How to Conduct an
Audit Engagement

3 Edition

Steven M. Bragg



Table of Contents

Chapter 1 — The Client ACQUISition ProCess............ccceeeiiiiiiiiiiiiisinnss s s s s 1
Learning ODJECLIVES .....ciii ittt e ettt e e e e ettt e e e e e e e et ee e e e e e e e e s annnbbeeeeeaeeeaannnneeeaaaeas 1
T a1 (oTo U134 o] o 1SR 1
Risks Associated With @ New ClIENt............ooiiii e e e e e e aae s 1
INAEPENAENCE ISSUEBS ... et e e e e e et e e e e e e e e e ettt e e e e e e aeeeetan e e e aaaeeenennnnaaeans 1
Training and EXPEriENCE ISSUES .......ccooiiiiiiiiii e 2
et oTo 1T T IS T0] o]0 0113 (o] o ISP PPPPPPPIRt 2
Communications with Predecessor AUAItOrS. .........ooii i e e e 2
Audit Committee REIALIONS........coiiiiiiiiiieeeeeee 2
ST 0100 E- U PERRTR PO 3
REVIEW QUESTIONS ...ttt e e e e ettt et e e e e e s e a ettt e e e e e e e as e antbeeeeeaaeeeaannnnnneaaaaeas 4
REVIEW ANSWETS ... ettt ettt e oo e et e ettt e e e e e e e ettta e e e e e eeeeeetann e e aeeeeesannn e aeaaaeeenssnnnnaaaaaaaaees 5

Chapter 2 — Audit OBjJECLIVES ... s as e nnnns 7
Learning ODJECLIVES .....oiiieiiieiiiiii ettt e e e e ettt e e e e e s e ante e e e e e e e e e s e nnnbbeeeeaaeeeaannnnneaaaaeas 7
T a1 (oTo U131 o] o 1SS 7
Generally Accepted Auditing Standards ...........coooo oo 7
AUIE RISK ..ttt et e oo oottt ettt e e e e e e e n ettt e e e e eaeesaannbeeeeeaaeeaaaannnneneeaaaeeaaann 8
F 8 o 11O o] 1= Tox 111U UUPUPUURP 9
RequiremMents fOr the AUGITOT ... ......uuiiiiiiiiiiiiiieie it e e e e e e eeeeeesesssseesssssssssssesesssnnsnnnnes 9
RequiremMents fOr the CIENT...........uue it aae e e e eeesssaesssssssssssssssssssssesssnnnnnes 10
Ethical ReqUINEMENTS ... .ottt e e e e e e e e et e e e e e e eanean e e e aaaaaees 11
100100 F- SRR 11
REVIEW QUESTIONS ...ttt e e e e e e oottt e e e e e e e s e ab b e e eeaaaaeesaantbaneeeaaeeaaannneneas 12
REVIEW ANSWETS ...ttt ettt oo e e e e ettt oo e e e e e e et ttta e e e e eeeeetaan e e eeaeeentannaeeaaeeennsnnnnaaaaaaaees 13

Chapter 3 — The AUdit ProCeSS .........cocoeiiiiiiiiciicrrrrer s s s s s s s e 15
Learning ODJECLIVES .....coiiiiiiiiiieie ettt ettt et e e e e e ettt et e e e e e e s e nbbeeeeaaaeeessanebaneeeaaeeaaanneneeas 15
g (e T U131 o 1SR 15
Overview Of the AUit PrOCESS ........ciiii it e e e e e s e e e e e e e e s e enneeees 15
PlANNING the AUIL. ... . ettt e e bbbttt ettt ettt ettt sttt sttt e e s e e e nnnnnnee 16
Developing an Understanding of the CleNt............oouiiiiiiiii e 18
Assessing the Risks of Material Misstatement...............ooo e 21
= L =TT 1T PP P PP P P PP O PP PPPPPPPPRPPPPPPPPRS 24
Evaluating Identified Misstatements .............oooii i 25
Client Use of Service Organizations ..............ueiiiiiiiiiiiieiie ettt e e e e e e e e 26
[ o o1 0] g 1=T o | €= 14T ] o PRSP 28
ST 0100 F- SRR 28
REVIEW QUESTIONS ...ttt ettt e e e e e oottt e e e e e e e s e ae bttt e e e e e e e s e anttaeeeeaaeeaaansneneas 29
REVIEW ANSWETS ... ettt ettt e oo e et ettt e e e e e e et ttta e e e e eeeeeetaan e e e eeaeeentann e eeaaeeennsnnnnaaaaaaaees 30

Chapter 4 — Engagement Letters ... sssss s sssss s s ssmnnes 31
=TT a1 aTo @ o] [=Tot Y=L PR 31
T g (e T 0T34 o 1R 31
Types of ENGagemMent LEIErS ..........ueiiiiiieie ettt e e e e e e e e e e e e e e aans 31
Engagement Letter ProCeSS FIOW ..........uiuuiiiiiiiiiiiiiiiiiiiiiiiiiiiiii ettt eseeesenenneneee 32
Engagement Letter AJUSIMENTS ... ... uuiiiiiiiiiiiiiei ittt e e e e e eeeeeeeeeeee 32
Engagement Letter BeSt PraCliCes .........uuuuiuiiiiiiiiiiiiiiiiiiiiiiiiiii ittt eeeeeeeeeneennee 32
Sample ENGagement Letter. ... .. .. e et a e e e e e e 33
ST 0100 F- SRR 34
REVIEW QUESTIONS ...ttt e e e e e oottt e e e e e e e s ab et eeaaaae e e s antbaneeeaaeeaaannneneas 35

REVIBW ANSWETS ... ittt e e ettt e et et e e et e e e e e e e s et e e e s s ea s ea e et s et s s e e s seanssnsnnaannss 36



