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Introduction

The overall objective of an audit is to provide assurance that financial statements are accurate and complete, and that the underlying transactions are legal and regular.  To do so with absolute certainty would be vastly expensive, even if it were possible at all.  It is therefore necessary to audit on a test basis.  The auditor aims to provide reasonable assurance – not absolute assurance – that a financial statement is accurate, complete, legal and regular.  In line with best practice, the Court of Accounts has designed its audit process – set out in this manual – to enable it to be 95 per cent confident that audited financial statements are free from material error or irregularity.

The auditor is not responsible for preventing corruption, fraud and error, although an annual audit may deter wrongdoing and carelessness.  The managers of public entities are responsible for preventing and detecting corruption, fraud, error, and acting appropriately.  Auditors should nevertheless be alert for situations, control weaknesses, inadequacies in record keeping, errors and unusual transactions or results that could indicate fraud, a lack of probity or corruption.

Overview

The Court’s financial and regularity audit manual is in four Parts.

Part 1 deals with planning.  Auditors base their plans on a thorough understanding of the audited entity. 

During planning, the auditor sets a materiality level, makes a preliminary estimate of the error in the financial statements and calculates a figure known as “precision”.  These help the auditor calculate statistically robust sample sizes for testing.

The auditor divides the financial statements into “account areas” and assesses Inherent Risk and Control Risk for each one.  To assess control risk, the auditor considers whether the quality of the control environment, created by senior managers, is likely to help internal controls work as intended.  If the auditor is satisfied with the overall control environment, they also evaluate the control procedures in place for individual account areas.

In light of the result of this work, the auditor decides the approach to the audit.  The auditor considers a range of methods of obtaining audit evidence, but always uses direct substantive testing to some extent.  The auditor documents each step in this process to enable the two stages of review required by the international standards.  The auditor brings together their conclusions on the appropriate audit approach, including their calculations of the size of any samples, in a Planning Memorandum. 

Part 2 describes how the auditor executes the approved plan.  It highlights the importance of revising the plan if the auditor discovers information that casts doubt on their risk assessment or other judgements on which they have based their plan.  It requires the auditor to report immediately any significant error, irregularity or suspicions of fraud.  It describes how the auditor evaluates the results of audit tests.  Evaluation uses as a benchmark the figure for materiality calculated during planning.  It also describes how the auditor records the results of audit work in working papers.

Part 3 describes how auditors should report their conclusions.  It also explains how reviewers should fulfil their role.  Part 4 of the manual sets out the process for quality assurance.  This process should help the Court to continue to improve the quality, professionalism and impact of its audit work.
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Part 1: Planning

The auditor always plans the audit.  In planning an audit, the auditor seeks to ensure that they carry out the audit in an economic, efficient and effective way and in a timely manner.  (Economic means least resources or cost, efficient means productive with minimum waste of effort and effective means producing the intended result).

Planning involves:

· Understanding the audited entity,

· Determining Materiality,

· Estimating the error in the account,

· Dividing the entity into account areas,

· Assessing Risks,

· Deciding the audit approach,

· Preparing a planning memorandum.

1.1 Understanding the audited entity

The auditor needs to develop a thorough understanding of the entity to plan the audit, and in particular to assess risk.  The auditors base their understanding of the entity on previous knowledge and experience and should cover:
	Information required
	Suggested Sources

	Legislation governing the entity, including internal rules, regulations, organisation structure
	Official Journal, LEX, Internet data base

	The entity’s objectives, and factors that may affect whether they are achieved
	State budget law (for programme budgets); discussions with entity management

	Whether other public bodies report to the entity, whether the entity reports to other public bodies, and whether the entity must seek approval to spend or act.
	Legislation.

	Income received, expenditure incurred and assets owned by the entity.
	State budget; last year’s financial statements

	Major changes to legislation, objectives, reporting framework, income, expenditure or assets during the audit year.
	As above.

	Internal audit plans and reports.
	The audited entity.

	Audit issues from the last year.
	Last year’s “current file” (see section 2.3).

	Key contacts. 
	The audited entity.


After the first year, this information needs only to  be updated to reflect important changes.

1.2 Determining Materiality

The auditor considers materiality to help determine the nature and extent of audit procedures, including any sample sizes.  The auditor also considers materiality when evaluating the effect of misstatements (see Part 2).
A matter may be judged material if knowledge of it would be likely to influence the user of the financial statements.  Users of financial statements include Politicians, the Ministry of Public Finance and the public.

	Example

You want to buy a bottle of wine.  You see a bottle you like in a shop window.  When you go into the shop, the price is 2 Euro higher than was shown in the shop window.  This would probably affect your decision to buy the wine.  If, however, you want to buy a car and the actual price is 2 Euro higher than was advertised this would probably not affect your decision to buy.  In both cases the difference is identical – 2 Euro.  In the first case the price difference is material (it affects your decision).  In the second case, the difference is not material.


Auditors consider materiality in terms of value although the inherent nature or characteristics of an item or group of items may also render them material.  For instance, where a law or regulation requires a figure to be disclosed separately regardless of the amount involved.  A matter may also be material because of the context in which it occurs. 

The auditor sets a materiality level for each individual set of financial statements.  The auditor gives the materiality level as a numerical value.  The auditor’s assessment of the materiality level is a matter of professional judgement.  Auditors use the most significant or most important figure in the financial statements as the basis for setting materiality.  In the case of spending entities like government ministries, this basis is the gross expenditure of the entity.  In the case of entities that collect revenue, then the income figure is the most important and hence the basis for setting materiality.  In certain situations, for instance a bank or insurance fund, users may be most interested in gross assets, net assets, turnover or surplus.  Auditors normally set materiality in the range 0.5 per cent to 2 per cent of gross expenditure, gross revenue or assets or 5 per cent to 10 per cent of the profit.  Auditors calculate materiality on each of these bases, compare the results and consider the relationship between them before selecting the materiality base and setting the materiality level.
	Example of setting materiality for financial statements prepared on a cash basis

Institution A spends 50 million Euro per year, mainly on salaries.  The Institution has no plans for changing its activities, and Parliament has not shown an interest in the entity.  The auditor would consider materiality in the following range: 

	Base(
	0.5 per cent
	1 per cent
	2 per cent

	Expenditure (Euro)
	0.25 million
	0.5 million
	1 million

	The auditor would decide that a materiality level in the range 0.5 per cent to 1 per cent would be appropriate and set materiality at 0.45 million Euro.  Increased Parliamentary interest might lead the auditor to adopt lower materiality level, say 0.3 million Euro.  If most of the expenditure had been welfare benefits based on claims from the public where a lower level of accuracy might be expected, the auditor might adopt a threshold of 1 million Euro.

	Example of setting materiality for financial statements prepared on an accruals basis

For 2001 Company’s financial statements show turnover of 110 million Euro, and gross assets of 115 million Euro.  The average profit over 4 years was 16 million Euro.

	Base(
	0.5 per cent
	1 per cent
	2 per cent
	5 per cent
	10 per cent

	Turnover (Euro)
	0.5 million
	1.1 million
	2.2 million
	
	

	Gross Assets (Euro)
	0.6 million
	1.2 million
	2.4 million
	
	

	Profit (Euro)
	
	
	
	0.8 million
	1.6 million

	Parliament is likely to be most interested in the profit, so the auditor might decide to use this as the materiality base.  If the auditor did not consider this a sensitive account they would decide that the materiality level should be 1 million Euro, in the lower part of the range 0.8 million Euro to 1.6 million Euro. If the profit was very small or had fluctuated, the auditor would not use it as the materiality base, and would use gross assets or turnover instead.  If assets were small by comparison with turnover – less than 10 per cent for instance, or 10 million Euro in this example – the auditor would set a separate, lower materiality level for the balance sheet, of 0.1 million Euro (1 per cent).


The auditor may set a lower materiality level for individual account figures if users expect greater accuracy.  For instance, if there are specific disclosure requirements, if an error may reflect irregularity, if figures reflect legal settlements or where figures should agree with other financial statements.  The auditor may also set a lower materiality level for figures or groups of figures if an error may be important because of the circumstances.  For instance, if an error would turn a surplus into a deficit, reverse a trend in several years’ financial statements or affect whether the entity achieves an important financial target.

	Example

Entity A is giving early retirement to senior staff in a programme expected to cost 10 million Euro.  Parliament is interested in early retirement payments.  The auditor decides that the overall materiality level of 1 million Euro is insufficient for this expenditure.  They decide to set a separate, lower materiality level of 0.1 million Euro for early retirement payments.


Auditors explain in their working papers why they choose the materiality base and level.  The working papers should show the relevant figures of the entity (for example revenue, payments, and gross assets) and the percentages applied to calculate the materiality level and the materiality level choosen. 

The working papers should also show the name of the entity, the financial year concerned, who prepared the calculation and on what date.  The signature of the reviewer and the date of the review records the completion of the necessary review.  The auditor should also record any professional judgement they exercise.  This would include, for example, where the auditor sets a different materiality level for items that are sensitive due to their nature or context.

	Example of a working paper

	Page Number:_____

Name Of Entity:  XYZ Council

Year Ended: 31 December 200…

Prepared By:______________ Date:__________

Reviewed By:______________ Date:__________

Materiality Calculation

Revenue: 50 million Euro 

Gross Assets: 20 million Euro 

Payments: 60 million Euro



	
	
	
	
	
	


	
	Basis of Calculation
	0.5%
	1%
	2%
	

	
	Turnover
	250,000
	500,000
	1,000,000
	

	
	Gross Assets
	100,000
	200,000
	400,000
	

	
	Payments
	300,000
	600,000
	1,200,000
	

	Materiality selected at 500,000 Euro as this is the mid-level for Turnover and Payments and is at the upper end of the range for Gross Assets.

The following item is sensitive and has a separate materiality level:

Directors Salaries:

Value: 1,000,000 Euro
Materiality: 100,000 Euro (10 per cent)


1.3 Estimating the error in the financial statements and calculating “precision”

The auditor estimates the error in the financial statements.  The auditor uses the estimate of error in the financial statements to calculate sample sizes.  

If the auditor has information on errors from the previous year’s audit, they would base their estimate of error on this.  If the auditor’s previous experience leads them to suspect material error, this will mean a different audit approach.

In the absence of historical information on errors, the auditor estimates that error is 10 per cent of materiality if the auditor expects a low level of error, or 20 per cent of materiality if the auditor expects a higher level of error.

	Example

The auditor chooses a materiality level of 0.45 million Euro for entity A.  This is the first year of the audit, and the auditor thinks internal controls are reasonably good and expects a low level of error.  The auditor therefore estimates error in the financial statements at 45,000 Euro (10 per cent of the materiality level).


The auditor calculates a figure known as “precision”.  The auditor also uses this figure to calculate the size of any sample.  The auditor takes a figure equal to 80 to 90 per cent of the difference between the materiality level and the estimate of error
.  The auditor may choose a higher percentage within this range if they think errors vary little each year.  The auditor would choose a lower percentage in the range if they think the amount of error is unpredictable.  The auditor records in working papers their reasons for their estimates of error and precision.

	Example

The auditor thinks errors vary little each year at entity A.  The auditor therefore calculates precision as equal to ninety per cent of the difference between 450,000 Euro (the materiality level) and 45,000 Euro (the estimated error).  405,000 Euro x 0.9 gives a figure for precision of 364,500 Euro.  


1.4 Dividing the financial statements into “account areas”

The auditor defines “account areas”.  The auditor aims to adopt a suitable audit approach for each account area.  Account areas consist of types of transaction subject to similar controls or risks. The auditor usually divides the financial statements into account areas based on how the financial statements disclose information.

	Example

Typical account areas for an entity will be salaries and allowances, purchases, grants, and income.  For financial statements with a balance sheet, account areas might also include tangible fixed assets, stock, trade debtors, creditors and other liabilities, sundry debtors & prepayments and cash.


If, exceptionally, the auditor defines account areas that do not reflect the way information is disclosed in the financial statements, they should document their reasons for doing so in their working papers.

The auditor uses professional judgement to define account areas.  The auditor seeks to balance defining too few account areas (which may mean the auditor fails to adopt a suitable approach) and too many (which would be inefficient).

1.5 Assessing risks

The auditor assesses risks for each account area.  With the materiality level and the estimate of error, the auditor’s risk assessment determines how much work the auditor needs to do.  Identifying specific risks helps the auditor design audit tests that focus upon the important issues.

Auditors use a risk model to help them to plan the audit.  The risk model has four components: Inherent Risk, Control Risk, Detection Risk and Audit Risk.

Inherent Risk  is the susceptibility of the account area to contain error that could be material, when aggregated with errors in other account areas, regardless of the existence of internal controls.
Control Risk  is the risk that material error which has occurred in the account area , when aggregated with error in other account areas will not be prevented, or detected and corrected on a timely basis by the internal controls in place.

Detection Risk  is the risk that the auditor's procedures will not detect errors that exist in the area of account and that could be material when aggregated with errors in other account areas.

Audit Risk  is the risk that the auditor is willing to take of issuing an incorrect opinion on a set of financial statements.

	The Court’s policy is that Audit Risk is always 5 per cent (0.05).  

The Court aims to do sufficient work to be 95 per cent confident that total error or irregularity is less than the materiality level.


1.5.1 Assessing inherent risk

The inherent risk is the auditor’s assessment of the likelihood that a material misstatement or irregularity might occur in the first place before considering the effectiveness of internal controls.  The auditor bases their assessment of inherent risk on their understanding of the audited entity and perhaps discussions with management.  The auditor considers several factors to assess inherent risk:
· Nature of the Entity’s Activities.  The nature of the entity’s activities will affect our judgement of inherent risk. 
· Non-Routine Transactions.  The entity is more likely to incorrectly record or process unusual transactions than routine transactions because of the entity’s lack of experience.  Examples include fire losses, major property acquisitions and lease agreements.  Knowledge of the entity’s activities and review of minutes of meetings, are useful ways to learn about the extent of non-routine transactions.

· Judgement is Required to Correctly Record Account Balance and Transactions.  Many account balances such as obsolete inventory, or accounts receivable that cannot be collected, are estimates that require management judgement.  The more judgement required the greater the risk of misstatement.
· Assets that are Susceptible to Misappropriation.  The auditor assesses high inherent risk to liquid assets such as currency, marketable securities or inventory.  Moreover the likelihood of defalcation is high; the inherent risk is also high.  Some items are also more likely to be stolen, such as gold, cash and works of art.
· Number of locations. There is greater inherent risk if responsibilities are devolved to a large number of different locations. 
· Complexity of law or accounting principles. There may be new and/or complex accounting regulations in the area of the financial statements being audited.
The auditor’s understanding of the entity and its activities should be sufficient to allow them to assess inherent risk. To assess overall inherent risk, the auditor should usually complete the following form for each account area.

Inherent Risk Assessment Form

This form is designed to help auditors to determine the inherent risk of each account area being reviewed.

	Entity
	Year end
	Working paper reference

	Account area: 
	

	Prepared By:                                           Reviewed by:

	Factors:
	An indication

of Lower risk

(
	An indication of Higher risk

(
	Risk assessment (high, medium, low) and reference to any supporting documents

	Nature of the Entity’s activities
	Small, simple entity 
	Large complex entity 
	

	Non-Routine transactions
	Few or none
	Numerous or significant
	

	Transactions recording estimates; judgement involved in determining amount;
	Little or no judgement required
	Considerable judgement required
	

	If applicable, the susceptibility of the asset to material fraud or misappropriation
	Intangible or immovable assets; items unlikely to be misappropriated
	Readily negotiable instruments or valuable movable assets
	

	Mix and size of items
	Few, large items
	Many, small items
	

	Number of locations
	Entity operates from one central location
	Entity operates from a number of locations across a wide areas
	

	Transaction governed by complex regulations. Complexity of underlying calculation or accounting principles.
	Simple
	Complex
	

	Other risk factors (Please state)
	
	
	

	
	
	
	

	Overall Assessment
	High
	Medium
	Low


The form requires the auditor to:

· identify the component of the financial statements that is being considered;
· document the factor(s) used in assessing inherent risk;

· assess the risk (i.e. high/medium/low) for each factor of inherent risk identified.

The auditor uses the form only as a guide.  They may tailor the content – the different factors – to the individual audit task.  There is a high degree of judgement in assessing inherent risk.  The auditor therefore tests their judgement by seeking to identify a number of specific material risks.  

The auditor seeks to identify specific risks of material error or irregularity whether intentionally or by mistake.  They consider the factors that may cause the entity to make errors in their financial statements.  The auditor consider the risk of monetary errors or irregularities which, when taken together, may cause the entity to materially misstate their financial statements.

The auditor considers whether there is a risk of corruption.  There may be a risk of corruption wherever public officials have discretion to grant licences or selective exemptions, to prioritise the delivery of public services, or to discriminate in the application of rules and regulations.
The auditor also considers if there is a risk of money laundering.  Any instances where individuals may pay money to public institutions and receive money back can be used to launder money.  For instance, criminals may launder money through entities that collect taxes and duties (if private individuals or companies make payments on account which can be refunded later), or through Government savings schemes.

