OBJECTIVES:
 

During this week we will address the following items:
 

· The audit planning process. 
· Preparation of an audit program 
· Performance of Preliminary Analytical Procedures 
· Mitigating Audit Risk
 

AUDIT PLANNING:
 

The overall concepts of audit planning include the following items:
 

· Client Selection. This is process of analyzing and reviewing the general aspects of a client. From a professional standpoint it is not necessary that a firm enters into an audit engagement with every client that asks for an audit. From a practical standpoint, SOX has changed the overall attitude of the accounting profession and the acceptance of clients. This is primarily due to the fact that we live in a litigious society where shareholders, bondholders, the Government and various others interested parties can simply file a law suit against the accounting firm if reliance is placed on incorrect opinion.  
 

As a result, client selection has taken on greater importance than in the past. In fact, in a recent conversation with an audit partner of a big 4 accounting firm, he indicated that the firm now is in the position of turning away risky clients (clients that are known for having aggressive management decisions or clients that are in bankruptcy or have past issues with the SEC).
 

· Engagement Letters. Statement of Auditing Standards 83 governs this process. Basically an engagement letter is a contract between the external audit firm and client. This letter details the nature and type of services that will be performed, the responsibilities that management has in the engagement and limitations in the audit engagement. It is important to note that in this engagement letter the audit firm will request that the client provide a management representation letter. While this was implemented prior to SOX, this letter simply indicates that the auditor is relying on information provided by management. In the profession it is often called CYA letter (Cover your audit). 
 

· Client’s Business. In order to perform a meaningful audit, the auditor has the requirement to understand the client’s business, its competitors, the risks associated with the business and the industry in general. This is important due to the fact that in different industries there are nuances and in other industries there is required industry supplemental information that the client is required to present, for example, insurance companies, oil and gas, etc…
 

This is extremely important due to the fact a business enterprise that is engaged in warehousing activities as compared to a complicated manufacturing process each have very different risks. 
 

        Internal Control Processes and Management. In addition, to the factors above, the auditor in the planning process has to have a general auditing of the internal control processes and the management of the company. This is taking the assumption that this is a first year client. Obviously the auditor will have a better understanding of these issues if the company has been a client for some time. The point here is that the auditor has to understand the structure of the internal controls and managements commitment to the internal control environment. That latter is termed by SOX as the tone at the top. If a company has a detailed list of internal controls and everyone below top management follows the process to the letter the controls will be ineffective if management can simply override the controls. Think of Enron and WorldCom. 
 

 

 

 

· Materiality. This is a concept that is used very often in the accounting and auditing profession. Basically materiality is the term used for accepting a misstatement within an account or the financial statements has a whole. In this particular regard, materiality is dependent on the company itself. For example, an acceptable misstatement in General Electric is not the same as a company that has sales of less than $ 1 billion in sales. Materiality also goes hand in hand with the concept of “reasonably stated”. Think of materiality in this fashion: Would a reasonable person change his/her investment decision if they knew that a particular account or the financial statements as a whole contained a misstatement?” For example in the case of WorldCom, the company booked expenses into fixed assets. If this amount had been properly recorded as an expense it would have change the investors, employees, and banks decision to invest in this organization. Therefore, the amount would be material. 
 

· Analytical Procedures. One of the preliminary procedures that are utilized by auditors is the concept of analytical procedures. These procedures are a comparison by account balance from one period to the next. After the comparison is made, the auditor will make management inquires (this can include simply interviews, as well as, requesting supporting documentation), and will determine if the variances are reasonable based upon the facts and circumstances of the company. 
 

For example, if the year-end balance in accounts receivable is USD $ 1,000 and the first quarter and the balance for the next year is USD $ 2,000, the auditor would document the difference of USD $ 1,000 attributable to various transactions that occurred between year-end and the first quarter. However, if at the same time the auditor noted that the sales from one quarter to the next were only USD $ 200 and there has been no collections from customer, the auditor would have a very valid reason to be concerned. 
 

Analytical review procedures are important because it allows the auditor to determine which accounts or transactions would require greater attention during more detailed audit procedures. 
 

· Planning Memorandum. The planning memorandum is an internal document that is prepared by the public accounting firm that summarizes importance aspects of the audit engagement. 
 

This includes:
 

· The overall review of the client and its business activity. Specific industry information and any special reporting requirements. 
· Summary of services required. 
· Control risk that is part of the engagement 
· Accounting Information Systems Environment and the associated risks. 
· Company or industry risk 
· Internal Audit Department and the use of resources in the audit engagement. 
· Documentation of unusual or sophisticated accounting transactions 
· Audit time schedules including required completion dates. 
 
