Chapter 1 An Overview of Auditing

	LEARNING OBJECTIVES

1.
Identify the nature and objectives of auditing.

2.
Explain the concept of true and fair.

3.
Describe different phases of the audit process.
4.
Explain the concept of reasonable assurance.
5.
Distinguish between auditing and accounting.
6.
Identify the economic demand for auditing.
7.
Identify the types of audits.
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1.
Nature and Objectives of Auditing

1.1
Definition and scope of audit

1.1.1
An audit may be defined as an independent examination of the financial statements of an enterprise and communicate the result to the interested parties.

1.1.2
HKICPA states in Hong Kong Standard on Auditing (HKSA) 200 (Clarified) “Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance with Hong Kong Standards on Auditing” that auditors should:

(a)
conduct an audit in accordance with the required HKSAs, legislation, regulations and, where appropriate, the terms of engagement (聘用) and reporting requirements;

(b)
plan and perform an audit with an attitude of professional skepticism (抱懷疑態度) recognizing that circumstances may exist that cause the financial statements to be materially misstated (誤述); and

(c)
comply with the ethical principles governing the auditor’s professional responsibilities caused by HKICPA “Statement of Professional Ethics / Code of Ethics of Professional Accountants”.

1.2
Audit objectives

	1.2.1
	Audit Objectives

	
	(a)
The objective of an audit of financial statements is to enable auditors to express an opinion on whether the financial statements are prepared, in all material respects, in accordance with an identified financial reporting framework. An audit of financial statements is an example of an assurance engagement.
(b)
This involves the following objectives:
(i)
Primary objective

To produce a report by the auditor of his opinion of the truth and fairness of the financial statements examined by him.

(ii)
Secondary objectives

(1)
To detect errors and fraud that cause material misstatements in the accounting records and/or the financial statements; and

(2)
To provide constructive advice on the client’s internal control system.


2.
Concept of true and fair

2.1
By virtue of the Companies Ordinance, companies are required by HK Financial Reporting Standards (HKFRSs) to give a true and fair view when preparing financial statements.
2.2
Unfortunately, there is no official definition in any individual HKSA of the meaning of true and fair.

Truth in accounting terms can be taken to mean not factually incorrect.

The word fair can have the following meanings:

· On the one hand clear, distinct (清楚的) and plain (清晰的)

· And on the other impartial (不偏不倚的) / unbiased, just and equitable (公正的).

2.3
Auditors should attempt to ensure that the financial statements which are the subject of the audit, present clearly and equitably the financial state of affairs of the enterprise. This suggests that in order to achieve the statutory true and fair view, it is necessary:

(a)
to present certain information impartially;

(b)
that this data is shown in such a way that it is clearly understood by the user.

	Question 1

	The following statement relates to objective and general principles governing an audit of financial statements.

“The objective of an audit of financial statements is to enable auditors to give a true and correct view in all respects in accordance with an identified financial reporting framework.”

(4 marks)


(HKAAT Paper 8 Auditing December 2003)


3.
The Auditing Process

3.1
The major steps of auditing process include:

(a)
Client acceptance and retention and establish the engagement terms
Client’s business nature and management integrity, and professional ethics (道德規范) when considering the acceptance and retention of client of client because this may affect the reliability of financial information provided by the client.

(b)
Plan the audit
The planning phase involves the assessment of audit risks, the development of audit strategy and the determination of means to perform the audit properly.

(c)
Evaluate internal controls
The auditor should understand and evaluate the effectiveness of client’s internal control system to determine the possibility of having material misstatements in the financial statements.

(d)
Conduct testing of accounting transactions and balances
The auditor checks the transactions and account balances against the supporting documents to substantiate the financial statement balances.

(e)
Complete the audit
The auditor assesses whether sufficient evidence has been obtained to reach a conclusion that the financial statements are fairly presented.

(f)
Issue audit report
The final phase in the audit process is communicating the auditor’s findings to the users of the financial statements.

4.
Reasonable Assurance (合理確信)

4.1
An audit is designed to provide reasonable assurance that the financial statements as a whole are free from material misstatement as required by auditing standards.

	4.2
	Why only reasonable assurance can be achieved?

	
	There are inherent limitations in an audit that affect the auditors’ ability to detect material misstatements. The reasons are:

(a)
examining all items within an account balance or class of transactions are impractical and sampling techniques have its own inherent limitations;

(b)
there are inherent limitations of any accounting and internal control system;

(c)
most audit evidence is persuasive rather than conclusive; and

(d)
the persuasiveness of audit evidence available to draw conclusions on particular financial statement assertions (目的) may be affected by unusual circumstances, such as related parties transactions, which increase the risk of material misstatement.


