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Translator's comments

This is a working translation prepared for the benefit of none Arabic speaking
professionals, to provide them with general understanding of the document
and enable them to provide their views and comments. The formal document
is the one issued in Arabic by the Ministerial Resolution No. 692, dated
28.2.1406H (11.11.1985 A.D)

This document issued after receiving the concerned parties views and comments

on the products of stage one and stage two of the profession development project

issued in (1404H) (1984AD)(in Arabic).
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PREFACE

The Ministry of Commerce in Saudi Arabia has been concerned with the
development of the accounting and audit profession in the Kingdom in
order for this profession to cope with the undergoing changes in the
financial, commercial, and economic sectors and to meet the require-
ments of this profession which is deemed as one of the crucial activi-

ties of the community.

After an extensive study, the Ministry has laid down auditing standards
wvhich incorporate all the characteristics of auditors of accounts and
determine the methodology employed in the performmance of audit work as
well as the form and content of the audit report. MThese standards are
considered to be the means that would verify that financial statements are
up to the level which would give a fair view of the financial position of
the enterprise, the results of its operations, and the changes in the
sources and applications of funds.

Ministerial Resolution No. 692, dated 28.2.1406H ( 11.11.1985 A.D. )
considered Auditing Standards to be an official reference and guidelines
for all Certified Public Accountants licensed to operate in the Kingdem
of Saudi Arabia. The Ministry of Commerce has also conducted an analytical
survey to clarify the circumstances in which the referenced standards were
drafted, together with a classified comparison with similar standards in
one or more of the following countries:

o U.5.A.,

o Great Britain,

e} West Germany, and

o Tunis
This canparison was made with consideration of the nature of the subject,



AUDITING STANDARDS

the circumstances of research and the feasibility of such comparison. Results
of this study were attached to text of auditing standards in order to apply
these standards, clarify them and justify the reasons for their application.

MINISTER OF COMMERCE
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INTRODUCTION

Audit is the professional examination and verification of a company’s
accounting documents and supporting data for the purpose of rendering
an opinion as to their fairness, consistencey and conformity with
generally accepted accounting practices. It aims at enhancing the
confidence of the campetent reader that the audited financial statements
give a fair view of the financial position of the company. This
requires the availability of auditing standards that are objective,
specific and acceptable to all auditors. These standards are also the
criteria by which the proficiency of an auditor and the quality of his
work will be evaluated.

SCOPE OF AUDITING STANDARDS

132 An audit report comprises the expression of an opinion on the
financial statements of an enterprise by a duly qualified ard
properly appointed independent auditor following his examination
of the enterprise’s financial statements. Company Law requires
certain corporate entities to submit audited financial statements
to an annual general meeting of shareholders or partners; the
rules of certain other associations may require the financial
statements to be audited. The Anditing Standards apply whenever
an aditor is engaged to express an opinion on the financial
statements of an enterprise.
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3.1.1

3.1.2

3.1.3

3.1‘4
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The auditor in charge and his supporting audit staff should have
sufficient education and experience needed to perform the audit
functions entrusted to him,

(para 503)*

The auditor shall evaluate his level of education and experience
as well as the education and experience of his staff in order to

determine if he is capable of performing the audit work prior to
concluding the relevant contract for the performance of such work.

The auditor should record the evaluation as stipulated by the
foregoing standard.

The auditor may conclude a contract to audit the financial state-
ments of a given enterprise, if, according to his professional
experience, he finds it possible to acquire a sufficient degree
of professional qualification throwgh study or attendance of
suitable training courses before the audit work is cammenced.

Next paragraph (1004)

* Paragraph numbers remained as stated in the analytical study for easy

reference.
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3.2 Objectivity, Neutrality and Independence
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3.2.1 The auditor should be totally independent as relates to the

t audit work. He should also be objective and neutral in the

r'" \D\"L" o . . . r . .
. \ L /fi;"ﬂ‘f‘-ti/m of audit evidence or expression of opinion with
T regard to the financial statements being audited.
{para 1004)*

3.2.2 The auditor should avoid whatever subjects him to suspect by
others as relates to his independence, neutrality and
objectivity.

3.2.3 The auditor must ensure the independence, neutrality and
objectivity of his audit team entrusted with the audit of a

given enterprise.

3.2.4 The auditor shall abstain from expressing opinion in the finan
cial statements of a given enterprise, if after appointment, he
finds out that he or his staff still lack the required degree

of independence.,

3.2.5 The auditor shall record and ensure his irdependence as well
as the independence of his staff fram the enterprise the
financial statements of which are being audited.

{paragraph 1503 follows)

* Paragraph numbers remained as stated in the analytical study for easy

} reference.
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3.3.1

3.3.2

3.3.3

3.3.4
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The auditor must give due professional care at all stages of the
audit and shall apply auditing standards with the same level of
diligence expected of another anditor with sufficient professional

qualification.

(Para. ISoSJ*
The auditor must be acquainted with the affairs, circumstances and
plans of the enterprise and the application of its funds and
financial statements and to report that accordingly.

The auditor must seek facts and arrive at cbjective results free

fram bias.

The auditor must cbtain the assistance of experienced and skilled
parties if it is deemed appropriate to seek such help.

(paragraph 2009 follows)

* Paragraph numbers remained as stated in the analytical study for easy

reference.
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3.4.1 The auditor must sufficiently plan his examination to:

i)

ii)

iii)

Establish appropriate audit procedures to cbtain reasonable
assurance to support his audit opinion; (para 2009)*

Ensure that, if the axditor uses staff other than himself,
all audit procedures are to be performed under adequate
supervision by suitably skilled and experienced staff;

Be satisfied that the audit work will be performed in
accordance with the Auditing Standards and any legal require-
ments relevant to the conduct of the audit,

3.4.2 When establishing audit procedures, the axditor should consider:
{para 2010)

i)

ii)

iii)

iv)

the scope of the audit engagement;

The business and corganization of the particular enterprise
especially in order to determine those transactions and
events most likely to have a significant effect on the

financial statements:

The effect of any significant changes either in legislation
and accounting practice relevant to the enterprise or in
the enterprise’s trading activities and accounting procedures;

His experience of the reliability of the enterprise’s manage—
ment staff and accounting records together with an assessment
of any management bias resulting from the financial position

of the enterprise or other causes;

* Paragraph numbers remained as stated in the analytical study for easy

reference.

31B15
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( VR
v) The audit strategy to be adopted for the particular enterprise
including decisions as to materiality, the likely significance

of past or anticipated errors and irregularities, the nature
of each item in the financial statements, the source of audit
evidence on which the awditor proposes to rely and the timing
of the audit procedures.

If the auditor proposes to use staff other than himself, he must;
{para 2011)

i) Consider the number &nd calibre of staff likely to be required
and the timing of their involvement taking into account the time
required for the preparation of the financial statements by the
management of the enterprise;

ii} PBrief the audit staff as to the nature of the business and
organization of the enterprise, the objectives of the audit
work and the methods to be adopted;

iii) Consider the extent of supervision that will be required
after taking into account the complexity of the particular
assigrmments allocated to individual members of staff.

If other auditors are ivrolved, each auditor must: (para 2012)

i) Be fully aware of the scope and responsibilities of his own
engagement ;

ii) Consult with the other auditors to determine how the responsi-
bility for campletion of the detailed audit procedures is
to be allocated.
{para 2518 follows)

-16-
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3.5

Controlling and Recording
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CONTROLLING

1.

The auditor must sufficiently direct, supervise and review the work of
the audit staff assigned to the audit engagement so as to be satisfied
that the audit work is being performed in accordance with the Auditing
Standards and any other legal requirements relevant to the conduct of
the audit.
(para 2518)

The anditor should carry out a degree of direction, supervision and
review appropriate for the complexity of the assigrment, and the ex-
perience and proficiency of the audit staff assigned to the audit
engagement ,

(para 2519)

Procedures should be desigﬁed and applied to achieve direction, super-
vision and review with particular attention to:
(para 2520)

i) The assigmment of work to aidit staff who have &n appropriate
level of training, experience and proficiency.

ii) Communication to audit staff assigned to the engagement at all
levels of their responsibilities and of the objectives of the

procedures which they are to perform.

iii) Communication to audit staff assigned to the engagement of all

matters wich may affect the nature, extent or timing of the pro-
cedures they are to perform.

iv) Directions as to the form and content of working papers.

31A18 (86) -18-
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v)

vi)

vii)

viii)
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Instructions to the audit staff assigned to the engagement to
bring to the attention of those to whom they are responsible any
potentially significant accounting or awditing problems that they
encounter.

The review of working papers b{{ supervisory personnel and by the
responsible asditor.

Supervision of the progress of the audit by comparison with the
audit plan.

Maintenance of the confidentiality of the client’s affairs.

4. If another auditor is involved, the work performed by the other auditor

must

be reviewed to establish whether such audit work has been performed

in compliance with the auditing standards appropriate to the engagement.
The scope of the review should be related to the professional qualifica-
tion, reputation and independence of the other auditor. (para 2521)

5. ‘The responsible auditor must review all significant matters which concern
the financial statements and the audit results. (2522)

6. ‘'The responsible auditor must consult with another licentiate accountant
or an appropriate expert prior to forming his audit opinion in the

following circumstances: (para 2523)

1)

ii)

31A19(86)

Where there is a matter of pricniple regarding which the auditor
has doubt as to the sppropriate course of action; or

where a contentious matter arises which may affect the audit

opinion.

- -19-
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7. The responsible auditor must ensure that the audit report which is
issued corresponds with his opinion on the view given by the financial

statements taken as a whole,

RECORDING

8. Audit working papers must be sufficiently camplete and detailed to
allow an experienced auditor with mo previous knowledge of the audit
to form reasonable conclusions as to whethr the planning, controlling
and recording, evidence and reporting standards have been met.

(para 2525)

8. Audit working papers should contain:

a)

b)

c)

d)

e}

£)

31A20(86)

Details of the auditor’s study of the enterprise’s accounting
system and system of internal control; (para 2526)

Other information which will be of continuing importance to the
audit;

Details of the audit planning performed and the reasons for the

decisions made;

The aditor’s preliminary evaluation of the accounting system
and system of internal control including the analysis supporting
the evaluation; :

The auditor’s decision and supporting analysis as to the extent
to which he needs to obtain audit evidence fram the operation
of the enterprise’s system, from analytical review and fram subs-

tantive tests of details;

Details of the source fram which third party information came
and when and by wham the information was received.

-20-
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g)

h)

i)
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k)

1)
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Details of the audit work carried out including notes of errors
or exceptions found and action taken thereon;

The auditor’s conclusions as to the persuasiveness of the evidence
obtained and the reasons for those conclusions;

Analyses and sumaries sufficient to reconcile the amounts included
in the financial statements to the detailed figures upon which adit
work has been conducted;

A record of who performed each piece of audit work and the date of

performance;
Evidence that the work of the audit staff has been properly reviewed.

A sumary of significant points affecting the financial statements
and the audit report, showing how these points were dealt with;

In order that details are rot amitted, audit working papers should be
rrepared as the andit proceeds. (para 2527)

Working papers should be legible, systematically filed and adequately

referenced.



‘ r*;“t

—*t

T

I-“_--‘— - —

-

" 31A22(86)

3.6

adit Evidence
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The auditor must obtain relevant and teliable aidit evidence suffi-
cient to establish a reasonable basis for the expression of an
audit opinion on the financial statements in accordance with the
terms of the audit engagement.

(para 3024)~*

The auditor must express independent opinion on:
(para 3025)*

i)  whether the financial statements give a fair view of the
financial position, the results of operation, and sources
and applications of funds of the enterprise on the basis
of sufficient presentation and disclosure contained in the
said financial statements in conformity with generally
accepted accounting practices which are suitable to the
specific circumstances of the enterprise.

ii) whether the financial statements are in conformity with the
Company Law and Articles of Association of the respective
enterprise with regard to the preparation and presentation
of these financial statements.

In particular, the audit opinion as to whether the financial
statements give a fair view of the financial position and of the
results of operations, changes in owners’ equity and sources and
applications of funds of the enterprise must be based upon
reasonable conclusions drawn fram sufficient, relevant and reli-
able andit evidence with regard to:

i) Individual figures in the financial statements; and

ii)  The owerall presentation and content of the financial
statements.

-23-
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The sufficiency of aundit ev1dence to support each conclusion
should depend upon the materiality of the conclusion to the

audit opinion.

Reasonable conclusions regarding individual figures in the finan-
cial statements should be made in answer to the following

questions:
{para 3026)

For the Statement of Financial Position Figures:

i) Have all assets and liabilities been recorded?

ii) Do the recorded assets and liabilities exist?

iii} Are the recorded assets owned by the enterprise and are

31a24(86)

the recorded liabilities properly those of the enterprise?

iv) Have the amounts attributed to the assets and liabilities
been arrived at in accordance with the stated accounting
policies and are those policies in accordance with generally
accepted accounting standards appropriate to the circum—
stances of the business?

v) Have the assets, liabilities and owners’ equity been
properly disclosed?

For Statement of Income Figures: (para 3027)

i) Have all revenues, expenses, gains and losses that are
properly associated with the reporting period been
recorded?

-24-
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ii) Are the recorded revenues and gains properly regarded as
revenues or gains of the enterprise and are the recorded
expenses and losses properly regarded as those of the
enterprise?

iii) Have the revenues, gains, expenses and losses been recognized
and measured in accordance with the stated accounting poli-
cies and are those policies in accordance with generally
accepted accounting standards appropriate to the circumstances
of the business?

iv}  Have revenues, gains, expenses and losses been properly
presented and disclosed?

For Statement of Sources and Applications of Funds Figures:
(para 3028)

i) Have all sources of funds during the periocd been reflected
in the statement?

ii) Have all applications of funds during the pericd been
reflected in the statement?

iii) Does the statement properly reflect other investing and
financing transactions during the period which did not
affect the funds?

iv) Have all disclosure and presentation requirements of
generally accepted accounting standards been met?

3.6.4 Reasonable conclusions regarding the overall presentation and
content of the financial statements should be made in answer to

the following questions: (para 3029)

31A25(86) _ -25-
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i)

i)

iii)

iv)

v)

vi)

vii)

viii)

AUDYTING STANDARDS [
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Have the financial statements been prepared in accordance
with accounting policies that are in accordance with generally
accepted accounting standards?

Are there any special circumstances affecting the enterprise
or the industry in which the enterprise operates, that might
cause generally accepted accounting standards to be inappro-
priate?

Have the accounting policies been applied on a basis consistent
with that of the preceding accounting pericd, or if not, has

the change been properly accounted for and disclosed in accord-
ance with generally accepted accounting standards? Have assets
and liabilities, revenues and expenses, gains and losses been
measured in line with the same principles applied in the previous
year in conformity with articles 123 and 124 of the campany

Law?

Are the accounting policies consistent with each other and
are they consistently applied throughout the enterprise?

Are the accounting policies which have been used adequately
disclosed?

Are the figures contained in the financial statements consis-
tent with each other and consistent with related information
contained in previous financial statements?

Is there adequate disclosure of all appropriate matters and
is the information contained in the financial statements
suitably classified and presented?

Is the financial position, results of operations, sources

26~
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and applications of funds as reported in the financial state-
ments consistent with the auditor’s knowledge of the
underlying transactions, events and circumstances of the

business?

ix) Are there any inappropriate disclosures, misstatements or
omissions relating to the financial statements which are
likely to distort the view presented to the reasonably campe-
tent reader of the financial statements?

The auditor must enquire, in writing, fram the previous auditor as
to the reasons for his discontinuity to audit the accounts of the
respective enterprise, request any relevant information that
affect the financial statements, and be acquainted with relevant
work papers for the previous audit period-with prior consent of
the enterprise, and record this as part of his own work papers.
(para 3030)

The auditor must obtain the required letter of general disclosure
which specifies the basis for the preparation of financial state-
ments and confirms that all information relevant to giving a fair
view of the enterprise’s financial statements have been provided.
(para 4031) '

3.6.7 The anditor must ascertain and make a preliminary assessment of both
ﬂ the enterprise’s acoounting system and system of internal control}:s

a source of audit evidence. The auditor should also make a pre-
liminary assessment of the availability of evidence from analytical
review and other substantive tests of details of transactions and
balances. The axditor must give congideration to all the available
eviEr;ce regardless of whether or mot it appears 4o support the
representations made in the financial statements.

1a27 =27-
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3.6.8

3.6.9

iii)

Following completion of the preliminary assessments required by
the Auditing Standard on Audit Planning and the previous

paragraph of this Standard, the axditor must decide the extent to
wvhich, in accumulating sufficient evidence for his conclusions, he
intends to rely upon:

{para 3033)

i) The operation by the enterprise of systems, particularly the
accounting system and the system of internal control,

ii) Analytical review procedures,

In selecting the audit approach, the auditr should be influcenced
by the anticipated cost effectiveness of the alternatives. As
the audit proceeds, the selected approach must be kept under
review and should be revised if necessary in the light of the
results of the audit procedures performed. In addition to the
three sources of evidence listed above, the axditor should obtain
the representations of management and staff on any significant
matter where the particular knowledge and experience of manage-
ment or staff is relevant. However, the auditor should obtain

6‘”"&“& sufficient corroborative -of the representations received.

In particular, the auditor should design his audit procedures to
give him reasonable assurance that there are no errors or
irreqularities which materially distortﬁ the view given by the
financial statements.

(para 3034)

Other substantive tests of details of transactions and balances.

3.6.10 If the auxditor wishes to place reliance on the performance of pro—
cedures within the accounting system or ¢on the performance of internal
controls, he must obtain compliance evidence. If reliance is being

1A28 o8-
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3.6.13

1A29
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placed on the operation of procedures or controls during the period
between the Interim and final audits, appropriate campliance evidence
must be obtained for that pericd.
{(para 3035)

Because of inherent limitations in even the most effective systems,
the auditor must not rely solely on systems evidence, including evi-
dence fram the accounting system or the system of internal control,
as the basis for his conclusions on the financial statements. Be must
always obtain susbtantive evidence to support his conclusions.

