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DETAILED SUBSTANTIVE AND CONTROL PROCEDURES


[bookmark: Introduction]1	Introduction

Auditors must obtain sufficient, appropriate audit evidence to be able to draw reasonable conclusions on which to base their audit opinion, (NSA 500, para 6).  Audit evidence might be obtained in a number of ways, including an appropriate mix of tests of controls and substantive procedures. 

In some cases, particularly when dealing with smaller clients, it is possible that no tests of control will be undertaken and so the auditor will be fully reliant on substantive procedures (NSA 330, para A18).  It is, however, necessary, irrespective of whether controls are going to be tested, to ensure that the permanent audit file documents key controls and that the auditor’s understanding of the client’s controls is confirmed by undertaking walkthrough tests.

Although, it is possible that no tests of control will be undertaken, it is always necessary to perform at least some substantive procedures on all balances above performance materiality in the financial statements, including scrutiny tests, which are covered in more detail later in this chapter.

The amount of substantive testing undertaken (NSA 500, para 36) will depend on:

· The overall risk assessment for the client and the individual risk assessment for the particular balance or transaction type down to assertion level;

· The materiality and nature of the balance or transaction type;

· The availability of alternative sources of audit evidence;

· Whether tests of control have been undertaken in the last three years;

· The nature, scope and objectives of the work of a management’s expert;

· If reliance placed on detailed analytical procedures.

[bookmark: EvaluationOfInternalControls]2	Evaluation of Internal Controls – Control Testing

The audit approach involving the evaluation of internal controls is often referred to as being ‘controls’ based as opposed to the ‘substantive’ based.  For certain clients, usually the larger, more complex ones, it may be cost effective to undertake control testing and so reduce the amount of substantive testing required.

Testing will be performed on those controls within the system that have been evaluated as adequate to prevent certain types of error occurring or detect them if they do occur.

Tests of control may include:

· Observation of internal control functions.  Observation tests will often be used to test controls connected with segregation of duties, the performance of which is not recorded in writing;

· Inspection of documents to check, for example, that transactions have been authorised or reconciliations have taken place;

· Examination of evidence of management reviews;

· Review of control procedures, e.g. reconciliations; and

· Testing of IT controls.

[bookmark: Documentationofwork][bookmark: UseOfTheControlTestingForm]2.1	Documentation of Control Testing 
	(NSA 230, para 8)

If a controls-based approach is considered appropriate for an entity, then control testing audit programmes should be generated from scratch in conjunction with the lists of ‘Potential business risks and possible accounting controls’ at Appendix 1.14.2.  There are examples of a number of risks and the possible controls covering receipts, payments, revenue, expenses, payroll and journals.

Each potential risk that is identified within the particular transaction cycle should be entered on a separate form in the space headed ‘risk’ and the controls identified listed underneath.

Tests will be performed to ascertain whether the controls are effective in practice.  The tests should be listed on the form against the particular control that is to be assessed.

The guidance given on the determination of sample sizes in section 8 is also relevant here, but there are certain points to be clarified that are specific to control testing as follows:

· The objective will be to obtain evidence that controls being tested can prevent errors occurring;

· The sampling risk will be the risk of placing a higher or lower assessment on control risk than is warranted, because the control failure found when sampling differs from the control failure for the whole population;

· The population will be the items subject to the control being tested;

· The number and value of items will not be relevant when testing controls unless the population is very small;

· The sampling unit will generally be individual transactions subject to the control;

· Errors will be the relevant control failing to operate (e.g. documents not being authorised);

· The assessment of control risk will imply a certain percentage of errors or deviations is expected; and

· Isolated errors alone will be tolerated as the controls have been evaluated as reliable.  However, any errors found must be followed up to ensure that they are actually isolated.  If a control does not appear to be performed satisfactorily, substantive tests will be necessary to assess the effect of the control weakness.

The test results should be documented on separate working papers and a conclusion drawn on the effectiveness of the controls.  If the testing shows the controls identified prevented or detected any risk throughout the time period, a satisfactory conclusion will be entered at the foot of the form.

It is permissible, so long as the walkthrough test has identified no changes in a particular control, which has been tested either at the interim stage of the current period or in one of the two preceding periods, without any problems having been identified, to rely on the conclusions reached from those tests.  These conclusions should be appropriately documented on the control testing working papers for individual areas.  However, where a risk has been identified at the planning stage of the audit as being a ‘significant’ risk, it is necessary for controls relating to that risk to be tested in the current period, irrespective of when they were last tested.