AUDIT PROGRAM:
 

An audit program is simply a collection of steps that the audit will perform relative to set of particular accounts, cycles or balances. It is important to note that an audit program should be tailored to a specific client and not simply a general set of audit procedures. In addition, it is important to note that an audit program should be specific. It would be correct to indicate “review the mathematical accuracy of the client’s bank reconciliation.” However, it would be unacceptable to indicate “look at the bank reconciliation.”
 

In the case of complicated transactions an example could be based upon the fact that the client has international business activity and is required to perform transactions and re-measure foreign currency financial statements based upon the requires stated in FAS 52. 
 

In addition, it is important to understand that an audit program should be focused on different transactions a cycles. The importance of understanding this is that in each cycle there are process steps, documentation, human involvement and systems involvement. For example if we take a subset of the revenue cycle and say that it is order to cash there are particular steps for each type of business and industry. That is a consumer goods company will have some different processes and transactions as compared to industrial manufacturing or a service enterprise.
 

In looking at a consumer goods manufacture we can see the different steps. This short narrative is an example of this cycle. 
1.     Customer places order via phone, fax or through the organizations web page. 
2.     In phone orders the customer service representative accesses the customer order module by entering a unique user id and password. This is a general IT control. 
3.     All orders are saved in a database on a network server that is backed up real time through a mirror server to ensure that the orders are complete and that there is a disaster recovery process in the event of missing information. This is a specific IT control. 
4.     The customer places the order and the customer service representative evaluates the form of payment. The company offers credit terms to its repeat customers. In this regard, there is an internal control of setting, maintaining and evaluating credit limits. The customer service representative can not override this internal control without authorization by the Credit and Collections Department. The Credit and Collections department is the only department that has access to this module. 
5.     Once the order is placed and approved the system sends a file to the company’s distribution center. There is an IT control to validate that the files sent through the network are received by the shipping department. 
6.     The shipping department prints the customer order form and stages the picking list to the warehouse. The warehouse uses this document to fill the order. The Distribution Clerk signs the order and the picking list are provided to the Shipping Department. 
7.     The shipping department registers the order in a manual log and then enters the confirmation to this order in the system. 
8.     This confirmation is sent back to the Customer Service Department to indicate that the order has been filled. The information is received electronically and the system has an IT controls to ensure that the confirmations sent are received. 
9.     The system generates an automatically email, based upon the Customer Master File to provide the customer with an order confirmation. 
10.     The order is shipped and the product bar code is scanned as a double check of shipment. 
11.     At the moment of shipment the IT system automatically records a sale and the related accounts receivable. 
12.     The accounting department review a daily sales report and takes a selective sample to ensure that all shipments are recorded in the shipping module. Any discrepancies are discussed with the accounting manager, who is responsible for resolving the issues. 
13.     The accounting manager downloads the sales log and prepares a sales commission report in excel for each sales person that sold the product.
14.     This excel template is sent to payroll at the end of each week and then the payroll department approves this spread sheet and the payroll commission clerk enters the commissions in the payroll system.
15.     The payroll manager reviews and approves the preliminary payroll report and signs a weekly summary page which is sent to accounting which reviews the payroll commission entry, discrepancies are commented to the accounting manager who is required to prepare a formal report to the CFO on a monthly basis. 
 

This example demonstrates that each cycle has a complex series of transactions and each one of those transactions has a series of inherent risks that must be evaluated and taken into consideration in the audit program. 
 

The audit program also encompasses a series of audit procedures, which include the following:
 

· Inspection of records and documents. This is simply the inspection of documentation that exists. Basically this is the support for the books and records of the client. 
· Inspection of Tangible assets. This includes the physical inspection, such as a physical inventory. 
· Observation. The auditor is required to understand the nature of the company and the will be required to observe the company and the accounting and operational aspects of the company. 
· Inquiry. This encompasses interviews with the client’s personal including management and general staff members. 
· Confirmation. This is an important audit procedure due to the fact that it allows the auditor to obtain information from a third party source. For example, a confirmation to banks will allow the auditor to confirm a bank balance at a particular point in time. Similarly the confirmation of accounts payable balances or loan balances with banks will allow the audit to confirm the amounts that are recorded in the company’s financial statements. This is also true accounts receivable. 
· Recalculation 
· Re-performance 
· Analytical Procedures
 

The audit procedures that are performed are summarized and documented in what is known as audit work papers. These work papers serve as evidence of the audit and will be used to support any conclusions or findings relative to the client. 
 