5.
Distinguish between Auditing and Accounting

5.1
Accounting is the process of recording, classifying and summarizing the economic transactions in a systematic and logical manner for decision making.

5.2
Auditing is the process of systematically accumulating and evaluating evidence to determine whether the financial information presented properly reflects the business transactions and financial position of the company.

5.3
To provide relevant information, accountants must have a thorough understanding of the accounting principles for recording the business transactions.

5.4
In auditing accounting data, the concern is with determining whether recorded information properly reflects the economic events that occurred during the accounting period. In addition to understanding accounting rules, the auditors must possess expertise in how the audit evidence should be interpreted. The auditors must perform the audit in accordance with auditing standards.

	Question 2

	Misconceptions

(a)
The objective of auditing is to detect fraud.

(b)
Auditors examine all, or most, business transactions to ensure correctness of financial statements.

(c)
The audit of the financial statements relieves management of its responsibilities for preparing and presenting the financial statements.

(d)
Auditors should conduct an audit in accordance with Hong Kong Accounting Standards.

Required:

Correct the misconceptions from items (a) to (d) above.
(8 marks)


(Adapted HKAAT Paper 8 Auditing June 2002)


6.
The Economic Demand for Auditing
6.1
The following are underlying conditions which create demand by users for reliable accounting information:

(a)
Complexity – company’s transactions can be voluminous and complicated, so users of financial information need the expertise of professional accountants.

(b)
Remoteness – It’s uneconomical for the users of financial statements to employ professional accountants to do that job.

(c)
Consequences – Financial decisions can involve large amounts of money and massive efforts. Good information, obtained through accounting experts, is beneficial for that type of decisions.

7.
Types of Audits

7.1
Internal and External Audits

7.1.1
External or statutory audits

Statutes which require audits to be done include the Companies Ordinance and other ordinances and regulations.

7.1.2
Internal audits

(a)
Internal auditing is an independent appraisal function established within an organization to examine and evaluate its activities and operations.

(b)
Function of internal audit is the making analyses, appraisals and recommendations for management concerning the activities reviewed.

7.1.3
The activities of internal audit include:

(a)
To review the financial and operation information to ensure that the information is properly identified, measured, classified and recorded in the accounting records and is fairly presented in the financial statements in accordance with the accounting standards and relevant legislation.

(b)
To study the operations of the business operations for the purpose of making recommendations about the economic and efficient use of resources, effective achievement of business objectives, and compliance with company policies.

(c)
To review the internal control systems which ensure the compliance of company policies, plans, and procedures of laws and regulations.

(d)
To perform other special review as required by management, for example, review of effectiveness in achieving program results in comparison to pre-established objectives and goals.

7.2
Financial Statement, Operational and Compliance Audits

7.2.1
Financial statement audit – to determine whether the overall financial statements are stated in accordance with the GAAP.

7.2.2
Operational audit – review of the operating procedures of an organization for the purpose of evaluating and improving its efficiency and effectiveness.

7.2.3
Compliance audit – to determine whether the procedures and regulations prescribed by management are complied with.

7.3
Fundamental Differences between Internal and External Auditors

7.3.1
Despite their common interests there are some fundamental differences in the scope of their work, the approach to their work and their reporting line.

	Area of difference
	Internal auditor
	External auditor

	1.
Scope
	Determined by management
	Determined by statute

	2.
Objective
	To ensure the accounting system is efficient, effective and economic and providing management with accurate and material information
	To satisfy himself whether the financial statements to be presented to the shareholders present a true and fair view

	3.
Responsibility
	To management
	To shareholders

	4.
Appointment / dismissal
	By management
	By management, on behalf of shareholders

	5.
Qualifications
	None specified
	Professional accountant qualified under Professional Accountant Ordinance

	6.
Independence
	Staff of company
	Auditor who is independent of the company


	Question 3

	Kenny will soon complete his final year of studies in bachelor of accountancy. He is wondering whether he should start his career as an external auditor or as an internal auditor. His lecturer has mentioned that external auditors might have a close working relationship with internal auditors, but the external auditors have to assess the internal audit function and to evaluate the work of the internal auditors.

Required:

(a)
Briefly compare internal auditors and external auditors in terms of

(i)
Determination of job scope

(ii)
Objectives

(iii)
Line of reporting



(6 marks)

(b)
Briefly describe four internal auditing activities.
(4 marks)


(Adapted HKAAT Paper 8 Auditing December 1998)



N1-3

_1525128688.bin

