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Options for audit testing
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Consider Wish to rely on

control operating effectiveness
risk of controls?

Assess

Inherent risk
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Consider Wish to rely on

control operating effectiveness
risk of controls?

_ Assess_
iInherent risk

Ilgnore control risk SUBSISAMVE Tests of

testing alone

(use inherent risk only) suffcient controls
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Consider
Co_ntrol
risk

_ Assess_
iInherent risk

Ignore control risk
(use inherent risk only)

Assess control risk
(which may reduce RMM)

Wish to rely on
operating effectiveness
of controls?

Substantive
testing alone
insufficient

Tests of
controls
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Controls
tested and
operating
effectively?

Significant
risk area?

Analytical Must include tests
procedures only of detail (e.g. sampling)
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Effective substantive analytical review
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The streetlight dilemma...

You work as an administrator in the Facilities Management department
for Midchester Council. You've just been asked to contribute to an
environmental report being prepared for the government. The data
you need to submit is the number of active streetlights deployed
in Midchester — and you can’t find any recent records providing
this figure (it used to be counted every five years, but the last
available figure is from 1995).

You will need to estimate a figure to include in the report. It won't
need to be exact — but you equally can’t afford to make a wild guess!
You have one week before the report is finalised.

NB Assume you cannot personally count every streetlight in time!
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The streetlight dilemma...




Analytical procedures:

Evaluations of financial information through
analysis of plausible relationships among both
financial and non-financial data. Analytical
procedures also encompass such investigation as
is necessary of identified fluctuations or
relationships that are inconsistent with other
relevant information or that differ from expected
values by a significant amount.

FRC Glossary of Terms (Auditing and Ethics) 2024



Common types of financial relationships

- L

LINEAR EXPONENTIAL STEPPED GROWTH
GROWTH GROWTH
LINEAR DECAY EXPONENTIAL DECAY FIXED (NO

RELATIONSHIP)
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The five-step model...

XPECTATION
ALCULATION
NVESTIGATION
UBSTANTIATION
ONCLUSION

2020



The five-step model...

(3XPECTATION

We start with developing an
expectation for the relevant
balance or transaction total, based
on our understanding of the entity,

its circumstances and the inherent
relationships within the data.

Beware - this can be harder than it
first appears!
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The five-step model...

We then calculate the expected

@ ALCU LATION figure based on the expectation
and evaluate the variance
between this and the balance or
total under test.

We must set a tolerance threshold
before the calculation!
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The five-step model...

If the variance exceeds our
threshold, we must investigate

o NVE STI GATI O N \;v::l;t rrjneprt|t(r)1rlwsc~:I Se?rt:)erst(i)nf?r?(let)é:alcuIation

or a potential misstatement in the
balance or total.
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The five-step model...

Any explanations, as well as any
assumptions used in the calculation,

need to be substantiated using a
test of detalil.

)UBSTANTIATION

2020
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The five-step model...

We finish with a conclusion and

decide whether alternative
approaches are needed.

(¥ ONCLUSION
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AR In the audit process

PLANNING

Used for understanding the entity
and its performance

Can identify unexpected variances
for later testing

Typically trend and/or ratio analysis

2929
Hont ATION

FIELDWORK

Used as a substantive testing
technique (instead of tests of detail)

Aims to provide evidence of
‘reasonableness’ of the data

Several types of technique...

REVIEW

Used to ensure the final figures
reflect our understanding and
make sense in light of our testing
A final sense-check for manager/RI

Typically trend analysis
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Substantive analytical review

Best for large volumes of predictable transactions
Different types provide differing levels of assurance
Must involve a suitably precise expectation

Must include a tolerance threshold (before the test!)
Must corroborate the information and explanations
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Trend analysis

The simplest form — assumes
a relationship with time

Works best when there'’s:

* Reasonable basis for time relationship
* Several periods of data to include

o o * Stable circumstances

Vulnerable to changes in
circumstances,
‘step’ changes and other factors

Must be based on expectation!

