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PREFACE

This Preface is issued to set out the objectives and due process of the Council of the Hong Kong
Institute of Certified Public Accountants (HKICPA) (hereafter referred as the “Council”) in respect of
setting Hong Kong Standards on Quality Control, Auditing, Review, Other Assurance and Related
Services and to explain the scope, authority and timing of application of Hong Kong Standards on
Quality Control, Auditing, Review, Other Assurance and Related Services. For the purpose of this
Preface, the term “Hong Kong Standards on Quality Control, Auditing, Review, Other Assurance and
Related Services” includes:

Hong Kong Standards on Quality Control (HKSQCSs);

Hong Kong Framework for Assurance Engagements;

Hong Kong Standards on Auditing (HKSAS);

Hong Kong Standards on Review Engagements (HKSRES);

Hong Kong Standards on Assurance Engagements (HKSAES);

Hong Kong Standards on Investment Circular Reporting Engagements (HKSIRs); and
Hong Kong Standards on Related Services (HKSRSS).

It also sets out the relationship between Hong Kong Standards on Quality Control, Auditing, Review,
Other Assurance and Related Services and International Standards on Quality Control, Auditing,
Review, Other Assurance and Related Services issued by the International Auditing and Assurance
Standards Board (IAASB) of the International Federation of Accountants, and the authority attaching to
Practice Notes (PNs), Auditing Guidelines (AGs) and Auditing and Assurance Bulletins.

Appendix 1 illustrates the structure of Hong Kong Standards on Quality Control, Auditing, Review,
Other Assurance and Related Services, PNs and AGs.

Introduction

1. Pursuant to section 18A of the Professional Accountants Ordinance, Council may, in relation
to the practice of accountancy, issue or specify any standards of auditing practices required to
be observed, maintained or otherwise applied by members of the HKICPA (members).
Approval of Hong Kong Standards on Quality Control, Auditing, Review, Other Assurance and
Related Services and related documents, such as exposure drafts, and other discussion
documents, is the responsibility of Council.

2. Council has mandated the Auditing and Assurance Standards Committee (AASC) to develop
Hong Kong Standards on Quality Control, Auditing, Review, Other Assurance and Related
Services to achieve convergence with International Standards on Quality Control, Auditing,
Review, Other Assurance and Related Services. Within this remit, Council permits the AASC
to work in whatever way it considers most effective and efficient and this may include forming
advisory working groups or other forms of specialist advisory groups to give advice in
preparing new and revised Hong Kong Standards on Quality Control, Auditing, Review, Other
Assurance and Related Services.

3. The HKICPA’'s Standards and Quality Accountability Board (SQAB) is responsible for
reviewing and advising on the HKICPA's overall strategy, policies and processes for setting
Hong Kong Standards on Quality Control, Auditing, Review, Other Assurance and Related
Services. One of the SQAB’s main objectives is to give advice to the AASC on priorities and on
major standard-setting projects.

Objectives of Council

4, In 2001, Council adopted the policy of achieving convergence of Hong Kong Standards on
Quality Control, Auditing, Review, Other Assurance and Related Services with International
Standards on Quality Control, Auditing, Review, Other Assurance and Related Services.
Council’'s objectives in this respect are:

€) to establish high quality auditing standards and guidance for financial statement audits

that are generally accepted and recognized by investors, auditors, governments,
regulators and other key stakeholders;
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(b) to establish high quality standards and guidance for other types of assurance services
on both financial and non-financial matters;

(c) to establish high quality standards and guidance for other related services;

(d) to establish high quality standards and guidance for quality control covering the scope
of services addressed by the AASC;

(e) to publish other pronouncements on auditing and assurance matters, thereby
advancing public understanding of the roles and responsibility of auditors and
assurance service providers; and

® to bring about convergence of Hong Kong Standards on Quality Control, Auditing,
Review, Other Assurance and Related Services with International Standards on
Quality Control, Auditing, Review, Other Assurance and Related Services.

The authority attaching to Hong Kong Standards on Quality Control, Auditing,
Review, Other Assurance and Related Services

5. HKSAs are to be applied in the audit of historical financial information.

6. HKSREs are to be applied in the review of historical financial information.

7. HKSIRs are to be applied in investment circular reporting engagements.

8. HKSAES are to be applied in assurance engagements other than audits or reviews of historical
financial information.

9. HKSRSs are to be applied to compilation engagements, engagements to apply agreed-upon
procedures to information and other related services engagements as specified by the AASC.

10. HKSAs, HKSREs, HKSIRs, HKSAEs and HKSRSs are collectively referred to as Hong Kong
Engagement Standards.

11. HKSQCs are to be applied for all services falling under Hong Kong Engagement Standards.

HKSAs

12. HKSAs are written in the context of an audit of financial statements® by an independent auditor.
They are to be adopted as necessary in the circumstances when applied to audits of other
historical financial information. The authority of HKSAs is set out in HKSA 200°.

HKSQCs

13. HKSQCs are written to apply to firms in respect of all their services falling under Hong Kong

Engagement Standards. The authority of HKSQCs is set out in the introduction to the
HKSQCs.

Other Standards

14.

HKSRESs, HKSIRs and HKSAESs contain basic principles and essential procedures (identified
in bold type lettering and by the word “should”) together with related guidance in the form of
explanatory and other material, including appendices. The basic principles and essential
procedures are to be understood and applied in the context of the explanatory and other
material that provides guidance for their application. It is therefore necessary to consider the
entire text of a Standard to understand and apply the basic principles and essential
procedures.

1

Unless otherwise stated, “financial statements” mean financial statements comprising historical financial information.

2 HKSA 200, “Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance with Hong Kong
Standards on Auditing”
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The basic principles and essential procedures of a Standard are to be applied in all cases
where they are relevant in the circumstances of the engagement. In exceptional circumstances,
however, a member may judge it necessary to depart from a relevant essential procedure in
order to achieve the purpose of that procedure. When such a situation arises, the member is
required to document how alternative procedures performed achieve the purpose of the
procedure, and, unless otherwise clear, the reasons for the departure. The need for the
member to depart from a relevant essential procedure is expected to arise only where, in the
specific circumstances of the engagement, that procedure would be ineffective.

Appendices, which form part of the application material, are an integral part of a Standard. The
purpose and intended use of an appendix are explained in the body of the related Standard or
within the title and introduction of the appendix itself.

Professional Judgement

17.

The nature of the Hong Kong Standards on Quality Control, Auditing, Review, Other
Assurance and Related Services requires the member to exercise professional judgement in
applying them.

Applicability of the Hong Kong Standards on Quality Control, Auditing, Review, Other
Assurance and Related Services

18.

19.

The scope, effective date and any specific limitation of the applicability of a specific Hong Kong
Standard on Quality Control, Auditing, Review, Other Assurance and Related Services is made
clear in the Standard. Unless otherwise stated in the Hong Kong Standards on Quality Control,
Auditing, Review, Other Assurance and Related Services, members are permitted to apply
Hong Kong Standards on Quality Control, Auditing, Review, Other Assurance and Related
Services before the effective date specified therein.

Hong Kong Standards on Quality Control, Auditing, Review, Other Assurance and Related
Services are relevant to engagements in the public sector. When appropriate, additional
considerations specific to public sector entities are included:

(& Within the body of a Hong Kong Standard on Quality Control, Auditing, Review, Other
Assurance and Related Services in the case of HKSAs and HKSQCs; or

(b) In a Public Sector Perspective appearing at the end of other Hong Kong
Standards on Quality Control, Auditing, Review, Other Assurance and Related Services.

Obligation for members to observe Hong Kong Standards on Quality Control,
Auditing, Review, Other Assurance and Related Services or justify departures

20.

21.

22.

23.

Council is committed to promoting and supporting compliance with Hong Kong Standards on
Quality Control, Auditing, Review, Other Assurance and Related Services by members.
Council therefore expects members to observe Hong Kong Standards on Quality Control,
Auditing, Review, Other Assurance and Related Services.

Apparent failures by members to comply with Hong Kong Standards on Quality Control,
Auditing, Review, Other Assurance and Related Services are liable to be enquired into by the
appropriate committee established under the authority of the HKICPA, and disciplinary action
may result.

Members who do not comply with Hong Kong Standards on Quality Control, Auditing, Review,
Other Assurance and Related Services make themselves liable to disciplinary action which
may include the withdrawal of a practising certificate and hence of eligibility to perform audits.

Relevant Hong Kong Standards on Quality Control, Auditing, Review, Other Assurance and

Related Services are likely to be taken into account when the adequacy of the work of
members is being considered in a court of law or in other contested situations.
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Compliance with a standard other than Hong Kong Standards on Quality
Control, Auditing, Review, Other Assurance and Related Services

24.

Where a member states that he has conducted an engagement in compliance with a standard
other than Hong Kong Standards on Quality Control, Auditing, Review, Other Assurance and
Related Services, for example International Standards on Quality Control, Auditing, Review,
Other Assurance and Related Services, the engagement must have in fact been so conducted
and the engagement report must in fact have so conformed.

Application of HKSAs to the audits of overseas enterprises

25.

26.

27.

28.

Where the financial statements of an overseas enterprise are to be incorporated into Hong
Kong financial statements, the audit of the overseas enterprise should conform to HKSAs in so
far as this is necessary to ensure that the audit of the Hong Kong financial statements as a
whole is in accordance with HKSAs.

Where the financial statements of an overseas incorporated enterprise are audited by Hong
Kong auditors (as represented by signing the auditor’s report in the style "Certified Public
Accountant(s) (Practising), Hong Kong" or “Certified Public Accountant(s), Hong Kong”) the
audit of the enterprise should conform to HKSAs.

Where the financial statements of an overseas/People’s Republic of China incorporated
enterprise which is listed on The Stock Exchange of Hong Kong are audited by Hong Kong
auditors (as represented by signing the auditor's report in the style "Certified Public
Accountant(s) (Practising), Hong Kong" or “Certified Public Accountant(s), Hong Kong"), the
relevant Listing Rules allow the audit to conform to International Standards of Auditing.

There may be circumstances, however, where an audit is being carried out of an overseas
enterprise for purposes other than Hong Kong reporting. In these cases, the audit should
conform to appropriate standards as follows:

(@) where the local audit requirements and standards are properly codified and defined, the
audit may conform to those standards; and

(b) in the absence of such local requirements and standards, the audit should conform to
HKSAs or to International Standards on Auditing.

In any event, the auditor’s report should specify under which auditing standards the audit has
been carried out.

Timing of application of Hong Kong Standards on Quality Control, Auditing,
Review, Other Assurance and Related Services

29.

30.

Hong Kong Standards on Quality Control, Auditing, Review, Other Assurance and Related
Services apply from a date specified in the Standard.

Exposure drafts are issued for comment and their proposals are subject to revision. Until the
effective date of a Hong Kong Standard on Quality Control, Auditing, Review, Other Assurance
and Related Services, the requirements of any Hong Kong Standards on Quality Control,
Auditing, Review, Other Assurance and Related Services that would be affected by proposals
in an exposure draft remain in force.

Relationship with International Standards on Quality Control, Auditing, Review,
Other Assurance and Related Services

31.

Although Council has a policy to achieve convergence of Hong Kong Standards on Quality
Control, Auditing, Review, Other Assurance and Related Services with International Standards
on Quality Control, Auditing, Review, Other Assurance and Related Services, Council may
consider it appropriate to include additional requirements in a Hong Kong Standard on Quality
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QUALITY CONTROL FOR FIRMS THAT PERFORM AUDITS AND REVIEWS OF FINANCIAL STATEMENTS,
AND OTHER ASSURANCE AND RELATED SERVICES ENGAGEMENTS

COPYRIGHT
© Copyright 2009 Hong Kong Institute of Certified Public Accountants

The Hong Kong Standards on Quality Control are based on the International Standards on Quality
Control of the International Auditing and Assurance Standards Board, published by the International
Federation of Accountants (IFAC) in April 2009 and are used with permission of IFAC.

This Hong Kong Standard on Quality Control contains IFAC copyright material. Reproduction within
Hong Kong in unaltered form (retaining this notice) is permitted for personal and non-commercial use
subject to the inclusion of an acknowledgment of the source. Requests and inquiries concerning
reproduction and rights for commercial purposes within Hong Kong should be addressed to the
Director, Operation and Finance, Hong Kong Institute of Certified Public Accountants, 37/F., Wu
Chung House, 213 Queen's Road East, Wanchai, Hong Kong.

All rights in this material outside of Hong Kong are reserved by IFAC. Reproduction of Hong Kong
Standards on Quality Control outside of Hong Kong in unaltered form (retaining this notice) is
permitted for personal and non-commercial use only. Further information and requests for
authorisation to reproduce for commercial purposes outside Hong Kong should be addressed to the

IFAC at www.ifac.org.

© Copyright 2 HKSQC 1
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QUALITY CONTROL FOR FIRMS THAT PERFORM AUDITS AND REVIEWS OF FINANCIAL STATEMENTS,
AND OTHER ASSURANCE AND RELATED SERVICES ENGAGEMENTS

37. The firm shall establish policies and procedures to require the engagement quality control
review to include:

(@) Discussion of significant matters with the engagement partner;

(b) Review of the financial statements or other subject matter information and the
proposed report;

(c) Review of selected engagement documentation relating to significant judgments the
engagement team made and the conclusions it reached; and

(d)  Evaluation of the conclusions reached in formulating the report and consideration of
whether the proposed report is appropriate. (Ref: Para. Ad4)

38. For audits of financial statements of listed entities, the firm shall establish policies and
procedures to require the engagement quality control review to also include consideration of
the following:

(&) The engagement team’s evaluation of the firm’s independence in relation to the
specific engagement;

(b)  Whether appropriate consultation has taken place on matters involving differences of
opinion or other difficult or contentious matters, and the conclusions arising from
those consultations; and

(c)  Whether documentation selected for review reflects the work performed in relation to
the significant judgments and supports the conclusions reached. (Ref: Para. A45-A46)

Criteria for the Eligibility of Engagement Quality Control Reviewers

39. The firm shall establish policies and procedures to address the appointment of engagement
guality control reviewers and establish their eligibility through:

(&) The technical qualifications required to perform the role, including the necessary
experience and authority; and (Ref: Para. A47)

(b)  The degree to which an engagement quality control reviewer can be consulted on the
engagement without compromising the reviewer’s objectivity. (Ref: Para. A48)

40. The firm shall establish policies and procedures designed to maintain the objectivity of the
engagement quality control reviewer. (Ref: Para. A49-A51)

41. The firm’s policies and procedures shall provide for the replacement of the engagement
quality control reviewer where the reviewer’s ability to perform an objective review may be
impaired.