Where a control on which it is intended to place reliance is in place at a Service Organisation used by the client, a “Type 2 report” can be relied upon (NSA 402 para 17), so long as the auditor considers the following:

· Whether the description, design and operating effectiveness of controls at the service organisation is at a date or for a period that is appropriate for the auditor’s purpose (NSA 402 para 17(a));

· Whether controls identified by the service organisation are relevant to the client, and whether the client is relying upon these controls (NSA 402 para 17(b));

· The adequacy of the time period covered by the tests of controls and the time which has elapsed since those tests were performed (NSA 402 para 17(c)); and

· Whether the controls which have been tested and have been reported upon in the Type 2 report are relevant to the assertions in the client’s financial statements and provide sufficient, appropriate audit evidence to support the auditor’s risk assessment (NSA 402 para 17(d)).

Any failures in control should be investigated; failures other than those that are clearly isolated one-offs will mean that control risk for the area will not be assessed as low.  This will mean that the full risk reductions detailed on the Sample Size Table at Appendix 1.17 in respect of control testing cannot be made.

Potentially effective controls for some audit areas but not all will mean some risk reduction can be made, how much will depend on judgement.  Substantive testing will be required to compensate for those controls that are not working.  Potentially ineffective controls in all areas will mean no risk reduction can be made.

NB: This manual does not contain controls-based audit programmes, instead focussing on a substantive approach to the audit (as explained below). If a controls-based approach is to be taken, the auditor will need to design appropriate work programmes.

[bookmark: ObjectivesofSubstantiveTesting]3	Objectives of Substantive Testing

[bookmark: TheFinancialStatementAssertions]3.1	The Financial Statement Assertions 
(NSA 315, para A124)

The objective of substantive testing is to obtain sufficient evidence to form an opinion on the truth and fairness of the financial statements.  Truth and fairness implies that certain criteria (known as the financial statement assertions) are fulfilled.  These are:

Assertions about classes of transactions and events, and related disclosures, for the period under audit:

· Occurrence - transactions and events that have been recorded or disclosed, have occurred, and such transactions and events pertain to the entity.

· Completeness – all transactions and events that should have been recorded have been recorded, and all related disclosures that should have been included in the financial statements have been included.

· Accuracy – amounts and other data relating to recorded transactions and events have been recorded appropriately, and related disclosures have been appropriately measured and described.

· Cut-off – transactions and events have been recorded in the correct accounting period.

· Classification – transactions and events have been recorded in the proper accounts.

· Presentation - transactions and events are appropriately aggregated or disaggregated and clearly described, and related disclosures are relevant and understandable in the context of the requirements of the applicable financial reporting framework.

Assertions about account balances, and related disclosures, at the period end:

· Existence - assets, liabilities, and equity instruments exist.

· Rights and obligations - the entity holds or controls the rights to assets, and liabilities are the obligations of the entity.

· Completeness - all assets, liabilities and equity interests that should have been recorded have been recorded, and all related disclosures that should have been included in the financial statements have been included.

· Accuracy, valuation and allocation - assets, liabilities, and equity interests have been included in the financial statements at appropriate amounts and any resulting valuation or allocation adjustments are appropriately recorded, and related disclosures have been appropriately measured and described.

· Classification - assets, liabilities, and equity interests have been recorded in the proper accounts.

· Presentation - assets, liabilities, and equity interests are appropriately aggregated or disaggregated and clearly described, and related disclosures are relevant and understandable in the context of the requirements of the applicable financial reporting framework.

Sufficient evidence must be obtained to test each assertion.  The financial statement assertions are noted on our audit programmes and the relevant tests included ensure that testing covers all the assertions and the correct sample sizes are used.

[bookmark: ErrorsandOmissions][bookmark: TheFinancialSubstantiveTesting]3.2	Errors and Omissions

When designing a substantive audit programme it is necessary to include tests that will aim to discover errors and omissions.

Tests designed to discover errors would start with the records in which the items are recorded, and check a sample of the entries to supporting documentation (e.g. items in the sales nominal ledger account have been agreed back to client orders).

Omissions, however, will not be revealed by starting with the accounting records and have to be found by identifying evidence that is separately recorded and preferably independent (third party) evidence (e.g. agreeing client sales orders through to the sales account in the nominal ledger).

Therefore, the starting point for any given test must be carefully considered, i.e. whether it is client documentation (for tests of error) or independent evidence (for tests of omission).  The following table gives some practical examples.



	Items being tested
	Relevant client documentation
	Independent evidence

	Sales
	Dispatch notes
Goods out book
Sales records 
· orders (internal documentation)
· invoices
· ledger
· statements
Customer files

	Receivables’ circularisation replies
Confirmation of receipt of goods
Remittance advice notes
Cash receipts
Customer correspondence
Customer orders

	Trade payables
	Goods received notes
Goods in book
Purchase records
· orders
· ledger

	Supplier goods dispatch notes
Supplier statements
Purchase invoices

	Irrecoverable receivables provision
	Sales ledger
Correspondence files
	Receivables’ circularisation replies
Local press
Customer correspondence
Credit references
Letters from administrators etc.