The auditor must evaluate the cumulative persuasiveness of all the
evidence obtained in support of each conclusion and he must relate

his evaluation to:

i) The consistency of the various relevant items of evidence;
ii) The persuasiveness of each of the various items of evidence; and

iii) The extent to which the various items of evidence were obtained

from idependent scurces.

The auditor should give due care to all evidence obtained whether they
are supporting the financial statements or not.

The auditor should relate the persuasiveness of the evidence
obtained by a study of the accounting system and the system of
intermal control to:

(para 3038)

i) The cumulative effect of relevant procedures within the account-
ing system and relevant application controls within the system
of internal control upon the likelihood of the type of the error
or irregularity under examination.

-29-



N B T - o -

N

TA] TV
ii} The effect of general controls upon the likelihood of the
relevant procedures and application controls being properly
performed; and |

iii) The persuasiveness of the ctmpliance evidence that the relevant
procedures, application control and general controls had operated
throughout the period for which reliance on the systems is being
placed.

3.6.14 The auditor should relate the persuasiveness of the evidence provided
by the results of analytical review procedures to:
(para 3039)

{) The reliability of the relationship used to substantiate the
financial statement figure under examination.

ii) The validity of the data used, on the basis of the identified
relationship,to substantiate the financial statement figure.

iii)} The differences that appear to be unusual which have been
identified by analytical review procedures together with the

| persuasiveness of the explanations for any significant

difference.
3.6.15 The auditor should relate the persuasiveness of the evidence provided
by the results of substantive tests of details of transactions and

balances or campliance tests conducted on a sampling basis to:
(para 3040)

i} The size and design of the sample,

ii) 'The method of selection of the sample,

1a30 -30-
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iii)

iv)

The nature and frequency of the errors or exceptions found

in the sample,

The reliability of the evidence cbtained with respect to
individual items in the sample.

When errors or exceptions are found in the sample, the circumstances
in which the errors or exceptions occur must be investigated and

their possible effect on conclusions drawn elsewhere in the audit

assessed.

When the conduct of a substantive test or any other axdit procedure
involves reliance on the evidence of third parties, including speci-
alists, the axditor should relate the persuasiveness of the third

party evidence to: (para 3041)

i)

ii)

iii)

iv)

V)

The form which the evidence takes (oral or written)

The cbjectives and scope of the third party’s work in producing
the report which is to be used as andit evidence.

The degree of detailed explanation produced by the third party
and the ability of the axditor to understand and assess the
reasonableness of the methods and assumptions used.

The extent to which the third party might reasonably be
expected to have knowledge of the matters which are the subject
of the third party report. This includes an assessment of the
expertise and, if relevant, professional qualifications of the
third party.

The independence of the third party fram the enterprise.

-3]-
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If, after evaluating the persuasiveness of all the evidence obtained
in support of any conclusion, the auditor is of the opinion that
insufficient evidence has been cbtained, he should conduct further
adit work. Where the failure to cbtain sufficient assurance is the
result of errors or exceptions being found during substantive or

campl iance testing, the axditor should examine the reasons for the
occurrence of the errors or exceptions and these reasons should influ-
ence the nature and extent of further work.

(para 3042)

there sufficient audit evidence from the sources listed in
paragraph 3033 is not and oould not reasonably be expected to be
available in respect of any material matter, the asditor should
obtain written representations of management concerning the
matter in question. Such matters will mainly be those affecting
judgement and opinion or matters of fact where knowledge is
confined to management. After written management representations
have been obtained, the awditor must consider whether those
representations, together with such other audit evidence as he
has cbtained, are sufficient to enable him form a conclusion

on the matter in question. (para 3043)

When, and only vhen, after performing further audit work and, if
appropriate, obtaining the representations of management, the
auditor is of the opinion that either sufficient evidence does
not exist or is impractical to obtain regarding a material
matter, then the auditor must qualify his opinion or disclaim an
opinion in accordance with the Audit Reports Standard.

(para 3044)

(para 3539 follows)

-32-
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3.7 Adit Reports
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L 3.7.1 ADDRESSING THE AUDIT REPORT

| The auditor must identify those to wham his audit report is
- addressed.
{para 3539)

3.7.2 SCOPE OF AUDIT

The anditor must refer expressly to the scope of his audit in a
paragraph separately identified as the "Scope of Audit" paragraph
and to the following:

| (para 3540)

i}  the financial statements to which the audit report relates;

. ii} The persons with the overall responsibility for the prepara-
! tion of the financial statements;

; k[ iii) The attitude of such persons as far as placing at the auditor’s
s disposal all of the particulars and explanations called for;

iv) whether the financial statements have been audited in accord-
ance with the Auditing Standards pramulgated by the Saudi

L Arabian Institute of Chartered Accountants;

é v}  Whether he has been able to perform all the aidit procedures
that he considered necessary in the circumstances.

vi}  Whether he has been reasonably convinced to express an audit
opinion on the financial statements.

1B4 -34-
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3.7.3

3.7.3.1

3.7.3.2

1B5

EXPRESSION OF OPINION ' (para 3541)

The auditor must refer expressly to his opinion and state whether
he has obtained reasonable assurance that the financial statements
taken as a whole:

i) Give a fair view of the financial position at the period
erd and of the results of the operations, and sources and
applications of funds for the accounting period based upon
sufficient presentation and disclosure contained in the
financial statements in accordance with generally accepted
accounting standards appropriate to the particular circum-
stances of the business.

ii) Comply with the provisions of Company law, Articles of
BAssociation and any other such legal requirements with
regard to the preparation and presentation of financial
statements relevant to the enterprise.

If the auditor has no reservations which in his opinion materially
affect these matters, he must express an ungqualified opinion in a
paragraph separately identified as the "unqualified opinion"

paragraph. Examples of such an opinion are given in Nos. 1 and 2 "&u
of the Illustrative Audit Reports. j_ u‘mmcw '
Emphasis of a Matter (para 3542) /

If the auditor wishes to draw particular attention to some( funda

important condition or event which does mot affect his
opinion paragraph) 'the emphasis of a matter paragraph must be
separately identified as such ard must be introduced by a state-
ment "I/We draw particular attention to..... " followed by a
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recital of the relevant matters and any reference to information
contained in the financial statements that the auditor considers
to be necessary. The auditor must rnot use the emphasis of a

matter paragraph as a substitute for a reservation paragraph. An
exanple of such a paragraph is given in No. 3 of the Illustrative
Axdit Reports.

Reservations in the Auditor’s Report (para 3543)

The auditor must exercise judgement as to whether a reservation
of opinion is necessary and, if so, which type of reservation is
appropriate in the circumstances. A reservation of opinion may
be necessary as a result of one or more of the following circum-

dehicienties

i) Audit scope definitons;

stances:

ii} Accounting deficiencies;

iii) Uncertainties mot, relating to going concern;

Uncerlainites

iv) Uncertanties relating to going concern;

v} Noncanpliance with the requirements of the Company law or
the Articles of Association of the Enterprise, as relates
to the preparation and presentation of financial statements.

If the anditor concludes that a reservation of opinion is necessary,

he must:
{para 3544)

i}  Inform the reader of all of his reservations in a separate
paragraph following the "Scope of Audit"™ paragraph of his

~36—
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"Reservation(s)" paragraph; and
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ii} Express in a separate paragraph, following the "Reservation"

paragraph, a qualified opinion, an adverse opinion or disclaim

'Ldf/ntih an opinion as appropriate. This pargaph should clearly
he type of opinion expressed by the auditor or his
. disclaimer of ,an opinion.

- ), AM“C»SC"Pw iciencies

' “When audit scope deficiencies exist, the anditor would mot be

— able to determine whether the financial statements are free fram
material misstatements and/or anissions. If the axditor concludes
that the financial statements may be affected by possible material
adjustments that he might have determined had he been able to
apply all the audit procedures he considered necessary in the
circunstances, he should qualify his opinion or disclaim an
opinion on the statements taken as a whole,

(para 3545)

= vhen audit scope deficiencies exist, the auditor should express

a qualified opinion if he concludes that the financial statements
may be affected by possible material adjustments, unless, in his

. judgement, the effects on the financial statements of the possible
-' adjustments could be so pervasive or so material that he has no

basis for an opinion on the financial statements taken as a
wvhole. In the latter case, he should disclaim an opinion.

-

‘ {(para 3546)

~ vhen qualifying his opinion for an audit scope deficiency, the

auditor must:

i) Modify the "audit scope" paragraph by reference to the audit
scope deficiencies described in the reservation paragraph;

187 . -37-




S Gl S B e SO

asSSwr

ance ———>»

B)

1B8

ITING‘STANDARDS\' .
VANV

ii) Indicate clearly in the reservation paragraph how and, when

reasonably determinable, to what extent the financial state—
ments may be affected by possible adjustment.

iii)  Introduce his qualification with the phrase "Except for":
and '

iv) Using wording in his opinion paragraph that bases his qualification
on the effects of possible adjustments on the financial statements.

(form No. 9) (para 3547)

when the auditor is disclaiming an opinion on the financial
statements taken as a whole becuase of audit scope deficiencies,
the mr;ing of the disclaimer of an opinion paragraph of his
report must indicate that the disclaimer pertains to the auditor’s
inability to obtain reasonable to express an opinion on
the financial statements taken as a whole because of the possibple
material effects of the matters described in the reservation
paragraph. An example of a disclaimer of an opinion because of
audit scope deficiencies is given in No. 10 of the Illustrative
Audit‘Report.

(para 3548).

ACCOUNTING DEFICIENCIES

When the financial statements are affected by material accounting defi-
ciencies, the auditor should express a qualified or an aiverse opinion,
In either case, the axditor must include a reservation(s) paragraph in

his report to:

i) Provide a clear description of the accounting deficiencies; and
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ii) Indicate clearly how and to what exterit the financial statements
are affected by the accounting deficiencies and/or, if practicable,
provide any information which have been amitted but is considered
necessary for adequate disclosure.

(para 3549)

The auditor should express a qualified opinion if the financial statements
are materially affected by misstatements, inadequate or inappropriate
disclosures unless, in his judgement, the accounting deficiencies

render the financial statements misleading or virtually useless even

when read in oconjunction with his report. In the latter case, he should
express an adverse opinion. '

{para 3550)

The auditor should consider the financial statements misleading or
virtually useless if the effects of mi‘e-statanents, inadequate or inappro-
priate disclosures are:

i) So pervasive that the auditor is not able to describe clearly
how the financial statements are affected; or

ii) So material that they overshadow any clear description of how
the statements are affected.

When qualifying his opinion for material accounting deficiencies, the
auditor must:

i) Introduce his qualification with the phrase "Except for"; and

ii) Use wording in the opinion paragraph which bases his qualification
on the effects of the accounting deficiencies on the financial
statements.

(para 3551)
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Examples of qualified opinions for material accounting deficiencies
are given in Nos. 5 and 7 of the Illustrative Audit Reports.
(para 3552)

when the auditor expresses an adverse opinion on the financial state-
ments taken as a whole because of accounting deficiencies the wording
in the adverse opinion paragraph of his report must indicate that the
adverse opinion pertains to the effects of the accounting deficiencies
or the amission of the information described in the reservation
paragraph. An example of an adverse opinion adit report because of
inadequate disclosure is given in Nos. 6&8 of the Illustrative Audit
Reports. 2n example of an adverse opinion axdit report because of
significantw-material departures from generally accepted accounting
standards is given in No. 8 of the Illustrative Audit Reports.

{para 3553)

UNCERTAINTIES NOT' RELATING TO A GOING CONCERN

If the auditor concludes that the financial statements may be affected

1B10

by possible material adjustments that might have been determined had
the future outcome of the uncertainties been known, he should express
a qualified opinion or disclaim an opinion on the statements taken as
a whole. In either case, the axitor must:

(para 3554)

i) Provide in the reservation paragraph an adequate description of
the uncertainties; and

ii) Indicate clearly in the reservation paragraph how and, when

reasonably determinable, to what extent the financial statements
may be affected by possible ajjustments.
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When uncertainties not relating to a going concern exist, the auditor
should express a qualified opinion if he concludes that the financial
statements may be affected by material adjustments, unless, in his
judgement, the effects on the financial statements of the possible
adjustments could be so pervasive or so material that he has no basis
for an opinion on the financial statements taken as a whole. In the
latter case, he should disclaim an opinion.

(para 3555)

When qualifying his opinion for uncertainties not relating to a going
concern, the auditor must: {para 3556)

i) Introduce his qualification with the phrase "Subject to"; and

ii) Use wording in his opinion paragraph that bases the qualifica-
tion on the effects of possible adjustments on the financial
statements.

An exanple of a qualified opinion for uncertainties not relating to a
going concern is given in No. 11 of the Illustrative Audit Report.

When the auditor disclaims an opinion on the financial statements
taken as a whole due to uncertainties not relating to a going concern,
the wording in the disclaimer of an opinion paragraph must indicate
that the disclaimer pertains to the auditor’s inability to obtain
reasonable assurance to express an opinion on the financial statements
taken as a whole because of the possible material effects of the
uncertainties described in the reservation paragraph.

(para 3557)

An example of a disclaimer of an opinion due to uncertainties is given
in No. 12 of the Illustrative Audit Reports.
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D) UNCERTAINTIES RELATING TO A GOING CONCERN

A particular uncertainty exists when there are doubts as to the

ability of the enterprise to continue as a going concern. After con-

sidering the audit evidence on this subject the auwditor may conclude:

i)

ii)

iii)

1812

That he has obtained adequate awdit evidence to remove

the doubts that he had about the ability of the enterprise to
continue as a going concern. In such a case, the aditor should
mot medify his report because of any going concern consideration.

That, although doubt exists as to the ability of the enterprise
to continue, in his opinion, there is a reasonable probability
that the enterprise will continue and there is adequate disclosure
of all the relevant circumstances in the financial statements.

In such a case, he should not modify his opinion because of any
going concern considerations. However, he should draw the
reader’s attention to the relevant information in the financial
statements in an emphasis of a matter paragrapgh.

That, although doubts exist as to the ability of the enterprise
to continue, in his opinion, there is a reasonable probability
that the enterprise will continue but that management has
refused to disclose all the relevant circumstances adequately.
In such a case, the awditor should modify his report because of
inadequate disclosure. The modification of the audit report

involves:

a) The aidition of a reservation paragraph in which the auditor
must describe the circumstances that gave rise to the doubt

about the abllity of the enterprise to continue and disclose
the infommation that management has refused to disclose; and
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b) The expression of a qualified opinion or an adverse opinion,
as appropriate, because of the amission of the information

described in the reservation paragraph.

iv)  That substantial doubts remain sbout the enterprise’s ability to

continue. In this case, the auditor should disclaim an opinion
on the financial statements taken as a whole.

¥hen the anditor concludes that he should disclaim an opinion due to
uncertainties relating to a going concern, the reservation paragraph in
his report must:

(para 3559)

i) Provide a clear description of all the substantive reasons for
the substantial doubt @bout the ability of the enterprise to
continue; and

ii} Indicate clearly hlow and, when reasonably detemminable, to

1B13

what extent the financial statements may be affected by possible
adjustments.

vhen substantial doubts remain about the enterprise’s ability to
continue as a going concern, the auditor would mot be able to determine
vhether the financial statements should be adjusted or in what amcunt.
Accordingly, the wording of the disclaimer of an opinion paragraph of
his report must indicate that the disclaimer pertains to the auditor’s
ability to obtain reasonable assurance to express an opinion on the
financial statements taken as a whole because of possible material
effects of the matters described in the reservation paragraph. An
example of a disclaimer of an opinion due to uncertainties relating to
a going concern is given in No. 13 of the Illustrative Audit Reports.

(para 3560)
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E} NONCOMPLIANCE WITH THE COMPANY LAW OR THE ARTICLES

OF ASSOCIATION OF THE COMPANY THAT HAVE NO MATERIAL
EFFECT ON FAIR VIEW (para 3561)

When the auditor concludes, based on available evidence, that the financial
statements, taken as a whole, and in all material respects, give a fair
view but there has been moncampliance with the provisions of the Company’
Law and/or the Articles of Assiciation of the Company with regard to the
preparation and presentation of the financial statements, he should:

i) Set forth in a separate reservation paragraph the nature of the
noncampl iance with Company Law and/or Articles of Association;

ii) Express an unqualified fair view opinion on the financial state—
ments taken as a whole; and

iii) Qualify his opinion with respect to compliance with the Company
Law and/or Articles of Association that relate to the preparation and

presentation of financial statements.

An example of this report is given in No. 15 of the Illustrative Audit
Reports.

3.7.3.4 Signing and Dating the Audit Report

The auditor must sign the Audit Report and must insert next

to his name the mumber of his registration in the relevant list of
accountants entitled to perform an audit and indicate his qualifi-
cation either as a chartered or public accountant. No person
other than a partner in the same firm who is suitably qualified

to do so must sign an audit report on behalf of the auditor. The
auditor must not sign the audit report before he has obtained

1B14 -44-
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reasonable assurance about the contents of his report in accord-
ance with the requirements of the Auditing Standards and before
the financial statements as presented have been goproved by the
persons with overall responsibility for their preparation.

The date of the audit report should be the date of campletion of
the field work. The auditor must obtain reasonable assurance
that no events have occurred between the end of the period upon
which he is reporting and the date of his report which are not
properly disclosed or, if necessary, accounted for in the finan-
cial statements and which may have materially affected the fair
view given by the financial statements.

(para 3562)

Other Auditors

The auditor must not refer in his report to work performed by other
aditors. If the axditor expresses a joint opinion, both auditors
must sign the auxdit report.

(para 3563)
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ILLUSTRATIVE AUDIT REPORTS

EXAMPLE 1 UNQUALIFIED OPINION - COMPANY ACCOUNTS

AUDITORS ° REPORT TO THE ANNUAL GENERAL MEETING OF THE MEMBERS
OF X COMPANY LIMITED

SCCPE OF AUDIT

We have audited the statement of financial position of X Company
Limited as at XX and the related statements of incame, retained
earnings and sources and applications of funds for the year then
ended. The financial statements are set out on page x to x. In
accordance with article 123 of the Company Law, the overall
responsibility for the preparation of the financial statements is
that of management who has placed at our disposal all the parti-
culars and explanations called for., Our axdit has been performed
in accordance with the Auditing Standards and, accordingly s
included such audit procedures as we considered necessary in the

circumstances.