Documentation of the Engagement Quality Control Review

42. The firm shall establish policies and procedures on documentation of the engagement
quality control review which require documentation that:

(&) The procedures required by the firm’s policies on engagement quality control review
have been performed;

(b)  The engagement quality control review has been completed on or before the date of
the report; and

© Copyright 12 HKSQC 1
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A59.

QUALITY CONTROL FOR FIRMS THAT PERFORM AUDITS AND REVIEWS OF FINANCIAL STATEMENTS,

AND OTHER ASSURANCE AND RELATED SERVICES ENGAGEMENTS

o Protect the integrity of the information at all stages of the engagement, especially
when the information is shared within the engagement team or transmitted to other
parties via the Internet;

. Prevent unauthorized changes to the engagement documentation; and

. Allow access to the engagement documentation by the engagement team and other
authorized parties as necessary to properly discharge their responsibilities.

Controls that the firm designs and implements to maintain the confidentiality, safe custody,
integrity, accessibility and retrievability of engagement documentation may include the
following:

. The use of a password among engagement team members to restrict access to
electronic engagement documentation to authorized users.

o Appropriate back-up routines for electronic engagement documentation at
appropriate stages during the engagement.

. Procedures for properly distributing engagement documentation to the team
members at the start of the engagement, processing it during engagement, and
collating it at the end of engagement.

. Procedures for restricting access to, and enabling proper distribution and confidential
storage of, hardcopy engagement documentation.

For practical reasons, original paper documentation may be electronically scanned for
inclusion in engagement files. In such cases, the firm’s procedures designed to maintain the
integrity, accessibility, and retrievability of the documentation may include requiring the
engagement teams to:

o Generate scanned copies that reflect the entire content of the original paper
documentation, including manual signatures, cross-references and annotations;

. Integrate the scanned copies into the engagement files, including indexing and
signing off on the scanned copies as necessary; and

. Enable the scanned copies to be retrieved and printed as necessary.

There may be legal, regulatory or other reasons for a firm to retain original paper
documentation that has been scanned.

Retention of Engagement Documentation (Ref: Para. 47)

AGO.

AG1L.

The needs of the firm for retention of engagement documentation, and the period of such
retention, will vary with the nature of the engagement and the firm’s circumstances, for
example, whether the engagement documentation is needed to provide a record of matters
of continuing significance to future engagements. The retention period may also depend on
other factors, such as whether local law or regulation prescribes specific retention periods
for certain types of engagements, or whether there are generally accepted retention periods
in the jurisdiction in the absence of specific legal or regulatory requirements.

In the specific case of audit engagements, the retention period would ordinarily be no
shorter than five years from the date of the auditor’s report, or, if later, the date of the group
auditor’s report.

© Copyright 28 HKSQC 1
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ALITY CONTROL FOR FIRMS THAT PERFORM AUDITS AND REVIEWS OF FINANCIAL STATEMENTS,
AND OTHER ASSURANCE AND RELATED SERVICES ENGAGEMENTS

Procedures that the firm adopts for retention of engagement documentation include those
that enable the requirements of paragraph 47 to be met during the retention period, for
example to:

. Enable the retrieval of, and access to, the engagement documentation during the
retention period, particularly in the case of electronic documentation since the
underlying technology may be upgraded or changed over time;

. Provide, where necessary, a record of changes made to engagement documentation
after the engagement files have been completed; and

o Enable authorized external parties to access and review specific engagement
documentation for quality control or other purposes.

Ownership of engagement documentation

AG3.

Unless otherwise specified by law or regulation, engagement documentation is the property
of the firm. The firm may, at its discretion, make portions of, or extracts from, engagement
documentation available to clients, provided such disclosure does not undermine the validity
of the work performed, or, in the case of assurance engagements, the independence of the
firm or its personnel.

Monitoring

Monitoring the Firm’s Quality Control Policies and Procedures (Ref: Para. 48)

Ab64.

ABS.

© Copyright

The purpose of monitoring compliance with quality control policies and procedures is to
provide an evaluation of:

. Adherence to professional standards and applicable legal and regulatory
requirements;

. Whether the system of quality control has been appropriately designed and effectively
implemented; and

. Whether the firm’s quality control policies and procedures have been appropriately
applied, so that reports that are issued by the firm or engagement partners are
appropriate in the circumstances.

Ongoing consideration and evaluation of the system of quality control include matters such
as the following:

. Analysis of:
o] New developments in professional standards and applicable legal and

regulatory requirements, and how they are reflected in the firm’s policies and
procedures where appropriate;

o] Written confirmation of compliance with policies and procedures on
independence;

o] Continuing professional development, including training; and

o] Decisions related to acceptance and continuance of client relationships and

specific engagements.
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AG67.

QUALITY CONTROL FOR FIRMS THAT PERFORM AUDITS AND REVIEWS OF FINANCIAL STATEMENTS,

AND OTHER ASSURANCE AND RELATED SERVICES ENGAGEMENTS

. Determination of corrective actions to be taken and improvements to be made in the
system, including the provision of feedback into the firm’s policies and procedures
relating to education and training.

. Communication to appropriate firm personnel of weaknesses identified in the system,
in the level of understanding of the system, or compliance with it.

o Follow-up by appropriate firm personnel so that necessary modifications are promptly
made to the quality control policies and procedures.

Inspection cycle policies and procedures may, for example, specify a cycle that spans three
years. The manner in which the inspection cycle is organized, including the timing of
selection of individual engagements, depends on many factors, such as the following:

o The size of the firm.

. The number and geographical location of offices.

o The results of previous monitoring procedures.

. The degree of authority both personnel and offices have (for example, whether

individual offices are authorized to conduct their own inspections or whether only the
head office may conduct them).

o The nature and complexity of the firm’s practice and organization.
. The risks associated with the firm’s clients and specific engagements.

The inspection process includes the selection of individual engagements, some of which
may be selected without prior notification to the engagement team. In determining the scope
of the inspections, the firm may take into account the scope or conclusions of an
independent external inspection program. However, an independent external inspection
program does not act as a substitute for the firm’s own internal monitoring program.

Considerations Specific to Smaller Firms

AGS.

In the case of small firms, monitoring procedures may need to be performed by individuals
who are responsible for design and implementation of the firm’s quality control policies and
procedures, or who may be involved in performing the engagement quality control review. A
firm with a limited number of persons may choose to use a suitably qualified external person
or another firm to carry out engagement inspections and other monitoring procedures.
Alternatively, the firm may establish arrangements to share resources with other appropriate
organizations to facilitate monitoring activities.

Communicating Deficiencies (Ref: Para. 50)

AB9.

The reporting of identified deficiencies to individuals other than the relevant engagement
partners need not include an identification of the specific engagements concerned, although
there may be cases where such identification may be necessary for the proper discharge of
the responsibilities of the individuals other than the engagement partners.
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AND OTHER ASSURANCE AND RELATED SERVICES ENGAGEMENTS

Complaints and Allegations

Source of

A70.

Investigat

AT71.

Complaints and Allegations (Ref: Para. 55)

Complaints and allegations (which do not include those that are clearly frivolous) may
originate from within or outside the firm. They may be made by firm personnel, clients or
other third parties. They may be received by engagement team members or other firm
personnel.

ion Policies and Procedures (Ref; Para. 56)

Policies and procedures established for the investigation of complaints and allegations may
include for example, that the partner supervising the investigation:

. Has sufficient and appropriate experience;
. Has authority within the firm; and
. Is otherwise not involved in the engagement.

The partner supervising the investigation may involve legal counsel as necessary.

Considerations specific to smaller firms

AT72.

It may not be practicable, in the case of firms with few partners, for the partner supervising
the investigation not to be involved in the engagement. These small firms and sole
practitioners may use the services of a suitably qualified external person or another firm to
carry out the investigation into complaints and allegations.

Documentation of the System of Quality Control (Ref: Para. 57)

A73.

A74.

© Copyright

The form and content of documentation evidencing the operation of each of the elements of
the system of quality control is a matter of judgment and depends on a number of factors,
including the following:

o The size of the firm and the number of offices.

o The nature and complexity of the firm’s practice and organization.

For example, large firms may use electronic databases to document matters such as
independence confirmations, performance evaluations and the results of monitoring
inspections.

Appropriate documentation relating to monitoring includes, for example:

o Monitoring procedures, including the procedure for selecting completed engagements
to be inspected.

. A record of the evaluation of:

o] Adherence to professional standards and applicable legal and regulatory
requirements;

o] Whether the system of quality control has been appropriately designed and
effectively implemented; and
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o] Whether the firm's quality control policies and procedures have been
appropriately applied, so that reports that are issued by the firm or engagement
partners are appropriate in the circumstances.

. Identification of the deficiencies noted, an evaluation of their effect, and the basis for
determining whether and what further action is necessary.

Considerations Specific to Smaller Firms

A75. Smaller firms may use more informal methods in the documentation of their systems of
guality control such as manual notes, checklists and forms.
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(b)

OVERALL OBJECTIVES OF THE INDEPENDENT AUDITOR AND THE CONDUCT OF AN AUDIT

IN ACCORDANCE WITH HONG KONG STANDARDS ON AUDITING

To report on the financial statements, and communicate as required by the HKSAs, in
accordance with the auditor’s findings.

12. In all cases when reasonable assurance cannot be obtained and a qualified opinion in the
auditor’s report is insufficient in the circumstances for purposes of reporting to the intended
users of the financial statements, the HKSAs require that the auditor disclaim an opinion or
withdraw (or resign)3 from the engagement, where withdrawal is possible under applicable law
or regulation.

Definitions

13. For purposes of the HKSAs, the following terms have the meanings attributed below:

(@)

(b)

(©

Applicable financial reporting framework — The financial reporting framework adopted
by management and, where appropriate, those charged with governance in the
preparation of the financial statements that is acceptable in view of the nature of the
entity and the objective of the financial statements, or that is required by law or
regulation.

The term “fair presentation framework” is used to refer to a financial reporting
framework that requires compliance with the requirements of the framework and:

(i)  Acknowledges explicitly or implicitly that, to achieve fair presentation of the
financial statements, it may be necessary for management to provide disclosures
beyond those specifically required by the framework; or

(i)  Acknowledges explicitly that it may be necessary for management to depart from
a requirement of the framework to achieve fair presentation of the financial
statements. Such departures are expected to be necessary only in extremely rare
circumstances.

The term “compliance framework” is used to refer to a financial reporting framework
that requires compliance with the requirements of the framework, but does not contain
the acknowledgements in (i) or (ii) above.

Audit evidence — Information used by the auditor in arriving at the conclusions on which
the auditor’s opinion is based. Audit evidence includes both information contained in the
accounting records underlying the financial statements and other information. For
purposes of the HKSAs:

® Sufficiency of audit evidence is the measure of the quantity of audit evidence.
The quantity of the audit evidence needed is affected by the auditor’s assessment
of the risks of material misstatement and also by the quality of such audit
evidence.

(i)  Appropriateness of audit evidence is the measure of the quality of audit evidence;
that is, its relevance and its reliability in providing support for the conclusions on
which the auditor’s opinion is based.

Audit risk — The risk that the auditor expresses an inappropriate audit opinion when the
financial statements are materially misstated. Audit risk is a function of the risks of
material misstatement and detection risk.

3

© Copyright

In the HKSAs, only the term “withdrawal” is used.
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OVERALL OBJECTIVES OF THE INDEPENDENT AUDITOR AND THE CONDUCT OF AN AUDIT
IN ACCORDANCE WITH HONG KONG STANDARDS ON AUDITING

accordance with HKSAs is determined by the audit procedures performed in the
circumstances, the sufficiency and appropriateness of the audit evidence obtained as a result
thereof and the suitability of the auditor’s report based on an evaluation of that evidence in
light of the overall objectives of the auditor.

Conduct of an Audit in Accordance with HKSAs

Nature of the HKSAs (Ref: Para. 18)

AS53.

A54.

A55.

A56.

The HKSAs, taken together, provide the standards for the auditor’s work in fulfilling the overall
objectives of the auditor. The HKSAs deal with the general responsibilities of the auditor, as
well as the auditor’s further considerations relevant to the application of those responsibilities
to specific topics.

The scope, effective date and any specific limitation of the applicability of a specific HKSA is
made clear in the HKSA. Unless otherwise stated in the HKSA, the auditor is permitted to
apply an HKSA before the effective date specified therein.

In performing an audit, the auditor may be required to comply with legal or regulatory
requirements in addition to the HKSAs. The HKSAs do not override law or regulation that
governs an audit of financial statements. In the event that such law or regulation differs from
the HKSAs, an audit conducted only in accordance with law or regulation will not automatically
comply with HKSAs.

The auditor may also conduct the audit in accordance with both HKSAs and auditing
standards of a specific jurisdiction or country. In such cases, in addition to complying with
each of the HKSAs relevant to the audit, it may be necessary for the auditor to perform
additional audit procedures in order to comply with the relevant standards of that jurisdiction
or country.

Considerations Specific to Audits in the Public Sector

A57.

The HKSAs are relevant to engagements in the public sector. The public sector auditor’s
responsibilities, however, may be affected by the audit mandate, or by obligations on public
sector entities arising from law, regulation or other authority (such as ministerial directives,
government policy requirements, or resolutions of the legislature), which may encompass a
broader scope than an audit of financial statements in accordance with the HKSAs. These
additional responsibilities are not dealt with in the HKSAs. They may be dealt with in the
pronouncements of the International Organization of Supreme Audit Institutions or national
standard setters, or in guidance developed by government audit agencies.

Contents of the HKSAs (Ref: Para. 19)

A58.

A59.

In addition to objectives and requirements (requirements are expressed in the HKSAs using
“shall”), an HKSA contains related guidance in the form of application and other explanatory
material. It may also contain introductory material that provides context relevant to a proper
understanding of the HKSA, and definitions. The entire text of an HKSA, therefore, is relevant
to an understanding of the objectives stated in an HKSA and the proper application of the
requirements of an HKSA.

Where necessary, the application and other explanatory material provides further explanation
of the requirements of an HKSA and guidance for carrying them out. In particular, it may:

. Explain more precisely what a requirement means or is intended to cover.

. Include examples of procedures that may be appropriate in the circumstances.
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While such guidance does not in itself impose a requirement, it is relevant to the proper
application of the requirements of an HKSA. The application and other explanatory material
may also provide background information on matters addressed in an HKSA.