The auditor records the specific risks they have identified in their working papers.  The auditor records the cause of the risk and the effect on the accuracy, completeness or to the regularity of the financial statements. 

1.5.2 Assessing control risk

This section describes internal control.  It then sets out how the auditor assesses the control environment and control procedures and concludes on the level of control risk. 

Internal control

A system of internal control comprises both the control environment and control procedures.  The control environment includes management’s philosophy and operating style, the assignment of responsibilities and the policing of control procedures.  It is therefore fundamental to the way in which controls operate within an organisation.  Where the control environment is weak, it is unlikely that control procedures will be effective however strong they may appear on paper.
Control procedures are the policies and procedures that management establishes to protect against fraud, losses, irregularities and errors.  They may be preventive or detective in nature. 

· Preventive controls.  These controls are designed to stop the occurrence of errors or irregularities in the accounting records in the first place.  There are either documentary in nature (e.g. manuals of policies and procedures) or involve specific procedures applied to each transaction.

· Detective controls. These controls are designed to find and correct errors or irregularities in the accounting records, should they have occurred.  They are generally of greater significance to the auditor than preventive controls because there is normally documentary evidence available that a detective control has functioned as intended; e.g., the agreement between the payroll system and the accounting system will be documented.

Control procedures are of the following types:

· Management controls.  These encompass the high level supervision and review by management.  They generally help detect errors.  They include management’s review of exception reports, performance against budgets and the use of internal audit.

· Organisational controls.  These controls are derived from the way in which the organisation is structured and can be both detective and preventive.  They will normally include well-defined responsibilities and the segregation of incompatible functions such as transaction initiation, processing and recording.

· Authorisation controls.  These will normally operate at the individual transaction level and will be preventive in nature.  Their purpose will be to stop a transaction from being processed if it has not been approved at an appropriate level.  Good authorisation controls will be specific about who can approve what, the extent of checking required before approval and how the check should be evidenced.

· Operational controls. These are concerned with the completeness and accuracy of processing and may be either preventive or detective.  They may include sequence checking to provide assurance on the completeness of numbered documents; comparing one set of documents to another (e.g. purchase orders to invoices); and control totals and reconciliation.

· Physical controls.  These are usually designed to be preventive and include controls over access to assets and accounting records through simple physical measures such as passes and safes but also logical controls such as passwords and access to computer files.

No control system can guarantee proper administration and the completeness and accuracy of transactions.  When the auditor assesses control risk, they take into account:

· the potential for controls to be overridden by those responsible for them;

· improper application of controls due to human error as a result of mistaken judgement or interpretation, carelessness or distraction;

· the inability of standardised control systems to deal with non-routine transactions;

· control breakdown due to changes in processing transactions and the development of non-standard procedures.

Assessing the control environment

The first stage in assessing control risk is to assess the control environment.  The control environment comprises the overall attitude awareness and actions of management regarding internal controls.  The control environment is largely determined by management’s policies and operating style.  It is therefore fundamental to the way controls operate in an organisation.  In gaining this understanding of the environment, the auditor is primarily concerned with the high level policies and practices of the entity and less concerned with detailed controls over individual transactions.  When seeking to understand the control environment, the auditor considers:

· Management’s ethical values and integrity;

· The setting of objectives by management and  management’s risk awareness;

· The management’s operating style (for example by way of codes of conduct and procedural manuals) and the organisational structure;

· How management assign responsibility,  for example by the organisational structure and separation of duties;

· Management’s policies to retain competent staff, such as recruitment and training policies;

· Management oversight of control procedures and the operation of the accounting system, including management review of transactions and budget monitoring (including internal audit);

· How management ensures that laws and regulations are complied with.

There is a form to help auditors assess the overall control environment (Annex A, “Control Environment questionnaire”).

If the auditor is not satisfied with the overall control environment, it is unlikely that the control procedures will operate effectively in practice.  The auditor therefore does not assess the individual control procedures. This is because this will make no difference to the auditor’s assessment of control risk.  The auditor does not send to the entity, the internal control questionnaire in these circumstances.  The auditor completes the assessment of control risk, and assesses it as High.

The auditor should discuss the weaknesses in the control environment with management and recommend improvements that would strengthen it.  The auditor would use the weak areas they identified through applying the control environment questionnaire to identify what improvements to recommend.

If the auditor is satisfied with the overall control environment, then controls procedures may operate effectively in practice. Then the auditor assesses the control procedures in order to assess whether they do operate in practice. 

	Process for assessing control risk
	
[image: image2]
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Assessing control procedures

The auditor sends the control procedures questionnaire to the entity (Annex B).  The auditor will usually adjust the questionnaire to ensure that it covers controls that mitigate the specific risks they have identified. The auditor may also adjust the questionnaire to ensure it is relevant to the audited entity.  The auditor uses their understanding of the entity and the completed internal control questionnaire to assess the control risk.

Questionnaires, such as that at Annex B, are a good way to identify and record significant points that have been covered and documented and weaknesses that have been highlighted. The questionnaire provides examples of the kinds of control the auditor should expect. The completed questionnaire is a preliminary record of the auditor’s evaluation of the system of internal control.  The auditor may in addition prepare a flowchart of the “transaction stream” to highlight the important controls.

The auditor assesses control risk as high, medium or low:

	Example

An auditor is reviewing an entity and is looking at the collection of local taxes.

This involves collecting large amounts of cash from people from a large number of offices across the city. The rules to be followed are very complex and the auditor has assessed the inherent risk as HIGH.

The entity is well managed and the auditor has assessed that the overall control environment is effective. 

Because the control environment is effective, the auditor may be able to rely on the internal controls in place at the entity.  Then the auditor documents the system for the collection of local taxes and tests the controls in place.  After testing all of the controls, the auditor concludes that they are operating effectively and rates the control risk as LOW.


There is a high degree of judgement in assessing control risk.  The auditor should test their judgement by seeking to identify how the entity’s internal controls address the specific inherent risks they have identified.

Entities may have controls in place that mitigate risks.

	Examples

	Risk
	Possible Controls

	Complex regulations leading irregularity.
	Legal requirements are translated into clear written instructions that are approved by legal advisers.  Detailed management review.

	Unusual transactions not disclosed in accordance with regulations.
	Internal checking at a higher level than for more normal transactions.

	Services delivered at a number of locations leading to some un-recorded and incomplete account
	Compare budget with outturn within each location and between locations.  

	Irregular payments based on claims
	Evidence on claimants' circumstances from other sources.  Investigation.  Established criteria for claims and standard requirements for supporting claims.


The auditor may reconsider their assessment of control risk after considering how far the internal controls in place mitigate specific risks.  For example, if the auditor had originally judged that inherent risk was low, and that control risk was low, but had identified a large number of specific risks. If the auditor is not satisfied that management have controls in place that mitigate those risks, they may decide that control risk is higher than they originally thought.

	Example

The auditor judged that there was an inherent risk of fraud within the account area for purchases of goods and services.  

The auditor found that the controls that could mitigate the risk of fraud were weak. 

The entity did not have or enforce proper procedures for authorising transactions and lacked adequate records. There was an absence of independent checks other than by the internal auditor.  There was no separation between  the staff responsible for the custody of assets from the staff accounting for those assets, and no separation between authorisation of transactions from the custody of related assets.

The auditor concludes that control risk is high.


The auditor should document their reasons for their judgement about the level of control risk.
1.6 Deciding the audit approach

The audit approach is the combination of different types of audit tests that are employed to obtain the evidence necessary to achieve the objectives of the audit.  In general terms, the objective of an audit will be:

· To collect sufficient, relevant and reliable audit evidence in support of an opinion on the financial statements;

· To assess the accuracy and completeness of the financial statements of the activity, programme or body being audited,

· To ascertain that the financial statements have been correctly disclosed; and/or

· To ascertain whether the transactions underlying the financial statements are legal and regular.

Specifically, the objectives of an audit are to test the following “assertions”:

	Assertion
	Definition
	Questions
	Example

	Completeness
	All relevant transactions have been recorded.
	Has the transaction been recorded in the accounting records?
	The Minister’s Private Office has a petty cash account of €2,000. The expenditure incurred by this account during the year has not been recorded in the financial statements.

	Measurement
	All transactions are stated accurately.
	Is the transaction recorded at the correct value?
	A ministry has bought equipment from the USA and was invoiced in dollars. The transaction has been recorded in the accounts at the dollar value and has not been converted into the appropriate currency before being posted to the accounts. 

	Occurrence
	All recorded transactions occurred. 
	Is the transaction recorded as expenditure in correct year of account?
	A ministry pays in advance for a conference to be held in January, after the year-end, to spend its budget before the end of the financial year.  

	Regularity
	All transactions accord with relevant laws and regulations.
	Is the transaction legal and regular? 


	A ministry spends money on equipment that is not included within its authorised budget, and has not been bought according to the procurement regulations.

	Disclosure
	All transaction are classified and described in line with relevant regulations.
	Is the transaction correctly coded and disclosed?
	Staff costs for the month of December have been charged to another account code that had unspent budget at the end of the year.


Management assertions for the balance sheet:

	Assertion
	Definition
	Questions
	Example

	Completeness
	All assets and liabilities relating to the period have been recorded.
	Have assets been recorded in the accounts?
	A BMW car is an entity property and used by the financial director, but was not included in the fixed assets record. The final balance of fixed assets is not therefore complete.

	Ownership
	The assets and liabilities recorded pertain to the entity.
	Is the asset/item the property of the entity?
	A Ford car that is used by the executive director was leased from a car sale company. The car would not be included fixed asset register of the entity.

	Valuation
	The asset or liability is valued in line with appropriate accounting policies, consistently applied.
	Is the item recorded at the correct value?
	A Mercedes car has a net book value 25,000 Euro.  Because of the intense use by the sales director it was revalued at 15,000 Euro.  The final balance of fixed assets is overstated.

	Existence
	The assets or liabilities represented in the statements exist at the Balance Sheet date
	Was the item still in existence at the balance sheet date?
	A Dacia car is recorded in the register but was sold before the balance sheet date. The final balance of fixed assets is overstated. 

	Disclosure
	All assets and liabilities are disclosed, classified and described in line with the applicable reporting framework
	Is the item correctly summarized or disclosed?
	A Ford car was not recorded in the fixed assets register but was presented as an asset in the debtors account. The balance of fixed assets is therefore not presented fairly.


These assertions apply to both cash accounts and accruals accounts.  

The auditor considers their approach to auditing each account area and considers each audit assertion in relation to the account area.  An auditor can test assertions in three ways:

	Direct substantive testing
	Where the auditor performs tests on individual transactions.  For example, the auditor selects a sample of salary payments and agrees them to the relevant personnel records and the relevant rate of pay in order to ensure that the payment was at the correct rate and to a genuine employee of the entity.

	Analytical procedures
	Where the auditor compares financial data with projections derived from another source. For example, the auditor uses personnel records and rates of pay to predict the total salaries account figure.

	Tests of controls
	Where the auditor confirms that the internal controls are adequate and then tests that they work as intended and operated throughout the audit year. For example, the auditor will identify controls over payments of salaries and establish that they operated by interviewing officials, observing officials, re-performing controls or checking that the controls were operated in practice.


If the auditor decides that control risk is low or medium, then they must test controls.   In practice, however, it is likely that the auditor will not be able to rely on the entity’s internal controls and the audit approach will be restricted to direct substantive testing, together perhaps with analytical procedures.  Even if the auditor can rely on internal controls, some direct substantive testing is always required.  The auditor may also consider using the work of others, such as internal audit.  Again, however, the auditor always carrys out some direct substantive testing.

1.6.1 Direct substantive testing

The auditor always carries out some direct substantive testing.  The first stage is to obtain a transaction listing from the entity. This can be either manual or electronic and should cover all of the transactions to be tested for the year of the audit.  Other sources of information, for example the fixed assets register, can provide a list of all of the items for the year.

	Example

A Public Entity. The list of fixed assets bought during the financial year 2002

	Position no.


	Fixed assets item
	Number of items
	Value (ROL)
	Total (ROL)

	1.
	Computer for city hall
	1
	33.530.000
	33.530.000

	2.
	Thermal power station

for hot house  
	1
	40. 876.500
	40. 876.500

	3.
	Refrigerator
	1
	8.328.800
	8.328.800

	4.
	Ford Sierra car
	1
	114.000.000
	114.000.000

	5. 
	Thermal power station

for tank
	1
	41.115.452
	41.115.452

	6.
	Computers
	2
	29.328.973
	58.657.946

	7. 
	Books
	938
	6671
	6.257.358

	8.
	IT Lab for primary school
	1
	1.378.975.000
	1.378.975.000

	9.
	School building
	1
	3.402.161
	3.402.161

	10.
	Warehouse
	1
	10.686.
	10.686.

	11.
	Old school building
	1
	263.800
	263.800

	12.
	Annex building 
	1
	1.200
	1.200

	13. 
	Prefab. fence
	1
	25.017
	25.017

	14.
	Stone fence 
	1
	15.600
	15.600

	15.
	Building school
	1
	330.478.550
	330.478.550

	16.
	School fence
	1
	4.650
	4.650

	17.
	Warehouse for wood
	1
	4.800
	4.800

	18.
	Annex building of school
	1
	800
	800

	19.
	Building kindergarten
	1
	182.000
	182.000

	20.
	Stone fence for kindergarten
	1
	10.000
	10.000

	21.
	Warehouse for wood
	1
	4000
	4000

	
	Total
	
	
	2.016.144.320


The auditor should then review the list of transactions and make sure that it is complete, perhaps by comparing the total of the additions on the fixed assets register to the total additions shown in the general ledger. 

Example

A list of all salary payments should agree with the number of employees. 

A list of payments for goods and services should be reviewed to ensure that there are entries for each month of the year.

The auditor then needs to consider which items to test.  The auditor will always test all individual transactions that exceed the materiality level.  The auditor will also test other items that, although they are below the materiality level, are very large.

Example

An auditor is reviewing equipment purchased in the year and there were 50 transactions with a total value of 1 million Euro.

Four transactions amount to 300,000 Euro.  The auditor would test these four transactions and would test a sample of the remaining 46 items.

In addition to the high value items, the auditor may also choose to test all of the transactions that, in the auditor’s opinion, carry a special risk.

Example

An auditor is reviewing equipment purchases in a Ministry and selects all equipment ordered by a suspect individual because these carry a higher risk.

Auditors may also decide to test all non-routine transactions again, because these carry a special risk.

Example

An auditor is working in a school and the school has built an extension for the first time. This is an unusual transaction for the school and so would be selected for testing by the auditor.

Once the auditor has selected the high value transactions and those that carry a special risk, it is necessary to select several of the remaining transactions to test.  The auditor will normally test a sample of remaining transactions because it would not be efficient or practical to test all of them.  Wherever possible, the auditor draws a statistical sample.  The two main ways to draw a statistical sample are simple random sampling and Monetary Unit Sampling.

	Simple Random Sampling


	This is where all transactions have the same chance of being included in the sample.  Auditors usually use this method of sampling.  Auditors also have to use this method where

· The population size is either very small, or very large, but the transaction listing is not available electronically.

· The transactions are not homogenous (for example, purchases of goods, where the amounts involved, could range from 10 Euro up to 10 million Euro)

	Monetary Unit Sampling (MUS)
	A high value transaction is more likely to appear in the sample than one of a lower value.  The auditor should only use Monetary Unit Sampling if they believe that the financial statements are free from material error.  This is because if the auditor finds material error, and therefore needs to do more testing, the statistical validity of the original monetary unit sample will be lost.

Monetary Unit Sampling is, however, particularly suited to account areas where transactions are all of a similar value (for instance, salaries or pensions). In these circumstances, Monetary Unit Sampling will be more efficient than simple random sampling.


Calculating sample sizes for monetary unit samples and simple random samples

Wherever possible the auditor should use IDEA to calculate monetary unit sample sizes and draw the sample.  In this case, the auditor needs to enter the materiality level, the estimated error in the financial statements (in money terms), the confidence level (always 95 per cent) and the population value.  The auditor also uses their risk assessment to enter a percentage known in IDEA as “Basic precision pricing”.  This percentage represents the extent to which the auditor will rely on direct substantive tests rather than other types of evidence.  The figures to use are as follows: 

	INHERENT RISK
	CONTROL RISK
	“BASIC PRECISION PRICING – per cent” (See Note Below)

	H
	H
	100

	H
	M
	100

	H
	L
	67

	M
	H
	100

	M
	M
	67

	M
	L
	67

	L
	H
	67

	L
	M
	67

	L
	L
	23

	Note: Auditors should only assess Control Risk as Medium or Low if they have tested internal controls and found them to be working as intended. Where the controls have not been tested, or are unsatisfactory, the auditor should assess control risk  as “high”.