®
)
o

TIME -
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Ratio analysis

0

Based on expected inter-relationships
between data items

Often used with/in other analytical

procedures
Beware — small changes may mask big

movements in data items
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Proof in total

Uses known factors or changes to build
’ 9‘ up a predictive model
i Most effective where:

* Small number of relevant factors/changes
* Factors/changes can be substantiated

* Based on solid understanding of the entity
and its circumstances

Often the most complex technique
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Tests of detail: Sample testing
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Taking deductions on the Sampling form — documenting the
evaluation and implementation of controls in your sales
walkthrough is not sufficient to Say you have tested the operating
effectiveness of controls.

ntities

' oss multiple e
' lit sample sizes acr
s it appropriate to spli ace?

I . .
if same system/ operation in

2020

INNOVATION




Sample testing: a reminder

A sample test selects items from a population of similar items in such a way that
the tester can draw inferences about the population from the sample.

Testing all items is not sampling.
Selecting specific items because they are distinct in size or nature is not sampling.

1

|
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What can go wrong?

Non-sampling risk
Sampling risk
Inappropriate

The risk that the . : procedures
conclusion would be Risks associated

Misinterpretation

different if the whole with sampling of the evidence

population were

tested Failure to recognise a
misstatement
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Sample size cap / Uncapped sample

image from pngtree.com



Populations and stratification
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Populations and stratification
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Populations and stratification
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Populations and stratification

Stratified (targeted sample)
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Populations and stratification
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Populations and stratification

2020

--------
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---------

(2,

Heterogenous (split up)
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Exercise: Samples and populations

You are attending the stocktake at a client that manufactures plastic toys from bought-in
components and sells to retailers. The assembly process takes very little time per unit and
the stocktake is held at the weekend, so there is no WIP. Very few boxes will be open since
the assembly team open immediately before each shift. In value terms, around two-thirds of
warehouse stock is raw materials and one-third is finished goods.

All stock is held in boxes in the warehouse — whether raw materials, unused packaging or
packed toys ready to be palletised and shipped. The client counts stock using six pairs of
staff, supplied with stocksheets and ‘clickers’ to count boxes for each stock line.

You will observe the count and will reperform a sample of counts from sheet to shelf and vice
versa. Your methodology calculates a sample size of 30.

How many items should you test for sheet to shelf and shelf to sheet, for (a) raw materials
and (b) finished goods?
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Exercise: Samples and populations

You are attending the stocktake at a client that manufactures plastic toys from granulated
plastic and sells to retailers. The injection moulding process takes very little time per batch
and the stocktake is held at the weekend, so there is no WIP. Very few boxes will be open
since the assembly team open immediately before each shift. In value terms, around two-
thirds of warehouse stock is raw materials and one-third is finished goods.

Finished goods stock is held in boxes in the warehouse. The client counts this stock using
four pairs of staff, supplied with stocksheets and ‘clickers’ to count boxes for each stock line.

Raw materials (coloured pellets) are stored in large steel hoppers. A digital display shows
the quantity held in kilos. There are 18 hoppers, representing each colour used in the
products.

You will observe the count and will reperform a sample of counts from sheet to shelf and vice
versa. Your methodology calculates a sample size of 30.

How many items should you test for sheet to shelf and shelf to sheet, for (a) raw materials
and (b) finished goods?
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Dealing with errors
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Audit evidence for specific areas
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Audit evidence for specific areas
Revenue
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Revenue risk assessment
must be assertion-specific

When identifying and assessing the risks of material
misstatement due to fraud, the auditor shall, based on a
presumption that there are risks of fraud in revenue
recognition, evaluate which types of revenue, revenue
transactions or assertions give rise to such risks ...The
auditor shall treat those assessed risks of material
misstatement due to fraud as significant risks and
accordingly, to the extent not already done so, the auditor
shall identify the entity's controls that address such risks,
and evaluate their design and determine whether they
have been implemented). (Ref: Para. A32-A33)

ISA (UK) 240 paragraphs 27 and 28



Which assertions?

@ Completeness @ o
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Which assertions?

Accuracy

UNDERSTATEMENT Completeness OVERSTATEMENT




Directional testing in practice

Testing for UNDERSTATEMENT

Testing for OVERSTATEMENT
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Which direction is most relevant for fraud?

