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	UNIT ONE: AUDIT SAMPLING



1.1 Audit Tests
An audit strategy involves the evaluation of internal controls and the performance of substantive tests. Substantive tests may be derived from test of details, analytical procedures or any combination of the two. Tests of details involve examining details of an account in an attempt to reconstruct and draw conclusions about the reported account balance, while analytical procedures involve drawing conclusions based on expected amounts calculated by the auditor. Generally, it is easy to obtain the necessary data to perform the analytical analysis regardless of the size or complexity of a company's accounting system. Auditors use five types of tests to determine whether the financial statements are fairly stated. 
(1) Understanding of Internal Control
An auditor should understand the internal control of his client before starting the audit job. The auditor must focus attention on both the design and the operation aspects of the internal control to the extent necessary to effectively plan the rest of the audit. Five types of audit procedures used to understand the internal control are given below:
· Update and evaluate the auditor’s previous experience with the entity
· Make inquiries of client personnel
· Read client’s policy and systems manuals
· Examine documents and records
· Observe entity activities and operations
(2) Tests of Controls
The major use of the auditor’s understanding of internal control is to assess control risk for each transaction-related audit objectives. Examples are assessing the accuracy objective for sales transactions as low and the existence objective as moderate. Tests of controls are performed to determine the effectiveness of both the design and operations of specific internal controls. These tests include the following types of procedures:
· Make inquire of appropriate client personnel
· Examine documents, records, and reports
· Observe control-related activities
· Re-perform client procedures

The first two are the same as those used for understanding of internal control. Thus, performing tests of controls can be thought of as a continuation of the audit procedures used to obtain the understanding of internal control. But, the objectives are more specific and the tests are more extensive.

Substantive audit test is a procedure designed to test for birr misstatements directly affecting the correctness of financial statement balances. Monetary misstatements are clear indication of the misstatement of accounts. There are three types of substantive tests: substantive tests of transactions, analytical procedures, and tests of details of balances.

(3) Substantive Tests of Transactions
The purpose of substantive tests of transaction is to determine whether all six transaction-related audit objectives have been satisfied for each class of transactions. The transaction-related audit objectives are: existence, completeness, accuracy, classification, timing, and posting and summarization. 

(4) Analytical Procedures (Tests) 
Analytical procedures involve comparisons of recorded amounts to expectations developed by the auditor. They often involve the calculation of ratios by the auditor for comparison with previous year’s ratios and other data.

(5) Tests of Details of Balances
Focus on the ending general ledger balances for both balance sheet and income statement accounts. But, the primary emphasis in most tests of details of balances is on balance sheet. Examples: confirmation of customers accounts statements for account receivable, physical examination of inventory, examination of vendors’ statements for account payables.
Typically, auditors use all five types of tests when performing an audit, but certain types are emphasized depending on the circumstances. Factors such as the availability of the seven types of evidence, the cost of each type of test, the effectiveness of internal controls and the existence of inherent risks all affect the mix of the types of tests auditors select. Each of the five tests involves only certain types of evidence (confirmation, documentation and so forth). The table below summarizes the relation between types of tests and types of evidence.
	Relationship Between Types of Tests and Evidence

	Type of test
	Physical Examination
	Confirmation
	Documentation
	Observation
	Inquiries
of
the Client
	Re-Performance
	Analytical Procedures

	Understanding of Internal Control
	
	
	√
	√
	√
	√
	

	Tests of Control
	
	
	√
	√
	√
	√
	

	Substantive Tests of Transactions
	
	
	√
	
	√
	√
	

	Analytical Procedures
	
	
	
	
	√
	
	√

	Test of Detail of Balances
	√
	√
	√
	
	√
	√
	


1.2 Audit Sampling in General
An audit sampling is the process of selecting and examining a portion of a group of related items for the purpose of obtaining information or evaluation of some characteristics about the group as a whole. The group as a whole is called the population. In audit sampling, the population may be represented by an account balance or a class of transactions.
Audit sampling is based on the theory of probability, which say that a sample selected from a mass will by and large have the same characteristics as are presented in the mass. Whenever auditors select a sample from a population, the objective is to obtain a representative one. A representative sample is one in which the characteristics in the sample are the same as those of the population.
The need for audit sampling has been recognized by many professional bodies or accountants. The auditor must choose the particular item in the population to be included in the sample. Selection can be conducted based on two methods:
1) Statistical or probabilistic sample selection
2) Non statistical  or judgmental sample selection
1. Statistical or Probabilistic Sample Selection: is the use of mathematical measurement technique to calculate formal statistical result. The primary benefit of statistical sampling is the quantification of sample risk. In statistical selection, every population item has equal chance of being selected. Techniques used in probabilistic sample selection are:
a) Simple Random Selection: In using this method of selection, every sample unit should have the same probability of being selected as every other sample unit in the population. In applying this method, every item or transaction under evaluation is listed in separate paper and assigned a number which has an association with specific item or document. Then, the auditor selects the sample randomly from the numbers. For example, if the item under evaluation is a pre-numbered sales invoice which has total of 1000 invoices, every invoice will be listed on a separate paper by assigning a number, then the auditor can pick 100 samples randomly from the list. The random selection can be made either using lottery method or random number table.
b) Systematic Sample Selection: In a systemic sample selection, first, the auditor determines the population and sample size to be taken for evaluation. Then, the auditor picks the sample systemically from the population. Assuming the above 1020 pre numbered sales invoices and 100 sample sizes; the auditor can calculate an interval to pick the sample item as follows:
	

	Interval
	=
	Population Size
	=
	1000
	=
	10

	
	
	Sample Size
	
	100
	
	

	


 	           
The auditor then select one invoice randomly from 1 to 10; assumes the numbers selected is 5, and then the remaining numbers are easily determined by adding the interval 10 on this number. There for the samples selected are sales invoices with numbers: 5.15, 25, 35, 45, 55, 65,75,85,95,105, ---, 985,995.
c) Stratified Sampling: When populations vary, it is advantageous to sample each subpopulation (stratum) independently. Stratification is the process of dividing members of the population into homogeneous subgroups before sampling. The strata should be mutually exclusive: every element in the population must be assigned to only one stratum. The strata should also be collectively exhaustive: no population element can be excluded. Then random or systematic sampling is applied within each stratum. This often improves the representativeness of the sample by reducing sampling error. 
d) Probabilistic Proportion to Sample Size (PPS): In this case, the representative samples are usually selected based on the proportionate size of the amount on each sampling unit.
2. Non Statistical (Non Probabilistic) Sampling
In non statistical sampling, the auditor does not quantify sampling risk. Instead conclusion is reached about population more on judgmental basis. There are three common approaches to selecting non probabilistic samples from accounting population. 
a) Direct Method:  is the use of professional judgment in selecting sample items for test of transaction. When sample size is small, a random sample is often unlikely to provide a representative sample. Therefore, it is better to use professional judgment to select the sample items. 

b) Block Sampling: is the selection of several items in sequence. Example, the selection of a sequence of 100 sales transactions from the sales journal for the third week of March is a block sampling.
c) Haphazard Sampling : When the auditor goes through a population and selects items for the sample without regard to their size, sources or other distinguishing characteristics, the auditors is attempting to select without biases. This is called haphazard selection.
1.3 Audit Sampling for Test of Control and Substantive Test of         Transaction
 1.3.1 Application of Non Statistical Audit Sampling Methods
Audit sampling is applied to tests of control and substantive tests of transactions through a set of 14 well defined steps. The steps are divided in to three sections: Plan the sample, select the sample and perform the audit procedures and evaluate the results. It is important to follow these steps carefully as a means of ensuring that both the auditing and the sampling aspects of the process are properly applied. 
I. Plan the Samples
1. State the Objective of the Audit Test: The overall objectives of the test must be stated in terms of the transaction cycle being tested. Typically, the overall objectives of tests of controls and substantive tests of transactions are to test the application of controls and to determine whether the transactions contain monetary misstatements.
2. Decide Whether Audit Sampling Applies: Audit sampling applies whenever the auditor plans to reach conclusion about a population based on a sample. The auditor should examine the audit program and decide those audit procedures for which audit sampling applies. Assume the following partial audit program:
1. Review sales transactions for large and unusual amounts( Analytical procedure)
2. Observe whether the duties of the accounts receivables clerk are separate from handling cash( Test of control)
3. Examine sample of credit approval sales invoice
4. Select a sample of shipping documents and trace each to related duplicate sales invoice
Audit sampling is inappropriate for the first two procedures in this audit program. The first is an analytical procedure for which sampling is inappropriate. The second is an observation procedure for which no documentation exists to perform audit sampling. Audit sampling can be used for the remaining two procedures.
3. Define Attributes and Exception Conditions: When audit sampling is used, the auditor must carefully define the characteristics (attributes) being tested and the exception conditions. Unless a precise statement of what constitutes an attributes is made in advance, the staff person who performs the audit procedures will have no guideline for identifying exceptions. Attributes of interest and exception conditions come directly from the audit procedures for which the auditor has decided to use audit sampling. The table below shows three attributes of interest and exception conditions.
	Attributes
	Exception conditions

	The duplicates sales invoice is approved for credit
	Lack of initials indicating credit approval

	A copy of the shipping document is attached to the duplicate sales invoice
	Shipping document is not attached to duplicate sales invoice

	The quantity on the sales invoice is the same as on the shipping document
	Quantity on the shipping document differs from that on the duplicate sales invoice



4. Define the Population: The population represents the body of data about which the auditor wishes to generalize. The auditor can define the population to include whatever data are desired, but he or she must sample from the entire population as it has been defined. The auditor must carefully define the population in advance consistent with the objective of the audit test.
5. Define the Sampling Unit: The major consideration in defining the sampling unit is to make it consistent with the objective of the audit test. Thus, the definition of the population and the planned audit procedures usually dictate the appropriate sampling unit. For example, if the auditor wants to determine how often the client fails to fill customers’ order, the sampling unit must be defined as the customers’ order.
6. Specify the Tolerable Exception Rate (TER): Tolerable exception rate (TER): is the exception rate that the auditor will permit in the population and still be willing to use the assessed control risk or the amount of misstatement in the transactions established during planning. For example, assume that the auditor decided TER for an attribute is 6%, which means the auditor has decided that even if 6% of the duplicate sales invoices are not approved for credit, the credit approval control is still effective in terms of the assessed control risk included in the audit plane. TER is the result of an auditor’s judgment and has a significance impact on sample size. A large sample size is needed for a low TER than for a high TER.
7. Specify Acceptable Risk of Assessing Control Risk too Low: Acceptable risk of accessing control risk (ARACR) is the risk that the auditor is willing to take of accepting a control as effective when the true population exception rate is greater than the TER. ARACR is the auditor’s measures of sampling risk. To illustrate, assume that TER is 6%, ARACR is 10% and the true population exception rate is 8%. The control in this case is not acceptable because, the true exception rate of 8% exceeds TER. The auditor off course doesn’t know the true population exception rate. The ARACR of 10% means that the auditor is willing to take 10% risks of concluding that the control is effective after all testing is completed, even when it is ineffective. If the auditor finds the control effective, in this illustration, he or she will have overlain on the system of internal control. For non statistical sampling, it is common for auditors to use ARACR of high, medium or low instead of percentage. A low ARACR implies that the tests of controls are important and would correspond to a low assessed control risk and reduced substitutive test of detail balance.
8. Estimate the Population Exception Rate: An advance estimate of the population exception rate should be made to plan the appropriate sample size. If the estimated population exception rate (EPER) is low, a relatively small sample size will satisfy the auditor’s tolerable exception rate. This is because a less precise estimate is required. In other words, to be more precise, estimates of the population exception rate must be based on more data, that is, a larger sample.
9. Determine the Initial Sample Size: Four factors determine the initial sample size for audit sampling: Population size, TER, ARACR and EPER. Population size is not nearly as significant a factor as the others and typically can be ignored. The auditor will decide the sample size by considering the above factors and his/her own judgment and experience. Sensitivity of sample size to change in the factors is summarized in the table below.
	
Types of Change
	Effect on Initial 
Sample Size

	Increase acceptable risk of assessing control risk too low(ARACR)
	Decrease

	Increase tolerable exception rate(TER)
	Decrease

	Increase estimated population exception rate (PER)
	Increase

	Increase population size
	Increase ( Minor effect)


II. Select the Sample and Perform the Audit Procedures
10. Select the Sample: After the auditor has determined the initial sample size for the audit sampling application, he or she must choose the items in the population in the sample. The auditor can use one of the sample selection methods discussed above. To minimize the possibility of the client altering the sample items, the auditor should not inform the client too far in advance of the sample items selected. The auditor should also control the sample after the client provides the documents
11. Perform the Audit Procedures: The auditor performs the audit procedures by examining each item in the sample to determine whether it is consistent with the definition of the attributes and maintain a record of all the exceptions found. When audit procedures have been completed for a sampling application, there will be a sample size and a number of exceptions for each attributes. The sample exception rate (SER) can be easily calculated from the actual sample results, SER equals the actual number of exception divided by the actual sample size. Usually the sample exception rate (SER) is different from the population exception rate
III. Evaluate the Results
12. Generalize from the Sample to the Population:  In order to generalize from the sample to the population, subtract the sample exception rate from the tolerable exception rate, which is calculated sampling error (TER – SER = calculated sampling error), and evaluate whether calculated sampling error is sufficiently large to indicate the true population exception rate is acceptable. For example, if an auditor takes a sample of 100 items for an attribute and finds no exception (SER=0) and TER is 5%, calculated sampling error is 5% (TER of 5% -SER of 0 = 5%). On the other hand, if there had been four exceptions, calculated sampling error would have been 1% (TER of 5% - SER of 4%). It is much more likely that the true population exception rate is less than or equal to the tolerable exception rate in the first case than in the second one. Therefore, most auditors would probably find the population acceptable based on the first sample result and not acceptable based on the second.
13. Analyze Exceptions: In addition to determining the SER for each attribute and evaluating whether the true but unknown exception rate is likely to exceed the tolerable exception rate, it is necessary to analyze individual exceptions to determine the breakdown in the internal controls that caused them. Exceptions could be caused by carelessness of employees, misunderstood instructions, and intentional failure to perform procedures or many other factors. The nature of an exception and its causes has a significance effect on the qualitative evaluation of the system. For example, if all the exception in the tests of internal verification of sales invoices occurred while the person normally responsible for performing the test was on vacation, this would affect the auditor’s evaluation of the internal controls and the subsequent investigation.
14. Decide the Acceptability of the Population: It was shown under generalizing from the sample to the population that most auditors subtract SER from TER when they use non statistical sampling and evaluate whether the difference, which is calculated sampling error, is sufficiently large. If the auditor concludes that the difference is sufficiently large, the control being tested can be used to reduce assessed control risk as planned, provided a careful analysis of the cause of exception does not indicate the possibility of other significant problems with internal controls. When the auditor concludes that TER-SER is too small to conclude that the population is acceptable, the auditor must take specific action. Four course of action can be followed.
· Revise TER or ARACR
· Expand the sample size
· Revise assessed control risk
· Communicate with the audit committee or management

1.3.2 Application of Statistical Audit Sampling Methods
The statistical sampling method most commonly used for test of control and substantive tests of transactions is attributive sampling.  Both attributive and non statistical sampling have attributes, which are the characteristics being tested for the population, but attributive sampling is a statistical method. There are far more similarities than differences in applying attributes sampling instead of non statistical sampling to test of controls and substantive tests of transactions. All 14 steps discussed are used for both approaches and the terminologies are essentially the same. The important differences are the calculation of planned samples sizes using tables developed from statistical probability distribution and the calculation of estimated upper exception rate using similar table. The quantification of these calculations is an extremely important difference to those auditors who prefer statistical to non statistical sampling.
The 14 steps discussed for non statistical sampling are equally applicable to attributive sampling. This section focuses on the difference between the two.
1. Specify Acceptable Risk of Assessing Control Risk too Low: The concept of specifying these risks are the same for both statistical and non statistical sampling, but the method of quantification is usually different. For non statistical sampling, most auditors use low, medium, or high acceptable risk, where as auditors using attributive sampling assign specific amount such as 10% or 5% risk. The reason for the difference is the need to quantify risk when auditors plan to determine sample size and evaluate results statistically.
2. Determine the Initial Sample Size: Four factors determine the initial sample size for both attributive and non statistical sampling: population sizes, TER, ARACR and EPER. The difference is that tables developed from statistical formulas (such as the one on page 18) are used to determine the sample size for attributive sampling. Use of tables to determine initial sample size involves the following four steps:
· Select the table corresponding to the ARACR
· Locate the TER at the top of the table
· Locate the EPER in the far left column
· Read down the appropriate TER column until it intersects with the appropriate EPER row. The number at the intersection is the initial sample size
To illustrate, assume that an auditor is willing to reduce assessed control risk for credit approval if the rate of missing credit approvals in the population doesn’t exceed 6%(TER) at a 5% ARACR. On the basis of past experience, EPER is set at 2%. Use the 5% ARACR table, locate the 6% TER column, and read down to where the column intersects with 2% EPER row. The initial sample size is determined to be 127. Is 127 a large enough sample size for this audit? It is not possible to say until after the tests have been performed. If the actual exception rate in the sample turns out to be greater than 2%, the auditor will unsure of the effectiveness of the internal controls. 
	Determining Sample Size for Attributive Sampling

	Estimated Population Exception Rate (%)
	5% ARACR

	 
	Tolerable Exception Rate (%)

	 
	2
	3
	4
	5
	6
	7
	8
	9
	10
	15
	20

	0
	149
	99
	74
	59
	49
	42
	36
	32
	29
	19
	14

	0.25
	236
	157
	117
	93
	78
	66
	58
	51
	46
	30
	22

	0.5
	*
	157
	117
	93
	78
	66
	58
	51
	46
	30
	22

	0.75
	*
	208
	117
	93
	78
	66
	58
	51
	46
	30
	22

	1
	*
	*
	156
	93
	78
	66
	58
	51
	46
	30
	22

	1.25
	*
	*
	156
	124
	78
	66
	58
	51
	46
	30
	22

	1.50
	*
	*
	192
	124
	103
	66
	58
	51
	46
	30
	22

	1.75
	*
	*
	227
	153
	103
	88
	77
	51
	46
	30
	22

	2
	*
	*
	*
	181
	127
	88
	77
	68
	46
	30
	22

	2.25
	*
	*
	*
	208
	127
	88
	77
	68
	61
	30
	22

	2.5
	*
	*
	*
	*
	150
	109
	77
	68
	61
	30
	22

	2,75
	*
	*
	*
	*
	173
	109
	95
	68
	61
	30
	22

	3
	*
	*
	*
	*
	195
	129
	95
	84
	61
	30
	22

	3.25
	*
	*
	*
	*
	*
	148
	112
	84
	61
	30
	22

	3.50
	*
	*
	*
	*
	*
	167
	112
	84
	76
	40
	22

	3,75
	*
	*
	*
	*
	*
	185
	129
	100
	76
	40
	22

	4
	*
	*
	*
	*
	*
	*
	146
	100
	89
	40
	22

	5
	*
	*
	*
	*
	*
	*
	*
	158
	116
	40
	30

	6
	*
	*
	*
	*
	*
	*
	*
	*
	179
	50
	30

	7
	*
	*
	*
	*
	*
	*
	*
	*
	*
	68
	37

	 
                                                                                                   10% ARACR
  

	0.0
	114
	76
	57
	45
	38
	32
	28
	25
	22
	15
	11

	0.25
	194
	129
	96
	77
	64
	55
	48
	42
	38
	25
	18

	0.5
	194
	129
	96
	77
	64
	55
	48
	42
	38
	25
	18

	0.75
	265
	129
	96
	77
	64
	55
	48
	42
	38
	25
	18

	1
	*
	176
	96
	77
	64
	55
	48
	42
	38
	25
	18

	1.25
	 *
	221
	132
	77
	64
	55
	48
	42
	38
	25
	18

	1.5
	 *
	 *
	132
	105
	64
	55
	48
	42
	38
	25
	18

	1.75
	 *
	 *
	166
	105
	88
	55
	48
	42
	38
	25
	18

	2
	 *
	 *
	198
	132
	88
	75
	48
	42
	38
	25
	18

	2.25
	 *
	 *
	 *
	132
	88
	75
	65
	42
	38
	25
	18

	2.5
	 *
	 *
	 *
	158
	110
	75
	65
	58
	38
	25
	18

	2.75
	 *
	 *
	 *
	209
	132
	94
	65
	58
	52
	25
	18

	3.0
	 *
	 *
	 *
	 *
	132
	94
	65
	58
	52
	25
	18

	3.25
	 *
	 *
	 *
	 *
	153
	113
	82
	58
	52
	25
	18

	3.5
	 *
	 *
	 *
	 *
	194
	113
	82
	73
	52
	25
	18

	3.75
	 *
	 *
	 *
	 *
	 *
	131
	98
	73
	52
	25
	18

	4
	 *
	 *
	 *
	* 
	 *
	149
	98
	73
	65
	25
	18

	4.5
	 *
	 *
	 *
	 *
	 *
	218
	130
	87
	65
	34
	18

	5
	 *
	 *
	 *
	 *
	 *
	 *
	160
	115
	78
	34
	18

	5.5
	 *
	 *
	 *
	 *
	 *
	 *
	 *
	142
	103
	34
	18

	6
	 *
	 *
	 *
	 *
	 *
	 *
	 *
	182
	116
	45
	25

	7
	 *
	 *
	 *
	 *
	 *
	 *
	 *
	 *
	199
	52
	25

	7.5
	 *
	 *
	 *
	 *
	 *
	 *
	 *
	 *
	 *
	52
	25

	8
	 *
	 *
	 *
	 *
	 *
	 *
	 *
	 *
	 *
	60
	25

	8.5
	 *
	 *
	 *
	 *
	 *
	 *
	 *
	 *
	 *
	68
	32


  * Sample is too large to be cost effective for most audit applications
3. Generalize from the Sample to the Population: For attributes sampling, the auditor calculates an upper precision limit (CUER) at a specified ARACR, again using special computer program or tables developed from statistical formulas. To illustrate the calculations, tables such as the one for 5% ARACR in table 2 on page 15 is used. These tables are consistent with those used to determine the initial sample size but are in a form more convenient for sample evaluation.
Use of tables to compute CUER involves four steps:
a. Select the table corresponding to the ARACR. This ARACR should be the same as the ARACR used for determining the initial sample size.
b. Locate the actual number of exceptions found in the audit tests at the top of the table.
c. Locate the actual sample size in the far left column
d. Read down the appropriate actual number of exceptions column until it intersects with the appropriate sample size row. The number at the intersection is the CUER.

