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Chapter 4 Audit Evidence and Sampling

(I)
Multiple Choice Questions

1.
Which of the following types of audit evidence is the most persuasive?

A
Prenumbered client purchase order forms.

B
Client work sheets supporting cost allocations.

C
Bank statements obtained from the client.

D
Client representation letter.

2.
Which of the following presumptions is correct about the reliability of evidential matter?

A
Information obtained indirectly from outside sources is the most reliable evidential matter.

B
To be reliable, evidential matter should be convincing rather than persuasive.

C
Reliability of evidential matter refers to the amount of corroborative evidence obtained.

D
Effective internal control provides more assurance about the reliability of evidential matter.

3.
Which of the following types of audit evidence is the least persuasive?

A
Prenumbered purchase order forms.

B
Bank statements obtained from the client.

C
Test counts of inventory performed by the auditor.

D
Correspondence from the client’s attorney about litigation.

4.
An advantage of using statistical over non-statistical sampling methods in tests of controls is that the statistical methods

A
can more easily convert the sample into a dual-purpose test useful for substantive testing.

B
eliminate the need to use judgment in determining appropriate sample sizes.

C
afford greater assurance than a non-statistical sample of equal size.

D
provide an objective basis for quantitatively evaluating sample risk.

5.
An advantage of statistical sampling over nonstatistical sampling is that statistical sampling helps an auditor to

A
eliminate the risk of nonsampling errors.

B
reduce the level of audit risk and materiality to a relatively low amount.

C
measure the sufficiency of the evidential matter obtained.

D
minimize the failure to detect errors and fraud.

6.
Which of the following best illustrates the concept of sampling risk?

A
A randomly chosen sample may not be representative of the population as a whole on the characteristic of interest.

B
An auditor may select audit procedures that are not appropriate to achieve the specific objective.

C
An auditor may fail to recognize errors in the documents examined for the chosen sample.

D
The documents related to the chosen sample may not be available for inspection.

7.
In assessing sampling risk, the risk of incorrect rejection and the risk of assessing control risk too high relate to the

A
efficiency of the audit.

B
effectiveness of the audit.

C
selection of the sample.

D
audit quality controls.

8.
The expected population deviation rate of client billing errors is 3%. The auditor has established a tolerable rate of 5%. In the view of client invoices the auditor should use

A
stratified sampling.

B
variable sampling.

C
discovery sampling.

D
attribute sampling.

9.
Which of the following sampling methods would be used to estimate a numerical measurement of a population, such as a dollar value?

A
Attribute sampling.

B
Stop-or-go sampling (sequential sampling).

C
Variables sampling.

D
Random-number sampling.

10.
For which of the following audit tests would an auditor most likely use attribute sampling?

A
Making an independent estimate of the amount of a LIFO inventory.

B
Examining invoices in support of the valuation of fixed asset additions.

C
Selecting accounts receivable for confirmation of account balances.

D
Inspecting employee time cards for proper approval by supervisors.

11.
An underlying feature of random-based selection of items is that each

A
stratum of the accounting population be given equal representation in the sample.

B
item in the accounting population be randomly ordered.

C
item in the accounting population should have an opportunity to be selected.

D
item must be systematically selected using replacement.

12.
What is the primary objective of using stratification as a sampling method in auditing?

A
To increase the confidence level at which a decision will be reached from the results of the sample selected.

B
To determine the occurrence rate for a given characteristic in the population being studied.

C
To decrease the effect of variance in the total population.

D
To determine the precision range of the sample selected.

13.
Which of the following factors is(are) considered in determining the sample size for a test of controls?

	
	Expected deviation rate
	Tolerable deviation rate

	A
	Yes
	Yes

	B
	No
	No

	C
	No
	Yes

	D
	Yes
	No


14.
Which of the following statements is correct concerning statistical sampling in tests of controls?

A
Deviations from control procedures at a given rate usually result in misstatements at a higher rate.

B
As the population size doubles, the sample size should also double.

C
The qualitative aspects of deviations are not considered by the auditor.

D
There is an inverse relationship between the sample size and the tolerable rate.

(II)
Examination Style Questions

Question 1
The auditor should obtain sufficient appropriate audit evidence to be able to draw reasonable conclusions on which to base the audit opinion. The reliability of audit evidence is influenced by its source and by its nature and is dependent on the individual circumstances under which it is obtained. (HKSA 500)

When inventory is material to the financial statements, the auditors should obtain sufficient appropriate audit evidence regarding its existence and condition by attendance at physical inventory counting unless impracticable. (HKSA 501)

Litigation and claims involving the audit client may have a material effect on the financial statements and thus may be required to be disclosed and/or provided for in the financial statements. (HKSA 501)

Required:

(a)
Define audit evidence.
(4 marks)

(b)
Briefly describe “sufficiency” and “appropriateness” in the context of audit evidence.
(2 marks)

(c)
Give FIVE circumstances under which evidence gathered is in general considered to be reliable.
(5 marks)

(d)
In planning attendance at the physical inventory count, what should be considered by the auditors?
(5 marks)

(e)
Give FOUR audit procedures that can be followed in order to enable auditors to become aware of any litigation and claims involving the audit client which may result in material misstatement of the financial statements.
(4 marks)



(Total 20 marks)
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Question 2
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The following statements relate to objectives, general principles, or terms used in the audit of
financial statements.
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Audit working papers
When they moved office, the accounting staff of Big Wave Lid disposed of accounting
records which were over three years old. They felt that if they needed the old accounting
records, they could obtain them from the audit files. The company paid for the audit and
the audit working papers were the company’s property.