Table of Contents

Chapter 5 — Planning Audit ProCedures ..........ccccommmmiii s sssssss s snssssssss s s sssssssss 37
=TT a1 aTo @ o] [=Twt Y=L SRR 37
T g (e T U131 o 1SR 37
L@ YT L] oo g T Y 37
Procedures for Assessed Risk at the Relevant Assertion Level ... 37
SUDSIANTIVE PrOCEAUIES ...ttt e e ettt e e e e e e e e bt e e e e e e e e e e anneetaeeeaaaeeeaannenees 39
TESHNG CNOICES ...ttt e oottt et e e e e e s e at e e e eeae e e e aaanebbaeeeeaeeeaaannnsaneeaaaeeaannn 40
Additional Audit Planning ACHIVItIES..........coiviiiiiiiiii 40
Planning DOCUMENTALION ... ..uuuiiiiiiiiiiieieie ittt b ettt s st bbeebeeeenennee 40
ST 0100 F- ST 41
REVIEW QUESTIONS ...ttt e e e e oo ettt e e e e e e e s e ab et eeaaaaeesaanbbaeeeeaaeeaaannneneas 42
REVIEW ANSWETS ... ettt e ettt e oo e et ettt oo e e e e e e e e ttta e e e e eeeeetaan e eeaeeeentsnn e eeeaeeennsnnnnaaaaaaaees 43

Chapter 6 — Audit SAMPIING ........coooiiiiiicccecrrrrrrrr e s e e e e e e e s 45
=TT a1 aTo @ o] [=Twt Y=L RSP 45
T g (e T 0T34 o 1R 45
SC Y A =100 0T el el T TP PP PP PP PP PPPPPPPPPPPPPPPRS 45
Characteristics Of AUdit SAMPIING.......ceiiiiiiiiiiii e e e e e e e s s anee e e e e e e e e e nnneeees 46

Procedures not Involving Audit SamMPIING .........ooiiiiiiiiii e 46
Statistical vs. Nonstatistical SAmPliNG ............ooiiiiiii e 47
The Audit SAMPIING PrOCESS ... it e et e e e e e e e e s et ae e e e e e e e e e ansneeeeeaaaeeaaanns 47
Audit SAMPIE ASSESSIMENT .....coiiiiiiiiiiieeeeeee ettt e e 47
TYPES Of AUAIE TESES ...ttt ettt e e e e e e e et e e e e e e e e e e e annereeaeaaeas 47
RIS K ettt ettt ettt ettt e e e e e oottt — et e e e e e e e aaeeeeeeeeaeeeeaanteeeeeeeeeaaaannneneeaaaaeeeaanrenees 48
e eTer=Te 0] =] I g F= o o 1T o Ve TR TSP PP PP PP PPPPPPPPPPIRt 49
ST o ] o] 1T I e =T T PP SOPPURRPR 49
Audit Sampling iN Tests Of CONMIOIS. ........eiiiiii i e e e e e e eeaeaeas 50
IS O o)1= 11 PR SSSRRR 50
D=V 11T I @7 o) o [1 o) o - PR PPPPPPPNt 51
Lo 01U ] =1 (o o RSP 51
o o [o] 0701V =T - o PSRRI 51
ST o] o] g T T o1 ST PURRPN 52
WaIK TRFOUGRNS ... 52
Method Of SAMPIE SEIECHON ... ...uuuiiiiiiiiiiiiiiiitiiiie ettt eeesaeeeeeee e eeseeeessssessssssssssssssesnnennes 52
S aAMIPIE Sz . ————— 54
Risk of Overreliance on Multiple CONIIOIS...........uuuuuiiiiiiiiiiiiiiieiriiiiiieeieiieeeeaereeeeeeeeeeereerrererereererrrenee 55
Tolerable Rate of DeVIAtioN ...t a e e e e ee e e e 55
=Yt o)l o oTU ] = 11 To ) IR T = YRR 55
Sampling Plan PerformMancCe. ...........oooi oottt e e e e e e e e e e 56
Reaching @ CONCIUSION ...ttt ettt e e e e e e ettt e e e e e e e s e et eeeeeaaeeeeaannneees 56
DOCUMENTALION ISSUES ... .uuiiiiiiiiiiiiiieieeeee ettt ettt ettt ettt et e e nnennnee 58
Sampling for Substantive Tests of Details ...........ooiiiiiiiiiii e 58
IS O o)1= 11 PR SSSRRR 58
Lo 010 =1 (o o RSP 59
ST o] o] 1T T o1 SRR UOPUPURRPN 59
SaAMIPIE SEIECHON ... —————— 59
S aAMIPIE Sz . ————— 60
Acceptable LeVEl Of RISK.........couiiiiiiiiiiieieee e 60
Tolerable MiSStatemMENt. ... ..ottt e e e e e et e e e e e e e e etaa e e e e aaaeanes 61
Performance Materiality .............ooiiioiie e e e 61
Effects IMpacting SAmPIE SIZE.........uuuuuiiiiiiiiiiiiiiiiiiiiiiieieieeaeeeeeeeeeeeeesaeeaeeseaeeeeaeeeeeesessssessesessssesrrrrnes 62
Sampling Plan PerformMancCe......... ..ottt e e e e e e e e e e e e 64
Sampling Plan EValuation .............eeiiii e e e 64
[ o o8] g 1=T o | ¢= 14T ] o SRR 66
ST 0100 F- SRR 68
REVIEW QUESTIONS ...ttt e e e e e oo ettt e e e e e e e s e ab b e eeaaaee e e s anbbaneeeaaeeaaannneneas 69
REVIEW ANSWETS ...ttt e ettt oo e et e ettt e e e e e e eettta e e e e eeeeneaan e e eeaeeentann e eeaaeennnsnnnnaaaaaaaees 70

il



Table of Contents

(03 JE=T o] =1 oy Ay N T T 1 VAo 1= o - O 7
=TT a1 aTo @ o] [=Twt Y=L SRR 71
T g (e T U131 o 1SR 71
The Nature of Audit EVIAENCE ......cccooeieiieeeeee 71
Sources Of AUt EVIAENCE ... ..ccoo i 72