A60. Appendices form part of the application and other explanatory material. The purpose and
intended use of an appendix are explained in the body of the related HKSA or within the title
and introduction of the appendix itself.

A61. Introductory material may include, as needed, such matters as explanation of:

. The purpose and scope of the HKSA, including how the HKSA relates to other HKSAs.
o The subject matter of the HKSA.

o The respective responsibilities of the auditor and others in relation to the subject matter
of the HKSA.

. The context in which the HKSA is set.

A62. An HKSA may include, in a separate section under the heading “Definitions,” a description of
the meanings attributed to certain terms for purposes of the HKSAs. These are provided to
assist in the consistent application and interpretation of the HKSAs, and are not intended to
override definitions that may be established for other purposes, whether in law, regulation or
otherwise. Unless otherwise indicated, those terms will carry the same meanings throughout
the HKSAs. The Glossary of Terms relating to Hong Kong Standards on Auditing and Quality
Control issued by the HKICPA contains a complete listing of terms defined in the HKSAs. It
also includes descriptions of other terms found in HKSAs to assist in common and consistent
interpretation and translation.

A63. When appropriate, additional considerations specific to audits of smaller entities and public
sector entities are included within the application and other explanatory material of an HKSA.
These additional considerations assist in the application of the requirements of the HKSA in
the audit of such entities. They do not, however, limit or reduce the responsibility of the
auditor to apply and comply with the requirements of the HKSAs.
Considerations Specific to Smaller Entities

A64. For purposes of specifying additional considerations to audits of smaller entities, a “smaller
entity” refers to an entity which typically possesses qualitative characteristics such as:

(@) Concentration of ownership and management in a small number of individuals (often a
single individual — either a natural person or another enterprise that owns the entity
provided the owner exhibits the relevant qualitative characteristics); and

(b)  One or more of the following:

(1) Straightforward or uncomplicated transactions;
(i)  Simple record-keeping;
(i)  Few lines of business and few products within business lines;

(iv) Few internal controls;

(v) Few levels of management with responsibility for a broad range of controls; or
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OVERALL OBJECTIVES OF THE INDEPENDENT AUDITOR AND THE CONDUCT OF AN AUDIT
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(vi) Few personnel, many having a wide range of duties.

These qualitative characteristics are not exhaustive, they are not exclusive to smaller entities,
and smaller entities do not necessarily display all of these characteristics.

The considerations specific to smaller entities included in the HKSAs have been developed
primarily with unlisted entities in mind. Some of the considerations, however, may be helpful in
audits of smaller listed entities.

The HKSAs refer to the proprietor of a smaller entity who is involved in running the entity on a
day-to-day basis as the “owner-manager.”

Objectives Stated in Individual HKSAs (Ref: Para. 21)

A67.

AGS.

AB9.

Each HKSA contains one or more objectives which provide a link between the requirements and
the overall objectives of the auditor. The objectives in individual HKSAs serve to focus the
auditor on the desired outcome of the HKSA, while being specific enough to assist the auditor in:

. Understanding what needs to be accomplished and, where necessary, the appropriate
means of doing so; and

o Deciding whether more needs to be done to achieve them in the particular
circumstances of the audit.

Objectives are to be understood in the context of the overall objectives of the auditor stated in
paragraph 11 of this HKSA. As with the overall objectives of the auditor, the ability to achieve
an individual objective is equally subject to the inherent limitations of an audit.

In using the objectives, the auditor is required to have regard to the interrelationships among
the HKSAs. This is because, as indicated in paragraph A53, the HKSAs deal in some cases
with general responsibilities and in others with the application of those responsibilities to
specific topics. For example, this HKSA requires the auditor to adopt an attitude of
professional skepticism; this is necessary in all aspects of planning and performing an audit
but is not repeated as a requirement of each HKSA. At a more detailed level, HKSA 315 and
HKSA 330 contain, among other things, objectives and requirements that deal with the
auditor’'s responsibilities to identify and assess the risks of material misstatement and to
design and perform further audit procedures to respond to those assessed risks, respectively;
these objectives and requirements apply throughout the audit. An HKSA dealing with specific
aspects of the audit (for example, HKSA 540) may expand on how the objectives and
requirements of such HKSAs as HKSA 315 and HKSA 330 are to be applied in relation to the
subject of the HKSA but does not repeat them. Thus, in achieving the objective stated in
HKSA 540, the auditor has regard to the objectives and requirements of other relevant HKSAs.

Use of Objectives to Determine Need for Additional Audit Procedures (Ref: Para. 21(a))

A70.

The requirements of the HKSAs are designed to enable the auditor to achieve the objectives
specified in the HKSAs, and thereby the overall objectives of the auditor. The proper
application of the requirements of the HKSAs by the auditor is therefore expected to provide a
sufficient basis for the auditor's achievement of the objectives. However, because the
circumstances of audit engagements vary widely and all such circumstances cannot be
anticipated in the HKSAs, the auditor is responsible for determining the audit procedures
necessary to fulfill the requirements of the HKSAs and to achieve the objectives. In the
circumstances of an engagement, there may be particular matters that require the auditor to
perform audit procedures in addition to those required by the HKSAs to meet the objectives
specified in the HKSAs.
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Use of Objectives to Evaluate Whether Sufficient Appropriate Audit Evidence Has Been Obtained
(Ref: Para. 21(b))

A71. The auditor is required to use the objectives to evaluate whether sufficient appropriate audit

evidence has been obtained in the context of the overall objectives of the auditor. If as a result
the auditor concludes that the audit evidence is not sufficient and appropriate, then the auditor
may follow one or more of the following approaches to meeting the requirement of paragraph
21(b):

. Evaluate whether further relevant audit evidence has been, or will be, obtained as a
result of complying with other HKSAs;

. Extend the work performed in applying one or more requirements; or

. Perform other procedures judged by the auditor to be necessary in the circumstances.
Where none of the above is expected to be practical or possible in the circumstances, the
auditor will not be able to obtain sufficient appropriate audit evidence and is required by the

HKSAs to determine the effect on the auditor’s report or on the auditor’s ability to complete
the engagement.

Complying with Relevant Requirements

Relevant Requirements (Ref: Para. 22)

A72. In some cases, an HKSA (and therefore all of its requirements) may not be relevant in the

circumstances. For example, if an entity does not have an internal audit function, nothing in
HKSA 6107 is relevant.

A73. Within a relevant HKSA, there may be conditional requirements. Such a requirement is

relevant when the circumstances envisioned in the requirement apply and the condition exists.
In general, the conditionality of a requirement will either be explicit or implicit, for example:

. The requirement to modify the auditor’s opinion if there is a limitation of scope?’
represents an explicit conditional requirement.

o The requirement to communicate significant deficiencies in internal control identified
during the audit to those charged with governance,?® which depends on the existence
of such identified significant deficiencies; and the requirement to obtain sufficient
appropriate audit evidence regarding the presentation and disclosure of segment
information in accordance with the applicable financial reporting framework,*® which
depends on that framework requiring or permitting such disclosure, represent implicit
conditional requirements.

In some cases, a requirement may be expressed as being conditional on applicable law or
regulation. For example, the auditor may be required to withdraw from the audit engagement,
where withdrawal is possible under applicable law or regulation, or the auditor may be

26

27

28

29

HKSA 610, “Using the Work of Internal Auditors.”
HKSA 705, “Modifications to the Opinion in the Independent Auditor’s Report,” paragraph 13.

HKSA 265, “Communicating Deficiencies in Internal Control to Those Charged with Governance and Management,”
paragraph 9.

HKSA 501, “Audit Evidence—Specific Considerations for Selected ltems,” paragraph 13.
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required to do something, unless prohibited by law or regulation. Depending on the
jurisdiction, the legal or regulatory permission or prohibition may be explicit or implicit.

Departure from a Requirement (Ref: Para. 23)

A74. HKSA 230 establishes documentation requirements in those exceptional circumstances where
the auditor departs from a relevant requirement.30 The HKSAs do not call for compliance with
a requirement that is not relevant in the circumstances of the audit.

Failure to Achieve an Objective (Ref: Para. 24)

A75. Whether an objective has been achieved is a matter for the auditor’'s professional judgment.
That judgment takes account of the results of audit procedures performed in complying with
the requirements of the HKSAs, and the auditor’'s evaluation of whether sufficient appropriate
audit evidence has been obtained and whether more needs to be done in the particular
circumstances of the audit to achieve the objectives stated in the HKSAs. Accordingly,
circumstances that may give rise to a failure to achieve an objective include those that:

. Prevent the auditor from complying with the relevant requirements of an HKSA.

o Result in its not being practicable or possible for the auditor to carry out the additional
audit procedures or obtain further audit evidence as determined necessary from the use
of the objectives in accordance with paragraph 21, for example due to a limitation in the
available audit evidence.

A76. Audit documentation that meets the requirements of HKSA 230 and the specific
documentation requirements of other relevant HKSAs provides evidence of the auditor’'s basis
for a conclusion about the achievement of the overall objectives of the auditor. While it is
unnecessary for the auditor to document separately (as in a checklist, for example) that
individual objectives have been achieved, the documentation of a failure to achieve an
objective assists the auditor’s evaluation of whether such a failure has prevented the auditor
from achieving the overall objectives of the auditor.

®  HKSA 230, paragraph 12.
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A7.

AGREEING THE TERMS OF AUDIT ENGAGEMENTS

Deficiencies in the applicable financial reporting framework that indicate that the framework is
not acceptable may be encountered after the audit engagement has been accepted. When
use of that framework is prescribed by law or regulation, the requirements of paragraphs 19-
20 apply. When use of that framework is not prescribed by law or regulation, management
may decide to adopt another framework that is acceptable. When management does so, as
required by paragraph 16, new terms of the audit engagement are agreed to reflect the
change in the framework as the previously agreed terms will no longer be accurate.

General purpose frameworks

A8.

At present, there is no objective and authoritative basis that has been generally recognized
globally for judging the acceptability of general purpose frameworks. In the absence of such a
basis, financial reporting standards established by organizations that are authorized or
recognized to promulgate standards to be used by certain types of entities are presumed to be
acceptable for general purpose financial statements prepared by such entities, provided the
organizations follow an established and transparent process involving deliberation and
consideration of the views of a wide range of stakeholders. Examples of such financial
reporting standards include:

. International/ Hong Kong Financial Reporting Standards (IFRSs/ HKFRSs) promulgated
by the International Accounting Standards Board/ the Hong Kong Institute of Certified
Public Accountants;

. International Public Sector Accounting Standards (IPSASs) promulgated by the
International Public Sector Accounting Standards Board; and

. Accounting principles promulgated by an authorized or recognized standards setting
organization in a particular jurisdiction, provided the organization follows an established
and transparent process involving deliberation and consideration of the views of a wide
range of stakeholders.

These financial reporting standards are often identified as the applicable financial reporting
framework in law or regulation governing the preparation of general purpose financial
statements.

Financial reporting frameworks prescribed by law or regulation

A9.

In accordance with paragraph 6(a), the auditor is required to determine whether the financial
reporting framework, to be applied in the preparation of the financial statements, is acceptable.
In some jurisdictions, law or regulation may prescribe the financial reporting framework to be
used in the preparation of general purpose financial statements for certain types of entities. In
the absence of indications to the contrary, such a financial reporting framework is presumed to
be acceptable for general purpose financial statements prepared by such entities. In the event
that the framework is not considered to be acceptable, paragraphs 19-20 apply.

Jurisdictions that do not have standards setting organizations or prescribed financial reporting
frameworks

A10. When an entity is registered or operating in a jurisdiction that does not have an authorized or

recognized standards setting organization, or where use of the financial reporting framework
is not prescribed by law or regulation, management identifies a financial reporting framework
to be applied in the preparation of the financial statements. Appendix 2 contains guidance on
determining the acceptability of financial reporting frameworks in such circumstances.
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o] Management’s failure to implement appropriate remedial action on significant
deficiencies previously communicated.

. Absence of a risk assessment process within the entity where such a process would
ordinarily be expected to have been established.

. Evidence of an ineffective entity risk assessment process, such as management’s
failure to identify a risk of material misstatement that the auditor would expect the
entity’s risk assessment process to have identified.

o Evidence of an ineffective response to identified significant risks (for example, absence
of controls over such a risk).

. Misstatements detected by the auditor’s procedures that were not prevented, or
detected and corrected, by the entity’s internal control.

. Restatement of previously issued financial statements to reflect the correction of a
material misstatement due to error or fraud.

. Evidence of management’s inability to oversee the preparation of the financial
statements.

A8. Controls may be designed to operate individually or in combination to effectively prevent, or
detect and correct, misstatements.® For example, controls over accounts receivable may
consist of both automated and manual controls designed to operate together to prevent, or
detect and correct, misstatements in the account balance. A deficiency in internal control on
its own may not be sufficiently important to constitute a significant deficiency. However, a
combination of deficiencies affecting the same account balance or disclosure, relevant
assertion, or component of internal control may increase the risks of misstatement to such an
extent as to give rise to a significant deficiency.

A9. Law or regulation in some jurisdictions may establish a requirement (particularly for audits of
listed entities) for the auditor to communicate to those charged with governance or to other
relevant parties (such as regulators) one or more specific types of deficiency in internal
control that the auditor has identified during the audit. Where law or regulation has
established specific terms and definitions for these types of deficiency and requires the
auditor to use these terms and definitions for the purpose of the communication, the auditor
uses such terms and definitions when communicating in accordance with the legal or
regulatory requirement.

A9-1. Guidance on the auditor’s responsibility to report direct to regulators in regulated industries is
provided in Practice Note 820 “The audit of licensed corporations and associated entities of
intermediaries”, Practice Note 620.2 “Communications between auditors and the Insurance
Authority”, Practice Note 860.1 “The audit of retirement schemes” and Practice Note 830
“Reporting responsibilities of auditors under the Banking Ordinance”.

A10. Where the jurisdiction has established specific terms for the types of deficiency in internal
control to be communicated but has not defined such terms, it may be necessary for the
auditor to use judgment to determine the matters to be communicated further to the legal or
regulatory requirement. In doing so, the auditor may consider it appropriate to have regard to
the requirements and guidance in this HKSA. For example, if the purpose of the legal or
regulatory requirement is to bring to the attention of those charged with governance certain
internal control matters of which they should be aware, it may be appropriate to regard such

®  HKSA 315, paragraph A66.
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matters as being generally equivalent to the significant deficiencies required by this HKSA to
be communicated to those charged with governance.

The requirements of this HKSA remain applicable notwithstanding that law or regulation may
require the auditor to use specific terms or definitions.

