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1. What do you understand by audit planning, audit risk and materiality in auditing and their relationship?

Audit risk is a risk that the auditors give an inappropriate audit opinion when the financial statements are materially misstated. With reference to the audit model, audit risk has three components: inherent risk, control risk and detection risk. 

In assessment of audit risk, adequate planning of audit work is necessary in ensuring that appropriate attention is devoted to important areas of the audit, that potential problems are identified. According to AUS 302 (Planning), matters to be considered by auditor in developing the audit plan include: Knowledge of Business (assess inherent risk), Understanding internal control Structure (assess control risk), Risk and Materiality (assess detection risk), etc.
Inverse relationship exists between materiality and the level of audit risk.. The higher the dollar-materiality level or more important the qualitative materiality considerations, the lower the audit risk and vice versa.
2. Briefly describe the matters to be considered by the auditor in developing the audit plan for a small toy trading company. You may make any assumption you consider necessary.

Assumption: (1) The company has no subsidiaries, branches, divisions. (2) The company does not have any internal auditing departments. (3) The company has 3 retail outlets. 
Matters to be considered by auditor in developing the audit plan:

1. Knowledge of business

· General economic factors and industry conditions affecting the company’s business. Auditor should concern the current and economic growth trend. In addition, I would concern about the government tax policy.

· Important characteristics of the entity, its business and its financial performance and its reporting requirements, including changes since the date of the prior audit. As the company is just a small trading company, the reporting requirements would be so general. So I would mainly concern and review its business and its financial performance.

· General level of competence of management. The auditor should communicate with the management and assess the inherent risk.
2. Understanding the Internal Control Structure
· Accounting policies adopted by the entity and changes in those policies

· The effect of new accounting or auditing pronouncements
· The Auditor’s cumulative knowledge of the internal control structure and the relative emphasis expected to be placed on tests of control and substantive procedures. 
3. Risk and Materiality
· The expected assessments of inherent and control risks and the identification of significant audit areas

· The setting of materiality levels for audit purposes. This setting will affect how much audit evidence gathering for supporting the audit opinion.
· The possibility of material misstatement, including the experience of past periods, or fraud; and

· The identification of complex accounting areas including those involving accounting estimates, for example: Litigation, Liability, debtors provision.

4. Nature, Timing and Extent of Procedures
· Possible change of emphasis on specific audit areas
· The effect of information technology on the audit: Auditor need to know how extent of the usage of information technology in the trading to determine to use which audit procedures. 
5. Co-ordination, Direction, Supervision and Review
· The involvement of other auditors in the audit of components, for example subsidiaries, branches and divisions: check the validity of the subsidiaries, branches and divisions.
· The involvement of experts, for example: valuation of stock take

· The number of outlet locations: check the validity of the outlet locations
· Staffing requirements: review the requirements and coordinate with the staff.
6. Other Matters
· The possibility that the going concern assumption may be subject to question.
· The terms of the engagement and any statutory responsibilities
· The nature and timing of reports or other communication with the entity that are expected under the engagement.[image: image1.png]
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