[image: image1.png]



As many firms have now completed a number of audit assignments under the clarified International Standards of Auditing (UK and Ireland) (ISA+s), we thought that this would be a good opportunity to revisit common weaknesses encountered by our technical team when conducting file reviews.
Planning

We have all heard of the common phrase ‘failing to plan is planning to fail’ and this is certainly appropriate in the context of audit assignments. There is no doubt that planning is the key to an efficient and effective audit assignment yet this is one area which is often poorly documented.

It is clear from discussions with Responsible Individuals (RIs) and audit teams that knowledge of the client, their business and associated risks is good, yet the documentation of this is often too brief and does not fully embrace the requirements of the risk and fraud ISAs (ISA+ 315 and ISA+ 240).

Consideration of fraud risk

Far too often this is covered by a simple statement that risk is low and there is no knowledge of any fraud in the year.
Teams need to document how this low risk assessment has been arrived at and the risks must be discussed both with the client and within the audit team. 

Considerations should be given to specific areas susceptible to fraud through theft such as cash based businesses, high value stocks, fixed assets etc. What security measures are in place over assets? 

In terms of fraudulent reporting, what risk management policies and procedures do management have and what is the result of their risk assessment?

Don’t forget that fraud risk could change from one year to the next and so should be reassessed on an annual basis.

Identification of revenue recognition and management override risks

Following on from fraud risk, ISA+ 240 assumes that there are two significant risks on all assignments: those arising from revenue recognition criteria and management override of controls. The latter is an aspect of the clarified ISA+ regime.

Whilst many firms are now adequately highlighting revenue recognition as a significant risk, there continues to be no clear statement of the specific audit procedures planned to address this. There is often also no record of the client’s revenue recognition criteria.

Management override is a risk area that a lot of firms are currently overlooking, concluding that the risk is low due to strong internal controls. Where there is potential for management override of controls, this must be identified as a significant risk and appropriate procedures performed. This is likely to be the case in the majority of owner managed businesses.
ISA+ 240 gives details three areas which need to be tested when considering the risks associated with management override of control. These are:

· testing the appropriateness of journals;

· challenging accounting estimates; and

· gaining an understanding of significant transactions which appear to be outside the normal course of business

More often than not, some or all of the above procedures will have been performed during the course of the fieldwork but these need to be properly documented and clearly linked back to management override risk.

It is important to remember that where a risk is deemed ‘significant’, audit procedures must include an element of substantive testing.

Identification and assessment of related parties (ISA+ 550)

Following the introduction of the clarified ISA+s, requirements in this area have been extended. Whilst many firms are including a detailed list of related parties and likely transactions, the potential for fraud risk within the related party transactions is often overlooked and not assessed.
Further guidance on the specific requirements of ISA+ 550 was covered in the February 2011 edition of Newswire.

Consideration of significant accounting estimates (ISA+ 540)

Again, the need to consider accounting estimates in more detail is as a result of the clarified ISA+s and this is generally an area where there appears to be an general lack of understanding. 
Permanent files often document that there are no significant accounting estimates affecting the audit assignment. This would be unusual and audit teams need to remember that such estimates are not limited to complex areas such as pension provisions, share based payments and fair values etc but may also include common items such as depreciation and stock & debtor provisions. The files should demonstrate that such areas have been considered and a conclusion given as to whether or not these are deemed to be significant in the context of that assignment.

In addition to identifying accounting estimates, ISA+ 540 also requires teams to assess the risk of material misstatement by considering indicators of potential management bias relating to these areas.
Identification of ethical threats
Most of the firms that we visit provide other accountancy services to their audit clients resulting in both a self review and management threat.

Over the past few years, an improvement in the identification of such threats has been seen although documentation of appropriate safeguards still remains a weak area, especially in relation to the management threat. . In such instances, it is frequently documented that journal adjustments will be discussed and agreed with informed management although there is often no evidence that such discussions have taken place. 

In this respect, we recommend that that informed management are asked to sign a profit reconciliation as evidence of their review and approval of the journal adjustments proposed by the firm. Alternatively, an appropriately worded paragraph may be included in the letter of representation.