TOSHING e 72
T TS oY o] o PP 72
L0 0 T=T V7 1T o 72
CON M 0N e ————— 72
A= Tor= ] (o U] F= 1T o ISP 72
=TT a0 gy 0= o VotV PP PPPPPPPINt 73
ANAIYECAl PrOCEAUIES .....ooiiiiiiiiiiiiiieiee e 73
S Tor= T o o113 T [P ETRPUPUPRRRPRR 73
INQUITY e 73
Relevance and Reli@bility ..............uuuuuuuiiiiiiiieiiiiiiiiiiii e e e e bbb bbb rrenaene 73
Information Provided by a Management’s Specialist............c...ueiiiiiiiiiiiii e 74
Audit EVIAENCe fOr Cash..........cooiiiiiiiiieieeceeee 74
Obtain Balance Detail ........ccooiiiiiieeeeeeeeeeee e 74
L070) 01715 4 T = 7= = o o= 74
RECONCIHE ACCOUNES ...ttt oo e e e e e ettt e e e e e e e e eeetna e e e e aeeeeneenn e aens 76
e T o a1 aT= T O U] (o 1 PP PPPPPPPIRt 76
COUNE CaSN e ———————— 77
YTV = 2= T oL = 10 ) 1= P PRPPPPPNt 77
Conduct ANAIYLICAl PrOCEAUIES ........coiii ittt e e e e e e e e e e e e e e nneneeeaaaeaeeaanas 78
ReVIEW Presentation ... e ettt e et as 78
Audit Evidence for Investments in Securities and Derivative Instruments................cccccevviviiee, 79
Audit Evidence for RECEIVADIES............cooviiiiiiiiiiiee 80
Examine Accounts Receivable AQING REPOM..........uuuuuuiuiiiiiiiiiiiiiiiiiiiiiiiiiieiiebeieeeeeeeeeeeeeeeeeeeeeeerreeeee 80
Inspect and ConfirmM NOLES.........coiiiiiiiiieieee e 80
Confirm RECEIVADIES ... 80
Sample ConfirMation .......ccoiiiiiiiee e 81
V1T T o) i PP PPPPPPPIRt 84
Examine Allowance for DOUDfUl ACCOUNLS ..........uuuuuuiiiiiiiiiiiiiiiiiiiiiieiieiieeeeeeeeeeeeeeeeeeeesrreeerererreneeenee 84
Investigate Legal ENCUMDIaANCES ..........cooiiiiiiiiiiiiiii 85
Search for Related Parties ........ccoooiiiiioieeeeeeeeeee e 85
Conduct ANAIYLICAl PrOCEAUIES ........coiiiiiiiiiiiii et e e e e e et e e e e e e e e nnrneeeaaaeaeeaanes 85
ReVIEW Presentation ... i e e et e e e as 86
Audit EVIAENCE fOr INVENTOTY ....coiiiiieeeeee ettt e e e e e e e et e e e e e e e e e ennenaeeaaaeas 86
Evaluate the COUNE PIAN .......uiiiiiiiiiiiiiiiiiiiiiiieiiiiee ittt eeeesaeeeeseeseesseaesssssssssssssssssssssssnsnnsnnnnnes 86
VErify The CULOT ...ttt e et e e e e e e e e st e e e e e e e e e nneeeeas 87
Observe the PhysiCal COUNL...........e i e e e e e e e e e e e e e aes 87
Evaluate the Costing Methodology ............ueiiiiiiiiiiii e e 88
TSt INVENTOrY COSHING .....eeeiiiiieei ittt e e e e e e e ettt e e e e e e e e e et e e eaaaeeeeaannnaeeeaaaens 88
Reconcile Inventory to General LEAGET ........c.ooi i e 89
Investigate Legal ENCUMDIANCES ..........cooiiiiiiiiiiiiiii 89
Investigate Possible IMpairments ... 90
Conduct ANAIYLICAl PrOCEAUIES ........coiii ittt e e e e e et e e e e e e s reeeeaaeaeeaanns 90
Audit EVIdence for FIXEA ASSELS.......ccvviiiiiiiiiiiieeeeeeeee e 90
VOUCh NEW ACQUISITIONS. ...ttt e e e e ettt e e e e e e e e eeeana e e e e eeeeeenennnns 90
Inspect Newly-Acquired and Older ASSEIS........oivviiiiiiiiiiieee e 91
Review Repair and Maintenance EXPENSES .......oouuuiiiii i 92
Verify Legal OWNEISIID ... .. ittt e e e e e e e s ettt e e e e e e e e e e nnteeeeaeaaeeeaaanneneeas 92
Investigate Legal ENCUMDIaANCES ..........cooiiiiiiiiiiiiiii 92
Investigate Possible IMpairments...........coooii 92
Conduct ANAIYLICAl PrOCEAUIES ........coiiiiiiiiiiiie ettt e e e e e e e e e e e e nneneeeeaaeaeeaanes 93
ReVIEW Presentation ... e et as 93
Audit Evidence for Liabilities ..........oovviiiiiiiiiiiieee 94

