
Pre conditions for an Audit

Auditors should only accept a new audit engagement if 
the preconditions for an audit are present..

Is the FR framework acceptable? 
Consider the entity & the purpose of the FS  

Do laws say which FR framework should be used

Do Management accept their responsibilities?  
For preparing FS  

For internal controls 
For giving the auditor all relevant information they request

If the preconditions for an audit are not present..
The auditor shall not accept the proposed audit 

engagement



Accepting a new engagement
Questions to ask will be: 

 
Is the client involved in any fraudulent/illegal activities?  

 
What is the nature of the industry in which they are 

involved – is it depressed?  
 

Has the client had a history of changing auditor regularly 
or had qualified audit reports in the past?  

 
Do client directors understand their role and are they able 

to carry it out?  
 

Are management trustworthy?

New engagement process
Things to consider... 

1) Fee  
The auditor must not lowball, nor may they make 
unrealistic claims or promises to win the contract 

 
2) Get Information  

The potential client will inform the auditor of what is 
expected, the timetable, future plans of the company and 

any problems with current auditor
3) Proposal  

The auditor may then draw up a proposal containing: 
Proposed audit fee  

Nature, purpose and legal requirements of an audit. 
Assessment of the requirements of the client. 

How audit firm proposes to satisfy requirements 
Any assumptions made. 

Proposed audit methodology. 
Outline of audit firm and personnel  
Ability of firm to perform the audit 

 
 



Engagement Letter

An engagement letter is a letter from the auditor to the 
client indicating various matters concerning the 

engagement 
 

Contents 
ISA 210 Terms of Engagement gives guidance as to their 

content, but as a rule most will include: 
 

The Objective of the audit. 
Managements’ responsibility for the Financial Statements. 

The scope of the audit including reference to legislation 
and professional standards. 

The form of report to be used  
Use of the work of internal audit 

Reference to inherent limitations of an audit 
Access to information to be allowed  

Deadlines and confidentiality 
Expectations of management representations 

Fees
Complaints procedures 

 
 



Auditor Responsibilities for laws & 
regulations

Auditors are responsible for 
 

1) concluding FS free from misstatements caused by non-
compliance with laws and regulations 

2) having a general understanding of the legal and 
regulatory framework 

3) applying professional scepticism 

4) obtaining a general understanding of applicable laws 
and regulations 

5) understanding how the entity complies with those laws 
and regulations 

6) identifying instances of non-compliance  

7) being aware of the impact of breaches of regulations 
on the assertions



Definitions

Three main areas of fraud exist: 
 

1) Corruption  
2) Misappropriation of assets 
3) Financial statement fraud  

 
Error  

= An unintentional misstatement in financial statements, 
including the omission of an amount or a disclosure  

 
Irregularity  

An intentional misstatement to mislead users

Management and Auditor Responsibilities

Management Responsibilities  
1) Safeguards created to avoid fraud and error using 

internal controls 
2) Internal audit is responsible for monitoring and 

implementing these  
 

Auditor Responsibilities  
If fraud or error leads to a material misstatement, the 

auditor is responsible for detecting it 
 

If fraud is discovered  
1) Report it to the audit committee or 

2) Highest level of management (if not involved in the 
fraud), or 

3) Shareholders if the fraud is by those in senior 
management



Communication with TCWG

1) At the planning stage 
Use the Engagement letter

2) During the audit 
Use the Management letter (From Auditor to 

Management):

Includes:
A/C policy choice
Risks discovered

Material adjustments
Any disagreements
Control weaknesses

Potential modification to report

3) The end of the audit - Write a letter

Includes:
Any findings

Uncorrected misstatement 
Final management representation
Expected modification to report

 



Why plan an audit?

Plan the audit so that the engagement will be performed 
in an effective manner 

 
Planning Activities  

1) Risk Assessment 
We will look in detail later at risk assessment, but at this 

point we should be aware that the identification of risk will 
determine the entire audit process. 

 
2) Audit Strategy 

The audit strategy sets out the scope, timing and direction 
of the audit.  

 
3) Geography 

If there are any geographical or other factors which may 
affect the audit, they will be considered here  

 
4) Deadlines & Timing  

The timing of the audit will set out any deadlines 
applicable and the dates of the interim and final audit 

visits.



Contents of the Plan

Ensure understanding of the business 
 

Undertake analytical review  
 

Assess the risks involved with the business 
 

Establish materiality levels 
 

Establish tolerable error for material errors 
 

Decide the audit approach  
 

Ensure auditor independence  
 

Decide the budget and staff requirements 
 

Timetable the audit & set deadlines



How to get Initial Understanding

Firstly the auditor needs to understand the entity’s 
environment, this will require the auditor to assess: 

The following.. 
 

Industry conditions 
Principle business strategies 

Competitors 
Laws and regulations 

Technology 
Stakeholders 

Financing  
Acquisitions and disposals 

Related parties 
Competence of management 

Accounting policies



Materiality

Totally Judgemental Concept

Can be based on Quantity

0.5 – 1% of turnover
5 – 10% of profits reported

1 – 2 % of gross assets

Can be Qualitative

Directors emoluments
Turning a profit into a loss

Performance Materiality

This is lower than normal materiality

The idea is that this will try to prevent all those small, 
undetected errors do not aggregate to become material



Difference between Interim & Final Audits

Interim Audits  

Basically before the Year-end, allowing procedures to be 
more spread out and improve planning of the final audit - 

through improving risk assessment and making final 
procedures more efficient 

 
The focus is on... 

Documenting the system 
Evaluating controls 

Test specific transactions 
Attend stock take  

Perform debtors circular 
 
 

Final Audit 

Post year-end, focus on year end valuations and areas of 
significant subjectivity

Concludes with the FS opinion taking into account 
conclusions formed at both the interim and final audit

Typical work carried out:
 – Follow up of items noted at the inventory count.

 – Obtaining confirmations from third parties, such as 
bankers and lawyers.

 – Analytical reviews of figures in the financial statements.
 – Reviews of events after the reporting period.

 – Consideration of the going concern status of the 
organisation.



Importance of Documentation

Documentation enables an experienced auditor 
With no previous connection to the audit to understand... 

 
The nature of the audit procedures used  

The results and evidence obtained  
Significant matters and conclusions 
Significant professional judgements 



Contents of Documentation

Auditors must document:

What items were tested
Who did the testing

When was the testing
Who reviewed the work and when



Working papers belong to the Auditors

The Auditor have to:
-  keep them secure

- restrict access 
- keep them for 5 yrs

The main section of the working papers looks at the 
individual element (purchases, sales, Fixed Assets (FA))

The content:
1) Lead schedule (e.g. FA agreed to accounts)
2) Section summary (e.g. work done relating to FA)
3) Supporting schedule to work done (e.g. any key 

issues or copies of the important invoices relating to 
FA)

4) Detailed testing (audit programmes) 



Components of Audit Risk

Inherent 
Cash based business 
Fast Moving business 

Control 
No Segregation of duties 
No simple access to IT 

Detection 
Sampling risk 

Fraud

Only detection risk can be controlled by the auditor - so if 
Inherent & Control risk is high - detection risk must be low 

meaning more tests needed