Communication of Deficiencies in Internal Control

Communication of Significant Deficiencies in Internal Control to Those Charged with Governance (Ref:

Para. 9)

Al2.

Al3.

Al4.

Al15.

Communicating significant deficiencies in writing to those charged with governance reflects
the importance of these matters, and assists those charged with governance in fulfilling their
oversight responsibilities. HKSA 260 establishes relevant considerations regarding
communication with those charged with governance when all of them are involved in
managing the entity.®

In determining when to issue the written communication, the auditor may consider whether
receipt of such communication would be an important factor in enabling those charged with
governance to discharge their oversight responsibilities. In addition, for listed entities in
certain jurisdictions, those charged with governance may need to receive the auditor’s written
communication before the date of approval of the financial statements in order to discharge
specific responsibilities in relation to internal control for regulatory or other purposes. For
other entities, the auditor may issue the written communication at a later date. Nevertheless,
in the latter case, as the auditor’s written communication of significant deficiencies forms part
of the final audit file, the written communication is subject to the overriding requirement for
the auditor to complete the assembly of the final audit file on a timely basis. HKSA 230 states
that an appropriate time limit within which to complete the assembly of the final audit file is
ordinarily not more than 60 days after the date of the auditor’s report.8

Regardless of the timing of the written communication of significant deficiencies, the auditor
may communicate these orally in the first instance to management and, when appropriate, to
those charged with governance to assist them in taking timely remedial action to minimize the
risks of material misstatement. Doing so, however, does not relieve the auditor of the
responsibility to communicate the significant deficiencies in writing, as this HKSA requires.

The level of detail at which to communicate significant deficiencies is a matter of the auditor’s
professional judgment in the circumstances. Factors that the auditor may consider in
determining an appropriate level of detail for the communication include, for example:

. The nature of the entity. For instance, the communication required for a public interest
entity may be different from that for a non-public interest entity.

o The size and complexity of the entity. For instance, the communication required for a
complex entity may be different from that for an entity operating a simple business.

. The nature of significant deficiencies that the auditor has identified.

HKSA 260, paragraph 13.
HKSA 230, “Audit Documentation,” paragraph 14.
HKSA 230, paragraph A21.
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COMMUNICATING DEFICIENCIES IN INTERNAL CONTROL TO THOSE
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) The entity’s governance composition. For instance, more detail may be needed if those
charged with governance include members who do not have significant experience in
the entity’s industry or in the affected areas.

. Legal or regulatory requirements regarding the communication of specific types of
deficiency in internal control.

Management and those charged with governance may already be aware of significant
deficiencies that the auditor has identified during the audit and may have chosen not to
remedy them because of cost or other considerations. The responsibility for evaluating the
costs and benefits of implementing remedial action rests with management and those
charged with governance. Accordingly, the requirement in paragraph 9 applies regardless of
cost or other considerations that management and those charged with governance may
consider relevant in determining whether to remedy such deficiencies.

The fact that the auditor communicated a significant deficiency to those charged with
governance and management in a previous audit does not eliminate the need for the auditor
to repeat the communication if remedial action has not yet been taken. If a previously
communicated significant deficiency remains, the current year’s communication may repeat
the description from the previous communication, or simply reference the previous
communication. The auditor may ask management or, where appropriate, those charged with
governance, why the significant deficiency has not yet been remedied. A failure to act, in the
absence of a rational explanation, may in itself represent a significant deficiency.

Considerations Specific to Smaller Entities

A18.

In the case of audits of smaller entities, the auditor may communicate in a less structured
manner with those charged with governance than in the case of larger entities.

Communication of Deficiencies in Internal Control to Management (Ref: Para. 10)

Al9.

Ordinarily, the appropriate level of management is the one that has responsibility and
authority to evaluate the deficiencies in internal control and to take the necessary remedial
action. For significant deficiencies, the appropriate level is likely to be the chief executive
officer or chief financial officer (or equivalent) as these matters are also required to be
communicated to those charged with governance. For other deficiencies in internal control,
the appropriate level may be operational management with more direct involvement in the
control areas affected and with the authority to take appropriate remedial action.

Communication of Significant Deficiencies in Internal Control to Management (Ref: Para. 10(a))

A20.

A21.

Certain identified significant deficiencies in internal control may call into question the integrity
or competence of management. For example, there may be evidence of fraud or intentional
non-compliance with laws and regulations by management, or management may exhibit an
inability to oversee the preparation of adequate financial statements that may raise doubt
about management’'s competence. Accordingly, it may not be appropriate to communicate
such deficiencies directly to management.

HKSA 250 establishes requirements and provides guidance on the reporting of identified or
suspected non-compliance with laws and regulations, including when those charged with
governance are themselves involved in such non-compliance.® HKSA 240 establishes

9

HKSA 250, “Consideration of Laws and Regulations in an Audit of Financial Statements,” paragraphs 22-28.
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requirements and provides guidance regarding communication to those charged with
governance when the auditor has identified fraud or suspected fraud involving management.*

Communication of Other Deficiencies in Internal Control to Management (Ref: Para. 10(b))

A22. During the audit, the auditor may identify other deficiencies in internal control that are not
significant deficiencies but that may be of sufficient importance to merit management’s
attention. The determination as to which other deficiencies in internal control merit
management’s attention is a matter of professional judgment in the circumstances, taking into
account the likelihood and potential magnitude of misstatements that may arise in the
financial statements as a result of those deficiencies.

A23. The communication of other deficiencies in internal control that merit management’s attention
need not be in writing but may be oral. Where the auditor has discussed the facts and
circumstances of the auditor’s findings with management, the auditor may consider an oral
communication of the other deficiencies to have been made to management at the time of
these discussions. Accordingly, a formal communication need not be made subsequently.

A24. If the auditor has communicated deficiencies in internal control other than significant
deficiencies to management in a prior period and management has chosen not to remedy
them for cost or other reasons, the auditor need not repeat the communication in the current
period. The auditor is also not required to repeat information about such deficiencies if it has
been previously communicated to management by other parties, such as internal auditors or
regulators. It may, however, be appropriate for the auditor to re-communicate these other
deficiencies if there has been a change of management, or if new information has come to
the auditor’s attention that alters the prior understanding of the auditor and management
regarding the deficiencies. Nevertheless, the failure of management to remedy other
deficiencies in internal control that were previously communicated may become a significant
deficiency requiring communication with those charged with governance. Whether this is the
case depends on the auditor’s judgment in the circumstances.

A25. In some circumstances, those charged with governance may wish to be made aware of the
details of other deficiencies in internal control the auditor has communicated to management,
or be briefly informed of the nature of the other deficiencies. Alternatively, the auditor may
consider it appropriate to inform those charged with governance of the communication of the
other deficiencies to management. In either case, the auditor may report orally or in writing to
those charged with governance as appropriate.

A26. HKSA 260 establishes relevant considerations regarding communication with those charged
with governance when all of them are involved in managing the entity.11

Considerations Specific to Public Sector Entities (Ref: Para. 9-10)

A27. Public sector auditors may have additional responsibilities to communicate deficiencies in
internal control that the auditor has identified during the audit, in ways, at a level of detail and
to parties not envisaged in this HKSA. For example, significant deficiencies may have to be
communicated to the legislature or other governing body. Law, regulation or other authority
may also mandate that public sector auditors report deficiencies in internal control,
irrespective of the significance of the potential effects of those deficiencies. Further,
legislation may require public sector auditors to report on broader internal control-related
matters than the deficiencies in internal control required to be communicated by this HKSA,

10 HKSA 240, “The Auditor's Responsibilities Relating to Fraud in an Audit of Financial Statements,” paragraph 41.

1 HKSA 260, paragraph 13.
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COMMUNICATING DEFICIENCIES IN INTERNAL CONTROL TO THOSE
CHARGED WITH GOVERNANCE AND MANAGEMENT

for example, controls related to compliance with legislative authorities, regulations, or
provisions of contracts or grant agreements.

Content of Written Communication of Significant Deficiencies in Internal Control (Ref: Para. 11)

A28. In explaining the potential effects of the significant deficiencies, the auditor need not quantify
those effects. The significant deficiencies may be grouped together for reporting purposes
where it is appropriate to do so. The auditor may also include in the written communication
suggestions for remedial action on the deficiencies, management’s actual or proposed
responses, and a statement as to whether or not the auditor has undertaken any steps to
verify whether management’s responses have been implemented.

A29. The auditor may consider it appropriate to include the following information as additional
context for the communication:

. An indication that if the auditor had performed more extensive procedures on internal
control, the auditor might have identified more deficiencies to be reported, or concluded
that some of the reported deficiencies need not, in fact, have been reported.

. An indication that such communication has been provided for the purposes of those
charged with governance, and that it may not be suitable for other purposes.

A30. Law or regulation may require the auditor or management to furnish a copy of the auditor’s

written communication on significant deficiencies to appropriate regulatory authorities. Where
this is the case, the auditor’s written communication may identify such regulatory authorities.
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PLANNING AN AUDIT OF FINANCIAL STATEMENTS

Planning Activities

The Overall Audit Strategy (Ref: Para. 7-8)

A8.

A9.

Al0.

The process of establishing the overall audit strategy assists the auditor to determine, subject
to the completion of the auditor’s risk assessment procedures, such matters as:

. The resources to deploy for specific audit areas, such as the use of appropriately
experienced team members for high risk areas or the involvement of experts on
complex matters;

. The amount of resources to allocate to specific audit areas, such as the number of
team members assigned to observe the inventory count at material locations, the
extent of review of other auditors’ work in the case of group audits, or the audit
budget in hours to allocate to high risk areas;

o When these resources are to be deployed, such as whether at an interim audit stage
or at key cut-off dates; and

. How such resources are managed, directed and supervised, such as when team
briefing and debriefing meetings are expected to be held, how engagement partner
and manager reviews are expected to take place (for example, on-site or off-site),
and whether to complete engagement quality control reviews.

The Appendix lists examples of considerations in establishing the overall audit strategy.

Once the overall audit strategy has been established, an audit plan can be developed to
address the various matters identified in the overall audit strategy, taking into account the
need to achieve the audit objectives through the efficient use of the auditor’s resources. The
establishment of the overall audit strategy and the detailed audit plan are not necessarily
discrete or sequential processes, but are closely inter-related since changes in one may result
in consequential changes to the other.

Considerations Specific to Smaller Entities

All.

In audits of small entities, the entire audit may be conducted by a very small audit team.
Many audits of small entities involve the engagement partner (who may be a sole
practitioner) working with one engagement team member (or without any engagement team
members). With a smaller team, co-ordination of, and communication between, team
members are easier. Establishing the overall audit strategy for the audit of a small entity
need not be a complex or time-consuming exercise; it varies according to the size of the
entity, the complexity of the audit, and the size of the engagement team. For example, a
brief memorandum prepared at the completion of the previous audit, based on a review of
the working papers and highlighting issues identified in the audit just completed, updated in
the current period based on discussions with the owner-manager, can serve as the
documented audit strategy for the current audit engagement if it covers the matters noted in
paragraph 8.

The Audit Plan (Ref: Para. 9)

Al2.

The audit plan is more detailed than the overall audit strategy in that it includes the nature,
timing and extent of audit procedures to be performed by engagement team members.
Planning for these audit procedures takes place over the course of the audit as the audit plan
for the engagement develops. For example, planning of the auditor's risk assessment
procedures occurs early in the audit process. However, planning the nature, timing and extent
of specific further audit procedures depends on the outcome of those risk assessment
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procedures. In addition, the auditor may begin the execution of further audit procedures for
some classes of transactions, account balances and disclosures before planning all remaining
further audit procedures.

Changes to Planning Decisions during the Course of the Audit (Ref: Para. 10)

Al3.

As a result of unexpected events, changes in conditions, or the audit evidence obtained from
the results of audit procedures, the auditor may need to modify the overall audit strategy and
audit plan and thereby the resulting planned nature, timing and extent of further audit
procedures, based on the revised consideration of assessed risks. This may be the case
when information comes to the auditor’s attention that differs significantly from the information
available when the auditor planned the audit procedures. For example, audit evidence
obtained through the performance of substantive procedures may contradict the audit
evidence obtained through tests of controls.

Direction, Supervision and Review (Ref: Para. 11)

Al4.

The nature, timing and extent of the direction and supervision of engagement team members
and review of their work vary depending on many factors, including:

. The size and complexity of the entity.
. The area of the audit.
. The assessed risks of material misstatement (for example, an increase in the

assessed risk of material misstatement for a given area of the audit ordinarily requires
a corresponding increase in the extent and timeliness of direction and supervision of
engagement team members, and a more detailed review of their work).

. The capabilities and competence of the individual team members performing the
audit work.

HKSA 220 contains further guidance on the direction, supervision and review of audit work. °

Considerations Specific to Smaller Entities

Al5.

If an audit is carried out entirely by the engagement partner, questions of direction and
supervision of engagement team members and review of their work do not arise. In such
cases, the engagement partner, having personally conducted all aspects of the work, will be
aware of all material issues. Forming an objective view on the appropriateness of the
judgments made in the course of the audit can present practical problems when the same
individual also performs the entire audit. If particularly complex or unusual issues are involved,
and the audit is performed by a sole practitioner, it may be desirable to consult with other
suitably-experienced auditors or the auditor’s professional body.

Documentation (Ref: Para. 12)

Al6.

The documentation of the overall audit strategy is a record of the key decisions considered
necessary to properly plan the audit and to communicate significant matters to the
engagement team. For example, the auditor may summarize the overall audit strategy in the
form of a memorandum that contains key decisions regarding the overall scope, timing and
conduct of the audit.

9

HKSA 220, paragraphs 15-17.
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The documentation of the audit plan is a record of the planned nature, timing and extent of
risk assessment procedures and further audit procedures at the assertion level in response to
the assessed risks. It also serves as a record of the proper planning of the audit procedures
that can be reviewed and approved prior to their performance. The auditor may use standard
audit programs or audit completion checklists, tailored as needed to reflect the particular
engagement circumstances.

A record of the significant changes to the overall audit strategy and the audit plan, and
resulting changes to the planned nature, timing and extent of audit procedures, explains why
the significant changes were made, and the overall strategy and audit plan finally adopted for
the audit. It also reflects the appropriate response to the significant changes occurring during
the audit.

Considerations Specific to Smaller Entities

Al9.

As discussed in paragraph Al1, a suitable, brief memorandum may serve as the documented
strategy for the audit of a smaller entity. For the audit plan, standard audit programs or
checklists (see paragraph A17) drawn up on the assumption of few relevant control activities,
as is likely to be the case in a smaller entity, may be used provided that they are tailored to
the circumstances of the engagement, including the auditor’s risk assessments.