	Accruals

	Previous payments
Budgeted / estimated spending
Goods in book
Orders

	Supplier invoices
Supplier statements
Letter from lawyers



Directional testing means testing items for either under or overstatement but not both.  Historically assets were audited for overstatement and liabilities for understatement, as these were deemed to be the primary risks.  This type of approach does not fit into the NSA framework.  The client may be equally likely to understate income or assets so they are entitled to certain financial reporting and audit exemptions.  Liabilities might also be overstated if the client is trying to mitigate tax etc.

It may, however, be possible to test receivables for overstatement and sales for understatement.  The argument is that by testing receivables for overstatement implicitly sales are tested for validity, and by testing sales for completeness, receivables are also tested for completeness.

Whilst in theory this approach has validity it can be risky.  Take two scenarios:-

1. How would this work for the overstatement / validity of cash sales?
2. How are we ensuring that bogus sales are not being accounted for and then written off?  For example, journal adjustments are made from receivables to say cost of sales?
The first example might not be picked up at all; however, the second example should in theory be identified by journal testing.

Directional testing of this type only works if a substantive / transaction testing approach is taken in respect of the Profit or Loss items (as opposed to analytical procedures).
[bookmark: Adequacyofaccountingsystem]
[bookmark: adequacyoftheaccountingsystem][bookmark: adequacyoftheaccounting]3.3	Adequacy of the Accounting System

In Chapter 1, section 8 we explained how auditors must ascertain and document the client’s accounting system and perform walkthrough tests.  This forms the basis of the auditor’s opinion as to whether the entity has kept adequate accounting records and whether the accounting system provides a reliable basis for the preparation of accurate financial statements.  Substantive tests take this a step further and look more closely at the accounting systems and hence the results of these procedures also need to be considered.

[bookmark: TimingofSubstantivetesting]4 	Timing of Substantive Testing

In certain instances interim testing may be performed.  Examples may include an inventory count and circularising customers before the period end.  Before this work is undertaken it is important to ensure that a degree of planning on the assignment is also completed. The Regulation of Auditor’s Checklist must be completed, along with the Provision of Non-Audit Services form.  Materiality and risk should be assessed (this can be based on draft figures, management accounts, budgets or prior period information depending on what is available).  A sample size can then be calculated to ensure adequate work is undertaken.  Procedures then need to be adopted on the main audit visit to roll forward earlier results so as to gain assurance on the balances which are included in the financial statements (NSA 330, para 12).  Transaction tests may also be undertaken for part of the period and then the rest of the work undertaken at the final audit.

[bookmark: CostEffectivenessandReliabilityofAuditEv]4.1 	Cost Effectiveness and Reliability of Audit Evidence

Cost considerations should never prevent sufficient audit work from being undertaken.  However, a key audit aim will always be to obtain sufficient audit evidence using the most cost-effective approach.  The following factors will be key: 

· The nature and composition of the accounting balance or class of transactions;

· The organisation of the accounting and control system; and

· The reliability of the evidence that is likely to be available.

In general, the following will be true (NSA 500, para A1):

· Audit evidence from independent sources is more reliable than from the client's records;

· Audit evidence obtained from the client's records is more reliable when the accounting and internal control systems are operating effectively;

· Audit evidence obtained directly by the auditors is more reliable than evidence obtained from the client;

· Written evidence is more reliable than oral evidence; and

· Original documents are more reliable than scanned copies, photocopies, faxes or e-mails.
[bookmark: Substantiveprocedures][bookmark: Whataresubstantiveprocedures]
5 What are Substantive Procedures?

Substantive procedures (NSA 500, para A14 – A25) are specific audit tests that relate to individual transactions or balances in the financial statements, generally falling into four main categories:

· Analytical procedures (technically they are also a test of control)

· Tests of detail looking at transactions (i.e. transaction testing)

· Tests of detail looking at balances (in the Performance Statement(s) and the Statement of Financial Position, i.e. “substantive testing”), and

· Scrutiny tests.

[bookmark: AnalyticalProcedures]6	Analytical Procedures

A number of factors influence whether analytical procedures are used as a substantive tests (NSA 520, para 5 / NSA 520, para A6 – A14).  These include:

· Audit objectives and the level of reliance that will be placed on the evidence obtained;

· The materiality and risk associated with the account balance being tested;

· Reliability of the data;

· Source of information;

· Nature and relevance of information;

· Controls over preparation of information;

· Ability to disaggregate key figures;

· Whether the management has a good financial understanding of their business;

· Comparability of the information used (industry information may, for example, be several years out of date);

· Plausibility and predictability of the relationships (it may be difficult to make accurate predictions for new clients, or clients that undertake project work with no standard profit margin being attained);

· The ability of staff involved (analytical procedures need to be undertaken by audit staff who have sufficient experience and knowledge of the client); and

· Availability of information (e.g. it is rare that budgets are available).