AUDIT RISK:
 

The concept of risk exists in any audit and any client. It is important for the auditor to understand the risk that exists and the ways to mitigate the risk. For example, several years ago, I was working at a plant location in Mexico and we assessed that there was a risk surrounding the employee pension fund. This was due to the fact that the internal controls were limited and that the Plant Director was the only employee that had access to sign for the pension checks of each employee.
 

After reviewing the calculations from the Actuary, we reviewed each pension fund account and each check that was provided to the employees. Using these audit procedures we discovered that the Plant Director was writing checks to himself. 
 

In using this as an example, we can determine that risk comes in different forms within a company including:
 

         Information Risk
         Audit Risk
         Inherent Risk
         Control Risk
         Detection Risk
 

In the case of audit risk it is important that the auditors understand that audit risk comes from the fact that an auditor will not be able to review 100% of all transactions and that if management wants to limit the information provided to the auditors the risk substantially increases
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ACC/599 Read Me First

Week Two—Planning the Audit

Introduction

“Genius is one per cent inspiration, ninety-nine per cent perspiration.” Thomas A. Edison (1847–1931), U.S. inventor

Planning is the most important phase of an audit, and an auditor who puts a lot of effort into the audit plan is likely to be rewarded during the fieldwork and report-writing phases. The planning phase is where you establish the timeframes, the objectives, the budget, the materiality thresholds, the measures of risk, the audit procedures, and the end product for the audit. This is also where you establish the relationship and communication processes with the audit client.

It’s not easy to use a cookie-cutter approach in planning an audit, because every organization is different. On the other hand, there is a standard set of audit tools. The process of audit planning involves identifying the unique and material aspects of an organization, and then putting together a plan that incorporates standard audit procedures that meets the needs of this particular audit engagement. Careful planning up front will eliminate problems in the execution of the audit plan.

The auditor should also be flexible enough to expand or to contract elements of the audit plan based on facts that are gathered in the performance of the audit. This should even include scrapping the audit plan and creating a new one, or resigning from the audit. The auditor has to maintain independence and integrity throughout the planning process, remembering that while the day-to-day contacts are with management or the audit committee of the board of directors, the ultimate stakeholders are a much broader population.

A business problem I can solve at the end of this week’s learning 

How do I create an audit plan that will increase the likelihood of a quality audit?

This week in relationship to the course and the program
Planning is a wonderful skill to have. Planning implies that you break down a goal or objective to a series of steps that can then be assigned to work units and ultimately to individuals, and then organized in chronological order. Planning requires a certain mind set. Planning skill involves the organizational ability to break down the steps and a level of innovativeness to recognize areas where the planner can create efficiencies. The planning skills you will develop this week can be added to the planning skills you have developed in your work and academic careers and in the courses you have already taken in this program. In many ways, they are transferable to any planning activity. 

You will also develop planning skills that apply to the technical aspects of an auditor’s work. This week will cover the audit planning framework. In future weeks, you will learn about specific audit techniques. It will probably take some actual audit experience for you to be able to estimate how much staffing time and other resources these audit techniques will require in auditing a specific audit client. The planning concepts you learn about this week will get you started in developing a very valuable organizational skill.

An example of how an organization has actually used this week’s learning objectives

Warren is an audit partner at Marx and Wilson, a large regional CPA firm with a goal of expanding its list of audit clients. Warren has been in contact with Barbara, the CFO of MedCo. MedCo is about to go public, and Barbara has invited Warren and his firm to bid on the audit engagement. MedCo needs an immediate opinion to include in the IPO prospectus, and MedCo expects to have an ongoing audit engagement, assuming that the IPO goes forward and MedCo becomes a publicly traded company.

Warren organizes a team to put together a bid. He assigns the team to gather information about MedCo and the biotech industry. The team discovers that the biotech industry is notorious for having poor accounting systems, controls, and records, although MedCo seems to have a reputation as a well-managed company with good relationships with its suppliers, customers, and regulators. Based on these preliminary reports, Warren spends a day meeting with MedCo accounting staff, gathering more specific information. Warren is aware that other CPA firms will be bidding on this engagement, and that there are some risks to Marx and Wilson if the firm takes this engagement.

Warren instructs his team to create an audit plan, estimating time for audit procedures in the mid-range, recognizing that MedCo has never gone through a full audit. The audit plan also includes an estimate of time applied to the audit procedures based on the billing rate of the employee doing the work—at the associate, senior, manager, and partner levels. After the audit plan is assembled, Warren carefully reviews the plan and the total estimate for the audit engagement. Warren then prepares a proposal letter with a bid price 15% below the estimate in the audit plan. Warren’s reasoning is that this audit engagement is likely to extend several years, and the startup costs for setting up this engagement initially can be applied against the hoped-for revenues of future years. Also, Warren is aware that the major multinational CPA firms tend to win these kinds of engagements, and he has to show a price advantage to have a realistic chance of winning the engagement.