Additional Considerations in Initial Audit Engagements (Ref: Para. 13)

A20.

The purpose and objective of planning the audit are the same whether the audit is an initial or
recurring engagement. However, for an initial audit, the auditor may need to expand the
planning activities because the auditor does not ordinarily have the previous experience with
the entity that is considered when planning recurring engagements. For an initial audit
engagement, additional matters the auditor may consider in establishing the overall audit
strategy and audit plan include the following:

. Unless prohibited by law or regulation, arrangements to be made with the
predecessor auditor, for example, to review the predecessor auditor’'s working papers.

. Any major issues (including the application of accounting principles or of auditing and
reporting standards) discussed with management in connection with the initial
selection as auditor, the communication of these matters to those charged with
governance and how these matters affect the overall audit strategy and audit plan.

. The audit procedures necessary to obtain sufficient appropriate audit evidence
regarding opening balances.®

. Other procedures required by the firm’'s system of quality control for initial audit
engagements (for example, the firm’s system of quality control may require the
involvement of another partner or senior individual to review the overall audit strategy
prior to commencing significant audit procedures or to review reports prior to their
issuance).

10

HKSA 510, “Initial Audit Engagements — Opening Balances.”
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Appendix
(Ref: Para. 7-8, A8-A11)
Considerations in Establishing the Overall Audit Strategy

This appendix provides examples of matters the auditor may consider in establishing the overall
audit strategy. Many of these matters will also influence the auditor's detailed audit plan. The
examples provided cover a broad range of matters applicable to many engagements. While some of
the matters referred to below may be required by other HKSAs, not all matters are relevant to every

audit engagement and the list is not necessarily complete.

Characteristics of the Engagement

. The financial reporting framework on which the financial information to be audited has been
prepared, including any need for reconciliations to another financial reporting framework.

. Industry-specific reporting requirements such as reports mandated by industry regulators.

. The expected audit coverage, including the number and locations of components to be
included.

) The nature of the control relationships between a parent and its components that determine

how the group is to be consolidated.

. The extent to which components are audited by other auditors.

. The nature of the business segments to be audited, including the need for specialized
knowledge.

. The reporting currency to be used, including any need for currency translation for the financial

information audited.

. The need for a statutory audit of standalone financial statements in addition to an audit for
consolidation purposes.

o The availability of the work of internal auditors and the extent of the auditor’'s potential
reliance on such work.

o The entity’s use of service organizations and how the auditor may obtain evidence concerning
the design or operation of controls performed by them.

. The expected use of audit evidence obtained in previous audits, for example, audit evidence
related to risk assessment procedures and tests of controls.

. The effect of information technology on the audit procedures, including the availability of data
and the expected use of computer-assisted audit techniques.

o The coordination of the expected coverage and timing of the audit work with any reviews of
interim financial information and the effect on the audit of the information obtained during
such reviews.

. The availability of client personnel and data.
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Reporting Objectives, Timing of the Audit, and Nature of Communications
. The entity's timetable for reporting, such as at interim and final stages.

o The organization of meetings with management and those charged with governance to
discuss the nature, timing and extent of the audit work.

. The discussion with management and those charged with governance regarding the expected
type and timing of reports to be issued and other communications, both written and oral,
including the auditor's report, management letters and communications to those charged with
governance.

. The discussion with management regarding the expected communications on the status of
audit work throughout the engagement.

. Communication with auditors of components regarding the expected types and timing of
reports to be issued and other communications in connection with the audit of components.

. The expected nature and timing of communications among engagement team members,
including the nature and timing of team meetings and timing of the review of work performed.

o Whether there are any other expected communications with third parties, including any
statutory or contractual reporting responsibilities arising from the audit.

Significant Factors, Preliminary Engagement Activities, and Knowledge Gained on Other
Engagements

. The determination of materiality in accordance with HKSA 320,™'and, where applicable:

o The determination of materiality for components and communication thereof to
component auditors in accordance with HKSA 600.

o The preliminary identification of significant components and material classes of
transactions, account balances and disclosures.

. Preliminary identification of areas where there may be a higher risk of material misstatement.

. The impact of the assessed risk of material misstatement at the overall financial statement
level on direction, supervision and review.

. The manner in which the auditor emphasizes to engagement team members the need to
maintain a questioning mind and to exercise professional skepticism in gathering and
evaluating audit evidence.

. Results of previous audits that involved evaluating the operating effectiveness of internal
control, including the nature of identified deficiencies and action taken to address them.

. The discussion of matters that may affect the audit with firm personnel responsible for
performing other services to the entity.

11

HKSA 320, “Materiality in Planning and Performing an Audit”.

HKSA 600, “Special Considerations — Audits of Group Financial Statements (Including the Work of Component Auditors)”,
paragraphs 21-23 and 40(c).

12
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Evidence of management's commitment to the design, implementation and maintenance of
sound internal control, including evidence of appropriate documentation of such internal
control.

Volume of transactions, which may determine whether it is more efficient for the auditor to rely
on internal control.

. Importance attached to internal control throughout the entity to the successful operation of the
business.

Significant business developments affecting the entity, including changes in information
technology and business processes, changes in key management, and acquisitions, mergers
and divestments.

Significant industry developments such as changes in industry regulations and new reporting
requirements.

o Significant changes in the financial reporting framework, such as changes in accounting
standards.

. Other significant relevant developments, such as changes in the legal environment affecting
the entity.

Nature, Timing and Extent of Resources

. The selection of the engagement team (including, where necessary, the engagement quality
control reviewer) and the assignment of audit work to the team members, including the
assignment of appropriately experienced team members to areas where there may be higher
risks of material misstatement.

) Engagement budgeting, including considering the appropriate amount of time to set aside for
areas where there may be higher risks of material misstatement.
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IDENTIFYING AND ASSESSING THE RISKS OF MATERIAL MISSTATEMENT
THROUGH UNDERSTANDING THE ENTITY AND ITS ENVIRONMENT

A59. The extent and nature of the risks to internal control vary depending on the nature and
characteristics of the entity’s information system. The entity responds to the risks arising
from the use of IT or from use of manual elements in internal control by establishing
effective controls in light of the characteristics of the entity’s information system.

Controls Relevant to the Audit
A60. There is a direct relationship between an entity’s objectives and the controls it implements to
provide reasonable assurance about their achievement. The entity’s objectives, and
therefore controls, relate to financial reporting, operations and compliance; however, not all
of these objectives and controls are relevant to the auditor’s risk assessment.

A61l. Factors relevant to the auditor's judgment about whether a control, individually or in
combination with others, is relevant to the audit may include such matters as the following:

. Materiality.

. The significance of the related risk.
. The size of the entity.
. The nature of the entity’s business, including its organization and ownership

characteristics.

. The diversity and complexity of the entity’s operations.

o Applicable legal and regulatory requirements.

. The circumstances and the applicable component of internal control.

. The nature and complexity of the systems that are part of the entity’s internal control,

including the use of service organizations.

. Whether, and how, a specific control, individually or in combination with others,
prevents, or detects and corrects, material misstatement.

A62. Controls over the completeness and accuracy of information produced by the entity may be
relevant to the audit if the auditor intends to make use of the information in designing and
performing further procedures. Controls relating to operations and compliance objectives
may also be relevant to an audit if they relate to data the auditor evaluates or uses in
applying audit procedures.

A63. Internal control over safeguarding of assets against unauthorized acquisition, use, or
disposition may include controls relating to both financial reporting and operations objectives.
The auditor’'s consideration of such controls is generally limited to those relevant to the
reliability of financial reporting.

A64.  An entity generally has controls relating to objectives that are not relevant to an audit and
therefore need not be considered. For example, an entity may rely on a sophisticated
system of automated controls to provide efficient and effective operations (such as an
airline’s system of automated controls to maintain flight schedules), but these controls
ordinarily would not be relevant to the audit. Further, although internal control applies to the
entire entity or to any of its operating units or business processes, an understanding of
internal control relating to each of the entity’s operating units and business processes may
not be relevant to the audit.
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) Expanded foreign operations. The expansion or acquisition of foreign operations
carries new and often unique risks that may affect internal control, for example,
additional or changed risks from foreign currency transactions.

. New accounting pronouncements. Adoption of new accounting principles or changing
accounting principles may affect risks in preparing financial statements.

on System, Including the Related Business Processes, Relevant to Financial

Reporting, and Communication

5.

An information system consists of infrastructure (physical and hardware components),
software, people, procedures, and data. Many information systems make extensive use of
information technology (IT).

The information system relevant to financial reporting objectives, which includes the
financial reporting system, encompasses methods and records that:

. Identify and record all valid transactions.

. Describe on a timely basis the transactions in sufficient detail to permit proper
classification of transactions for financial reporting.

o Measure the value of transactions in a manner that permits recording their proper
monetary value in the financial statements.

. Determine the time period in which transactions occurred to permit recording of
transactions in the proper accounting period.

. Present properly the transactions and related disclosures in the financial statements.

The quality of system-generated information affects management’s ability to make
appropriate decisions in managing and controlling the entity’s activities and to prepare
reliable financial reports.

Communication, which involves providing an understanding of individual roles and
responsibilities pertaining to internal control over financial reporting, may take such forms as
policy manuals, accounting and financial reporting manuals, and memoranda.
Communication also can be made electronically, orally, and through the actions of
management.

Control Activities

9.

© Copyright

Generally, control activities that may be relevant to an audit may be categorized as policies
and procedures that pertain to the following:

) Performance reviews. These control activities include reviews and analyses of actual
performance versus budgets, forecasts, and prior period performance; relating
different sets of data — operating or financial — to one another, together with analyses
of the relationships and investigative and corrective actions; comparing internal data
with external sources of information; and review of functional or activity performance.
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. Information processing. The two broad groupings of information systems control
activities are application controls, which apply to the processing of individual
applications, and general IT-controls, which are policies and procedures that relate to
many applications and support the effective functioning of application controls by
helping to ensure the continued proper operation of information systems. Examples of
application controls include checking the arithmetical accuracy of records, maintaining
and reviewing accounts and trial balances, automated controls such as edit checks of
input data and numerical sequence checks, and manual follow-up of exception reports.
Examples of general IT-controls are program change controls, controls that restrict
access to programs or data, controls over the implementation of new releases of
packaged software applications, and controls over system software that restrict
access to or monitor the use of system utilities that could change financial data or
records without leaving an audit trail.

) Physical controls. Controls that encompass:

o The physical security of assets, including adequate safeguards such as secured
facilities over access to assets and records.

o The authorization for access to computer programs and data files.

o The periodic counting and comparison with amounts shown on control records
(for example comparing the results of cash, security and inventory counts with
accounting records).

The extent to which physical controls intended to prevent theft of assets are relevant
to the reliability of financial statement preparation, and therefore the audit, depends
on circumstances such as when assets are highly susceptible to misappropriation.

o Segregation of duties. Assigning different people the responsibilities of authorizing
transactions, recording transactions, and maintaining custody of assets. Segregation
of duties is intended to reduce the opportunities to allow any person to be in a position
to both perpetrate and conceal errors or fraud in the normal course of the person’s
duties.

10. Certain control activities may depend on the existence of appropriate higher level policies
established by management or those charged with governance. For example, authorization
controls may be delegated under established guidelines, such as investment criteria set by
those charged with governance; alternatively, non-routine transactions such as major
acquisitions or divestments may require specific high level approval, including in some
cases that of shareholders.

Monitoring of Controls

11. An important management responsibility is to establish and maintain internal control on an
ongoing basis. Management’s monitoring of controls includes considering whether they are
operating as intended and that they are modified as appropriate for changes in conditions.
Monitoring of controls may include activities such as management’s review of whether bank
reconciliations are being prepared on a timely basis, internal auditors’ evaluation of sales
personnel’s compliance with the entity’s policies on terms of sales contracts, and a legal
department’s oversight of compliance with the entity’s ethical or business practice policies.
Monitoring is done also to ensure that controls continue to operate effectively over time. For
example, if the timeliness and accuracy of bank reconciliations are not monitored, personnel
are likely to stop preparing them.
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Internal auditors or personnel performing similar functions may contribute to the monitoring
of an entity’s controls through separate evaluations. Ordinarily, they regularly provide
information about the functioning of internal control, focusing considerable attention on
evaluating the effectiveness of internal control, and communicate information about
strengths and deficiencies in internal control and recommendations for improving internal
control.

Monitoring activities may include using information from communications from external
parties that may indicate problems or highlight areas in need of improvement. Customers
implicitly corroborate billing data by paying their invoices or complaining about their charges.
In addition, regulators may communicate with the entity concerning matters that affect the
functioning of internal control, for example, communications concerning examinations by
bank regulatory agencies. Also, management may consider communications relating to
internal control from external auditors in performing monitoring activities.
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Appendix 2
(Ref: Para. A33, A115)

Conditions and Events That May Indicate Risks of Material Misstatement
The following are examples of conditions and events that may indicate the existence of risks of
material misstatement. The examples provided cover a broad range of conditions and events;
however, not all conditions and events are relevant to every audit engagement and the list of

examples is not necessarily complete.

. Operations in regions that are economically unstable, for example, countries with significant
currency devaluation or highly inflationary economies.

. Operations exposed to volatile markets, for example, futures trading.

o Operations that are subject to a high degree of complex regulation.

. Going concern and liquidity issues including loss of significant customers.

. Constraints on the availability of capital and credit.

. Changes in the industry in which the entity operates.

. Changes in the supply chain.

) Developing or offering new products or services, or moving into new lines of business.

. Expanding into new locations.

. Changes in the entity such as large acquisitions or reorganizations or other unusual events.

. Entities or business segments likely to be sold.

. The existence of complex alliances and joint ventures.

. Use of off-balance-sheet finance, special-purpose entities, and other complex financing
arrangements.

. Significant transactions with related parties.

. Lack of personnel with appropriate accounting and financial reporting skills.

. Changes in key personnel including departure of key executives.

. Deficiencies in internal control, especially those not addressed by management.

. Inconsistencies between the entity’s IT strategy and its business strategies.

. Changes in the IT environment.

. Installation of significant new IT systems related to financial reporting.

© Copyright 43 HKSA 315



IDENTIFYING AND ASSESSING THE RISKS OF MATERIAL MISSTATEMENT
THROUGH UNDERSTANDING THE ENTITY AND ITS ENVIRONMENT

. Inquiries into the entity’s operations or financial results by regulatory or government bodies.
. Past misstatements, history of errors or a significant amount of adjustments at period end.
. Significant amount of non-routine or non-systematic transactions including intercompany

transactions and large revenue transactions at period end.