UNQUALIFIED OPINICN

In our opinion the financial statements, referred to above, taken

as a whole:

i) Give a fair view of the financial position of X Company
Limited as at XX and of the results of its operations, and
the sources and applications of its funds for the year then
ended, based upon sufficient presentation and disclosure
of the information contained in the financial statements in
accordance with generally accepted accounting standards,
appropriate to the particular circumstances of the business.
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Comply with the provisions of the Company Law and the Articles
of Association of the company with regard to the preparation
and presentation of financial statements by this company.
Signature

Licentiate No.

Date

- Pt l iy » g3 o
’ : io
\gro;gsmn@ @%lflf}t n
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EXAMPLE 2 - UNQUALIFIED OPINION - CCMPANY CONSOLIDATED
GROUP ACQOUNTS

AUDITORS* REPORT TO THE ANNUAL GENERAL MEETING OF THE
MEMBERS OF X LIMITED

SCOPE OF AUDIT

We have audited the consolidated statement of financial position
of X Company and its subsidiaries as at xx and the related
consolidated statements of income, retained earnings and sources
and applications of funds for the year then ended. The financial
statements are set out on pages x to x which form part of these
financial statements as prepared by the company. In accordance
with article 123 of the Company Law, the overall responsibility
for the preparation of the financial statements is that of manage-
ment who has placed at our disposal all the particulars and
explanations called for, Our aidit has been performed in accord-
ance with the Auditing Standards and, accordingly, included such
axdit procedures as we considered necessary in the circumstances.

UNQUALIFIED OPINION

We have obtained reasonable assurance that in our opinion the
financial statements, referred to above, taken as a whole:

i) Give a fair view of the financial position of X company and
its subsidiaries as at xx and of the results of operations,
and sources and applications of funds for the year then
ended, based upon sufficient presentation and disclosure
of the information contained in the financial statements
in accordance with generally accepted accounting standards,
appropriate to the particular circumstances of the business.
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Comply with the provisions of Company law and the Articles

of Association of the company with regard to the preparation
and presentation of financial statements by this company.

Signature

Licentiate No.

Date

50—
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EXAMPLE 3 - UNQUALIFIED OPINION AND EMPHASIS OF MATTER

AUDITORS *° REPORT TO THE ANNUAL GENERAL MEETING OF THE MEMBERS
OF X COMPANY LIMITED

SCOPE OF AUDIT

We have audited the statement of financial position of X Company
Limited as at xx and the related statements of incame, retained
earnings and sources and applications of funds for the year then
ended. The financial statements are set out on pages xx to xx.
In accordance with article 123 of the Company Law, the overall
responsibility for the preparation of the financial statements is
that of management who has placed at our disposal all the parti-
culars and explanations called for. Our audit has been performed
in accordance with generally accepted auditing standards and,
accordingly, included such andit procedures as we considered
necessary in the circumstances.

UNQUALIFIED OPINION

We have obtained reasonable assurance that in our opinion the
financial statements, referred to above, taken as a whole:

i) Give a fair view of the financial position of X Company
Limited as at xx and of the results of its operations,
changes in owners” equity and the sources and applications
of funds for the year then ended, based upon sufficient
presentation and the disclosure of the information contained
in the financial statements in accordance with generally
accepted accounting standards, appropriate to the particular
circumstances of the business.
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ii) Comply with the provisions of the Company Law and the
Articles of Association of the campany with regard to the
preparation and presentation of financial statements by this

company.

EMPHASTS OF MATTER

We draw particular attention to the statement in the directors”
report that net incame for the year ended xxx has improved by
180% and was mainly attributable to the industrial sector. As
disclosed in Note X to the financial statements, the comparative
fiscal period was only five months long; Net incame for the
industrial sector is reported in Note X as having been SR 200
million for the year ended xx compared with 100 million for the 5

months ended xxX.
Signature
Licentiate No.

Date
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EXAMPLE 4 - UNQUALIFIED OPINION: CONC‘UF&NCE WITH A DEPARIURE
FROM GENERALLY ACCEPTED ACCOUNTING STANDARDS

AUDITORS *° REFORT TO THE ANNUAL GENERAL MEETING OF THE MEMBERS
OF X COMPANY LIMITED

SCOPE OF AUDIT

We have audited the statement of financial position of X Company
Limited as at xx and the related statements of income, retained
earnings and sources and applications of funds for the year then
ended. 'The financial statements are set out on pages x to x. In
accordance with article 123 of the Company Law, the overall
responsibility for the preparation of the financial statements is
that of management who has placed at our disposal all the parti-
culars and explanations called for. Our audit has been performed
in accordance with the Auditing Standards and, accordingly,

such audit pfocedures as we considered necessary in the

circumstances.

UNQUALIFIED OPINION

We have obtained reasonable assurance that in our opinion the finan-
cial statements, referred to above, taken as a whole:

i) Give a fair view of the financial position of x Company
Limited as at xx and of the results of its ogperations,
changes in owners’ equity and the sources and applications
of funds for the year then ended, based upon #P4f sufficient
presentation and disclosure of the information contained in
the financial statements in accordance with generally
accepted accounting standards, appropriate to the particular
circumstances of the business.
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ii) Comply with the provisions of Company Law and the Articles of

Association of the company with regard to the preparation and
presentation of financial statements by this campany.

EMPHASIS OF MATTER

We draw particular attention to the accounting policy on long-term
contracts work-in-progress set out on page xx. Although this account-
ing policy does mot comply with generally accepted accounting
standards, we concur with this departure for the reasons disclosed

in Note X to the financial statements.

Signature

Licentiate No.

Date
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EXAMPLE 5 - QUALIFIED OPINION DUE TO THE QMISSION OF INFORMATION
NECESSARY FOR A FAIR VIEW

AUDITORS ° REPORT TO THE ANNUAL GENERAL MEETING OF THE MEMBERS
OF X COMPANY LIMITED

SCOPE OF AUDIT

We have audited the statement of financial position of X Company
Limited as at xx and the related statements of income, retained
earnings and sources and applications of funds for the vear then
ended. The financial statements are set out on pages x to x. In
accordance with article 123 of the Company Law, the owverall
responsibility for the preparation of the financial statments is
that of management who has placed at ocur disposal all the parti-
culars and explanations called for. Our adit has been performed
in accordance with the Auditing Standards and, accordingly,

such audit procedures as we considered necessary in the
circumstances.

RESERVATTON

On xxx the campany signed a loan &reement in the amount of SR
for the purposes of financing plant expansion. The
loan agyreement requires the company to maintain minimum working

capital in the amount of SR and restricts the payment
of cash dividends. At (date of financial statements), retained
earnings available for dividends amounted to SR . This

information was not disclosed in the financial statements. In
this respect, the financial statements are mot in accordance with

generally accepted accounting standards.
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QUALIFIED OPINION

In our opinion, except for the amission of the information des-
cribed in the reservation paragyraph, the financial statements,
referred to above, taken as a whole:

i) Give a falr view of the financial position of X Company
Limited as at xx and of the results of its operations,
sources and applications of funds for the year then ended,
based upon the sufficient presentation and disclosure of
the information contained in the financial statements in
accordance with generally accepted accounting standards,
appropriate to the particular circumstances of the business.

ii) Comply with the requirements of the Company Law and the

Articles of Association of the ccmpany with regard to the
preparation and presentation of the financial statements

by this campany.
Signature

Licentiate No.

Date
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EXAMPLE 6 - ADVERSE CPINION — OMISSION OF INFORMATION NECESSARY
FOR A FAIR VIEW {INADEQUATE DISCLOSURE)

ADDITORS ° REFORT TO THE ANNUAL GENERAL MEETING OF THE MEMBERS
OF X COMPANY LIMITED

SCOPE OF AUDIT

We have audited the statement of financial position of X Company
Limited as at xx and the related statments of incame, retained
earnings and sources and applications of funds for the year then
ended. The financial statements are set out on pages x to x. In
accordance with article 123 of the Company Law, the overall
responsibility for the preparation of the financial statements is
that of management who has placed at our disposal all the parti-
culars and explanations called for. Our audit has been performed
in accordance with Generally Accepted Auditing Standards and,
accordingly, included such audit procedures as we considered
necessary in the circumstances.

RESERVATION

On {date subsequent to the date of the financial statements) the
Company signed an agreement to sell substantially all of the assets

of its xx division for SR in cash subject to approval by the W

shareholders. Division xx accounts (foj 0% of the campany assets
as at xxx and has contributed 60% of its total revenues for the
year then ended. The accampanying financial statements do not
disclose this information. In addition, the campany has not
presented a statement of sources and applications of funds for

the year ended xx. In these respects, the financial statements
are not in accordance with generally accepted accounting standards.
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ADVERSE OPINICN

We have obtained reasonable assurance that, in our opinion, because
of the amission of the statement of sources and applications of
funds and the information referred to in the reservation paragraph,
the financial statements, referred to above, taken as a whole:

i) Do mot give a fair view of the financial position of X Company
Limited as at xx and of the results of its operations, and
sources and applications of funds for the year then ended,
based upon the sufficient presentation and disclosure of infor-
mation contained in the financial statements in accordance with
generally accepted accounting standards, appropriate to the
particular circumstances of the husiness.

ii) Do rot comply with the requirements of the Company Law and the
Articles of Association of the company with regard to the
preparation and presentation of the financial statements by
this campany.

Signature

Licentiate No.

Date
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EXAMPLE 7 - QUALIFIED OPINION - MATERIAL DEPARTURE FROM
GENERALLY ACCEPTED ACCOUNTING STANDARDS

AUDITORS®~ REPORT TO THE ANNURL GENERAL MEETING OF THE MEMBERS
OF X COMPANY LIMITED '

SCOPE OF AUDIT

We have audited the statement of financial position of X Company
Limited as at xx and the related statements of incame, retained
earnings and sourcegand applications of funds for the year then
erded. The financial statements are set out on pages x to x. In
accordance with article 123 of the Comapny law, the overall res-
ponsibility for the preparation of the financial statements is
that of management who has placed at our disposal all the parti-
culars and explanations called for. Qur audit has been performed
in accrodance with the Auditing Standards and, accordingly,
included such audit procedures as we considered necessary in the

circumstances.
RESERVATION

As explained in MNote X to the financial statements, the campany was

found liable for SR for non-fulfillment of certain construction
contracts., Management has advised us that they will not record the
amount wntil paid in . Failure to record the amount as a

current liability is not in accordance with generally accepted
accounting standards. Had the liability been recorded, net incame
for the year and retained earnings at the end of the year would
have been reduced by SR and working capital provided fram
cperations during the year and working capital at the end of the
year would have been reduced by SR .
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QUALIFIED OPINION

In our opinion, except for the effects of the ComPany's failure
to record the laibility described in the reservation paragraph,
the financial statements, referred to above, taken as a whole:

i) Give a fair view of the financial position of X Company
Limited as at xx and of the results of its operations,
changes in owners’ equity and the sources and applications
of funds for the year then ended, based upon the sufficient
presentation and disclosure of the information contained in
the financial statmeents in accordance with generally
accepted accounting standards, appropriate to the particular

circumstances of the business,

ii) Comply with the provisions of Company Law and the Articles of
Association of the company with regard to the preparation of
financial statements by this ccmpany.

Signature

Licentiate MNo.

Date
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EXAMPLE 8 - ADVERSE OPINION — DEPARTURE FROM GENERALLY ACCEPTED
ACCOUNTING STANDARDS

AUDITORS * REPCRT TO THE ANNUAL GENERAL MEETING OF THE MEMBERS
OF X LIMITED

SCOPE OF AUDIT

We have audited the statement of financial position of X Company
Limited as at xx and the related statements of incame, retained
earnings and sources and applications of funds for the year then
ended. The financial statements are set cut on pages x to x. In
accordance with article 123 of the Comapny Law, the overall res-
ponsibility for the preparation of the financial statements is
that of management who has placed at ocur disposal all the parti-
culars and explanations called for. Our adit has been performed
in accordance with the Auditing Standards and, accordingly,
included such audit procedures as we considered necessary in the

circumstances.
RESERVATION

As explained in Note X to the financial statements, commencing
this year the campany ceased to consolidate the financial state-
ments of its subsidiary companies because it considers this basis
to be inappropriate when there are substantial minority interests.
These investments are now accounted for on a cost basis. Under
generally accepted accounting standards, the existence of such
minority interest is not an acceptable reason for mot consoli-
dating the financial statements of subsidiary copanies with those
of the parent. Had oonsolidated financial statements been
prepared, virutually every account in, and the information
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provided by way of notes to, the accampanying financial state-
ments would have been materially different. The andited financial
statements of the subsidiaries reveal that, while the campany’s
proportionate share in the underlying book values is greater than
cost, substantial losses have been incurred in the current year
of which the company’s share on consolidation would approximate
SR .

ADVERSE OPINION

In our opinion, because of the material effects of not accounting
for the investment in subsidiary campanies on a consolidated
basis as explained in the reservation paragraph, the financial
statements, referred to above, taken as a whole:

L
i) Do not give a fair view of the financgbal position of the

comapny as at xx and of the results of its operations, and
sources and applications of funds for the year then ended,
based upon the sufficient presentation and disclosure of
information contained in the financial statements in accord-
ance with generally accepted accounting standards, appropriate
to the particular circumstances of the business.

ii) Do not comply with the requirements of Company Law and the Articles
of Association of the company with regard to the preparation and

presentation of financial statements by this campany.
Signature
Licentiate No,

Date
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EXAMPLE 9 - QUALIFIED REPORT - AUDIT SCOPE DEFICIENCIES

AUDITORS ° REPORT TO THE ANNUAL GENERAL MEETING OF THE MEMBERS
OF X COMPANY LIMITED

SCOPE OF AUDIT

We have aundited the statement of financial position of X Company
Limited as at xx and the related statements of income, retained
earnings and sourceSand applications of funds for the year then
ended. The financial statements are set out on pages x to x. In
accordance with article 123 of the Comapny Law, the overall res-
ponsibility for the preparation of the financial statements is
that of management who has placed at our dlspsal al} the part
culars and explanations called for. q@-:; ‘QuﬂTtml;a:‘been performed
in accordance with the Generally Accepted Auditing Standards and,
accordingly, included such audit procedures as we considered
necessary in the circumstances.

RESERVATION

The recent introduction of a computerized accounts receivable
system resulted in errors and, although the system deficiencies
causing these errors have row been rectified, management is
concerned about preserving custamer goodwill. As a result, we
were instructed not to cbtain confirmation of certain accounts
receivable totalling SR and were rot ale to satisfy
ourselves concerning the validity of these accounts by alterna-
tive means. Accordingly, we were not able to determine whether
any adjustments might be necessary to accounts receivable, sales,
net incame and working capital.
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QUALIFICATION OF OPINION

In our opinion, except for the effects of any adjustments which
we might have determined to be necessary had we been able to
confirm the accounts receivable specified in the reservation
paragraph, the financial statements, referred to above, taken as
a whole:

i) Give a fair view of the financial position of X Company
Limited as at xx and of the results of its operations, and
the sources and applications of funds for the year then
ended, based upon the sufficient presentation and disclosure
of the information contained in the financial statements in
accordance with generally accepted accounting standards,
appropriate to the particular ;ircumstances of the business.

ii) Comply with the provisions of article 123 of the Company
Law and the Articles of Association of the campany with regard

to preparation and presentation of financial statements by
this company.

Signature
Licentiate No.

Date
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8.2.4.10 EXAMPLE 10 - DISCLAIMER OF AN OPINION BECAUSE OF AUDIT SCOPE

275

DEFICIENCIES

AUDITORS ° REFORT TO THE ANNUAI, GENERAL MEETING OF THE MEMBERS
OF X CCMPANY LIMITED

SCOPE OF AUDIT

We have audited the statement of financial position of X Company
Limited as at xx and the related statements of incame, retained
earnings and sources and applications of funds for the year
then ended. The financial statements are set out on pages x to
x. In accordance with the provisions of article 123 of the
Comapny Law, the overall responsibility for the preparation of
the financial statements is that of management who has placed at
our disposal all the particulars and explanations called for.
Cur audit has been performed in accordance with the Auditing
Standards and, accordingly, included such audit procedures as we
considered necessary in the circumstances.

RESERVATION

We were not appointed auditors until after (year end date) and thus
did not observe the taking of physical inventories at either the
beginning of the year or the end of the year and were not able to
satisfy ourselves concerning inventory quantities by alternative
means. Also, our examination indicated serious deficiencies in
the accounting records and in the system of internal control. B2s
a consequence, we were unable to satisfy ourselves that all
revenues and expenditures of the campany had been recorded or
that the recorded transactions were proper. As a result, we were
unable to determine whether adjustments were required in respect
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of recorded or unrecorded assets, recorded or unrecorded liabili-

ties and the components making up the statements of incame,
retained earnings and sources and applications of funds.

DISCLAIMER OF AN OPINION

In view of the possible material effects on the financial state—
ments of the matters described in the reservation paragraph, we
do mot have reascnable assurance to express an opinion, and we do
mot express an opinion on the financial statements, referred to

above.
Signature

Licentiate Mo,

Date
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8.2.4.11 EXAMPLE 11 - QUALIFIED OPINION - UNCERTAINTIES NOT RELATING TO

277

A GOING CONCERN

AUDITORS® REPORT TO THE PARINERS COF X COMPANY LIMITED

SCOPE OF AUDIT

We have audited the statement of financial position of X Company
Limited as at xx and the related statements of income, retained
earnings and sources and applications of funds for the year

then ended. The financial statements and notes are set out on
pages x to x. In accordance with the provisions of article 123
of the Comapny Law, the overall responsibility for the preparation
of the financial statements is that of management who has placed
at our disposal all the particulars and explanations called for.
Oxr audit has been performed in accordance with the Auditing
Standards and, accordingly, included such audit procedures as we
considered necessary in the circumstances.