il



Table of Contents

Obtain Payables and Debt LiStiNG ........ccoiiuiiiiiiiae e a e e 94
Vouch Payables and Debt...........ooooiiiiiiiiiiiiii 94
Test the Valuation of Debl........coo e e e 94
Confirm Payables and DEDL ......... ..o e e e e e e e 94
Confirm AUNOMIZAIONS ... 96
Examine Other Liabilities ...........eoiiiiiiiiiiii et e et e e e e e e e nneeees 96
Conduct ANAIYLICal PrOCEAUIES ........coiiiiiiiiiiiii ettt e e e e et e e e e e e s nnereeeaaaeaeeaanns 97
Search for Unrecorded Liabilities ............oouieiiiiiiiiii e e e 98
EValUGe DEDE PrOVISIONS ... ..uiiiiiiiiiiiiiiiiiiiieeieetbbbee bbbttt e bttt s s s s s s ssseebbbsenbebenees 98
Identify Related Parties............ooi e a e 99
ReVIEW Presentation ... et e et e e nra e s 99
Audit Evidence for Litigation, Claims, and ASSESSMENTS.............ccvvviiiiiiiiiiiei e 99
Communications with External Legal COUNSEI...........cuuiiiiiiiiiiiiiiiie e 99
Sample Inquiry Letter to Legal COUNSEL..........coiiiiiiiiieiiie e a e e 100
Communications with Internal Legal COUNSE ...........cuuuiiiiiiiiiiieiie e 101
Evaluation of Legal Counsel RESPONSES .......coiiiiiiiiiiiiiiieae it e e e e e e e 101
Audit EVIAENCE fOr EQUILY .....eeeeiiiee ittt e e e e e e e e e e e e e s e e nnneeeeaaaens 102
Examine Authorizing DOCUMENES ... ..uuuuuieiiiiiiiiiiiiiiiiiibiiieibebeeeeeeeee e eeebebebee bbb e e eeesneeeeeneneenne 102
Analyze EQUItY ACCOUNTS........ciiiiiiiiiiiiiiiiii 102
Review Stock Issuance Proceeds and REPUIChaSES ...........uuuvuviiiiiiiiiiiiiiiiiiiiiiiiiirerereeeeerereeennenenee 103
Confirm Shares OUESTANAING .........uiiiiiiiiie et e e e e e e e e e e e e e e e anes 103
Review Stock Compensation PlIanS.............uuuuuuuuiiieiiiiiiiiiiisiieeeeerreeeeeereeereeeeereererrrrrer———.. 104
Verify ReSErve RESIHCHONS ........oii et e e e e e e e e neeeeas 104
Review Presentation and DISCIOSUIES ............uuuuuuiuuiuiiiiiiiiiiiiiiiiiieieeieesseeseseseessseeeeeseeeeeeseeseeeneerenee 104
Audit Evidence for Segment REPOIING........cciiiiuuiiiiiiea e e e e e eea e 105
The ConfirMation PrOCESS. ......coi ittt e ettt e e e e e e s s at e e e e e e e e e e e annsbereeaaaeeaanns 105
OPENING BAIANCES .......eeeeiiiieeiieee ettt e e e e e e oottt e e e e e e e e nneteeeeeaaaeesaannbeneeaaaeeaaannn 106
1000100 E- PP PEPRRPR 108
REVIEW QUESTIONS ...ttt e e e e ettt e e e e e e e e aabe e e e e e e e e e e s e annaseeeeaaeeaaannnnnneas 109
REVIEW ANSWETS ... ettt ettt e oo e e et ettt e e e e e e e e ettt e e e e e eeeeetaaa e e e eaaeeessan e e eaaaaeennsnnnnaeenn 110
Chapter 8 — Analytical Procedures............ccoommiiiiiinineinir s ssss s ssss s s sssas 113
T a1 aTo @ o] [=Tot Y=L PRSP 113
T a1 eTo 0T 1o o 1P 113
Requirements When Designing and Performing Analytical Procedures .............cccooiiiiiiiieenniiiiinnne. 114
When to Use Analytical ProCeadUres ...........oooiiiiiiiiiii 114
Levels of ASSUranCe Provided...........ooi ittt e e e e e 115
Phase 1: Expectation FOrmation ... e 115
The Nature of the ACCOUNt OF ASSEITION...........uiiiiiiie e 116
The Nature of the Expectation being Developed...........cccccoiiiiiiiiiii 116
The Reliability of the Data used in Developing the Expectation.............cccccoiiiiiiiiiiiiee, 118

g =T or T o PR 118

[ AT TN o =T o 1T 1T o 1P PRPPPINt 119
Phase 3: INVESTIGATION. ......uuuiiiiiiiiiiie ittt bbb bbbt e bt e e e e e nnnee 119
e T S Y= | U= 4T SR 119
Examples of ANalytical ProCeAUIES ...........uuiiiiiieiiie ettt e e e e e e e e e e neneeees 120
Analytical Procedure Case STUAY ...........eeiiiiiiiiiiiiiiei et e e e e e e eeaaaens 121
Trend ANAIYSIS ... 121
REEIO ANIYSIS ...ttt sttt ettt e et e e ettt et et s e e e e nnnen 121
REASONADIENESS TEST ....uuiiiiiiiiiiiiiiite ittt et e ettt et s ettt s s s se s bbb bebeenbnnennee 122
REGIESSION ANGIYSIS ...euittiiiiiiiiitieiieieie ettt tb bbbttt e e e bbbt ettt ettt st sttt s st et s st e e bt b bbbt b e e b nnnnnnne 122
Related DOCUMENTATION. ... . .uutitiiiiiiiiiieieieee ettt e bbb bbbttt st e et e s st e st e s et eebeeeeeeseneenne 124
SUMIMIAIY ..ttt ettt oo ettt et e e e e oo e st tee et e e e e e e e e o ateeeeeeaae e e e mneeeeeeaaaaeesaannetaeeeaaaeeaaansseneeaaaaessaanns 124
REVIEW QUESTIONS ...ttt e e e oo ettt e e e e e e e e e naee e e e e e e e e e e e aanneseeeeaaeesaannnnnneas 125
REVIEW ANSWETS ...ttt e e e et ettt et oo e e e et ettt e e e e e aeeeeeaaa e e eeeeeeeesan e e eaaaaeeensnnnnaeenn 126