. Transactions that are recorded based on management’s intent, for example, debt
refinancing, assets to be sold and classification of marketable securities.

. Application of new accounting pronouncements.
o Accounting measurements that involve complex processes.
. Events or transactions that involve significant measurement uncertainty, including

accounting estimates.

. Pending litigation and contingent liabilities, for example, sales warranties, financial
guarantees and environmental remediation.
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Introduction
Scope of this HKSA

1. This Hong Kong Standard on Auditing (HKSA) deals with the auditor’s responsibility to apply
the concept of materiality in planning and performing an audit of financial statements. HKSA
450" explains how materiality is applied in evaluating the effect of identified misstatements on
the audit and of uncorrected misstatements, if any, on the financial statements.

Materiality in the Context of an Audit

2. Financial reporting frameworks often discuss the concept of materiality in the context of the
preparation and presentation of financial statements. Although financial reporting frameworks
may discuss materiality in different terms, they generally explain that:

. Misstatements, including omissions, are considered to be material if they, individually or
in the aggregate, could reasonably be expected to influence the economic decisions of
users taken on the basis of the financial statements;

. Judgments about materiality are made in light of surrounding circumstances, and are
affected by the size or nature of a misstatement, or a combination of both; and

. Judgments about matters that are material to users of the financial statements are
based on a consideration of the common financial information needs of users as a
group.? The possible effect of misstatements on specific individual users, whose needs
may vary widely, is not considered.

3. Such a discussion, if present in the applicable financial reporting framework, provides a frame
of reference to the auditor in determining materiality for the audit. If the applicable financial
reporting framework does not include a discussion of the concept of materiality, the
characteristics referred to in paragraph 2 provide the auditor with such a frame of reference.

4, The auditor’s determination of materiality is a matter of professional judgment, and is affected
by the auditor's perception of the financial information needs of users of the financial
statements. In this context, it is reasonable for the auditor to assume that users:

(a8 Have a reasonable knowledge of business and economic activities and accounting and
a willingness to study the information in the financial statements with reasonable
diligence;

(b) Understand that financial statements are prepared, presented and audited to levels of
materiality;

(c) Recognize the uncertainties inherent in the measurement of amounts based on the use
of estimates, judgment and the consideration of future events; and

(d) Make reasonable economic decisions on the basis of the information in the financial
statements.

HKSA 450, “Evaluation of Misstatements Identified during the Audit.”

For example, the “Framework for the Preparation and Presentation of Financial Statements,” revised by the Hong Kong
Institute of Certified Public Accountants in May 2003, indicates that, for a profit-oriented entity, as investors are providers
of risk capital to the enterprise, the provision of financial statements that meet their needs will also meet most of the needs
of other users that financial statements can satisfy.
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5. The concept of materiality is applied by the auditor both in planning and performing the audit,
and in evaluating the effect of identified misstatements on the audit and of uncorrected
misstatements, if any, on the financial statements and in forming the opinion in the auditor’s
report. (Ref: Para. Al)

6. In planning the audit, the auditor makes judgments about the size of misstatements that will
be considered material. These judgments provide a basis for:

(&) Determining the nature, timing and extent of risk assessment procedures;
(b) Identifying and assessing the risks of material misstatement; and
(c) Determining the nature, timing and extent of further audit procedures.

The materiality determined when planning the audit does not necessarily establish an amount
below which uncorrected misstatements, individually or in the aggregate, will always be
evaluated as immaterial. The circumstances related to some misstatements may cause the
auditor to evaluate them as material even if they are below materiality. Although it is not
practicable to design audit procedures to detect misstatements that could be material solely
because of their nature, the auditor considers not only the size but also the nature of
uncorrected misstatements, and the particular circumstances of their occurrence, when
evaluating their effect on the financial statements. 3

Effective Date

7. This HKSA is effective for audits of financial statements for periods beginning on or after 15
December 2009.

Objective

8. The objective of the auditor is to apply the concept of materiality appropriately in planning and
performing the audit.

Definition

9. For purposes of the HKSAs, performance materiality means the amount or amounts set by the
auditor at less than materiality for the financial statements as a whole to reduce to an
appropriately low level the probability that the aggregate of uncorrected and undetected
misstatements exceeds materiality for the financial statements as a whole. If applicable,
performance materiality also refers to the amount or amounts set by the auditor at less than
the materiality level or levels for particular classes of transactions, account balances or
disclosures.

Requirements
Determining Materiality and Performance Materiality When Planning the Audit

10. When establishing the overall audit strategy, the auditor shall determine materiality for the
financial statements as a whole. If, in the specific circumstances of the entity, there is one or
more particular classes of transactions, account balances or disclosures for which
misstatements of lesser amounts than materiality for the financial statements as a whole could

®  HKSA 450, paragraph A16.
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Revision as the Audit Progresses (Ref: Para. 12)

Al13. Materiality for the financial statements as a whole (and, if applicable, the materiality level or
levels for particular classes of transactions, account balances or disclosures) may need to be
revised as a result of a change in circumstances that occurred during the audit (for example, a
decision to dispose of a major part of the entity’s business), new information, or a change in
the auditor’s understanding of the entity and its operations as a result of performing further
audit procedures. For example, if during the audit it appears as though actual financial results
are likely to be substantially different from the anticipated period end financial results that were
used initially to determine materiality for the financial statements as a whole, the auditor
revises that materiality.
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Introduction
Scope of this HKSA
1. This Hong Kong Standard on Auditing (HKSA) deals with the auditor’s responsibility to design
and implement responses to the risks of material misstatement identified and assessed by the

auditor in accordance with HKSA 315 in an audit of financial statements.

Effective Date

2. This HKSA is effective for audits of financial statements for periods beginning on or after 15
December 2009.
Objective
3. The objective of the auditor is to obtain sufficient appropriate audit evidence regarding the

assessed risks of material misstatement, through designing and implementing appropriate
responses to those risks.

Definitions
4, For purposes of the HKSAs, the following terms have the meanings attributed below:

(&) Substantive procedure — An audit procedure designed to detect material misstatements
at the assertion level. Substantive procedures comprise:

(i) Tests of details (of classes of transactions, account balances, and disclosures); and
(i) Substantive analytical procedures.
(b)  Test of controls — An audit procedure designed to evaluate the operating effectiveness

of controls in preventing, or detecting and correcting, material misstatements at the
assertion level.

Requirements
Overall Responses

5. The auditor shall design and implement overall responses to address the assessed risks of
material misstatement at the financial statement level. (Ref: Para. A1-A3)

Audit Procedures Responsive to the Assessed Risks of Material Misstatement at the Assertion
Level

6. The auditor shall design and perform further audit procedures whose nature, timing, and
extent are based on and are responsive to the assessed risks of material misstatement at the
assertion level. (Ref: Para. A4-A8)

HKSA 315, “Identifying and Assessing the Risks of Material Misstatement through Understanding the Entity and Its
Environment.”
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7. In designing the further audit procedures to be performed, the auditor shall:

(&) Consider the reasons for the assessment given to the risk of material misstatement at
the assertion level for each class of transactions, account balance, and disclosure,
including:

() The likelihood of material misstatement due to the particular characteristics of
the relevant class of transactions, account balance, or disclosure (that is, the
inherent risk); and

(i)  Whether the risk assessment takes account of relevant controls (that is, the
control risk), thereby requiring the auditor to obtain audit evidence to determine
whether the controls are operating effectively (that is, the auditor intends to rely
on the operating effectiveness of controls in determining the nature, timing and
extent of substantive procedures); and (Ref: Para. A9-A18)

(b)  Obtain more persuasive audit evidence the higher the auditor’s assessment of risk.
(Ref: Para. A19)

Tests of Controls

8. The auditor shall design and perform tests of controls to obtain sufficient appropriate audit
evidence as to the operating effectiveness of relevant controls if:

(&) The auditor's assessment of risks of material misstatement at the assertion level
includes an expectation that the controls are operating effectively (that is, the auditor
intends to rely on the operating effectiveness of controls in determining the nature,
timing and extent of substantive procedures); or

(b)  Substantive procedures alone cannot provide sufficient appropriate audit evidence at
the assertion level. (Ref: Para. A20-A24)

9. In designing and performing tests of controls, the auditor shall obtain more persuasive audit
evidence the greater the reliance the auditor places on the effectiveness of a control. (Ref:
Para. A25)
Nature and Extent of Tests of Controls

10. In designing and performing tests of controls, the auditor shall:

(a) Perform other audit procedures in combination with inquiry to obtain audit evidence
about the operating effectiveness of the controls, including:

0] How the controls were applied at relevant times during the period under audit;
(i)  The consistency with which they were applied; and
(i) By whom or by what means they were applied. (Ref: Para. A26-A29)
(b) Determine whether the controls to be tested depend upon other controls (indirect

controls) and, if so, whether it is necessary to obtain audit evidence supporting the
effective operation of those indirect controls. (Ref: Para. A30-A31)
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Timing of Tests of Controls

11.

The auditor shall test controls for the particular time, or throughout the period, for which the
auditor intends to rely on those controls, subject to paragraphs 12 and 15 below, in order to
provide an appropriate basis for the auditor’s intended reliance. (Ref: Para. A32)

Using audit evidence obtained during an interim period

12.

If the auditor obtains audit evidence about the operating effectiveness of controls during an
interim period, the auditor shall:

(&) Obtain audit evidence about significant changes to those controls subsequent to the
interim period; and

(b) Determine the additional audit evidence to be obtained for the remaining period. (Ref:
Para. A33-A34)

Using audit evidence obtained in previous audits

13.

14.

In determining whether it is appropriate to use audit evidence about the operating
effectiveness of controls obtained in previous audits, and, if so, the length of the time period
that may elapse before retesting a control, the auditor shall consider the following:

(&) The effectiveness of other elements of internal control, including the control
environment, the entity’'s monitoring of controls, and the entity’s risk assessment
process;

(b)  The risks arising from the characteristics of the control, including whether it is manual
or automated;

(c)  The effectiveness of general IT-controls;

(d) The effectiveness of the control and its application by the entity, including the nature
and extent of deviations in the application of the control noted in previous audits, and
whether there have been personnel changes that significantly affect the application of
the control;

(e) Whether the lack of a change in a particular control poses a risk due to changing
circumstances; and

)] The risks of material misstatement and the extent of reliance on the control. (Ref: Para.
A35)

If the auditor plans to use audit evidence from a previous audit about the operating
effectiveness of specific controls, the auditor shall establish the continuing relevance of that
evidence by obtaining audit evidence about whether significant changes in those controls
have occurred subsequent to the previous audit. The auditor shall obtain this evidence by
performing inquiry combined with observation or inspection, to confirm the understanding of
those specific controls, and:

(&) If there have been changes that affect the continuing relevance of the audit evidence
from the previous audit, the auditor shall test the controls in the current audit. (Ref:
Para. A36)
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(b)  If there have not been such changes, the auditor shall test the controls at least once in
every third audit, and shall test some controls each audit to avoid the possibility of
testing all the controls on which the auditor intends to rely in a single audit period with
no testing of controls in the subsequent two audit periods. (Ref: Para. A37-39)

Controls over significant risks

15. If the auditor plans to rely on controls over a risk the auditor has determined to be a significant
risk, the auditor shall test those controls in the current period.

Evaluating the Operating Effectiveness of Controls
16. When evaluating the operating effectiveness of relevant controls, the auditor shall evaluate
whether misstatements that have been detected by substantive procedures indicate that
controls are not operating effectively. The absence of misstatements detected by substantive
procedures, however, does not provide audit evidence that controls related to the assertion
being tested are effective. (Ref: Para. A40)
17. If deviations from controls upon which the auditor intends to rely are detected, the auditor
shall make specific inquiries to understand these matters and their potential consequences,
and shall determine whether: (Ref: Para. A41)

(&) The tests of controls that have been performed provide an appropriate basis for
reliance on the controls;

(b)  Additional tests of controls are necessary; or
(c) The potential risks of misstatement need to be addressed using substantive procedures.
Substantive Procedures
18. Irrespective of the assessed risks of material misstatement, the auditor shall design and
perform substantive procedures for each material class of transactions, account balance, and

disclosure. (Ref: Para. A42-A47)

19. The auditor shall consider whether external confirmation procedures are to be performed as
substantive audit procedures. (Ref: Para. A48-A51)

Substantive Procedures Related to the Financial Statement Closing Process

20. The auditor’s substantive procedures shall include the following audit procedures related to
the financial statement closing process:

(&) Agreeing or reconciling the financial statements with the underlying accounting records;
and

(b)  Examining material journal entries and other adjustments made during the course of
preparing the financial statements. (Ref: Para. A52)

Substantive Procedures Responsive to Significant Risks
21. If the auditor has determined that an assessed risk of material misstatement at the assertion
level is a significant risk, the auditor shall perform substantive procedures that are specifically

responsive to that risk. When the approach to a significant risk consists only of substantive
procedures, those procedures shall include tests of details. (Ref: Para. A53)
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Timing of Substantive Procedures

22.

23.

If substantive procedures are performed at an interim date, the auditor shall cover the
remaining period by performing:

(8) substantive procedures, combined with tests of controls for the intervening period; or
(b)  if the auditor determines that it is sufficient, further substantive procedures only

that provide a reasonable basis for extending the audit conclusions from the interim date to
the period end. (Ref: Para. A54-A57)

If misstatements that the auditor did not expect when assessing the risks of material
misstatement are detected at an interim date, the auditor shall evaluate whether the related
assessment of risk and the planned nature, timing, or extent of substantive procedures
covering the remaining period need to be modified. (Ref: Para. A58)

Adequacy of Presentation and Disclosure

24,

The auditor shall perform audit procedures to evaluate whether the overall presentation of the
financial statements, including the related disclosures, is in accordance with the applicable
financial reporting framework. (Ref: Para. A59)

Evaluating the Sufficiency and Appropriateness of Audit Evidence

25.

26.

27.

Based on the audit procedures performed and the audit evidence obtained, the auditor shall
evaluate before the conclusion of the audit whether the assessments of the risks of material
misstatement at the assertion level remain appropriate. (Ref: Para. A60-A61)

The auditor shall conclude whether sufficient appropriate audit evidence has been obtained.
In forming an opinion, the auditor shall consider all relevant audit evidence, regardless of
whether it appears to corroborate or to contradict the assertions in the financial statements.
(Ref: Para. A62)

If the auditor has not obtained sufficient appropriate audit evidence as to a material financial
statement assertion, the auditor shall attempt to obtain further audit evidence. If the auditor is
unable to obtain sufficient appropriate audit evidence, the auditor shall express a qualified
opinion or disclaim an opinion on the financial statements.