Circumstance Risk

Entity is listed and there are incentives for management to inflate the share price by 4 Overstatement
manipulating reported profit

An owner-manager wishes to sell the business to a third party. The deal price will be 4 Overstatement

linked to revenue

Management wish to reduce corporate tax payments
Management bonuses are linked to revenue performance against targets 4 Overstatement

Management wish to buy out existing owners and the deal price will be linked to
revenue or profit

The company is close to a regulatory revenue threshold - exceeding this is perceivedto ~ # Overstatement
be highly advantageous to management / owners

The company is close to a regulatory revenue threshold - exceeding this is perceived to
be highly disadvantageous to management / owners
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Audit evidence for specific areas
Accounting estimates
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Accounting estimates

Accounting estimates vary widely in nature and

are required to be made by management when the

monetary amounts cannot be directly observed. The
measurement of these monetary amounts is subject to
estimation uncertainty, which reflects inherent limitations in
knowledge or data. These limitations give rise to inherent
subjectivity and variation in the measurement outcomes. The
process of making accounting estimates involves selecting and
applying a method using assumptions and data, which requires
Jjudgment by management and can give rise to complexity in
measurement. The effects of complexity, subjectivity or other
inherent risk factors on the measurement of these monetary
amounts affects their susceptibility to misstatement.

ISA (UK) 540 paragraph 2



Scepticism

Question and challenge
Don’t just seek corroboration
Look for contradictory evidence
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How to demonstrate scepticism

* Don't follow checklists

- QObtain and evaluate evidence

- Don’t prejudge the conclusion

- Document judgements

+  Standback

* Supervision, file review and coaching




Documentation

Understanding the Understanding the
entity — what estimates entity — how are

are needed estimates generated
Planning

Planned audit

Prior year review
approach

Review evidence
supporting the
estimate

Document testing and
results

Fieldwork
Overall evaluation of

the accounting Obtain representations
estimate

Risk assessment —
complexity / subjectivity

Risk level — significant
risk?

Review contradictory
evidence

Report results to
management and
TCWG
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The fieldwork approach
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The fieldwork approach
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The fieldwork approach
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The fieldwork approach
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Audit evidence for specific areas
Going concern
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Going concern

—————

MINIMUM 12-MONTH FORECAST PERIOD

Y

1. ldeally, rolling forecast
2. If not, extrapolate trends
Don’t do nothing!



Breaches of covenant: commercial implications

Need to contact lender to explain
e Circumstances that led to the breach
* Expectations for duration

* Mitigating action

Lenders can waive covenant conditions
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Letters of support - a guide for
auditors

Frequently asked questions for auditors on letters of support. This guide from the Audit

and Assurance Faculty covers considerations for auditors when deciding whether a letter

of support may be relied on as audit evidence.

2020/21 REPORTING

When directors of a subsidiary entity are taking steps to satisfy themselves that the entity is a going concern and



What should auditors consider?

Have we got other evidence, such as: .
« Parent’s recent, audited financial statements

- Up-to-date parent management accounts

*  Group cash flow forecasts

» Track record of support

*  Needs of other subsidiaries for similar support
»  Strategic importance of subsidiary
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Audit evidence for specific areas
Management override
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What is management override
and why should | care?
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Management is in a unique position to perpetrate

fraud because of management's ability to manipulate
accounting records and prepare fraudulent financial
statements by overriding controls that otherwise appear to
be operating effectively ...Due to the unpredictable way in
which such override could occur, it is a risk of material
misstatement due to fraud and thus a significant risk.
Irrespective of the auditor's assessment of the risks of
management override of controls, the auditor shall design
and perform audit procedures to ...test the appropriateness
of manual or automated journal entries recorded in the
general ledger and other adjustments made in the
preparation of the financial statements...

ISA (UK) 240 paragraphs 32-33



...In designing and performing audit procedures
for such tests, the auditor shall:

(i) Make inquiries of individuals with different
levels of responsibility involved in the financial
reporting process about inappropriate or
unusual activity relating to the processing of
Journal entries and other adjustments;

(ii) Select journal entries and other adjustments
made at the end of a reporting period and post-
closing entries; and

(iii) Consider the need to test journal entries and
other adjustments throughout the period.

ISA (UK) 240 paragraphs 32-33



2020

INNOVATION

Fraud risk factors

Tests of control Degree of
over journal processing automated controls

Nature and complexity
of the accounts

Characteristics of a Journals posted outside
fraudulent journal normal course of business
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Selecting journals to test

Only journals over performance materiality
(PM)?

Large or unusual journals? What's the criteria”
Descriptor alone?
Anything more sophisticated? (Short of ADA...)