To illustrate the use of the evaluation table, assume an actual sample size of 125 and 2 exceptions in an attribute. Using an ARACR of 5%, CUER equals 4.9%, stated another way, the result is that the CUER for the attribute is 4.9% at a 5% ARACR. Does this mean that if 100% of the population were tested, the true exception rate would be 4.9%? No, the true exception rate is known, the result means that if the auditor concludes that the true exception rate doesn’t exceed 4.9% percent, there is a 95% chance that the conclusion is right and a 5% chance that it is wrong. When the sample size is not equal to those provided in the table, we can use interpolation.
    4. Decide the Acceptability of the Population: The methodology for deciding the   acceptability of the population is essentially the same for attributes and non statistical sampling, for attributive sampling, the auditor compares CUER with TER for each attribute.
Before the population can be considered acceptable, the CUER determined on the basis of the actual sample results must be less than or equal to TER when both are based on ARACR. In the example just given, in which the auditor has specified that he or she would accept a 6% population exception rate at 5% ARACR and the CUER was 4.9%, the requirements of the sample have been met. In this case, the control being tested can be used to reduce assessed control risk as planned, provided a careful analysis of the cause of exceptions does not indicates the possibility of a significant problem in an aspect of the control not previously considered. 








	Evaluating Sample Result Using Attributive Sampling

	
	5% ARACR

	
	Actual Number of Exceptions Found

	Sample Size
	0
	1
	2
	3
	4
	5
	6
	7
	8
	9
	10

	25
	11.3
	17.6
	*
	*
	*
	*
	*
	*
	*
	*
	*

	30
	9.5
	14.9
	19.5
	*
	*
	*
	*
	*
	*
	*
	*

	35
	8.2
	12.9
	16.9
	*
	*
	*
	*
	*
	*
	*
	*

	40
	7.2
	11.3
	14.9
	18.3
	*
	*
	*
	*
	*
	*
	*

	45
	6.4
	10.1
	13.3
	16.3
	19.2
	*
	*
	*
	*
	*
	*

	50
	5.8
	9.1
	12.1
	14.8
	17.4
	19.9
	*
	*
	*
	*
	*

	55
	5.3
	8.3
	11.0
	13.5
	15.9
	18.1
	*
	*
	*
	*
	*

	60
	4.9
	7.7
	10.1
	12.4
	14.6
	16.7
	18.8
	*
	*
	*
	*

	65
	4.5
	7.1
	9.4
	11.5
	13.3
	15.5
	17.4
	19.3
	*
	*
	*

	70
	4.2
	6.6
	8.7
	10.7
	12.6
	14.4
	16.2
	18.0
	19.7
	*
	*

	75
	3.9
	6.2
	8.2
	10.0
	11.8
	13.5
	15.2
	16.9
	18.4
	20.0
	*

	80
	3.7
	5.8
	7.7
	9.4
	11.1
	12.7
	14.3
	15.8
	17.3
	18.8
	*

	90
	3.3
	5.2
	6.8
	8.4
	9.9
	11.3
	12.7
	14.1
	15.5
	16.8
	18.1

	100
	3.0
	4.7
	6.2
	7.6
	8.9
	10.2
	11.5
	12.7
	14.0
	15.2
	16.4

	125
	2.4
	3.7
	4.9
	6.1
	7.2
	8.2
	9.3
	10.3
	11.3
	12.2
	13.2

	150
	2.0
	3.1
	4.1
	5.1
	6.0
	6.9
	7.7
	8.6
	9.4
	10.2
	11.0

	200
	1.5
	2.3
	3.1
	3.8
	4.5
	5.2
	5.8
	6.5
	7.1
	7.7
	8.3

	10% ARACR  

	
	Actual Number of Exceptions Found

	Sample size
	0
	1
	2
	3
	4
	5
	6
	7
	8
	9
	10

	20
	10.9
	18.1
	*
	*
	*
	*
	*
	*
	*
	*
	*

	25
	8.8
	14.7
	19.9
	*
	*
	*
	*
	*
	*
	*
	*

	30
	7.4
	12.4
	16.8
	*
	*
	*
	*
	*
	*
	*
	*

	35
	6.4
	10.7
	14.5
	18.1
	*
	*
	*
	*
	*
	*
	*

	40
	5.6
	9.4
	12.8
	15.9
	19.0
	*
	*
	*
	*
	*
	*

	45
	5.0
	8.4
	11.4
	14.2
	17.0
	19.6
	*
	*
	*
	*
	*

	50
	4.5
	7.6
	10.3
	12.9
	15.4
	17.8
	*
	*
	*
	*
	*

	55
	4.1
	6.9
	9.4
	11.7
	14.0
	16.2
	18.4
	*
	*
	*
	*

	60
	3.8
	6.3
	8.6
	10.8
	12.9
	14.9
	16.9
	18.8
	*
	*
	*

	70
	3.2
	5.4
	7.4
	9.3
	11.1
	12.8
	14.6
	16.2
	17.9
	19.5
	*

	80
	2.8
	4.8
	6.5
	8.3
	9.7
	11.3
	12.8
	14.3
	15.7
	17.2
	18.6

	90
	2.5
	4.3
	5.8
	7.3
	8.7
	10.1
	11.4
	12.7
	14.0
	15.3
	16.6

	100
	2.3
	3.8
	5.2
	6.6
	7.8
	9.1
	10.3
	11.5
	12.7
	13.8
	15.0

	120
	1.9
	3.2
	4.4
	5.5
	6.6
	7.6
	8.6
	9.6
	10.6
	11.6
	12.5

	160
	1.4
	2.4
	3.3
	4.1
	4.9
	5.7
	6.5
	7.2
	8.0
	8.7
	9.5

	200
	1.1
	1.9
	2.6
	3.3
	4.0
	4.6
	5.2
	5.8
	6.4
	7.0
	7.6


                   * More than 20%
 This table presents computed upper exception rates as percentages. The table assumes a large population.

1.4 Audit Sampling for Test of Detail Balances
1.4.1Application of Non Statistical Sampling Methods
There are 14 steps required in audit sampling for tests of details of balances. These steps parallel the 14 steps used for sampling for tests of controls and substantive tests of transactions. There are a few differences because of the difference in objectives of the tests. The following table compares and contrasts the 14 steps for test of control and transaction and test of detail balances.



	

	
Audit Sampling for 
Test of Detail Balance
	Audit Sampling for 
Test of Control and Substantive Test of Transaction

	
	

	A.  Plan the Sample
	A.  Plan the Sample

	
	

	1.
	State the objective of the audit test
	1.
	State the objective of the audit test

	2.
	Decide e whether audit sampling applies
	2.
	Decide e whether audit sampling applies

	3.
	Define misstatement conditions
	3.
	Define attributes and exception conditions

	4.
	Define the population
	4.
	Define the population

	5.
	Define the sampling unit
	5.
	Define the sampling unit

	6.
	Specify tolerable misstatement
	6.
	Specify the tolerable exception

	7.
	Specify acceptable risk of incorrect acceptance
	7.
	Specify acceptable risk of assessing control risk too low

	8.
	Estimate misstatement in the population
	8.
	Estimate population exception rate

	9.
	Determine the initial sample size
	9.
	Determine the initial sample size

	
	

	B.   Select Sample and Perform Audit Procedures
	B.  Select Sample and Perform Audit Procedures

	
	

	10.
	Select the samples
	10.
	Select the samples

	11.
	Perform the audit procedures
	11.
	Perform the audit procedures

	
	

	C.   Evaluate the Results
	C.   Evaluate the Results

	
	

	12.
	Generalize from the sample to the population
	12.
	Generalize from the sample to the population

	13.
	Analyze the misstatements 
	13.
	Analyze the exceptions

	14.
	Decide the acceptability of the population
	14.
	Decide the acceptability of the population

	
	

	



The most important difference among test of control and test of detail balances is explained below.  When auditors sample for test of details of balances, the objectives is to determine whether the account balances being audited is fairly stated. That is audit sampling for test of details of balance measures Monterey misstatement in the population. This misstatement conditions are any conditions that is defined as the recorded birr population. The auditor evaluates whether the recorded population is overstated or understated.
The equivalent of ARACR to low in test of detail balance is ARIR. Acceptable risk of incorrect acceptance (ARIA) is the risk that the auditor is willing to take of accepting a balance as correct when the true misstatement in the balance is greater than the tolerable misstatement. It is a measure of the auditor’s desired assurance for an account balance. If the auditor wants more assurance in auditing balance, ARIR is set lower. There is an inverse relation between ARIA and required sample size. If for example, the auditor decides to reduce ARIA from 10% to 5%, the required sample size would increase

1.4.2 Application of Statistical Sampling Methods
There are two statistical sampling method applied for test of detail of balances, namely monetary unit sampling and variable sampling.
1. Monetary Unit Sampling (MUS):- Auditors use monetary unit sampling, also called probability-proportional-to-size or dollar-unit sampling, to determine the accuracy of financial accounts. With monetary unit sampling, each birr in a transaction is a separate sampling unit. A transaction for Br. 40, for example, contains 40 sampling units. Auditors usually use monetary unit sampling to sample and test accounts receivable, loans receivable, and inventory.
Here’s an example of how monetary unit sampling works. The audit client’s accounts receivable book value is Br. 300,000, and the sample size is set at 96 records.
Figure the sampling interval by dividing book value by sample size (300,000/96 = 3,125). Arrange the client’s accounts receivable in an ordered list using some sort of ordering sequence. For example, you can arrange them alphabetically by customer name or numerically by customer number.
Pick a random number between 1 and 3,125.  For this method to work correctly, the random number has to be less than the sampling interval and greater than the smallest sampling unit. Auditors usually use a random-number-generator computer program to pick the random number. The sampling unit and sampling interval limits are programmed into the software before the task is run. In this case, say the software selects the random number 556. The following table shows an example.
	Monetary Unit Sampling Table

	
Customer Name
	Customer Balance
	Cumulative Balance
	Sampling Item

	ABC Electric
	Br.     435
	Br.     435
	

	Best Friend Cat Care
	Br.     785
	Br.  1,220
	(1) Br.     556

	Brandy’s Grill
	Br.  1,510
	Br.  2,730
	

	Buddy’s Gas Station
	Br.  5,000
	Br.  7,730
	(2) Br.  3,681



First, pick the records to test: Take the alphabetically ordered list shown in the Customer Name column, which lists every customer balance by birr amount, and count each birr until you get to Br. 556 (remember that the random number generator gives you the number 556 in Step 3 in the previous numbered list). The cumulative birr amount for ABC Electric is under Br. 556.
That tells you that the first sampling item is Best Friend Cat Care, which at a cumulative total of Br. 1,220 is the first customer in the list with a cumulative balance over Br. 556. The client gives you the Best Friend Cat Care file. You go through these ordered invoices (usually the invoices are ordered by date) to find the invoice with the 556th dollar. That invoice is your item to sample.
To select your next invoice to sample, add the sampling interval of Br. 3,125 to your random number of Br. 556. This equal Br. 3,681, which is your next sampled item birr amount. Brandy’s Grill at Br. 2,730 cumulatively is under Br. 3,681, so skip past Brandy’s to Buddy’s. Follow the same procedure you use for Best Friends to find the Buddy invoice with the 3,681st dollar.
Although the table only goes as far as Buddy’s, your client has many more customers. To pick the next sampling item, add the sampling interval of Br. 3,125 to your prior sampling item of Br. 3,681, which equals Br. 6,806, and so on until you reach the last name in the customer list.
When you’re sampling, you’re looking for misstatements. If an invoice should have been entered for Br. 986, for example, and it was entered as Br. 896, the misstatement is 9 percent of the transaction (the inverse of 896/986). If the total misstatements exceed your assessed tolerance level, you have to decide whether to perform other procedures.
In general, all the 14 steps must also be performed for MUS even though some are done differently. The followings are the differences
1. The definition of the sampling unit is an individual birr in account balance
2. The population size is the recorded birr population
3. Preliminary judgment of materiality is used for each account instead of tolerable misstatement
4. Sample size is determined using statistical formula
5. Sample selection is done using probability proportional to size sample selection(PPS)
6. The auditor generalize from the sample to the population by projecting misstatement from the ample result to the population and determine the related sampling error
2. Variable Sampling
Variable sampling, like monetary unit sampling is a statistical method used by auditors. Variable sampling and monetary unit sampling are similar in that both use probability proportional to size sample selection method. The main difference between the two is MUS select samples in proportion to sample size but in variable sampling the population to sample size but in variable sampling, the population is divided in to subpopulation by size and large sample is divided in to subpopulation by size and large sample is taken from the lager subpopulation. This is called stratified proportional to size sample selection. Variable sampling method include mean per unit estimation, ratio estimation and difference estimation. The discussion of this method is postponed to a more advanced auditing course.


1.5 Sampling and Non Sampling Errors

Two things cause a sample result to be non representative:
· Sampling error 
· Non sampling error

Sampling error (sampling risk): is an inherent part of sampling that result from testing less than the entire population. If there is a sampling, since the auditor is not conducting 100% audit, there is always a chance that the sample is not representative. The error arising from this situation is called sampling risk. There are two ways to reduce sampling risk:
· Increase the  sample size
· Use appropriate method of selecting sample items from the population.
Non sampling error (non sampling risk): occurs when audit tests do not uncover existing exception in the sample. The two causes of non sampling error. 
1. The auditor’s failure to recognize exception. This may occur because of exhaustion, boredom or lack of understanding of what to look for.
2. In appropriate or ineffective audit procedures. 

Careful design of audit procedure and proper supervision and instruction are ways to eliminate non sampling risk

	UNIT TWO: FINANCIAL STATEMENT AUDIT



	
1.1 Audit of Current Assets
Current assets include cash and other assets that can be used or converted into cash within relatively short period of time usually one year or one operating cycle.
Audit procedures for current assets discussed under the following parts are designed to validate the transaction and balance related audit objectives. The first procedure is a transaction test (TA) which enables the auditor to evaluate the design and implications of internal control over cash. The second procedure is test of balance primarily designed to validate the existence of management assertions on the year-end cash balance.  
2.1.1 Auditing Cash and Cash Equivalent
Dear learners, in this part of this section, you will have a brief discussion on internal control that a client is expected to design for cash, the test of control and test of balance for cash. 


2.1.1.1 Meaning and Nature of Cash 
Cash is a medium of exchange that a bank will accept for deposit. Cash is money in coins and currency (notes). It also includes balances on deposit with financial institution, petty cash and certain negotiable instruments accepted by financial institution for immediate deposit and withdrawal. The negotiable documents include checks, certificate of deposit, credit card and money orders. 
2.1.1.2 Evaluating Internal Control over Cash	
The evaluation of internal control over cash is among the foremost detail task of auditors due to the fact that almost all transactions affect cash account and by its very nature cash is the most liquid and tempted to miss appropriation and embezzlement. Therefore auditors devotes a reasonably good depth of test on  internal control over cash as it can highlight the possible audit risk on cash account as well as in other accounts in  balance sheet as well as income statement. 
Most of the processes relating to cash handling are the responsibility of the finance department under the controller of the treasurer. This process includes handling and depositing cash receipts, signing checks, investing idle cash and maintaining custody of cash, marketable securities and negotiable instruments.  
In addition the finance department must forecast cash requirements and make both short term and long term financing arrangements.  
Ideally, assessment of internal control over cash is expected to assure auditor that the function of the finance and accounts department should be integrated to provides assurance that, the following general objectives of cash control are achieved:
· All cash that should have been received was in fact received, recorded accurately, and deposited promptly.
· Cash disbursements have been made for authorized purposes only and have been properly recorded. 
· Cash balances are maintained at adequate, level by forecasting expected cash receipts and payments relating to normal operations.  The need for obtaining loans or for investing excess cash is thus made known on a timely basis. 

To address the above stated general objectives of control over cash, an entity under audit must have a well designed and full implemented internal control mechanisms over cash receipt as well as cash payment from the general cash in bank accounts as well as other impress cash funds.  The following are the different aspects of cash control:

I. Internal Control Over Cash Receipt
Cash can be received from different sources, but the major source of cash for most business enterprises is sales.  Cash from sales can be received either over the counter or via mails in the case of credit sales. 

1. Internal Control over Cash Receipts over the Counter 
· Cash register should be used to record cash receipt and the amount written on the cash register should be visible to customers.
· There should be pre numbered receipt used in the sales process.
· The cash receipt should be deposited immediately in a bank.
· A person independent of the cashier should count cash, and compare it to the amount recoded on the receipts.

2. Internal Control over Cash Receipt by Mail
· The mail should be locked and the key should be placed on the hand of a responsible person.
· At least two people have to be present when mail is opened and list of money received should be kept.
· A prelisting of cash received should be made in three copies, one copy for cashier, the second copy for accounting department and the third copy kept by the preparer.
Dear learners, the above stated internal control mechanisms for cash in general are designed to ensure that all cash that should have been received was in fact received, recorded accurately, and deposited promptly.
 
II.  Internal Control of Cash Payment
To attain the aforesaid general internal control objective over cash, the auditor must obtain sufficient understanding on the functionality following control mechanisms over cash payments:
· Use voucher system in approving and making payment
· Expenditure should be made using pre- numbered checks
· The Persons who prepare checks and signing them should be separated
· The signed check should be mailed under the supervision of the person signing them
· A person who prepare checks or have access to unissued checks should not handle cash receipt and under no circumstance should they be returned to the person who prepared them.
· Unsigned checks should be placed in secured place 
· To guard against alteration of the amount, the amount of the check should be imprinted or embossed on the check by means of a check protecting machine
· The person who prepares checks should not bear responsibility over purchases or sales transactions. 

The overall objective of designing and implementing internal control mechanisms over cash payment is to ensure that cash payments are made only on valid and authorized reasons, and all payments are properly recorded and reflected in the account balance.

III.  Control over Petty Cash

Though effecting cash payments using a pre-numbered check is considered as a sign of strong internal control over cash, it is not always possible and economical to issue check to all payments; therefore, entities under audit may have different imprest cash fund accounts such as petty cash fund.  Payments from such a petty fund is usually small in amount but most frequent and large in number, as a result the auditor need to assess the adequacy of internal control over petty cash fund to reduce the expected risk of understating the cash balance as well as possible errors and frauds. The internal control over petty cash includes that: 
· The level of petty cash should be laid down formally by management
· A maximum amount should be placed on a petty cash payment 
· Voucher should be produced before the check is signed 
· Periodically the petty cash should be reconciled by an in dependent person.
  
IV.    Bank Reconciliation as Control Mechanism
It is essential that responsibility for preparing bank reconciliation not be delegated to employees who handle receipts or disbursement or who have access to unissued checks. In addition, bank statement and accompanying paid checks should be delivered in sealed envelopes directly to the person responsible for preparing bank reconciliation. Restricting access to bank statement and accompanying paid checks to this person is important as it prevents other employees from attempting to conceal shortages or unauthorized transactions by altering the bank statement or the accompanying paid checks.
2.1.1.3 Test of control 

I. Cash Receipts
i) Attend mail opening and ensure procedures are adhered to.
ii) Test independent check of cash receipts to bank deposit slip.
iii) Test for evidence of a sequence check on any pre-numbered receipts for cash.
iv) Test authorization of cash receipts.
v) Test for evidence of arithmetical check on cash received records.
II. Cash Payments
i) Inspect current check books for:
a) Sequential use of checks
b) Controlled custody of unused checks
c) Any signatures or blank checks.
ii) Test (to avoid double payment) to ensure that paid invoices are marked 'paid'.
iii) Test for evidence of arithmetical check on cash payments records, including cashbook.
iv) Examine evidence of authority for current standing orders and direct debits.
III. Bank Reconciliations
i) Examine evidence of regular bank reconciliations (usually one per month).
ii) Examine evidence of independent check of bank reconciliations (e.g. a signature).
iii) Examine evidence of follow-up of outstanding items on bank reconciliations. Pay particular attention to old outstanding reconciling items that should be written back such as old, un-presented checks.