RESERVATION

As discussed in Note X to the financial statements on page x, the
accanpanying statement of financial position includes a receiv-
able stated at SR r which represents a claim against a
supplier for defective goods. The collectibility of this claim
receivable is not susceptible of reasonable estimation at the

present time,

QUALIFIED OPINION

In our opinion, subject to the possible effects, if any, on the
financial statements of the ultimate resolution of the collecti-
bility of the claim receivable discussed in the reservation
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paragraph, the financial statements, referred to above, taken as
a whole:

i) Give a fair view of the financial position of X Company
Limited as at xx and of the results of its operations,
changes in owners” equity and sources and applications of
funds for the year then ended, based upon the sufficient
presentation and disclosure of the information contained in
the financial statements in accordance with generally
accépted accounting standards, appropriate to the particular
circumstances of the business.

ii) Comply with the provisions of Company Law and the Articles of

Association of the company with regard to the preparation and
presentation of financial statements by this company.

Signature
Iecentiate No.

Date
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8.2.4.12 EXAMPLE 12 — DISCLAIMER OF AN OPINION BECAUSE OF UNCERTAINTIES

279

NOT RELATING TO A GOING CONCERN

AUDITORS ° REFORT TO THE ANNUAL GENERAL MEETING OF THE MEMBERS
OF X COMPANY LIMITED

SCOPE OF AUDIT

We have axdited the statement of financial position of X Company
Limited as at xx and the related statements of income, retained
earnings and sources and applications of funds for the year

then ended. The financial statements and motes are set out on
pages x to x. In accordance with the provisions of article 123
of the Comapny Law, the overall responsibility for the preparation
of the financial statements is that of management who has placed
at our disposal all the particulars and explanations called for.
OQur audit has been performed in accordance with the generally
accepted Auditing Standards and, accordingly, included such audit
procedures as we considered necessary in the circumstances.

RESERVATION

As discussed in Note X to the financial statements on page x, the
company is a defendant in product liability lawsuits totaling SR
____and is under investigation by various goverrment agencies
concerning safety aspects of its products. The ultimate outcame
of the lawsuits and investigations can mot presently be determined,
and no provision for any liability or impairment of assets
carrying value that may result has been made in the financial
statements.
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DISCLAIMER OF AN OPINION

In view of the possible material effects on the financial state—
ments of the matters described in the reservation paragraph, we
do rot have reasonable assurance to express an opinion and, we do
mot express an opinion on the financial statements, referred to
above.

Signature

Licentiate MNo.

Date
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8.2.4.13 EXAMPLE 13 - DISCLAIMER OF OPINION - UNCERTAINTIES RELATING TO

2al11

A GOING CONCERN

AUDITORS ° REFORT TO THE ANNUAL GENERAL MEETING OF THE MEMBERS
OF X COMPANY LIMITED '

SCOPE OF AUDIT

We have audited the statement of financial position of X Company
Limited as at xx and the related statements of income, retained
earnings and sources and applications of funds for the vear

then ended. The financial statements and notes are set out on
pages x to x. In accordance with the provisions of article 123
of the Comapny Law, the overall responsibility for the preparation
of the financial statements is that of management who has placed
at our disposal all the particulars and explanations called for.
Our audit has been performed in accordance with the generally
accepted Auditing Standards and, accordingly, included such audit
procedures as we considered necessary in the circumstances.

RESERVATION

As shown in the financial statements, the company incurred a net
loss of SR ____ for the year ended xx and has incurred substantial
net losses for each of the past x years. At (date of financial
statements) , current liabilities exceed arrent assets by SR
and total liabilities exceed total assets by SR . In
addition, in connection with a rote payable to a bank, the
company must comply with the provisions of the loan agreement. The
bank claims that during the year ended xx the company violated
certain of these provisions. On xx, the bank demanded immediate
payment of the outstanding balance of SR . These factors,
and others discussed in Note X to the financial statements on
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page x, indicate that the company may be unable to continue as a
going concern. Should the campany be required to liquidate its
assets, it is possible that it would not be able to realize the
recorded amounts of accounts receivables, inventories, fixed
assets and prepayment without substantial losses. The financial
statements do not include any adjustments relating to the recover-
ability and classification of recorded assets, or the amounts and
classification of liabilities that might be necessary in the
event the campany can not continue as a going concern.

DISCLAIMER OF AN OPINION

i
In view @( the possible material effects on the financial statements
of the matters described in the reservation paragraph, we do not have
reasonable assurance to express an opinion, and we do not express
an opinion on the financial statements, referred to above.

Signature

Licentiate MNo.

Date
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8.2.4.14 EXAMPLE 14 - MODIFIED DISCIAIMER BECAUSE OF UNCERTAINTIES

REIATED TO A GOING CONCERN AND A DEPARTURE FROM GENERALLY
ACCEPTED ACCOUNTING STANDARDS

AUDITORS ° REFORT TO THE GENERAL MEETING OF THE MEMBERS
OF X COMPANY LIMITED

SCOPE_OF AUDIT

We have audited the statement of financial position of X Company
Limited as at xx and the related statements of incame, retained
earnings and sources and applications of funds for the year

then ended. The financial statements and notes are set out on
pages x to x. In accordance with the provisions of article 123
of the Comapny Law, the overall responsibility for the preparation
of the financial statements is that of management who has placed
at our disposal all the particulars and explanations called for.
Our audit has been performed in accordance with the generally
accepted Auditing Standards and, accordingly, included such audit
procedures as we considered necessary in the circumstances.

RESERVATIONS

1)  UNCERTAINTY

Continuation of the company’s activities depends upon a
successful outcane to current negotiations between the
management of the oompany and various banks for loans of
SR million as explained in Note X to the financial
statements on page x. The financial statements have been
prepared on the basis that the company will be able to
ocontinue. Should the campany be required to liquidate its
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assets, it is possible that it would not be able to

realize the recorded amounts of accounts receivable,
inventories, fixed assets and prepayments without substantial
losses.

ACCOUNTING DEFICIENCY

No provision has been made for depreciation on certain items
of plant and machinery acquired during the year ended

(date of financial Statements). Generally accepted account-
ing standards require depreciation to be provided on a
systematic basis over the useful life of such fixed assets.
The effect of not providing depreciation on these assets
has been to reduce the campany’s net loss for the year
ended (date of financial statements) by SR~ and to
increase its net assets as at year end by the same amount.

DISCLAIMER OF AN OPINION

{

In view of the possible material effects on the financial state-
ments of the matters described in the first reservation paragragh,
we do rnot have reasonable assurance to express an opinion, and we
do ot express an opinion on the financial statements, referred

to above.

Signature

Licentiate No.

Date
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8.2.4.15 EXAMPLE 15 - QUALIFIED OPINION BECAUSE OF NON COMPLIANCE WITH

THE CCMPANY LAW AND/OR ARTICLES OF ASSOCIATION THAT HAS NO
MATERIAL EFFECT ON FAIR VIEW

AUDITORS * REFORT TO THE ANNUAL GENERAL MEETING OF THE MEMBERS
OF X COMPANY LIMITED

SCOPE OF AUDIT

We have audited the statement of financial position of X Company
Limited as at xx and the related statements of income, retained
earnings and sources and applications of funds for the year

then ended. The financial statements and notes are set out on
pages x to x., In accordance with the provisions of article 123
of the Comapny Law, the overall responsibility for the preparation
of the financial statements is that of management who has placed
at our disposal all the particulars and explanations called for.
Our audit has been performed in accordance with the generally
accepted Anditing Standards and, accordingly, included such awdit
procedures as we considered necessary in the circumstances.

RESERVATIONS

As required by Company Law, the Articles of Association of the
company specify the manner of remunerating directors and include
a provision that each director shall be paid 1/2% of net incame
of the campany in addition to his specified salary. Provision
has been made in the financial statements for such sums payable
to three of the directors but mot to the other directors.
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QUALIFIED OPINION

In our opinion the financial statements, referred to above, taken

as a whole:

i)

7<

ii)

give a fair view of the financial position of X Company
Limited as at xx and of the results of its operations and
sources and applicationSof funds for the year then ended,
baséd upon the sufficient presentation and disclosure of
information contained in the financial statements in accord-
ance with generally accepted accounting standards, appro-
priate to the circumstances of the business.

Except for the rnon campliance relating to the matters
referred to in the reservation paragraph, comply with the
provisions of Company Law and the Articles of Association
with regard to the preparation and presentation of
financial statements by this campany.

Signature

Licentiate No.

Date
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PREFACE

HISTORICAL REVIEW OF THE PROJECT

o

In mid 1399H a discussion was held with HE Mr. Yousaf Al-Hamdan, the Deputy
Minister of Commerce, with regard to the condition of the aditing profes-
sion in Saudi Arabia and aspects of its development. At that time the
situation seemed critical and disclosed certain deficiencies which

would impact the econcmic and financial activities in the country. The dis-
cussion concluded with an agreement on the necessity of taking practical
measures to remedy such deficiencies and to develop the auditing profession
in a manner that would enable auditors cope with the radical changes that
took place in this field. Three months later the ideas referred to in this
discussion were further elaborated with HE the Minister of Commerce Dr.
Sulaiman Al Saleem whereby it was determined that the public accounting
profession in Saudi Arabia is rot keeping abreast with the changes that the
country is undergoing. However, deficiencis were mot determined for areas
concerned to be able to handle them in a proper manner,

To determine such deficiencies in general in order for the Ministry to take
appropriate measures to seek the means of developing the profession of
public accounting, Al-Rashed firm formed a team of researches, with the
participation of Dr. Abd\#llah Al-Faisal fram King Saud University, to
conduct a preliminary survey in order to detemmine the status quo of the
Public Accounting Profession. The results of this study were summed up in
a memorandum which specified the major deficiencies in the conduct of this

profession,

This memo was used as a basis for discussions with the areas concerned at
the Ministry who confirmed that this preliminary study reflects in a
general manner all the deficiencies in the public accounting profession and
is deemed to be a suitable starting point for a project that would handle
the issue of developing this profession. Al-Rashed firm was requested to
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prepare a proposal for this project which would take into consideration the
possibility of making use of the experience of other countries and the
specific circumstances of the Kingdom.

Al-Rashed firm prepared a camprehensive proposal for a three phased project
that would cover the standards relevant to public accounting, auditing and
a comprehensive internal organisation and development of the accounting

profession in general.

This proposal was further discussed with the authorities oconcerned at the
Ministry and it was deemed suitable to handle the issue of development of
the accounting profession in two phases as follows:

PHASE I

Following a detailed study by the Ministry of Commerce of the proposal
submited by Al-Rahsed, the Ministry cammissioned the firm to conduct the
canparative study, that is , phase one of the project. Three foreign
countries had to be selected for this comparative study. To make the
selction, nine countries were identified and classified into three
groups based on the state of development of their accounting profession;
similarities of their economic circumstances to that of the kingdom and the
ability of Saudi Arabia to benefit fram their established organizations.

The three groups were as follows:

The First Group: U.S.A., England and Canada
The Second Group: France, West Germany and Sweden
The Third Group: Tunisia, Venezuela and Brazil

The USA, West Germany and Tunisia were selected for the comparative study.
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AUDITING STANDARDS

The comparative study consisted of:

i) Review of authoritative pronouncements, laws and regulations
of the three countries which relate to:

a) Accounting standards and financial reporting requirements;
b}y Auditing standards and auditing requirements;

c) Professional ethics; and

d) The organization of the accounting profession.

ii) Interviews with officials of the institutes representing the
accounting profession in the three countries.

iii) Analysis of data gathered as a result of the previous two
stem.

iv) The preparation of a comprehensive report in Arabic setting
forth: '

a) A comparison of the organization of the accounting
profession; the authoritative standards and pronounce-
ments that govern financial reporting and auditing;
and the code of professional ethics in the three
countries.

b) ‘Tentative conclusions as to the implications of the
study to the development of the accounting profession in
Saudi Arabia.

The comparative study report was submitted to the Ministry of Commerce.
After review of the report, the Ministry of Commerce held discussions

2A20 -80-
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the firm to determine the most appropriate approach for the execution

of phases two and three of the project. The approaches were considered

as follows:

2821

APPROACH ONE:

Combine phases two and three in one comprehensive study to develop
recammendations for a highly regarded accounting profession that would
cope with the development in other areas in the Kingdom and accommo-
date the best available in other advanced countries. However it was
contemplated that combining the two phases required substantial effort
and field survey in order to specify the beneficiaries fram the
financial statements in the Kingdom, the information required by them
to make their decisions and the extent of the accounting profession’s

capability to provide such information.

APPROACH TWO:

Limit phase two to the development of recammendations that would
address the most immediate rquirements. Specifically, limit this
phase to developing recommendations with respect to auditing standards,
the organization of the accounting profession, the code of professional
ethics, objectives of financial statements of businss enterprises, the
basic concepts of financial accounting for business enterprises and
the general presentation and disclosure standard, because the account-
ing profession in Saudi Arabia required immediate organisation.

After careful consideration of the two approaches, a contract was
signed between the Minsitry of Commerce and the f£irm on 11.10,.14028 to
proceed with phase two of the project in accordance with the second
approach described above.
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PHASE 11

The Ministry reviewed the results of phase one of the project and selected
the second approach which copes with current circumstances in the Kingdom.
This approach covered the following aspects of the accounting profession:

1. Selected subjects from financial accounting which cover the
following:

a) Determine the objectives of financial accounting.

b} Select and define the most important concepts of
financial accounting.

¢) Prepare standards of presentation and general disclosure.

2, Auditing Standards

3. Internal Organisation of the accounting profession.

A) METHOD OF IMPLEMENTATION

Extensive research was made and a variety of methods were explored to
determine the best approach for the implementation of this phase in
order to arrive at recammendations suitable to the existing circumstan-
ces in the Kingdom within a reasonable time frame and to establish

a basis for continuous development with the assistance of national
calibre who are capable of updating such recammendations. Due care
and attention ﬁas taken to involve technical experts from the selected
countries who master the Arabic language. Saudi professors and advisors
were also invited to review the recammendations of the experts.
Al-Rashed firm’s top management, particularly Messrs Abdul Aziz
Al-Rashed and Yousaf Al-Mobarak have extended all possible efforts to
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organize the work of both the experts and the advisors. Experts from
other Arab countries were also called to assist with respect to other
aspects of the project.

The proper organisation and coordination of work among the participants
(experts, advisors, management personnel and Arab experts) has contri-
buted to the achievement of the stated objectives of the project.

The project has been divided into three major parts, each of which was
assigned to a team of experts under the supervision of an advisor.
Following is an overview of the method of implementation of this
project and its effect on the final recamendations.

1. A number of meetings were held among team members and
advisors to prepare a background paper setting forth the
status quo of the accounting profession and laws and
requlations which cover this profession and the audit of
financial statements in the kingdom. fThis paper was
prepared in both Arabic and English and referred to the team
members who were instructed to take the information stated
therein into consideration in preparing the initial drafts
for each part of the project.

2. Visits to the kingdom were arranged for team members on as
many occasions as practically possible to get acquainted with
the accounting profession and its environment and to conduct
actual case studies which relate to their respective areas
of responsibilities,

3. Upon deliberate and in~depth study of all aspects of the
project and visits to a number of specialized institutes in
this field and deliberations with reference to their experi-
ence and work enviromment, it was decided that the suitable
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approach to implement this projec't is to divide it into the
following segments:

a) The study of selected subjects in financial accounting,

including:

o bjectives of financial accounting

o) Basic concepts in financial accounting
o General presentation and disclosure

These issues were handled by the following experts:

1.

Dr. Sabry Beakal, Ph.D. in accounting, 1968

and an affiliate of the American Institute, with
11 years of experience in teaching accounting and
auditing in the U.S.A. vwhere he has been pramoted
to the level of a full professor and head of the
accounting department at the Uhiversity of
Minnesota, St. Claude. Dx. Heakal has 5 years of
experience as the partner in-charge with the
technical aspects of accounting and auditing in
one of the major accounting and auditing campanies
in the thited States. Dr. Heakal also contributed
to the various activities of the American Insti~
tute of Accounting and has recently been appointed
as a member in one of the technical committees of

this institute.

Dr. Mohamed E. Mostafa: Ph.D. in Accounting
Tlinois University, 1965 with a number of
research works and publications in a variety of
academic subjects of international concern. UDr.
Mostafa conducted a research work for the thited
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Nations on the use of accounting data in indus-
trial projects in developing data in industrial
projects in developing . Dr. Mostafa has
been holding the position of advisor to the
International Labour Organisation since 1975.
Most of Dr. Mostafa“s research work is devoted to
the development of financial accounting. With
respect to academic career, Dr. Mostafa was
pramoted to a rumber of posts in the US. Universi-
ties and now occupies the post of the dean of the
school of business administration in California
State University.

Dr. abdul Relman I. Al Homaid, advisor, PhD. in
acoounting with diversified experience as advisor
to a mumber of govermment agencies and academic
career in King Saudi University until he has been
recently pramoted to the post of the head of the
accounting department in the faculty of adminis-
trative sciences.

Auditing Standards, which cover: Planning, Control,
Recording, Evidence, Reporting and relevant procedures.,
These areas were handled by the following team members:

1.

Mr. David Hatherly holds a Master’s degree in Account-
ing and is an affiliate of the British Institute of
Chartered Accountants. Mr, Hatherly is presently

a member of the technical division for account-

ing and awditing research at the Institute of
Chartered Accountants in Scotland. He has 11

years of experience in accounting, auditing and
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3.

field work with a major accounting company. Mr.
Hatherly also wrote a book on the "Collection of
Evidence for Auditing".

Mr. Peter Skuze, Licentiate in Law and an affi-

liate of the British Institute of Chartered Accountants.
Mr. Skuze is a partner in charge of the technical
aspects of accounting and auditing in a medium

sized company. He represented his company in the
discussions held to finalize the draft recommenda-
tions relevant to the auditing standards prepared

by the British Institute of Chartered Accountants.

Mr. Skuze has over 13 years of experience in the

fields of accounting and auditing.