IDEA automatically calculates the sample size, the average sampling interval, and a random sample point. 

Where it is not possible to use IDEA, the auditor uses the following formula to calculate a monetary unit sample:

	(Population value (in Euro) / precision (in Euro)) x Risk factor. = Sample Size


The formula for calculating precision is in section 1.3 above.  The risk factor to be applied is based on the auditor’s inherent risk and control risk assessments. The risk factors are set out in the following table.

	INHERENT RISK
	CONTROL RISK
	RISK FACTOR

	H
	H
	3

	H
	M
	3

	H
	L
	2

	M
	H
	3

	M
	M
	2

	M
	L
	2

	L
	H
	2

	L
	M
	2

	L
	L
	0.7


	Example

Entity A, the salaries account area is 4 million Euro, and precision is 45,000 Euro. The auditor assessed inherent risk as High, and Control Risk as Medium. The risk factor is therefore 3.0.

If the auditor wished to draw a monetary unit sample, they would calculate the sample as follows:

(Population value (Euro) / Precision (Euro) ) x Risk factor. = sample size

(4,000,000/45,000) x 3= 267.

If inherent risk and the control risk were both low, the risk factor is 0.7 and the calculation would be:

(4,000,000/45,000) x 0.7 = 62.


The auditor calculates the size of a simple random sample as follows. First, the auditor uses the same formula as used for a monetary unit sample. The auditor then adds 20 per cent to the result.

	Example

Entity A, the salaries account area is 4 million Euro, and precision is 45,000 Euro.  The 
auditor assessed inherent risk as High, and Control Risk as Medium. The risk factor is therefore 3.0.

If the auditor wished to draw a simple random sample, they would calculate the sample as follows:

(Population value (Euro) / Precision (Euro)) x Risk factor. = sample size

(4,000,000/45,000) x 3= 267.  

Twenty per cent of this figure is 53. 

Adding 267 and 53 gives a total sample size of 320.


In exceptional circumstances, it may not be possible to use Monetary Unit Sampling or simple random sampling. This may be, for example, when the accounting records are very poor. In such cases the auditor uses their judgement to set the sample size. . When choosing  the sample size and selecting the sample, the auditor seeks to avoid bias.

Example

An entity cannot provide the auditor with a detailed list of all payments for goods and services.  The entity only has records of the total of their payments for each month.

The auditor needs to estimate the size of the population. 

The auditor may count the number of invoices in one month and multiply this by 12 to give the total for the year.  If the invoices were stored in one place, the auditor may count the number of invoices in one file and multiply that by the total number of files.

Types of direct substantive testing

The following audit procedures are used in direct substantive testing: 

Inspection is where the auditor physically examines a tangible asset. This type of evidence is most associated with auditing inventory and cash figures. Physical examination is one of the most reliable and useful types of audit evidence. 

Inquiry is obtaining written or oral information from the audited entity.

Confirmation is where the auditor obtains  written or oral confirmation from an independent third party to verify the accuracy of information in the financial statements. Auditors  seek written rather than oral confirmation  if they can.. The auditor usually seeks third party confirmation of  the balances of accounts receivables and accounts payable. The auditor always seeks confirmation by contacting the third party directly, not via the entity. 

Calculation involves rechecking a sample of the computations or the transfer of information made by the audited entity during the period under audit. 

Rechecking of computations means testing the audited entity’s arithmetical accuracy. It includes such procedures as extending sales invoices and inventory, adding journals and subsidiary records, and checking the calculation of depreciation. 

Rechecking transfers of information consists of testing amounts to ensure that the same information is included in more than one place, and recorded at the same amount each time.

Observation involves the auditor observing certain activities. For example, the auditor may observe an inventory count to ensure that it is done systematically and effectively.

Directional testing

Auditors may find that they can design tests that are more efficient by carefully considering if they are testing for an overstatement or understatement. This is called considering the direction of testing.  It is useful because in double entry accounting an error in one side of the financial statements causes a corresponding error in the other.
	Directional testing explained

If an invalid debit is posted to a receivables account and causes receivables to be overstated, an invalid credit also arises in a sales or another account, which will either be overstated (if a revenue or liability account) or understated (if an expense account or another asset account).  The auditor can design direct substantive tests to detect this potential error either by focusing on the validity of receivables, or the validity of the credits in other accounts.  There is no need to do both.

The auditor may enhance efficiency by using the Audit Test Matrix (the Matrix) to develop the plan for direct substantive tests.  In the matrix below O = overstatement and U = understatement.

	WE TEST
	Primary Direction of Test
	Direct Result is to Test
	Indirect Result is to Test

	
	
	Assets and Expenses for 
	Liabilities and Revenues for
	Assets and Expenses for 
	Liabilities and Revenues for

	DEBITS
	O
	O
	U
	U
	O

	CREDITS
	U
	O
	U
	U
	O

	Each account balance needs to be tested directly in one direction only, either for overstatement or understatement.

In principle, the auditors subjects all debit entries to test for overstatement and subject all credit entries to test for understatement, regardless of the type of account balance in which they occur.

The auditor applies the matrix by focusing our substantive procedures for asset and expense (debit) account balances on potential errors that cause overstatements of such account balances and by focusing our substantive procedures for liability and revenue account (credit) balances on potential errors that cause understatements of such account balances.
For detailed tests of potential errors relating to overstatement of a population, the auditor selects items to be examined directly from the account population.  An overstated population will include amounts that should not be recorded for a variety of reasons (for example where the management wants to make its performance appear better to meet a target). By selecting items directly from such a population, the auditor can detect overstatements.  

Populations from which the auditor can select items to test these potential errors include accounts receivable, inventory balances and purchase transactions, and debits to expense accounts, including cost of sales accounts.

The auditor generally makes their initial selections from the general ledger or from the first preceding accounting record supporting an account balance in the general ledger.

The auditor might trace an accounts receivable balance back to the trial balance of customer accounts, apply a representative sample to select customer balances from the trial balance, and confirm the selected balances with the customers.

For detailed tests of potential errors relating to understatement of a population, the auditor generally selects items to be examined from a reciprocal or independent population such as purchase orders or goods received notes, which should have been recorded in the account population.

For the account population to be understated, amounts that should be recorded are omitted. By selecting from an appropriate reciprocal or independent population, the auditor may detect understatements.  Potential errors relating to understatement include completeness, measurement, occurrence, regularity and disclosure for the income and expenditure account, and completeness, ownership, valuation, existence and disclosure for the balance sheet. 

A population from which the auditor can select items to test potential understatements of sales could be a population of pre-numbered shipping documents, because shipments should be indicative of sales transactions that should be recorded, as long as the auditor knows the population to be complete.

However, there are inherent limitations of substantive procedures used to test for understatement, particularly in determining whether all reciprocal populations have been identified and that such reciprocal populations are complete.


1.6.2 Analytical Procedures

Analytical procedures are a useful tool to help an auditor assess whether a particular figure is reasonable. Analytical procedures are best suited to account areas where the account figure is easy to predict. Salaries or income from local taxes are particularly suited to testing via analytical procedures because the expenditure or income is predictable and can be verified to information outside the accounting system. Income from the sale of assets is less suitable to analytical procedures because it varies considerably from year to year.

The first stage of an analytical procedure is to decide the acceptable difference between the forecast produced by the auditor and the figure that appears in the financial statements.  The auditor takes into account the relationship between the value of the account area and the materiality base and calculates the acceptable difference as follows: 

	Acceptable difference = Materiality level x (Account area/square root of the materiality base)


	Example

An auditor sets the materiality level at 450,000 Euro for entity A. The materiality base is total expenditure (50 million Euro). The auditor wants to use analytical review for the staff salary account area, which is 40 million Euro. 40 million Euro (the account area) divided by 50 million Euro (our materiality base) is 0.8, of which the auditor then takes the square root (0.8944).  The auditor then multiplies this by the materiality level, 450,000 Euro, to give an acceptable difference of 402,292 Euro.




Sometimes the account area value may be larger than the materiality base the auditor has choosen.  For instance, if the auditor chooses net assets as the materiality base.  In this case, the auditor would set the acceptable difference as equal to the materiality level.

The second stage of the analytical procedure is for the auditor to calculate a forecast.  They do this before they know the value that appears in the financial statements.  The auditor should derive the forecast from data that is independent of the accounting records.  How far the auditor goes to corroborate data depends on how reliable the auditor thinks the data is.  Auditors generally do less to corroborate data from outside the entity than data from the entity.

	Example

If the auditor is auditing a school that has 150 teachers who earn 2000 Euro a year each then the auditor would expect the total payroll expenditure to be 300,000 Euro (150 x 2000).


Similarly, if an audited entity collects taxes from local people then the auditor would be able to estimate what the total income should be. If an audited entity collects 100 Euro from each apartment in the area and 150 Euro from each house and there are 20,000 apartments and 5000 houses then the expected income would be:

	
	Number
	Amount
	Total Income

	Apartments
	20,000
	100 Euro
	2,000,000 Euro

	Houses
	5,000
	150 Euro
	750,000 Euro

	
	
	
	2,750,000 Euro


The next stage is for the auditor to compare the forecast with the account value. This is a simple calculation the auditor should record in the working papers as follows:

Salaries Expenditure:
	Predicted Expenditure (Euro)
	Actual Expenditure (Euro)
	Difference (per cent)
	Difference (Euro)

	300,000
	320,000
	6.6%
	20,000


The auditor should then assess whether or not the actual figure is within the acceptable range.  The account figure is within the acceptable range if the difference between the forecast and the account figure is less than the acceptable difference.

If the figure in the financial statements is within this range, then the auditor can be reasonably certain that the figure is accurate and underlying transactions are regular.

Where the account figure is outside the range, the auditor should ask the entity’s management to explain the variation.  The auditor should use open questions such as "What factors affected the income from local taxes last year" (not “Why is income from local taxes up by 45 per cent this year?" which would be leading).  

The auditor should think in advance how managers might explain the difference so they can immediately ask for further clarification and evidence.  The auditor should record in the working papers how the entity explained differences, and write down who gave the explanation.  

Ideally, the auditor should corroborate the manager’s explanations by talking with two or more independent people. The auditor should also seek to ensure that the manager’s explanations are reasonable.

	Example
If the income in the accounts for local taxes was 4,000,000 Euro whereas our prediction was 2,750,000 Euro then the auditor seeks an explanation for the variance of 1,250,000 Euro (45%).

If the manager told the auditor that the increase was due to new apartments being built in the year, the auditor should find out how many new apartments were built and when they became liable for the local tax.

If the auditor discovered that 250 new apartments were built and these should have paid the local tax for 6 months of the year then the difference explained by the manager is 12,500 Euro. (250 x 100 x 6/12 = 12,500).

The manager has not explained all of the variance and the auditor should ask the manager to explain further.  The auditor will often do this several times before reaching a conclusion.


If the auditor develops a forecast that comes within the acceptable difference, and the result is consistent with other evidence, then the auditor can rely on the analytical procedure.  If the difference between the forecast and the account figure exceeds the acceptable difference, and the auditor cannot refine the forecast further, then the auditor cannot rely on the analytical procedure.  The auditor and will need to undertake the full amount of direct substantive testing in order to test whether the account figure is free from material error.

If the auditors risk assessment gives a Risk Factor of 3, and they find that they can rely on an analytical procedure, they may use a risk factor of 2 to calculate the sample size for direct substantive tests. If the auditor’s risk assessment gives a Risk Factor of 2, and they find that they can rely on an analytical procedure, they may use a risk factor of 0.7 to calculate the sample size A satisfactory analytical procedure therefore enables the auditor to test fewer transactions.

	Example

In entity B, the salaries account area is 3 million Euro, and precision is 35,000 Euro.  The auditor assesses inherent risk as medium and control risk as medium.  The Risk Factor is therefore 2.  

If the auditor wished to draw a monetary unit sample, they would calculate the sample as follows:

(Population value (Euro) / Precision (Euro)) x Risk factor. = sample size

(3,000,000/35,000) x 2 = 171.

The auditor completes an analytical procedure and the forecast is within the acceptable difference.  The auditor can rely on the analytical procedure and may reduce now use a Risk Factor of 0.7 to calculate the sample size.

(3,000,000/35,000) x 0.7 = 60.

Note: If the auditor is using IDEA to draw a monetary unit sample, and the auditor completes an analytical procedure and the forecast is within the acceptable difference, the auditor would enter “Basic Precision Pricing” at 23 per cent instead of 67 per cent.


Even if the auditor completes an analytical procedure and the forecast is within the acceptable difference, the auditor should not use a risk factor of less than 0.7 to calculate the sample size for direct substantive testing.

If the analytical procedure does not produce a forecast that falls within the acceptable difference, then the procedure may point towards possible errors within the financial statements that need to be investigated and corrected.  

A manager’s explanations for a difference between a forecast and an account figure may occasionally identify errors in the figures, in the financial statements.  In such cases, the auditor verifies the money values of any errors before accepting an amendment to the financial statements.

Analytical procedures can also be used when it is not possible to use information from outside the accounting system to predict the figures in the financial statements. Analytical procedures are less reliable in such cases but can still be a useful tool. 

In such cases,, the auditor can use the entity’s budget or the figures contained in the previous financial statements (uplifted for inflation) to  forecast  the figure in the financial statements.

1.6.3 Testing Internal Controls

There are risks associated with each account area and these are known as the inherent risks.  A well-managed entity should have in place a number of controls that reduce risk. 

	Example

For purchasing goods and services, a small number of the possible risks and controls are set out below.

	Risk
	Controls

	· A payment is made for goods not received

· The payment is made to the wrong person

· The payment is made for the wrong amount

· A payment for goods and services is made twice.
	· Invoices are checked and authorised before payments are made

· Officials are prevented from making payments in cash

· There is adequate segregation of duties between the official who receives the goods and the person who pays for them 

· Cheques are securely held and their use accounted for

· The output from the system for purchasing goods and services is reconciled to the accounting system 


If the auditor thinks that it may be possible to rely on the entity’s controls, these should be tested during the planning stage if possible.  This enables the auditor to assess the controls before deciding what work needs to be done during the audit itself.  

	Example

The auditor plans to rely on the entity’s internal controls although does not test these controls during the planning stage.

When the audit starts, the auditor realises that the controls did not operate effectively and cannot be relied upon. The auditor now considers that control risk is high, and the sample size will now be larger. In addition:

· The audit-planning memorandum must be updated to reflect the new approach and sample sizes.

· The auditor may not have enough time to select the larger sample. This might leave the rest of the audit team with not enough work until the sampling has been completed.

· More audit work will be required and the auditor may have insufficient resources available.


The auditor may consider that it is possible to rely on the controls in place across all of the account areas or just some of them.
Example

Entity A is very well run and the auditor can rely on the controls in all of the account areas.

Entity B is less well run, although the management is good and the controls over the payroll system are excellent. In this case, the auditor would choose to rely on the entity’s controls for the payroll system and would undertake detailed substantive testing on all of the other areas to be reviewed.

Documenting key controls
The auditor documents controls if they intend to rely on them.  To do this the auditor refers to the procedural manuals and other documents where the entity’s controls are set out. 

The auditor also records: 

· The reconciliations and reports managers use to verify that transactions have been processed correctly; 

· How controls prevent or/and detect errors; 

· The entity’s response when errors are found.
Testing key controls

The auditor tests controls to obtain evidence that they work as expected, operated throughout the audit year and covered all transactions the entity meant them to cover.  The auditor also checks that controls resulted in managers correcting errors.  The auditor focuses their controls tests  on  controls that mitigate the specific material risks the auditor identified during the risk assessment. It would be inefficient to assess, document and test controls over risks that could not have a material impact.

The control test programme

Before testing controls the auditor  prepares a control test programme.  This sets out:

· the control to be tested; 

· the evidence that the auditor will obtain; 

· the extent of testing the auditor plans to do, including the size of any sample.  

The auditor should also state what constitutes a control failure and how many failures will be tolerated.

How the auditor may test controls

The auditor may test controls by observing staff and questioning them.  The auditor asks how procedures are carried out, rather than if they are carried out in a certain way, which would be leading.  The auditor looks for inconsistencies between what they see and what officials tell them.  On its own, this is unlikely to provide sufficient evidence that controls operated throughout the year. 

The auditor will therefore examine documents and reports to confirm that controls operated throughout the year.
For instance, the auditor may examine:

· Documents to verify that managers have authorised transactions or approved a reconciliation;  

· Reports of reviews and how managers have acted consequently.

The auditor may also re-perform controls if there is no documentary evidence that they operated.

Example

An entity pays its staff each month.

An important control is that the information on the payroll system is reconciled to the accounting system each month.  The auditor is assured that this reconciliation is done, although none can be found.

The auditor would therefore reconcile the data on the payroll system to the accounting system.

If controls operate over many individual transactions, the auditor will only examine a sample of these.  