IV. Petty Cash
i) Test petty cash vouchers for approval.
ii) Test cancellation of paid petty cash vouchers.
iii) Test for evidence of arithmetical check on petty cash records.
iv) Examine evidence of independent check of petty cash balance.
2.1.1.4 Substantive Audit Test of Cash
A.  Auditing Cash Receipts
The audit procedures involved in the attainment of audit objectives pertaining to cash receipts are discussed below.
Existence/ occurrence: The specific audit objective is to determine whether all recorded cash receipts transactions has occurred. As noted above, the audit concern with existence is the inclusion of false cash receipts in the cash receipt journal, leading to an inflated current ratio. This is especially important if the client is using the financial statements to apply for a bank loan. Audit testing for existence involves vouching from cash receipt journal entries (or accounts receivable ledger) to the prelisting and/or remittance advices. The prelisting and remittance advices support the occurrence of the cash receipt. The auditor should also vouch from daily deposit recorded to the cash account in the general ledger to bank records- deposit tickets and/or bank statement.
Completeness: This assertions can be used to establish credibility of the accounting records by tracing the handling of representative transactions from origin of final account balance, i.e., to trace whether  all cash received has been recorded or not. The extent of tracing to be done is a direct function of the amount of internal control that is evident. The first step would be to prove the footing of the cash receipts records for one or more months and trace the totals to entries in the ledger accounts that are affected. For clients with a large volume of transactions and good internal control, the proof of footings can usually be safely eliminated, but not, if the records are handled by employees who have contact with cash or checks. Supporting documents should be examined. Cash receipt source records would include remittance advices accompanying orders or payments of account balances, receipts issued for over-the-counter payments, sales checks, or cash register tapes.
Rights and obligations: This is not an issue with cash receipts.
Valuation: This is not an issue (except foreign currency transactions)
Cutoff: This assertion is checking that cash receipts are recorded in the correct period. That is, scrutinizing whether they have been cutoff properly. The audit concern for cutoff is “window dressing”, that is trying to make the current ratio or the quick ratio appears “good” with cash receipts. This can be accomplished by holding the books open for a few days after year end, then dating the receipts from early in the next year as December 31. One audit test for window dressing involves the bank reconciliation. The other audit test involves preparing a schedule of interbank transfers, and examining it for possible kiting. Kiting is a fraudulent scheme that seeks to take advantage of “float”. Float in the banking system, refers to the timing differences between the day a check is credited to an account in one bank, and debited to an account in another bank. 
Presentation and disclosure: The auditor is expected to ascertain that receipts are credited to the proper account, e.g. sales, accounts receivable. For this assertion, the main audit concern is that cash received is credited to correct account. For example, sales, miscellaneous income, gain on disposal of fixed assets, accounts receivable, notes receivable, etc. The related audit test is to vouch from a sample of credits in cash receipts journal to the documentation which supports the account credited.
Accuracy: The audit concern here is that cash receipts journal amounts are correctly posted to the Accounts Receivable Subsidiary Ledger and the General Ledger Cash account. The related audits tests are to foot (add) the cash receipts journal, and then compare the totals with the general ledger and accounts receivable entries. Moreover, compare sales, accounts receivable, or miscellaneous receipts by month and analyze the current ratio. Increase of the current ratio from the previous year may indicate that cash receipts are overstated.
B.  Auditing Cash Payment
Existence/occurrence: The auditor need to assert whether all recorded cash payments transactions occurred or not. An inquiry should be made to ensure that invoices have been internally checked and initiated by the authorized officials and payments are authorized, payee’s acknowledgement should be checked and statements of account of the creditors should be scrutinized.) The other audit procedure is to vouch from cash payments Journal to bank statement, vouchers, purchase invoices, receiving reports, and purchase orders.
Completeness: This assertions  can be used to establish credibility of the accounting records by tracing the handling of representative transitions from origin to final account balance, i.e. to trace whether all cash disbursements has been recorded or not. The extent of tracing to be done is a direct function of the amount of internal control that is evident. The first step would be to prove the footings of the cash disbursements records for one or more months and trace the totals to entries in the ledger accounts that are affected. Then, for selected entries, supporting documents should be examined. In the case of cash disbursements, source records would include vouchers, invoices, receiving reports, and paid checks. A key issue related to fraud is overstating current ratio. That is unrecorded cash payments increase current ratio. The audit procedure for this is to trace from vouchers, purchase invoices, etc to cash payment Journal. In addition, to examine bank statement (cut-off bank statement) in new year, and compare it to outstanding checks on bank reconciliation.
Rights and obligations: This is concerned with Checking whether cash payments were for valid obligations of the client or not. For instance, payments for personal (non-business) items or payments for goods not received (including double payments) may be made. This is probably the key issue in testing cash payments. For example, examined payments for the purchases should be vouched with cash memos of the suppliers. To insure that goods have actually been received, the available documentary evidence, such as goods receiving notes, goods inward book, should be examined. As well, the auditor should
· Examine cancelled checks for endorsement/ payee
· Vouch from cash payments Journal to purchase invoices, goods receiving reports, purchase invoices, purchase orders and requisitions
· Use knowledge of business to identify bogus venders
· Examine supporting documents for cancellation
· Be aware of possible “kickbacks”
Valuation: The assertion is to check that correct price was paid, including discounts. Be aware of possible bribes for overpayments. To ascertain the valuation compare prices on sales invoice to purchase order and vendor price list/Performa invoices/bid documents and recalculate purchases discounts.
Cutoff: This assertion is about checking that cash disbursements are recorded in the correct period. As stated earlier the audit concern for allocation is “window-dressing,” that is trying to make the current ratio or the quick ratio appears “good.” This can be accomplished for cash disbursements by writing and recording checks to settle accounts payable, but not actually mailing the checks until the next fiscal year. Checks may be posted in 2000 (to inflate current ratio), but not mailed until 2001(to preserve cash flow). To ascertain the allocation objective, examine paid dates on cancelled checks or paid dates in bank statement and note number of last check of fiscal year.
Presentation and Disclosure: The specific audit objective is to determine whether payments are debited to the proper account. For example, expenses may be recorded as assets. The auditor should:
· Read asset or expense policy manual
· Refer to chart of accounts
· Examine account coding for purchase invoices for adherence to policy
· Be alert for payment of previously undisclosed contingent liabilities
· Scan cash payments Journal for large/unusual payments, esp. to directors and other related parties
Accuracy: It is about checking that arithmetic is correct on invoices and in cash payments Journal. To ascertain the accuracy recalculate extensions and footing on purchase invoices and recalculate cash payments Journal and compare to General Ledger.
C. Auditing Cash on Hand and Cash in Bank
Cash on hand consists of petty cash funds, changes fund, and un-deposited receipt. The auditor’s first consideration in verifying cash in bank is to ascertain the actual balance on deposit. Some of the relevant assertions and testing for assertions in the audit procedures of cash on hand and in bank are covered in the parts that follow:
Existence/occurrence: The specific audit objective is to determine that all cash balances exist and that cash is not overstated
a) Count cash on hand: All balances should be counted at once. This is to prevent the client from moving cash from one branch to another and having it include in the count two or more times. If it is impossible to count all locations at one time, each cash box should be sealed after counting and the auditor should check that the seals are still intact after completing the count. If the client has highly liquid investment, such as certificate of deposit, the auditor should verify those at the same time as cash. It is very important that the cash custodian be present at all times during the count. After the count, the auditor should ask the custodian to sign the paper.
Petty cash funds should be counted on surprise basis, some times before year end. The reason for this is to detect if the petty cash custodian is borrowing from the cash box. If the cashier knows the date on which the auditor will count cash, she /he can borrow many from friends to make up the balance for the auditors count, and then take the money out of the box after the auditor leaves.
 b) Confirm bank account balances: Even though the balance in bank can be determined by referring to the bank statement, standard practices requires that independent confirmation of the bank balance be obtained directly from the bank.
c) Obtain cutoff bank statement: cut off bank statement is a partial statement which covers the first week or two in the next fiscal year. It is sent directly to the auditor so that the client has no opportunity to alter it. The auditor will use it especially in testing the bank reconciliation
d) Test bank reconciliation: The auditor should thoroughly test the bank reconciliation prepared by the clients by doing the following.
· Compare the balance per bank on the reconciliation to the bank confirmation and to the beginning balance on the cutoff statement.
· Foot the column of numbers
· Traces outstanding checks and deposit in transit to the cut off statement
· Compare checks and deposits on the cut off statement with the bank reconciliation.
Completeness: The specific objective in this case is to determine whether all cash balances have been recorded or cash was not understated. The audit tests employed for completeness are to scan the ledger, looking for days during which there have been no debit to cash. The auditor may also prepare a proof of cash. The other audit test would involve tracing deposit receipts to the cutoff bank statement.
Rights and obligations: The use of cash is not restricted for cash on hand, of course, there is no audit testing for rights. The possessor of cash is assumed to be its owner and proving otherwise is almost impossible. However, in the cash bank account, the use of the money may be restricted in some way. Examples of restriction include bond sinking funds and compensating balance requirement. Audit testing of restriction on cash balance involves requesting a special confirmation from the bank and it has to be disclosed in a financial statement.

Valuation: is not an issue, except for foreign currency balances
Cutoff:  is not an issue except as discussed in the receipt	
Presentation and disclosure: The specific audit objective is to determine whether all cash balances are really cash rather than investment in bonds etc and whether sufficient disclosure is provided. Some of the Items to be disclosed are:
· Certificate of deposit
· Sinking fund
· Compensating balance
· Overdraft

2.1.1.5 Fraud Audit Test for Cash
As we discussed under the nature of cash, cash is the most liquid asset which is prone to misuse and misappropriation, the auditor usually performs audit procedure that enables to detect intentional misstatement of cash account. 
Common Frauds on Cash Account
Weak internal control over cash would create opportunity for fraud or defalcation/theft/ of cash. The most defalcations that call auditors to conduct a test of fraud are:

a. Lapping: refers to cash collection on account from credit customer may be postponed (delayed). This is usually practiced as a temporary borrowing, but in long run they lead to cover up by more elaborate means. This is possible if a single person is responsible to receive cash from charge customers and keep records for accounts receivable at the same time. 
b. Check-kitting: refers to transferring of check from one bank to another when business has two bank accounts say for example in Commercial Bank of Ethiopia Jimma branch and Dashen Bank Jimma branch check is written to withdraw an account from CBE bank account balance and deposited in Dashen Bank account.  Due to lag (delay) of time in clearance, the amount deposited in Dashen Bank may be reflected immediately in balance of cash account at Dashen Bank, but not reflected as deduction from the account at Commercial Bank of Ethiopia account soon. As a result of such technique a casher may cover up cash shortage which an auditor might uncover under normal audit procedure. 
c. Window dressing: cash shortage or cash position could be improved by holding the cash book open/unclosed/ beyond the closing date to include subsequent cash receipt. 
d. There are also other kind of frauds such as writing off bad debts, fictions Accounts receivable casher payable to self, etc

In general, the frauds related to cash account can be controlled if the client has a strong internal control over cash. Therefore, an auditor usually required to conduct an intense evaluation of the internal control over cash before he/she decide to extend the normal audit test for cash to procedures to detect fraud. If the auditor suspects that there is a risk of misstatement on cash resulted from fraud, he/she can follow the following procedures summarized in the following table. 
	Type of Possible Fraud
	
Possible Audit Test/Procedure

	Window dressing
	· Trace deposits in transit to cutoff bank statements to determine deposit date.

	Lapping 
	· Confirm accounts receivable and give close attention to exceptions made by customers about payment dates.
· Make a surprise count of the cash and customers checks on hand
· Compare the details of remittance lists (if prepared), stamped duplicate deposit slips, and entries in the cash receipts book

	Check-kitting
	· Prepare a schedule of the interbank transfers made for a few days before and after the audit date. 
· Obtain cutoff bank statements directly from the bank covering the seven to ten day period after the balance sheet date.




2.1.2 Audit of Accounts Receivables 

In this section you will deal with audit of account receivable. The section contains the internal control over accounts receivables, the test of control and substantive test of balance that auditor perform during the audit of accounts receivable. For many business sales are made on credit and thus auditors usually make a due attention in an audit of account receivable as they can have evidence about the assets reported in the balance sheet as receivable as well as about the sales revenue reported in the income statement.  Like those of other accounts, the auditor approaches an audit of receivable in two procedures; first it conducts assessment of internal control or transaction test and performs an audit of balance to substantiate the validity of audit objectives.  In the process of conducting audit of accounts receivable, the auditor checks the sales and receivable cycle, collection, the discount, allowance and returns offered to customer as well as the process of determining bad debt expense or written-off debt that is proved to be uncollectable.  
In attaining the overall audit objective, the auditor design and implement transactions and audit related audit objectives substantiate the effectiveness of the internal control system as well as to substantiate the validity of expressed and implied assertion concerning balance of accounts receivable. 
2.1.2.1 Evaluating Internal Control over Accounts Receivable
Good internal control for receivables includes:
· Any person who handles or has access to collect from customers should have no other responsibility relating to account receivable.
· Responsibility for approval of credit to customers, account for returned goods, and allowance for uncollectible accounts should be given to the general manager or high ranking officers.
· A person authorized to approve non cash credit should under no circumstance have access to cash collection.
· The handling of cash should be separated from the preparation of the accounting records.
· A person who opens a mail should make a record in 3 copies of all cash received, retain one copy for himself, send the cash and the second copy to the cashier and send the third copy to accounting department. The cashier will deposit the cash in a bank and send the deposit slip to accounting department. The accounting department will control the cash by comparing the third copy with the deposit slip sent to it.
· Granting credit, collecting delinquent account, making records (accounting) and cashiering, all should not be granted to a single individual.
· Using two types of account (subsidiary ledger and general ledger) and assigning recoding in the two accounts to different employees.

2.1.2.2 Test of Control for Account Receivable 
Test of control should be designed to check that the control procedures are being applied and the objectives are being acceded. In relation to accounts receivable, the following tests can be performed on a sample basis:
· Cary out sequence test checks on invoices, credit notes, shipping/dispatch notes orders to ensure that all items are included and that there are no omissions or duplications.
· Check authorization for the:
· Acceptance of the order
· Dispatch of goods
· Raising of the invoice or credit notes
· Pricing and discounts
· Write-off of bad debts
In this procedure, the auditor checks that the relevant signature exists and that the control has been applied in the process of credit sales and subsequent cash collection. 
· Seek evidence of checking of the arithmetic accuracy of invoices, credit notes and sales tax. 
· Check dispatch notes and goods returned notes to ensure that they are referenced to invoices and credit notes and vice versa. 
· Check that control account reconciliations have been performed and reviewed. 
· Ensure that batch total control have been applied by seeking signatures and tracing batches from inputs to output.
In all the above cases, the auditor attempts to get satisfaction on the proper application of the control procedure. 
2.1.2.3 Test of Balance of Accounts Receivables
Once the auditor appraises and tests the system of internal control in order to ascertain that the system of internal control over receivable is adequate, he/she further carries out substantive tests in an attempt to ensure that, the transactions, sales, cash receipt, discounts, return and allowance and bad debts in the accounts receivable subsidiary ledgers and controlling account, are in fact completely and accurately recorded or the balance is not materially misstated.
In audit of accounts receivable balance the audit program includes the following balance related objectives: 
i. Accounts receivable in the aged trial balance agree with related master files amounts, and the total is correctly added and agrees with the general ledger (detail tie-in)
ii. Recorded account receivable exist(existence)
iii. Existing accounts receivable are included(completeness)
iv. Accounts receivable are accurate( accuracy)
v. Cutoff for accounts receivable is correct( cut off)
vi. Accounts receivable are properly classified(classification)
vii. Accounts receivable are stated at realizable value(realizable value)
viii. The client has right to accounts receivable(rights)
ix. Accounts receivable presentation and disclosure are proper(presentation)
The followings are substantive audit test for account balance of accounts receivable:
Accuracy:  is discussed first because the auditor must establish that the detailed record that support the account to be audited agree with the general ledger account. The amounts continued in the financial statements are derived from the general ledger balances. To test the fairness of a financial statement amount, the auditor tests the general ledger account by examining the amount or estimates that compose the balance. For many account, the general ledger balance is supported by a subsidiary ledger or listing of the details that make up the balance. Normally, the auditor performs a number of accuracy tests of the subsidiary ledger or listing before conducting other tests of the account balance.         This process is followed when accounts receivable are audited. For example, the auditor agrees the accounts receivable subsidiary ledger of customers accounts to the general ledger account receivable (control) account. This is typically accomplished by obtaining a copy of the aged trial balance of accounts receivable and comparing the total balance with the general ledger accounts receivable account balance. An aged trial balance of the subsidiary ledger is used because the auditor will need this type of data to examine the allowance for uncollectible accounts. The auditor must also have assurance that the details making up the aged trial balance is accurate. This can be accomplished in a number of ways. One approach involves mainly manual audit procedures. First, the aged trial balance is footed and cross footed. Footing and cross footing mean that each column of the trial balance is added, and the column totals are then added to ensure that they agree with the total balance for the account. Then a sample of customer accounts included in the aged trial balance is selected for testing. For each selected customer account, the auditor traces the customer’s balance back to the subsidiary ledger detail and verifies the total amount and the amounts included in each column for proper aging. A second approach involves the use of computer-assisted audit techniques. If the general controls over IT are adequate, the auditor can use a generalized audit software package to examine the accuracy of the aged trial balance generated by the client’s accounting system
Validity: The validity of accounts receivable is one of the more important audit objectives because the auditor wants assurance that this account balance is not overstated through the inclusion of fictitious customer accounts or amounts. The major audit procedure for testing the validity objective for accounts receivable is confirmation from customers. If some customers’ dose not respond to the auditor’s confirmation request, additional audit procedures may be necessary. There are two types of confirmation called positive confirmation and negative confirmation. Basically positive confirmations are letters sent to debtors asking them to confirm directly to the auditor the amount of the balance in their respective accounts. The auditor wants a response regardless of whether the customer agrees or disagrees with the stated balance. The confirmation usually includes the amount from the client books, but it is possible to send a blank confirmation and ask the clients to fill in the correct amount. The blank type of confirmation is very good evidence because the customer has to actually look up the information on his or her records and writes it down. But the response rate is usually lower because of the amount of work involved for the customers. Negative confirmation on the other hand asks for a response only if the debtor disagree with the recorded amount. Negative confirmation request are often simply stamped or glued on to the clients regular monthly statements to the customer before it is sent out. Positive confirmations are more reliable, partly because the auditor will follow up confirmations which are not returned. If a negative confirmation is not returned, the auditor assumes it is because the debtor agrees with the balance. Since negative confirmation are often simply ignored by the receipt that assumption may not be correct. Negative confirmation are less reliable, but are cheaper to send. A formal letter is not required, and no time is spent following up.














	SAMPLE POSITIVE CONFIRMATION LEETER

	

	KK Company
Addis Ababa, Ethiopia

	                               Control number: KK/108/2011
			                 Date:2/01/2011

	To: BB Company
      Dire Dawa, Ethiopia

	Dear Sir:
Our auditor, Birhanu & Co., is conducting an audit of our financial statements. Please examine the accompanying statement and either confirm its correctness or report any differences to our auditors.
Your prompt attention to this request will be appreciated. An envelope is enclosed for your reply.
Very truly yours,

	
	

	[Client signature and title]

	

	

	The replay from the client may be written as follows:

	The balance receivable from us of Br.20, 000 as of  2/01/2011 is correct except as noted below:

	
	
	

	
	
	

	
	
	
	
	

	

	
	

	[Debtor name]

	Date 
	
	

	By
	
	

	
	
	

	


Completeness: The auditor’s concern with completeness is whether all accounts receivable have been included in the accounts receivable subsidiary ledger and the general accounts receivable account, the reconciliation of the aged trial balance to the general ledger account should detect an omission of a receivable from either the accounts receivable subsidiary ledger or the general ledger account. If the client’s accounting system contains proper control totals and reconciliations, such errors should be detected and corrected by the relevant internal control procedures. Personnel in the billing department would be responsible for reconciling the two totals. If such control procedures do not exist in a client’s accounting system, or if they are not operating effectively, the auditor will have to trace a sample of shipping documents to sales invoices, the sales journal, and the accounts receivable subsidiary ledger to ensure that the transactions were included in the accounting records. 
Cutoff: The cutoff objective attempts to determine whether all revenue transactions and related accounts receivable are recorded in the proper period. On most audits, sales cutoff is coordinated with inventory cutoff because the shipment of goods normally indicates that the earnings process is complete. The auditor wants assurance that if goods have been shipped in the current   period, the resulting sale has been recorded, and also that if the sales have been recorded, the corresponding inventory has been removed from the accounting records. In addition, the auditor needs to determine if there is proper cutoff for sales returns.
Sales Cutoff: If there is no proper cutoff of revenue transactions, both revenue and accounts receivable will be misstated for the current and following years. In most instances, errors related to sales cutoff are due to delays in recognizing the shipment of goods or recognizing revenue transactions in the current period in the next period or may recognize sales from the next period in the current period. The first situation can occur by the revenue transactions not being recorded in the sales journal until the next period. For example, sales that take place on the last two days of the current year are recorded as sales in the next year by delaying entry until the current- year sales journal is closed. The second situation is generally accomplished by leaving the sales journal “Open” and recognizing sales from the first few days of the next period as current-period sales.
The test of sales cutoff is straightforward. The auditor first identifies the number of the last shipping document issued in the current period. Then a sample of sales invoices and their related shipping documents is selected for a few days just prior to, and subsequent to, the end of the period. Assuming that sales are recorded at the time of shipment (FOB- shipping point), sales invoices representing goods shipped prior to year-end should be recorded in the current period, and invoices for goods shipped subsequent to year- end should be recorded as sales in the next period. Any transaction recorded in the wrong period should be corrected by the client. For example, suppose the last shipping document issued in the current period was numbered 10,540, and none of the recorded revenue transactions sampled from a few days prior to year- end should have related shipping document numbers higher than 10,540. And none of the sampled revenue transactions recorded in the first few days of the subsequent period should have related shipping document numbers lower than 10,540. In a computerized system such tests are still necessary because a delay in entering data may occur, or management may manipulate the recognition of the transactions.
 Sales Returns Cutoff: The processing of sales returns may differ across entities. When sales return are not material, or if they occur irregularly, the entity may recognize a sales return at the time the goods are returned when sales return represent a material amount, the auditor needs to test for proper cutoff. Using the procedures similar to sales cutoff, the auditor selects a sample of receiving documents for few days prior to and subsequent to the end of the period. The receiving documents are traced to the related credit memorandum. Sales return recorded in the wrong period should be corrected if material.
Ownership: The auditor determines whether the account receivables are owned by the entity because accounts receivable that have been sold should not be included in the entity’s financial statement. For most audit engagements, this doesn’t represent a problem because the client owns all the receivables. However, in some instances client may sell its account receivable. The auditor can detect such an action by reviewing bank confirmation. Cash receipt for payments from organization that factor accounts receivable, or corporate minutes for authorization of the sales or assignment of receivables.
Valuation: Two major valuation issues are related to accounts receivable. The first issue relates to the valuation of the revenue and cash receipts transactions that make up the details of the gross amount of account receivables. The concern her is with the quantity and pricing of the items included on the sales invoices and the proper recording of cash received including any discount. This affects the gross amount of accounts receivable as well as sales. Test of control and substantive test of transaction normally provides evidence about these types of pricing errors. Pricing errors, especially when the consumer has been overcharged or proper payment hasn’t been recorded may also be detected via confirmation.
The second valuation issue relates to the net realizable value of accounts receivable. The auditor is concerned with determining that the allowance for uncollectible accounts, and thus bad debt expense, is fairly stated. The allowance for uncollectible account is affected by internal factors such the client’s credit granting and cash collection policies and external factors such as the state of the economy, condition in the clients industry, and the financial strength of the clients customer. In verifying the adequacy of the allowance for uncollectible accounts, the auditor starts by assessing the client’s policies for granting credit and collecting cash. If the client establishes strict standards for granting credit, the likely hood of a large number of bad debts is reduced.  The second step in assessing the adequacy of the allowance account involves examining the client’s prior experience with bad debts.
Classification: The major issues related to the classification objectives are 
· Identifying and reclassifying any material credits contained in accounts receivable
· Segregating short term and long term receivables
· Ensuring that different types of receivables are properly classified. 
In many entities, when a customer pays in advance or a credit is issued, the amount is credited to the customer’s accounts receivable account. The auditor should determine the amount of such credits and if material, reclassify them as either a deposit or another type of labiality. The second issue requires that the auditor identify and separate short term receivable from long term receivables, should not be included with trade accounts receivable. The auditor must also ensure that non trade receivables are properly separated from trade accounts receivable. For example receivable from officers, employees, or related parties should not be included with trade accounts receivable because users might be misled if such receivables are combined. The last two issues are also related to the disclosure audit objective
Disclosure: Disclosure is an important audit objective for accounts receivables and related accounts. While management is responsible for the financial statements, the auditor must ensure that all necessary disclosures are made. Examples of disclosure items for receivables are:
· Short and long term receivables
· Pledged or discounted receivables
· Receivable from related parties
· Receivables by type (trade, officer, employee, affiliated, and as on)  


2.1.3 Auditing for Inventory 
2.1.3.1 Inventory Management Process
The inventory management process is affected by the internal control procedures for revenue, purchasing and payroll processes. The acquisition of and payment for inventory are controlled via purchasing process. The cost of both direct and indirect labor assigned to inventory is controlled through the payroll process. Last, finished goods are sold and accounted for as part of the revenue process. Thus, the “cradle-to-grave” cycle for inventory begins when goods are purchased and stored and ends when the finished goods are shipped to customers. The following are the more important documents and records that are normally involved in the inventory system. In advanced IT system, some of these documents and records may exist for only a short time or only in machine readable form.
· Production and schedule
· Receiving report
· Material requisition
· Inventory master file
· Production data information
· Cost accumulation and variance report
· Inventory status report
· Shipping Order

2.1.3.2 Internal Control over Inventories
The followings are internal control procedures that should exist in the client’s business to control inventory properly
· Purchase or other commitment should be initiated only by authorized personnel, preferably on the basis of competitive bid. 
· Purchase orders for good and materials are placed as needed and for optimum quantity
· Follow up should be made on purchase orders if delivery has not been made by the scheduled delivery date
· Incoming shipment should be accepted only if the receiving department has authorization in the form of a copy of purchase order.
· Quantity and quality of goods received should be  as specified before payment is authorized
· Terms, prices, and clerical accuracy of vendors invoice should be correct before payment is authorized
· Refund or credit should be received for all purchase returned and allowance
· The need to reorder signaled as soon as the amount of inventory on hand reaches a minimum safety balance
· Inventory quantity should be adequately protected against losses from theft, spoilage, unauthorized withdrawal by employee.
· There should be full accountability for both units and birr for inventory quantity received, on hand and issued or sold.
· Difference between book and physical inventories are ascertained, differences adjusted and the amount of overage or shortage should be properly accounted for.
· Proper authorization exists for inventory quantity removed from stock
· All transactions pertaining to the issue or sales of inventories quantity should be accounted for and entered in the controlling record.
· Inventory issues should be  valued according to an acceptable method and the costs should be accounted for in a manner that provides adequate information for management including variance from standard

2.1.3.3 Audit Objectives for Testing Inventory
	General Audit Objective
	
Specific Audit Objective

	Validity
	Determine whether recorded inventory actually exists

	Completeness
	Determine whether all inventories  are recorded

	Cutoff
	Determine whether all transaction that affect inventory are record in the correct period

	Ownership
	Determine whether all recorded inventories are owned by the entity and whether it is subject to any liens or restrictions.