When performing analytical procedures, the following steps must be followed:

· Document the expected result before any procedures are undertaken, along with an acceptable “variance” (which should not be greater than performance materiality) (NSA 520, para 5(c) / NSA 520, para A15); 

· Compare actual results with expected results;

· Investigate any unexpected fluctuations (NSA 520, para 7(a));

· Document and fully substantiate explanations provided by management; and

· Draw a meaningful conclusion.

There are four main types of analytical procedure, which will be considered in turn:

· Proof in total;

· Trend analysis;

· Ratio analysis; and

· Reasonableness tests.

6.1 [bookmark: Proofintotal]Proof in Total 
(NSA 520, para A6 – A8)

This involves calculating the theoretical total of a balance based on evidence obtained and comparing it with the actual balance.  For example, salesmen’s commissions can be verified in total by multiplying total sales by the commission rate.

6.2 [bookmark: TrendAnalysis]Trend Analysis 
(NSA 520, para A1)

This is the analysis of changes in a given item over time.  Trend analysis procedures could include using graphs, averages or more complicated techniques, such as regression analysis.

6.3 [bookmark: RatioAnalysis]Ratio Analysis 
(NSA 520, para A2)

Ratio analysis involves calculating key ratios for areas such as profitability, liquidity and gearing.  Some of the more commonly calculated ratios are included in Appendix 3.9.  These are then compared to expectation, which could be based on prior periods, budgets, similar businesses, or different divisions within the same organisation.  All of these may need to be “normalised” to reflect circumstances in the current accounting period.

Ratio analysis is commonly used but, to be effective, auditors must ensure:

· Ratios are calculated on a consistent basis;

· There is a meaningful relationship between the items being compared; and

· Calculations are adjusted for exceptional items that may otherwise distort the results.

6.4 [bookmark: ReasonablenessTests]Reasonableness Tests 
(NSA 520, para A7)

Reasonableness procedures aim to develop an estimate of an item based on relationships involving relevant financial and operating data.  Proof in total is a type of reasonableness test, but another example would be to calculate average salary based on salary cost and the average number of employees and to conclude whether or not this is in line with expectation and ‘reasonable’.

7 [bookmark: Testsofdetail]Tests of Detail 
(NSA 500, para 10)

Tests of detail can be used to examine transactions and balances and can apply to both items in the Performance Statement(s) and the Statement of Financial Position.

They fall into two main categories:

· 100% testing; and

· Selective testing.

7.1 [bookmark: testing100]100% Testing 
(NSA 500, para A53)

As the name suggests, 100% testing involves testing all items in the population.  This method may be appropriate:

· if the population consists of a small number of large items; or

· if the risk of error is considered particularly high. 

7.2 [bookmark: selectivetesting][bookmark: SelectiveDetailedTesting]Selective Testing 
(NSA 500, para A54 – A56)

Often 100% testing will be impractical and so a selection of items will be examined.

Bases for selection are:

· High value items (including, those which are greater than performance materiality);

· Key items; and

· Representative items in the residual population (sampling).

[bookmark: highvalueitems]High Value Items 
(NSA 500, para A54)

Testing of high value items means testing all items over a certain value (often, though not always, the performance materiality level).  This method is normally used where an error in a high value item could have a material effect on the amounts or where it is an efficient way of forming an opinion on a large proportion of the account balance.  This should in most cases be combined with representative sampling of the residual population.

[bookmark: keyitems]Key Items 
(NSA 500, para A54)

Key item testing is testing of items believed to be particularly risk-prone, or where there is an increased possibility that the financial statements may contain material errors.  These may include:

· Items which do not pass through normal control procedures or are not in the ordinary course of business;

· Items with a history of errors in previous periods;

· Items which may indicate fraud or non-compliance with law and regulations;

· Related party transactions;

· Balances with unexpectedly low activity for an extended period (e.g. slow moving inventories); and

· Other unusual items or anomalies.

[bookmark: representativeitems]This should again be combined with representative sampling of the residual population.

Representative Items (sampling) 
(NSA 500, para A56)

In addition to any testing of high value or key items, a sample of representative items should in most cases be tested.  More detail on representative sampling is given below.

[bookmark: sampling]8 	Sampling

NSA 530, para 5(a) ‘Audit Sampling’ defines sampling as ‘the application of audit procedures to less than 100% of items within a population of audit relevance such that all sampling units have a chance of selection in order to provide the auditor with a reasonable basis on which to draw conclusions about the entire population’.  

