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1. Define and explain the difference and interrelationship between tests of controls and substantive tests.

AR   =    IR  *   CR   *   DR



2. This chapter has three interrelated learning objectives related to audit evidence and techniques.

· Define the types of audit evidence and describe the characteristics of each.

· Describe and explain the purpose if the four major audit tests: (1) analytical tests, (2) observation and inquiry, (3) tests of transactions, and (4) tests of balances. 

· List, describe, and explain the objectives of the fundamental audit techniques.

Pages 168 - 172 describe ten commonly used audit techniques. The auditor uses professional judgement to determine which techniques will result in the appropriate level of CR and DR. The following table helps summarize how these techniques are used in an audit.

	Technique
	Test of

Controls?
	Typically used as substantive test?

Often - Sometimes - Not Likely

	
	
	Assets
	Liabilities
	Equity
	Revenue
	Expenses

	Physical Examination
	
	
	
	
	
	

	Confirmation
	
	
	
	
	
	

	Vouching
	
	
	
	
	
	

	Tracing
	
	
	
	
	
	

	Reperformance
	
	
	
	
	
	

	Observation
	
	
	
	
	
	

	Reconciliation
	
	
	
	
	
	

	Inquiry
	
	
	
	
	
	

	Inspection
	
	
	
	
	
	

	Analytical Procedures
	
	
	
	
	
	


Note that there are two types of confirmations:

· Positive - Figure 5-2

· Negative - Figure 5-3

Table 5-1 shows that the 10 audit techniques can be related to six types of audit evidence.

Table 5-1 also shows that the 10 audit techniques can be classified as Tests of Balances or Tests of Transactions.

	Cars & Vans

	Beg. Bal.   40,000
	

	New van:   25,000

New pickup:   20,000

New car:   22,000
	Retire van:  18,000

	Total purchases:   67,000
	Total retirements: 18,000

	End. Bal.   89,000
	


3. Explain the relationship among assertions, objectives, evidence, techniques, and procedures.



See Table 5-3 for an example.

As the risk of a material misstatement for a particular assertion increases,

so does the amount of audit testing related to that assertion.

4. Describe an audit program and explain the basic approach to audit program development.

· Auditing standards require the auditor to prepare a written audit program.

· Figure 5-1 shows an example of an audit program for cash. Audit programs would be prepared for each account in the financial statements.

5. Describe the purposes of working papers and their format and arrangement.

· Purposes (p. 175): 

· Record of evidence - Show compliance with GAAS & support report

· Help supervise work of assistance.

· Organization (p. 176)

· Permanent - carried forward from audit to audit

· Current files - only relate to one audit.

· Typical uses

· Auditor writes memoranda to describe audit procedures. Example: Fraud risk factors that are found and the auditor's response. Results of an investigation of an illegal act.

· Auditor obtains descriptions of items making up balances on the financial statements.

· Analysis

· Listings

· Vouching and tracing could be used to support the items on the listing and analysis.

· Auditor supports balances found in the financial statements.

· Reconciliations of control accounts and subsidiary ledgers.

· Reasonableness tests (a type of analytical procedure) support account balances. For example, the auditor might recompute depreciation expense or interest expense.

· Outside documentation also supports financial statements. For example, customers may confirm the balance of an accounts receivable.

· Tick marks are used to document the auditor's work.

· Every audit firm has their own way of formatting workpapers.

· The trend is to store workpapers electronically and eliminate unnecessary documentation.

Diagram showing organization of partial set of current year workpapers.
















As DR gets lower, substantive tests increase.





As CR gets lower, tests of controls increase.





Financial


Statements





Assertions





Objectives





Evidence


Techniques


Procedures





Working


T.B.





Revenue


Cycle





Expenditure


Cycle





Conversion


Cycle





Payroll


Cycle





Financial


Reporting


Cycle





Inventory Count





Inventory Market Value





Inventory Audit Program





Confirmation of inventory in warehouse





Financial


Statements