v



Table of Contents

Chapter 9 — Auditing Accounting EStimates ............ccciimmi s 127
=TT a1 aTo @ o] 1=t Y=L PR 127
T eTo U131 o] o 1P 127
Accounting ESHMAtES .......oooiiiiiiiiii 127
[ =g E= T [T g g =T oL = T T TP PP PP O PP PPPPPPPPPPPPPRt 128
Auditing Activities Related to Accounting EStimates ... 128
Additional Substantive Procedures for Significant RiSKS ..., 130
Evaluations of REASONADIENESS ..........uuuuuiiiiiiiiiiiiiiiiiiiiiiiiiiiieeeeeeeeeeeeeeaeeeeeeereeeeeseeeeeesssssesssssssssssssnnnnes 130
DISCIOSUIE ISSUES. ... ettt ettt oo e e e ettt e e e e e e e e e e ettt e e e e aeeeettan e e e aaaeeeenennnaeans 131
Accounting Estimate DocumMeNntation..............cooiiiiii 131
100100 E- RSP PEPRTPR 131
REVIEW QUESTIONS ... tttvtitttiiiiieeteeetieeeeeetteeeeeeeee ettt eesesss s s sttt s s s s st st s s s s s s s st s st s s s s s st es s s e s ssnssnsnnnnnn 132
REVIEW ANSWETS ...ttt e e e et ettt et oo e e e et ettt e e e e e aeeeeeaaa e e eeeeeeeesan e e eaaaaeeensnnnnaeenn 133

Chapter 10 — Fraud Considerations............ccoeeeiiiiiiiiiiiiiii s s s s s s s s s s s 135
=TT a1 aTo @ o] [=Tot Y=L PRSP 135
T (e T 0T 1o o 1P 135
The Fraud TrHangIe ... 135
Fraudulent FINANCial REPOMING ... ..uuuuuiiiiiiiiiiiiiiiiiiiiiiieibiieebebeee bbb e e bbee e e eeeeeeseseeeeeesseeeenenees 136
[V TET=T o] o] o] o =T i o g To) I AN £ PPt 136
Responsibility Of the AUGITOT . ........co e a e e e 136
The Detection Of Fraud ..........ooo oo 137
[ =10 o 1S = T (o = SR 139
Revenue-SpeCific Fraud RISKS ..........uuuuuuuiiiiieiiiieiiieiitiieieeeereeeeeeeeaeeseseaesessreeeeeeerseeessserssesessssesssrrrnrnnes 141
ReSPONSES t0 Fraud RISKS ........ et e e et e e e e e e eeeea e e as 141
Extended Audit ProCEAUIES. ... .o e e e et e e e e e e e ettt e e e e e e e enaenn e eeeas 141

L1 C YT TP 141
Alfered SAmMPIE SIZES........coovviiiiiieieee e 142
Additional Journal Entry ProCedUures ... 142
Examination of Significant TranSaCtioNs ............coui i 142
Additional Document-Related ProCedures ... 143
Additional Confirmation ProCEAUIES .............coviiiiiiiiiiieeee e 143
Additional Cash ProCEAUIES...........ciiiiiiiiiiiieeeeeeee e 144
Additional Receivable ProCedUres....... ..o e i e e 144
Additional INVeNtory ProCEAUIES..........covviiiiiiiiiiii 144
Additional Fixed ASSet ProCEAUIE .........oooiiiiii e eeeeeeeennas 145
Additional ReServe ProCeAUIES ........coooi e e e e e e eeeeanas 146
Additional Purchasing ProCeAUIES ..........cooiiiiiiiiiiiiiii 146
Additional Liability ProCedures ... 147
Additional EQUity PrOCEAUIES ........cooiiiiiiiiiiiiiiii 148
Additional SAIES PrOCEAUIES ........coeviiiiiiiiieiee e 148
Additional Payroll PrOCEAUIES ...........cooiiiiiiiiiiiii 149
oA o (U LT g el Yo 1= oY PP PPRPPPINt 149
Communications Regarding Fraud...........o i a e 150
Non-Material INStances Of Fraud ............uuuuuuuiiiiiiiiiiiiiiiiiiiiiiieieiiieeeeeeeeeeeeeeeseeereeeeeeeseseresesessssessssssnrnnes 150
Fraud-Related DOCUMENTAtION ..o e e e e e e 150
1000100 E- PSP PEPRRPR 151
REVIEW QUESTIONS ... ttvvtttttiiiitieieteeeeeeaettte ettt eee et ses s s e se s et e st e e s s st st s s s s s s s s s s s s s s s s s st esssssssnnsssnnnnnnn 152
REVIEW ANSWETS ...ttt e e e et e ettt e e e e e et ettt e e e e e eeeeeeaaa e e eeaaeeeesnn e e aaaeeeeenennnnaeann 153

Chapter 11 — Written Representations..........ccccccvvviiiiiiiiiiie e s s e s s s s e e e e e e e s e s e s e e e e e e e e e e eees 155
T a1 aTo @ o] [=Tot Y=L PRSP 155
T g (e T U131 o 1P 155
The Nature of Written Representations ... 155
Materiality TRrESNOI. ........uuiiiiiiiiiiii ettt et bbbt bbbt eeeeneeeseeenee 156
Dates Related to Written Representations....... ... 156
Those from Whom Representations are Requested ..., 156