	Accuracy 
	Determine whether inventory is properly accumulated from journals to ledgers

	Valuation
	Determine whether inventory is properly  valued in accordance with GAAP

	Classification
	Determine whether inventory is properly classified in the general ledger and the financial statements

	Disclosure
	Determine whether all disclosure related to inventories are included in the financial statement


2.1.3.4 Test of Account Balances for Inventory
Accuracy: Testing the accuracy of inventory requires obtaining a copy of the compilation of the physical inventory quantities and prices. The inventory compilation is footed, and the mathematical extensions of quantity multiplied by price are tested. Additionally, test counts made by the auditor during the physical inventory and tag control information are traced into the compilation. Many times the client has adjusted the general ledger inventory balance to agree to the physical inventory amount (referred to as book–to–physical adjustment) before the auditor begins the substantive tests of account balances. If the client has made the book- to physical Adjustment, the totals from the compilation for inventory should agree with the general ledger.
When the client maintains perpetual inventory system, the totals from the inventory compilation should also be agreed to these records. The auditor can use computer-assisted audit techniques to accomplish these audit steps. For example, the auditor can use a generalized or custom audit soft–ware package to trace test control information into the client’s computer file of the inventory compilation. The extensions and footing can also be tested at the same time.
Validity or Existence: is one of the more important audit objectives for the inventory account. Observation of the physical inventory is the primary audit step used to verify this objective. If the auditor is satisfied with the client’s physical inventory count, the auditor has sufficient, competent evidence on the validity or existence of recorded inventory.
Completeness: The auditor must determine whether all inventories have been included in the inventory compilation and the general ledger inventory account. The tests related to the observation of the physical inventory count provide assurance that all goods on hand are included in inventory. Tracing test counts and tag control information into the inventory compilation provides assurance that the inventory counted during the physical inventory observation is included in the compilation. In some cases, inventory is held on consignment by others or is stored in public warehouses. The auditor normally confirms or physically observes such inventory.
Cutoff: In testing the cutoff objective for inventory, the auditor attempts to determine whether all sales of finished goods and purchases of raw materials are recorded in the proper period. For sales cutoff, the auditor can examine a sample of shipping documents for a few days before and after year-end for recording of inventory shipments in the proper period. For purchases cut off, the auditor can examine a sample of receiving documents for a few days before and after year-end for recording of inventory purchases in the proper period. 
Ownership: The auditor must determine whether the recorded inventory is actually owned by the entity. Two issues related to ownership can arise. First, the auditor must be sure that the inventory on hand belongs to the client. If the client holds inventory on consignment, such inventory should not be included in the physical inventor. Second, in some industries, goods are sold on a” bill-and hold” basis. In such a case, the goods are treated as a sales but the client holds the goods until the customer needs them. Again, the auditor must be certain that such goods are segregated and not counted at the time of the physical inventory.
Valuation: A number of important valuation issues are related to inventory. The first issue relates to the costs used to value the inventory items included in the compilation. When the client purchases inventory, Valuation of the inventory can normally be accomplished by vouching the costs to vendors’ invoices. When the client uses standard costs, the auditor audits the standard cost as discussed previously. The second valuation issue relates to the lower-of –cost-or market tests for inventory. The auditor normally performs such tests on large-dollar items or on the client’s various product lines. A third valuation issue relates to obsolete, slow- moving, or excess inventory. The auditor should ask management about such issues. When these issues exist, the inventory should be written down to its current market value. Finally, the auditor should investigate any large adjustments between the amount of inventory shown in the general ledger account and the amount determined from the physical inventory account for possible misstatement.
Classification: In a manufacturing company, the auditor must determine that inventory is properly classified as raw materials, work in process or finished good. In most manufacturing companies, proper classification can be achieved by determining which manufacturing processing department has control of the inventory on the date of the physical count. For example, if inventory tags are used to count inventory and they are assigned numerically to department, classification can be verified at the physical inventory. The auditor can ensure that each department is using the assigned tags. The tag control information by department can be compared to the information on the inventory compilation to assure that it is properly classified among raw materials, work in process, and finished goods. 
Disclosure: Several important disclosure issues are related to inventory For example, management must disclose the cost method, such as LIFO or FIFO, used to value inventory. Management must also disclose the components (raw materials, work in process, and finished goods) of inventory either on the   face of the balance sheet or in the footnotes. Finally, if the entity uses LIFO to value inventory and there is a material LIFO liquidation, footnote disclosure is normally required. Other information’s which requires disclosure are: 
· Long term purchase contract
· Purchase from related parties
· Pledged or assigned inventory
· Warranty obligation
· Unusual loss
· Consigned inventory
Observing Physical Inventory
The auditor’s observation of inventory is generally accepted auditing procedure. However, the auditor is not required to observe all inventories, but only inventory that is material. Internal auditors may also observe physical inventory. The primary reason for observing the clients physical inventory is to establish the validity or existence of the inventory. The observation of the physical inventory also provides evidence on the ownership and valuation audit objectives. Based on the physical inventory count, the client compiles the physical inventory. While the form of compilation may differ among entities, it normally contains a list of the item by type and quantity, the assigned cost for each item, the inventory value for each item, and a total for the inventory. 
Prior to the physical count of the inventory, the auditor should be familiar with the inventory location, the major items in inventory and the client’s instructions for counting inventory. During observation of physical inventory, the auditor should do the following.
· Ensure that no production is scheduled or if production is scheduled, ensure that proper control are established for movement between departments in order to prevent double counting.
· Ensure that there is no movement of goods during the inventory count. If movement is necessary, the auditor and client personnel must ensure that the goods are not double counted and that all goods are counted.
· Make sure that the clients count teams are following the inventory count instruction, the auditor notify the client’s representation in charge of the area.
· Ensure that inventory tags are issued sequentially to individual departments for many inventory counts; the goods are marked with multi copy inventory tags. The count teams record the type and quantity of inventory on each tag, and one copy of each tag is then used to compile the inventory, such as detailed inventory listing on handheld computers, the auditor should obtain copies of the listing or files prior to the start of the inventory count.
· Perform test counts and record a sample of counts in the working papers. This information will be used to test the accuracy and completeness of the client’s inventory compilation.
· Obtain tag control information for testing the client’s inventory compilation. Tag control information includes documentation of the numerical sequence of all inventory tags and accounting for all used and unused inventory tags. If inventory listings are used by the clients, copies of listing will accomplish the objectives of documenting the entire inventory count.
· Obtain cutoff information, including the numbers of the last shipping and receiving document issued on the date of the physical inventory count.
· Observe the condition of the inventory for items that may be obsolete, slow moving or carried in excess quantity.
· Inquiry about goods held on consignment for others or held on a bill and hold basis, such items should not be included in the clients inventory. The auditor must also inquire about goods held on consignment for the client. These goods should be included in the inventory count. If these audit procedures are followed, the auditor has reasonable assurance that a proper inventory count has been taken.

2.2 Auditing Noncurrent Assets

2.2.1 Evaluating Internal Control over Fixed Asset
The following internal control procedures should be implemented to properly control fixed asset:
· Capital budgeting approach should be used to the authorization of plant expenditure.
· Comparison of budgeted and actual expenditure should be made periodically to see how effective such expenditure was being controlled and to permit corrective actions to be taken where necessary.
· Expenditure for plant asset must also be properly classified according to whether they should be capitalized or expensed.
· After the fixed asset is acquired, detailed accounting record of them should be maintained in a plant ledger with a separate page for each items.
· An identifying serial number should be given to each fixed asset. The identification number is used to facilitate the taking of physical inventory, to determine whether items have been dismantled, scraped or sold without proper treatment in the accounting recode and whether theft or other losses have occurred.
· Depreciation charges should be accurately determined particularly when disposal occurs.
· Historical cost, date of acquisition, accumulated depreciation, period of use, and major repair and improvement should be properly kept and shown on the plant ledger.
· All maintenance or special work order done in the factory should be authorized by work orders and the accounting department should be informed for record keeping.
· Discarding, sales or exchange of plant asset should be properly authorized by the concerned official and communicated to the accounting department on the date of disposal.
· Purchase requisition should be initiated in relevant department and authorized at the appropriate level with in the entity. However, highly technical equipments should be purchased only after passing though a specific skilled professional.
· There should be a limit to the authorization at each managerial level to ensure that larger projects are brought to the attention of high level management for approval before commitment are made.

2.2.2 Tests of Controls
The auditor needs to conduct test of control to ass the effectiveness of internal control over noncurrent tangible assets to determine the depth and breadth of the substantive test of balance.  
i. Check authorization of purchase to board minutes, capital expenditure budgets and capital expenditure form.
ii. Check authorization for disposals of significant assets.
iii. Confirm existence of noncurrent asset register which adequately identifies assets and comments on their current condition. Ensure register reconciles to nominal ledger.
iv. Test evidence of reconciliation of register to physical checks of existence and condition of assets.
v.  Check authorization of depreciation rates, and particularly changes in rates.
vi. Examine evidence of checking of correct calculations of depreciation.

2.2.3 Tests of Account Balances-Property, Plant, and Equipment
The following discussion summarizes the substantive tests of balances for the property, Plant and equipment accounts for each audit objective. The discussion that follows focuses on the major audit procedures conducted by the auditor. Accuracy is discussed first because the auditor must establish that the detailed property, plant, and equipment records agree with the general ledger account.
Accuracy: The auditor verifies the accuracy of property, plant, and equipment by obtaining a lead schedule and detailed schedules for additions and dispositions of assets. This lead schedule is footed, and the individual accounts are accurate.
Validity: To test validity, the auditor obtains a listing of all major additions and vouches them to supporting documents such as vendors’ invoices. If the purchase was properly authorized and the asset has been received and placed in service, the transaction is valid. In addition, the auditor may want to verify that assets recorded as capital asset actually exist. For major acquisitions, the auditor may physically examine the capital asset. Similarly, disposition of assets must be properly authorized, and the supporting documents such as sales receipts should indicate how the disposal took place. Generally, the auditor obtains a schedule of all major dispositions and verifies that the asset was removed from the property, plant, and equipment record. If the disposition is the result of a sale or exchange, the auditor would verify the cash receipt for the result of the asset or documentation that another asset was received in exchange. 
The auditor must also ascertain the validity of lease transactions by examining the lease agreements entered into by the entity. If the lease agreement is properly authorized and the asset is placed in service, the evidence supports the validity of the recorded asset.
 Completeness: The auditor has some assurance about the completeness objective from the control procedures in the purchasing process and, if present, the additional control procedures discussed previously in this chapter. If the auditor still has concerns about the completeness objective, he or she can physically examine a sample of assets and trace them into the property, plant, and equipment subsidiary ledger. If the assets are included in the subsidiary ledger the auditor has sufficient evidence supporting the completeness objective. 
 Cutoff:  On most engagements, cutoff is tested as part of the audit work in accounts payable and accrued expenses. By examining a sample of vendor invoices, from a few days before and after year-end, the auditor can determine if capital asset transactions are recorded in the proper period. Inquiry of client personnel and a review of lease transactions for the same period can provide evidence on proper cutoff for leases.
 Ownership: The auditor can test for ownership by examining the vendor’s invoices or other supporting documents. In some instances, the auditor may examine or confirm property deeds or title documents for proof of ownership.
 Valuation: Capital assets are valued at acquisition cost plus any cost necessary to make the asset operational. The auditor tests the recorded cost of new assets by examining the vendor invoices and other supporting documents used by the client to establish the recorded value of the assets. If the client has material self- constructed assets, the auditor conducts detailed audit work on the construction-in process account. This includes ensuring that interest is properly capitalized as a cost of the asset. The other valuation issue the auditor must address is the recognition of depreciation expense. If the client uses a computer to process and account for capital assets, the auditor may be able to use computer-assisted audit techniques to verify the calculation of depreciation for various assets. Alternatively; the auditor may re compute the depreciation expense for a sample of capital assets. In making this calculation, the auditor considers the reasonableness of the estimated life of the asset, the depreciation methods used for book and tax purposes, and any expected salvage.
 Classification: First, the classification of a transaction into the correct property, plant, and equipment account is normally examined as part of the testing of the purchasing process. The auditor’s tests of controls and substantive tests of transactions provide evidence as to the effectiveness of the control procedures for this objective. Second, the auditor should examine selected expense accounts such as repair and maintenance to determine if any capital assets have been correctly recorded in these accounts. An account analysis of transactions included in the repairs and maintenance account is obtained, and selected transactions are vouched to supporting documents. In examining the supplies expense items or whether it would be more appropriate to capitalize the cost. For example, the auditor may examine an invoice from a plumbing contractor that shows that the water pipe system for a building has been replaced during the current period. If the amount of this transaction was material and improves the building, it should not be expensed as a repair but rather should be capitalized as a building improvement. Last, the auditor should examine cash material lease agreement to verify that the lease is properly classified as an operating or capital lease.
 Disclosure:  Shows a number of important items that may require disclosure as part of audit of property, plant, and equipment. Some of these disclosures are made in the “summary of significant accounting policies” foot note, while other items may be disclosed in separate footnotes. The followings are some of the items to be disclosed:
· Class of capital asset and valuation base
· Depreciation method and use full life
· Non operating asset
· Construction or purchase commitment
· Liens and mortgage
· Acquisition and disposal of major operating facilities
· Capitalized and other lease arrangement

2.3 Auditing Liabilities
A balance sheet will contain many liabilities grouped under various headings such as:	
· Trade creditors/Accounts payable 
· Notes payable
· Bank loans and overdraft
· Other creditors including accrued taxes, pension/provident fund payable and accrued and deferred income

Liabilities in the balance sheet are reported as current liability if the amounts fall due within one year, otherwise long-term liabilities.  During an audit of liability the auditor is also expected to follow some procedures test for the existence of contingent liabilities that need to be incorporated in the note to the financial statement. 
In an audit of liabilities the auditors’ duty is fourfold, namely: 
a. To verify the existence of liabilities shown in the balance sheet, 
b. To verify the correctness of the money amount liability accounts,
c. To verify the appropriateness of the description given in the accounts and the adequacy of disclosure,
d. To verify that all existing liabilities are actually included in the accounts.
During an audit of liabilities the auditors has to recognize the following points that differentiate the audit of asset and liability. 
· Management fraud designed to improve the apparent financial position of a company usually involves an overstatement of asset but an understatement of liability. A transaction which has given rise to labiality need merely be ignored in the record to achieve the desired effect. The auditor’s problem is then much more difficult, for there is no convenient starting point to an examination designed to disclose possible unrecorded liability.
· Defalcation by employee present less problem in the case of liability account since defalcation usually involves the abstraction and manipulation of asset.
· Most liabilities are a statement of facts whereas most assets involve valuation problem based on individual judgment. Only some of the estimated liabilities such as a provision for cost to be incurred in connection with product guarantees involve problems similar to those of asset valuation.
 Internal Control over Liability
Some of the internal control procedures that should exist over liabilities are listed as follows:
· The authority to borrow money should be restricted to only two or three officials of the company.
· Large borrowings should be made only under specific authorization of the board of directors.
· All interest payment should be subject to close scrutiny before they are approved to be certain that interest is paid for known liabilities.
· Voucher system should be used in processing account payables.
· Two records (subsidiary ledger and controlling account) should be kept for account payables and should be reconciled periodically.
· The client should maintain detailed record of long term debt transaction to ensure that all borrowing and repayment of principal and interest are recorded.
2.3.1 Auditing Current Liabilities (Accounts Payable and Accrued Liabilities)
The discussion below is related to audit of account balance of account payable and accrued expense. The auditor first test accuracy in order to ensure that the detailed records support the general ledger accounts.
Accuracy: The accuracy of account payable is determined by obtaining a listing of accounts payable, footing the listing and agreeing it to the general ledger control account. The items included on this listing are the unpaid individual vouchers or the balance in the individual ledger account in the subsidiary record
Validity: The auditor’s major concern with this audit objective is whether the recorded liabilities are valid obligations of the entity. To verify the validity of liability, the auditor can vouch sample of the items included on the listing of account payable, or the accrued account analysis to voucher packets or other supporting documents. If adequate source documents are present, the auditor has evidence that the amount represents valid liabilities. In some circumstances, the auditor may obtain copies of the monthly vendor statement or send confirmation request to vendors to test the validity of the liability.
Completeness: Completeness is an important audit objective for accounts payable and accruals because auditors are concerned about unrecorded liability. Therefore, auditors frequently conduct extensive test to ensure that all liabilities are recorded. Such tests are commonly referred to as a search for unrecorded liabilities. The following audit procedures may be used as a part of the search for unrecorded liabilities.
· Ask management about control procedures used to identify unrecorded liabilities and accruals at the end of an accounting period.
· Obtain copies of vendor’s monthly statements and reconcile the amount to the clients account payable record.
· Confirm vendor accounts, including accounts with small or zero balances.
· Vouch large dollar items from the purchase journal and cash disbursement journals for a limited time after year and; examine the date on each receiving report or vendor invoice to determine if the liability relates to the current period.
· Examine the files of unmatched purchase orders, receiving reports and vendors invoice for any unrecorded liabilities.
Cutoff: The cutoff objectives attempts to determine whether all purchase transactions and related account payables are recorded in the proper period. On most audits, purchase cutoff is coordinated with the clients physical inventory count. Proper cutoff should also be determined for purchase returns 
Ownership: Generally, there is little risk related to this objective because clients seldom have an incentive to record liability that is not obligation of the entity. Review of the voucher packet for adequate supporting document relating liabilities to the client provides sufficient evidence to support these audit objectives.
Valuation: The valuation of account payable and accrual is generally not a difficult audit objective to test. Account payables are recorded at either the gross amount of the invoice or the net of the cash discount if the entity normally takes cash discount the valuation of accruals depends on the type and nature of the accrued expense. Most accruals are relatively easy to value and proper valuation can be tested by examining the underlying source document.
Classification: The major issues related to the classification objectives are:
· Identifying and reclassifying any material debits contained in account payables
· Segregating short term and long term payables 
· Ensuring that different types of payables are properly classified.

Proper classification can usually be verified by reviewing the accounts payables listing and the general ledger accounts payables. If material debits area present, they should be reclassified as receivables or as deposit if the amount will be used for future purchase. Any long term payables should be identified and reclassified to the long term liability section of the balance sheet. Also, if payables to officers, employees or related parties are material they should be included with the trade account payables. The auditor should also ensure that accrued expenses are properly classified.
Disclosure: Even though management is responsible for the financial statement, the auditors must ensure that all necessary financial statement disclosure is made for account payables and accrued expense. Examples of disclosure items for purchasing process related liabilities include:
· Payables by type (trade, officers, employees etc.)
· Short and long term payables


2.3.2 Auditing Long-Term Liabilities
Common types of long term debt financing include notes, bonds, and mortgage. More sophisticated type of debt financing include collateralized mortgage obligation, repurchase and reverse repurchase agreement. Long term debts may have a number of features that can affect the audit procedures used. For example, debt may be convertible to in to stock or it may be combined with warranty, options, or rights that can be exchanged for equities. Debts may be callable under certain conditions or it may require the establishment of a sinking fund to ensure that the debt can be repaid. Last, debt may be either unsecured or secured by asset of the entity. The auditor’s consideration of long term debt however is not different than for any financial statement account. The auditor must be assured that the amount shown on the balance sheet for the various types of long term debt is not materially misstated. This assurance extends to the proper recognition of interest expense in the financial statements. Summary of audit objectives and test of account balance for long term debt is given in the table below.


	Audit Objective
	Test Of Account Balance

	Validity
	Examine copies of new notes or bond agreement. Examine board of director’s minutes for approval of new lending agreement. Confirm notes or bonds directly with creditors

	Completeness
	Obtain bank confirmation for notes from a bank. Confirm bonds or notes from creditors. Review interest expense for payment to debt holders not listed on the debt analysis schedule

	Cutoff
	Review debt activity for  a few days before and after year end to determine if the transaction are included in the proper period

	Accuracy
	Obtain an analysis of notes payable and bonds payables, and accrued interest payable ,foot schedules and agree totals to the general ledger

	Valuation
	Examine new debt agreement to ensure that they were recorded at the proper value. Confirm the outstanding balance for notes or bonds and the last date on which interest has been paid. Re compute accrued interest payable

	Classification
	Examine the due date on notes or bonds for proper classification between current and long term debt. Review debt for related party transactions or borrowing from major shareholders

	Disclosure
	Examine notes or bond agreement for any restriction that should be disclosed in the foot notes.


  
2.4 Auditing Stockholders’ Equity
In this subsection, the audit for stockholders’ equity, which is essential part of financial statement audit in corporations in which the auditor is directly responsible to report to stockholders. 
2.4.1 Evaluating Internal Control over Stockholders’ Equity
 For most entities, stockholders’ equity includes common stock, preferred stock, paid-in capital, and retained earnings. In recent years, numerous financial instruments have been developed that contain both debt and equity characteristics and affect the audit of stockholders’ equity. Various stock options and compensation plans also impact the audit of stockholders’ equity. Following are the three major types of transactions that occur in stock holders’ equity: 
· Issuance of stock: This includes transactions such as sale of stock for cash, the exchange of stock for assets, services, or convertible debt and issuance of stock splits.
· Repurchase of stock: This includes the reacquisition of stock (referred to as treasury stock) and the retirement of stock.
· Payment of dividends: This includes the payment of cash dividend or issuance of stock dividends.
Many large entities, such as publicly traded companies, use an independent registrar agent, and dividend-disbursing agent to process and record equity transactions. The registrar is responsible for ensuring that all stock issued complies with the corporate charter and for maintaining the control totals for total shares outstanding. The transfer agent is responsible for preparing stock certificates and maintaining adequate stockades’ records. The dividend- disbursing agent prepares and mails dividend checks to the stockholders record. When an entity uses an independent check to the stockholders record, and dividend disbursing agents, the auditor may be able to obtain sufficient evidence by confirming the relevant information with those parties. If an entity uses its own employees to perform the stock transfer and dividend disbursement functions, the auditor needs to perform more detailed testing of the stock related record and transactions that occurred during the period. The following internal control objectives, internal control procedures, and segregation of duties are relevant when client personnel transfer stock and disburse dividend. 
Following are the major internal controls for stockholders’ equity.
· Verify that stock and dividend transactions comply with the corporate charter.
· Verify that stock and divided transactions have been properly approved.
· Verify that stock and dividend transactions have been properly valued.
· Verify that all stock and dividend transactions have been properly posted and summarized in the accounting record.
· The individual responsible for issuing, transferring and canceling stock certificate should not have any accounting responsibility.
· The individual responsible for maintaining the detailed stockholders record should be independent of the maintenance of the general ledger control account.
· The individual responsible for maintaining the detailed stockholders records should not also process each receipts or disbursements.
· Appropriate segregation of duties should be established among the preparation, recording, signing and mailing of dividend checks.