Dr. Abdullah Al-Faisal, Advisor, PhD in Accounting,
with more than four years of experience as professor
of accounting at King Saud University. Dr. Al-Faisal
is a part-time consultant to a large rumber of
goverrment agencies. He has been acquainted with this
project since its initial stages of development.

c) Internal organisation of the accounting profession, which
was handled by the following team members:

1.

Mr. Ivan Q. Bull, affiliate of the American Institute
of Certified Public Accountants and Chairman of

the board of directors of said institute in 1976.

Mr. Bull was also head of the conmittee in charge

of the affairs of small businesses at the American
Institute of Certified Public Accountants and a
member of the executive committee in charge of the
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operations of this institute and the adhoc committee
formed to study the problems confronting the
acocounting profession in.Saudi Arabia which
developed into the council presently in charge of
issuing the accounting and auditing standards.
Mr. Bull is also a member of the cammittee in
charge of the preparation of consolidated financial
accounts for the federal goverrment of the United
States. Mr. Bull has over 35 years of experience
in the fields of accounting and auditing. The
latest post in his career was the partner and
managing director to one of the major accounting
and auditing companies in the United States.

Mr. Wallace E. Olson, affiliate of the American
Institute, deputy chairman of the baord of directors
of the A.I.C.P.A. (1972-1973)jhead of the executive
camittee and managing director of the Institute
(1973-1988), head of the division incharge of the
code of ethics of the accounting profession formed
by the A.I.C.P.A. (1970-1972), and a partner
(managing director) of a major accounting and
auditing company in the United States.

Dr. Abdullah Al-Moneef, Advisor, PhD. in accounting,
part time consultant to many goverrment agencies
and professor of tax accounting at the faculty of
administrative sciences.

Each team had to prepare and submit to the fimm a
preliminary draft of recaommendations.

The preliminary draft of each team was reviewed by
Mr. Al-Rashed and his advisory group.
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The preliminary draft was returned to each team

after review with suggested additions, changes and
deletions.

A meeting chaired by Mr. Al-Rashed was held in Riyadh from
8.1.1403H to 12.1.14034 attended by all team members,
the advisory group and several members of the firm to
discuss the second draft of the recamwmendations.

An overview presentation of draft recommendations

was made to HE the Minister of Commerce, HE the Deputy
Minister of Commerce and other officials concerned from
the Ministry. The meeting was also attended by their
excellencies the Minister and Deputy Ministers of
Finance, as well as the Governor and Deputy Governor
of SAMA. The significance of this meeting was mani-
fested in clarifying the appropriate trends and giving
the firm an impetus through asserting that authorities
concerned are giving due care and attention to the
accounting and auditing profession.

Tean members and the advisory group held further
meetings to discuss the results of their presentation
held on 10.1.1403 and team members were instructed to
adjust their draft recammendations as necessary in
accordance with the results of the Riyadh meeting. Cne
of the experts was commissioned to read the adjusted
draft recammendations in their final form.

The final draft recommendations were handed to areas

concerned and reviewed by the advisors in Al-Rashed
firm. A meeting was then held by the areas concerned
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and advisors in Al-Rashed office and attended by
Dr. Sabry Heakel to discuss this revised copy of the
draft recammendations.

Another general meeting was held at the Rivadh

Hyatt Regency for a few days to finalize the revised
copy of the draft recoammendations. This meeting

was attended by the persons concerned at Al-Rashed
firm, the advisors and Dr. Sabry in order to discuss
the results of the three teams’ revisions of the said
draft recammerdations.

Team members were then called in for further discussion
with the advisors and Al-Rashed personnel concerned.
This discussion resulted in further ramifications

of the final product.

On 9.6.1403H a meeting was held in Riyadh attended
by the advisors, Dr. Sabry and Al-Rashed personnel
concerned. In this meeting, all aspects of the
project were discussed and issues left from the
previous meeting were tackled. Each advisor was
assigned a certain segment of the project in order
to ensure its adaptability to the circumstances of
the Kingdom in general and the present condition
of the accounting profession in particular, and to
verify its accuracy from the technical point of
view, clarity of style, general consistency and
feasibility of gpplication in Saudi Arabia.

During this period, the various stages of the project
were translated into Arabic, reviewed by the respective
experts and handed over to the advisors and other
experts at Al-Rashed firm for final review.
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The Ministry of Comneré:e forwarded this study to
the govermment areas concerned and to a selected
group of certified public accountants to seek
their advice and opinion accordingly.

The rotes received and were summarised and the
study was adjusted in accordance with the suggestions
that the Ministry deemed to be acceptable.

Ministerial Resolution No. 692, dated 28.2.1406 was
finally issued to approve this study which is
concerned with the objectives and concepts of
financial accounting, and the standards of presenta-
tion and disclosure, and to consider them as an
official reference and guidelines to all certified
public accountants who are licensed to practise
this profession in Saudi Arabia.
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INTRODUCTION

Following is a brief description of the scope of auditing standards
which will help the reader appreciate the recammendations relevant to
the application of each of these standards.

(para 101)

WHY ARE AUDITING STANDARDS NEEDED

Professors Stamp and Moonitz in their study of "International Audit-
ing Standards", 1979, p. 29 stated the overall objective auditing
standards as follows:

"...the primary function of the aditor is to lend credibility to

the financial statements prepared by management. But if the auditor’s
opinion is to do this it follows that the auditor himself must have
credibility as an independent, objective and expert judge of the
fairness of financial statements. BAuditors’ reports are relied upon
by outstiders who need to have sufficient confidence in the auditor to
be willing to rely upon his opinion.

{para 102)

Thus, if the function of the aditor in lending credibility to financial
statements is to be confirmed, the cutsiders who rely upon his opinion
must be able to judge what the audditor’s opinion means and how useful it
is likely to be. So the auditing profession itself needs a set of
auditing standards, in order to lend credibility to the role of the
auditor and his functions in much the same way that the work of the
auditor lends credibility to management’s financial statements.

In other words, if outsiders are to rely on the work of an aditing
profession, it is necessary for the profession to have an dcbjective
and impressive set of standards that are clearly accepted and enforced
by all members of the profession.
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This fact has long been recognized in the Uhited States, where a set
of auditing standards were adopted by the profession as long ago as
1948, Several other countries have also adopted a formal set of
auditing standards, including Japan, Australia, Canada and most
recently Germany."

(para 103)

Thus the reason for auditing is to add credibility to financial
statements and this can only happen if the work of auditors is highly
regarded. The purpose of auditing standards is to ensure that the
work of auditors is highly regarded but auditing standards can only
achieve this objective if they are clearly understood and enforced by
all the awditors concerned. Execution and enforcement are essential
to the success of any auditing standards and these are seen as two
crucial issues to be dealt with, given appropriate legal backing, by
the proposed Saudi Institute.

(para 104)

Since Professors Stamp and Moonitz conducted their study, the thited
Kingdom profession has issued a set of auditing stndards to add to
those of the professions of Japan, Australia, Canada, Germany and the
thited States. It is significant that the need for axditing standards
has been felt so widely and given that the Saudi econamy is both large
and fast developing it is appropriate to consider whether there is a
need for Saudi auditing standards to establish both nationally and
internationally the credibility of auditing in Saudi Arabia. We
believe that there is such a need. Credible auditing is necessary if
there are to be credible financial statements which are in turn
essential if there is to be proper allocation and control of resources.
This is as important in Saudi Arabia as it is in other major econcmies.

(para 105)
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WHAT ARE THE AUDITING STANDARDS ABOUT

For an audit to properly add credibility to financial statements, the
reader of those financial statements must:

i) Believe that the auditor is a man of integrity and that
he is sufficiently independent of the management of the
enterprise to reach an objective opinion on the financial

statements produced by management.

ii) Believe that the auditor is a man of sufficient experience
and education in matters of finance, accounting and
auditing, so that his opinion on the financial statements
is worth having.

iii) Believe that the auditor has obtained sufficient evidence
on which to base his audit opinion.

iv) Clearly understand the audit opinion expressed in the
aditor’s report,

Since there is at present no Saudi Institute of Accounting and, there—
fore there are no Institute statements on auditing, it is necessary
to go to Saudi law to sée whether these four requirements are currently
given proper recognition. It is found that Saudi Arabian law already
recognizes the importance of the integrity and independnce of the
auditor and the importance of proper education and training for the
auditor. For example, Article 131 of The Company Law prohibits the
auditor from taking part in organizing the campany, being a director
thereof, or performing any technical or administrative work for the
company, even in an avisory capacity. In addition, the aditor is
required to perform his functions in a faithful, honest and serious
manner and rnot to divulge any confidential matters to which he becames
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privileged. Furthermore, an auditor may not be a partner, or employee
or be related within four degrees of consanguinity to any founder or
director of the company.

(para 107)

On the question of education and training, Article 2 of the Law of
Chartered Accountants wets out the requirements which must be met
before a person can became a registered article clerk. Similarly,
Articles 3 and 4 deal with the eduction and training requirements of
a Public Accountant and Articles 5 and 6 with those of a Chartered

Accountant.
(para 108)

Althouwgh the Saudi Company Law guarantees the awditor’s right of

access to any data deemed necessary to form an axdit opinion, it did not
specify the quality and degree of sufficiency of evidence that must be
acquired by the axditor. This is a gap that must be bridged by
auditing standards. Company Law has rnot also treated, in sufficient
detail, the form and content of the aditor’s report. For example,
article 132 of this law states that the auditor shall submit a report
to the annual general assembly of the shareholders in which he refers
to the attitude of the campany’s management in providing the required
data and clarifications and in clearing the irregularities disclosed by
the auditor as a result of deviation from campany law in general and
the by-laws of the campany being audited in particular. Such informa-
tion will be the basis for the auditor’s judgement whether the financial
statements fairly present the financal position of the company.

However this article did mot explain other important matters relating
to the auditor’s report (for example, circumstances which should

lead to a qualified report and the form of such qualification....etec.).

%'\*uditing standards on the other hand, give detailed explanation of the

2B4

requirements that should be considered in the auditor’s report on
financial statements. ,
(para 109)
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WHO ARE THE AUDITING STANDARDS FOR

The ultimate beneficiaries of auditing standards are the competent
readers of the financial statements and relevant auwdit report. The
statement of objectives of financial accounting defines the readers of
financial statements as investors, present and prospective creditors,
importers, clients, employees, besides government departments concer-
ned which depend to a great extent on the financial statements of
firms for legal purposes, such as tax/zakat collection, determination
of goverment subsidies needed by the firm or even to determine the
trend of national ecomomic activity.

However, it is important to distinguish the beneficiaries of auwditing
standards from those to whom the auditing standards are addressed.
Auditing standards are addressed to the community of licentiate
accountants in Saudi Arabia. They are written in terms designed to be
understood by the reasonably competent and reasonably educated auditor.
It is he who has to put the standards into operation and he does = by
judgementally selecting procedures which both meet the required standards
and are appropriate to the circumstances of the particular client.

(para 110)

THE DISTINCTION BETWEEN THE AUDITOR OF FINANCIAL STATEMENTS
AND OTHER ACTIVITIES PERFORMED BY AN AUDITOR

We believe that the primary purpose of an audit is to add credibility
to financial statements. We define an audit as "The expression of
opinion by a duly qualified and properly appointed person based on
reasonable assurance as to whether the financial statements of an
enterprise, taken as a whole, give a fair view of the financial
position of the enterprise and of the results of its operations and
other changes in its financial position and comply with the require-
ments of the Company Law and the Articles of Association of the
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Enterprise with regard to the preparation and presentation of financial

statements.”

The principal factor which influences the credibility of financial
statements is the auditor’s opinion as to whether or mt those finan-
cial statements give a fair view. The proposed Saudi standards are
primarily directed toward the formation of this audit opinion,

(para 112)

It is important to distinguish the formation of an opinion on the
financial statements from other activities which may be performed by
the auditor, since under the Saudi Company Law the aiditor must
ascertain compliance with many of the provisions of the Articles of
the Company Law that are mot directly related to the financial state-
ments. For example, under Article 138, the anditor has a legal
responsibility to prepare and certify a statement of the origin of the
debt that is settled through the issuance of new shares and under
Article 142 the auditor’s responsibility extends to cover the reduc-
tion of the company’s capital by setting forth in a report the reasons
necessitating the reduction, the liability of the company and the
effect of the reduction on the liabilities., Although such activities
are undertaken by the auditor they should be distinguished from the
audit of financial statements which is the activity to which auditing
standards relate.

(para 113)

SCOPE OF AUDITING STANDARDS

An audit report comprises the expression of an opinion on the financial
statements of an enterprise by a duly qualified and properly appointed
independent auditor following his examination of the enterprise’s

financial statements. Campany Law requires certain corporate entities
to submit audited financial statements to an annual general meeting of

-96-



.

BN el

I

S . o .

.

\%mﬁw@'\smumms\}’
7N J T T

shareholdes or partners; the rules of certain other associations may
require the financial statements to be audited. The axditing Standards
apply whenever an auditor is engaed to express an opinion on the
financial statements of an enterprise.

(para 114)

7. AUDITING STANDARDS AND AUDIT THEORY

Auditing standards prescribe the basic principles which must be followed
in the course of an audit. BAs such, they may be used as a benchmark
against which the competence of an individual auditor and the quality
of his work can be judged. Auditing theory provides the justification
bmd explanation of the reasons for such prescribed principles. The
‘w‘ details of auditing theory are to be found in textbooks of auditing.
5‘ The explanatory fon.éefeds to the auditing standards provide a link or
bridge between the aditing standards and the underlying theory of
auditing by providing a further explanation of the thinking behind the
standards and a guide to their interpretation for reasonably competent
auditors who are qualified to practise in Saudi Arabia.

{para 115)

8. AUDITING STANDARDS AND AUDIT PROCEDURES

Auditing standards prescribe principles which are of universal appli-
cation on all audits, but they do mot specify auditing procedures in
detail. Such procedures are selected judgementally by the licentiate
accountant so as to apply the standards in the circumstances of his

particular client, Hence, auditing standards are of wmiversal appli-

3‘0‘,&,5@( cation but auditing procedures may vary from client to client.

Although the explanatory forw@rds do mot give listings of audit proce-
dures such as might be found in an audit manual, they do give helpful
illustrative examples of how auditing standards may be gpplied. These
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illustrative examples can be thought of as giving a link or a ‘bridge’
between the standards and the typical audit manual containing details
of auxdit procedures.

(para 116)

DEGREE OF COMMITMENT TO AUDTIING STANDARDS

Texts of auditing standards contain varying degrees of commitment.
Where an Auditing Standard prescribes that the aunditor “should” apply
a particular principle, the awxditor must use his judgement as to
wvhether such a principle is appropriate or whether an alternative
would be more appropriate due to especially unusual circumstances. In
the latter case, the auditor must always record the justification for
his decision., Where an Auditing Standard prescribes that the auditor
‘must” apply a particular principle, the auditor is subject to a
mandatory requirement in that respect.

(para 117)

SCOPE OF AUDITING STANDARDS

Auditing standards are divided into three main categories, as follows:

(para 118)

GENERAL STANDARDS

These general standards relate to the basic principles which
govern aspects of professional qualification, neutrality, object-
ivity and independence of the auditor. They also relate to the
degree of professional care required for the implementation of
audit procedures. This category is subdivided into the following

three standards:
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A) Standard of proficiency
B} Standard of neutrality, objectivity and independence
C) Standard of due professional care
(para 119)
10.2 STANDARDS OF FIELD WORK

These standards relate to the basic principles which govern the
formation of a sufficient basis for the expression of an audit

opinion on the financial statements. This category is subdivided
into the following three standards:

(para 120)

A)

B}

9

2B9

STANDARD OF PLANNING:

This standard relates to the basic principles for the
planning of the audit function.

STANDARD OF OONTROL AND RECORDING:

This standard relates to the basic principles of
control, supervision of the audit function, the record-
ing of its procedures as well as the evidence obtained
by the auditor.

STANDARD OF EVIDENCE:

This standard relates to the basic principles for the
collection of evidence required for the expression of
an opinion in the financial statements and the location
of sources of such evidence.
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STANDARD OF REPORTING

This standard prescribes the basic pricniples which control the
contents of the report that must be prepared by the external
axditor on the financial statements, the format of this report
and the reservations or qualified opinion expressed in this
report, if any.

(para 121)

ASPECTS OF THE AUDIT FUNCTION NOT COVERED BY THE AUDIT STANDARDS

There are certain aspects that were rnot specifically covered by audit
standards, mainly for the sake of being concise at this stage of
standard development. Some of these aspects which still need to be
developed are as follows:

(para 122)

Duties of the chartered accountant when he discovers certain
accounting errors in the financial statements after the audit

report has been issued.

The duties of chartered accountants relevant to the procedures
which should be followed to cbtain a letter from the client’s
legal counsel which gives clarification of any existing or expected
legal suits or claims which may leave an impact on the financial
statements and the auditor’s report.

'Accountability of the chartered accountant towards the financial
statements of previous years that are used for camparative purposes.

The procedures to be followed by chartered accountants when
requested to reissue their audit reports.
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Methods of determining the level of materiality for the purpose
of audit tests, the degree of validity of audit test results, and
the relationship between the level of materiality and validity on
the one hand and the size of sample which is subject to the audit
tests on the other hand.

The responsibility of the chartered accountant when he discovers
certain legal irregularities which might be of significance to
the financial statements.

The report of the chartered accountant on financial statements
which are prepared in accordance with standards other than gener-
ally accepted accounting practices and the responsibility of
chartered accountants towards preparing nonstandard and detailed
audit reports.

