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1. Present an overview of the audit planning process. Explain the process the auditor uses to determine whether to accept or continue a client. Describe the purpose and content of an engagement letter.

· Selection of clients:

· Comply with quality control standards. (See pages 30 & 405)

· Consider auditablity of clients.

· Management integrity.

· Internal controls.

· Adequacy of accounting system and records.

· Submit proposal. (See page 404)

· Communicate with predecessor auditor if change of auditor is taking place.

· See page 406.

· See outline of SAS No. 84 below.

· Establish an understanding with the client.

· Engagement letter is one way to accomplish this. See page 412.

· See outline of SAS No. 83 below.

2. Identify how an auditor obtains knowledge of the client's industry and business.

· Client's industry.

· Continuing professional education

· Publications

· AICPA Audit and Accounting Guides - 22 industry and general guides that summarize the practices applicable to specific industries and describe audit procedures unique to these industries.

· Experience with other clients.

· Membership in professional organizations.

· Client's business.

· Review prior year's audit workpapers and permanent file.

· Meetings with key client personnel.

· Plant tours.

3. Describe process to assess materiality and risk. (These issues were previously discussed.)

· Assess materiality. See page 140

· Assess risk including the risk of fraud. See pages 133 and 102.

4. Describe how the following standards influence the audit planning process:

· Related Parties

· GAAP requires disclosure of related party transactions.

· During the planning phase, the auditor should identify existence of related parties.

· See outline of SAS No. 45 below and page 414.

· Analytical Procedures

· Auditor must use analytical procedures during the planning phase of the audit in order to 

· enhance the auditor's understanding of the client's business

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

· This concept is covered in detail in Chapter 11.

· Use of specialists

· Some audits may require a person possessing special skill in a particular field other than accounting or auditing. For example,

· The valuation of artwork or special purpose inventory.

· Actuarial calculations for employee benefit plans.

· When using a specialist, the auditor should comply with SAS No. 73. See outline below and page 420.

· Auditing procedures for accounting estimates

· Accounting estimates are amounts found in the financial statements that must be approximated rather than determined objectively.

· In order to evaluate whether management has identified all accounting estimates that could be material to the financial statements, the auditor should identify circumstances that require accounting estimates.

· For further information, see outline of SAS No. 57 below and page 421.

5. Explain the purpose of the audit program and identify considerations for audit program design. Describe the timing, staffing, and budgeting factors in planning an audit.

· GAAS requires a written audit program for each audit.

· Timing of audit procedures:

Type of Test
Timing


Interim
Final

Test of Controls
Often done at this time when control risk is assessed below the maximum.
Auditor must roll-forward tests of controls to year-end so that auditor has reasonable assurance control operated effectively for the entire year.

Substantive Test
Often done at interim provided the auditor can comply with SAS No. 45. See outline below.
Auditor rolls forward interim substantive tests to yearend. Auditor also tests balances not previously tested at interim.

· Staffing

· The audit team must include the appropriate mix of experienced and new staff.

· Experienced staff are responsible instructing new assistants and reviewing their work.

· Partner has overall responsibility.

· Time budget

· I will provide you with a separate handout that illustrates time budgets.

SAS 45 - Substantive Tests Prior to the Balance-Sheet Date (See Related Parties Below.)

· Efficiency motivates an auditor to perform principal substantive tests at an interim date. The auditor may want to apply such tests at an interim date to meet a deadline for audited financial statements or to spread audit work out over the year.

· SAS 45 establishes requirements to ensure that the effectiveness of audit tests is not impaired to achieve the efficiency of interim testing. Assurance that audit objectives have been achieved for a particular asset or liability account at the balance sheet date may be provided by a combination of the following:

· Substantive tests of the details of the balance at an interim date.

· Assessed level of control risk. (However, an assessed level below maximum is not required.)

· Substantive tests that cover the remaining period.

· The total assurance from the combination has to be equivalent to what would be obtained from applying principal substantive tests at the balance sheet date.

· Before applying principal substantive tests to the details of asset or liability accounts at an interim date, the auditor should assess

· The difficulty in controlling incremental audit risk.

· The cost of substantive tests that will be necessary to cover the remaining period to provide appropriate audit assurance at the balance sheet date.