2.4.2 Auditing Capital Stock Accounts
When auditing the capital stock accounts, the auditor is normally concerned with the validity, completeness, valuation and disclosure objectives. 
Validity and Completeness: All valid stock transaction is approved by the board of directors. Therefore, the auditor can test the validity of capital stock transactions by tracing the transactions recorded in the current year to the board of director’s minutes. When an independent registrar and transfer agent are used by the entity, the auditor confirms the total number of shares outstanding at the end of the period. If the amount of shares outstanding on the confirmation reconciles to the general ledger capital-stock accounts, the auditor has evidence that the total number of shares outstanding at the end of the year is correct.
If the entity does not use outside agents, it will maintain a stock register and/ or a stock certificate book. The auditor may perform the following tests:
· Trace the transfers of shares between stockholders to the stock register and/or stock certificate book (valuation and completeness).
· Foot the shares outstanding in the stock register and/or stock certificate book and agree them to total shares outstanding in the general ledger capital-stock certificates (completeness).
· Examine any canceled stock certificates (validity).
· Account for and inspect any uninsured stock certificates in the stock certificate book (completeness). 

Valuation:  When capital stock is issued for cash, the assessment of proper valuation is straightforward. The par, or sated, value for the shares issued is assigned to the respective capital-stock account, while the difference between the price and par, or stated, values assigned to each transaction. The proceeds from the sale of stock are normally traced to the cash receipts records.
 The valuation issue is more complex when capital stock issued in exchange for assets or services, for a merger or acquisition, for convertible securities, or for a stock dividend. For example, when a stock dividend is declared and the number of shares issued is less that 20 percent of the shares outstanding, the dividend is recorded at fair market value. The fair market value of the stock dividend is charged to retained earnings and credited to common stock and paid-in capital. To test valuation, the auditor can re compute the stock dividend and trace the entries into the general ledger.
Disclosure: A number of important disclosures are frequently necessary for stockholders’ equity.  Examples of stockholders’ equity disclosures include: 
· Number of shares authorized, issued and outstanding
· Call provision, prices, and dates for preferred stock
· Preferred stock sinking fund
· Stock option or purchase plane
· Restriction on retained earnings and dividend

The normal sources of this information include the corporate chatter, minutes of the board of directors’ meetings, and contractual agreements.
2.4.3 Auditing Dividends
Generally all dividends that are declared and paid will be audited as there are concerns with violations of corporate bylaws or debt covenants. When the entity uses an independent dividend –disbursing agent, the auditor can confirm the amount disbursed to the agent by the entity. This amount is agreed with the amount authorized by the board of directors. The auditor can re compute the dividend amount by multiplying the number of shares outstanding on the recorded date by the amount of the per share dividend approved by the board of directors. This amount should agree to the amount disbursed to share holders and accrued at year –end .If the auditor is concerned about the client’s control over dividend disbursements; he or she may test the payee names and amounts on the individual canceled checks with the stock register or stock certificate book. The auditor also reviews the entity’s compliance with any agreements that restrict the payment of dividends.
2.4.4 Auditing Retained Earnings
 Under normal circumstances, retained earnings are affected by the current year’s income or loss, as well as dividends paid. However, certain accounting standards require that some transactions be included in retained earnings. Prior-period adjustments, correction of errors, valuation accounts for marketable securities and foreign currency translation, and changes in appropriations of retained earnings are examples of such transactions. The auditor begins the audit of retained earnings by obtaining a schedule of the account activity for the period. The beginning balance is agreed to the prior year’s working papers and financial statements. Net income or loss can be traced to the income statement. The amounts for any cash or stock dividends can be verified as described earlier. If there are any prior-period adjustments, the auditor must be certain that the transactions satisfy the requirements of relevant accounting standards. Any new appropriations or changes in excising appropriations should be traced to the contractual agreements that required the appropriations. Last, the auditor must make sure that all necessary disclosures related to retained earnings are made in the footnotes. For example, many debt agreements restrict the amount of retained earnings that is available for payment as dividend.
2.5 Auditing for Income Statement Accounts

In this section, the audit of revenue and expense account which are another important financial statement items which have potential for misstatements will be explained in brief. 
2.5.1 Auditing Revenue (Income) Accounts
Major source of income from many companies is sales revenue; however some companies may drive revenue from other sources such as rent, interest, and dividend. Like those of other accounts explained above, the auditor approaches the audit of revenue account, in such a ways that it is possible to get satisfactory evidence as to the reliability of the revenue system and the validity of all management assertions. On the following part the nature of revenue account and the associated audit tests are discussed below. 

2.5.1.1 Revenue Recognition
Revenue recognition is reviewed at the beginning of this duty because knowledge of this underlying concept is fundamental to auditing the revenue process. Additionally, revenue must be recognized in conformity with GAAP in order for an auditor to issue an unqualified opinion. Revenue producing transactions generally consists of the sales of a product or the rendering of service. FASB defined revenue as “the inflow or other enhancement of asset of an entity or settlement of its liability from delivery or producing goods, rendering service, or other activities that consists the entity’s major or central operation”. FASB statement requires that before revenue is recognized, it must be realized and earned. Revenue is realized when a product or a service is exchanged for cash, a promise to pay cash or other assets that can be converted in to cash. SEC provides the following criteria for revenue recognition.

· Persuasive evidence of an arrangement exists
· Delivery has accrued or services have been rendered.
· The seller’s price to the buyer is fixed or determinable.
· Collectability is reasonably assured

2.5.1.2 Overview of Revenue Process
Three types of transactions are typically processed by the revenue process
· The sales of goods or rendering of service for cash or credit
· The receipt of cash from the customers in payment for the goods or services
· The return of good by the customers for the credit or cash
The following list shows the most important document and records that are normally contained in the revenue process. However, in advanced IT system, some of these documents and records may exist for only a short period of time or may be maintained only in machine readable form. 
	

	· Customer’s sales order
· Credit approval form
· Open order report
· Shipping documents
· Sales invoice
· Sales journal
· Customer’s statement
	
	· Accounts receivable subsidiary ledgers
· Aged trail balance of accounts receivable
· Remittance advice
· Cash receipt journal
· Credit memorandum
· Write off authorization

	




2.5.1.3 Evaluating Internal Control for Revenue
The followings are some the internal controls that should exist in the revenue process.
· The credit function should be segregated from the billing function. If one individual has the ability to grant credit to a customer and also has responsibility for billing those customers, it is possible for sales to be made to customers who are not creditworthy. This can result in bad debt expense.
· The shipping function should be segregated from the billing function. If one individual who is responsible for shipping goods is also involved in the billing function, it is possible for unauthorized shipments to be made and for the usual billing procedures to be circumvented. This can result in unrecorded sales transaction and theft of goods.
· The account receivable function should be segregated from the general ledger function. If one individual is responsible for the account receivable records and also for the general ledger, it is possible for that individual to conceal unauthorized shipment. This can result in unrecorded sales transactions and theft of goods.
· The cash receipts function should be segregated from the accounts receivable function. If one individual has access to both the cash receipt and the accounts receivable records, it is possible for cash to be diverted and the shortage of cash in the accounting records to be covered. This can result in theft of the entity’s cash.
· Customers order and shipping documents should be approved before revenue is recognized and recorded.
· Accounting for the numerical sequence of shipping document and sales invoices, matching shipping documents with sales invoice, reconciling the sales invoice to the daily sales report.
· There should be proper verification of the information contained, shipped, price and terms. The sales invoices should also be verified for mathematical accuracy before being sent to the customer

2.5.1.4 Substantive Test of Revenue Transactions
Validity: Auditors are concerned about the validity objective for revenue transaction because clients are more likely to overstate sales than to understate them. Sales to factious customers and recording of revenue when goods have not been shipped or services have not been performed. In order to test this, the auditor can observe and evaluate the segregation of duties and can also examine a sample of sales invoice for the presence of an authorized customers order and shipping document.
Completeness: The major misstatement that concern the auditor is that goods are shipped or services are performed and no revenue is recognized. Failure to recognize revenue means that the customer may not be billed for goods or services and the client doesn’t receive payment. The audit procedure to test this is that the auditor selects a sample of bills of lading and traces each one to its respective sales invoice and to the sales journal. If all bills of lading are recorded in the sales journal, the auditor would have evidence that all goods shipped are being billed
Cutoff: If the client doesn’t have adequate control to ensure that revenue transactions are recorded on timely basis, sales may be recorded in the wrong accounting period. The auditor can test this objective by comparing the date on bill of lading with the date on the respective sales invoices and the date the sales invoices was recorded in the sales journal.
Valuation: Revenue transactions that are not properly valued results in misstatement that directly affect the amount reported in the financial statement. The audit procedure for this objective is comparison of prices and terms on sales invoices to authorized prices list and terms of trade.
Classification: The use of chart of account and proper codes for recording transactions should provide adequate assurance about these objectives. The auditor can review the sales journal and general ledger for proper classification, and can test sales invoice for proper classification by examining programmed control to ensure that sales invoices are coded by the type of product or service.
Posting and summarization: In any accounting system, there is always a possibility that transaction are not properly summarized from source document or posted properly from journals to the subsidiary and general ledgers. In the revenue process control totals should be utilized to reconcile sales invoices to the daily sales report and the daily recording in the sales journal should be reconciled with the posting to the accounts receivables subsidiary ledger.
The above discussion mainly emphasis on audit procedures for sales revenue, however there are also other types of incomes that have to be audited. The control mechanism and audit procedures for other income accounts are discussed in relation to other balance sheet accounts. The followings are some of the examples
· Interest income /notes receivable
· Dividend and gain on sales/securities and other investment
· Rent income /unearned rent
· Royalties/ intangible assets

2.5.2 Auditing Expense Accounts
Dear Learners! Up to know, you have gone through the audit procedures for various balance sheet accounts and revenue account from the income statement.  In this section, therefore, our main emphasis is to discuss the audit procedure for payroll, as payroll expense is large in amount and is the most exposed to fraud and misstatement. Audit procedures for other types of expenses were discussed together with other balance sheet accounts. For example you have seen the audit of depreciation with fixed asset and the bad debt with accounts receivable.  Thus, you can apply relatively similar procedure in an audit of other expense accounts.
2.5.2.1 Internal Control over Payroll Expense	
Establishment of strong internal control over payroll is important: 
· To prevent payroll fraud such as listing of fictitious person on the payroll, overpaying employers, continuing employee on the payroll after their separation, etc.
· To process employee earning quickly and accurately.
· As existence of various payroll tax laws which require that certain payroll records be maintained and that payroll data is reported to the employee and to government agencies.
2.5.2.2 Methods of Achieving Internal Control over Payroll
· Using budgetary control for labor cost in a manufacturing companies
· Separation of duties related to payroll such as function of employment, time keeping, payroll preparation, distribution of payee to employees etc
· Proper employment function
· At time of hiring employee by personnel department, employee salary should be set in advance; the employee should sign and authorize any payroll deduction and formal notices should be sent to payroll department about the new hiring.
· A change in an individual salary should be formally communicated to payroll department in advance
· Penalties for absenteeism and other deductions should be formally  communicated to payroll department in advance
· Terminations of employee should be notified as early as possible
· Proper time keeping and paying system should be implemented
· Payroll checks should be signed by authorized official
· Formal notice should be sent to the pay roll accountant about the new hiring
 
2.5.2.3 Audit Program for Payroll
The following audit procedures are representatives of the work generally completed to establish the proprietary of payment for salaries, wages, bonuses and commissions.
1. Perform test over payroll transactions for selected pay period
· Trace sample names and wages on the payroll to records maintained by the personnel department 
· Trace time shown on the payroll to time card and time report approved by the supervisor
· Determine basis of deduction from payroll and compare with records of deductions authorized by the employee.
· Compare total payroll with total payroll checks issued.

2. Observe the use of time clocks by the employee reporting for work and investigate time card      not used.
3. Surprise observation of pay distribution
4. Obtain or prepare a summary of compensation to officers for the year and trace to contracts,     minutes of directors meeting or other authorization
5. Investigate any extraordinary fluctuations in salaries, wages and commissions
6. Test tax and pension payment to the respective authority on the appropriate date.
Other expenses are audited together with balance sheet accounts that we discussed previously. Some of these are listed below:	
· Accounts receivable/ Uncollectible account expense
· Inventories   /Cost of goods sold, supplies expense
· Property, plant of Enid /depreciation expense and repair and maintenance expense
· Accrued liabilities /  Salary exp, warranty exp, interest exp
· Interest bearing debt /  Interest expense


2.6 Completing Auditing Task
In the previous sections, we have discussed about, how to plan and design an audit approach, and how to perform tests of control and substantive tests of transactions, perform annalistically procedures and tests of detail balances. This subsection deals with completing auditing task. Once the auditor finalizes the evaluation of internal control system and test of balances for each account on the financial statement, he/she needs to get information concerning contingent liabilities, review subsequent events, accumulate final evidence, evaluate the results, and communicate with the audit committee and management.
2.6.1 Review for Contingent Liabilities and Commitments
A contingent liability is a potential future obligation to an outside party for an unknown amount resulting from activities that have already taken place. Three conditions are required for a contingent liability to exist:
· There is a potential future payment to an outside party or the impairment of some other assets that would result from existing conditions,
· There is uncertainty about the amount of four payment or impairments, and 
· The outcomes will be resolved by some future events. For example a lawsuit that has been filed but not yet resolved meets all the three of these conditions.

This uncertainty of the future payment can vary from extremely likely to highly unlikely. GAAPs describe three levels of likelihood of occurrence and the appropriate financial statement treatment for each levels of likelihood. These requirements are summarized in the table below.
	Likelihood of Occurrence of Events
	Financial Statement Treatment

	· Remote ( slight chance)
	· No disclosure is necessary

	· Reasonably possible ( more than remote, but less than probable)
	· Footnote disclosure is necessary

	· Probable ( likely to occur)
	· If the amount can be reasonably estimated, financial statement accounts are adjusted.
· If the amount cannot be reasonably estimated, note disclosures is necessary



The followings are certain contingent liabilities that are concern to the auditor:
· Pending litigation for patent infringement, product liability or other action
· Income tax disputes
· Product warranties
· Notes receivable discounted
· Guarantees of obligations of others
· Unused balance of outstanding letter of credit

Auditing standards make it clear that management, not the auditor, is responsible for identifying and deciding the appropriate accounting treatment for contingent liabilities. In many audits, it is impractical for auditors to uncover contingencies without management’s cooperation.
The auditor’s objectives in verifying contingent liabilities are to evaluate the accounting treatment of known contingent liability and to identify to the extent practical, any contingency not already identified by the management.  The following are some audit procedures commonly used to search for contingent liability
· Inquire of management about the possibility of unrecorded contingencies
· Review current and previous year’s internal revenue agent reports for income tax settlements. The reports may indicate areas or years in which there are unsettled disagreements.
· Review the minutes of directors and stockholder’s meeting for indications of lawsuits or other contingencies
· Analyze legal expense for the period under and review invoices and statements from legal counsel for indications of contingent liability especially lawsuits and pending tax assessment
· Obtain a letter from attorney performing legal services for the client as to the status of pending litigation or other contingent liability
· Review working papers for any information that may indicate a potential contingency. For example, bank confirmation may indicate notes receivable discounted or guarantees of loans.
· Examines letters of credit in force as of the balance sheet date and obtain a confirmation of the used and unused balances

As the verification mechanism in an audit of contingent liability heavily depend on inquiry of the management and attorney/legal officer, SAS 12(AU 37) informs auditor to qualify the report for any refusal of responding inquiry on contingent liabilities in which the management/attorney has knowledge and for refusal to the auditors’ request of financial statement disclosure. 

2.6.2 Subsequent Events
The auditor must review transactions and events occurring after the balance sheet date to determine whether anything occurred that might affect the fair presentation or disclosure of the current-period statements. The auditing procedures required by SAS 1 (AU 560) to verify these transactions and events are commonly referred to as the review for subsequent events or post-balance-sheet review.

The auditor’s responsibility for reviewing for subsequent events is normally limited to the period beginning with the balance sheet date and ending with the date of the auditor’s report. Since the date of the auditor’s report corresponds to the completion of the important auditing procedures in the client’s office, the subsequent events reviews should be completed near the end of the engagement. 

Types of Subsequent Events

Two types of subsequent events require consideration by management and evaluation by the auditor: those that have a direct effect on the financial statements and require adjustment, and those that have no direct effect on the financial statements but for which disclosure is advisable.
Those that have a Direct Effect on the Financial Statements and Require Adjustment: These events or transactions provide additional information to management in determining the fair presentation of account balances as of the balance sheet date and to auditors in verifying the balances. For example, if the auditor is having difficulty determining the correct valuation of inventory because of obsolescence, the sale of raw material inventory as scrap in the subsequent period would indicate the correct value of the inventory as of the balance sheet date.
Such subsequent period events as the following require an adjustment of account balances in the current year’s financial statements if the amounts are material:
· Declaration of bankruptcy by a customer with an outstanding accounts receivable balance due to deteriorating financial condition
· Settlement of a litigation at an amount different from the amount recorded on the books
· Disposal of equipment not being used in operations at a price below the current book value
· Sale of investments at a price below recorded cost

Whenever subsequent events are used to evaluate the amounts included in the statements, care must be taken to distinguish between conditions that existed at the balance sheet date and those that came into being after the end of the year. The subsequent information should not be incorporated directly into the statements if the conditions causing the change in valuation did not take place until after year-end. For example, the sale of scrap in the subsequent period would not be relevant in the valuation of inventory for obsolescence if the obsolescence took place after the end of the year.

Those That Have No Direct Effect on the Financial Statements but for Which Disclosure is Advisable: Subsequent events of this type provide evidence of conditions that did not exist at the date of the balance sheet being reported on but are so significant that they require disclosure even though they do not require adjustment. Ordinarily, these events can be adequately disclosed by the use of footnotes, but occasionally one may be so significant as to require supplementing the historical statements with statements that include the effect of the event as if it had occurred on the balance sheet date.
Following are examples of events or transactions occurring in the subsequent period that may require disclosure rather than an adjustment in the financial statements:
· Decline in the market value of securities held for temporary investment or resale
· Issuance of bonds or equity securities
· Decline in the market value of inventory as a consequence of government action barring further sale of a product
· Uninsured loss of inventories as a result of fire

In uncovering subsequent events, the auditor follows procedures similar with the test of contingent liabilities. The possible procedures auditor can perform to discover subsequent events include:
i. Inquire management
ii. Correspond with attorneys
iii. Review internal statements prepared subsequent to the balance sheet date
iv. Review records prepared subsequent to the balance sheet date 
v. Examine minutes issued subsequent to the balance sheet date
vi. Obtain a letter of representation from management 

2.6.3 Going Concerns
SAS 59 (AU 341) requires the auditor to evaluate whether there is a substantial doubt about a client’s ability to continue as a going concern for at least one year beyond the balance sheet date. That assessment is initially made as part of planning but is revised whenever significant new information is obtained. For example, if the auditor discovered during the audit that the company had defaulted on a loan, lost its primary customer, or decided to dispose of substantial assets to pay off loans, the initial assessment of going concern may need revision. A final assessment is desirable after all evidence has been accumulated and proposed audit adjustments have been incorporated into the financial statements.

Analytical procedures are one of the most important types of evidence to assess going concern. Discussions with management and a review of future plans are important considerations in evaluating analytical procedures. Knowledge of the client’s business gained throughout the audit is important information used to assess the likelihood of financial failure within the next year.

2.6.4 Evaluating Findings
Proper evaluation of evidence requires that the auditor understand the types of evidence that are available and their relative reliability. The auditor must be capable of assessing when a sufficient amount of competent evidence has been obtained in order to determine whether specific audit objective have been achieved. The ability to evaluate evidence appropriately is another important skill an auditor must develop. Proper evaluation of evidence requires that the auditor understand the types of evidence that are available and their relative reliability. The auditor must be capable of assessing when a sufficient amount of competent evidence has been obtained in order to determine whether specific audit objective have been achieved.

In evaluating evidence, an auditor should be through in increasing for evidence and unbiased in its evaluation. For example, suppose an auditor decides to mail accounts receivable confirmation to 50 customers. Suppose further the client has a total of 500 customer accounts receivable. In auditing the 50 customers, the auditors must gather sufficient evidence on each of the 50 accounts. In evaluating evidences, the auditor must remain objective and must not allow the evaluation of the evidence to be biased by other considerations. For example, in evaluating a client’s response to an audit inquiry, the auditor must not allow any personal factors to influence the evaluation of the client’s response.
2.6.5 Forming an Audit Opinion
After the auditor has completed all the audit procedures, it is necessary to combine the information obtained to reach an overall conclusion as to whether the financial statements are fairly presented. This is a highly subjective process that relies heavily on the auditor’s professional judgment. In practice the auditor continually combine the information obtained as she or he proceeds through the audit. The final combination is simply a summation at the completion of the engagement. When the audit is completed, the auditor must issue an audit report to accompany the client’s published financial statement.  The report must meet well defined technical requirement that are affected by the scope of the audit and the nature of the findings.

	UNIT THREE: AUDITING AND INFORMATION TECHNOLOGY




3.1 Manual Vs Electronic Data Processing
As many professional accountants and auditors state, accounting is a language of business which is accepted in all developed and developing countries. Every company applies accounting because it is generally accepted that companies have to reveal certain financial and management information to the government and public users and of course because accounting is indispensable tool in business decision-making process. With the development of information technologies, there were many computer products (software) that make accounting as for uses. From this point, accounting can be divided into two basic categories: those which apply manual accounting and those which prefer computerized accounting (Electronic Data Processing) systems. 

From the accounting theory, it is known that accounting cycle includes the following steps: journalizing the transactions, posting them to ledger accounts, preparing trial balance, making adjusting entries, preparing financial statements and appropriate disclosures, journalizing and posting the closing entries, and preparing after-closing trial balance at last. From the first look, it is not very difficult and it is so indeed, but when there are thousands or millions of transactions, the situation dramatically changes. Lots of transactions that must be processed in the accounting cycle make this process routine and even a little mistake or inaccuracy can cause all the cycle from the very beginning useless. 
Manual accounting implies that employees perform the whole accounting cycle manually on a periodic basis: they journalize transactions, prepare trial balances, and prepare financial statement reports and other routines. Of course, it takes much time, resources and effort in large organizations. Computerized accounting (Electronic data processing) implies that the only thing that employees do is recording transactions into the computer which processes the other steps of accounting cycle automatically or by a request. But this is a very simplified view on the computerized accounting because transaction is a complex category which includes not only sales or acquisitions, but depreciation, premiums and wages calculation, dividends etc. So computers provide accurate calculations and smart reports but it takes much time, resources and effort too and it's difficult to assess which accounting type is more fast and economic. If manual accounting requires qualified accountants to keep a record of business transactions, computerized requires accountants which can use specific software and thus they cost more. Computer software calculates faster but it does not know what you need until you can clearly explain what exactly you need. In addition good computerized accounting system can cost thousands and even million dollars, depending on the complexity and the size of organization. Computerized accounting provides better internal control report system for any given period of time (computer can control thousands indicators simultaneously and create notifications to the appropriate departments or workers if some indicators do not correspond to the normal state), while manual control takes more time.
 
