
CHAPTER 4 


EVIDENTIAL MATTER, TYPES OF EVIDENCE, 


AND AUDIT DOCUMENTATION

Answers to Review Questions
4-1
Auditors typically divide the financial statements into components or segments in order to make the audit more manageable.  A component can be a financial statement account or a transaction process.  This approach allows the auditor to gather evidence by examining the processing of related transactions through the accounting system from their origin to their ultimate disposition in the accounting journals and ledgers.  Thus, the auditor can examine an accounting transaction from the time it is initiated by the entity until its final recording in the financial statement accounts.

4-2
There is a top-down relationship from the financial statements to the audit procedures.  The financial statements contain management's assertions about the various financial statement components.  The auditor develops audit objectives for each relevant management assertion and then conducts audit procedures to gather evidence to test whether the audit objectives are being met.  The results from applying audit procedures provide the evidence that supports the fair presentation of management’s assertions and the auditor's report (see Figure 4-1).

4-3
  

	
Management Assertion
	
Definition

	Existence or occurrence
	The assets and liabilities exist, and the recorded transactions have occurred.

	Completeness
	The accounts and transactions that should be included are included; thus, the financial statements are complete.

	Rights and obligations
	The assets are rights of the entity, and the liabilities are its obligations.

	Valuation or allocation
	Assets, liabilities, equity, revenues, and expenses are appropriately valued and are allocated to the proper accounting period.

	Presentation and disclosure
	Amounts shown in the financial statements are properly presented and disclosed
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Audit Objective
	
Definition

	Validity
	Transactions in the accounts are valid.

	Completeness
	All existing transactions are included in the accounts.

	Cutoff
	Transactions in the account are recorded in the proper period.

	Ownership
	Transactions in the account are owned.

	Accuracy
	Transactions or amounts included in the account are properly accumulated from journals and ledgers.

	Valuation
	Transactions in the account are properly valued.

	Classification
	Transactions in the account or financial statements are properly classified.

	Disclosure
	All proper disclosures are made in the financial statements or footnotes.


4-5
Evidential matter is evidence used to test the audit objectives.  Evidential matter consists of accounting data and all corroborative information that supports the amounts included in the financial statements.  Corroborating evidential matter includes both written and electronic information such as checks, records of electronic transfers, invoices, contracts, minutes, confirmations, and written representations.  It also includes information obtained by the auditor through inquiry, observation, inspection, and physical examination.

4-6
Audit evidence is usually persuasive rather than convincing for two reasons.  First, since an audit must be completed in a reasonable amount of time and at a reasonable cost, the auditor examines only a sample of the transactions that compose the class of transactions or account balance.  Second, due to the nature of evidence, auditors must often rely on evidence that is not perfectly reliable.  The types of audit evidence examined by the auditor have different degrees of reliability, and even highly reliable evidence has weaknesses.  Therefore, the evidence obtained by the auditor seldom provides absolute assurance about an audit objective.

4-7
The seven types of audit evidence are: (1) Physical examination involves the auditor inspecting or counting a tangible asset.  (2) Reperformance involves the auditor's recalculation of information and testing of the transfer of information in the accounting system.   (3) Documentation relates to the auditor's examination of the client's accounting data (e.g., ledgers and journals) and corroborating evidential matter (checks, invoices, etc.).  (4) Confirmation is the process of obtaining and evaluating a direct communication from a third party in response to a request for information about a particular item affecting financial statement assertions.  (5) Analytical procedures consist of evaluations of financial information made by a study of plausible relationships among both financial and nonfinancial data (AU 329).  (6) Inquiry of client personnel or management is responses (oral or written) obtained from client personnel or management to questions raised by the auditor.  (7) Observation involves the auditor observing the performance of some activity. 

4-8
Vouching refers to first selecting an item for testing from the accounting journals or ledgers and then examining the underlying source document.  Thus, the direction of testing is from the journals or ledgers back to the source documents.  Vouching provides evidence that items included in the accounting journals or ledgers are valid.  Tracing refers to first selecting an accounting transaction (a source document) and then following it into the journal or ledger.  The direction of testing in this case is from the source documents to the journals or ledgers and tests whether transactions that occurred are recorded (completeness) in the accounting records.

4-9
Corroborating evidence is obtained for inquiries of client personnel and management and for observation because this evidence is not from independent sources and is therefore not considered to be highly reliable.  For example, the auditor might follow up the client's responses concerning the internal controls over the raw-material storeroom by conducting tests of the control procedures to verify their existence and effectiveness.

4-10
Physical examination and reperformance are generally considered of high reliability because the auditor has direct knowledge about them.  Documentation, confirmation, and analytical procedures are generally considered to be of medium reliability.  The reliability of documentation depends primarily on whether a document is internal or external, and the reliability of confirmations is affected by the four factors listed on p. 150 of the text.  The reliability of analytical procedures may be affected by the quality of the client's internal control system.  Finally, inquiry of client personnel or management and observation are generally low-reliability types of evidence since both require further corroboration by the auditor.

It should be understood, however, that levels of reliability for the types of evidence should be considered as general guidelines.  The reliability of the types of evidence may vary considerably across entities, and it is subject to a number of exceptions.

4-11 It is important that the audit documentation or working papers be organized or indexed in such a way that members of the audit team or firm can find relevant audit evidence.  When the auditor performs audit work on one working paper and supporting information is obtained from another working paper, the auditor cross-references the information on each working paper.  This process of indexing and cross-referencing provides a trail from the financial statements to the individual working papers that can be easily followed members of the audit team or firm.
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