Example

An entity processes many thousands of invoices for goods and services each year. The auditor wants to ensure that the control, that all invoices are authorised, operated as intended. The auditor would test  a sample of the invoices. 

Auditors prefer to draw a statistical sample and would usually use simple random sampling.  Monetary Unit Sampling is not used for control tests. This is because the controls should apply to all transactions, not just those of high value.  

If statistical methods are impractical, the auditor uses their judgement to select the sample to be tested. 

The auditor decides the number and type of test. For instance, they may decide to confirm that a reconciliation was done or to re-perform it.

The less frequently a control operates (for example, a monthly reconciliation rather than a control applied to each transaction) the less extensive the testing needs to be.  The auditor may  test the control every time it operates or most of the times it operates. The auditor would do so if the control covers a large number of transactions, or covers transactions that are material by nature of by context.

Re-performing controls gives more reliable evidence than examining the supporting documents. Auditors often combine reperforming controls and examining documents.
Example
An entity agrees the bank statements to the accounting system each month. The auditor might decide to re-perform the agreement for one month and examine papers that record the other times the reconciliation was performed to see if they have been undertaken properly and promptly.

Annex C sets out specific examples of how auditors may test controls. 

Sample sizes

If the auditor is testing controls that cover an area that exceeds the materiality level, a sample of 50 is normally tested. 

Example

An entity spends 4 million Euro each year on salaries. One of the controls is that the rate of pay is authorised by a manager. Materiality is 2 million Euro. The auditor would test 50 employees to ensure that this control operated effectively.

If a single test fails, a further sample of 30 is tested. If a second test fails, the auditor concludes that they cannot rely on controls, and re-assess control risk as high.  

If the auditor were testing controls that do not cover a material amount, then a sample of 30 would be tested.  

Example

An entity spends 4 million Euro each year on salaries.  The auditor is testing people who have joined the entity in the year. There are 180 new employees. The pay for these new employees totals 360,000 Euro. Materiality is 2 million Euro.

One of the controls is that a form is signed by the person’s manager authorising them to be paid by the entity. 

The auditor would test 30 new employees to ensure that this control operated effectively.

If a single test fails, the auditor would take a further sample of 20.  If a second test fails, the auditor cannot rely on controls. 

If the auditor finds that controls have not operated as intended, they consider if other controls can be tested.  If the auditor cannot identify alternative controls, or alternative controls prove ineffective, the auditor would conclude that control risk is High.  This usually means more direct substantive testing.

Action to take if controls do not operate as intended
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The diagram  shows the options available if the auditor finds that controls have not operated as intended. 

1.6.4 Using the work of others

It may be efficient to use evidence gathered by internal audit, other external auditors, or qualified surveyors’ or valuers’ valuations of land or buildings.  The auditor is still responsible for their conclusions, so before the auditor relies on evidence from others they ensure it is reliable.

Internal audit may provide evidence on whether internal controls are operating effectively, or on the accuracy of account balances that internal audit has investigated. 

The auditor assesses internal audit before relying on their work.  They do this at the planning stage.  The auditor first considers the independence, status, resources and quality of internal audit:

· The independence of internal audit: (is there an internal audit function that is independent of day to day operations and line management?) 

· The status of internal audit: (does it report directly to senior management?  Is management required to respond to or act on its recommendations? Is it empowered to carry out a full range of assignments, or is the scope of its work restricted?)

· The resources of internal audit: are there sufficient staff of suitable calibre to manage and carry out the function?

· The quality of internal audit: is their work properly planned, supervised, reviewed and documented?

If the auditor concludes that internal audit function lacks appropriate independence, status, or resources, or the auditor doubts the quality of their work, the auditor does not rely on their work.  If the auditor concludes that internal audit has sufficient independence, status,  resources and quality, the auditor evaluates the work they intend to use to see if it is reliable.  The auditor considers:

· Whether managers, supervisors and staff are proficient

· The extent of manager/supervisor review 

· Whether evidence is sufficient to support conclusions

The auditor may also carry out some limited testing or re-perform some of internal audit’s work.

If the auditor wishes to use the work of other external auditors, they would assess the other auditor’s professional qualifications, experience and other resources. They would ensure that the terms of the other auditors’ engagement was adequate for their purposes. They would ensure that the other auditors fully understood their requirements and are fully aware of the use they will make of the other auditor’s work.  The auditor needs access to any significant findings from the other auditor’s work and to assess the other auditor’s work to ensure that it is adequate for their purposes.  The auditor may assess the work of other auditors in a number of ways.  For instance, liaison and discussion, obtaining a written summary of the other auditors' procedures (which may be in the form of a questionnaire or a checklist) and reviewing the other auditors' working papers.

1.7 Preparing a planning memorandum

The auditor uses the planning memorandum to set out the objectives of the audit and how they will achieve them. The planning memorandum also provides a means for monitoring the progress of the audit and promotes high quality and professional audit work.

1.7.1 Elements of the Planning Memorandum 

An effective planning memorandum is a brief document of about 5 or 6 pages.  It summarises the planning work undertaken, is cross referenced to working papers, and is written under the following headings:

· Background (information about the audited entity);

· Materiality (the overall materiality level the auditor choose and any exceptions. For example, if the auditor has choosen a separate, lower materiality level for certain figures);

· Risk assessment (the auditor’s assessment of risks, taking into account their opinion of the control environment together with the controls in place for each of the areas being reviewed);

· Audit objectives.  These should include:

General Objectives - set out the relevant provisions of the law of the Court. For instance, specific legal provisions give the Court authority to audit state expenditure, taxes collected, privatisation, and EU Funds.

Main Objectives - this will be the accuracy of the financial statements and the legality and regularity of the underlying transactions;
Specific Objectives – any audit work in addition to the main objective. For example, to investigate accusations against officials or to follow up a recommendation from a previous year;
· Audit approach – summarising the testing to be undertaken, including the extent of substantive testing (see example below). This section should also cover the extent to which the auditor intends to use analytical procedures, if at all. If they plan to use analytical procedures,  the auditor would set out the account figure they plan to test in this way, and how they will make the forecast.  For instance, for testing salaries, the auditor may use personnel records and salary rates to make a forecast and would therefore note the sources of information they aim to use.

	Example

	
	Account area
	Population Value
	Population number
	Sample method
	Sample size as a percentage of the population value
	Sample size as a percentage of the population number

	1.
	Property taxpayers
	300,000
	10,200
	Simple random
	20 %
	23%

	2. 
	Salaries - starters
	
	40
	Simple random
	25 %
	20%

	3.
	Salaries – leavers
	
	12
	Simple Random
	50 %
	50%

	4.
	Salaries - payments
	
	1200
	Monetary Unit Sample
	10 %
	15%

	5
	Purchase of goods – payment above 10,000 Euro
	
	
	100 per cent testing
	
	-

	6. 
	Purchase of goods - other
	
	
	Monetary Unit Sample
	10%
	20 %


· Resources and timing. This section sets out when the auditor will start and finish the audit work, including the number of days the team will spend at the offices of the entity, who will do the work (including if necessary IT specialists or external experts) and what their responsibilities will be. It sets out the proposed budget for travel or other expenses (if applicable).  It also sets out important milestones.  These are: the date when the draft audit report will be given to the director to review and sign off; when any comments by the audited entity will have been taken into account; when the draft report will be given to the Counsellor (if applicable) and when the final report will be issued.

· Key contacts at the entity (listing one or more important persons within the audited entity, including names, department, postal address, telephone number, and e-mail address).

The audit plan must be reviewed, approved and signed off by two levels of management.  For instance, by the Director and the Counsellor, or the Assistant Director (or team leader) and the Director. 

During planning, the auditor prepares audit programmes. These set out what the auditor will test in relation to each audit assertion.

	Example

Sample salary transactions from the payroll and check: 

· to personnel records that the payee was an employee of the entity[O,R]; 

· authorised rates and entitlements have been applied [M,R]; 

· payment and related tax and national insurance have been correctly calculated[M]  

· payment has been correctly coded within the ledger[D]
From a sample of starters confirm appointment date from personnel records, and compare to period paid [C, O]

	Completeness – C

Occurrence – O
	Measurement – M

Regularity – R
	Disclosure – D



It is a good idea to look at examples of audit programmes before preparing one. The auditor chooses (or, exceptionally, develops) tests that meet the audit objectives and cover all relevant audit assertions.

Where the auditor has identified specific risks, and does not believe the entity’s management has adequate controls in this area, the auditor should ensure that their direct substantive tests address these risks. 

The auditor should set out in the audit programme:

· the objective of the test;

· what constitutes an error;

· the population to be covered.

1.8 Reviewing the planning memorandum

The Director is responsible for ensuring that the work planned is sufficient to meet the audit objectives.  They check that the plan complies with policies and standards, including whether important judgements are reasonable and fully justified in the working papers.   For instance, they look closely at the materiality level and the risk assessment.  These judgements have a large impact on how much work is done.  The director may also consider whether any planned substantive analytical procedures are well thought through.  If the Director is satisfied with the planning memorandum, they approve it.  If the director is not satisfied, they discuss issues with the audit team and ask them to amend the plan.

This part of the manual describes 

· How the auditor evaluates results (Part 1 of the manual described the audit procedures the auditor may adopt to meet their objectives), 

· The need to report certain issues to management as soon as they are discovered, and

·  The role and content of working papers.

Part 2: Audit Execution

2.1 Evaluating and investigating errors and control failures during the audit

The auditor evaluates errors discovered during the audit work throughout the audit. Auditors do this so that they can assess the impact of errors on the opinion, as well as the additional work that the auditor might need to perform.  It reduces the risk that the auditor will finish the audit and only then find they have insufficient evidence to conclude their work.

As soon as the auditor discovers errors or control failures they investigate how and why they occurred. Errors discovered during the testing  - especially testing of key or high value items –may suggest an underlying weakness and may lead the auditor to revise their risk assessment.

The auditor also uses errors found to update the error estimate. If the materiality base increases or decreases by more than 10 per cent from what the auditor expected at the planning stage, the auditor also adjusts the materiality level.

If the auditor changes their risk assessment, error estimate or materiality level they should record the change and the reasons in their working papers.  They should calculate the effect on the sample sizes for direct substantive testing.  Any changes to the plan must be reviewed and approved by the director.

2.2 Reporting significant issues to the audited entity during the audit

Auditors should always be alert for situations, control weaknesses, inadequacies in record keeping, errors and unusual transactions or results that could indicate fraud, a lack of probity or corruption.  Factors identified during the audit that may indicate an increased risk of fraud include:

	· Payments made without any supporting documents, or payments to unusual places (overseas for example) or to unlikely or unknown suppliers; 

· Disordered records, especially where a financial reconciliation is not completed or is completed by one person who has other duties.  

· An incomplete audit trail, with important documents missing, or documents that appear to have been destroyed “accidentally”. The opposite is also a warning sign - areas in which there are extra copies of documents.  

· If managers insist that they do not have fraud problems because all their staff are totally trustworthy.  

· If an important employee resents intrusions but is an acknowledged expert in their field, particularly when such an employee makes all the purchasing decisions.  

· If no one, not even the manager, seems to understand all the steps and links involved in the work.


The auditor should communicate factual findings to the entity’s management as soon as practicable if:

· the auditor identifies significant control failures;

· the auditor suspects fraud may exist, even if the potential effect on the financial statements would be immaterial; or

· fraud or significant error is found.

The auditor should think carefully about whom among the entity’s managers they should report the fraud or significant error.  With respect to fraud, the auditor would assess the likelihood that senior managers are involved.  In most cases involving fraud, it would be appropriate to report the matter to a level in the entity’s management above that responsible for the persons believed to be implicated.  If the auditor suspects those persons ultimately responsible for the overall direction of the entity, the auditor would ordinarily seek legal advice to help determine the procedures that should be followed.

2.3 Evaluating results of audit procedures 

The auditor evaluates the results of their  audit procedures to reach an opinion on the financial statements. The auditor seeks to learn whether the financial statements contain a  material level of error, such that it could mislead the users of the financial statements. 

Evaluating the results of audit procedures depends on audit judgement.  Evaluating results should be made by the whole team, and should be clearly documented so that they can be reviewed.  These measures help ensure that all important issues have been properly considered before the financial statements are certified.

The auditor evaluates the results of audit work for each account area individually, and for the financial statements as a whole. The auditor evaluates the errors found through direct substantive testing.  The auditor also evaluates the results of any analytical procedures and controls tests completed during the audit execution stage. The auditor’s overall evaluation must include all sources of audit assurance which must be drawn together to provide an overall opinion on the financial statements.  Guidance on how auditors evaluate analytical procedures and tests of controls is set out in section 1.6, as it is desirable to complete this work during planning if possible.  In summary:

	Evaluating analytical procedures
	If the analytical procedure yields a forecast that is within the acceptable difference then the auditor can take the planned assurance.  If the analytical procedure does not produce a forecast that falls within the acceptable difference, then the planned assurance cannot be taken and the auditor must adopt alternative audit procedures to provide assurance.  This usually means more direct substantive testing.  Whether the acceptable difference is breached or not, the difference between the forecast and the account figure is not an error.  This difference should not be included in the overall error evaluation.

	Evaluating tests of controls
	If the auditor finds that controls have not operated as intended, they consider if other controls can be tested.  The auditor must revise the plan if they cannot identify alternative controls or if the alternative controls prove ineffective.  This usually means more direct substantive testing. If the auditor’s control tests fail, this does not necessarily mean that there will be money error or irregularity within the account area tested. For instance, if a monthly variance analysis of individual’s salaries is not carried out, it does not mean that the salary bill for that month is wrong.  


There is a large element of numerical comparison involved in evaluating errors. The auditor also considers qualitative issues.  For instance, when the auditor evaluates the impact of errors they consider not only materiality by value, but also materiality by context and nature.

2.4 Evaluating the results of direct substantive procedures

How the auditor evaluates  the results of direct substantive testing depends on whether sampling techniques or non-sampling techniques have been used. 

2.4.1 Evaluating the results of direct substantive procedures if transactions were not sampled 

These consist of items subjected to 100 per cent testing, and transactions tested as important items and high value items. The auditor does not extrapolate any errors they find from this testing, as the impact of the error is limited to the particular items examined. The auditor knows the extent of the error because all the items in the population have been tested.

2.4.2 Evaluating the results of direct substantive procedures if transactions were sampled

If the auditor finds errors in a sample, they estimate the level of error in the population as a whole.  This is called extrapolating the errors.  How the auditor does this depends on whether the auditor selected a monetary unit sample or a non-monetary unit sample (such as a simple random sample). With a monetary unit sample, transactions are selected according to their size. The auditor extrapolates any errors found in relation not only to the transaction size but also the total value of the area being examined and the sample size taken.  With a non-monetary unit sample, the auditor calculates the error rate as a percentage of the total value of the sample selected for testing and extrapolates across the account population. In this case, the auditor assumes the sample being tested is representative of all items within the population. 

	The auditor would not usually qualify their opinion based on an extrapolated error.  If evaluation indicates a material  level of extrapolated error, the auditor considers undertaking additional audit work to quantify the actual level of error.


Evaluating the results of testing monetary unit samples

Monetary Unit Sampling is generally used for those audits which are seeking to apply sample testing to a series of very high volume, low value, homogenous transactions, for which the assessed risk of error is low, for example a payroll or pension fund audit. 

Monetary Unit Sampling is based on the sampling of an individual currency unit. The auditor must establish how much of each sampled item is in error, then extrapolate this across each sampling interval within the account area population. A guide to calculating this type of error is provided  below. 

	Example 

You have a monetary unit sample, which has been derived to test operating expenditure in the Ministry for European Integration. The sampling interval is 250,000 Euro. The sample item you are testing is an invoice for 4,000 Euro, which is for a European Commission Information Bulletin. When you are checking the invoice, you discover that it has been converted at the incorrect exchange rate and has been posted to the ledger as 2,560 Euro rather than 2,680 Euro, an understatement of 120 Euro.

	
	(a)
	(b)
	(c)
	(d)
	(e)
	(f)

	WPF 
Ref
	Book Value
	Audited Value
	Error
(a-b)
	Tainting
(c/a)
	Projected

Error

(d*ASI)
	Audited entity Adjustment

	
	€
	€
	€
	
	€
	€

	Sampled Items
	
	
	
	
	
	

	C.2.PS
	2560
	2680
	-120
	0.046875
	-11718.75
	0

	
	0
	0
	0
	0
	0
	0

	
	0
	0
	0
	0
	0
	0

	
	0
	0
	0
	0
	0
	0

	
	0
	0
	0
	0
	0
	0

	Sample Error  Total
	2560
	2680
	-120
	0.046875
	-11718.75
	0

	The Extrapolated error is 11,719 Euro. It is calculated by showing the error as a percentage of the book value (i.e. the value recorded in the ledger, rather than the value identified by the auditor) of the transaction. This is expressed as ‘tainting’, in effect the error rate that taints the sample item. This rate is multiplied by the average sampling interval, as the item tested is representative of the sampling interval as a whole, and any detected error is assumed to recur at the same rate across the interval.