Manual accounting systems utilize several paper ledgers to record financial transactions. Companies have separate ledgers for each part of the accounting system, such as accounts payable, accounts receivable and sales. Accountants then consolidate these ledgers into one general ledger, providing the balance for each ledger. The general ledger notebook assists in creating financial statements. While tedious and time consuming, manual accounting systems offers some benefits. The ledgers are easy to review and accountants can make simple changes if necessary; individual accounts are easily reconciled because information is in a systematic order through each ledger. Accountants also have the benefit of physically handling each ledger and creating notes in customer accounts regarding any issues that need clarification or corrections

Spreadsheets and accounting information systems require accountants to enter financial data into them, and then mathematical algorithms that compute the information into the necessary ledgers and financial statements. Computerized systems also allow accountants to create trending analysis and report any variances quickly and accurately. Additionally, transactions from all company divisions are accessible through computerized accounting systems, giving accountants better access to financial information. 

Computerized accounting offers several more benefits than manual accounting; accountants process more information quickly. Accounting systems also are customizable by industry, allowing accountants the opportunity to use preset templates for their general ledger. Accountants also can store several years of financial information with relative ease, giving them the opportunity to review previous year's information without sorting through stacks of paper ledgers. Computerized accounting produces information much faster than manual accounting. Accounting software packages, such as QuickBooks and Peachtree, come with built-in databases that allow users to input data. Manual accounting systems are prone to mathematical errors and misplaced numbers. With a computerized accounting system, your company data is automatically calculated based on numbers you input. 
In a manual accounting system, you have to prepare your company's income statement, balance sheet and statement of owner's equity by hand. Information from your journal entries helps formulate your company's financial statements. Computerized accounting systems allow financial statements to be created from information stored in the database. 

Reports are created in a timely manner when using a computerized accounting system. Reports generated from computerized accounting software allow managers to run the company in a more efficient manner. Creating reports in a manual accounting system may lead to more staff frustration and result in having to work with outdated information
Obviously both computerized and manual accountings have advantages and disadvantages but they perform the same task, and the final result is the same. Thus small and medium businesses usually prefer manual accounting without detriment to quality while large corporations apply complex accounting systems which cost millions dollars but the effect from their application exceeds all the expectations. 



3.2 Manual Vs IT Auditing
In the world of information technology (IT) and computers, auditing practice cannot remain in its traditional conceptual framework. It becomes a prerequisite for graduating students in Accounting and auditing to have a basic and working knowledge and awareness of the impact of IT systems and computers have on the methodology of audit (Johannes, 2009).

IT audit refers to an audit that involves the computerized element of an accounting information system. It is the process of collecting and evaluating evidence of an organization systems, practices, and operations. The evaluation of obtained evidences determines if the information systems are safeguarding assets, maintaining data integrity, and operating effectively and efficiently to achieve the organization’s goals.

The introduction of computer technology into accounting systems changed the way data was stored, retrieved and controlled. It is believed that the first use of a computerized accounting system was at General Electric in 1954, which ushered in a new era in the profession of accounting and auditing (Johannes, 2009). The traditional ways of auditing had to give in to the changes taking place in the field of technology and thus respond to requirements in order to deliver opinion of independent attestation and examination.

Information technology auditing (IT auditing) began as Electronic Data Processing (EDP) auditing and developed largely due to advances in technology in accounting systems, the need for IT control and the impact of computers on the ability to perform attestation services. The development of IT systems and computer has brought substantial change in the traceability of detail transaction data from input to output, or from reports to input, thus, making the audit trial difficult to establish in a traditional manner. 

Contemporary businesses largely rely on information technology. The advances in technology require adaptive approach from the auditing profession. Audit fieldwork standard requires auditors to obtain competent evidence to support audit opinion. However, the characteristics of sufficient and competent audit evidence as well as the form of audit evidence has changed dramatically due to changes in the information technology being employed by companies and IT had weakened traditional forms of audit evidences. There are certain special circumstances of the IT audit which make it different form other manual audit. These are discussed in brief below.

Absence of Audit Trail: In the computerized accounting and processing, it is possible that there may not exist the proper working sequence that is available in a manual accounting system. As a result, it may pose serious hindrance for the checking of the auditor. For example, in a manual accounting, the purchase vouchers are first entered in the purchase book then the entries are posted to the ledger. From ledger accounts, the trail balance is made. Trial balance makes the base for the preparation of the profit and loss account and the balance sheet. In an EDP accounting, the data may be available in the final stage only after being entered in to the system. An auditor may find only the end figure to verify, without getting the intermediary records. This makes his/her job of verification little difficult. Manipulations might have been done in the records that may be difficult to detect.

Chances of Manipulations: the records kept on computer are more vulnerable to manipulations. Best were the days when the accounting was done in the bounded books. Any changes in such records were noticeable immediately. Neither the figures could be changed, nor could any pages of such records be removed. Now in an EDP accounting figures as well as pages could be changed with the stroke of a finger. Moreover such after changes are not visible at all. Therefore the auditor should be very careful while checking the computerized accounts. It should be kept in mind that it might contain manipulations.

Leakage of Confidential Information: It is very easy to copy delete or steal the records maintained on a computer. Any person who has an access to the computer can copy any important file or record within a fraction of a minute. The records kept on a computer should be properly guarded also.
Computer Virus and Other Failures: Records maintained on computer are prone to much distortion. The most important of such problems is the virus that can damage the whole data within no time. Computer and software breakdowns can damage the hard disc of the computer and as such the data may be lost permanently. Proper safeguard against such misshapenness should be made. One solution for such problems is that proper backup of all the records be made and kept at a secure place.

3.3 Internal Control in Computer-Based Information System (CBIS)

An auditor will study the internal control system of an organization before he starts gathering and evaluating audit evidence. The same holds true for computer-based accounting information system. Internal controls which are special to a CBIS environment include both manual procedures and procedures designed into computer programs. These manual and computer control procedures can be classified into: General CBIS Controls, CBIS Application Controls, Manual Control, and Programmed Control.

I. General CIS Controls
The purpose of General CBIS Controls is to establish a framework of overall control over the CBIS activities and to provide a reasonable level of assurance that the overall objectives of internal controls are achieved.

General EDP controls act as ‘umbrella’ to applications controls. General EDP controls pertain to division of duties, control over development and maintenance of software, controls over computer operators, error routine, controls over stationery, data entry and program controls, file controls, and security and standby arrangements.
1. Division of Duties/Responsibilities
The duties of the staff handling the computers should be laid down clearly. As much as possible, the responsibilities for systems designing, operations, storage and retention of tapes/files, and control over the system should be segregated. A clear-cut division of duties and responsibilities acquires special significance because EDP departments normally have a small number of personnel, which greatly increases the chances of manipulations.

2. Controls over Development and Maintenance of Software
There should be proper control to ensure that both systems software and applications software are acquired or developed and maintained in an authorized and efficient manner. The procedures for developing new systems and the required documentation should be clearly specified, preferably in a manual. The design of the system should provide for the forms of input, the form and content of master files, the processing requirements, and the forms of output.

The system should provide for a strict control over the programs. To ensure that there is no unauthorized alteration of the programs, all program changes should be properly reviewed and authorized. Copies of the computer programs should be preserved. The program change record should be filed with the original documentation. There should be proper controls to ensure that a system is fully tested before it becomes operational. Similarly, there should be proper authorization before a system is put into operation.
3. Controls over Operators
Such controls include the preparation and use of manuals, work schedules and operating instructions. The operating logs should be reviewed independently at periodic intervals. The duties of the operators should be rotated and as far as possible, a minimum of two operators should be put on duty per shift. 
4. Error Routine
Proper procedures for corrections of errors should be laid down. Errors should be adjusted only under the initials of a supervisor. The auditor should review the error corrections, since errors are useful indicators of the effectiveness of internal controls. He/she should look particularly into those errors which were not detected at the very first stage by an automatic check or proof.
5. Control over Stationary
Proper procedures should be laid down for issue of stationery, especially in cases where the stationery comprises pay orders, checks, etc.
6. Data Entry and Program Controls
Proper procedures should be laid down to ensure that the transactions are entered into the system only after proper authorization and data and programs are accessible only by authorized personnel.
7. Protection and Retention of Files
Adequate procedures should be established and followed to protect the data files from loss or accidental destruction. Since magnetic tapes, diskettes, etc. are prone to fire or damage, storage arrangements have to be properly organized. Further, there is always a chance that a data or a program file might be destroyed due to an error by the operator during the processing itself. To minimize this possibility, floppy diskettes, magnetic tapes, etc. should be properly labeled.

A computer center should also follow a proper retention plan, i.e. the documents and files should be retained in a manner that it is possible to reconstruct important data files in case of damage or loss to the original files. The source documents should be retained at least until the computer files has been proved and balanced. Copies of important files should be preserved securely outside the computer center.



II. Application Controls
The purpose of application controls is to establish specific control procedures over the accounting applications to provide reasonable assurance that all transactions are authorized, recorded and processed, completely, accurately and on a timely basis. Application controls include: Input Controls, Processing Controls, and Output Controls.
(a) Input Control: designed to provide reasonable assurance that:
· Transactions are properly authorized before being processed by the computer.
· Transactions are accurately converted into machine readable form and recorded in a computer data files.
· Transactions are not lost, added, duplicated or improperly changed.
· Incorrect transactions are rejected, corrected and if necessary, resubmitted on a timely basis.
Proper controls over input are essential since input is the weakest link in the chain of data processing. The quality of output depends primarily on the quality of input. If you feed garbage to the data processor, it will produce nothing but garbage. Hence, it is important to ensure that only authorized, accurate and complete input is fed into the system. The auditor should carefully look into the various controls over input. He/she should know how errors in the input arise and how they can be prevented or detected.

Errors in the input may arise at many stages. Data may be wrongly recorded at the point of inception itself, i.e., in the department where the transaction is first recorded. Some data may be lost in handling and movement. Errors may also arise while the data are being converted into machine-readable form. Data may be incorrectly processed when read by the computer. Various controls for prevention and detection of such errors include:  
· Control over creation of original documents
· Control over handling and movement of original documents
(b) Processing Control: controls that prevent and detect errors when transactions data are process are called processing controls. Even though strong general controls, especially controls related to system development and security provide some of the best control for minimizing errors, application processing controls are often embedded in software to prevent, detect and correct processing errors. The following table includes examples of processing control.
	Type of Processing Control
	

Description
	

Examples

	Validation Test
	Ensure the use of the correct master file database and programs in processing
	Does the internal label on the payroll master file tape match the file label indicated in the application software

	Sequence Test
	Determine that data submitted for processing is in the correct order
	Has the file of payroll input transaction been sorted in departmental order before processing?

	Arithmetic Accuracy Test
	Check the accuracy of processed data
	Does the sum of net pay plus withholdings equal gross pay for the entire payroll

	Data Reasonableness
	Determine whether data exceeds the specified amount
	Does employee gross pay exceed  60 hours or Br. 999 for the week

	Completeness Test
	Determine that every field in a record has been completed
	Is employee number, name, number of regular hours, number of overtime hours, department numbers etc included for each employer?


(c) Output Control: designed to provide reasonable assurance that:
· Results of processing are accurate.
· Access to output is restricted to authorized personnel.
· Output is provided to appropriate authorized personnel on a timely basis.

The controls over input and processing along with the built-in hardware controls provide a high degree of assurance that the output is correct. However, the output should be verified with reference to its relationship with the input. Reasonableness or limit tests, as discussed earlier, can be helpful in this regard. There should also be adequate controls over the distribution of output. The persons who receive the output can detect errors easily. Hence, arrangements should be made for a proper feedback of such from recipients of the output.

III. Manual Controls
(a) Physical Control: Many of the more simple controls are largely a matter of common sense. To limit access to the computer room, by keeping it locked when not in use and allowing keys only to a specified people, is an obvious ploy. It makes sense to prevent smoking in the environs of the computers and disks since carefully stored data can be ruined by the practice.

Floppy disks can also be damaged by direct sunlight, extremely cold temperatures and damp atmosphere. It is important to plan both the situation of the room to be used for EDP and the positioning of computers and disks within the room with great care. It need hardly be noted that fire precautions should be taken, and an arrangement made with, perhaps, another firm to utilize its equipment in an emergency. Service agreements with the computer manufactures frequently provide a useful emergency system.

(b) Backup Disks: One of the most fundamental aspects of structure is the creation and updating of an identical backup disk, for every disk in the system (this means data files and program files). The backup disks should be stored in an entirely separate place to where the main disks are kept. This covers not only local damage to one or a few disks, but also more drastic circumstances such as a fire in the computer room that destroys all the main disks kept there.
(c) Data Filing: Having established a set of source and backup disks, the need for a filing system is obvious. Each disk should be labeled clearly, following a set pattern so that the data stored on it can be identified immediately making it less likely that a disk full of vital information will be written over in mistake for a blank disk. It may be appropriate to print labels, thereby imposing a degree of control on how each disk is rendered identifiable. The labeled disks should be filed in special disk boxes to provide a degree of protection against liquid being split on the disks or their being bent or folded. Since many disks will be collected over a period of time, the appointment of a disk librarian to control the filing and movement of disks is a useful precaution.

(d) Staff Training: In addition to the above control structures, it is important that all staffs involved with EDP are adequately trained so that they understand the system and the reasoning behind the controls to which they must keep.

(e) Proofing: Finally, there is always room for manual checking or proofing to control data on disk. This process should be carried out after data has been keyed onto the disk for the first time. Mistakes identified during proofing should be corrected and then the corrections proofed.

IV. Programmed Controls
(a) Passwords: The more sophisticated the program, the more in built controls is likely to have. This is particularly true of the control known as data hiding. When a disk contains information that should not be widely available (for example, data concerning salaries or personnel files) it is possible to hide it, while making other information on the same disk less difficult to obtain. This may be done by passwords.
A program that operates through passwords will prevent access to either all or specific items of data to any user who is not aware of the relevant password. Passwords can be applied in such a way that Read-Only access to a file is available without the appropriate password.

(b) Date/Time Stamps: a computer program can also contain a date /or time stamp. This will ask user to key in the date and time at which he/she loads the programs. It will continue then to stamp each file created or updated until the program is removed or the computer turned off with the date and time. This feature is very useful, especially when comparing two versions of the same data, as it will show immediately which is the more recent.

(c) Prompts: The deletion of any created file is often controlled by a stage at which the computer pauses and asks the user if he/she is sure that the deletion command was intentional. Similarly, any attempt to exit the program or retrieve another file without storing work done previously, is checked by a similar pause and query that provides the user with the opportunity to go back and save the data if it is required.

(d) Batch Totals and Hash Totals: These controls are often used in batch processing systems whereby documents are grouped (batched) together and processed in a single block. A batch (or control) total is the sum of one of the numerical fields on the documents in the batch e.g., total of the sales invoice values. This total is calculated manually and the documents are then input to the computer. The computer then calculates the batch total and this is compared with the manual calculated total. The difference is to be investigated by the input clerk.  A hash total works in exactly the same way as batch total but a different type of field is used. A typical hash total would be the total of customer account numbers. Unlike the batch total the value of the hash total is meaningless but it is still useful for control purposes to detect errors on input or omissions.

3.4 Growth of IT Auditing

1. Auditing Around the Computer: Auditors can conduct audits by auditing around the computer. This was the auditors’ first approach to computers. Computers are seen as just machines performing mechanical bookkeeping systems or “black box” that accept input and produce output.  During the time period of 1954 to mid 1960s, the auditing profession was auditing around the computer. At the time only mainframe computers were used and few people had skill to program computers. Auditors ignored the machine part and checked only input and output by tracing transaction up to the stage and then examined printouts. This audit function was thus performed by examining and reconciling inputs to the computer with outputs from it.
2. Auditing through the Computer: The second approach was auditing through the computer “white box”. It required the ability to trace transaction paths from input to output through all parts of the system manual and automated. The flow of data must be verified as it moves through the system and the contents of machine readable files must be examined.  Internal controls are tested as they operate on data. The auditors evaluate the client’s hardware and software to determine the reliability of operations that cannot be viewed by the human eye. Auditing through the computer is the common practice because more and more computer systems do not operate as mere calculators and printers; they have significant controls built into the computer processing. Thus, ignoring a computer system and the controls built into it can amount in ignoring important features of internal control.
3. Auditing with the Computer: Later on, the industry realized the need to develop auditing software. In 1968, the first generalized audit software (GAS) was developed.  Auditors began using the computer as a tool for performing audit tasks, such as printing confirmation, footing sub ledgers, comparing contents of two files, querying missing amounts, tracing posting or entries. The current trend is “auditing with the computer” that is using the computer as a tool of audit.  The computer is used as a tool to examine the data, access the files, retrieving the records, extracting statistical samples and performing test calculations. This method on the other hand requires the auditor to have extensive and up to date knowledge of the computer systems. 

3.5 Computer-Assister Audit Techniques (CAATs)

Auditing with the computer involves using the client’s computer hardware and software to process real or simulated transactions or using specialized audit software to perform other audit tasks, such as auditing balances for substantive monetary evidence. CAAT refers to any data extraction and analysis software. With ready-made software the auditor does not have to write separate program for each client. The absence of input documents, or audit trial, or output, might necessitate the use of CAATs. They may in any case be an efficacious audit tool. The two most important CAATs are audit software and test data.

a) Audit Software  
Audit software is computer programs used for audit purposes to process data of significance from the entity’s accounting system. Audit software comprises computer programs used by the auditor to examine enterprise’s computer files.

Generalized Audit Software: These are programs already written by the auditor or a specialist software company which are designed to be used on different types of machine. They need to be tailored to each specific case by defining the format of files to be interrogated and by specifying the parameters of output data required and the form of the output. Generalized audit software programs are a set of functions that may be utilized to read, compute, and operate on machine readable records. Audit software provides access to audit evidence that otherwise would be unavailable.

Audit software may be used during many audit testing procedures. Its use is particularly appropriate during substantive testing of transactions and balances, as it may scrutinize large volumes of data and extract information leaving skilled manual resources to concentrate upon the investigation of the results. Computer accounting applications capture and generate voluminous amounts of data that usually are available only on machine readable records. It can be used to access the data and organize it into a format to the audit team. Audit software can be used to accomplish five basic types of audit procedures.
1. Recalculation: Verification of calculations can be done by the computer with more speed and accuracy than by hand. Examples of this use are to (a) recalculate depreciation expense, (b) recalculate extensions on inventory items, (c) compute file totals, and (d) compare budgeted, standard, and prior year data with current year data.
2. Confirmation: Auditors can program statistical or judgmental criteria for selecting customers’ accounts receivable, loans, and other receivable for confirmation. The GAS can be used to print the confirmations and get the ready for mailing. It can do everything except carry them to the post office.
3. Document Examination (Limited): GAS can compare audit evidence from other sources to company records efficiently. The audit evidence must be converted to machine-readable form and then be compared to the company records on computer files. Examples are: (a) comparing inventory test counts with perpetual records, (b) comparing adjusted audit balances on confirmed accounts receivable to the audit file of book balances and (c) comparing vendor’s statement amounts to the company’s record of accounts payable. 
4. Scanning: Auditors can use GAS to examine records to determine quality, completeness, consistency, and correctness. This is the computer version of scanning the records for exceptions to the auditor’s criteria. For example, scan (a) accounts receivable balances for amounts over the credit limit, (b) inventory quantities for negative balances or unreasonably large balances, (c) payroll files for terminated employees, or (d) loan files for loans with negative balances.
5. Analytical Procedures: Comparing data on separate fields can be accomplished by GAS to determine whether compatible information is in agreement. Differences can be printed out for investigation and reconciliation. Examples are comparing (a) payroll details with personnel records, (b) current and prior inventory to details of purchases and sales, (c) paid vouchers to check disbursements, and (d0 current and prior year fixed asset records to identify dispositions.

GAS can summarize and sort data in a variety of ways. Examples are (a) preparing general ledger trial balances, (b) sorting inventory items by location to facilitate observations, and (c) summarizing inventory turnover statistics for obsolescence analysis.
The essential advantages of generalized audit software (GAS) package are:
· Original programming is not required. The GAS package consists of a set of pre-programmed editing, operating, and output subroutines.
· The required programming is easy. A simple, limited set of programming instructions using preprinted specification forms is used to call up the subroutines in the package.
· Training time is short, about one week of intensive training is sufficient to learn how to program a GAS package.

Generalized audit software limitations:
· The computer cannot observe and count physical things (inventory, for example), but it can compare auditor-made counts to the computer records.
· The computer cannot examine external and internal documentation; thus it cannot vouch accounting output to sources of basic evidence.
· The computer cannot conduct an inquiry in the limited sense that the inquiry procedures refers to questionnaires and conversations.

b) Test Data 
Data used by the auditor for computer processing to test the operation of the entity’s computer programs. Audit test data consists of data submitted by the auditor for processing by the client’s computer based accounting system. The objective of the test data approach is to determine whether the client’s computer programs can correctly process valid and invalid transactions as they arise. To fulfill this objective, the auditor develops different types of transactions that are processed under his or her own control using the client’s computer programs on the client’s EDP equipment.

The auditor’s test data must include both valid and invalid transactions in order to determine whether the client’s computer programs will react properly to different kinds of data. Since the auditor has a complete knowledge of the errors that exist in the test data, it is possible for the auditor to check whether the client’s system has properly processed the input. The auditor does this by examining the error listing and the details of the output resulting from the test data.