Statistical sampling 
(NSA 530, para 5(g)):

‘An approach to sampling that has the following characteristics:

i) Random selection of the sample items; and
ii) The use of probability theory to evaluate sample results, including measurement of sampling risk.

A sampling approach that does not have characteristics (i) and (ii) is considered non-statistical sampling’.

Sampling involves selection of items on a representative basis and so purely high value items or other key items would not be sampling.  However, testing only high value or key items may give sufficient audit assurance and, therefore, sampling should not be seen as the only way of testing items in detail.  The risk that the client will perceive that low value items will not be tested will have to be considered as this will potentially increase the risk of fraud.

[bookmark: Calculatingsamplesizes][bookmark: SelectingSampleSizes]8.1 	Calculating Sample Sizes

The method used to calculate sample sizes will depend on whether tests of detail are looking at balances or transactions or whether control testing is being undertaken.

[bookmark: testingbalancesinpl][bookmark: testingbalances]Testing balances (in the Performance Statement(s) or Statement of Financial Position)

This method will always be used when testing statement of financial position items and may also be the preferred method, in certain circumstances, for testing performance statement(s) balances too.  For example, if there are relatively few transactions making up a performance statement balance, or if there are several high value or key items that can be tested separately, this method may well prove more efficient.

High value items and key items will have been selected for testing first so the following formula should be used:

Sample	=	Value of population – High value items and key items	 x R
 Size				Materiality level		

The risk factor ‘R’ is derived from a simple look up table and is based on the risk assessed and whether detailed substantive testing will be supported by collaborative analytical procedures and / or tests of control.

[bookmark: testingtransactions]Testing transactions (Performance Statement items only) and control testing

Where there are numerous transactions in a performance statement balance to be tested, or where tests to cover understatement are being undertaken, it is likely to be more efficient to concentrate on testing the transactions, rather than the balance.  In such instances, a different method is used to calculate sample sizes.

The same method of sampling is also used when controls are being tested, however, it is unlikely that control testing will ever be undertaken in anything other than a low risk environment.

When designing the sample size for transaction or control testing, the value of the items will be irrelevant, as it is the system that is being tested.  The following sample sizes are suggested:

	Preliminary Inherent Risk
	Sample Size

	
	

	Low
	25

	Medium
	40

	High
	60+



The risk levels relate to the expected percentage of deviations in the population as follows:




	Risk Level
	Expected Percentage of Deviations

	
	

	Low
	0

	Medium
	0.25 to 2.5

	High
	2.75 upwards



These sample sizes are based on the statistical fact that, with a population of up to two million items and a 10% tolerance level, if no errors are found in the sample then there is a 90% probability that inherent risk will not be assessed too low.  As the risk of errors increases then the sample size must be increased to obtain sufficient audit assurance.  Likewise, if an error is detected in a sample, the sample size should be extended to enable a conclusion to be reached on whether the error is an isolated one-off example.

A table for calculating and recording sample sizes is given in Appendix 1.17.  This should be completed as part of the planning process and revisited as necessary during the fieldwork stage of the assignment.

The sample size noted above are relevant where a population has more than 500 items.  To ensure that samples are selected on a consistent basis, for population sizes of less than 500, on a low risk assignment, the sample size should be the square root of the number of transactions, rounded up to the nearest 5.  For medium risk assignments, have an additional weighting of 1.6 (i.e. 40/25) and for high risk, have a weighting of 2.4 (i.e. 60/25).  Therefore, a sample size table for populations of these sizes would be:

	
Population Size

	
Low Risk
	
Medium Risk
	
High Risk

	401 or more
	25
	40
	60+

	226 – 400 
	20
	32
	48+

	101 – 225 
	15
	24
	36+

	26 – 100 
	10
	16
	24+

	1 – 25 
	5
	8
	12+



So, for example, a medium risk population of 86 items would see a sample size of 16.

These samples can be used on any assignment where transaction testing or control testing is used.  It should be remembered that for small populations, transaction testing or control testing might not be the most appropriate method of obtaining audit evidence.

It is also acceptable when performing substantive procedures that the number of items selected from the residual population (after testing all items in excess of performance materiality, and other items which are required to be selected from the population) is capped at the levels noted above.



[bookmark: methodsofsampleselection][bookmark: Methodsofselection]8.2 	Methods of Sample Selection 
(NSA 530, Appendix 4)

The method of sample selection will be influenced by the objective of the test, the make up of the population, the type of items being tested (e.g. whether they are pre-numbered in some way) and the sample size.  The approximate number of transactions should be noted on the sample size table to help justify the approach being taken.

Haphazard Sampling

Where a population is not pre-numbered, sometimes it is only possible for the auditor to pick items for sampling in a ‘haphazard’ way, this is often referred to incorrectly as random sampling, which it is not.  This method of sampling is not a form of statistical sampling and there is also no way to ensure that auditor bias does not influence the sample selection.  This method of sampling should only be used where another form of sampling is not feasible.