Evaluating the results of testing simple random samples and others

An auditor generally uses simple random sampling when items are not homogenous, and where there is a higher risk. 
To evaluate errors, the auditor establishes how much error there is as a percentage of the total value of transactions tested, before the auditor extrapolates.

	Example

An auditor is testing grants at the Finance Ministry, which has a system of grants to national cultural institutions. The auditor is testing items selected using simple random sampling. The auditor finds an error in the recording of a grant paid to a children’s’ cultural institute, which has been recorded as €4,550 rather than €4,050. The total value of the sampled transactions (18 items) is €126,520, and the total value of grants paid during the year €3,300,550.

	WPF Ref
	PROJECTED AND KNOWN ERRORS


	(a)
	(b)
	(c)
	(d)

	
	
	Book Value
	Audited Value
	Error
(a-b)
	Audited entity Adjustment



	
	
	€
	€
	€
	€

	Sampled items
	
	
	
	
	

	C.3.PS
	Children’s Institute
	4550
	4050
	500
	0

	
	
	0
	0
	0
	0

	
	
	0
	0
	0
	0

	
	
	0
	0
	0
	0

	
	
	0
	0
	0
	0

	
	Totals for sampled items
	4550
	4050
	500
	0

	The error rate is an error of €500 (overstatement) in a sample of €126,520 or 0.395 per cent. The auditor extrapolates this by multiplying this by the account population being audited of €3,300,550.

	Evaluation
	€

	Projected error
	

	[total error in sampled items * (sample  population value/ sample value)]
	13,037

	Total known error in key items (from column (c) above)
	0

	Most likely error  (known error plus projected error)


=
	0

	Less Audited Entity adjustment (d)
	0

	Most  likely error after Audited Entity adjustments
	0

	(The most likely error should be transferred to the Summary of Differences.  If the most likely error approaches materiality, additional audit procedures may be necessary)
	

	This gives an extrapolated error of 13,037 Euro.


2.4.3 Netting of errors

In each account area, the auditor offsets overstatements and understatements to give the estimated error within the account.  It is therefore possible to have material overstatements and material understatements, and nevertheless financial statements that are materially correct.  If high error rates are found, however, the auditor may revise their assessment of the level of risk that they made at the planning stage. This may increase the risk factor, and usually lead the auditor to do additional testing. The auditor would also comment on high error rates in their report.

2.4.4 “Ring-fencing” the error

When the auditor discovers money errors, or control failures the auditor considers if the error can be “ring-fenced”. That is, the auditor seeks to identify if certain errors occur only in specific circumstances. Specific circumstances might for instance be special types of transactions or transactions authorised by a particular individual.   If the auditor is sure a certain type of error only occurs in special circumstances the auditor would not extrapolate the error across the population from which the sample was selected. Instead, the auditor extrapolates the error only across the sub-population of ring –fenced items. 

	Example

An auditor conducts direct substantive tests in the purchases account area of Ministry A. The auditor finds 6 money errors, all of which relate to the purchase of laptop computers by the manager of the Ministry’s Brasov office. The auditor extrapolates the errors only across purchases at the Brasov office. 


2.4.5 Evaluating Regularity Errors

The auditor must evaluate irregularities found during the audit to determine the impact on the audit opinion.  Regularity errors may have a different impact to straightforward money errors.  Audited entities are unlikely to be able to correct these errors.  By contrast, audited entities may be able to correct money errors.  The auditor needs to evaluate irregularities to determine whether they are material in the context of the financial statements.  The auditor should consider whether irregularities are material by nature and should therefore lead to qualification.

Example 

Agency A has generated income of 200,000 Euro from running a series of successful conferences. The Agency has gross expenditure of 17.5 million Euro, and gross assets of 8.1 million Euro.  Although the activity has not resulted in a loss of public funds, running conferences is not permitted in the Agency’s Financial Rules. The income is therefore irregular, and the income raised from conferences is material in the context of the financial statements.  There is nothing the Agency is able to do before signing off the financial statements to make the income regular, which requires Parliamentary approval. The auditor therefore qualifies their opinion on the financial statements . 

Regularity errors are not extrapolated because they do not represent a level of money inaccuracy in transactions, indicative of a similar level of error being present elsewhere within the transaction stream audited.  Rather they are unauthorised transactions, because they do not comply with legislative or regulatory requirements. However,  the discovery of irregularity may raise concerns about the regularity of the organisation’s operations. Irregularities have no impact on the auditor’s estimate of error rates in the rest of the transaction stream.  The auditor  documents their judgements when they discover irregularities  to demonstrate how they have estimated their impact on the financial statements.

Example 

The auditor has confirmed that Agency A has generated irregular income of 200,000 Euro.  This error does not indicate that a similar level of error exists elsewhere within the financial statements. It would therefore be wrong to extrapolate its impact across the account area as a whole.  Irregularity could however lead the auditor to consider that there is a greater risk that the organisation will make other irregular transactions.

2.4.6 Concluding on the results of error evaluation

The auditor concludes on whether there are material misstatements or irregularities at both the account area level and in the financial statements as a whole.   The auditor also assesses the implications of any gaps in audit evidence. For instance, where the auditor has not been able to obtain audit evidence in support of any of the figures in the financial statements, or where the auditor has not been able to follow an audit trail.  The auditor quantifies the impact of this lack of evidence. The auditor also considers limiting the scope of their audit opinion. 

2.4.7 Determining whether the level of error is significant

Materiality provides the benchmark against which the auditor determines whether the overall level of error or irregularity in the financial statements is of such significance that either: 

· The financial statements do not give a true and fair view, or are not properly presented,

· The transactions recorded in the financial statements do not accord with Parliament’s intention, or with  the authorities that govern them.

The auditor compares the overall error with the materiality level. The auditor also considers qualitative factors relating to the specific circumstances of the audited entity.

2.4.8 Determining whether there is material error in the account area

The auditor uses a model  to assess the level of error in the financial statements, provided that:

· All planned sampling has been carried out,

· The sample sizes were derived from reasonable assumptions on the part of the auditor and based on a sound understanding of the audited entity and risk assessment.  

· Assumptions have been reviewed throughout the audit process and other substantive data considered and found to be reasonable.

The evaluation model below shows three lines representing three levels of error in a population. The line to the right is the level of error in the population that would be material.  The middle line represents 50 per cent of the materiality level.

The level of error in the population has  two parts.  These are (a) The error that the auditor finds from testing, and (b) the allowance the auditor makes for errors they did not detect. The auditor begins by assuming that undetected error is equal to 50 per cent of the materiality level. The auditor then considers if other factors suggest that they should assume undetected error is higher or lower than this: 

· The more assurance the auditor takes from direct substantive testing of sample transactions, the higher the allowance they make  for undetected error. The more assurance the auditor gains from testing controls or analytical procedures, the lower the allowance they make for undetected errors.  This is because testing controls and analytical procedures can provide assurance about the whole population.

· The auditor may make a higher allowance for undetected error for ‘more risky’ entities.

·  If the auditor estimated a high level of error (see section 1.3), but finds a lower level of error from direct substantive testing,  the auditor makes a smaller allowance for undetected error.

The evaluation model shows that if detected error is less than 50 per cent  of materiality, then even allowing for undetected error of 50 per cent of materiality, the overall level of error is  not material.

Evaluation Model 
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	Scenario 1
	Having carried out audit testing, the auditor evaluates errors for the financial statements.  The estimate of error is very low compared to materiality, and does not breach the materiality level even after adding an  allowance for undetected error of 50 per cent of materiality.  The auditor has achieved the desired level of assurance that the financial statements are free from material misstatement.

	Scenario 2
	 The auditor detects errors of more than 50 per cent of   the materiality level but less than  the materiality level. When the auditor adds the allowance for undetected errors, however, materiality is breached. A number of options are open to the auditor in this case – see section 2.4.9 below. 

	Scenario 3
	The auditor detects errors greater than  materiality even without adding an allowance for undetected errors.  Unless the impact of extrapolated errors can be restricted through ring fencing (see section 2.4.4 above) the auditor will qualify their opinion on the financial statements. The auditor should discuss the circumstances with the director and the audited entity.


Documenting our conclusions 

The auditor should record the results of their audit testing for each account area.  The auditor should also document their consideration of qualitative factors and fully set out any judgements. 

2.4.9 Overall evaluation

The auditor evaluates the overall level of error because they need to give an opinion on the financial statements as a whole. The auditor adds together all the most likely errors from each account area by considering whether they affect the balance sheet or the operating cost statement/profit and loss/income and expenditure statement. 

What does the auditor do if they breach materiality?

If the auditor concludes that material error is present within the financial statements, they may consider qualifying their audit opinion by way of a disclaimer or disagreement.  This is a serious step.  It is therefore important that the auditor identifies the possibility of material error early in the audit, so that they can consider the issue carefully, and explore the following alternatives:

Asking management to carry out further work

The auditor could ask the audited entity’s management to carry out further work in the problem area. It is the management’s responsibility to ensure that their financial statements are free from material error, and it may be possible for them to carry out work which provides additional audit assurance, for instance on particular types of transactions that are causing concern.

Carrying out additional work ourselves


Only when management have done all they can should the auditor consider doing further work themselves by carrying out additional audit procedures to determine whether there is sufficient evidence to conclude that a material misstatement or irregularity exists in the financial statements.   Auditors may increase the sample size (that is, select a further random sample of transactions). They can only do this if they originally drew a simple random sample, as in this case a further sample does not damage the statistical validity of the original sample. (An additional monetary unit sample cannot be drawn; the statistical validity of the original sample would be damaged. This illustrates why auditors should not use Monetary Unit Sampling if they believe there may be a high level of error).

Limiting the scope of our audit opinion

If either of the above scenarios are not feasible or fail to provide the auditor with the assurance they need, the auditor may consider limiting the scope of their opinion. This would be appropriate for instance in cases where further work would have no effect or only increase the evidence that a problem exists.  For example, an organisation may have destroyed records from three of eight outstations and no amount of additional work is going to affect our conclusion on the financial statements.  In this instance, the auditor would put a limitation of scope on the opinion explaining that certain records were unavailable.  This is a type of qualified opinion but is less serious than disagreement or disclaimer.

Qualitative factors

The auditor also considers qualitative factors when determining whether they might qualify their opinion.  For instance:

· if the auditor considers the entity is in a weak financial condition, with limited reserves for instance, or if its financial conditioning is worsening, the auditor is more likely to qualify their opinion ;

· if the auditor considers that the differences involve  particularly sensitive areas, for instance funds to be recovered from the European Commission, they are more likely to qualify;

· the auditor would be unlikely to qualify their opinion if the errors detected were minor – for instance, where they had extrapolated three small invoicing errors to breach materiality;

·  the auditor is more likely to qualify their opinion if they consider the entity’s management do not act with integrity, are not well trained or  are not objective; 

· the auditor is more likely to qualify their opinion if the errors detected will continue to impact of the financial statements in future years. 

2.5 Working papers

Working papers provide evidence of the work carried out. This section describes how working papers should be prepared and maintained, the content of individual working papers, and the features of the two sets of files required.  These are current files and permanent files. There is one set of current files for each year’s audit and a set of permanent files for each audited entity. 

2.5.1 How working papers should be prepared and maintained

Working papers should include all the information the auditor considers necessary to document completely the work has been done and to provide support for the auditor’s report.  Each working paper should also make clear what implications for the audit opinion are derived from the evidence gathered.

The auditor ensures that:

· Working papers are complete and accurate enough to  support findings, conclusions, and recommendations.

· Working papers are  clear and can be understood without supplementary oral explanations.  Anyone using the working papers should be able to determine readily their purpose, the nature and scope of the work done, and the auditor’s conclusions.

· Working papers are legible and neat.  Sloppy working papers may lose their worth as evidence. 

· The information contained in working papers is limited  to matters materially important, relevant and useful to the objectives established for the audit.

· If practical, they include with their working papers copies of  materials and documents  and cross-referenced to them.

· When a copy working paper is taken from a completed file, the original of the working paper is left on the file to maintain its completeness.

· Working papers prepared in electronic form are subject to the same standards for preparation, review, and retention as our manual working papers.

· To guard against losing valuable work or essential information while preparing or storing working papers in electronic form, they backup copies of computer data files on a regular basis.

After the auditor finalises working papers at the end of the audit, they dispose of all backup copies or previous versions of working papers or other supporting data.. 

2.5.2 Content of Working Papers

The standard information and the format of working papers should include:

	Heading
	The working paper’s heading should consist of the audit number(????), audited entity name, description of subject matter, account number(???), and the audit period.

	Name and date
	The preparer’s name. The date the auditor prepared the working paper should be under the name. 

	Purpose
	The purpose should be stated explicitly.  Even if the working paper’s purpose is evident to the auditor, it may not be so evident to a reviewer who is not as familiar with the subject matter.  

	Analysis
	The detailed audit steps performed. The audit procedure should be stated explicitly.

	Conclusion
	All working papers involving tests, analyses, reconciliation, etc should either have the conclusion stated on the working paper or have a reference to the working paper where the conclusion can be found.  If a working paper has no conclusion, then the title or stated purpose should indicate that the working paper does not need a conclusion, as is the case with background material. If a conclusion cannot be reached, for example due to lack of audit evidence, this should be clearly reported on the audit file.

	Source and Custodian
	The source of and custodian of information must be added to all information included in the working paper.  The source not only contributes to the credibility of the evidence, but also provides an audit trail if follow-up is required.

	Working Paper Index
	The auditor indexes working papers completely to facilitate referencing any account, analysis, working paper, etc.  Indexing enables one to find information easily during or after the audit.

	Cross-references and References to Other Working Papers
	The auditor should provide cross-references to lead the reviewer to the correct supporting working papers.  If the auditor does not include cross-references, the reviewer might misunderstand the working papers.

	Tick Marks
	The auditor clearly indicates the audit work performed. This could be done by direct notation on the working paper schedules.  Notation on working papers are accomplished by the use of tick marks, which are symbols written adjacent to the detail on the body of the schedule.  These notations must be clearly explained at the bottom of the working paper.


2.5.3 Current Files

The current files include all working papers applicable to the audit year.  The audit team should refer to the previous year’s files in order to see what problems have arisen and how they have been overcome.  The auditor may record suggestions for improving on the audit files, marked for the attention of the next year’s team. Older current files will usually be stored for several years in case of a complaint or a need to refer back to the audit.  Annex D sets out the contents of the current file.

The current file should include:
The Planning Memorandum and associated working papers (see section 1.7).
Audit programmes. The audit programme is kept in the relevant section with that section’s working papers (e.g. accounts receivable). 

General information. This includes for instance staff scheduling and budgets, abstracts or copies of minutes of the board of directors’ meetings, abstracts of contracts or agreements not included in the permanent files, notes of discussions with the audited entity, working-paper review comments, subsequent events analysis, and audit conclusions.

Adjusting the reclassification entries. When the auditor discovers material misstatements in the accounting records, the financial statements must be corrected. For example, if the audited entity failed to reduce inventory properly for obsolete raw materials, the auditor may suggest an adjusting entry to reflect the realisable value of the inventory. Reclassification entries are frequently made in the statements to present accounting information properly even when the general ledger balances are correct. The auditor should keep in mind that several immaterial misstatements that are not adjusted could result in an overall material misstatement when the misstatements are combined. It is common for auditors to summarise on a separate working paper all adjusting and reclassification entries that have not been recorded. They can be posted to the accounts in the books or the working papers to determine their cumulative effect. 

Supporting schedules. The largest portion of working papers includes the detailed schedules prepared by the audited entity or the auditors in support of specific amounts on the financial statements. The following are the major types of supporting schedules:

Analysis. An analysis is designed to show the activity in a general ledger account during the audit year, tying together the beginning and ending balances. 

Reconciliation of amounts. A reconciliation supports a specific amount and is normally expected to tie the amount recorded in the audited entity’s records to another source of information. Examples include the reconciliation of bank balances with bank statements. 

Tests of reasonableness. A test of reasonableness schedule, as the name implies, contains information that enables the auditor to evaluate whether the audited entity’s balance appears to include a misstatement considering the circumstances in the engagement. 

Summary procedures. Another type of schedule summarises the results of a specific audit procedure performed. 

Examination of supporting documents. A number of special-purpose schedules are designed to show detailed tests performed, such as examination of documents during tests of transactions or cut-offs. 

Informational. These schedules include information for tax returns and data such as time budgets and the audited entity’s working hours, which are helpful in managing the audit. 

Outside documentation. Much of the content of the working papers consists of the outside documentation gathered by auditors, such as confirmation replies and copies of audited entity agreements. 