The concept of test data is that once a computer is programmed to handle transactions in a certain logical way, it will faithfully handle every transaction exactly the same way. Therefore, the audit team need only prepare a limited number of simulated transactions (some with errors and some without) to determine whether each control operates as described in the program documentation.
Test data are helpful in reviewing the client’s system of processing data and its control over errors, but several difficulties must be overcome before this approach can be used. The major concerns follow:
· Test data must include all relevant conditions the auditor desires to test. The test data should test the adequacy of all the controls discussed previously that are applicable to the client’s program under review. Because considerable competence is required in developing data to test for all the relevant types of errors that would occur, the assistance of an EDP specialist is generally required.
· Program tested by the auditor’s test data must be the same as that used throughout the year by the client. One approach the auditor can take to ensure that this condition is met is to run the test data on a surprise basis, possibly at random times throughout the year. This approach is both costly and time consuming. A more realistic method is to rely on the client’s internal controls over making changes in the program.
· Test data must be eliminated from the client’s records. The elimination of test data is necessary if the program being tested is for the updating of a master file such as the accounts receivable trial balance. It would be not be proper to permit fictitious test transactions to remain permanently in a master file. There are feasible methods of eliminating test data, but they generally require the assistance of an EDP specialist. It should be noted that in circumstances in which elimination of test data is not feasible, it is common practice for auditors to enter only invalid data. These tests are incomplete. However, they are useful for testing certain controls, for example, the extent to which invalid transactions are rejected.
Note that the use of test data is not confined to the external auditor. It is a method used by programmers, analysts, and internal auditors as part of systems development and monitoring procedures. There may be scope for co-operation between internal and external auditors in creating such test data.
	UNIT FOUR: INTERNAL, OPERATIONAL AND MANAGEMENT AUDITING




4.1 Internal Auditing
The Institute of Internal Auditors (2005) defines internal auditing as "…an independent, objective assurance and consulting activity designed to add value and improve an organization's operations. It helps an organization accomplish its objectives by bringing a systematic, disciplined approach to evaluate and improve the effectiveness of risk management, control and governance processes." 
Internal auditing encompasses the examination and evaluation of the adequacy and effectiveness of the organizations system of internal control and the quality of performance in carrying out assigned responsibilities.
Internal auditing is a service function established within an organization to examine and evaluate its activities. 
Internal audits may focus on financial reporting (financial audits); compliance with policies, procedures, laws, or regulations (Compliance audits); fraud detection (fraud audits); or operational efficiency and effectiveness (operational audits). Internal auditors are said to be the eye and ear of the management. 
The following diagram shows the different areas of focus by internal auditors and makes the main components of internal auditing: financial, compliance, fraud and operational auditing. 
4.1.1. Internal Financial Auditing

Internal auditors are employed by companies to do both financial and operational auditing. Responsibilities of internal financial auditors include:
· Review the reliability and integrity of financial and operating information and the means used to identify, measure, classify and report such information,
· Review the systems established to ensure compliance with those policies, plans, procedures, laws, regulations and contracts which could have a significance impact on operation and reports & should determine whether the organizations in compliance,
· Review the means of safeguarding assets and verify the existence of such assets.
The objectives of internal auditors are considerably broader than the objectives of external auditors. This provides flexibility for internal auditors to meet company need. Different companies vary in the extent of internal auditing and the areas on which the internal auditor focus. For example, management of one company may decide that internal auditors should evaluate the internal control and financial statement of every division annually, whereas, others may decide that a-three year rotation is sufficient. Also, internal audit reports are not standardized because:
· The reporting needs vary for each company
· The report are not relied on by external users
Professional guidance for internal auditors is provided by the Institute of Internal Auditors (IIA). The IIA is an organization similar to the American Institute of Certified Public Accountants (AICPA) that establishes ethical and practice standards, provides education and encourages professionalism for its members. The IIA practice standards include five categories of guidance that encompass both financial and operational auditing.
· Independence: Internal auditors should be independent of the activity they audit
· Professional proficiency: Internal audits should be performed with proficiency and due professional care
· Scope of the work: the scope of internal auditing should encompass the examination and evaluation of the adequacy and effectiveness of the organization system of internal control and the quality of performance in carrying out assigned responsibilities.
· Performance of audit work: Audit work should include planning the audit, examining and evaluating information, communicating results and follow-up.
· Management of internal auditing department: the director of internal auditing should properly manage the internal auditing department.
4.1.1.1 Internal Financial Auditing Procedures
The following are the procedures to be followed in conducting internal financial auditing.
1. Planning
· The first step in an internal financial audit is the planning phase. Internal auditors will meet with the accounting managers or supervisors and discuss the breadth and depth of the audit. The planning phase allows accounting management and internal auditors to discuss which functions should be included in the internal financial audit. Auditors will then gather sample groups of specific business information to avoid spending time collecting information during the fieldwork phase. Auditors may also gather the company's manuals or internal documents relating to specific financial operations. Auditor will review the sample information against the company's guidelines during the fieldwork phase of the internal financial audit.
2. Fieldwork
· The fieldwork phase of the internal financial audit is where the bulk of the work will take place for the auditors. Auditors will review the sample information gathered during the planning phase and compare it to the company's accounting policies or other current accounting guidelines. The fieldwork phase may include a review on how the company funnels information into the accounting department, which individuals are responsible for handling financial information, the access individuals have to the company's accounting software and other various accounting processes as requested by company managers.
· During the fieldwork phase, the auditors will note any variances from company policy or material weaknesses in the financial-accounting function. Second samples may be requested from the company if the internal auditors find too many errors in the initial audit sample. Excessive errors in the second sample may lead the auditors to claim significant problems with the company's accounting function and issue an adverse audit opinion.
3. Follow-Up Meeting
· A follow-up meeting with company management is usually scheduled once the auditors have completed the fieldwork phase. This follow-up meeting gives internal auditors a chance to discuss the violations or material weaknesses found during the audit and make suggestions for correcting these issues. If too many significant errors were found during the initial audit, auditors may request a remedial audit be scheduled. This remedial audit will occur after corrections have been made to the financial accounting functions. Internal auditors will test these areas to ensure the corrections have properly solved the previous accounting function errors.
4.1.1.2 Relationship of Internal and External Auditors
There are differences and similarities between the responsibilities and conduct of audits by internal and external auditors. The primary difference between internal auditors and their more familiar counterparts, external auditors, is the intended audience of their reports. Internal auditors are hired by a company to audit that firm's financial statements and issue an opinion on the reliability of those financial statements. While external auditors are in a contractual relationship to the firm whose financial statements are being audited, external auditors owe their primary fiduciary responsibility to groups outside of the firm, such as investors and creditors. The external auditor's report or opinion is provided to groups outside of the firm that hired him to audit by including it in that firm's annual report. In contrast, internal auditors are employed by the organization that they are auditing. Similar to external auditors, the internal auditor might provide a written opinion based on his evaluation. However, in contrast to external auditors, the audience for that opinion will always be corporate management instead of investors and creditors. 
Even with this important difference, there are many similarities between the two groups. Both must be competent as auditors and remain objectives in performing their work and reporting their results. They both for example, follow a similar methodology in performing their audits, including planning and performing test of control and substantive tests. Similarly, they both use the audit risk model and materiality in deciding the extent of their test and evaluating results. Their decision about materiality and risk may differ, however because external users may have different needs than management has.

External auditors rely on internal auditors through the use of audit risk model. Auditors significantly reduce control risk and thereby reduce substantive testing if internal auditors are effective. The fee reduction of the external auditor is typically substantial when there is highly regarded internal audit function. External auditors typically consider internal auditors effective if they are independent of operating units being evaluated, competent and well trained and have performed relevant audit tests of the internal control and financial statement.
4.1.2. Compliance Auditing 
4.1.2.1 History and Background 
The growth of compliance auditing is fundamentally a 20th century phenomenon. Its emergence as a distinct type of auditing coincides with the rapid growth of business after the industrial revolution and the concurrent growth in efforts by organizations and governments to direct and control business practices. 
Laws, regulations, policies, and procedures were implemented to ensure control. It became the responsibility of auditors to verify that these rules were indeed being followed. Several distinct groups of "auditors" emerged and grew—external auditors in public accounting firms; attorneys specializing in particular regulatory domains; "compliance auditors" employed within organizations such as internal auditors, and quality assurance evaluators; and auditors employed by state, local, or federal governments, agencies, or regulatory bodies. 
A compliance auditing is a comprehensive review of an organization's adherence to regulatory guidelines. Compliance auditing is also defined as testing and reporting in conformity with laws and regulations relating to the activities of a given organization. This type of audits is usually practiced in government and not for profit organizations. 
Governments frequently establish governmental audit requirements for entities to undergo an audit of their compliance with applicable compliance requirements. To address such governmental audit requirements, the Auditing Standards Board has issued Statement on Auditing Standards (SAS) No. 117, Compliance Audits, which supersedes SAS No. 74, Compliance Auditing Considerations in Audits of Governmental Entities and Recipients of Governmental Financial Assistance.
Compliance auditing determines whether a process or transaction has or has not followed applicable rules. If rules are violated, the auditor determines the cause and recommends ways to prevent future deviations. The rules being tested can be those created by the organization for itself through corporate by-laws, policies, plans, and procedures; can be those imposed on the organization through external laws and regulations; or can be those external standards that the organization has chosen to follow (e.g. ISO 9000 quality management systems, or ISO 14001 environmental management systems). Characteristic of compliance audits, are the yes/no aspects of the evaluation. For each process or transaction examined, the compliance auditor must ultimately decide whether it complies with the chosen standard or does not. Often, the ratio of non-compliant outcomes to compliant outcomes is calculated and used as a basis to estimate an overall percentage of "non-compliance." (Such ratios, often used to extrapolate sample results to the total population, should be verified to be sure that underlying assumptions support their use as estimators.) The auditor typically reports reasons for noncompliance, if found; describes implications and risks of noncompliance; and suggests corrective action to prevent future occurrences. 
Compliance auditors must have the skills to research issues effectively using authoritative materials, understand how to apply the knowledge gained to the circumstances being tested, and be able to explain to the organization what compliance means in day-today operations. Reaching a conclusion that an outcome complies or does not comply with a standard is not necessarily simple, especially in domains governed by complex regulations (e.g. occupational health and safety, environmental, employment practices, health care, insurance, federal grants and contracts, employee pensions and benefits, federal tax etc.). Technical specialists, and attorneys experienced in the particular subject matter, can assist with evaluations. 
4.1.2.2. Who Performs Compliance Audits and Who Requests Them?
Compliance audits can be performed by employees of the organization, public accountants or attorneys hired by the organization, or governmental auditors assigned by a regulatory agency. Compliance audits are often done by internal auditors or staff attorneys in advance of an external compliance audit so that any potential problems can be detected and corrected in advance. When internal auditors have already audited activities and management has taken action to correct noncompliance, external examiners may request that documentation as evidence of the organization's good-faith effort to correct noncompliance. 
The Board of Directors of an organization asks the internal auditors to examine the company's investment portfolio to assess whether maximum maturity, foreign investments, degree of diversification, and credit ratings of issuers conform to board mandated investment policies. A vice president requests that legal counsel review Company practices for compliance with the Fair Labor Standards Act. A lender requires that an organization provide annual certification, prepared by a certified public accountant, that a company has followed debt covenant requirements. The chief information officer requests internal auditors to verify that security administrators have followed system access protocols. An outside sponsor, who is exercising a right-to-audit clause in its original agreement with the company, requests access to verify that the terms of its contract with the organization are being met. The Internal Revenue Service sends auditors to evaluate whether the company is properly withholding and remitting income, social security, and Medicare taxes. 
4.1.2.3. The Compliance Audit Process 
The person or organization requesting the compliance audit plays the key role in determining the objective, scope, and time period to be reviewed and who will do the work. They may also control the audit process itself by outlining detailed procedures and prescribing methods for judging results. 
Before beginning a particular compliance audit, the auditors must be properly qualified through education and experience to perform the work. Also, the auditor must have a clear understanding of the nature, purpose, objectives, and scope of the compliance audit. Next, the auditor should obtain a thorough understanding of the laws, policies, or standards being evaluated, decide how to recognize when a deviation has occurred, and how to evaluate evidence obtained through audit tests. This means that the auditor must figure out, for each event to be tested, just what evidence signifies compliance and what evidence signifies noncompliance. In addition, it is important for the auditor to find out the degree of deviation from standards that is considered tolerable by the audit sponsor. Detailed information about key compliance audit questions often exists in the form of independently published compliance audit guidelines and generally accepted auditing standards. Otherwise, the auditor should make sure that key questions and issues are clarified with the audit sponsor. 
Assessing compliance may be simple, requiring a brief inspection to find out whether rules were followed or not. At the other extreme, making a judgment may require extensive research of regulatory requirements, interpretations, and technical materials before a valid conclusion about one event or a single transaction can be made. If the auditor is not sufficiently experienced in very specialized compliance topics then the opinions of an expert should be sought. The auditor will usually choose a sample of events or transactions for testing when it is not practical to examine every one that falls within the scope of the audit. Compliance audit tests can incorporate statistical sampling techniques and measure sampling risk when the following conditions can be reasonably assumed: the population must be large enough to permit the mathematical laws of statistics to operate; errors must be distributed randomly throughout the population; and, evidence of such randomness must exist. More often than not such assumptions cannot be made and a non-statistical sampling approach ("haphazard sampling") is used. Estimates of sampling risk are not valid with non-statistical sampling. At the conclusion of testing, the auditor evaluates evidence from audit tests as a whole. If testing evidence indicates, within tolerable limits, that rules have been followed and prohibitions have not been violated, the organization is deemed to be in compliance with respect to the activities audited. If incidents of noncompliance exceed tolerable limits, the frequency and severity of deviations should be studied. Penalties and sanctions may be imposed in serious cases of noncompliance. Identification of corrective measures that could be applied to bring activities back into compliance becomes important. 


4.1.3 Fraud Auditing
Fraud Audit: Fraud Auditing is the application of audit procedures to business transactions to identify fraud in core business systems. The goal is to identify fraudulent transactions that warrant an investigation.
A fraud audit is a meticulous review of financial documents, while one searches for the point where the numbers and/or financial statements do not mesh. Fraud audits are done when fraud is suspected. Some companies do them as a precaution---to prevent fraud from happening and to catch it before the offender takes too much money. There is more to a fraud audit; however Fraud auditing is used to identify fraudulent transactions, not to figure out how they were created. A regular auditor simply checks the numbers for accuracy. Fraud auditors often go outside the ledger of accounts to find fraudulent transactions. This may include reviewing receipts, not only from the company, but from customers as well. Any inconsistencies in these numbers could help uncover an act of fraud. These auditors also interview employees, customers and sometimes clients to find out if a fraud has taken place. One mechanism of preventing fraud is installing good corporate governance. Corporate governance as 'an internal system encompassing policies, processes and people, which serves the needs of shareholders and other stakeholders, by directing and controlling management activities with good business savvy, objectivity, accountability and integrity.
4.1.3.1 Steps in Fraud Auditing 
Step 1: Evaluate the Organization's Fraud Risk Factors
Internal auditing should consider a variety of factors during this step. To identify which factors increase the risk for fraud within an organization, auditors should analyze industry and business operations, hold discussions with management, review previous frauds committed against or on behalf of the company, review company performance, and evaluate similar frauds that occurred at competitors' organizations. Internal auditing has the best opportunity to conduct this evaluation as its work involves analyses of many areas of the business operations, review of the internal controls structure, insight into company performance, and identification of pressures on performance. Its work should be without scope restrictions and include complete access to all records, personnel, and company locations. 
Step 2: Identify Possible Fraud Schemes
The ability to identify specific schemes resulting from fraud risk factors depends on the auditor's knowledge of this area. Fraud specialists, including individuals with certified fraud examiner (CFE) and certified fraud deterrence (CFD) designations are ideal for this step of the process, as they possess specialized knowledge of fraud detection and investigation.
Many organizations that assess fraud have a database of hundreds of types of frauds, which is populated during every fraud risk assessment. Their clients benefit from this database because their employees do not have the experience to identify the different schemes and scenarios. Unless a person possesses specific and extensive experience in a given area, it is difficult for him or her to think about all of the possible fraud schemes associated with a high-risk area. Internal auditors should try to identify as many different fraud schemes as possible to facilitate their evaluation of internal controls.
Step 3: Prioritize Identified Fraud Risks
Fraud is not just an ordinary risk, but also an inherent and significant one. Once the fraud schemes database is populated, management and internal auditing should identify the frauds that pose the greatest risk for the organization. The risk of a financial statement fraud associated with decentralized accounting processes, abnormal pressure to meet earnings expectations, and mediocre tone at the top is a higher priority than expense reporting fraud. The ability to prioritize these risks allows for better concentration of efforts to assess if the necessary controls are in place to reduce the highest risks. Auditors should consider the following factors when prioritizing fraud risks:
· Financial impact to the organization
· Reputation risk of negative publicity associated with fraud.
· Loss of productivity
· Potential criminal/civil actions taken against the
· Loss of company assets
Step 4: Evaluate Mitigating Controls
Internal auditing is well-positioned to review and counsel on the existence and operational effectiveness of internal controls. In this step, the auditor should evaluate the high-priority frauds and determine if the necessary controls are in place to reduce the risk of occurrence. This step takes time, as the auditor should attempt to identify more than one control for each fraud scheme. This step of the process normally begins with the determination of which controls serve to reduce the risk of the identified fraud scheme. 
4.2 Operational Auditing
Operational auditing is the sub set of internal auditing which reviews activities for efficiency and effectiveness. Operational audit mainly emphasis on efficiency of operation. The operational auditor appraises operating control over such varied activities such as purchasing, data processing, receiving, shipping, office service, engineering etc.
[bookmark: template_area_2_top]An Operational Audit Process is designed to: 
· Understand the responsibilities and risks faced by an auditable Company, department, unit or process 
· Assess the level of control exercised by management; 
· Identify, with management participation, opportunities for improving control; 
· Provide senior management of the Company and the Audit Committee of the Board of Governors with an understanding of the degree to which management has achieved its responsibilities and mitigated the risks associated with the operation of the Company. This includes: 
· Reliability and integrity of financial and operational information; 
· Safeguarding of assets; 
· Compliance with laws, regulations, and contracts. 
· Effectiveness and efficiency of operations.
4.2.1 Effectiveness Vs Efficiency
Effectiveness refers to the accomplishment of objectives, where as efficiency refers to the resource used to achieve these objectives. An example of effectiveness is the production of parts without defects, efficiency concerns whether those parts are produced at minimum cost. Before an operational audit for effectiveness and efficiency, there must be specific criteria for what is meant by effectiveness and efficiency. It is often easier to set efficiency than effectiveness criteria if efficiency is defined as reducing cost without reducing effectiveness. For exam, if two different production processes manufactures product of identical quality, the process with lower cost is considered more efficient. The following are several types of inefficiencies that commonly occur and are uncovered through operational auditing
A major difficulty found in operational auditing is in deciding on specific criteria for evaluating whether efficiency and effectiveness have occurred. In auditing historical financial statements, GAAP are the broad criteria for evaluating fair presentation. Audit objectives are used to set more specific criteria in deciding whether GAAP have been followed. In operational auditing, no such well defined criteria exist.
One approach to setting criteria for operational auditing is to determine whether some aspects of the entity could be made more effective or efficient and to recommend improvement. The operational auditor can use several sources in developing specific evaluation criteria. These sources include
1. Historical performance: a simple set of criteria can be based on actual results from prior periods. The idea behind using these criteria is to determine whether things have become better or worse in comparison.
2. Benchmarking: the performance of similar entities can be used as a benchmark for evaluating the efficiency and effectiveness of the organization.
3. Engineered standard: it is possible to develop standards by performing time and motion study and by industry groups that can be used as criteria for evaluating efficiency and effectiveness.
4. Discussion and agreement: some objectives criteria are difficult or costly to obtain and criteria are developed through discussion.


4.2.2 Difference between Operational and Financial Auditing
Three major differences exist between operational and financial auditing.
1. Purpose of the audit: Financial auditing emphasis whether historical information was correctly recorded. Operational auditing emphasizes on efficiency. The financial audit is oriented to the past, where as operational audit concerns operating performance for the future. An operational auditor for example may evaluate whether a type of new material is being purchased at the lowest cost to save money on future raw material purchase.
2. Distribution of the reports: For financial auditing, the report typically goes to many users of financial statement, such as stockholders and bankers where as operational audit reports are intended primarily to management. Well defined wording is needed for financial auditing reports as a result of the widespread distribution of the report, however, because of the limited distribution of operational reports and the diverse nature of audits for efficiency and effectiveness, operational auditing reports vary considerably from audit to audit.
3. Inclusion of non financial area: Operational audits cover any aspects of efficiency in an organization and can therefore involve a wide variety of activity. For example, efficiency of factory employees would be part of an operational audit. Financial audits are limited to matters that directly affect the fairness of financial statement presentation.
4.2.3 Types of Operational Audits
There are three broad categories of operational audit, namely, Functional Audit, Organizational Audit, and Special Assignments.
1. Functional Audit: deals with one or more functions in an organization. It could concern, for example, the payroll function, accounting function, billing function, production function. A functional audit has the advantage of permitting specialization by auditors. Certain auditors with in an internal audit staff conducting considerable exception in an area such as production, engineering. A disadvantage of functional auditing is the failure to evaluate interrelated functions.
2. Organizational Audit: an operational audit of an organization deals with an entire organizational unit such as department, branch or subsidiary. Organizational audit emphasis how efficiently functions interact. The plan or organizations and the methods to coordinate activities are especially important in this stage of audit.
3. Special Assignments: In operational auditing, special assignments arise at the request of management. There is a wide variety of such audits. Examples include determining the cause of an efficient IT system, investigating the possibility of fraud in a division and making recommendation for reducing the cost of a manufactured product.
Operational audits are usually performed by one of the three groups: internal auditors, government auditors or CPA firms.
4.2.4 Independence and Competence of Operational Auditors
The two most important qualities for an operational auditor are independence and competence. Whom the auditor reports to is important to ensure that investigation and the recommendation are made without biases. Independence is not a problem for a CPA firm auditor because they are not employed by the company being audited. For an internal auditor, independence is enhanced by having the internal audit department report to the board of directors or president.
The responsibility of operational auditors can also affect their independence. The auditor should not be responsible for performing operating function in a company. However, it is acceptable for auditors to recommend changes in operations, but operating personnel must have the authority to accept or reject the recommendation.
In short, internal auditors should be independent of the activities they audit. Internal auditors are independent when they carry out their work freely and objectively. Independence permits internal auditors to render impartial and unbiased judgments essential for the proper conduct of audits. In addition, operational auditors should possess adequate knowledge and skill in wide professional such as marketing, production and operation research etc.
4.2.5 Phases in Operational Auditing
There are three phases in an operational audit. These are Planning, Evidence Accumulation and Evaluation, and Reporting and Follow up.
1. Planning: the planning in an operational audit is similar to that discussed for financial audit. The major difference between planning an operational audit and financial audit is the extreme diversity in operational audit. Because of the diversity, it is often difficult to decide on specific objectives for an operational audit. Another differences is that staffing is often more complicated in an operational audit than in a financial audit because of the breadth of the engagement and finally, it is essential that the auditor, the auditee and users of the other stockholders be in clear and complete agreement on the objectives and criteria involved.
2. Evidence Accumulation and Evaluation: The seven types of evidence accumulation techniques discussed in financial statement audit are equally applicable for operational auditing. Because internal controls and operating procedures are a critical part of operational auditing, it is common to extensively use documentation, client inquiry and observation. Confirmation and re-performance are used less extensively for most operational audit than for financial audit because accuracy is not the purpose of most operational audits.
3. Reporting and Follow up: Two common differences in operational and financial auditing reports exists. First, in operational audits, the report is usually sent only to management, with a copy to the unit being audited. The lack of third party users reduces the need for standard wording in operational auditing reports. Second the diversity of operational audits requires a tailoring of each report to address the scope of the audit, findings and recommendations. 
Follow up is common in operational auditing when recommendations are made to management. The purpose is to determine whether the recommended changes were made and if not, why.
 4.3 Management Audit
The management audit is a more recent concept. It focuses on results, evaluating the effectiveness and suitability of controls by challenging underlying rules, procedures and methods. Management audits, which are generally performed internally, are compliance audits plus cause-and-effect analysis. When performed correctly, they are potentially the most useful of the evaluation methods, because they result in change.
Management auditing is a subset of operational auditing that attempts to measure the effectiveness with which an organization unit is administered and that concentrate more on effectiveness than efficiency. Management audit attempts to evaluate the performance of varied management process or functions. It is an Audit to examines, revise or appraises the various policies and actions of an organization on the basis of certain standard. It goes beyond the conventional audit which involves scrutiny of financial transactions and books of accounts. It is a comprehensive and critical evaluation of all aspects of management performance. Because management audit are about management effectiveness, they can be potentially dangerous to the internal auditor. In performing these audits, the auditor must avoid disrupting the harmonious working of the management team and must take to maintain cooperative relationship between auditors and the management.
Need for Management Audit 
· Used to evaluate actual performance based on predetermined target (budget) or objectives
· Evaluate performance efficiency using ROI, ROA and PM.
· Result of Management audit may be used to set incentives plane
· It is a result oriented evaluation  
· Government may order management audit with view to examine the efficiency of the management of particular industrial unit, In case there is inefficiency, the government may consider taking over the management, if it is found that the problem of the unit is beyond the control of the management, the government may try to remove the basic constraints.
· A bank or financial institution may like to get management audit conduced before advancing loans.
· Foreign collaborator may also like to get management audit conducted periodically.
  4.3.1 Steps in Management Audit
1. Identification of the objectives of the organization
2. checking the breakdown of the objectives in to detailed targets and planes for various segments 
3. Review the organization structure of  specific responsibility of each centers
4. Examine Actual performance and compare it with plane or target.
Whether performing compliance or a management audit, auditors must obey four basic rules. First, audits must provide information for a defined need, that is, the customer's need. Second, auditors must be capable of performing their duties. Third, audits must measure performance against agreed criteria. Fourth, audit conclusions must be based on fact.
Rule 1: Serve Your Customers
Audits provide information. All affected parties as: auditee, the client and the organization need to know if product, process and system controls are present and being applied, and obviously it doesn't hurt to know whether these controls actually work. An auditor evaluates the controls against requirements and produces a report. If controls are present and working, all parties' confidence in the process is increased. If controls are missing or not working, then resources can be applied to fix the problems.
Rule 2: Use Qualified People
Auditors must be able to carry out their assignments in an impartial and objective fashion. This means that they cannot have a vested interest in the activity being audited. If they developed the rules, they cannot impartially evaluate the effectiveness and application of those rules. Although an auditor can never be totally independent of the auditee, some separation must be maintained.
 Auditors must also be capable of doing their jobs. They need certain emotional, intellectual and mechanical skills, which they can obtain by attending a course, reading a book or observing others. 
Rule 3: Measure against Agreed Criteria
Auditors are not allowed to make up the rules-they must audit against performance standards that are already in place and accepted by the auditee. The highest level of requirements includes corporate policies, management system standards and regulatory requirements. Usually originating from outside the auditee's organization, these requirements establish the goals and objectives to be achieved. National and international standards, such as QS-9000 and ISO 9001, fall into this highest category. Next come the local approach, often called a quality manual or quality plan, for implementing these high-level requirements. 