Auditor’s liability

Wong & Wong was the external auditor of Forest Lid for the financial year ended 31
December 2003, and issued an unqualified audit opinion on 31 March 2004. Solely based
on the 2003 unaudited accounts, Rainfall Ltd acquired Forest Ltd for $1,000,000 on 10
January 2004. Six months later, Rainfall Ltd sold all the shares in Forest Ltd to Woodland
Lid for $1,500,000. Woodland Ltd appointed another auditor for Forest Lid. One year
later, Forest Ltd went bankrupt. Woodland Ltd sued Rainfall Lid for $2,000,000,
representing the sum of consideration paid for the acquisition of Forest Ltd and the further
capital injected to Forest Ltd. Rainfall Lid then sued Wong & Wong for a breach of
professional care and asked for a compensation for a financial loss of $2,000,000. Wong
& Wong’s legal representative advised Wong & Wong to settle the lawsuit for $500,000.

Audit engagement letter
Once an auditor has signed an audit engagement letter with its client, the auditor cannot
revise the terms of the engagement because this would be a breach of contract.

Negative confirmation
When there are weak internal controls over the audit client’s accounting system, the
auditor can consider selecting large debtor balances for negative confirmation

Management representation letter

An advantage of obtaining written representations is to reduce the extent of audit work
because the representations can be used as a substitute for other audit evidence. A
‘management representation letter would ordinarily be dated as of the date of completion of
the field work.

REQUIRED:

Identify the error(s) from each of the statements (1) to (V), explain why these are the errors,
AND correct them.

(20 marks)
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Question 3

Auditors should use their professional judgement to assess audit risk and to design audit procedures to ensure the risk is reduced to an acceptably low level. Audit risk is the risk that the auditors give an inappropriate audit opinion when the financial statements are materially misstated.

Auditors should obtain an understanding of the accounting and internal control systems sufficient to plan the audit and develop an effective audit approach. Three commonly used method of documenting the understanding of a client’s accounting system and related controls are narrative notes, flowcharts, and internal control questionnaires.

Once an understanding of internal control sufficient for audit planning is obtained, auditors make an initial assessment of control risk. Auditors can evaluate the design of internal controls by performing risk assessment procedures. In addition, auditors may obtain audit evidence on the operating effectiveness of controls through tests of controls. The extent to which tests of controls are applied depends on the desired assessed control risk. If the auditors want to use a low control risk, a larger sample size for documentation, observation and reperformance procedures should be applied.

In determining the sample size, auditors should consider whether sampling risk is reduced to an acceptably low level.

Required:

(a)
State any TWO of the three components of audit risk.
(2 marks)

(b)
Give THREE advantages of using flowcharts to document a client’s accounting system and related controls as compared with narrative notes.



(3 marks)

(c)
Give THREE disadvantages of using flowcharts to document a client’s accounting system and related controls.
(3 marks)

(d)
How does sampling risk arise? State TWO methods of controlling sampling risk.
(4 marks)

(e)
What will the possible effects of a wrong conclusion being drawn from the samples selected in a test of controls be? (Hint: Your answers should consider the types of wrong conclusion, the audit effectiveness and the audit efficiency.)
(4 marks)

(f)
Briefly explain what is meant by non-sampling risk. Give TWO major causes of non-sampling risk.
(4 marks)
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Question 4

(a)
Explain what is meant by the term ‘audit evidence’ and state what it comprises.


(3 marks)

(b)
An auditor may obtain audit evidence by one or more of the following procedures:
(1)
Inspection

(2)
Observation

(3)
Recalculation

(4)
Analytical Procedures
Required:

(i)
Explain what each of these procedures involves.
(6 marks)

(ii)
For each procedure provide TWO examples of its use during the course of an audit stating clearly in each example the purpose of carrying out the procedure.
(16 marks)



(Total 25 marks)
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Question 5

The management of Bibiba Sports Ltd. informs the audit team that apart from the inventory kept in its Kowloon Bay warehouse, they have inventory held with more than 500 third party sales agents in Hong Kong. The audit supervisor is preparing an audit programme so as to design audit procedures for obtaining sufficient and appropriate audit evidence on the inventory balance. He intends to send audit confirmation to each of the third party sales agents for confirming the inventory items and the quantities.

Required:

(a)
Complete the following table on the quality of audit evidence gained from direct confirmation from the third party sales agents in respect of various audit objectives for inventory.
	
	Audit objectives relating to inventory
	Direct confirmation from third party sales agents provides strong evidence (State “Yes” or “No”)
	If your answer is “Yes”, state a limitation1.

If your answer is “No”, state your reason.

	(i)
	Completeness
	
	

	(ii)
	Valuation
	
	

	(iii)
	Existence
	
	

	(iv)
	Ownership
	
	

	(v)
	Accuracy
	
	


1 Limitation refers to situations which may affect the validity of your conclusion.


(10 marks)

(b)
Give FIVE factors which will influence the auditor’s judgement as to the sufficiency and appropriateness of audit evidence.
(5 marks)

(c)
Give FIVE circumstances under which evidence gathered is in general considered to be reliable.
(5 marks)



(Total 20 marks)
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