Expression of opinion on one or more segments of the financial

statements.
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Standard of Proficiency

Standard of Neutrality, Objectivity and Independence

Standard of Due Professional Care

Standard of Planning

Standard of Control and Recording

Standard of Audit Evidence
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1. STANDARD OF PROFICIENCY

1.1

1.1.1

2B14

COMMENTARY

INTRODUCTION

The practice of audit function requires a high degree of profi-
ciency. This is especially important due to the fact that the
external auditor’s opinion gives further confidence to the
authenticity of the financial statements. Users of these audited
and certified financial statements depend on the auditor’s
opinion in tisfr 3 aluation of the performance of the enterprise
and in taking the appropriate decisions. It is, therefore,
imperative for the external auditor to be confiden#t in his
opinion which shall be based on professional qualification and
practical experience. Such qualification and experience will
assist him in uderstanding the activities of the enterprise and
better comprehension of the information contained in its financial
statements, in order to become in a better position to apply
audit standards and accounting procedures in the appropriate
manner. Proficiency is, in fact, not limited to the scope of
aditing of accounts, but is applied to other areas which may, or
may not, be dependent on the nature of business of the enterprise
that is being audited. For example, an axditor may find it
difficult to express an opinion on the financial statements of
financial institutions, such as banks, to ensure that such
financial statements present fairly the financial position and
results of operations of the bank unless he has acquired a
sufficient degree of knowledge and experience in the laws and
rules which govern the activities of such institutions and unless
he is totally aware of the impact of the economic and social
oconditions on the activities of these institutions,
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AUDITING STANDARDS

RELATIONSHIP OF PROFICIENCY TO THE ACQUISITION OF
THE PROPER LICENSE FOR THE PRACTICE OF AUDIT WORK

The Law of Chartered Accountants defines the corditions for the
acquisition of the required license for the practice of the
profession of a "chartered Accountant". Amorg these conditions
are to pass the examination held by campetent areas to entitle
the accountant for a fellowship in the Saudi Institute of Char-
tered Accountants and to have sufficient training and practical
experience to qualify him for such fellowship. Due to varying
degrees of professional qualifications needed for the audit of
various enterprises, the law of chartered accountants has defined
certain conditions for the audit of financial statements of stock
campanies, banks, public corporations besides the other general
conditions for obtaining this license. Conditions contained in
the Law of Chartered Accountants specify the minimum professional
qualification required to practise the audit function of the
financial statements of stock campanies, banks and public corpora-
tions, However, abiding by these conditions does mot necessarily
ensure the comnitment of the anditors to the application of the
standard of proficiency. This standard stipulates that external
aditors have to review and evaluate their professional training
and experience as well as those of their permanent staff in order
to ensure that they are sufficiently qualified to perform any
audit job prior to signing the relevant andit contract. Such
evaluation should also take into consideration the nature of the
activities of the enterprise and its size; the capabilities of
his professional and technical personnel to prepare for the job
and to haveaccess to up to date information; references and
professional journals as may be deemed necessary prior to the
implementation of any audit work.

{(para 502)
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The following table (1.3) gives a comparative account of the
requirements of the standard of proficiency as applied in Saudi
Arabia, USA, UK, and West Germany. From this comparative survey
it is clear that the standard of proficiency is more specific and
detailed in Saudi Arabia than in the remaining countries cited

in this comparison. This standard, however, is based on the
following three principles:

a)

B)

Due professional qualification is a prerequisite for the
proper implementation of the andit function in accordance
with the standards of auditing. The auditor shall
therefore review and evaluate his professional qualifi-
cations as well as that of his technical personnel

prior to taking over any audit function.

The degree of proficiency needed may vary from one enter-
prise to another and from one time to another. Therefore,
the following should be taken into consideration:

1} Responsibility towards the evaluation of the pro-
ficiency of the auditor and that of the technical
personnel is of a continuous nature. In other
words, the acquisition of the auditor of the
license does mot necessarily mean that he is
professionally cualified to carry out the andit of
any enterprise irrespective of the nature of its
activity, diversity and difficulty of its transac-
tions without due regard to the conditions
or events which impact the activities of the
enterprise.
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2) Evaluation of proficiency is the responsibility of
the auditor himself because he is more aware than
others of his capabilities and those of his
technical staff.

Lack of the sufficient degree of proficiency prior to
concluding an agreement to perform the audit may not
withhold the axditor fram doing the job properly if, in
his judgement, he has the capability to eliminate any
such deficiencies throuwgh formal study or attendance of
proper tfaining courses prior to taking over the

job.

(job 504)*

*
Missing paragraph (503) has already been mentioned in
the introduction.
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1.3 STANDARD OF PROFICIENCY-COMPARATIVE STUDY
KINGDOM OF SAUDI ARABIA U.5.A. WEST GERMANY
l. The auditor and his professional personnel The examination is to be per-| The law of accounting issued

should ke at a sufficient degree of profess-
ional qualification in order to be capable
of performing the audit engagement,

formed by a person or persons
having adequate technical
training and proficiency as

in 1975 in Germany states that
auditors shall be profession-
ally qualified throuwgh comp~

an aditor. This means that | letion of an official oourse
2. The auditor shall evaluate his professional however capable a person may | of academic study in any field
qualification and that of his team of pro- be in other fields he cannot | relevant to management.
fessional staff to determine if he is meet the requirements of
capable of performing the audit work prior auditing standards without Additionally, an auditor is
to entering into any contractual commitment. proper education and experi- | also required to have prac-
' ence in the field of audit~ tical training for a minimum -
3. The auditor shall have proper documentation ing. period of five years,
of the process of evaluation as stated in this| (The first general standard)
standard. An axditor is also required
to be fully acquainted with
4. The auditor may sign a contract to audit the cammercial laws and publi-
financial statements of a given enterprise, if cations issued by agencies
in his judgement he believes that he is cap- concerned with the account-
able of acquiring a sufficient degree of ing and auditing profession.
proficiency through formal study or attendance
of suitable training courses prior to the
commencement of the audit,
2818 -108-
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Standard of Neutrality, Objectivity and Independence
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2. STANDARD OF NEUTRALITY, OBJECTIVITY AND INDEPENDENCE

2.1

2.2.1.1

2B20

COMMENTARY

INTRODUCTION

The independence of the external auditor is essential to the
confidence which the auxditor’s report will extend to the finan-
cial statements of the enterprise. The impartiality and cbject-
ivity of an auditor depend on his intrinsic mental attitude in
all matters relating to the audit engagement particularly those
of review and evaluation of evidence elicited from audit exami-
nations and the expresion of opinion on the financial statements.
The external auditor should also refrain fram establishing any
financial administrative or social relations which would lead the
public to suspect his impartiality and cbjectivity. 2n auditor,
however unbiased, should not give the comipetent readers and the
public any chance to suspect his independence.

The impartiality, objectivity and independence of the external
auditor is considered of primary significance in Saudi Arzbia due
to the rapid social change that the country is undergoing,
particularly in the public trend towards financial investment.
This trend incurs a need for certified and highly authentic
financial statements which are considered among the sources of
information available to them for the evaluation of investment .
alternatives in order to take the appropriate decisions. Reluc—
tance of the public to believe in the impartiality, objectivity
and independence of the external auditor may lead to the loss of
dependability and confidence vested in the auditor’s report ard
the financial statements themselves. This lack of confidence may
divert the public opinion from financial investments which, in
turn, will have an adverse effect on the national economy as a
whole. (para 1001)
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STANDARD OF INDEPENDENCE VS THE CODE OF

PROFESSIONAL ETHICS:

There is an intrinsic relationship between the standard of
independence and the code of professional ethics. Rule No. 102
of this code emphasised the importance of impartiality and
objectivity in the performance of this profession. fule No 103
of this same code has also confirmed the significance of total
independence in the practice of the audit profession and further
emchasised the necessity for the independent auditor to refrain
from establishing any financial, administrative or social rela-
tions that would lead to any doubt in his independence.

(para 1002)

STANDARD OF INDEPENDENCE VS THE COMPANY LAW

Article (130) of the Comapny Law referred to the kind of rela-
tionships which the auditor should avoid to safeguard his profes-
sional independence. The emnphasis of the Saudi Company Law on
matters which would lead to any suspicion on part of the public
in the independence of the anditor without any reference to the
intrinsic independence of the external axditor is a matter of
personal quality rather than of rules that formulate certain
objective tests. In so far as these precepts have been incorpora-
ted in the profession’s code of ethics, they will have the force
of law for the independent auditor.

{para 1003}

ANALYSIS

The following table gives a comparative account of the starndard
of Independence as applied in Sawdi Arabia, USA, West Germany and
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U.K. From this comparison it is clear that this standard of
Indeperdence is based on four common principles for all the four

e

N N sl

countries, as follows:

A) Quality of the examination and the effectiveness of the
opinion expressed by the auditor depend to a great extent
on the intrinsic independence of the auditor as well as on
his impartial and cbjective thinking.

——

N St

B) Quality of the examination and the effectiveness of the
opinion expressed by the axditor deperd on the public
confidence in the intrinsic independence of the auditor
which renders his report impartial and chjective,

C) Lack of independence onfEZit of the aditor will render the
whole audit functionr;otally futile. In this case, the A

X axditor should refain fram expressing an opinion the
financial statements of the enterprise. In other words, all
audit procedures applied by the auditor who lacks indepen-
dence shall be considered a deviation fram the standards of
adit, because the evidence resulting from such examination
cannot form a sufficient basis for the expression of an
opinion on the financial statements.

O -

e

S S

e R

/E) Independence, impartiality and cbjectivity of the audit
staff carrying out the examination of financial statements
is considered to be at the same level of significance as
that of the auditor in charge of the axdit assigrment.

(para 1005)*

%
Missing paragraph (No. 1004) relates to the text of the
standard and has already been stated in the introduction,
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STANDARD OF EPENDENCE-COMPARATIVE STUDY

KINGDOM OF SAUDI ARABIA

U.S.A.

WEST GERMANY

3.

5.

The auditor shall be totally independent in
all matters relating to examination and shall
also be impartial and objective in the
evaluation of evidence and in the expression
of his opinion on the financial statements.

The auditor shall avoid any act which may
involve doubt on part of others in his inde-
pendence, impartiality and objectivity.

The auditor in charge shall ensure the
indepenrdence of his audit staff who carry out
the examination of the financial statements
of any given enterprise.

The awditor shall refrain from expressing an
opinion on the financial statements, if, after
his appointment, he finds out that he or his
team of examiners are not independent from the
enterprise being audited.

The auditor shall document his independence
and that of the examination team from the
enterprise they are appointed to audit.

In all matters relating to
the assignment, an indepen-
dence in mental attitude is
to be maintained by the
auditor or the auditors.

To be recognised as indepen-
dent, the auditor must be
free fram any obligation to
or interest in the client,
The management or its owners
.o+ Independent auditors
should not only be indepen-
dent in fact but they should
avoid situations that may
lead soutsiders to doubt
their independence.

(The second general stand-
ard, of American auditing
standards)

No auditors shall be appointed
to examine the financial state
-ments of a given enterprise
under the following circum-
stances:

1. If he was a member of the
board of directors or coun-
sellors or an employee of
this enterprise during the
previous years.

2, If he was a legal represen-
tative, or member of the
oonsultancy council, a part—
ner, owner, or has any
vested interest in the
enterprise.

3. If he is presently an emp-
loyee of this enterprise.

AMditionally, the auditor should

refrain from accepting an audit
assignment in any situation

which may involve lack of in-
deperndence, even if he believes
that that he can maintain his
independence and impartiality.

(hrticle 164 of the German
Company Law)

2B23.
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3. STANDARD JF DUE PROFESSIONAL CARE

3.1

3.1.1

3.1.2

2B25
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INTRODUCTION

(ne of the distinctive features of a professional practitioner

is to exercise due professional care in obtaining the required
evidence and to make the necessary evaluation in order to express
an objective opinion on the financial statements. There is no
doubt that due professional care depends on the personal
judgement of the auditor relevant to the circumstances of the
enterprise, the nature of its activities and the exercise of
prudence with regard to the prospective application of the
audited financial statements and the relevant auditor’s report.
(para 1501)

REQUIREMENTS OF THIS STANDARD AS RELATES
TO EXTERNAL AUDITORS

This standard requires that the external auditor:

1. Should be sufficiently aware of the affairs of the enter-
prise, its circumstances and plans.

2. Should be sufficiently aware of the prospective applica-
tions of the financial statements and the audit report.

3. Should apply auditing procedures with the same level
of d¢ligence as that exercised by anothergof equal profl-
ciency. C_

4. Should verify information until he reaches cbjective
results free fram any bias.
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5. Should rot hesitate to consult with others in matters which
require a certain degree of expertise and experience which
he does not possess.

ANALYSIS

The following table gives a comparison between the standard of
due professional care as applied in the Kingdom of Saudi Arabia
and similar standards applied in the USA, West Germany and the
U.K. It is worth mentioning at this point that the standard of
due professional care is generally based on the following four

main principles:

1. The extent of due professional care exercised may vary from
one enterprise to another and fram time to time.
Therefore, the degree of due professional care is usually
measured in terms of the degree of diligence expected of
another auditor operating under the same circumstances
provided that he possesses sufficient professional qualifi-
cation. The application of the audit procedures at the
level of care referred to in this standard gives sufficient
evidence of the exercise of the audit examination with the
required degree of due professional care.

2. 'The capability of the auditor to apply audit standards with
the required degree of care that would have been exercised
by another auditor of the same level of proficiency in fact
depends to a great extent on the auditor’s familiarity with
the affairs of the enterprise being audited and of the
general circumstances and plans of tnis enterprise besides
his awareness of the expected uses of the financial state—
ments and the auditor’s report on those statements.
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3. Due professional care requires a commitment on¥part of the
examiner or examiners to exercise the required degree of
objectivity in arriving at results or opinions on the basis
of the examination of the financial statements.

4. One of the distinctive features of a professional auditor
is his awareness of the limits of his professional capabili-
ties and of the need to resort to the other experienced and
skilled persons in order to make up for any deficiency in
his experience or skills.

In camparing these main principles with those contained in the
standards applied by other countries, we find cut that in the
United States of America, the standard of due professional care
in the performance of andit work was connected with the standards
of field work (planning, study and evaluation of the internal
control system, and audit evidence) as well as with the standards
of reporting. In West Germany, however, abiding by professional
standards is considered as only one element among a variety of
factors which determine the required degree of due professional
care. In addition to that, the German standard is more detailed
in terms of elaboration on the requirmenets of the standard of
due professional care among other standards of audit work. The
reason for that is attributed to the fact that this standard was
incorporated in the code of professional ethics of Chartered
Accountants rather than the standards of auditing. In this way,
the German standard reflects the experience of the practitioners
of this profession in that country and its impact on the required
degree of due professional care, which is normal with codes of
ethics especially when they have been in effect for a reasonable
pericd of time.

(para 1504)
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KINDDOM OF SAUDI ARABIA UNITED STATES OF AMERICA WEST GERMANY
1. The axditor should have due Due professional care is to be In the practice of his profession, the

professional care at all pha-
ses of the examination and to
apply the standards of audit
with the same degree of care
expected of another auditor
with sufficient professional
qualifications.

exercised in the performance of
the examination and the prepara-
tion of the report.

when the work of the auditor or

auditors abides by the standards
of field work and when his report
'~ in campliance with the stand-

auditor should abide by the respective
standards and rules, and should be aware,
faithful and capable of justifying his
acts in an cbjective manner. Besides,
the auditor should do the following:

1. Evaluate his capability of perform-
ing any audit assigmment prior to its

2. The axditor should be suffi- ards of reporting, the auditor acceptance.
ciently aware of the affairs, | will be considered as having
circunstances, and plans of given the required due profess- 2, Abide by the standards issued by
the enterprise as well as of ional care. the caompetent technical cammittee

. the expected applications of of the institute of accountants
its financial statements and (Standard No. 3 of the American and select applicable standards
the audit report, | Aditing Standards) to any audit assigmment. 1In case

of contradiction between local

3. The axditor should verify all and foreign standards, the auditor
relevant information until shall abide by the local standards
he arrives at objective even though West Germany may be a
results that are free fram any member in the committee, which
biased point of view. issued those standards.

4. The auditor should seek the 3. Indicate the method of cbtaining
assistance of other experi- the information, whether by himself
enced and skilled persons in or through others.
matters which require a deqree
of experience and skill rot 4. Report any act on part of the manage-
available to him. ment that would geopardise the

interest of the enterprise and motify
the board of directors immediately in
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KINDDOM OF SAUDI ARABIA
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5.

10.

11.

cases of emergency or, otherwise, refer
to that isswve in his audit report.

Prepare his report and his opinion on
pure technical facts and adbjective evi-
dence free from any emotional touches.

Mopt a dependable method for the
planning of the various milestones

of the examination and the preparation
of the audit report.

Handle workpapers with care and main-
tain them in an organized manner.

Supervise the work of his assistants
and assist them in the implementation
of work as planned.

Safeguard the confidentiality of
information during discussions held
with clients or assistants.

Gooperate with areas concerned to
correct any technical fault or
errors which he might have caused to
occur.,

Perform his work and supervise
his assistants with prudence

2B29
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12.

13.

14.

and avoid indulgence which
would render him as negligent
of his technical duties.

Notify the client in case he
confronts time constraints
which might delay the perfor-
mance of the assignment as
set out in the time schedule.

Keep the client’s assets in
his custody, if any, separate
fram his own assets or funds.
In the event that there is an
agreement to employ such funds
on behalf of the client, he
has to abide by the conditions
of such an agreement.

Update his information and
follow up all the developments
and publications of the regu-
latory authorities relating

to accounting and auditing
professions and other areas
concerned with commercial law.
Failure to fulfil this require
-ment will be. interpreted as a
violation and default on the
auditor ‘s part to fulfill his
commi tments.

2B30
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15.

In the event of changing the
auditor before he coampletes
his assignment for any given
reason, his successor shall
cbtain sufficient information
on the assignment he is going
to take over and on the status
of the predecessor and the
nature of his relationship
with the client before he
decides to take over tlhe
assignment or, otherwise, he
has to refrain from accepting
the job.

3al
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4.1.1

4.1.2
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INTRODUCT ION

Each audit assignment is affected by the scope of the audit
ergagement, the size and complexity of the enterprise to be
audited and the technical skills and experience required by the
aditor and his staff.