Rule 4: Use Facts to Form Conclusions
Auditing is fact-based; conclusions are drawn from the data. Facts can be good (a requirement was met) or bad (a requirement wasn't met), but no judgment or opinion should taint them. These facts, also known as objective evidence, can come from sources as: physical properties, documents or records; information drawn from interviews with auditee staff members; or patterns such as percentages or ratios. 
Management audits require some additional work. The auditor needs to identify the pain associated with those groups of bad facts. (It's important to identify business problems, such as scrap, rework and overtime, as pain.) Then the auditor combines the missing control (the system error that's causing the problems) and the business pain into one statement, called a finding. The finding will reveal cause-and-effect patterns occurring within processes. 

	UNIT FIVE: AUDITING AND AUDITORS IN ETHIOPIA



5.1 The Role of the Auditors General
5.1.1 Background of Office Federal Auditors General (OFAG)
Government auditing in Ethiopia dates back to the establishment of an Audit Commission (by Proclamation No. 69/1944), which was largely responsible for the examination and control of the accounts of the Ministry of Finance, and was directly accountable to the Prime Minister.  The power to control and examine the accounts of all other Ministries was given to the Officers of the Ministry of Finance.  In 1946, Proclamation No. 79/1946 was provided to centralize the audit and control of all Government accounts in one Department by establishing the Audit and Control Office under the direction of the Comptroller and Auditor General who reported and was directly responsible to the Prime Minister.  As a result of this proclamation, the powers and duties of the new office were clearly defined and the scope of its activities is expanded.
The Revised Constitution of 1955 (1948 E.C.) provided even wider duties and a large measure of independence.  Accordingly, the Auditor General reported to the Emperor and the Parliament on the financial operations of the government and was given access to all books and records of government accounts.
Subsequently, the functions of the Auditor General were amended by decree No. 32 of 1958, which was later renumbered as Proclamation No. 179/1961 (1954 E.C.).  This proclamation has dealt with the appointment and independence of the Auditor General in addition to defining its powers and duties, which include auditing the accounts of all autonomous bodies existing by virtue of Imperial Charters (chartered organizations).  The Auditor General was then appointed by the Emperor and reported to him and the Parliament.  The Office of the Auditor General conducted the audit of the Chartered Organizations, which were established to provide essential services to the public, through its chartered Organizations Audit Department.
After the 1974 (1966 E.C.) Ethiopian Revolution, Proclamation No. 164 of 1979 (1971E.C.) was enacted to redefine the powers and duties of the Auditor General giving him additional responsibility of auditing mass organizations, development projects as well as conducting performance auditing.  Besides, the program of nationalization has created difficulty for the Office of the Auditor General to cope with the need to audit an increasing number of public enterprises through its chartered organizations Audit Department mainly due to lack of qualified manpower.  Consequently, following a study made by the Office of the Auditor General, the Audit Services Corporation was established by proclamation No. 126 of 1977 (1969E.C.) to render audit services to production, distribution and service giving organizations of which the Government is the owner or majority shareholder.  Later on, the National Shengo provided Proclamation No.13/1987 to establish the Office of the Auditor General of the People’s Democratic Republic of Ethiopia. This proclamation was in effect until the country introduced the new Federal Government structure in 1994. Thus one can understand that up to 1994 OFAG was the only government audit institution in Ethiopia. 
However, Proclamation No. 7/1992 (1984 E.C.) of the transition period has already laid down the basis for the establishment of National/Regional State-Governments. Article 8(e) of this proclamation states "every National/Regional self-government shall have an audit and control Office". Article 15(h) of the proclamation has also given each National/Regional council the power to establish the Audit and Control Office. Therefore, after the overthrow of the Military regime in 1991 (1983 E.C.) and the establishment of a Federal State Structure by the 1994 Constitution of Ethiopia, the whole arrangement of government auditing structure changed, and germane to this duties and responsibilities were separated in to the Federal and Regional audit institutions. Following this Law, every Regional State’s Council promulgated a proclamation to establish an audit office. While article 101 of the new Federal Government Constitution provided the basis for the appointment, powers and duties of the Federal Auditor General, article 33 and 34 of the Proclamation No. 7/1992 specified the accountability, powers and duties of the Head of each National/Regional Audit and Control Office. 
Based on the aforementioned constitutional provisions, Proclamation No. 68/1997 was enacted to establish the Office of the Federal Auditor General (OFAG) which gave the power and duty to undertake Financial and Performance audits (or cause to be audited) on accounts of the federal government offices and organizations, accounts involving budgetary subsidies and special grants extended by the Federal Government to Regional States.
Appointment and Accountability of the Federal Auditor General 
The Federal Auditor General who heads the Office of the Federal Auditor General shall be appointed by the Council of Peoples' Representatives upon recommendation by the Prime Minister. 
The Federal Auditor General shall be appointed by the Council of Peoples' Representatives and, between sessions shall be accountable to the President of the Federal Republic. 
Appointed of the Federal Deputy Auditor General 
There shall be a Federal Deputy Auditor General who shall be appointed by the Council of Peoples' Representatives upon recommendation by the Prime Minister and who shall assist the Federal Auditor General and be responsible for the direction of the activities of the Office of the Federal Auditor General in his absence.






5.1.2 Organizational Structure of OFAG
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5.1.3 Objectives of OFAG



The followings are the objectives of OFAG:
· Strengthen an audit system required for a reliable information necessary for the proper management and administration of the Plans and budget of the Federal Government; 
· ascertain that all receivable money and property of the Federal Government are collected, preserved and used properly, in accordance with the laws and Regulation of the Federal Government and report same to the Council; 
· Undertake a financial and performance audits of the Offices and organization of the Federal Government; 
· Make efforts, in cooperation with concerned organs, To promote and strengthen accounting and audit Professions; 
· Give professional assistance and advice to Regional and Federal Civil servants and organizations engaged in accounting and auditing professions; 

Draw up a standard of auditing by which accounts of the offices and organizations of the Federal Government shall be examined and follow up the implementation of the same

5.1.4 Powers and Duties of the OFAG

The office of the Federal Auditor General shall have all the powers necessary for the performance of its functions. Without limiting the generality of the foregoing, the office of the federal Auditor general shall:
· audit or cause to be audited the accounts of the Federal government offices and organizations
· audit or cause to be audited accounts involving budgetary subsidies and any special grants extended by the federal government to regional Government;
· audit the accounts of private contractors relating to the Federal government contractual work which involves a sum exceeding Birr 500,000 (Birr five hundred  thousand);
· Carry out or cause to be carried out, as may be necessary, programmed and efficiency audit or performance audit in order to ensure that the performance of Federal Government offices and organization is in accordance with the law, economically sound and has attained the desired objectives;
· Report audit findings to the head of the audited Federal Government office and organization, as the case may be, the result of the audits performed. The result of the audits performed shall also be immediately submitted to the Council of People's Representatives, where it indicates the commission of a crime.
· Issue directives, in cooperation with other offices concerned, regarding accounts and property auditing procedures and standards;
· issue certificates of competence to internal auditors to be employed by any Federal Government offices and organizations;
· where it deems it necessary, require internal auditors of any Federal Government Offices to audit the accounts and property of their offices and report the findings; 
· where it deems it necessary, train internal auditors in cooperation with concerned organs
· where it has reasons to believe that any account has been kept in a criminal and dishonest manner, impound such booked, documents, ledgers, vouchers and other material related to such account;
· give the necessary advice on the financial and accounting regulations to be prepared by the Ministry of Finance;
· make efforts, in cooperation with other concerned Government Offices, with a view to promote the Accounting and Auditing Profession; take appropriate measures to ensure that the development of the Accounting and Auditing Profession of the Federal Government is in the right direction;
· maintain close contact and cooperation with the Audit and Control Offices of Regional Governments with a view to enhance the development of auditing;
· issue, renew, suspend and cancel certificates of competence of private auditors and accountants who provide auditing and accounting services to: 
· Organizations which are under the ownership of the Federal Government; 
· Public organizations which are, by law, under the common ownership of the Federal and Regional Governments; 
· Activities over which the Federal Government has the right to control; 
· Sectors over which the Federal Government has been assigned by law, with the responsibility and authority to administer; 
· Joint ventures organized under the partnership of the Federal and Regional Governments, the Federal Government and foreign or local investors, other areas of activities where the Federal Government has undertaken the responsibility for their execution.
· Charge fees for the issuance and renewal of such certificates in accordance with regulations issued by the Council of Peoples' Representatives. 


5.2 The Role of Audit Service Corporation
5.2.1 Historical Background

The audit service corporation in Ethiopia was established after the revolution in 1974, when the government took over the control and ownership of a number of production and distribution enterprises. The responsibilities and right to audit or cause to be audited all enterprise under government control was that of the auditor general as was stated earlier. But the office did not have either the technical competences of sufficient man power to cope with such activity, especially as this part involved” commercial audit”, there was a need to establish a semi-independent audit service corporation under the control of the auditors general. This was also in line with Tanzanians experience and socialist line thinking. The audit service corporation was thus established in 1977 pursuant to Proclamation No. 126/1977. The corporation was established as independent entity with powers to sue and be sued, enter in to contract, determine terms and conditions of recruitment as well as charge fees for its service. 


5.2.2 Objectives of Audit Service Corporation
According to Proclamation No. 126/1977, the objectives of the corporation were:
· To render audit service to production, distribution and service giving organization of which the government is the owner or the major shareholder
· To render management consultancy service to the organizations specified above
· To find way and means for further development of audit profession and try to make Ethiopia self–sufficient within short period, with respect to audit profession.
5.3 Private Auditing Firms in Ethiopia
Private auditing practice as a commercial auditing service is to have started with the opening of branch office of the Price Water House Peat & Co. in Addis Ababa, subsequent to the establishment and growth of multinational British companies like Besse & Co. Mitchell Cotts Ltd, Standard Oil, Caltex, and Shell; and the issuance of the commercial code of Ethiopia in 1960. As the multinational companies required audited financial statements of their overseas operations. While the commercial code later made the submission of audited financial statements by shares companies for renewal of trade license, the demand for audit services began to extend. The 1960s were a high day for the growth of accounting and auditing practices in Addis Ababa and Asmara. By 1967, it was reported there were 167 share companies who had to have their accounts audited according to the commercial code of 1960 requirements.
A research made between 1968 and 1970 indicates there were 19-24 private firms, or persons rendering public accounting service in Ethiopia (Johannes, 1970). Out of these firms five were, foreign public accounting firms with home base outside Ethiopia. By the beginning of 1992, there were only two Ethiopian national firms: that of Getachew Kassaye & Co., and Bequresion Hial & Co.; and one Egyptian firm Newar & Co. still remaining from the old batch. The rest had closed their practice after the revolution. Today, it is estimated that there are above 50 qualified private audit firms in Ethiopia.
5.4 Special Legal Provision Related to Auditing in Ethiopia
The Commercial Code of Empire of Ethiopia of 1960 contains many provisions relating to accounting and auditing requirements instituting the base for the first formal means of enforcing and auditing practice and standards in the country. The Commercial Code set how auditors are appointed, remunerated, and removed and also their responsibilities to third parties and the clients. The following section deals with the appointment remuneration and revocation of auditors especially those of auditors appointed to the public.
Article 368 Appointment of Auditors
(1) The general meeting of every company limited by shares shall elect one or more auditors and one or more assistant auditors
(2) Shareholders representing not less than 20% of the capital may appoint an auditor selected by them
(3) Where there is more than one auditor, they may exercise their duties jointly or separately
(4) A body corporate may act as auditor
Art. 369- Nomination and term of Appointment
(1) Auditors shall be elected by the meeting of subscribers and thereafter by the annual general meeting
(2) Auditors elected by the meeting of subscribers shall hold office until the first annual meeting. Auditors elected at an annual general  meeting hold office for three years
(3) When signing as auditor, an auditor shall add the name of the company whose accounts he is auditing.
Art.370. Persons Not Competent
(1). the following persons may not be elected as auditors
       (a) Founders, contributors in kind, beneficiaries holding special benefits, directors of the company or of one of its subscribers or of its holding companies 
(b) Spouses or relatives by consanguinity of affinity to the fourth degree inclusive, of the person mentioned in sub-art-(1) (a)
(c) Person who receives from the persons mentioned in sub- art. (1) (a) a salary or periodical remuneration in connection with duties other than those of an auditors.
(2)  Auditor may not be appointed directors or managers of the company which they audit, nor of one of its subscribers or its or of its holding company within three years from the date of the termination of their functions.
(3)  Reports submitted by an auditor and adopted by the annual general meeting shall not, save in the case of fraud, be invalid merely by reason of the fact that the provisions of this Article have not been observed.
Art 372. Remuneration 
(1) The remuneration of auditors shall be fixed by the general meeting on their appointment
(2) Where the general meeting fails to agree on the remuneration of the auditors, the Ministry of commerce and Industry may on the application of any interested party fix the remuneration.
Art. 371. Revocation of the Appointment of Auditors
A general meeting may at any time revoke the appointment of any auditor without prejudice to any claim he/she may have for wrongful dismissal.
According to the Commercial Code of Ethiopia, auditors are liable to client and third parties for losses they cause in exercise of their duty and are punishable.


5.5 Status of Accounting and Auditing Profession in Ethiopia
The historical development of the accounting/auditing profession in Ethiopia could be broadly classified in to four categories:
Phase I: Pre-1960
In pre-1960, there was no coordinated effort of individuals or groups directed towards setting up of accounting or auditing professional association reported except by way of the former commercial school graduates alumni association who tried to fill the aspiration of those trained in commerce at the secondary school level and working in banking and financial institutions.
Phase II: 1960 – 1974
This period witnessed significant events in the accounting/auditing profession I.e. the promulgation of the commercial code and the coming in to force of the same. The college of business administration offering major studies in accounting was established in 1963 at Addis Ababa University to meet partly the manpower demand at the grass roots level. Private audit firms with international practices such as Price Water house, Peat &co., Whinnery, Murray &Co, and some local auditing offices were opened to offer these services.
i. Public Accountants’ Certification Committee (PACC)
After the issuance of the commercial code of 1960, which is instituted mandatory annual audit requirements of share companies, the demand for specialized manpower who can render service in this area, and the need to monitor the quality of their work to avoid malpractices, become increasingly obvious.
These events made necessary the need for establishing a body responsible for guiding the accounting and auditing profession and monitoring its practice. Its absence came to be strongly felt in preparation of financial statements, determination of financial position of companies, taxable income, evaluating loan proposals, distribution of profits and promoting the capital markets. The issuance of securities by companies and the securities exchange market under name of share companies dealing group was just then taken foothold.
As a result ,a legislative draft proposal to setup accounting and auditing supervising body, named PACC, under the ministry of industry and commerce was prepared by Fred Fechimer ( from law faculty-AAU). This was prepared at the suggestion of the ministry of industry and commerce who was then responsible for all commercial and industrial activities in the country, and as a result of various researches, which cast doubts as to the standard of accounting and auditing work in the country
The draft contained proposal for setting a certification committee under a board composed of various institution who had vested interest. Their role was not only to issue certificate and licensees but also to setup accounting and auditing standards. However, the draft law was never enacted.

ii) Ethiopian Professional Association of Accountants and Auditors (EPAAA)
In 1971, an ad-hoc committee composed of the auditors general, AAU( Accounting Department),and representative of private firms in Ethiopian called a general meeting of prospective accounting and auditing professionals to form an association  aimed at promoting the interests of accounting and auditing profession and its development in Ethiopia. In 1973, the general assembly rectified the memorandum of association and the establishment of Ethiopian professional association of accountant and auditors (EPAAA) after registering with the ministry of interior under Reg. No. 82 in accordance to the legal requirements of the country, thus becoming a legal body the purpose and objectives of the association are declared to be:
a. Establishing standards for accounting and auditing, for its members;
b.  Prescribing minimum qualifications for professional accountants and auditors, to the members of the Association;
c. Issuing a code of ethics and conduct for the regulation of professional accountants and auditors;
d. Evaluating examining and certifying applications for members;
e. Fostering the training and the development of professional accountants and auditors in Ethiopia by encouraging the development and improvement of accounting education;
f. Promoting broader knowledge about the professional and its services to the public and to other professions;
g. Co-operating and counseling with other organizations in the advancement of the profession and the public interest in Ethiopia.

Although EPAAA was originally founded in 1971, it remained dormant during the administration of the previous government. It was reactivated in 1992 with ten members in public practice. It has now about 80 Members in Public Practice and about 40 General Members.
Phase III: 1974 -1991
After the revolution, the EPAAA lost the majority of its members as the foreign private auditing firms closed their practices in Ethiopia, and the office of the auditors general took over the control of all audits in the country. Consequently, according to Proclamation No. 17/1987, the auditor general was given control over the development of the auditing profession in Ethiopia and powers to issue certificate of competence, and renew and or suspend licenses. To implement its juridical authority, the Auditor General Office established, in 1992, a certification committee under its chairpersonship composed of representative of Ministry of Finance, Ministry of Trade, Ethiopian Management Institute, Addis Ababa University (AAU), the Audit Service Corporation and private auditing firms. The committee was to assist the auditors general in evaluation and screening candidates to be certified as qualified authorized accountants or qualified authorized auditors.
Until 1990, the accounting and auditing education was provided through:
· The AAU accounting department degree and diploma program through regular and extension division. 
· Asmara University- Faculty of Commerce degree and diploma program. 
· The Junior College of Commerce diploma program

Phase IV: post 1991

The change in government and the consequent ideological shift was followed by the embrace the free market economy principles, various educational institutions entered in to the market to fill the demand and a growing number of certified accountants joined the ranks.

Education

Following the introduction of market economics policy, participation of private investment in education started to take foothold. Many private colleges were opened with the business programs. Specially, the later part of 2002 has been tremendous flux to new colleges opening up in Ethiopia. Data collected in the same period showed 65% of the private colleges offer accounting, management, business and computer programs of various levels. Currently, the percentage is expected to increase.

Accounting Society of Ethiopia

This is a recently established body with the intent to cover accounting and finance educators and practitioners. It was established in June 2004 and reported to have membership of close to 120.

Institute of Internal Auditors-Ethiopian Chapter (IIA-EC)

Internal audit function in Ethiopia came to be known by the mid 1960 with the introduction of modern management practice, organization structures, and the need of controlling the internal operations. However, the demand for internal auditors did not  come to surface prominently unit after the revolution in 1974, when the concern for better control of nationalized enterprises and strengthening the overall internal control systems of public enterprise for facilitating central control and planning systems of public enterprise was eminent. In addition to internal auditors, in most government departments and ministries internal control and monitoring of government financial affairs have been performed by the so called inspectors. Inspectors are sent annually to ministries and provinces to check proprietary of government budgetary expenditure and to ensure the return of unspent fund in line with lapsing appropriation back to the ministry of finance. In banking operations, there are employees who are called internal checkers.  They are mostly involved in pre audit function and or checking of property, cash transfer and inventory issuance and receipt. 
The institute of internal auditor’s Ethiopian chapter (IIA-EC) was legally established in March 1995 though it started its activity in early 1996 and has now fully paid member of over 200. It is the most active and dynamic accounting and auditing professional association in the country providing continuing education programs to its members, holding frequent events to keep its members in professional enhancement by arranging public speakers from abroad and locales. It also arranges for teach in by members for CIA-examinations, and has a newsletter.

ACCA Ethiopian Office
 
Following the increasing enrollment of students for the ACCA program and the corresponding number of certified public accountants, the ACCA Ethiopia office was setup in 2004. The office setup is in line with the growing number of CPAs in Ethiopia. Since its establishment, the office is playing a proactive role in bringing the accounting and auditing profession to the limelight by conducting various forums, workshops and discussion forums with the aim of bringing together policy makers, practitioners and academicians to deliberate an issues of national importance. The ACCA is extending its proactive role by inviting professionals from other countries with a view to share their experience. These efforts are significant and vital in bridging the gap towards the formation of national accounting board and the enactment of the accountant’s act.




Audit firms and Authorized Accountants
 
According to the information obtained from the website office of the federal auditors general, there are 52 licensed audit firms and 324 authorized accountants in 2003 EC. This is a big leap forward as compared to the situation predating this period. On the other hand, the service providers seem fragmented and stakeholders are apprehensive in the sense that they are bidding each other out in the market. This fact may entail undesirable consequences for a profession that is coming out of the shadows. Rather it may be time for the audit firms or the authorized accountants to form an alliance in their own sphere respectively and establish a firm that could undertake major assignments locally or on international scale. Such development would also strengthens the capacity in drawing policy makers attention to critical issues related to the profession or can be of better service as a vocal in policy matters.
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