Even before Warren and his team have received a response from MedCo, they are hard at work on the audit plan. Warren is aware that Medco is expecting very short time frames, which would require a larger than normal number of auditors on the team. This would be a challenge for the Marx and Wilson firm. MedCo advises Warren that his firm has been selected, but Warren has to explain to MedCo’s CFO, Barbara, that he still has to present an engagement letter laying out the scope of the audit. Warren and Barbara then discuss logistics like workspace for the auditors, rules for communicating with company employees, access to electronic and paper records, and the security of sensitive records, and employee evaluations and compensation. Warren lays out the audit plan with Barbara, including proposed start and finish dates, plans for auditing remote locations, and accounting systems that will be audited. Barbara agrees to the audit plan and indicates that she will take the engagement letter to MedCo’s board of directors. 

Hints for a reading strategy of the assigned materials 

The text reading assignment for this week is Chapters 3 and 4 and Module H. Chapter 3 deals with management fraud and audit risk. You should read this chapter carefully if you plan to work at a CPA firm that performs audits. Management fraud is less common than other internal control issues, but when it does occur and is detected, the company is much more likely to fail, and the CPA firm is likely to suffer serious damage or even fail itself.

Chapter 4 covers engagement planning. This chapter contains very practical discussions of the steps needed to put together an audit engagement. Audit consumers who only see the audit opinion are unaware of all the preparation, audit work, and judgments that go into an audit.

Module H covers information systems auditing. Since virtually all organizations, from the smallest to the largest, use computers to prepare their accounting work, auditors have to have a strategy for dealing with computerized information. This module is a good start, but there is so much variation that each audit engagement has to have its own unique plan for dealing with electronic information. 

Implications for the global environment 
Multinational companies have operations throughout the world, and auditors have to create an audit plan that includes the international operations that are a material part of the overall company. An audit plan for a multinational company may require the assignment of staff to a remote location. Major CPA firms have offices in most developed countries. An audit plan may involve the assignment of staff from the same CPA firm. Another option is to engage another CPA firm to complete the segment for the international operation. In that case, the audit firm expressing an opinion for the entire company is still responsible for the quality of the international engagement. The original firm would prepare all details of the audit plan and review the work of the firm in the international location. 

Planning an audit on a global basis should also consider differences in language, currency, accounting rules, and government regulations in various countries. The audit plan should consider the local environment, but expect to compile audit workingpapers and reports based on a consistent language and currency.

Implications for e-business

E-business creates special challenges for audit planning. In many cases, there is no paper audit trail. In addition, accounting transactions, such as journal entries, may be in electronic form only. The audit plan has to identify explicitly what is considered acceptable evidence for an electronic transaction. Another area of concern for audit planning is authentication. The audit plan should consider what an authorized authentication is. If the plan is too lax, then possible fraud transactions will be accepted. If the audit plan is too stringent, there will be large numbers of audit exceptions, and a lot of audit effort will be expended on legitimate transactions.

Implications for ethics
Audit planning involves identifying the scope of an audit engagement and then listing and prioritizing audit procedures to reach a conclusion about the quality and accuracy of the organization’s accounting information. Each of the steps taken in assembling the audit plan involves judgments. There is an ethical component involved in making these judgments. The auditor has committed to gathering facts in a professional manner, consistent with accounting and auditing guidelines. The auditor has to plan for the use of enough resources to reach a valid conclusion, but also has to be aware of the cost of this effort to the auditing firm and the audit client. This is a delicate balancing act requiring sound ethical judgments.

Some questions to ask as you hone your critical thinking
As you read the material for Week Two, consider the following questions:

· What’s wrong with using a standard audit plan to reduce planning costs?

· How do you resolve differences among team members if there is a disagreement as to what an adequate audit plan is?

· How do you arrive at values for the mathematical models of risk? Aren’t they inherently subjective?

· Considering that an auditor can’t express an opinion with certainty even after planning and conducting an audit, is an audit worth the cost?

· Do non-accountants really understand the role of auditors?

· How do you determine how much risk is acceptable?

Summary to send you on the learning path
Planning an audit involves getting an audit engagement, defining the scope, understanding the business and industry, preparing an audit program, measuring the risks, and assigning the staffing and resources. The next step, which we will cover in the following weeks, is performing the audit.