 {para 2001)

OBJECTIVES

The auditor needs to consider each assignment separately by
reviewing the nature of the enterprise’s business, its accounting
systems, probable sources of audit evidence and the work performed
by the staff of the enterprise, particularly with regard to the
preparation and review of the financial statements, management
accounts and any internal audit procedres so that he can assess
the effect on his audif procedures. In order to ensure that the
axditor has considered all the essential features of the audit
and to assist the auditor and his staff to camplete the audit
work as efficlently as possible, adequate audit planning is
required regardless of the size of the enterprise to be audited.
{para 2002)

TIMING OF AUDIT PLANNING

The auditor should always remember that adequate audit planning
is required at all stages of the audit. Most audit planning
procedures will be performed before the start of any detailed
audit tests. Bowever, the results of such tests may signifi-
cantly affect the original audit plan particularly with regard to
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the outline audit approach relating to probable sources of audit
evidence. In such circumstances, the auditor may need to amend
his original plan,

(para 2003)

SCOPE OF THE AUDIT

The auditor needs to consider the scope of the audit engagement
in order to devise appropriate procedures to obtain the audit
evidence to support his opinion. Although most audits may arise
from the provisions of the Company Law, the auditor needs to
oconsider the terms of each audit engagement separately especially
with regard to engagements imposed by the rules of the enterprise
as to the preparation and presentation of the financial statements.

(para 2004)

UNDERSTANDING THE ENTERPRISE

The anditing standard recognizes that an auditor’s understanding
of the nature of the enterprise’s business is an essential
feature of adequate andit planning. Also suitably experienced
staff must be employed and the extent of their supervision
determined by the camplexity of the particular assigrments
assigned to them. The absence of such an understanding can
fundamentally diminish the auditor’s ability to obtain reasonable
assurance to support his audit opinion. There can be radical
differences in business activities, legal status, personnel,
accounting systems, internal controls, appropriate accounting
policies, etc. Even if one enterprise alone is considered, there
can be substantial changes in such matters between one year and
the next. The aunditor may have to make charges in the staff
assigned to the audit from one visit to another. If such changes
are rot to have a detrimental effect on the progress of each
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audit, good audit planning is essential. In many cases, in order
to assist himself and his staff, the auditor may consider document-
ing the most relevant features of the particular business by
establishing a permanent record which can be updated on each
audit.

(para 2005 )

DOCUMENTATION

The auditor needs to record the audit plamning performed and the
reasons for the decisions made in accordance with the Auditing
Standard on controlling and recording. ‘The procedures for
documentation adopted by the auditor may include the use of
standard documentation such as a planning audit program or
checklist. For smaller clients, the auditor may use a staff
briefing session, adequate details of which should be recorded in
the audit working papers.

(para 2006)

TIMING OF AUDIT PROCEDURES

The timing of audit work is usually critical to ensure that any
reportring deadlines are met and that the audit work to be per-
formed is in accordance with the timing of the work performed to
prepare the financial statements by the staff of the enterprise.
It is particularly important to recognize the potential involve-
ment of specialists such as camputer auditors where necessary.

In scheduling audit work, the auditor may need to give partlcular

attention to: M CWC[),IA,'(B

i) The timing of the performance oflspecific detailed substantive

tests such as,hﬁwm debtors’ and creditors’ b&lﬂzWC&g

(aEtendance at physical stocktakgw
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ii)  The timing of the performance of audit tests so as to ensure

that adequate axiit evidence has been obtained for the whole
of the period which is being audited;

iii) 'The review of the interim or management accounts where these

are available;

iv) fThe effect of any information to be prepared by the staff of the
enterprise being audited;

v) The necessity for meetings with the enterprise’s employees as
appropriate before the commencement of the axdit and once the
detailed andit work has been completed.

(para 2007)

EFFICIENCY

If the auditor is to perform the axdit work as efficiently as
possible, he may need to prepare a budget for the audit work in
terms of both time and cost. The aditor can then monitor the
actual hours taken as the work is performed so that corrective
action can be taken to avoid wasted time and excess cost. It is
important that the auditor and his staff are rot inhibited from
canpleting the procedures necessary to obtain alequate axdit
evidence by a budget of time and cost, particularly with regard
to the investigation of the explanations of errors revealed by
audit tests. However, the auditor should always plan to camplete
the audit work planned as efficiently as possible.

{para 2008)
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COMMENTARY

INTRODUCTION:

The following table gives a comparative account of the require-
ments of auvdit planning in Saudi Arabia, USA, UK and West Germany.
The results of the comparative study among the three other
countries were used in eliciting the basic features of audit
planning in order to determine the elements of the standard of
planning and group such features within the framework applied to
all other standards of auditing, taking into consideration the
procedures which the axditor "must" apply and those which he
"should" apply.

The explanatory survey has been used to give further clarifica-
tion and elaboration on the requirements of this standard. In

A, E; respect, almost all information relevant to the planning of
theé audit assigrment mentioned in the of "Adequacy of
Planning and the Timing of Field Work" in the USA and those stated
in the "quidelines to Audit Work" in the UK have been incorporated
in this proposed standard of planning. It is worth mentioning at
this point that the audit guidelines of the UK require that the
auditor should only plan his work in an adequate manner", while
the US standard of "Adequacy of planning and timing of field
work" states that, the work is to be adequately planned and
assistantsyif any, are to be properly supervised. However, the
mandatory requirements of the Saudi Standard of planning as
stated in paragraphs 2009, 2011, and 2012 aim at establishing the
essential features of the process of audit planning without
adding too many lengthy procedures as explained in the introduc-
tory to the general standards of auditing.
(para 2015)*
*Missing paragraphs are concerned with the statement of the

standard that is contained in the introduction.
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ESSENTIAL FEATURES

The requirement in paragraph 1 (b) relating to awdit staff is
identified in the Mmerican first standard of fieldwork with
regard to the supervision of staff. This is dealt with in more
detail in the controlling and recording as is the requirement
with regard to documentation in the recording standard. &s such,
there is bound to be scme degree of overlap. However, the need
to plan the audit is recognized as an essential part of auditing
standards. It seems logical, therefore, to stress the importance
of both planning the use of suitably skilled and experienced
staff and recording the planning procedure itself. Otherwise,
there is a danger that audit planning becomes merely an exercise
in staff planning and audit budgeting performed by the auditor’s
staff. The requirement of paragraph l(a) in effect states the
objective of audit planning. Paragraph 2 then summarizes the
essential features of audit planning. The paragraph’s subsections
deal with these essential features in a logical order that the
auditor might well find a useful aid when designing his own audit
planning checklist. (para 20i6)
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1. The auditor must sufficiently
plan his work examination to:

i} Establish appropriate aMit
procedures to provide
reasonable assurance to
support his audit opinien.

ii) Ensure that, if the axlitor
uses staff other than himself,
all axdit procedures are
performed under adequate
supervision by suitably
aualified and experienced
staff,

i1i) Be satisfied that the adit
work will be performed in
accordance with the
Axditing Standards and any
legal requirements relevant
to the conduct of the
axit.

2, vhen establishing effective audit
procedures the auditor should
consider:

i) The scope of the adit
engagement ;

The work is to be alequately planned,
(1st Standard of Fieldwork)

In planning his examination the

.+««assistantg, if any, are to be
properly supervised (lst Standard
Fieldwork) .

In planning his examination, the
anditor should prepare a written
axdit program...{AU311.05}.

In planning his examination, the
auditor should consider the nature

The aditor should adequately plan
his work (paragraph 2, Operational
Standard) .

The axditor will need to determine
the mmber of auiit staff required
«ssss the experience and special
=kills they need to pOSSESS....
{paragraph 10, Guideline).

The most important elements of
control are the direction and super-
vision of the arlit staff....
(Paragraph 13, Guideline)

The preparation of a memorandum
setting out the cutline andit
approach may be useful (Guideline
Paragraph 10).

mndit working papers will typically
contaln....

b) Audit planning information
(Gaideline para 21).

The form and nature of the planning
required for an audit will be

A properly conducted adit requires
planning . {Statement 1/1977 1V)

The auditor should determine the
nature ad scope of his audit pro—
e~~dures in such a manner that he is
able to make an informed judgement
on the compliance of the financial
statements with law and generally
accepted accounting principles
{(Statement 1/1977 V).

The principles of professional ethics
relating to individual responsi-
bility and cnscientiousness require
the axditor to exercise proper super—
vision of personnel involved in the
andit. (1/1977, IV note 4).

The working papers have, in parti-
cular, to cbserve the following
objectives: ..

- audit planning (2/19Bl1 1I).

The awditor must determine the nature
ard scope of his adit procedures in

3In8s9
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and extent of work to be performed affected by...the methed of pro— a conscientious manner and with the
(AU 311.05v. cessing transactions and the professional care
reporting requirements to which it T (1/1977V}.
is subject. (Guideline para. 4).

ii) fThe business and organiza- "ﬁ)e aditor should obtain a level of | In order to plan his work adequately,| Internal organization ard technical
tion of the particular knowledge of the entity’s business the axditor needs to understand the level of the accounting system will
enterprise especially in that will enable him to plan and per-| nature of the business of the determine the nmature and scope of
order to determine those form his examination in accordance enterprise, its organization, its the audit procedures to be applied,
transactions and events with generally accepted anditing method of i and the industry (1/1977 V Note 2).
most likely to have a standards. The level of knowledge in which it rwolved, so that he
significant effect on the should enable him to chtain an is able to reciate what events
financial statements; understanding of the events, trans- and transactions, are likely to have a

actions and practices that, in his significant effedt on the financial
judgement, may have a significant statements (Guide \Tra. 6).
effect on the financial statements raj’.
(AU 311.06). o/’ﬂ o
iii} The effect of any significant | The amitor should cbtain a knowledge| Preparatory procedures which the
changes either in legislation | of matters that relate to the nature axitor should consider include the
and accounting practices of the entity’s business, its organi-| following:
Televant to the enterprise zation and its operating character-
or in the enterprise’s testing| istics.... The axditor should b) Assessing the effects of any
activities and accounting also aonsider matters affecting the changes in legislation or
procedures; i'n,d,ustry in which the entity opera- accounting practice affecting the
tes, such as econmmic conditions, financial statements of the
govermment requlations and changes in enterprise;
technolegy as they relate to his exa—
mination., Other matters such as €} ... Matters which should be con-
arcoynting practices common to the sidered include current trading
industry could be considered by the circumstances and significant
aditor. changes in:
‘) ‘The business carried on;
ii} fThe enterprise’s management
{Guideline Para. 9).
3a10&11 -130-
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iv) His experience of the midit planning involves developing an| The auwditor should consider the Important criteria for this are the
reliability of the overall strategy for the expected outline audit approach he proposes systems operated by the enterprise
enterprise’s management conduct and scope of the exanination | to adopt, including the extent to urder arit, the significance of the
staff and accounting cava which he may wish to rely on inter-— individual item being audited and
records together with In planning his examination the nal controls and any aspect of the the probability of error or of ron-
an assessment of any auwlitor should consider amorsy other audit which need particular atten— campi iance prescr ibed
management bias result- Maj]:ers: tion,... {(Guideline (Para. 7) accountingfrules ( error margin’)
ing from the financial (1/1977 ¥} .
position of the enterprise a) Matters relating to the entity’s | Preparatory procedures which the Uﬂﬁ’
or other causes. business and the Industry to auditor should consider include:
which it relates;
a} PReviewing matters raised in the An appropriate degree of supervision
b) The entity’§ accounting policies axit of the previous year which | includes spacifically the proper
and procedures; may have continuing relevance in | guidance of the audit personnel and
the current year. (Guideline the review of their findings and
¢) Anticipated reliance on internal Para B). conclusions {(Statement 1/197 IV).
accounting controls;
d) Preliminary estimates of
materiality levels for auxlit
purposes;
e) Financial statement items likely | The axditor will need to determine
to require aljustments; «aa.. the timing of their axdit
visits. (Guideline Para. 10).
f) Oonditions that may require
extensions or modifications of
adit tests.... (AU 311.03).
v} The axit strategy to be
adopted for the particular
enterprise including deci-
sions as to materiality,
the likely significance of
past or anticipated problems,
the sources of audit evidence
on vhich the axditor proposes
to rely and the timing of
andit procedures.
3a12613
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4.3 STANDARD AUDIT PLANNING-COMPARISON OF RIE(YUIREMENTS
FROFOSED SAUDI AUDIT
STANDARD UNITED STATES UNITED KTNGDOM GERMANY

3. If the auditor proposes to use
" Staff other than himself he must:

1) Consider the rumber and
calibre of stafE likely to
be recuired and the timing
of their involvement taking
into account the time
required for the prepara-
tion of the Financial
statements by the management
of the enterprise;

ii) Brief the axdit staff as
to the nature of the
business and organization
of the enterprise, the objec-
tives of the audit work
and the methods to be

adopted;
art |

iii) Consider the extent of
supervision that will be
required after taking into
account the camplexity of

the particular assigrments

4. If other axitors are involved,
\& apditor must:

Supervision involves directly the
efforts of assistants who are
involved in accamplishing the abjec—
tives of the examination....ceeeve g

Assistants should be informed of
their responsibilities and the cbjec-
tives of the procedures that they are
to perform.They should be informed of
matters that may affect the nature,
extent and timing of procedures they

L&xP to perform such as the nature of

the entity’s business as it relates
to thelr assigmments and possible
accounting and auditing problems
(AU 311,10)

The extent of supervision appropriate
in a given instance depends on many

Factors, including the complexity of
the subject matter amd the qualifica-
tions of persons performing the work.

He should adopt appropriate measures
to assure the co-ordination of his
activities with those of the other
auditors in order to achieve a proper

The aunditor should also consider:

a) The timing ofsignificant phases
of the preparation of the finan-
cial statements (Guidelines
Para 9).

The awlitor will need to determine
the mumber of audit staff required,
the experience and special skills
theYneed to possess and the timing
of their axit visits., Il will need
to ensure that all audit staff are
briefed regarding the enterprise’s
affairs and the nature and scope of
the work they are required to carry
out.... (Guideline para 10).

The reporting partner needs to be
satisfied that on each audit the
work is being performed to an accept-
able standard.

On joint audits there should be con-
sultation between the joint auditors
to determine the allocation of the
work to be undertaken and the

3Al4s15
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STANDARD . UNITED STATES UNITED KINGDOM [ GERMANY .
i) Be fully aware of the scope review of matters affecting the con- | procedures for its control and @ . f,l)\'\f/lp
ad responsibilities of his solidating or combining of accounts (Guideline Para 11). - Y
own engagement; in the Einancial statements.
(AU 543.10).
ii} OConsult with the other
auditors to determine
how the responsibility
for campletion of the
detaliled audit procedures
is to be allocated,
3rle
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5. Standard of Controlling and Recording
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5. STANDARD OF CONTROLLING AND RECORDING

7L 5.1

5.1.1

5.1.2

5.1.2.1

3al18

INTRODUCTION

In order to enable an audit to be carried out effectively and
efficiently, the audit work needs to be planned, controlled and
recorded. Separate standards deal with planning and with
oontrolling and recording. Within the controlling and recording
standard, controlling and recording are considered separately
but they are rot mutually exclusive.

The need to control and record audit work exists regardless of
the size of the enterprise concerned although in the case of the
gnaller enterprise the work involved in meeting the requirements
of the standard will be less.

{para 2501)

CONTROLLING

QOBJECTIVES

(para 2502)
The responsible auditor needs to be satisfied that on
each audit the work is being performed to an acceptable
standard. The most important elements of control of an
adit are the direction and supervision of the audit staff
and review of their work. This direction, supervision and
review must provide the auditor with sufficient assurance
that the audit work is being performed in accordance with
Saudi Arabian Auditing Standards and other relevant legal
requirements. The auditor relates the degree of level of
ocontrol to the complexity of the assignment and to the
experience and proficiency of the audit staff.

=135~
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5.1.2.2

5.1.2.3

5.1.2.4

3A19
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CONTROLLING STRUCTURES

Controlling structures vary between firms of auditors. The
particular procedures needed to control an axdit cannot be
specified as they depend on the organization of the audit
firms and the degree of delegation of the aundit work.
However, the procedures chosen should be designed to ensure
that the objectives of the standard are satisfied. Each
audit firm needs to consider the extent to which it would be
appropriate to formalize its procedures, bearing in mind the
controlling structure and management style of the firm.
(para 2504)

REVIEW

It is most important that the work of audit staff is reviewed
by supervisory personnel. In order to enable this review to
take place, adequate working papers must be prepared and the
audit staff must, therefore, be adequatly instructed as to
form and content of the working papers. Procedures designed
to achieve the latter might vary from formal instruction on
a training course to informal briefing, depending on the
degree of formalization of procedures considered appropriate
by the firm.

{(para 2505)

TIMING OF PROCEDURES

The majority of the procedures concerned with direction will
mormally be toward the beginning of the audit whilst the
majority of procedures concerned with the review will
rormally be towards the end. However, the auditor should
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5.1.2.5 OTHER AUDITORS

ADATING ISTAND!ARSS{
1 v e

remember that a certain amount of direction and review is
necessary at all stages during the audit. Supervision of
the audit progress needs to be carried out at all stages
and the progress should be campared against the audit plan.
Fevisions to the audit plan require a fresh set of direc—
tions to be issued.

If a joint auditor is involved, the work performed by the
joint auditor must be reviewed to establish whether such
work has been performed in compliance with the auditing
standards and in a manner appropriate to the audit. A group
auditor needs to review the work performed by the auxditor of
a subsidiary to see that the work has been perfomed in -
W <73 Manner appropri-

priate T The group adit,

)

5.1.2.6 THE FINAL STAGES OF THE AUDIT

The final stages of the audit require particular attention
since it is at this time, when pressures are greatest, that
mistakes and amissions are most likely to occur. The use

of an audit campletion checklist with sections to be filled
in by the responsible axditor and his staff may be helpful,

(para 2508)

5.1.2.7 THE RESPONSIBLE AUDITOR

3A20

It is important to distinguish between the aditor responsible
for the audit and his audit staff, and to specify any measures
which must be carried out by the responsible auditor rather
than by his staff to comply with the controling requiremnets
of the standard. The responsible auditor must:
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5.1.2.9
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i) review all significant matters arising;

ii) Consult, in certain specified circumstances, with

another licentiate accountant, or appropriate

expert;

iii) Ensure that the audit report contains his opinion

rather than that of a member of staff or a consultant.
(para 2509)

CONSULTATION

Consultation is required when there is a matter of principle
about which the responsible auditor is in doubt as to the
appropriate course of action or where a significant conten-
tious matter arises. Such consultation would normally be
with another licentiate accountant who is a member of the
responsible auditor’s firm. If it is necessary to consult
with a licentiate accountant who is not a member of the
responsible axditor’s firm, confidentiality of the client’s
affairs must be maintained. On occasions it may be necessary
for the responsible axditor to consult with an expert in
another field. For example, he may consult with a surveyor
over the value or condition of a huilding.