· Substantive tests to cover the remaining period ordinarily should include

· Comparison of information on the balance sheet at year end with comparable information at the interim date to identify amounts that appear unusual.

· Investigation of any amounts that appear unusual.

· Other analytical procedures or substantive tests of details, or a combination of both.

SAS 45 - Related Parties

This standard requires the following procedures regarding related party transactions:

· Identify related parties through inquiry and review of relevant information to determine the identity of related parties so that material transactions with these parties known to be related can be examined. Provide audit staff with the names of known related parties so that they can identify transactions with such parties.

· Search for material transactions with related parties. Consider whether there are indications of previously undisclosed relationships for material transactions.

· After a related-party transaction is identified, the auditor should apply substantive tests to that transaction. Inquiry of management is not sufficient. Procedures that should be considered are:

· Obtain an understanding of the business purpose of the transaction.

· Examine invoices, executed copies of agreements, contracts, and other pertinent documents, such as receiving reports and shipping documents.

· Determine whether the board of directors or other appropriate officials has approved the transaction.

· Based on his understanding of the related party transaction, the auditor should determine that it is properly disclosed in the financial statements.

SAS 57 - Accounting Estimates

· SAS 57 provides guidance to auditors (1) on identifying circumstances that require accounting estimates, and (2) on obtaining and evaluating sufficient competent evidential matter to support accounting estimates in an audit of financial statements in accordance with generally accepted auditing standards

· In evaluating whether management has identified all accounting estimates that could be material to the financial statements, the auditor should consider performing the following procedures:

1. Consider assertions embodied in the financial statements to determine the need for accounting estimates

2. Evaluate information obtained in performing other auditing procedures. For example, management will make changes in the company's business. This can be found while reading minutes of board of director's meetings. 

3. Inquire of management about the existence of circumstances that may indicate the need to make an accounting estimate.

· In evaluating reasonableness of accounting estimates, the auditor should do the following:

· As a general rule, consider the historical experience of the entity in making past estimates and the auditor's experience in the industry. Also, the auditor should consider how subjective and susceptible the misstatement is to misstatement and bias.

· Obtain an understanding of how management developed the estimate. Based on the understanding, the auditor should do one or a combination of the following:

1. Review and test the process used by management to develop the estimate. The better the controls over the process used to develop the estimate, the smaller the risk of a material misstatement.

2. Develop an independent expectation of the estimate to corroborate the reasonableness of management's estimate. The auditor compares his / her estimate to the estimate developed by the client.

3. Review subsequent events or transactions occurring before the completion of fieldwork. 

· If the auditor believes the estimated amount included in the financial statements is unreasonable, he / she should treat the difference between that estimate and the closest reasonable estimate as a likely misstatement and aggregate it with other misstatements.

SAS 73 - Using the Work of A Specialist

· Auditors have accounting, auditing, and general business knowledge. However, the auditor may encounter complex matters outside his or her domain. Therefore, the auditor may need a specialist in order to obtain sufficient competent evidential matter.  

· The auditor should consider the following to evaluate whether the specialist has the necessary qualifications:

1. Professional certification, license, or other recognition of competence.

2. Reputation and standing in the view of peers and other knowledgeable parties.

3. Experience in the type of work under consideration.

· The auditor should obtain an understanding of the nature of the specialist's work that covers the following:

1. Objectives and scope.

2. Relationship to client.

3. Methods or assumptions used.

4. Comparison of methods and assumptions used with those used in preceding period.

5. Appropriateness for intended purpose.

6. Form and content of specialist's findings.

· The auditor should evaluate whether the specialist's relationship to the client, if any, might impair the specialist's objectivity. If the specialist is related to the client, the auditor should perform additional procedures to determine whether the specialist's assumptions, methods or findings are not unreasonable, or engage another specialist for that purpose.

· The auditor should evaluate the specialists findings as follows:

1. Obtain an understanding of the methods and assumptions used by the specialist.

2. make appropriate tests of the data used by the specialist.

3. evaluate whether the specialists finds support the related assertions in the financialists.

· If there is a material difference between the specialist's findings and the assertions in the financial statements, the auditor should do the following:

1. If the matter cannot be resolved by applying additional audit procedures, obtain the opinion of another specialist, unless it appears that the matter cannot be resolved.