Table of Contents

Doubts About Written Representations............oo oo 156
Sample Written Representations Letter. ..o 157
Additional Written Representations ....... ... e 158
Updating the Management Representation Letter.......... ... 159
100100 E- RSP PEPRTPR 160
REVIEW QUESTIONS ...ttt e e e et ettt et e e e e e e e e nnee e et e e e e e e e e e annaseeeeaeeeaaannnnnneas 161
REVIEW ANSWETS ... ettt e e e e et ettt et e e e e e e e ettt e e e e e eeeeetaan e e eeeeeeeesan e e aaaaaeennnnnnnaaenn 162
Chapter 12 — Going Concern Considerations ...........cccooimiiiisr s 163
T a1 aTo @ o] [=Tot Y=L PRSP 163
T (e T U131 o] o 1P 163
The Going CONCEMMN PriNCIPIE ... ...ttt e e e e e e st e e e e e e e s e annbeeeeeaaaeeaaanns 163
The Liquidation Basis Of ACCOUNTING........coiiiiiiiiiiie et e e e e e e e eeea e e e e annes 164
RiSk ASSESSMENt PrOCEAUIES ...ttt e e e e e e e e et e e e e e e e eeeeana e aeeas 165
Written RepreSentations. . ......oooi i it e e e e e e e et e e e e e ennennnas 166
AJEQUACY OF DISCIOSUIES. ......eeiiiie ittt ettt e e e e e e ettt e e e e e e s e e abe et e e e e e e e s s annaseeeeaaaeesaaannnnnneaaaens 166
Interim Financial Statements..........ooovviiiiiiiii 166
Y Lo [ (o] = =T o To ] o E TS U1 PSP 166
1070) 0 010 T8 0T Tz 1o TR E=T YUY 167
INherent LIMItations ...... ..ot e e e e e e et e e e e e e e e eatte e e e aeaeeeenennnnn 167
[ o o108 o 1=T g | ¢= 1 4[] o ISP 167
SUMIMIAIY ..ttt ettt oo ettt et e e e e oo e st tee et e e e e e e e e o ateeeeeeaae e e e mneeeeeeaaaaeesaannetaeeeaaaeeaaansseneeaaaaessaanns 167
REVIEW QUESTIONS ...ttt e e e e e ettt e e e e e e s e naeeee e e e e e e e e s aannbsaeeeaaeesaannnneneas 168
REVIEW ANSWETS ... ettt e e e et e ettt e e e e e et ettt e e e e e eeeeetaaa e e eaeeeeessnn e e eaaaaeeensnnnaaeann 169
Chapter 13 — Law and Regulation Considerations..........cccccooiniiiimmmmniccesrn s 171
=TT a1 aTo @ o] [=Tot Y=L PRSP 171
T (e T U131 o 1P 171
Responsibilities of Management.. ... 171
Responsibilities Of the AUAITOr ............uuieiiiiiiiiiiiieiiei e e e e eeesesesessssssssesssssenrrnes 171
0 Lo 11 (o] o (Y7 (=PSRRI 172
AUdItor COMMUNICALIONS ....ceiiiiiiiiiiieee ettt e e e e e e e e e e e e e e e e e e e e e e e e e e eaees 173
0 Lo 11 B To o U o 1=T | €= 14T ] o PO PSP 173
1000100 E- PP PEPRRPR 174
REVIEW QUESTIONS ...ttt e e e e e ettt e e e e e e s e naeeee e e e e e e e e s aannbsaeeeaaeesaannnneneas 175
REVIEW ANSWETS ...ttt ettt e e e e et ettt e e e e e et ettta e e e e e eeeeeeaaa e e eeeeeeetsan e e eaaaaeennnnnnnaaenn 176
Chapter 14 — Using the Work of Others..........ccooiiiiiimi s 177
T a1 aTo @ o] [=Tot Y=L PRSP 177
T g (e T U131 o] o 1P 177
(€] o0 oI Lo 11 00 g Tt =Y o] £ 177
Group Engagement Partner ReSponSIibilities ............ooiuiiiiiiiii i 177
(€] o0 oI Lo 11 o] o2 1Y/ 1= 178
€Ty oTU o3y Tl [1 ) = o o1 oo [PPSO PPERT 178
Obtaining an Understanding............oooii oo e e e e e e e ee e e e e e 180
LT o0 o T FT =T 1 = 180
Making Reference to @ Component AUItOr ...........ouuuiiiiie e 181
Communicating with @ Component AUItON...........ooi i a e 182
SUDSEQUENE EVENES ... ———————— 184
Making Reference in the Auditor's REPOIT .........ooiiiiiiiiiie e 184
Using the Work of Internal AUGItOrS ............eeiiiiiiiie e e e e e 185
Using the Work of an Auditor's SPeCIaliSt .............ooueeeiiiiiiiiie e 186
[ o o1 0] o 1=T g | €= 1 4[] o ISR 188
SUMIMIAIY ..ttt ettt oo ettt et e e e e oo e st tee et e e e e e e e e o ateeeeeeaae e e e mneeeeeeaaaaeesaannetaeeeaaaeeaaansseneeaaaaessaanns 188
REVIEW QUESTIONS ...ttt e e e e e e ettt et e e e e e e s e aaee e e e e e e e e e s e aanbbseeeeaaeesaannnnnneas 189
REVIEW ANSWETS ...ttt e e e et e ettt e e e e e et ettt e e e e e eeeeeeaaa e e eeaaeeeesnn e e aaaeeeeenennnnaeann 190

vi



Table of Contents

Chapter 15 — Audit DocUMENtatioN............ccoeeiiiiicrccrrrrrr s 191
=TT a1 aTo @ o] 1=t Y=L PR 191
T eTo U131 o] o 1P 191
The Nature of Audit Documentation ..............cooviiiiiii i 191
The Content of Audit Documentation..............cooiiiiiiiii i 191
Working Paper Preparation ............. oottt e e e e e e e e e e eeeeanaas 192
Working Paper Best PractiCes. ... 193
The Completion MemOorandumM ...........cooeiiiiiie e 194
The Final AUAIE FIlE ... 194
Audit Documentation OWNEISNID .......cviiiiiiiiiiiciiceeee e 194
Auditor Legal Liability ISSUES.........ccoiiiiiiiiiiiii 195
ST 0100 E- PO PEPRRPR 195
REVIEW QUESTIONS ... vvtitittieitieeieeeiieeeeeetteetteeeeeeee et s et seesses s st e s e e s st s s s s s s s s s s s s s s s s s s st s s e ssssssensensnnnnnnn 196
REVIEW ANSWETS ...ttt e e e e et ettt e e e e e e et ettt e e e e e eeeeeeaaa e e e eaeenessnn e e eaaaaeeennnnnnaeann 197