2.5.4 Permanent Files

Permanent files include information about the audited entity of continuing interest and relevance from year to year. The permanent files typically include:

· The entity’s legal framework, objectives,  any performance reports, and details of major contracts, such as leases, maintenance contracts, software agreements.

· Analyses, from previous years, of accounts that have continuing importance to the auditor. These include accounts such as long-term debt, and capital assets. Having this information in the permanent files enables the auditor to concentrate on analysing only the changes in the current year’s balance while retaining the results of previous years’ audits in a form accessible for review. 

· Information related to the understanding of internal control and assessment of control risk. This includes organisation charts, flowcharts, questionnaires, and other internal control information, including enumeration of controls and weaknesses in the system.

· The results of analytical procedures from previous years’ audits. This includes ratios and percentages computed by the auditor, and the total balance or the balance by month for selected accounts. This information helps the auditor identify unusual changes in the current year’s account balances that they should investigate. 

Permanent audit files should be reviewed to ensure that they remain relevant and up to date. Reviewers should remove obsolete material. The reviewer should evidence his review by placing his initials and the date on each working paper.

Part 3: Reporting

This part of the manual sets out

· The features that audit reports should have to meet the reporting standards

· The content of the audit report, including recommendations and overall opinions, where necessary

· The review process.

3.1 Meeting the Reporting Standards

To conform to the reporting standards, the audit report should have the following features.  

	Audit reports should be:

	Accessible
	The  report should be simple to be easily accessible to the addressees. The language used should be as clear and simple as possible.  When specific technical terms, abbreviations or acronyms are used, these must be carefully defined in a separate glossary.

	Accurate
	The report should be based on sufficient, relevant and reliable evidence.

The audit scope, methodology, procedures and findings should be accurately described.

Any inaccuracy in the audit report may  create doubts on the validity of the whole report, or distract attention from important issues. 

	Comprehensive
	The report should include  the information necessary to understand the conclusions reached.  

	Objective
	As per the INTOSAI Audit Standards, the audit report should be “independent, objective, fair and constructive”.

The impact of an audit report is significantly higher when the audit evidence is presented in an objective and impartial manner.  The existence of any conflict of interests with the audited entity may create suspicion and may affect the credibility, the independence and the objectivity of the audit reports, of the auditors involved and of the audit institution itself.

	Credible
	The audit report must be persuasive and credible. The information presented must be sufficient and relevant in order to convince users that findings are real,  the reality of the findings, conclusions are reasonable, and that implementing the recommendations would be beneficial. The audit report should include only findings supported by sufficient and relevant evidence. The audit opinion must be supported by evidence justifying the conclusions reached.

	Clear
	The auditor will ensure that the opinion and findings are expressed accurately and without possibility of misinterpretation. The auditor therefore uses  standard phrasing with a generally accepted content and meaning.  The report should have a logical structure.  The facts and conclusions should be presented accurately. Adequate headings make reports more accessible and easier to understand. Tables, graphics and diagrams may be used to summarise complex information.

	Concise
	The audit report should be concise and should contain only the issues relevant to the audit purpose, without including non-significant details that may affect the accessibility and the credibility of the report.

	Competent
	The audit report should be drawn up in a way that reflects the competence and professionalism of the auditors and the quality of the audit activity performed.


3.2 The Content of the Audit Report

After completing each audit, the auditor prepares a written report in an appropriate form. The main contents are findings, conclusions, recommendations and (possibly) an opinion on the financial statements.

Generally, the audit report should include the following basic elements:

	A title page, including “Court of Accounts”, the title of the audit report (including the name of the entity), the audit year, and the date of the report

Executive summary including key recommendations

General introduction

Overview (scope) including audit objectives

Audit findings, conclusions and recommendations

The response of the entity management and the timetable for implementing recommendations

Suggested audit report follow up

Appendices (if necessary)

The address of the audit institution and of the certifying body(if it is the case)

The auditor’s signature (an audit report must be signed on behalf of the institution)


In case of audits of European Union funds where the Court acts as certifying body the audit report will also refer to the following:

	Assurance of the conformity to the Financing Memoranda

Significant accreditation criteria

Protection of the European Community financial interests


3.2.1 Executive summary
The report will usually contain a brief summary including the most important findings, conclusions and recommendations.

3.2.2 General introduction

The report includes a statement that the audit has been planned and conducted to obtain  reasonable assurance that the financial statements offer a true and fair view and do not include material misstatement or irregularity.  This section should also include an auditor’s statement that the audit performed gives a reasonable base for the opinion.

	Example

“We conducted our audit in accordance with International Standards on Auditing (or refer to relevant national standards or practices). Those Standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant estimates made by management, as well as evaluating the overall financial presentation. We believe that our audit provides a reasonable basis for our opinion.”  


The report should also state that the financial statements are the responsibility of the entity’s management, where as the responsibility of the auditor is to express an opinion on the financial statements based on the audit.

3.2.3 Overview

This section has four sub-sections as follows:

	Audit objectives
	General - set out the relevant provisions of the law of the Court.

Main - this will be the accuracy of the accounts and the legality and regularity of the underlying transactions.

Specific – any audit work in addition to the main objective. For example, to investigate accusations against officials or to follow up a recommendation from a previous year.

This section will usually be identical to the Audit Objectives section in the Audit Planning Memorandum (see section 1.7).

	Applicable audit standards and norms
	State the relevant audit standards and manuals according to which the audit has been performed.  These will be the auditing standards of the International Organisation of Supreme Audit Institutions, and of the Court of Accounts; and the Court’s Financial and Regularity Audit Manual.  This will offer the end user the assurance that the audit has been carried out according to the generally accepted audit standards, norms and procedures.

	The addressee and the end user of the audit report
	Name those to whom the report is addressed.

	The audit schedule and the audit year
	Note the financial year and the financial statements of the audited entity for that period. Also, state the total budget amount allocated to the entity and the amount expended during the audit year.


3.2.4 The audit methodology
The report should state:

· if it is an interim audit (carried out during the audit year) or a final audit (carried out after the end of the audit year);

· the assessment of the accounting principles used when drawing up the financial statements;

· the materiality level set.

This section should also include any other factors that affected the conduct of the audit. Such factors might include significant changes in the audited entity during the audit year, or technical difficulties the auditors have faced during the audit (the absence of appropriate records or supporting documents, for instance).

3.2.5 Audit findings, conclusions and recommendations

An audit finding has four elements:

· Criteria – what should be.  This might be the legal requirement for instance, or an internal control the auditor would expect to find.

· Condition – what is.  This is what the auditor found during the audit.  This might be a brief description of the entity’s procedures identified during the audit.

· Cause – why there is a difference between what should be and what is. 

· Effect – These are the consequences of the difference between what should be and what is.

	Example

It is good practice for entity’s to give separate individuals responsibility for receiving goods and keeping inventory records (criteria).  We found that the audited entity had given responsibility to one individual for both of these functions (condition).  The entity’s management told us that they had not considered the need to separate these responsibilities when they prepared the job descriptions of staff (cause).  We found a total of six items, with a total value of 250 Euro, which although they had been purchased in the year did not appear in the inventory and were missing from the store (effect).


Conclusions are clearly linked to findings, are unambiguously conclusions, and are important, in that they concern important effects (or bring together several small effects). Conclusions should not merely state the obvious.

To prepare conclusions, the auditor considers the most significant effects of the problems they have found. They look for patterns in the causes and effects. For instance, they look to see if the same causes come up several times in their findings.  Different findings may support one conclusion.  One conclusion may support a number of recommendations. By contrast, several conclusions may support one recommendation.

The recommendations should be logically based on the findings and conclusions.  

The recommendations should be constructive.  They should focus on undertaking the specific and significant actions aiming at rectifying the problem issues found (such as actions to improve the operation of the internal control system) and to improve the overall economic and financial situation of the audited entity.

The recommendations should address underlying causes. The auditor should consider that a number of causes might affect the difference between criteria and condition.  They should seek to ensure that recommendations address the source of the problem.

Recommendations should be specific.  They should state what needs to be done (referring to causes); why it needs to be done (referring to effects); where it needs to be done; when it needs to be done; how it is to be done; and who should do it. Being specific is helpful to the entity and helps the auditor to monitor whether they have acted.  For instance, recommendations should be specific about the system that needs to be improved and the objectives of the change. If there is a clear solution to the problem identified, the auditor will recommend it and, should alternative solutions exist, they will list them and indicate the advantages and disadvantages of each of them.

Recommendations should be feasible. The auditor should consider any financial, legal or policy constraints. The auditors should also consider why the managers did not previously resolve the problem and the impact of solving the problem on other parts of the entity’s activity.

The auditors may draw up a list of recommendations, under a table form.  They should distinguish recommendations with a financial impact, and recommendations without a financial impact.  They should be set out in order of importance.  They should be clearly linked to the related findings and conclusions.

The report must refer to the discussions with the entity management and include the allegations, the assertions or the remarks of the responsible persons of the audited entity that could be presented in summary.

The audit report should also include the management responses to the recommendations and, where applicable, their commitment to act on them.
In case when there are recommendations of the previous year report, the auditors will present them under a table form including all the unsettled recommendations, mentioning their source and their implementation stage at the reports date.

	The audit report may constitute, in case of finding illicit acts and facts, fundamental evidence in establishing the liability; its contents should be appropriate to the jurisdictional follow up procedure.


3.2.6 Proposals for the report’s follow up

In their reports, the auditors should formulate proposals regarding the steps to be taken relating to the audited financial statements.  In the Law No. 94/1992, republished, amended and completed by the Law no. 77/2002, will dispose on the way the findings included in the report will be followed up, including on the actions to be followed in case of fraud or serious deviations revealed by the audit and presented by the auditors in their report. 

3.2.7 The auditors signature

The audit report will be reviewed, approved and signed by the Director responsible in the division and, in case of audit of EU funds, by the Counsellor of Accounts, Head of the respective division.  The Counsellor of Accounts will approve the audit report, Head of the Division and, in case of audit of EU funds, by the President of the Subsequent Audit Section.  The members of the audit team also sign the audit report. 

In case of District Chamber of Accounts and of the Bucharest Municipality Chamber of Accounts, the report will be reviewed, approved and signed by the Head of Department and will be approved by the Director of the respective Chamber of Accounts. Again, the members of the audit team may also sign the report.

3.2.8 The audit opinion (also known as the certificate or statement of assurance) 

The auditor includes a certificate in the Report of an audit of EU funds where the Court is Certifying Body. The auditor may also include a certificate setting out an opinion on financial statements where the law requires this.  The certificate sets out an opinion on the financial statements. 

The auditor’s opinion is a short, clear and explicit declaration regarding the overall conclusions of the audit of the audited entity financial statements.  Through the opinion, the auditor provides reasonable assurance that the statements give a true and fair view on the financial situation, as per the accepted accounting principles.

The auditor normally expresses an opinion about the existence of material errors in the financial statements; the observance of relevant accounting and reporting standards, and the legality and regularity of the financial transactions.  The opinion considers the financial statements as a whole.  

The auditor presents their opinion in a standard form.  The terms used normally to express an opinion are: “the financial statements give a true and fair view” or “present fairly in all material respects”.  The specific terms used depend on the legal framework of the audited entity.  In any case, the opinion contents should be expressed clearly.

The main types of opinion are as follows:

	Unqualified opinion

Unqualified opinion with emphasis of matter

Qualified opinion with limitation of scope or disagreement

Adverse opinion

Disclaimer of opinion


Unqualified opinion

The auditor issues an unqualified opinion when he reaches the conclusion that:

· the financial statements have been developed observing the applicable accounting principles and policies and offer, in all material respects, a true and fair view on the entity’s financial transactions

· the financial transactions observe fairly the financial situation of the audited entity

· the financial transactions observe the legal provisions and regulations in force

· all information of significant importance regarding financial statements are correctly revealed
This report illustrates the expression of an unqualified opinion:

	Example: an unqualified opinion

Auditor’s Report

 “We have audited the accompanying balance sheet of the ABC entity as at 31 December 20XX, and the related statements of income and cash flows for the year then ended. These financial statements are the responsibility of the entity’s management. Our responsibility is to express an opinion on these financial statements based on our audit.

We conducted our audit in accordance with International Standards on Auditing (or refer to relevant national standards or practices). Those Standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant estimates made by management, as well as evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion the financial statements give a true and fair view of (or ‘present fairly in all material respects’) the financial position of the entity as at 31 December 20XX, and of the results of its operations and its cash flows for the year then ended in accordance with International Accounting Standards  (or [title of financial reporting framework with reference to the country of origin]) and comply with…..”


Unqualified opinion with emphasis of matter

Under certain circumstances, even if the financial statements give a true and fair view and support an unqualified opinion, this opinion could be affected by uncertainties.  In this case, the auditors may consider that the report user could not have a proper perception of the financial statements without having paid attention to them.

The auditor should consider modifying the auditor’s report by adding a paragraph if there is a significant uncertainty (other than a going concern problem), the resolution of which is dependent on future events not under the direct control of the entity and which may affect the financial statements.

As per one general principle, the auditor that expresses an unqualified opinion should not make reference in the opinion text itself to any aspects in the financial statements that could lead to confusion and could be interpreted as qualification.
In order to avoid such misinterpretation, the issues considered important for the good understanding of the entity’s activity will be presented in a separate paragraph known as “emphasis of matter”. Generally, this approach will be rarely used.

An illustration of an emphasis of matter paragraph for a significant uncertainty in an auditor’s report follows:
	Example: Unqualified opinion with emphasis of matter

Auditor’s Report

“In our opinion….(the remaining words are the same as illustrated in the unqualified opinion paragraph above).

Without qualifying our opinion we draw attention to Note X to the financial statements. The entity is the defendant in a lawsuit alleging infringement of certain patent rights and claiming royalties and punitive damages. The entity has filed a counter action, and preliminary hearings and discovery proceedings on both actions are in progress. The ultimate outcome of the matter cannot presently be determined , and no provision for any liability that may result has been made in the financial statements.”


In addition to the use of an emphasis of matter paragraph for matters that affect the financial statements, the auditor may also modify the auditor’s report by using an emphasis of matter paragraph, preferably after the opinion paragraph, to report on matters other than those affecting the financial statements. For example, if an amendment to other information in a document containing audited financial statements is necessary and the entity refuses to make the amendment, the auditor would consider including in the auditor’s report an emphasis of matter paragraph describing the material inconsistency.  An emphasis of matter paragraph may also be used when there are additional statutory reporting responsibilities.

Qualified opinion with limitation of scope

In the case when the auditor has doubts and does not agree with one or several items in the financial statements that are material (have significance) but which are not fundamental for the good understanding of the financial statements, the auditor will issue a qualified opinion. This is expressed in terms that indicate that some aspects of the audit are not satisfactory. The report should state clearly and accurately the items that are not agreed by the auditor or those he considers doubtful and that determined him to qualify his opinion. 

	Example of a qualified opinion due to limitation of scope

 “We have audited….(remaining words are the same as illustrated in the introductory paragraph shown above.)

Except as discussed in the following paragraph, we conducted our audit in accordance with….(remaining words are the same as illustrated in the scope paragraph shown above.)

We did not observe the counting of the physical inventories as at 31 December 20XX, since that date was prior to the time we were initially engaged as auditors of the entity. Owing to the nature of the entity’s records we were unable to satisfy ourselves as to inventory quantities by other audit procedures.

In our opinion, except for the effects of such adjustments, if any, as might have been determined to be necessary had we been able to satisfy ourselves as to physical inventory quantities, the financial statements give a true and fair view……”


Adverse opinion

The auditor will express an adverse opinion due to his disagreement if the financial statements:

· are not in accord with the applicable standards and regulations, and 

· do not offer a true and fair view, and 

· the disagreement is so material and fundamental that as a whole the financial statements are misleading.

The auditor’s declaration, supporting his decision, that the financial statements are not correctly developed will clearly specify all the reasons for disagreement.

	Example of an adverse opinion

“We have audited ……(remaining words same as example above)

We conducted our audit in accordance with…..(remaining words same as example above)

Paragraph(s) discussing the disagreement.

In our opinion, because of the effects of the matters discussed in the previous paragraph(s), the financial statements do not give a true and fair view (or do not ‘present fairly’ the financial position of the entity as at 31 December 20XX, and of the results of its operations and its cash flows for the year then ended in accordance with International Accounting Standards and do not comply with….”


Disclaimer of opinion

The auditor gives this type of opinion if they are unable to form an opinion on whether the financial statements give a true and fair view.  If the auditor considers that the potential effects of a lack of evidence are so material and fundamental that, as a whole, the financial statements lead to a misleading view, the auditor refuses to express an opinion.  The auditor’s certificate should mention the limitation and their uncertainties. 

	Example of a disclaimer of opinion

“We were engaged to audit the balance sheet of the ABC entity as of 31 December 20XX and the related statements of income and cash flows for the year then ended. These financial statements are the responsibility of the entity’s management (Omit the sentence stating the responsibility of the auditor).