The Provisions Available for Small Entities (PASE) may be utilised in certain circumstances although it seems that there continues to be a knowledge gap with firms not fully understanding how or when this may be applied. Subscribers to our audit manual will find guidance on this subject in the procedures manual.
Evaluation of the implementation and design of key controls

Systems notes are generally prepared and related key controls are often identified at this stage. However, the confirmation of the design and implementation thereof is often poorly documented.

Most firms choose to confirm this through a walkthrough test. Whilst this can be appropriate, it is important that this walkthrough extends beyond the system process to the actual key controls identified. For example, is there evidence that authorisation controls, numeracy checks etc have actually been implemented?

Audit fieldwork

Documentation is key

A common weakness identified is the clarity of the audit work performed. Too often it is not clear:

· which audit assertion is being tested;

· how an assertion has been tested;

· what the full results of the test are; and/or

· how outstanding points / queries have been cleared.
In the majority of instances, audit teams are able to provide additional explanations or evidence during the review debrief meeting but the fact that we have had to raise the question in the first instance is a good indication that the quality of documentation needs improvement.

One of our key recommendations in this area is that each audit assertion being tested should be supported by a clear test schedule detailing:

· the objective;
· the method (including sample size and selection methods);
· the results; and
· the overall conclusion.
Again, subscribers to our audit manual will find proforma working papers to assist with this.
Testing of related party transactions and balances

As noted above, requirements in this area have been significantly expanded following the revision to ISA+ 550.

The approach adopted by most firms is to agree the financial statement disclosures to the accounting records. Whilst this does test the accuracy and validity of the disclosures, it provides no evidence of completeness. The file needs to document what procedures have been done to ensure that there are no undisclosed related party transactions.

Overreliance on analytical procedures

On occasion, the decision is made to perform analytical procedures to reduce or eliminate the need for further tests of detail. However, more often than not, the analytics performed are not sufficiently robust to satisfy the audit objective without other supporting tests. 
If analytical review is to be relied upon, this must be substantive with corroborative evidence included.  The basic steps to be performed for effective analytical review should be:

· set an expectation;

· determine an appropriate threshold for which variances from expectations may be accepted without the need for further investigation;

· compare expected values with actual values;

· investigate variances over the determined threshold (including corroborating management explanations); and

· conclude as appropriate.

The setting of an appropriate threshold is an important factor following the redrafting of ISA+ 520 where this is now a specific requirement where substantive analytical procedures are performed.

Improper use of directional testing

The key profit and loss transaction streams of sales and purchases are commonly covered by directional tests of detail. However, the direction of the test is often confused and as a result, the desired objective is not achieved.

In the majority of cases, it is sales testing which is performed in the wrong direction. As this is a test of completeness, the sample needs to be selected from data outside of the accounting system such as sales orders or goods despatch notes. Testing from the sales day book does not ensure that all sales have been recorded.
Conversely, purchase testing focuses on the validity of expenditure. As such, testing needs to begin with a nominal ledger entry to ensure that this is fully supported by an invoice or other appropriate documentation.

The completeness of creditors is another area where testing is also often performed in the wrong direction with year-end balances being agreed to after date payments made. This will not confirm the completeness of balances. 
The most effective method would be to obtain supplier statements and agree these to the ledger balances. However, in the absence of statements, it is recommended that the test is redesigned so that a sample of after date purchase day book payments are selected and agreed to a related year end ledger balance.

It should also be remembered that when selecting a sample of trade creditors, this should be based on activity levels during the period rather than year end balances.

Completion

Consideration of going concern and post balance sheet events
This continues to be the key area of weakness in the completion section with the narrative on file not fully supporting the conclusions reached.

Both going concern and post balance sheet events must be discussed with management and the nature of these discussions should be fully recorded on file.

Where management accounts and / or trading forecasts have been obtained in support of going concern, the review needs to include an assessment of the major assumptions used in their preparation and whether they appear to be realistic and attainable. 

The minimum 12 month period from the date of approval is often also overlooked, with forecasts generally only covering one year from the balance sheet date. Discussions need to be held with management in respect of their plans beyond this period.
Final analytical review

On many files, this is either not completed or is limited to a set of variances and / or ratios with little or no supporting commentary.

Final analytical procedures need to be completed in sufficient detail such that it is clear the firm has sufficient understanding of the final figures, based on their knowledge and experience of the client.

If you would like any further information on our peer review service or are interested in booking a review please contact Dawn Hollies at dawn.hollies@mercia-group.co.uk.
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