Chapter 16 — Subsequent EVENtS.............ccooiiiiiiiiiiiiics s s 199
T T a1 aTo @ o] [=Tot Y=L PRSP 199
T eTo U131 o] o 1P 199
Auditor Activities Related to Subsequent EVENtS .............coovvviiiiiiiiii 199
Written Representations About Subsequent Events ... 200
Subsequently DISCOVEred FACES ........coiii i a e 200
L0 F= T8 o1 (= To [ YT o | (RSP 201
1000100 E- PP PEPRRPR 201
REVIEW QUESTIONS ... uvvvtitiiiiiiiieieeeeeeeeeeteaeeeteee ettt e ees e s e s s s st et e st s st s s s s s s s s s s s s s s st s s s s s s s e s sessnnssesnnnnnn 202
REVIEW ANSWETS ... ettt oo e ettt ettt e e e e e et ettta e e e e e eeeeneaan e e e eaeeeeesan e e eaaaaeeensnnnnaeens 203

Chapter 17 — Related Parties.............cccceeeeeeiiicccice s s 205
T T a1 aTo @ o] [=Tot Y=L PRSP 205
a1 eTo U131 o] o 1P 205
The Nature of Related Party TransSactions...........ccouo i e e 205
Y Lo 11 (o] gl =T oo 1 o] 11 1Y PSP 205
Arm’s Length TranSacCtioNS .........ooviiiiiiiiiiiiii 206
Related Party AUit PrOCEAUIES .........uuuuiiiiiiiiiiiiiiiiiiiiiibiibieebebebeee e eeeeeseeae bbb eb b bbb eeeseesessseeeeseeeeenennes 206
[ =10 Lo @70 ) E7To (=T = 1110 PP PPPPPPIRt 208
Risk Mitigation CONSIAEIratioNS ..........oiiiiiiiiiiie ettt e e e e e e e e e e e e e e e e nneeeees 209
Related COMMUNMICALIONS .....uuuuuiuitiieieiiieaeeeieeeeteeeeeeeeeeeeeeeeeeeeseeeeesssessesessssessssssssssssssssssssssssssssssssssnsnnns 209
Related Party DOCUMENTALION ... ...uuiiiiiiiiiiiiiiiiiiiiieiiiieee bbbt e e s e e e s e e eseeeeeebeebeenee 209
1000100 E- PP PEPRRPR 209
REVIEW QUESTIONS ... vvtitittieitieeieeeiieeeeeetteetteeeeeeee et s et seesses s st e s e e s st s s s s s s s s s s s s s s s s s s st s s e ssssssensensnnnnnnn 210
REVIEW ANSWETS ...ttt e e e et e ettt e e e e e et ettt e e e e e eeeeeeaaa e e eeaaeeeesnn e e aaaeeeeenennnnaeann 211

Chapter 18 — Auditor INdepPendencCe...........cooeeiiiiiiiiiecrrrrre s 213
T a1 aTo @ o] [=Tot Y=L PRSP 213
T g (e T U131 o 1P 213
Conceptual Framework for INdepeNdENCE ........ccooiiieieeee e 213
Violation of the Independence RUIE................oooiiiiiiiiiiii 214
L0010 o 1Y oY 4o o= 214
Threats to INAEPENAENCE ... ..o et e et e e e e e e e e et e e e eeaeeeeennnns 214
F S et oottt e e et e etta e e e eeeeneeaa e e aeeeeeara e aaan 215
[T aE= T ot t= I 1 (=TS TR 215
0 T= T LR 217
IS LT P 217
BUSINESS RelatiONSNIPS ...t e e et e e e e e e e an e as 218
Family Relationships with Attest CHENTS ...........ooi i 218
Current Employment or Association with an Attest Client..............ccueiiiii e 218
Former Employment or Association with an Attest Client..............oooiii e 219
Considering Employment with an Attest Client ... 219

vii



Table of Contents

Later Employment by an Attest ClIent ..........ooo i 219
Gifts and Entertainment .......ccooiiiie 220
Actual or Threatened Litigation............coooiiiiiii 220
[N 0T a T T (] ST oS RPPPPPPPPPNt 221
100100 E- RSP PEPRTPR 222
REVIEW QUESTIONS ...ttt e e e et ettt et e e e e e e e e nnee e et e e e e e e e e e annaseeeeaeeeaaannnnnneas 223
REVIEW ANSWETS ... ettt e e e e et ettt et e e e e e e e ettt e e e e e eeeeetaan e e eeeeeeeesan e e aaaaaeennnnnnnaaenn 224
(0d JE=T o =1 oy Ko TRl aNT T 10T a3 20T o Lo o {3 225
T a1 aTo @ o] [=Tot Y=L PRSP 225
T (e T U131 o] o 1P 225
Material MiSStatemENts ... ..o e e e e e et e e e e e e e ene e an 225
The FOrm of OpiNiON ....ccce e 226
The AUItOr'S REPOIT ... . ettt e e e ettt e e e e e e e e eeetaa e e e e e e e eenten e e eeeaeeennnnnnnn 226
Date Of the AUAITOr'S REPOI ... ..uuuiiiiiiiiiiiiiiiitiiiieeitieiieee b eeeeeaeeeeeeaeseseeeeeeeessssesssssssssssssssssssssnnnes 226
AUAILOI'S OPINION ceiiiiiieiieeeeeee ettt e e e e e e e e e e e e e e e et et e et e e e e e e e e e e e e aaaaas 226

T TR (o T @ o] a1 To ) o [P PPPPPPPIRt 226
Responsibilities of Management for the Financial Statements ..., 226
Auditor’'s Responsibilities for the Audit of the Financial Statements ...................ccccooiiiiiinnnnn. 226
AUAIEOI'S SIGNALUIE ...ttt e e e e e ettt e e e e e e s s asb e e eeaaaeeaannnbbaeeeaaeeeaannsnenas 227