Documentation

28.

The auditor shall include in the audit documentation: ®

(&) The overall responses to address the assessed risks of material misstatement at the
financial statement level, and the nature, timing, and extent of the further audit
procedures performed;

(b)  The linkage of those procedures with the assessed risks at the assertion level; and

(c) The results of the audit procedures, including the conclusions where these are not
otherwise clear. (Ref: Para. A63)

2

HKSA 230, “Audit Documentation,” paragraphs 8-11, and paragraph A6.
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If the auditor plans to use audit evidence about the operating effectiveness of controls
obtained in previous audits, the auditor shall include in the audit documentation the
conclusions reached about relying on such controls that were tested in a previous audit.

The auditor's documentation shall demonstrate that the financial statements agree or
reconcile with the underlying accounting records.

Conformity and Compliance with International Standards on Auditing

31.

As of June 2009 (date of issue), this HKSA conforms with International Standard on Auditing
(ISA) 330, “The Auditor’'s Responses To Assessed Risks”. Compliance with the requirements
of this HKSA ensures compliance with ISA 330.

* % %

Application and Other Explanatory Material

Overall Responses (Ref: Para. 5)

Al.

A2.

A3.

Overall responses to address the assessed risks of material misstatement at the financial
statement level may include:

. Emphasizing to the audit team the need to maintain professional skepticism.

) Assigning more experienced staff or those with special skills or using experts.

. Providing more supervision.

. Incorporating additional elements of unpredictability in the selection of further audit

procedures to be performed.

. Making general changes to the nature, timing, or extent of audit procedures, for
example: performing substantive procedures at the period end instead of at an interim
date; or modifying the nature of audit procedures to obtain more persuasive audit
evidence.

The assessment of the risks of material misstatement at the financial statement level, and
thereby the auditor’'s overall responses, is affected by the auditor’s understanding of the
control environment. An effective control environment may allow the auditor to have more
confidence in internal control and the reliability of audit evidence generated internally within
the entity and thus, for example, allow the auditor to conduct some audit procedures at an
interim date rather than at the period end. Deficiencies in the control environment, however,
have the opposite effect; for example, the auditor may respond to an ineffective control
environment by:

. Conducting more audit procedures as of the period end rather than at an interim date.
o Obtaining more extensive audit evidence from substantive procedures.
. Increasing the number of locations to be included in the audit scope.

Such considerations, therefore, have a significant bearing on the auditor’s general approach,
for example, an emphasis on substantive procedures (substantive approach), or an approach
that uses tests of controls as well as substantive procedures (combined approach).
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Audit Procedures Responsive to the Assessed Risks of Material Misstatement at the Assertion

Level

The Nature, Timing, and Extent of Further Audit Procedures (Ref: Para. 6)

A4,

A5.

AG.

A7.

A8.

The auditor's assessment of the identified risks at the assertion level provides a basis for
considering the appropriate audit approach for designing and performing further audit
procedures. For example, the auditor may determine that:

(& Only by performing tests of controls may the auditor achieve an effective response to
the assessed risk of material misstatement for a particular assertion;

(b)  Performing only substantive procedures is appropriate for particular assertions and,
therefore, the auditor excludes the effect of controls from the relevant risk assessment.
This may be because the auditor’s risk assessment procedures have not identified any
effective controls relevant to the assertion, or because testing controls would be
inefficient and therefore the auditor does not intend to rely on the operating
effectiveness of controls in determining the nature, timing and extent of substantive
procedures; or

(c) A combined approach using both tests of controls and substantive procedures is an
effective approach.

However, as required by paragraph 18, irrespective of the approach selected, the auditor
designs and performs substantive procedures for each material class of transactions, account
balance, and disclosure.

The nature of an audit procedure refers to its purpose (that is, test of controls or substantive
procedure) and its type (that is, inspection, observation, inquiry, confirmation, recalculation,
reperformance, or analytical procedure). The nature of the audit procedures is of most
importance in responding to the assessed risks.

Timing of an audit procedure refers to when it is performed, or the period or date to which the
audit evidence applies.

Extent of an audit procedure refers to the quantity to be performed, for example, a sample
size or the number of observations of a control activity.

Designing and performing further audit procedures whose nature, timing, and extent are
based on and are responsive to the assessed risks of material misstatement at the assertion
level provides a clear linkage between the auditor’s further audit procedures and the risk
assessment.

Responding to the Assessed Risks at the Assertion Level (Ref: Para. 7(a))

Nature

A9.

The auditor's assessed risks may affect both the types of audit procedures to be performed
and their combination. For example, when an assessed risk is high, the auditor may confirm
the completeness of the terms of a contract with the counterparty, in addition to inspecting the
document. Further, certain audit procedures may be more appropriate for some assertions
than others. For example, in relation to revenue, tests of controls may be most responsive to
the assessed risk of misstatement of the completeness assertion, whereas substantive
procedures may be most responsive to the assessed risk of misstatement of the occurrence
assertion.
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A10. The reasons for the assessment given to a risk are relevant in determining the nature of audit
procedures. For example, if an assessed risk is lower because of the particular characteristics
of a class of transactions without consideration of the related controls, then the auditor may
determine that substantive analytical procedures alone provide sufficient appropriate audit
evidence. On the other hand, if the assessed risk is lower because of internal controls, and
the auditor intends to base the substantive procedures on that low assessment, then the
auditor performs tests of those controls, as required by paragraph 8(a). This may be the case,
for example, for a class of transactions of reasonably uniform, non-complex characteristics
that are routinely processed and controlled by the entity’s information system.

Timing

Al1l. The auditor may perform tests of controls or substantive procedures at an interim date or at
the period end. The higher the risk of material misstatement, the more likely it is that the
auditor may decide it is more effective to perform substantive procedures nearer to, or at, the
period end rather than at an earlier date, or to perform audit procedures unannounced or at
unpredictable times (for example, performing audit procedures at selected locations on an
unannounced basis). This is particularly relevant when considering the response to the risks
of fraud. For example, the auditor may conclude that, when the risks of intentional
misstatement or manipulation have been identified, audit procedures to extend audit
conclusions from interim date to the period end would not be effective.

Al12. On the other hand, performing audit procedures before the period end may assist the auditor
in identifying significant matters at an early stage of the audit, and consequently resolving
them with the assistance of management or developing an effective audit approach to
address such matters.

Al13. In addition, certain audit procedures can be performed only at or after the period end, for

example:

. Agreeing the financial statements to the accounting records;

. Examining adjustments made during the course of preparing the financial statements;
and

o Procedures to respond to a risk that, at the period end, the entity may have entered

into improper sales contracts, or transactions may not have been finalized.

Al4. Further relevant factors that influence the auditor’'s consideration of when to perform audit
procedures include the following:

) The control environment.

o When relevant information is available (for example, electronic files may subsequently
be overwritten, or procedures to be observed may occur only at certain times).

. The nature of the risk (for example, if there is a risk of inflated revenues to meet
earnings expectations by subsequent creation of false sales agreements, the auditor
may wish to examine contracts available on the date of the period end).

) The period or date to which the audit evidence relates.
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Extent

Al15. The extent of an audit procedure judged necessary is determined after considering the
materiality, the assessed risk, and the degree of assurance the auditor plans to obtain. When
a single purpose is met by a combination of procedures, the extent of each procedure is
considered separately. In general, the extent of audit procedures increases as the risk of
material misstatement increases. For example, in response to the assessed risk of material
misstatement due to fraud, increasing sample sizes or performing substantive analytical
procedures at a more detailed level may be appropriate. However, increasing the extent of an
audit procedure is effective only if the audit procedure itself is relevant to the specific risk.

A16. The use of computer-assisted audit techniques (CAATS) may enable more extensive testing
of electronic transactions and account files, which may be useful when the auditor decides to
modify the extent of testing, for example, in responding to the risks of material misstatement
due to fraud. Such techniques can be used to select sample transactions from key electronic
files, to sort transactions with specific characteristics, or to test an entire population instead of
a sample.

Considerations specific to public sector entities

Al7. For the audits of public sector entities, the audit mandate and any other special auditing
requirements may affect the auditor’s consideration of the nature, timing and extent of further
audit procedures.

Considerations specific to smaller entities

Al18. In the case of very small entities, there may not be many control activities that could be
identified by the auditor, or the extent to which their existence or operation have been
documented by the entity may be limited. In such cases, it may be more efficient for the
auditor to perform further audit procedures that are primarily substantive procedures. In some
rare cases, however, the absence of control activities or of other components of control may
make it impossible to obtain sufficient appropriate audit evidence.

Higher Assessments of Risk (Ref: Para. 7(b))

A19. When obtaining more persuasive audit evidence because of a higher assessment of risk, the
auditor may increase the quantity of the evidence, or obtain evidence that is more relevant or
reliable, for example, by placing more emphasis on obtaining third party evidence or by
obtaining corroborating evidence from a number of independent sources.

Tests of Controls
Designing and Performing Tests of Controls (Ref: Para. 8)

A20. Tests of controls are performed only on those controls that the auditor has determined are
suitably designed to prevent, or detect and correct, a material misstatement in an assertion. If
substantially different controls were used at different times during the period under audit, each
is considered separately.

A21. Testing the operating effectiveness of controls is different from obtaining an understanding of
and evaluating the design and implementation of controls. However, the same types of audit
procedures are used. The auditor may, therefore, decide it is efficient to test the operating
effectiveness of controls at the same time as evaluating their design and determining that
they have been implemented.
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Further, although some risk assessment procedures may not have been specifically designed
as tests of controls, they may nevertheless provide audit evidence about the operating
effectiveness of the controls and, consequently, serve as tests of controls. For example, the
auditor’s risk assessment procedures may have included:

. Inquiring about management’s use of budgets.
. Observing management’s comparison of monthly budgeted and actual expenses.
. Inspecting reports pertaining to the investigation of variances between budgeted and

actual amounts.

These audit procedures provide knowledge about the design of the entity’s budgeting policies
and whether they have been implemented, but may also provide audit evidence about the
effectiveness of the operation of budgeting policies in preventing or detecting material
misstatements in the classification of expenses.

In addition, the auditor may design a test of controls to be performed concurrently with a test
of details on the same transaction. Although the purpose of a test of controls is different from
the purpose of a test of details, both may be accomplished concurrently by performing a test
of controls and a test of details on the same transaction, also known as a dual-purpose test.
For example, the auditor may design, and evaluate the results of, a test to examine an invoice
to determine whether it has been approved and to provide substantive audit evidence of a
transaction. A dual-purpose test is designed and evaluated by considering each purpose of
the test separately.

In some cases, the auditor may find it impossible to design effective substantive procedures
that by themselves provide sufficient appropriate audit evidence at the assertion level.* This
may occur when an entity conducts its business using IT and no documentation of
transactions is produced or maintained, other than through the IT system. In such cases,
paragraph 8(b) requires the auditor to perform tests of relevant controls.

Audit Evidence and Intended Reliance (Ref: Para. 9)

A25.

A higher level of assurance may be sought about the operating effectiveness of controls when
the approach adopted consists primarily of tests of controls, in particular where it is not
possible or practicable to obtain sufficient appropriate audit evidence only from substantive
procedures.

Nature and Extent of Tests of Controls

Other audit procedures in combination with inquiry (Ref: Para. 10(a))

A26.

A27.

Inquiry alone is not sufficient to test the operating effectiveness of controls. Accordingly, other
audit procedures are performed in combination with inquiry. In this regard, inquiry combined
with inspection or reperformance may provide more assurance than inquiry and observation,
since an observation is pertinent only at the point in time at which it is made.

The nature of the particular control influences the type of procedure required to obtain audit
evidence about whether the control was operating effectively. For example, if operating
effectiveness is evidenced by documentation, the auditor may decide to inspect it to obtain
audit evidence about operating effectiveness. For other controls, however, documentation
may not be available or relevant. For example, documentation of operation may not exist for
some factors in the control environment, such as assignment of authority and responsibility,

3

HKSA 315, paragraph 30.
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or for some types of control activities, such as control activities performed by a computer. In
such circumstances, audit evidence about operating effectiveness may be obtained through
inquiry in combination with other audit procedures such as observation or the use of CAATS.

Extent of tests of controls

A28.

A29.

When more persuasive audit evidence is needed regarding the effectiveness of a control, it
may be appropriate to increase the extent of testing of the control. As well as the degree of
reliance on controls, matters the auditor may consider in determining the extent of tests of
controls include the following:

. The frequency of the performance of the control by the entity during the period.

. The length of time during the audit period that the auditor is relying on the operating
effectiveness of the control.

. The expected rate of deviation from a control.

] The relevance and reliability of the audit evidence to be obtained regarding the
operating effectiveness of the control at the assertion level.

° The extent to which audit evidence is obtained from tests of other controls related to
the assertion.

HKSA 530" contains further guidance on the extent of testing.

Because of the inherent consistency of IT processing, it may not be necessary to increase the
extent of testing of an automated control. An automated control can be expected to function
consistently unless the program (including the tables, files, or other permanent data used by
the program) is changed. Once the auditor determines that an automated control is
functioning as intended (which could be done at the time the control is initially implemented or
at some other date), the auditor may consider performing tests to determine that the control
continues to function effectively. Such tests might include determining that:

. Changes to the program are not made without being subject to the appropriate
program change controls;

. The authorized version of the program is used for processing transactions; and

. Other relevant general controls are effective.

Such tests also might include determining that changes to the programs have not been made, as
may be the case when the entity uses packaged software applications without modifying or

maintaining them. For example, the auditor may inspect the record of the administration of IT
security to obtain audit evidence that unauthorized access has not occurred during the period.

Testing of indirect controls (Ref: Para. 10(b))

A30.

In some circumstances, it may be necessary to obtain audit evidence supporting the effective
operation of indirect controls. For example, when the auditor decides to test the effectiveness
of a user review of exception reports detailing sales in excess of authorized credit limits, the
user review and related follow up is the control that is directly of relevance to the auditor.
Controls over the accuracy of the information in the reports (for example, the general IT-
controls) are described as “indirect” controls.

4

HKSA 530, “Audit Sampling.”
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Because of the inherent consistency of IT processing, audit evidence about the
implementation of an automated application control, when considered in combination with
audit evidence about the operating effectiveness of the entity’s general controls (in particular,
change controls), may also provide substantial audit evidence about its operating
effectiveness.