Entry Mao. Eate G/L Account No.  Description Source Code  Source Mo, Source Type  Closing Entry Amount
1545 1/01/2022 1310 Direct Cost 20000 on 01/01/22  INVTPCOST False 5,908.00
1549 1/01/2022 1310 Direct Cost 30000 on 01/01/22  INVTPCOST False 3,200.00
1553 1/01/2022 1310 Direct Cost 50000 on 01/01/22 INVTPCOST False 840.00
1557 1/01/2022 1310 Direct Cost 40000 on 01/01/22  INVTPCOST False 648.00
1561 1/01/2022 1310 Direct Cost 50000 on 01/01/22 INVTPCOST False 2,840.00
1565 1/01/2022 1310 Direct Cost 40000 on 01/01/22  INVTPCOST False 568.00
1569 1/01/2022 1310 Direct Cost 10000 on 01/01/22 INVTPCOST False 1,136.00
1573 1/01/2022 1310 Direct Cost 20000 on 01/01/22 INVTPCOST False 2,800.00
1577 1/01/2022 1310 Direct Cost 40000 on 01/01/22 INVTPCOST False 560.00
1581 1/01/2022 1310 Direct Cost 20000 on 01/01/22 INVTPCOST False 840.00
1585 1/01/2022 1310 Direct Cost 10000 on 01/01/22  INVTPCOST False 1,400.00
1548 1/01/2022 2245 Invoice 108001 PURCHASES 20000 Vendor False -5,908.00
1536 1/01/2022 2245 Invoice 108003 PURCHASES 50000 Vendor False -340.00
1560 1/01/2022 2245 Invoice 108004 PURCHASES 40000 Vendor False -648.00
1564 1/01/2022 2245 Invoice 108005 PURCHASES 50000 Vendor False -2,640.00
1568 1/01/2022 2245 Invoice 108006 PURCHASES 40000 Vendor False -568.00
1576 1/01/2022 2245 Invoice 108008 PURCHASES 20000 Vendaor False -2,600.00
Total 0.00

What does journal

testing meanin
practice?




a failure of imagination?
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Effective documentation
and recording of evidence
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‘ ‘ [Insert test] needs a clearer
explanation of how the assertion was
addressed...
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The auditor shall prepare audit documentation that is
sufficient to enable an experienced auditor, having no
previous connection with the audit, to understand:

(a) The nature, timing and extent of the audit procedures
performed ... ;

(b) The results of the audit procedures performed, and the
audit evidence obtained; and

(c) Significant matters arising during the audit, the
conclusions reached thereon, and significant professional
Judgments made in reaching those conclusions.

ISA (UK) 230 paragraph 8
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In documenting the nature, timing and extent
of audit procedures performed, the auditor
shall record:

(a) The identifying characteristics of the specific items or
matters tested;

(b) Who performed the audit work and the date such work
was completed; and

(c) Who reviewed the audit work performed and the date and
extent of such review.

The auditor shall document discussions of significant matters
with management, those charged with governance, and others,
including the nature of the significant matters discussed and
when and with whom the discussions took place.

ISA (UK) 230 paragraphs 9-10



Practical tips

Record enough detail that someone could
exactly reperform the work

Don’t include copies of source
documents unless this is the most
efficient approach

State the assertion and method
Analyse errors (especially if sampling)

Explain your judgement and draw a clear
conclusion if you can — if not, ensure the
workpaper is followed up and concluded
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2020

Thank you for listening ANGVATION

The content of this course, along with the slides and accompanying notes, remains the copyright of the presenter and should not
be reproduced, shared, distributed or provided to generative artificial intelligence (Gen Al) language models (or equivalent)
without permission.

Where this document contains public sector information, this is licensed under the Open Government Licence v3.0
(www.nationalarchives.gov.uk/doc/open-government-licence/version/3/).

Where reference is made to professional body websites, the copyright for the material in question is retained by the relevant
professional body. UK Accounting, Auditing and Ethical Standards are © Financial Reporting Council Ltd (FRC)
(https://www.frc.org.uk/about-the-frc/procedures-and-policies/disclaimer-and-copyright).

20:20 Innovation cannot accept responsibility for any person acting or refraining to act as a result of any material contained in this
document or information otherwise shared during or after the training course to which it relates
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