F 0 Lo [ (o] gt o [ S PSP 227

ST T a0l o) I AT o[} (o] a3 =T o o] o - 227
Reports for Comparative Financial Statements..............uuuuiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiieeeeeeeeeeeeeeeeeeereees 230
Modifications to the AUItOr'S REPOI ... .....uuuuiiiiieiiiiiiiiiiiieiitetieieeeeeeeeeaaeaeeeeeeseeeeseeeeeeereeseeessssessssssnnnnes 231
Emphasis-of-Matter Paragraphs..............uuuuuuuuuiiiiiiiiiiiiiiiiiteeeieieeeeeeeeeeeeeeeeerrrereereeeerrserrrerererrereeasr 233
Other-Matter Paragraphs .........oueiieiiiia ettt e e e e e e st e e e e e e e e s anebbreeeaaaeeaanns 234
Inability to Obtain Audit EVIAENCE...........eiiiiiii e e e e e 234
Management-IMmpoSed LiMiItatiONS .............uuuuuuiueiiiiiiiiiiiiiiiiiiiiiiiebieeeeeeeeeeee e eeeeeeeeeeeeee e eeeeeeeseseeseeeneees 234
Consistency of Financial Statements..............ee i 235
Other Information in Documents Containing Audited Financial Statements.............cccoooiiiiiinni. 236
Supplementary Information in Relation to the Financial Statements..............ccooeeiiiiiiiiii 237
Required Supplementary INfOrMation ..............uuuuuiieiiiiiiiiiiiiiiiiiiiiiieeieeie e eeeeeeeeeere s reeeereeeraeraees 239
ST 100 E- RSO PEPRRPR 241
REVIEW QUESTIONS ...ttt e e e oo ettt e e e e e e e e e naee e e e e e e e e e e e aanneseeeeaaeesaannnnnneas 242
REVIEW ANSWETS ... ettt oo e e e et ettt e e e e e e e ettt e e e e e eeeeeeaan e e e aeeeeessan e e eaaaaeeensnnnnaeens 243
Chapter 20 - Communications with Those Charged with Governance ..........ccccccciiiiiiennnninninnnes 245
=TT a1 aTo @ o] [=Tot Y=L PRSP 245
T g (e T U131 o 1P 245
Those Charged With GOVEIMANCE........coiii ittt e et e e e e e e s enreeeeeaaeeeaaaaes 245
Matters Requiring COmMMUNICALION ..........euiiiiiiee et e e e e e e e e e neeee e 246
The Timing of COMMUNICALIONS .........eiiiiieiiitie et e et e e e e e e e st e e e e e e e s s annreeeeaaaeeeaaanns 247
o Lo [1 i o Tq = I o | £ UUSPPR 247
(Do Te10] g 1=T g1 e= 14 (o] g I K110 L= PSSP 247
1000100 E- RSP PEPRRPR 247
REVIEW QUESTIONS ...ttt e e e oo ettt e e e e e e e e e naee e e e e e e e e e e e aanneseeeeaaeesaannnnnneas 248
REVIEW ANSWETS ...ttt e e e et ettt et oo e e e et ettt e e e e e aeeeeeaaa e e eeeeeeeesan e e eaaaaeeensnnnnaeenn 249
Chapter 21 — Communicating Internal Control Matters .............ccooomiii e, 251
=TT a1 aTo @ o] [=Tot Y=L PRSP 251
T a1 eTo 0T 1o o 1P 251
Deficiencies in INterNal CONLIO............uuuuuiiiiiiiiiieiiietiiiiiiee e eeeeeeeaeeesae e eeeseeeesssssssesesssssssssrnnrnnes 251
Communication of Internal Control ProbIEMS .......ccoooiiiiiiiceeeeeceee e 252
Written Communications of Significant Deficiencies and Material Weaknesses..............cccccccveernneee 254
MaANAGEMENT'S RESPOMNSES ... uutitiiiiiiiiiiiiteiteeeeeetbebee bbb eeee bbb b e et e e et e s ee e bbbt ettt ettt sttt s st s s s s s s ssebeetebnbbnennes 254
DOoCUMENTALION ISSUES ... .ottt e e e e ettt e e e e e e e e e ettt e e e e e e eeanennaeaeaas 254
SUMIMIAIY ..ttt ettt oo ettt et e e e e oo e st tee et e e e e e e e e o ateeeeeeaae e e e mneeeeeeaaaaeesaannetaeeeaaaeeaaansseneeaaaaessaanns 255



Table of Contents

REVIEW QUESTIONS ... tvvvitittiiietieieieteeeeeeteteet ettt e e e ess s s s sttt s st s st st s s s s s s s s s s s s s s s s s s eesssssenssnsnnnnnnn 256
REVIEW ANSWETS ... ettt oo e ettt ettt e e e e e et ettta e e e e e eeeeneaan e e e eaeeeeesan e e eaaaaeeensnnnnaeens 257
Chapter 22 — Quality CONtrol ISSUES.........ccciimmiiiiiiiiieenrir s ssss s e s nnas 259
Learning ODJECLVES .....ciiiiiiiiiii ettt e e e e e ettt e e e e e e s s mnee e e e e e e e e e aannesaeeeaaeesaannnnnes 259
T eTo U131 o] o 1P 259
System of Quality CONTIOL ...t e e e et e e e e e e e e e eeaaaeeaanns 259
The Engagement Quality Control REVIEW ............oiiiiiiiiiiiiiii et a e 259
Ethical ReQUINEMENTS ... .ottt e e e e e e e et e e e e e e e e eeaean e eeas 260
Acceptance and Continuance of Client Relationships...........covviiiiiiii 260
Competence and Capabiliti®s .......ccoiiiiiiiieiceeeeeee e ———————————— 260
AUItOr PEOMMANCE ......ciiiiiiiieieeeeeeeeee e 260
[ o o1 0] o 1=T g | €= 1 4[] o ISR 261
100100 E- RSP PEPRTPR 262
REVIEW QUESTIONS ... ttvvttttiiiiitieieeeteeeeeettaeetteeee ettt et e st s e s s as s sttt e st s s st s s s s s s s s s s s s s s s s st e s s ssssnsessnnnnnnn 263
REVIEW ANSWETS ... ettt e e e et e ettt e e e e e et ettt e e e e e eeeeetaaa e e eaeeeeessnn e e eaaaaeeensnnnaaeann 264
L€ oL 7 1 265
L T =N 269

1X