2. If the matter has not been resolved, qualify the opinion or disclaim an opinion because of the inability to obtain sufficient competent evidence.

3. If the auditor concludes the difference indicates the assertions are not in conformity with GAAP, qualify the opinion or express an adverse opinion.

The auditor should not refer to the work or findings of, or identify the specialist in the audit report, unless the findings of the specialist cause the auditor to depart from an unqualified opinion or add explanatory language to the standard report.

SAS No. 83 - Establish an Understanding with the Client

· The auditor should establish an understanding with the client about the services to be performed for each audit, review of a public company's financial statements, or agreed-upon procedures engagement. The understanding should include

1. Objectives of the engagement.

2. Management's responsibilities. Management is responsible for

· The financial statements.

· Effective internal control over financial reporting.

· Compliance with laws and regulations.

· Providing all financial records and related information to the auditor.

· Providing a written representation letter to the auditor at the end of the engagement.

3. Auditor's responsibilities. The auditor is responsible for

· Conducting the audit in accordance with generally accepted auditing standards.

· Obtaining an understanding of internal control sufficient to plan the audit. 

4. Limitations of the engagement.

5. Update from SAS 89, http://www.aicpa.org/members/div/auditstd/riasai/sas89.htm. Include an item that indicates that management is responsible for adjusting the financial statements to correct material misstatements and for affirming to the auditor in the representation letter that the effects of any uncorrected misstatements aggregated by the auditor during the current engagement and pertaining to the latest period presented are immaterial, both individually and in the aggregate, to the financial statements taken as a whole.

· The auditor should document the understanding in the working papers, preferably through a written communication with the client. If the auditor fails to establish an understanding, the auditor should decline the engagement.

· Other matters included in the understanding:

· Arrangements about the conduct of the engagement (for example, timing, client assistance).

· Use of specialists or internal auditors.

· Involvement of a predecessor auditor.

· Fee and billing arrangements.

· Conditions for access by others to the auditor's working papers.

· Additional services, such as preparation of tax returns.

SAS No. 84 - Communication Between Predecessor and Successor Auditors

Communication Before Acceptance:

· Inquiry of the predecessor auditor is a necessary procedure because the predecessor may be able to provide information that will assist the successor auditor in determining whether to accept the engagement.

· The successor auditor should request permission from the prospective client to make an inquiry of the predecessor prior to final acceptance of the engagement. The successor auditor should ask the prospective client to authorize the predecessor to respond fully to the successor auditor's inquiries. If a prospective client refuses to permit the predecessor auditor to respond or limits the response, the successor auditor should inquire as to the reasons and consider the implications of that refusal in deciding whether to accept the engagement.

· The successor auditor should make specific and reasonable inquiries of the predecessor about

1. Information about the integrity of management.

2. Disagreements with management as to accounting principles, auditing procedures, or other similarly significant matters.

3. Communications to audit committees or others with equivalent authority and responsibility regarding fraud, illegal acts by clients, and internal control related matters.

4. The predecessor auditor's understanding as to the reasons for the change of auditors.

· The predecessor auditor should respond promptly and fully, on the basis of known facts. However, should the predecessor decide, due to unusual circumstances such as impending, threatened, or potential litigation; disciplinary proceedings; or other unusual circumstances, not to respond fully to the inquiries, he or she should clearly state that the response is limited. If the successor auditor receives a limited response, its implications should be considered in deciding whether to accept the engagement.

Other Communications with Predecessor

· The successor auditor should request that the client authorize the predecessor to allow a review of the predecessor auditor's working papers. Before permitting access to the working papers, the predecessor auditor may wish to obtain a written communication from the successor auditor about the use of the working papers.

· The predecessor auditor should determine which working papers are to be made available for review and which may be copied. The predecessor auditor should ordinarily permit the successor auditor to review working papers, including documentation of planning, internal control, audit results, and other matters of continuing accounting and auditing significance, such as the working paper analysis of balance sheet accounts, and those relating to contingencies. 

· Also, the predecessor auditor should reach an understanding with the successor auditor as to the use of the working papers. The extent, if any, to which a predecessor auditor permits access to the working papers is a matter of judgment.























