(The paragraph discussing the scope of the audit would either be omitted or amended according to the circumstances.)

(Add a paragraph discussing the scope limitation as follows:)

We were not able to observe all physical inventories and confirm accounts receivable due to limitations placed on the scope of our work by the entity.

Because of the significance of the matters discussed in the preceding paragraph, we do not express an opinion on the financial statements.”


3.3 Review

A thorough review helps ensure that the audit work has been performed and documented in accordance with the audit standards and the Court’s policies.  Reviewers usually consider whether: 

· The working papers adequately document the work performed.

· The audit team properly implemented the audit plan, completing audit programmes for instance.

· The financial statements agree with the working papers.

· The working papers agree with the entity’s accounting records.

· The original planning assumptions are valid in light of the subsequent audit work.

· The working papers contain sufficient relevant and reliable evidence that supports the conclusions and statements of assurance.

· The team conducted the audit in accordance with the Institution’s policies and the Auditing Standards.

· Judgements are reasonable.

Review should not be left until the completion of the audit.  It should be conducted as soon as possible after each area of the audit has been completed and the working papers properly compiled.  This enables directors and supervisors to exercise effective control over the audit, and any necessary changes can be made quickly.

By reviewing the work, the reviewer takes responsibility for its quality and for the audit conclusions reached, i.e. whether material error exists in the financial statements.  If reviewers are not satisfied with the work done, it is their responsibility to ensure that any deficiencies in the audit and in individual working papers are put right.  There are two stages of review: the first stage and the second stage.

3.3.1 The First Stage Review

The first stage review is a detailed examination of each working paper.  A senior officer in the audit group should conduct the review. The reviewer must not have prepared any of the working papers. 

The first stage review includes detailed examination of essential elements of the audit, the documentation and evaluation of the systems and completed substantive test programmes and other information supporting the work done and the conclusion reached.

The reviewer should give evidence of their review by placing their initials and date on the working papers. Any review points requiring the auditor’s attention should be clearly recorded on a “review sheet”. The auditor’s clearance of review points should also be recorded. The original reviewer should sign the review sheet once they are satisfied with the auditors response to their review points. 

	Example of a review sheet

	



3.3.2 The Second Stage Review

Second stage review is a selective examination of the working papers carried out in sufficient depth by a supervisor, director or counsellor. The extent of the second stage review will depend upon the experience and knowledge of the audit team, the complexity of the audit and the second stage reviewer’s assessment of the risk to the institution.

The reviewer must be satisfied that:

· The audit conformed to the Court’s audit policies and procedures;

· The working papers contain the necessary documentation to support the opinion on the financial statements;

· The audit report is appropriately worded and dated.
The second stage reviewer should also determine that all reviews have been properly documented in the working papers. The second stage reviewer will in particular review any working papers prepared by the first stage reviewer.

The reviewers should give evidence of their review by placing their initials and date on the working paper. Any review points requiring the auditor’s attention should be clearly documented, as should the auditor’s clearance of those points.

Part 4: Quality Assurance 

4.1 Purpose

The Court of Accounts has developed a series of procedures to monitor compliance with the Court’s audit standards and policies. These procedures will be run by the Methods Team, and will involve a peer review of a sample of completed audits each year.  The purpose of these reviews will be to ensure that audits carried out by the Court are planned and executed in accordance with the Court’s Audit Manual, and to ensure that sufficient, appropriate audit evidence has been obtained in support of the Court’s Audit Opinion.  Peer review will also aim to ensure that important audit judgements made when planning and executing each audit are properly justified and documented within the working papers. 

Quality assurance will help to ensure that all members of staff can learn from examples of good practice. It will help the Court prepare a training and development strategy to address any weaknesses in the ways in which the Court carries out its audit work. It will also the Court demonstrate to external bodies such as the Parliament and the European Commission, and others that it carries out its work in line with the international auditing standards produced by the International Organisation of Supreme Audit Institutions (INTOSAI) and the International Federation of Accountants (IFAC).

4.2 Carrying out quality assurance reviews

The Methods Team will ensure that the sample of audits reviewed is representative of the work of the Court, and will aim to cover each division during the review round. The reviewer from the Methods Team responsible for each review will be independent, having not worked on the audit to be reviewed. 

Each review will consider:

· Whether the audit was planned and executed based on a good understanding of the entity’s business;

· Whether materiality was correctly set at an appropriate level;

· Whether a risk assessment was carried out which identified the major risks to the financial statements being materially correct;

· Whether the approach selected was appropriate, and that where substantive assurance was to be taken, the planned sample size was calculated correctly;

· If controls assurance was to be taken,  were the controls correctly identified and tested to give appropriate assurance;

· Whether the audit was executed as planned;

· Whether any errors found during the audit were correctly evaluated;

· Whether the plan and the audit work were reviewed and approved on a timely basis by the Director and/or Counsellor of Accounts;

· Whether the correct opinion and report was given on the financial statements.

The reviews can also be expanded to include any particular emerging issues that are of interest to the Court; for example, how well the audit addressed the transition from cash-based accounts to accruals accounts.

Before each review is carried out the member of the Methods Team responsible for the review will meet with the audit team and discuss the audit. The team should explain how they planned and executed their work, and should discuss the audit findings and any problems that were encountered during the review. The results of the review will be agreed with the Director and Counsellor of Accounts responsible for the Methods Team, who will ensure that all audits are assessed on a consistent basis. Each review should be completed and agreed with the Director and Counsellor of Accounts within two weeks of discussing the audit with the audit team.
4.3 Reporting the results of quality assurance

The Methods team will discuss and agree the results of each review with the audit team responsible for the work.  The Methods Team should inform the audit team of the results as soon as the review is completed.  Audit teams should prepare action plans to remedy any weaknesses identified.

Each year, the Methods Team will prepare an Annual Audit Quality Assurance report summarising the results of the year’s peer reviews.  The report will include examples of good practice and recommend how these can be applied in other audits carried out by the Court. The report will also include examples of areas where the Court’s procedures as explained in the manual have not been correctly applied, along with the actions necessary to ensure the correct application of the Court’s guidance. These actions may include improved guidance (which may include changes to the audit manual or supplementary guidance), or training.  In the second year, and in every subsequent year, the Annual Audit Quality Assurance Report will also record progress in implementing recommendations made during the previous year.  Where the recommendations have not been implemented, the report will include an explanation.

The Annual Audit Quality Assurance Report will be presented through the Methods Counsellor to the President of the Audit Control Section. 

The President of the Audit Control Section will present the Annual Audit Quality Assurance Report to the Plenum of the Court. The Plenum will consider and approve applying good practices as appropriate. The Plenum will also consider recommended actions for amended or new guidance, or training. The Annual Audit Quality Assurance Report should be formally recorded as a document of the Plenum, and the acceptance of the report along with the recommendations of the members of the Plenum must be formally minuted.

Annex A: Control Environment Questionnaire

See section 1.5.2.

	Entity:
	Prepared by: 

	Audit Year:
	Reviewed by:

	A.  Senior management structure and expertise
	Result Yes/No
	Remarks or reference to working paper

	1.  Is there a clearly defined senior management structure?  For example an oversight board, operating board, board committees etc.
	
	

	2.  Are the responsibilities of senior management personnel clearly defined? (preferably in writing)
	
	

	3.   Are senior management employment contracts reasonable (in terms of length,  remuneration conditions etc)?
	
	

	4.  Are there appropriate checks and balances within senior management structure?  For example:

· non-executive directors

· audit committees

· separation of chairman and chief executive responsibilities

· departmental oversight
	
	


	5.  Does the board (or equivalent) have an appropriate range of expertise and experience? (As well as sales, procurement and operating expertise etc. There should be expertise in the areas of finance, accounting and controls.)
	
	

	B. Codes of conduct
	Result  Yes/No
	Remarks or reference to working paper

	1.  Do management promulgate a written code of conduct, applicable to both management and staff, to act as a benchmark for management and staffs attitude and behaviour?
	
	

	2.  Does the code of conduct cover such areas  as: acceptable practice, conflicts of interest, or expected standards of ethical and moral behaviour?
	
	

	3.  Is the code communicated throughout the body?  Is it periodically acknowledged by employees?                                    
	
	

	4.  Are employees informed of what they should do if they encounter improper behaviour?              
	
	

	5.   Are there written policies to regulate management’s dealings with employees, suppliers, customers, creditors and insurers?
	
	

	6.  Is there a written policy in respect of declaring transactions with related  parties?    
	
	

	7.  Is there a written policy in respect of the gifts and hospitality that may be accepted?
	
	

	8.  Is there a written policy in respect of declaring pecuniary benefits and outside financial interest (including such things as directorships, sponsorships, and commission payments) by key officers?
	
	

	9.  Are independent checks performed to reveal common ownership, directorships and family relationships before major contracts or orders are placed?
	
	

	C.  Management’s attitude to internal controls
	Result
Yes/No
	Remarks or reference to working paper

	1.  Do management encourage and act on independent assessments of the control environment and internal controls?  For example:

· are our management letters reviewed and responded to at board level?

· are internal audit reports on controls encouraged by senior management and responded to at board level?
	
	

	2.  Is there an appropriately constituted audit committee with oversight of internal and audit arrangements, and a remit to consider the operation of controls?
	
	

	3.  Does management respond robustly to breaches of codes of conduct and law?  And is there communication throughout the organisation of disciplinary action taken as a result of the breaches?
	
	

	4.  Does management ever override normal procedures, codes, internal controls for instance to pay urgent invoices or appoint personnel?  Are such overrides documented and investigated?
	
	

	5.  Does management provide adequate sources for an appropriate level of internal audit work? (Consider whether the internal audit function is of an appropriate size, quality and independence.)
	
	

	D. Recruitment, retention and remuneration of senior staff
	Result Yes/No
	Remarks or reference to working paper

	1.   Are vacant senior positions widely advertised within the pool of suitably qualified individuals (internally and/or externally)?
	
	

	2.   Are promotion and appointment mechanisms transparent and based on objective and appropriate criteria so preventing undue patronage and nepotism?
	
	

	3.  Is there an independent review of remuneration (including termination payments)?  (ie. by the sponsoring department or sub-committee or remuneration board).
	
	

	4.  Are integrity and ethical criteria included in performance appraisal?
	
	

	5. Is there an independent review of the function and competence of key officers (ie. by Internal Audit, External Audit, Work Study or Supervisory Board?)
	
	

	6.   Are there job descriptions?  If so, do they contain sufficient reference to control related responsibilities?
	
	

	7.  Are executive functions reserved to appropriate levels of management?
	
	

	8. Do delegated authorities appear to be appropriate?
	
	

	E.  Hiring and training employees
	Result Yes/No
	Remarks or reference to working paper

	1.  Are recruitment policies set out in writing?  And are these applied by suitably qualified staff?  (Application screening and recruitment interviewing should be carried out by suitably trained management personnel who are aware of the requirements of the vacant job role and have appropriate skills.)
	
	

	2.  Are there appropriate procedures to verify candidates’ experience, qualifications and references?
	
	

	3.  Do hiring policies require investigations for criminal record?
	
	

	4.  Are new employees made aware of their responsibilities and management’s expectations of them, preferably via a detailed written job description, which is kept up to date over the course of their employment?
	
	

	5.  Is there a regular (at least six monthly) review of each employee’s job performance by relevant line management (and reviewed by more senior management)?
	
	

	6.  Do performance reviews cover the achievement of developmental and training needs, and the future developmental and training requirements of employees?
	
	

	7.  Are there appropriate disciplinary or remedial procedures for ineffective performance?
	
	


	F.  Management oversight of operations
	Result Yes/No
	Remarks or reference to working paper

	1. Is there a clearly defined management / organisation structure with clear reporting lines encompassing all of the organisation’s function and staff?
	
	

	
	
	

	
	
	

	2.  Are there up to date procedure manuals covering both operational and financial/ accounting procedures?
	
	

	3.  Do senior management meeting minutes indicate that management accounts and other management reports receive an appropriate amount of attention and are acted on?
	
	

	4.  Do the accounting records appear to be well ordered and complete, and are financial reconciliations carried out on a regular basis, for example: 

· bank reconciliations

· sales ledger reconciliations

· purchase ledger reconciliations

· stock ledger reconciliations

· payroll

· fixed assets register
	
	

	5.  Is the budget setting process:

· set out in a procedural manual?

· carried out by suitable personnel?

· accepted by line managers and those personnel who have operational responsibility?

· subject to senior management approval

· conducive to budget discipline
	
	

	6.  Are there mechanisms in place to ensure that senior management is informed in a timely manner of :

· impending budget/cash overruns (or significant under runs)

· losses or fraud

· breakdowns in internal control.
	
	

	7.  Are there relevant and reliable performance measures/indicators in place?  Matters to consider here are:

· frequency of reporting

· reconciliation to / deliverability from the accounting records/management accounts or other reliable records

· verification procedures, by, for example, internal audit, external audit, management.

Is there any evidence of management manipulation of performance reporting, so as to enhance results, performance related pay etc?
	
	

	8.  Do senior management give appropriate consideration to the process and results of external audit and the published accounts?
	
	

	G.  Management policies to safeguard against losses, fraud and illegal acts
	Result Yes/No
	Remarks or reference to working paper

	1.  Is there a written policy on dealing with fraud and other illegal acts that has been brought to the attention of all staff?
	
	

	2.  Are there physical safeguards in place to protect against:

· stock and fixed asset losses and misappropriation,

· unauthorized access to computer equipment, records and software,

· loss of accounting and other records,

· loss  through fire, flood, accident etc.
	
	

	3.  Is there a specific officer responsible for physical security of the premises and assets?
	
	

	4.  Is there adequate division of duties within the accounting function?
	
	

	5.  Is the internal audit department independent of the accounting and operating function?
	
	

	6.   Are staff encouraged to seek advice on ethical matters and is there an independent source of such advice?
	
	

	Overall conclusion

Based on the above evaluation, are you satisfied that the overall control environment will ensure that the control procedures will operate effectively in practice? 

Yes/No

Note: The auditor should report any deficiencies in the control environment to the management of the entity. 


Annex B: Control Procedures Questionnaire

See section 1.5.2.

	No
	Assessing internal control
	Answer

Yes/No
	References to working paper folder

	1.
	Has the entity organised an internal control system according to O.G.no.119/1999 regarding internal audit and subsequent financial control? If yes, please present documents. 
	
	

	2.
	Has the entity its own specialised department which is involved in controlling, following and collecting of the local taxes, according to Art.5, paragraph 2, by Law no.189/1998, regarding public finance? If yes, please present documents. 
	
	

	3.
	Are there personnel sheets which include all persons engaged in this department?
	
	

	4.
	Do the entity’s internal controls include financial administration control, which has in view its own administration as well as administration of the public institutions that are subordinated to local administration according to art.5 paragraph 10 by Law no.189/1998? If yes, please present documents(e.g. organisation chart)
	
	

	5. 
	Are there methodological regulations regarding internal control work?
	
	

	6.
	Do the entity’s internal controls involve immediately and fairly recording of all significant operations and events in documents?
	
	

	7.
	Do the entity’s internal controls require the endorsement of all significant operations and events, and these endorsements documented?
	
	

	8. 
	Are approval, control and recording tasks entrusted to different persons?
	
	

	9.
	Do management staff at all levels have an appropriate qualification for achieving their specific tasks? (present CV)
	
	

	10.
	Are the personnel employed in implementing internal controls familiar with the general and specific requirements of this work? If yes, please present the job description sign by the employee and approved by the head of the institution. 
	
	

	11.
	Are there specific criteria and procedures to assess the internal control system? If yes please present it.
	
	

	12.
	Do the internal controls ensure the access to resources and documents, only to authorised persons?  
	
	

	13.
	Had each employee signed the confidential and fairness statement? Is this retained in personal file of employee in the Human Resources Department?
	
	

	14.
	Is a plan available for improving the professional training of personal involved in the internal control work? 
	
	

	15.
	Have the results of the training been assessed?  If yes, please present the results.
	
	

	16
	Is there  a job description approved by the institution’s head for each person who is involved in the internal control system? If yes, please present it.
	
	

	17
	Are the documents regarding internal control tasks kept up to date? If yes, please provide evidence.
	
	

	18.
	Is there  a segregation of tasks and responsibilities in case when a person from this department is missing?
	
	

	19.
	Is there a procedure for supervising the work carried out in internal control system? The documents are signed by the employed and review and signed by another person (head of department)?
	
	

	20.
	Have the staff involved in internal control system the adequate logistic?
	
	

	21.
	Do any internal norms and rules exist to be used by the staff involved in the internal control system, other then those which is provided by Official Orders of The Finance Ministry? If yes, please present it.
	
	

	22.
	Has any non-observance of the law, breaches of duty, fraud or irregularity, been recorded concerning use of public finances? If exist show as the documents drown up in this respect.
	