[bookmark: RandomSelection]Random Selection

Under this method, random numbers will be taken from random number tables (see Appendix 1.18) and used to identify the items to be examined (ideally the population should be numbered).  When using the tables, the point within the table from which the selection is started should be varied test by test.  If items outside the range of numbers are obtained or a number is randomly generated twice, then these should be discarded and further random numbers utilised until sufficient items have been selected.

[bookmark: systematicSelection]Systematic Selection

In systematic sample selection, a sample interval is calculated by dividing the population size by the sample size.  Having determined the sample size, every item corresponding to the sampling interval is selected.

E.g.	dispatch notes are numbered 1 to 4,000 and a sample size of 25 is to be used.

This produces a sampling interval of 160 (4,000/25).  A random start must be determined within the first 160, say 52 (this again should be determined by using a random number table).  Therefore, the dispatch notes selected will be 52, 212 (52 + 160), 372 (52 + (2 x 160)) etc.

Systematic selection is useful when selecting from populations that are numbered, but not priced in monetary terms, e.g. testing the completeness of income from the point of order.  However, it may not achieve a representative sample where the population is arranged in a fixed pattern.



[bookmark: MUS]Monetary Unit Sampling

The essence of monetary unit sampling (MUS) is basing selection on the currency unit value rather than the physical unit.  For the sake of efficiency this method should only be adopted if cumulative information is easily available.

E.g.	The population consists of 100 items totalling CU90,000 and the sample size has been calculated as 30.

	The sampling interval is CU90,000/30, i.e. CU3,000

	A random start (within the first CU3,000) has been selected of 564.

	Item No
	Item Value
CU
	Cumulative Value
CU
	Items to be Tested


	1
		252
		252
	

	2
		1,060
		1,312
	CU(Random start say 564)

	3
		614
		1,926
	

	4
		93
		2,019
	

	5
		3,178
		5,197
	CU(564 + 3,000 = 3,564)

	6
		486
		5,683
	

	7
		2,301
		7,984
	CU(3,564 + 3,000 = 6,564)

	8
		2,074
		10,058
	CU(6,564 + 3,000 = 9,564)

	-
		-
		-
	

	-
		-
		-
	

	-
		-
		-
	

	97
		732
		84,745
	CU(81,564 + 3,000 = 84,564)

	98
		1,609
		86,354
	

	99
		2,732
		89,086
	CU(84,564 + 3,000 = 87,564)

	100
		914
		90,000
	



Where an item's monetary value exceeds the sampling interval, it is certain to be selected.  Hence, MUS is a means of selecting high value items automatically and it eliminates the need to remove them from the population before starting the selection process.  When an item has two sampling intervals within it, there will be no need to select an additional item; effectively the full sample of currency units is being tested but testing one item means assurance is gained on two currency units. MUS cannot be used if populations are not valued. 

It is a useful method when testing trade receivables or trade payables because it ensures focus on higher value items but does not overlook small value items too.

[bookmark: ErrorEvaluation]8.3	Error Evaluation

All errors found must be evaluated.  Errors found should never simply be dismissed on the grounds they are immaterial by themselves; the reason for the error must be ascertained (NSA 530, para 12).

The following are the key stages in error evaluation:

· Analysing the reason for the error (e.g. was it a one-off or isolated error or did it occur when the person normally responsible was on holiday) (NSA 530, para 13);

· Extending the sample size / undertaking scrutiny tests etc. to help validate the reason for the error;

· Projecting the size of the error;

· Drawing conclusions.

[bookmark: AnalysingtheEffectoftheError]8.4	Analysing the Effect of the Error 
(NSA 530, para 12)

If the error is believed to be an isolated one, this must be confirmed by conversations with the client, further review or possibly further detailed testing (NSA 530, para 13).  If the errors found are due to a specific event or possess other common characteristics, further detailed testing may be necessary on all other items, which possess those characteristics.

[bookmark: ProjectingErrors]8.5 	Projecting Errors 
(NSA 530, para 14)

The assumption should be made that all errors found are recurring, i.e. capable of affecting the whole population, unless it can be proved that they are isolated or due to a specific event.

