain the characteristics of audit evidence.
· How much evidence does the auditor need? Auditing standards are very clear on this. You must have sufficient competent evidential matter for a reasonable basis for an opinion. 

· What is sufficient? 

· Sufficient means enough to persuade other competent auditors. As an assertion becomes more material or prone to misstatement, the auditor needs more evidence

· Level of assurance is reasonable or persuasive rather than convincing.

· What is competent? Two characteristics are used to evaluate competency: 

· Relevance - Competent evidence must relate to the auditor's objective.

· Counting cash is very relevant for testing the existence of cash. 

· Counting cash is not relevant for determining if cash's presentation on the balance sheet is OK. 

· Validity - Competent evidence must support auditor's objective. In order to be objective and without bias, the following guidelines are used:

· Gather evidence from an independent source rather than the entity being audited.

· Gather evidence from a system of good internal control.

· Gather evidence by the auditor's direct personal inspection, computation, observation, or examination. 

· What is reasonable basis? - Auditors do not have to be 100% certain there are no material misstatements. You might say that you have a reasonable basis for an opinion if another prudent practitioner would agree that there is less than a 5% chance that there is an undetected material misstatement. 

Estimating and Allocating Materiality
What is you preliminary estimate of materiality for this entity?

How will you allocate materiality to the individual components?

	Cash
	200,000

	Net A/R
	850,000

	Inventory
	1,600,000

	Net Equipment
	2,200,000

	
	4,850,000

	
	

	Accts. Payable
	400,000

	Bank Loans
	750,000

	A.I.P.
	40,000

	L.T. Debt
	400,000

	
	1,590,000

	Stock
	2,000,000

	Retained Earnings
	1,260,000

	
	4,850,000

	
	

	Sales
	9,900,000

	Cost of Sales
	7,200,000

	Gross Margin
	2,700,000

	General Exp.
	1,734,000

	Depreciation
	300,000

	Interest Exp.
	40,000

	Income before taxes
	626,000

	Taxes
	156,000

	Net Income
	470,000
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To get the correct level of detection risk, the auditor varies the nature, extent, and timing of audit procedures.