	

	23.
	Has the internal control system also the duty to verify if the public funds are administrate by the public institution subordinated to the institution? If exist please show us the document.
	
	

	24.
	Does any procedure exist to settle the running and archiving of documents into the entity separately for each financial year? 
	
	

	25.
	Does the internal control system include organising of self preventive control? If exist, present documents in this respect.
	
	


Annex C: Examples of how auditors may test controls

See section 1.6.3.

Internal controls can be divided into two categories – preventive controls and detective controls.  Preventive controls are designed to stop the occurrence of errors or irregularities in the accounting records in the first place. Detective controls are designed to find and correct errors or irregularities in the accounting records, if they have occurred already. Examples of issues to consider and ways of evaluating the controls are given in the table below. 

	MANAGEMENT CONTROLS
	

	The questions/actions which the auditor should consider when testing control procedures.
	The audit techniques which help auditor to test if the control procedures operated effectively

	1. Do you have review the work of junior staff?  If so, please show us if this review is recorded. 
	Inquiry of documentation which provide evidence for review.(e.g. signature)

	2. Do management encourage and act on independent assessments of the control environment and internal controls? 
	Inquiry of documentation in order to provide if management letters are reviewed and responded to at board level and if internal audit reports on controls are encouraged by senior management and responded to at board level.

	3. Does management respond robustly to breaches of codes of conduct and law? Is there communication throughout the organisation of disciplinary action taken as a result of breaches?
	Verify if the reviewing of documents is made in addition to another controls.

	4. Do senior management give appropriate consideration to the process and results of external audit? Does management follow if the recommendations of audit body was in fact implemented? What is the frequency of this ?
	Inquiry of the way in which this follow up is documented. 


	ORGANISATIONAL CONTROLS
	

	The questions/actions which the auditor should consider when testing control procedures.
	The audit techniques which help auditor to test if the control procedures operated effectively

	1. Are in the accounting policies and Manual of procedure, the specific requirements regarding the segregations of duties?
	Inquiry of staff for assessing if the segregation of duties is completed.



	2. Which are the criteria for segregation of duties for each member of staff? Do you have any written paper for supporting these(e.g. job descriptions)
	Observation on Manual of procedures in respect of identifying if segregation of duty are documented.

	3. Are new employees made aware of their responsibilities and management’s expectations of them, preferably via a detailed written job description, which is kept up to date over the course of their employment ?
	

	4. Is the internal audit department independent of the accounting and operating function?
	


	AUTHORISATION CONTROLS
	

	The questions/actions which the auditor should consider when testing control procedures.
	The audit techniques which help auditor to test if the control procedures operated effectively

	1. Who is the person in charge with authorising transactions or accessing to assets and accounting records? Is this a handling or computer assisted process? Show us an example.(e.g signature, minute of the board) 
	Inspection of supporting document in view of endorsement and practical testing of system.

	2. Which are the steps that have to be followed in respect of decide if the authorising could be made at an appropriate level? Are this steps observed? Does any transaction received the authorising?
	

	3. Does any possibility exist to avoid the authorising, even the system is manual or computerised? How internal control system detect this situation? Does this situation exist in our audited financial year?
	

	4. Do delegated authorities appear to be appropriate?
	


	OPERATIONAL CONTROLS
	

	The questions/actions which the auditor should consider when testing control procedures.
	The audit techniques which help auditor to test if the control procedures operated effectively

	1. How often do you perform reconciliations?
	Inspection of reconciliation taken into consideration the following:

- are these cleared (compared) with audited records?

- do these meet the deadline?

	2. Are reconciliations carrying out manual or are processed automatically by IT system, or is a combination of both? 
	Testing of system.

	3. How do you ensure that all the informations are included in a reconciliations process?
	Observation on Manual of procedures.

	4. Are all the reconciliation procedures included in Manual of procedures and accounting policies? Show us the Manual.
	

	5. Does the management review all the reconciliation made?
	


	PHYSICAL CONTROLS
	

	The questions/actions which the auditor should consider when testing control procedures.
	The audit techniques which help auditor to test if the control procedures operated effectively

	1. Have many changes been recorded in accessing to IT system during the audited year?
	Following till to solve, any changing which have taken place during the audited year.

Checking if persons make the periodic physical counts independent of the accounting and asset records under appropriate supervision and if these counts being reconciled with stock records any adjustments write-offs being actioned.

	2. Are there regular physical checks of assets, premises and locations encouraged?
	

	3. Is there a specific officer responsible for physical security of the premises and assets?
	


 Annex D: The Contents of the Current File

	
	Working paper Folders
	Contents that should be in the Working Paper folder

	A
	Audit Plan
	1. Audit Planning Memorandum which should cover:

· Background

· Materiality

· Risk Assessment

· Audit objectives

· Audit approach for each account area

· Resources and timing

· Key contacts at the entity

2. Understanding the entity -  consider and document: 

· External Environment; 

· Legislation to which the entity is subject

3. Materiality calculation

4. Calculation of estimated error and precision

5. Review of Information systems (if applicable) – consider and document: 

· Physical controls (location of computer, back-up, etc;

· and application controls.

6. Risk assessment – consider and document:

· Inherent Risk for each account area

· Control environment questionnaire and overall assessment 

· Control procedures questionnaire (if applicable)

· Control Risk Assessment for each account area

· Specific Risks for the entity

· Specific Risks in respect of each account area

7. Assessment of key controls on each of the account areas.

8. Audit Approach for each account area: Including calculation of sample sizes required, and where applicable any use to be made of analytical procedures or tests of control.

9. Approval of audit planning memorandum by Director and/or Counsellor


	B
	Draft Account
	1. Transaction listings

2. Trial Balance;

3. Draft Account and amendments;

4. Cross reference from Draft Account to individual WPFs.

	C
	Profit and Loss Account Areas. 

For each account area, for example income, salaries, operating expenditure, etc.
	1. Issues from last year;

2. Audit planning document from the audit plan;

3. Audit Programme;

4. Samples tested;

5. Errors found and evaluation of errors

6. Overall lead schedule to show the amount audited for each account area;

7. Summary of matters for attention;

8. Issues to carry forward into next year.

	D
	Balance Sheet Areas

For each account area, for example fixed assets, cash, debtors, creditors etc.
	1. Issues from last year;

2. Audit planning document from the audit plan;

3. Audit Programme;

4. Samples tested;

5. Errors found and evaluation of errors

6. Overall lead schedule to show the amount audited for each account area;

7. Summary of matters for attention;

8. Issues to carry forward into next year.

	E
	Losses
	1. Details of losses;

2. Summary of matters for attention.

	F 
	Internal Audit
	1. Evaluation of Internal Audit;

2. Summary of matters for attention.

	G
	Liaison
	1. Copies of correspondence with entities;

2. Summary of matters for attention.


GLOSSARY

	Account Area
	Types of transaction (() subject to similar internal controls (() or risks. For instance, “salaries”, “purchases” and “income from fees and charges”.

	Accruals Accounts
	A financial statement (() that discloses payments in the period they are incurred and income in the period it is earned.

	Analytical procedure
	Where an auditor uses financial data, or financial and non-financial data to forecast a figure from the financial statements (().  The auditor investigates variations between a forecast account figure and an actual account figure.  The auditor may use analytical procedures to gain substantive assurance instead of Direct Substantive Procedures ((). The auditor may also use analytical procedures to identify risks during planning.

	Assertion
	See Audit Assertion.

	Audit Assertion
	Representations by management that are embodied in the financial statements.  They may be implicit or explicit. Examples include “that financial statements are complete”, and “that all transactions accord with relevant laws”.  The audit objectives are to test these assertions. 

	Audit Certificate
	See Audit Opinion.

	Audit Objectives
	The specific objectives of an audit are to test “Audit Assertions” (().

	Audit Opinion
	A clear written expression of the auditor’s conclusions on whether the financial statements as a whole give a true and fair view (or are presented fairly, in all material respects,) in accordance with the identified financial reporting framework.
Also know as an Audit Certificate.

	Audit Procedures
	Ways the auditor gather evidence. Comprise direct substantive procedures ((), analytical procedures (() and tests of controls ((). 

	Audit Programme
	A document setting out the nature, timing and extent of planned audit procedures (() required to implement the overall audit plan. It is a set of instructions to auditors involved in the audit.

	Audit Risk
	The risk that the auditor gives an inappropriate audit opinion (() when the financial statements are materially misstated. Audit risk has three components: inherent risk ((), control risk (() and detection risk (().

	Audit Sampling
	Where the auditor applies audit procedures (() to less than 100 per cent of the transactions (() within an account area ((). Can enable the auditor to obtain and evaluate audit evidence to form or assist in forming a conclusion concerning the population (() that makes up the account area. See Statistical Sampling.

	Audit Trail
	The means by which individual transactions (() can be traced from their origins to the general ledger (() and financial statements ((), and which allows figures in financial statement to be analysed into individual transactions. Establishing audit trails is the responsibility of management.

	Cash Accounts
	A kind of financial statement (() which discloses payments in the period they are made and income in the period it is received. Different from accruals accounts (().

	Control Environment 
	Entity management’s attitude toward and knowledge of control procedures (().  A good control environment exists where managers understand their responsibility for control and take these responsibilities seriously.

	Control Procedures
	The policies and procedures adopted by an entity’s management to protect against fraud, losses, illegality or error, and to achieve its objectives.  Control procedures may prevent illegality or error (such as a requirement for two authorising signatures before the entity purchases items above a stated value), or enable the entity to detect and correct them (reconciliations (() for instance). 

	Control Risk
	The risk that a misstatement that could occur in an account area (() and that could be material ((), individually or when aggregated with errors in other account areas, will not be prevented or corrected on a timely basis by the internal controls ((). One of the three components of Audit Risk (().

	Current file
	Includes all the working papers (() applicable to the current audit year. For instance, it includes the planning memorandum, audit programme ((), and the results of audit tests.

	Detection Risk
	The risk that the auditor’s procedures will not detect errors in an account area  (() that could be material ((), individually or when aggregated with errors in other account areas. One of the three components of Audit Risk (().

	Direct Substantive Procedures
	An auditor’s tests of individual transactions. For instance, an auditor checks that salary payments are to genuine employees and at the correct rates by examining salary payments, personnel records and pay regulations. Also known as direct substantive testing and tests of detail.

	Direct Substantive Testing
	See Direct Substantive Procedures.

	Double entry accounting
	An accounting practice that requires that for any accounting entry, there is a matching debit (() and credit (() recorded in the general ledger (()

	External Audit
	Independent appraisal or monitoring function. Responsible for giving an opinion on whether financial statements (() are complete and accurate, and transactions (() are legal and regular.  Often also conducts performance audits (audits of the economy, efficiency and effectiveness with which entities use their resources). Different from internal audit((), in that external audit is outside the audited entity.

	Financial Audit
	An audit that aims to give an opinion on whether financial statements (() are complete and accurate, and on whether transactions (() are legal and regular (accord with relevant laws and regulations). Audit of entity’s compliance with laws and regulations (regularity) is therefore part of financial audit.

	Financial Control
	1. Internal controls (() intended to help entities minimise their exposure to avoidable financial risks and ensure that financial information is reliable.  Financial controls include control procedures (() intended to help the entity maintain proper accounting records, safeguard assets, and prevent and detect fraud.

2. For the purposes of European Union Accession Negotiating Chapter 28, “financial control” comprises Internal Control ((), Internal Audit (() and External Audit (().  

	Financial Statements
	Documents which set out the financial performance of an entity for a period (usually a year). For accruals accounts ((), the financial statements normally comprise the income and expenditure account; the balance sheet, the cash flow statement and the statement of recognised gains and losses. By contrast, financial statements prepared on a cash basis (cash accounts (()) consist of a receipts and payments account.

	General Ledger
	An entity’s accounting record that holds details of individual transactions (() processed. General ledger accounts typically group transactions e.g. salaries.

	Inherent Risk
	The susceptibility of an account area (() to contain error that could be material ((), individually or when aggregated with errors in other account areas, assuming there are no related internal controls ((). One of the three components of Audit Risk (().

	Internal Audit
	An appraisal or monitoring function established by an entity’s management.  Responsible for reviewing accounting systems and control procedures.  According to the international standards, internal audit should be independent of day to day operations – for instance, it should play no part in authorising transactions (().  Internal Audit is part of an entity’s system of internal control (().

	Internal Control
	Controls established by an entity’s management to give reasonable assurance (() of the efficiency and effectiveness of operations, the reliability of financial information, and compliance with laws and regulations. Includes financial control ((). Comprises the control environment (() and control procedures ((). 

	Material
	A matter is material if knowledge of it would be likely to influence the user of the financial statements.

	Materiality level
	A benchmark or threshold against which the auditor judges the significance of audit results. 

	Monetary Unit Sample
	A method of sampling transactions (() for direct substantive procedures (() whereby a relatively high value item is more likely to appear in the sample than a lower value item.  

	Non-Sampling Risk
	The possibility that the auditor may reach an erroneous conclusion for any reason not related to the size of the sample. For example, most audit evidence is persuasive rather than conclusive, the auditor might use inappropriate audit procedures ((), or the auditor might misinterpret evidence.  An element of detection risk (() with sampling risk (().

	Objective
	See Audit Objectives.

	Permanent file
	Contains information about the audited entity of continuing interest and relevance from year to year. For instance, this file contains the entity’s legal framework, and working papers (() setting out previous years’ assessment of inherent risk (() and control risk (().  

	Population
	The set of data from which the auditor selects a sample and about which the auditor wishes to draw conclusions. 

	Precision
	A money figure the auditor calculates during planning to represent how precise they want their estimate of error to be.  The auditor uses it to calculate the size of any statistical sample (() direct substantive procedures (().  If auditors use IDEA to draw a monetary unit sample ((), the application calculates precision automatically.

	Reasonable Assurance
	1. The level of assurance the auditor can provide that financial statements ((), taken as a whole, are free from material misstatement.  The auditor cannot provide absolute assurance because auditors need to use judgement, sampling and because of the inherent limitations of internal controls (see 2 below).  The risk that the auditor’s opinion will be inappropriate is known as audit risk (().

2. The level of assurance management’s internal controls (() can provide as to the efficiency and effectiveness of operations, the reliability of financial information, and the compliance with laws and regulations. For example, no system of internal control can guarantee that they will prevent human error or fraud.

	Reconciliations
	Where entity officials compare two pieces of financial data, or financial and non-financial data, to ensure complete and accurate processing of transactions ((). For instance, comparing (“reconciling”) a bank statement with internal records of payments made or money received, establishing the reasons for any difference, and making corrections where differences have been caused by incomplete or inaccurate processing. A kind of control procedure (().

	Regularity Audit
	An audit that aims to assess whether transactions (() accord with relevant laws and regulations. Part of Financial Audit (()

	Risk Factor
	A number (which can be 0.7, 2.0, or 3.0) which represents the overall level of inherent risk and control risk. Auditors use the risk factor to calculate sample sizes.

	Sampling Risk
	The possibility that the auditor’s conclusion, based on a sample may be different from the conclusion the auditor would have reached if they had subjected the entire population to the same audit procedure.  Element of detection risk (().

	Simple Random Sample
	A method of sampling transactions (() for direct substantive procedures (() or tests of controls (() whereby all transactions have an equal chance of appearing in the sample.

	Statistical Sampling
	Any approach to sampling where population (() items are randomly selected, and where probability theory is used to evaluate sample results, including quantifying sampling risk (().

	Substantive Analytical Procedure
	See Analytical Procedure.

	Substantive Procedure
	Tests auditors perform to obtain audit evidence. They are of two types: direct substantive procedures ((), and analytical procedures (().

	Tests of controls
	A kind of test auditors perform to obtain audit evidence about whether control procedures (() are adequate, work as intended, and operate throughout the audit year. 

	Transaction
	An individual payment made by an entity, or an individual amount received by an entity.    

	Trial Balance
	An accounting record that summarises all debit and credit entries recorded in the general ledger ((), and which is the basis for producing the financial statements ((). The net value of transactions (() recorded in the Trial Balance should be zero.

	Working papers
	Documents the auditor prepares to record the work they have done and their conclusions. Included on a current file (() and sometimes on a permanent file (().



 If the auditor suspects or finds material error or irregularity, the auditor aims to quantify the extent of the error or irregularity.

2 We do not set precision as equal to the difference between materiality and our estimate of error, as this may lead to too small a sample size.  This is because we may have underestimated error; and our formula is strictly valid only when no errors appear in the sample.  Any errors found cause an increase in the sample size needed for a given planned precision to be attained.
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� If the auditor suspects or finds material error or irregularity, the auditor aims to quantify the extent of the error or irregularity.


� We do not set precision as equal to the difference between materiality and our estimate of error, as this may lead to too small a sample size.  This is because we may have underestimated error; and our formula is strictly valid only when no errors appear in the sample.  Any errors found cause an increase in the sample size needed for a given planned precision to be attained.
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