Any recurring errors should be projected into the entire population (NSA 530, para A22).  This can be done in one of two ways depending on the nature of the error:

[bookmark: ratiomethod]The Ratio Method

The ratio method should be used when the amount of error in an item relates to the size of the item, e.g., the client has used the incorrect overhead absorption rate (OAR) when valuing work in progress.  As the monetary value of the item increases, so does the monetary value of the error.  The projected error is found by the formula:

The most likely error =

Error found in sample x Population used for sampling 	(after key and high value items have been	            Sample value	extracted)

Total value of population used for sampling	CU2,000,000

Sample value	CU500,000

Errors found in sample	CU9,000

Most likely error in population =	CU2,000,000 x 9,000
used for sampling	500,000

	=   CU36,000

The most likely error in the population as a whole will be CU36,000 plus the actual error found in high value items and key items tested 100%.  These should both be taken to the summary of unadjusted errors (Aa11).  The CU9,000 should be recorded as an actual error, whereas the extrapolated error (CU36,000 - CU9,000 = CU27,000) should be recorded as such.

[bookmark: differencemethod]The Difference Method

This should be used where the error does not have a direct relationship to the monetary value of the item; it is relatively constant for all items.  An example would be where all items of inventory have a single product label added and this has not been included in the inventory valuation.  In these circumstances, the error will increase in proportion to the number of items in the population.

Here the most likely error is found by the formula:

Most likely error in sample =	

Error found x	 Number of items in population used for sampling	(after material and key items
in sample 	Number of items in sample	items have been extracted)

Total number of items used for sampling	8000

Number of items in sample	40

Errors found in sample	CU90

Most likely error in population =	8000 x CU90
used for sampling	40

	=   CU18,000

Again, for the population as a whole the most likely error would be CU18,000 plus the actual error found in key or high value items.  Again, these errors should be recorded in the appropriate places on Aa11.

[bookmark: DrawingConclusions]8.6	Drawing Conclusions 
(NSA 530, para 15)

The extrapolated error has to be compared with performance materiality.  Differentiation needs to be made between hard and soft errors i.e. the part of the error that is known and the part that has been projected.  If the extrapolated error exceeds performance materiality, there will be insufficient evidence to accept the population is correct and the following should be considered:

· Asking the client to investigate the actual errors and to investigate the potential that there are further errors and to make any necessary adjustments;

· Extending audit procedures or performing alternative procedures until sufficient evidence exists.

[bookmark: ScrutinyTests]9	Scrutiny Tests

[bookmark: _GoBack]A scrutiny test is a review of transactions or balances in a population, which aims to identify unusual items (NSA 500, para A14).  For example, a scrutiny test for sales could involve reviewing invoices which do not have the standard rate of sales tax applied to them, often the client’s software package can easily produce an adequate exception report.

Scrutiny tests must be carried out on every balance or transaction class in the financial statements unless 100% testing is undertaken, or the area is below the level of performance materiality.

[bookmark: DesigningaProgrammeofbalancesheettests]10	Designing a Programme of Substantive Statement of Financial Position Tests

Statement of Financial Position items greater than the level of performance materiality (NSA 330, para 18) will normally be tested using a combination of tests of detail and analytical procedures.  The combination of tests used will depend on the balance being tested and the quality of the audit evidence available.

For clients where inherent risk is high and the control environment is poor, tests of detail are likely to be used to fulfil every significant audit assertion.

[bookmark: Designingplprogramme]11	Designing a Programme of Substantive Performance Statement(s) Tests

Substantive performance statement testing (NSA 330, para 18) may involve a combination of analytical procedures (see section 6) and tests of detail (see section 7).  The combination of tests used will depend on the results of the walkthrough tests (see Chapter 1, section 8.3) and an assessment of which approach is going to be the most efficient.

Where detailed analytical procedures are performed and are successful, it may be possible to eliminate or substantially reduce the tests of detail altogether.  For this option to be taken, the analytical procedures must be of sufficient quality to give assurance on the audit assertions being tested.

Tests of detail must be undertaken when:

· there is insufficient reliable evidence for detailed analytical procedures to be performed; and / or

· there are doubts about the operation of the accounting system.

Tests of detail will involve either testing balances and / or transaction tests. Transaction tests involve testing individual transactions through the various stages of the accounting system, from the point it is first recorded to the point it is included in the financial statements.

Transaction tests will provide an insight into the entity’s accounting system and will therefore:

· provide assurance that the accounting system is capable of producing accounting records and financial statements that comply with legislation; and

· provide assurance on the audit assertions being tested that support the overall assertion that the financial statements show a true and fair view.

Any errors found will therefore have to be analysed both in terms of whether they cast doubt on the operation of the accounting system and whether they imply that a material error has occurred.

12 [bookmark: Auditprogrammes]Audit Programmes 
(NSA 330, para 28)

The appendices to this chapter contain pro-forma audit programmes for each account balance.  Practices may also use their own bespoke programmes if they wish.  In addition to the general requirements of preparing a lead schedule and performing analytical procedures, each audit programme includes tests under each of the audit assertions (see section 3.1).