Timing of Tests of Controls

Intended period of reliance (Ref: Para. 11)

A32.

Audit evidence pertaining only to a point in time may be sufficient for the auditor’s purpose, for
example, when testing controls over the entity’s physical inventory counting at the period end.
If, on the other hand, the auditor intends to rely on a control over a period, tests that are
capable of providing audit evidence that the control operated effectively at relevant times
during that period are appropriate. Such tests may include tests of the entity’s monitoring of
controls.

Using audit evidence obtained during an interim period (Ref: Para. 12(b))

A33.

A34.

Relevant factors in determining what additional audit evidence to obtain about controls that
were operating during the period remaining after an interim period, include:

. The significance of the assessed risks of material misstatement at the assertion level.
. The specific controls that were tested during the interim period, and significant changes
to them since they were tested, including changes in the information system, processes,

and personnel.

. The degree to which audit evidence about the operating effectiveness of those controls
was obtained.

. The length of the remaining period.

. The extent to which the auditor intends to reduce further substantive procedures based
on the reliance of controls.

) The control environment.

Additional audit evidence may be obtained, for example, by extending tests of controls over
the remaining period or testing the entity’s monitoring of controls.

Using audit evidence obtained in previous audits (Ref: Para. 13)

A35.

In certain circumstances, audit evidence obtained from previous audits may provide audit
evidence where the auditor performs audit procedures to establish its continuing relevance.
For example, in performing a previous audit, the auditor may have determined that an
automated control was functioning as intended. The auditor may obtain audit evidence to
determine whether changes to the automated control have been made that affect its
continued effective functioning through, for example, inquiries of management and the
inspection of logs to indicate what controls have been changed. Consideration of audit
evidence about these changes may support either increasing or decreasing the expected
audit evidence to be obtained in the current period about the operating effectiveness of the
controls.
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Controls that have changed from previous audits (Ref: Para. 14(a))

A36. Changes may affect the relevance of the audit evidence obtained in previous audits such that
there may no longer be a basis for continued reliance. For example, changes in a system that
enable an entity to receive a new report from the system probably do not affect the relevance
of audit evidence from a previous audit; however, a change that causes data to be
accumulated or calculated differently does affect it.

Controls that have not changed from previous audits (Ref: Para. 14(b))

A37. The auditor’'s decision on whether to rely on audit evidence obtained in previous audits for
controls that:

(@ have not changed since they were last tested; and
(b)  are not controls that mitigate a significant risk,

is a matter of professional judgment. In addition, the length of time between retesting such
controls is also a matter of professional judgment, but is required by paragraph 14 (b) to be at
least once in every third year.

A38. In general, the higher the risk of material misstatement, or the greater the reliance on controls,
the shorter the time period elapsed, if any, is likely to be. Factors that may decrease the
period for retesting a control, or result in not relying on audit evidence obtained in previous
audits at all, include the following:

. A deficient control environment.

. Deficient monitoring of controls.

. A significant manual element to the relevant controls.

. Personnel changes that significantly affect the application of the control.

. Changing circumstances that indicate the need for changes in the control.
U Deficient general IT-controls.

A39. When there are a number of controls for which the auditor intends to rely on audit evidence
obtained in previous audits, testing some of those controls in each audit provides
corroborating information about the continuing effectiveness of the control environment. This
contributes to the auditor’'s decision about whether it is appropriate to rely on audit evidence
obtained in previous audits.

Evaluating the Operating Effectiveness of Controls (Ref: Para. 16-17)

A40. A material misstatement detected by the auditor’'s procedures is a strong indicator of the
existence of a significant deficiency in internal control.

A41. The concept of effectiveness of the operation of controls recognizes that some deviations in
the way controls are applied by the entity may occur. Deviations from prescribed controls may
be caused by such factors as changes in key personnel, significant seasonal fluctuations in
volume of transactions and human error. The detected rate of deviation, in particular in
comparison with the expected rate, may indicate that the control cannot be relied on to reduce
risk at the assertion level to that assessed by the auditor.
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Substantive Procedures (Ref: Para. 18)

A42.

Paragraph 18 requires the auditor to design and perform substantive procedures for each
material class of transactions, account balance, and disclosure, irrespective of the assessed
risks of material misstatement. This requirement reflects the facts that: (a) the auditor's
assessment of risk is judgmental and so may not identify all risks of material misstatement;
and (b) there are inherent limitations to internal control, including management override.

Nature and Extent of Substantive Procedures

A43.

Ad4.

A45.

A46.

A47.

Depending on the circumstances, the auditor may determine that:

. Performing only substantive analytical procedures will be sufficient to reduce audit risk
to an acceptably low level. For example, where the auditor's assessment of risk is
supported by audit evidence from tests of controls.

o Only tests of details are appropriate.

. A combination of substantive analytical procedures and tests of details are most
responsive to the assessed risks.

Substantive analytical procedures are generally more applicable to large volumes of

transactions that tend to be predictable over time. HKSA 520° establishes requirements and
provides guidance on the application of analytical procedures during an audit.

The nature of the risk and assertion is relevant to the design of tests of details. For example,
tests of details related to the existence or occurrence assertion may involve selecting from
items contained in a financial statement amount and obtaining the relevant audit evidence. On
the other hand, tests of details related to the completeness assertion may involve selecting
from items that are expected to be included in the relevant financial statement amount and
investigating whether they are included.

Because the assessment of the risk of material misstatement takes account of internal control,
the extent of substantive procedures may need to be increased when the results from tests of
controls are unsatisfactory. However, increasing the extent of an audit procedure is
appropriate only if the audit procedure itself is relevant to the specific risk.

In designing tests of details, the extent of testing is ordinarily thought of in terms of the sample
size. However, other matters are also relevant, including whether it is more effective to use
other selective means of testing. See HKSA 500. °

Considering Whether External Confirmation Procedures Are to Be Performed (Ref: Para. 19)

A48.

External confirmation procedures frequently are relevant when addressing assertions
associated with account balances and their elements, but need not be restricted to these
items. For example, the auditor may request external confirmation of the terms of agreements,
contracts, or transactions between an entity and other parties. External confirmation
procedures also may be performed to obtain audit evidence about the absence of certain
conditions. For example, a request may specifically seek confirmation that no “side
agreement” exists that may be relevant to an entity’'s revenue cut-off assertion. Other
situations where external confirmation procedures may provide relevant audit evidence in
responding to assessed risks of material misstatement include:

5 HKSA 520, “Analytical Procedures.”
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. Bank balances and other information relevant to banking relationships.
) Accounts receivable balances and terms.
. Inventories held by third parties at bonded warehouses for processing or on

consignment.
. Property title deeds held by lawyers or financiers for safe custody or as security.

. Investments held for safekeeping by third parties, or purchased from stockbrokers but
not delivered at the balance sheet date.

. Amounts due to lenders, including relevant terms of repayment and restrictive
covenants.
. Accounts payable balances and terms.

Although external confirmations may provide relevant audit evidence relating to certain
assertions, there are some assertions for which external confirmations provide less relevant
audit evidence. For example, external confirmations provide less relevant audit evidence
relating to the recoverability of accounts receivable balances, than they do of their existence.

The auditor may determine that external confirmation procedures performed for one purpose
provide an opportunity to obtain audit evidence about other matters. For example,
confirmation requests for bank balances often include requests for information relevant to
other financial statement assertions. Such considerations may influence the auditor’s decision
about whether to perform external confirmation procedures.

Factors that may assist the auditor in determining whether external confirmation procedures
are to be performed as substantive audit procedures include:

° The confirming party’s knowledge of the subject matter — responses may be more
reliable if provided by a person at the confirming party who has the requisite knowledge
about the information being confirmed.

. The ability or willingness of the intended confirming party to respond — for example, the
confirming party:

o] May not accept responsibility for responding to a confirmation request;

o] May consider responding too costly or time consuming;

o] May have concerns about the potential legal liability resulting from responding;

o] May account for transactions in different currencies; or

o] May operate in an environment where responding to confirmation requests is not

a significant aspect of day-to-day operations.

In such situations, confirming parties may not respond, may respond in a casual
manner or may attempt to restrict the reliance placed on the response.

. The objectivity of the intended confirming party — if the confirming party is a related
party of the entity, responses to confirmation requests may be less reliable.
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Substantive Procedures Related to the Financial Statement Closing Process (Ref: Para. 20(b))

A52.

The nature, and also the extent, of the auditor's examination of journal entries and other
adjustments depends on the nature and complexity of the entity’s financial reporting process
and the related risks of material misstatement.

Substantive Procedures Responsive to Significant Risks (Ref: Para. 21)

A53.

Paragraph 21 of this HKSA requires the auditor to perform substantive procedures that are
specifically responsive to risks the auditor has determined to be significant risks. Audit
evidence in the form of external confirmations received directly by the auditor from
appropriate confirming parties may assist the auditor in obtaining audit evidence with the high
level of reliability that the auditor requires to respond to significant risks of material
misstatement, whether due to fraud or error. For example, if the auditor identifies that
management is under pressure to meet earnings expectations, there may be a risk that
management is inflating sales by improperly recognizing revenue related to sales agreements
with terms that preclude revenue recognition or by invoicing sales before shipment. In these
circumstances, the auditor may, for example, design external confirmation procedures not
only to confirm outstanding amounts, but also to confirm the details of the sales agreements,
including date, any rights of return and delivery terms. In addition, the auditor may find it
effective to supplement such external confirmation procedures with inquiries of non-financial
personnel in the entity regarding any changes in sales agreements and delivery terms.

Timing of Substantive Procedures (Ref: Para. 22-23)

A54.

In most cases, audit evidence from a previous audit’s substantive procedures provides little or
no audit evidence for the current period. There are, however, exceptions, for example, a legal
opinion obtained in a previous audit related to the structure of a securitization to which no
changes have occurred, may be relevant in the current period. In such cases, it may be
appropriate to use audit evidence from a previous audit's substantive procedures if that
evidence and the related subject matter have not fundamentally changed, and audit
procedures have been performed during the current period to establish its continuing
relevance.

Using audit evidence obtained during an interim period (Ref: Para. 22)

AS55.

A56.

In some circumstances, the auditor may determine that it is effective to perform substantive
procedures at an interim date, and to compare and reconcile information concerning the
balance at the period end with the comparable information at the interim date to:

(& Identify amounts that appear unusual;
(b) Investigate any such amounts; and

(c) Perform substantive analytical procedures or tests of details to test the intervening
period.

Performing substantive procedures at an interim date without undertaking additional
procedures at a later date increases the risk that the auditor will not detect misstatements that
may exist at the period end. This risk increases as the remaining period is lengthened.
Factors such as the following may influence whether to perform substantive procedures at an
interim date:

. The control environment and other relevant controls.

. The availability at a later date of information necessary for the auditor’'s procedures.
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. The purpose of the substantive procedure.

. The assessed risk of material misstatement.

. The nature of the class of transactions or account balance and related assertions.

. The ability of the auditor to perform appropriate substantive procedures or substantive

procedures combined with tests of controls to cover the remaining period in order to
reduce the risk that misstatements that may exist at the period end will not be detected.

A57. Factors such as the following may influence whether to perform substantive analytical
procedures with respect to the period between the interim date and the period end:

. Whether the period end balances of the particular classes of transactions or account
balances are reasonably predictable with respect to amount, relative significance, and
composition.

. Whether the entity’s procedures for analyzing and adjusting such classes of

transactions or account balances at interim dates and for establishing proper
accounting cutoffs are appropriate.

. Whether the information system relevant to financial reporting will provide information
concerning the balances at the period end and the transactions in the remaining period
that is sufficient to permit investigation of:

(&) Significant unusual transactions or entries (including those at or near the period end);

(b)  Other causes of significant fluctuations, or expected fluctuations that did not occur;
and

(c) Changes in the composition of the classes of transactions or account balances.
Misstatements detected at an interim date (Ref: Para. 23)

A58. When the auditor concludes that the planned nature, timing, or extent of substantive
procedures covering the remaining period need to be modified as a result of unexpected
misstatements detected at an interim date, such modification may include extending or
repeating the procedures performed at the interim date at the period end.

Adequacy of Presentation and Disclosure (Ref: Para. 24)

A59. Evaluating the overall presentation of the financial statements, including the related disclosures,
relates to whether the individual financial statements are presented in a manner that reflects the
appropriate classification and description of financial information, and the form, arrangement, and
content of the financial statements and their appended notes. This includes, for example, the
terminology used, the amount of detail given, the classification of items in the statements, and the
bases of amounts set forth.

Evaluating the Sufficiency and Appropriateness of Audit Evidence (Ref: Para. 25-27)

A60. An audit of financial statements is a cumulative and iterative process. As the auditor performs
planned audit procedures, the audit evidence obtained may cause the auditor to modify the
nature, timing or extent of other planned audit procedures. Information may come to the
auditor’s attention that differs significantly from the information on which the risk assessment
was based. For example:
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The extent of misstatements that the auditor detects by performing substantive
procedures may alter the auditor’'s judgment about the risk assessments and may
indicate a significant deficiency in internal control.

The auditor may become aware of discrepancies in accounting records, or conflicting
or missing evidence.

Analytical procedures performed at the overall review stage of the audit may indicate a
previously unrecognized risk of material misstatement.

In such circumstances, the auditor may need to reevaluate the planned audit procedures,
based on the revised consideration of assessed risks for all or some of the classes of
transactions, account balances, or disclosures and related assertions. HKSA 315 contains
further guidance on revising the auditor’s risk assessment. ’

A61. The auditor cannot assume that an instance of fraud or error is an isolated occurrence.
Therefore, the consideration of how the detection of a misstatement affects the assessed
risks of material misstatement is important in determining whether the assessment remains
appropriate.

A62. The auditor's judgment as to what constitutes sufficient appropriate audit evidence is
influenced by such factors as the following:

Significance of the potential misstatement in the assertion and the likelihood of its
having a material effect, individually or aggregated with other potential misstatements,
on the financial statements.

Effectiveness of management’s responses and controls to address the risks.

Experience gained during previous audits with respect to similar potential
misstatements.

Results of audit procedures performed, including whether such audit procedures
identified specific instances of fraud or error.

Source and reliability of the available information.
Persuasiveness of the audit evidence.

Understanding of the entity and its environment, including the entity’s internal control.

Documentation (Ref: Para. 28)

A63. The form and extent of audit documentation is a matter of professional judgment, and is
influenced by the nature, size and complexity of the entity and its internal control, availability
of information from the entity and the audit methodology and technology used in the audit.

7
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