At the planning stage, the audit programmes must be tailored as appropriate for the client, deleting those tests and sections that are not applicable and adding additional tests as required.  The initials and date of whoever prepared each programme must be documented, the A.E.P. will then approve all audit programmes prior to them being used, this will be documented ‘globally’ on the assignment plan filed in the Ac section of the file.  Even where an audit programme is brought forward from the previous period unchanged, these procedures are required to demonstrate that its appropriateness has been considered and that no changes are necessary.  

When using the audit programmes, traditional working papers should be prepared detailing the aim, method, basis for selection, results and conclusion of each test.  These supporting schedules should then be cross-referenced into the main audit programme.

Once the whole section has been completed, a section conclusion must be drawn and recorded on the annual file divider.  The A.E.P. should review the completed audit programme, signing and dating the relevant box to demonstrate this.

In addition to the above, each audit programme relating to the performance statement(s) requires one walkthrough test to be undertaken for each system in operation during the period (see Chapter 1, section 8.3).  The walkthrough test should trace one transaction, including controls, through the transaction cycle.  This will then be reviewed to determine the audit approach to be taken (see section 11).

[bookmark: Thirdpartyconfs]12.1	Third Party and Counterparty Confirmations

NSA 505, para 2, ‘External Confirmations’ states that audit evidence, obtained by the auditor from independent sources, which is in the form of original documentation usually provides reliable audit evidence.  Such audit evidence may assist in reducing the risk of material misstatement for the assertions to an acceptably low level, and may also be useful in meeting fraud assertions.

There are a number of areas for which external confirmations may be used, which include:

· Property valuation by surveyor (pro-forma letter at Proforma Documents / Appendix 2);

· Inventory valuation by inventory counters (pro-forma letter at Proforma Documents / Appendix 3);

· Trade receivable balances via circularisation (pro-forma letter at Proforma Documents / Appendix 4);

· Trade payable balances via circularisation and suppliers statement;

· Bank balances and other information from bankers, overseas banks and other financiers (pro-forma letter at Proforma Documents / Appendix 6.1);

· Valuation of non-basic financial instruments, including ‘complex’ loans, interest rate swaps, and non-“vanilla” forward exchange contracts;

· Letter from legal adviser confirming details regarding litigation involving the company (pro-forma letter at Proforma Documents / Appendix 8);

· Letter from “other expert” confirming details regarding work they have performed for the organisation where it is going to be utilised in the financial statements (pro-forma letter at Proforma Documents / Appendix 9);

· Actuary’s reports regarding IAS 19 valuations;

· Confirmation certificates of inventories held by third parties. E.g. at bonded warehouses, held for processing, on consignment, or in transit;

· Reports from investment managers and custodians.


The wording of the information request should always be tailored to ensure that the specific audit objectives can be met.  In designing the request, the auditor should consider the type of information which respondents will be able to confirm readily, since this may affect the response rate and the nature of the audit evidence obtained (NSA 505, para 7).

Confirmation requests also ordinarily include management’s authorisation for the respondent to disclose the information to the auditor (NSA 505, para A4).  A letter to accompany a “bank letter” to financial institutions should be signed by an authorised account signatory (Proforma Documents / Appendix 6.2).  Similar wording should accompany other information requests sent directly by the auditor.

[bookmark: Amendmentstoplanning]13	Amendments to Planning During the Audit Fieldwork

It may be necessary to amend the assumptions made at the planning stage of the assignment if the audit fieldwork provides evidence of additional information, which, if known at the planning stage would have altered one or more of the assumptions made.  Such amendments to the assumptions made may require additional tailoring of audit programmes.

NSA 300, para 12(c) / NSA 300, para A18, “Planning an Audit of Financial Statements” requires the auditor to document any significant changes made to planning during the audit assignment.  Changes should be documented on the NSA Compliance Critical Issues Memorandum at Appendix 3.7 which should be filed at Aa7 on the current audit file.

[bookmark: consultation]14	Consultation

Throughout the audit, it is important to make appropriate consultations on any difficult or contentious matters.  For example, it may be appropriate to contact a technical help-line, such as one offered by a professional body, or use may be made of an internal specialist who is not part of the audit team.  For more specialist assignments, it may be appropriate to contact a Government department, for example.  When external bodies are consulted, it is necessary to consider client confidentiality.

When an engagement quality control review (EQCR) is going to be performed, care should be taken not to consult excessively with the engagement quality control reviewer, as it will otherwise mean that they cannot provide an objective view.  However, it is sensible to consult with the engagement quality control reviewer (EQCR) on contentious matters, which will avoid potential differences of opinion arising in the latter stages of the audit.

Where the results of consultation are relevant to the audit conclusions, it is a mandatory requirement (NSA 220, para 18) that the details are properly documented on the NSA Compliance Critical Issues Memorandum at Appendix 3.7 which should be filed at Aa7 on the current audit file.
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