(para 2510)

QUALITY CONTROL

Each audit firm needs to consider how the overall quality of
the work carried out within that firm can best be monitored
and maintained. Such monitoring would normally include
monitoring of the operation of procedures designed to
achieve adequate control of audits.

(para 2512)
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5.1.3 RECORDING
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5.1.3.1 COBJECTIVES

The main reasons for preparing working papers are:

i)

ii)

iii)

iv)

The responsible auditor and his staff need to be

satisfied that work delegated has been properly per-
formed. Th responsible auditor amd his staff can
generally only do this by having available detailed
working papers prepared by those who performed the
work. Hence, working papers are a neccessary prerequi-
site of the review function,

Working papers provide, for future reference, details
of problems encountered, together with evidence of work
performed and conclusions drawn therefram in arriving at
the audit opinion. In particular, working papers are
necessary if there is to be an effective inspection
system of auditors’ work designed to enforce auditing
standards.

The preparation of working papers encourages the
auditor to adopt a methodical approach.

Working papers provie the pricnipal support for the
aditor ‘s report, including his representation regard-
ing observance of auditing standards.

The general standard of recording required is that the
working papers must be sufficiently complete and detailed to
allow an experienced auditor with no previous knowledge of
the audit to fomm reasonable conclusions as to whether the
Saudi Arabian Auditing Standards have been met. (para 2513)

3A22
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5.1.3.2 CONTENTS OF WORKING PAPERS

Hence the content of working papers will be information
relevant to audit planning, controlling, evidence and
reporting. The contents of working papers are specified in
detail in the standard.

(para 2514)

5.1.3.3 MATTERS OF JUDGEMENT

In particular, audit working papers should include a summary
of all significant matters identified which may require the
exercise of judgement, together with the auditor’s conclu-
sions thereon. If difficult questions of principle or of
judgement arise, the auditor should record the relevant
information received and summarize both the management’s and
his conclusions. It is in such areas as these that the
auditer "s judgement may subsequently be questioned, parti-
cularly by a third party who has the benefit of hindsight.
It is important to be able to tell what facts were known at
the time the auditor reached his conclusion and to be able to
demonstrate that, based on those facts, the conclusion was
reascnable.

(para 2515)

5.1.3.4 PREPARATION REQUIREMENTS

The main requirements are that working papers should:
i) Be prepared as the audit proceeds and

ii) Be legible, systematically filed and adequately
referenced.

3n23 ~140-~
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audit working papers need to be prepared as the audit pro-

ceeds so that details and problems are mot anitted. Legibility,

systematic filing and referencing are prerequisites of an
effective review by supervisory staff.
{(para 2516)

STANDARDIZED WORKING PAPERS

Each firm needs to consider the extent to which the standard-
ization of working papers may improve the efficiency with
which they are prepared and reviewed. Scuh standardization
might include the use of internal control questionnaires and
evaluation sheets, checklists, specimen letters, etc. Used
properly, standarized working papers help to instruct audit
staff and enable work to be delegated while providing a
means to control its quality. It should be borne in mind,
however, that too much standardization can lead to a mechani-
cal, ‘unthinking’ approach on the part of audit staff.

(para 2517)
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COMMENTARY

INTRODUCTION

In order to enable an audit to be carried out effectively and
efficiently, the audit work needs to be planned, controlled and
recorded. Separate standards deal with planning and with control-

ling and recording. Within the controlling and recording standard,

controlling and recording are considered separately but they are
not mutually exclusive. The need to control and record audit
work exists regardless of the size of the enterprise concerned
although in the case of the smaller enterprise the work involved
in meeting the requirements of the standard will be less.

(para 2529)
CONTROLLING

The reporting partner needs to be satisfied that on each audit
the work is being performed to an acceptable standard. The most
important elements of control of an audit are the direction and
supervision of the axdit staff and review of their work., Para-
graph 251 of the Controlling and Recording Standard specifies
that this direction, supervision and review must be suffcient to
satisfy the awditor that the audit work is being performed in
accordance with Auditing Standards and other relevant legal
requirements, This paragraph briefly sets out:

i) what is to be done (the auditor must direct, supervise and
review the work of the audit staff)

-

i) The standard to which it is to be done (sufficiently) and
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5.2.2.1

iii)

kot sraowed

The overall cbject (to be satisfied that the audit work is
being perfomed in accordance with Saudi Arabian Auditing
standards, etc.)

Hence, paragraph 2518 clearly states, iﬁ three parts, the general
standard for controlling. We believe that summarizing very
briefly what is to be done, the standard to which it is to be
done and why it is to be done makes for a clearer presentation
than is contained in the equivalent paragraphs of the UK, US and
German statements. {See comparison of requirements at the end of

this cammentary)
(para 2530)

OTHER FEATURES OF CONTROLLING STANDARD

The main features of paragraphs 2519 to 2524 of the Saudi
standard are highlighted in figure 1.

Raragraph 2519 instructs the auditor to relate the level of
control to the complexity of the assignment and the experi-
ence ard proficiency of the audit staff. Similar instrutions
are implicit in the UK and US statements (see Comparison of
Requirements at the end of this Commentary). The US state-
ment caments that there are many factors, in addition to
those listed in the US statement, which determine the level
of supervision. It is not clear what these many other
factors might be, but the Saudi standard should mot in any
case be taken to preclude the consideration of other factors
rot mentioned in paragraph 2519.

{para 2531)

Paragraph 2520 lists the more important objectives for which
procedures should be designed and applied in order to meet

the general controlling standard. This list is cawpiled
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fram the UK, U.S. and German statements (see Comparison of
Requirements at the end of this Commentary}. The maintenance
of confidentiality is included as an objective since confi-

C OV'/‘ f@/"’a dentiality is seen as an important requirement of Saudi
— Gmpaied Lav.
(para 2532)

Figure 1. Main features of the Saudi Arabian controlling standard.

| Relevant paragraph
| of standard
|

| DETERMINE LEVEL OF ASSURANCE REQUIRED 2519

|  DESIGN AND APPLY DETAILED PROCEDURES 2520

| REVIEW WORK CF OTHER AUDITCRS, IF RELEVANT 2521

| AUDITOR REVIEW OF ALL SIGNIFICANT MATTERS 2522

| CONSULT WITH ANOTHER ACCOUNTANT, IF NECESSARY 2523

| REVIEW AUDIT REFORT 2524

|

|

|

|
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The German statement distinguishes between the auditor res-
ponsible for the audit and the audit staff and it specifies
measures (see Appendix, Section 3) which should be taken by
the auditor responsible rather than by his staff. Similarly,
paragraphs 2522, 2523 and 2524 of the Saudi standard specify
measures which must be undertaken by the responsible auditor
in Saudi Arabia. These measures are less extensive than
those given in the German statement since it may not be
practical in Saudi Arabia for the responsible auditor
himself to carry out all the measures listed in the German
statement, given the present state of develomment of the
Saudi profession with its small number of licentiate account-
ants available to serve as the responsible anditor. The
requirements listed in paragraphs 2522 and 2524 are the
minimum necessary if the audit opinion is to be that of the
responsible auditor rather than, in effect, the opinion of
his staff. Paragraph 2523 requires the responsible accountant
to consult with another accountant in certain circumstances.
Fowever, the final audit opinion must, as specified by
paragraph 2524, remain his own.

RECORDING

Reasons for preparing audit working papers include the following:

a)

b)

The reporting partner needs to be able to satisfy himself that
work delegated by him has been properly performed. The
reporting partner can generally only do this by having available
to him detailed working papers prepared by the axit staff who
performed the work;

Working papers provide, for future reference, details of problems

encountered, together with evidence of work performed and
oonclusions drawn therefrom in arriving at the audit opinion;
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c) The preparation of working papers' encourages the auditor to
adopt a methodical approach.
(paragraph 2534)

Paragraph 2525 of the Standard sets out the general standard of
recording required. It is that the working papers must be
sufficiently camplete and detailed to allow an experienced

auditor with mo previous knowledge of the audit to form reasonable
conclusions as to whether the Auditing Standards have been met.

Once xain, the general standard is in three parts:

1) what is to be done (prepare working papers),

2) The standard to which it is to be done (sufficiently complete
and detailed), and

3) The objective (to allow an experienced auditor, etc.)
(para 2535) Qcco <

The object of the Saudi general standard is to allow an experienced
auditor with no previous knowledge of the audit to tell whether

or ot saudi auditing standards are being camplied/with. This is
the necessary object of working papers given that/there is to be
quality inspection of the work of licentiate @ccounts) in Saudi
Arbaia in order to see that standards are being followed. The
Saudi general standard is similar to that of the UK and German
statements but dissimilar to the US statement which indicates

(SAS 41 - note 3) that in the US, working papers may not by
themselves provide the necessary evidence of compliance with

auditing standards (see comparison of Requirements at end of

comnentary) . [~ PAYA 25364 J
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OTHER FEATURES OF RECORDING STANDARD

The other main features of the Saudi standard are set out in
figure 2. Paragraph 2526 details the contents of working
papers and is derived fram the UK, U.S. and German statements
(see comparison of requirements at end of commentry). ' 4
Accordingly, it is a more ccmprehﬁnsive list than that
contained in any of those three countries’ statements.
However, the Saudi list, as with all lists contained in the
Saudi standards, is mot to be regarded as exhaustive

(para 2537)

Relevant Paragraph

of Standard
DETERMINE CONTENTS OF WORKING PAPERS 2526
PREPARE WORKING PAPERS AS THE AUDIT PROCEEDS 2527
SYSTEMATICALLY FILE AND ADEQUATELY REFERENCE 2528

Figure 2; Main features of the recording standard

I
l
|
|
|
|
|
|

I

Paragraph 2527 is identical to a requirement of the UK
statement that working papers should be prepared as the
adit proceeds. Paragraph 2528 is based on the requirements
of the German statements for working papers to be systemati-
cally filed and properly referenced.
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5.3

CONTROLLING STANDARD; A COMPARATIVE ANALYSIS

PROFCSED SAUDI AUDIT
STANDARD

UNITED STATES

UNITED KINGDOM

GERMANY

1. The axitor must suffficiently
direct, supervise and review the
work of the audit staff to pro-
vide him with sufficient assur-
ance that the work is being .
performed in accordance with the
auditing standards and any other
leqal recquirements relevant to
the conduct of the audit,

2, The axitor should carry out a
degree of direction, supervision
and review sppropriate for the
camplexity of the assiqrment and
the experience and proficiency
of the adit staff assigned to
the audit engagement.

3. Procedures should be designed
and applied to achieve the
following:

i) The assigmment of work to
axlit staff who have an
appropriate level of
training, experience and
moficiency.

The reporting partner needs to be
satisfied that on each axiit the
work is being performed to an accept-—
able standard. The most important
elanents of control of an axdit are
the direction and superviasion of the
audit staff and the review of the
work they have done,

201 para 13

The degree of supervision reguired
depends on the complexity of the
aasigment and the experience and
proficiency of the adit staff.

201 para 13

The procedures established should be
designed and applied to ensure the
following:

a) Work 1a allocated to axdit
staff who have appropriate
training, experience and
proficiency.

The work is to be alequately planned
aryl assistants if any are to be pro-
perly supervised,

- first field work standard

Policies and procedures for the con-
duct and supervision of work at all
organizational levels should be
established to provide reasonable
assurance that the work performed
meets the firm’s standards of
quality.

A 160.11

The extent of supervision and review
appropriate in a given instance

on many factors, including
the complexity of the subiject matter,
the qualifications of the persons
performing the work and the extent of
consultation avallable and used.

AU 160.11

In pursuing the quality control
objectives with respect to super-
vision, a firm may use policies and
procedures such as providing direc-
tion as to the form amd content of
working papers and as to the nature
arnd extent of Instructions to be
included in an adit program;

««+<0ne has to ensure that the staff
in a0 aMit practice when carrying
out audits observe conscientiously
legislation, jurisdiction and tech-
nical regulations.

Statement Vol/1982 section BV

C
A proprly }i’:-rducted examination
requires planning and an appropriate
degree of supervision ... An
appropriate degree of supervision
includes specifically the proper
guidance of the axdit personnel and
the review of their findings and
conclusions,

Statement 1/1977 Section B. IV

Guidance and examination are under—

taken by the aditor responsible for
the axit and by graded supervision

of differently qualified staff in an
adit team,

Statement. Vo1/1982 Section CIT

During the conduct of the adit the
auditor responsible should at least
take the following measures: X

- Examiantion of the adit data or
the review of the internal
control system and its weak
points ard also its effects on
the nature, scope and date of the
axit procedures carried out. '

IBla2
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5.3 CONTROLLING STANDARD; A OOMPARATIVE ANALYSIS
PROPOSED SAUDI AUDIT
STANDARD UNITED STATES UNITED KINGDOM GERMANY
)
A1) Comumnication to aMit b) Audit staff at all levels developing and using standard - Supervision of the adit

staff assigned to the clearly understand their audit forms, checklists, and progress on the basis of the

engagement at all levels responsibilities and the abjec- questionnaires; requiring that axit plan.

of their responsibilities . tives of the procedures they working papers be reviewed by super-

and of the objectives of are to perform. Adit staff visory personnel; and requiring that | = Decision sbout the use of

the procedures which they should be informed of any mat- aditors” reports and accampanying adit results and investigations

are to perform. ters identified during the financial statements be reviewed by of third parties in particular
planning stage that may affect qualified personnel for conformity of the results of the internal
the nature, extent or timing of with generally accepted anditing audit of the enterprise o be
the procedures they are o per- standards and generally accepted adited and of other anditors.
form. They should be instructed | accounting principles.
to bring to the attention of - Decision sbout consulting spe—
those to whom they are responsi- | AT 160.12 cialists in the axdit practice
ble any significant accountirg or external experts.
or aditing problems that they
encounter.

i1 :

M) Direction as to the form and ¢} The working papers provide an
content of working papers. adequate record of the work

that has been carried ocut and
the conclusions that have been
reached.

\v) Instructions to the adit d) The work perfommed by each = Information and review of all
staff assigned to the member of the adit staff is essential facts which concern
engagement to bring to reviewaed by more senior persons the annual accounts and the
the attention of those w in the axit fim ... adit results, in particular
whom they are responsible apparent questions of doubt.
any potentially signifi- 201 para 14
cant accounting or aditimg - Examination of compliance with
problems that they vorking papers are the property adit instructlons,
encounter, of the aditor and he should

adopt appropriate procedures to = Review of the draft audit report

N ensure their safe custody and insofar as this is not drawn up

»{} The review of working confidentialty. by the responsible auditor him-
papers by supervisory self,
personnel and by the 201 para 24
responsible aditor, Statement Vol/1982 Section CIY
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5.3

CONTROLLING STANDARD; A COMPARATIVE ANALYSIS

PROPOSED SAUDI AUDIT
STANDARD

UNITED STATES

UNITED KINGDOM

GERMANY

yii)

yB

YHT)

4.

Supervision of the

Progress by camparison
with the audit plan,

Maintenance of the confi-
dentiality of the client’s
affairs as required by the
Chartered Accountant Act
ad the Company Law and

the Code of Professional
Ethics of the Saudi Arabian
Institute of Chartered
Accountants.,

If another axitor is involved
the work performed by the other
anditor must be reviewed to
establish that such axdit work
has been performed in ocompliance
with the auditing standards
appropriate to his engagement.
The scope of the review should be
be related to the professional
qualification, reputation and
independence of the other anditor.

1

On joint axits there should be ocon-
sultation between the joint axditors
to determine the allocation of the
work to be undertaken and the proce—
dures for its control and review,
201 para 11

Whether or mot the principal aditor
decides to make reference to the exa—
mination of the other aMditor, he
should make inquiries concerning the
mrofessional reputation and indepen—
dence of the other asditor. He also
should adopt sppropriate measures to
assure the oo—ordination of his acti-
vities in order to achiewe a proper
view of matters affecting the con—
solidating or combining of accounts
in the financial statements.

A 543.10

In certain instances (e.g., in the
event of oonsclidated financial sta-
tements according to 336, para 3,
sentence 2 with 164, para. 1
Aktiengesetz) the auditor is exempted
from performing further aidit work
himself where an axdit has been con-
ducted by other Wirtschaftsprufer. ,
It is permissible to accept the andit
results of other Wirtschaftsprufer ar
of aimilarly qualified independent
foreign aditors, especially the
results of statutory andits or those
conducted according to similar stan-
dard, wnless there are indications
that the adit conclusions are
incorrect. It can be appropriate or
even necessary to agree on the natyre
and scope of the audit work of the
other auditor. In the case of exami-
nations perfamed by foreign auditor
{especially statutory audits or thosge
conducted according to similar
standards) the axditor should compare
the foreign accounting principles,
the professional qualifictions and
the independence of the foreign

3In3&6
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5.3 COONTROLLING STANDARD; A COMPARATIVE ANALYSIS

PROPOSED SAUGDI AUDIT
STANDARD INITED STATES UNITED KINGDOM GERMANY

auditor with the relevant German
requirements and then decide where and
in what form he can accept the audit
results in whole or in part. Use of
the andit results can be aided by co—
operation, e.g., agreement on the
nature and scope of audit procedures
review of working papers, participa-
tion in final meetings with the client.
Statement 1/1977, Section C VIII

5. The responsible avditor must AMdit working papers should include working papers.....would include During the conduct of the audit, the

review all significant matters
which concern the financial state-
ments and/or the audit results,
especially apparent questions

of doubt.

The responsible auditor must
cansult with another licentiate
acocountant or an appropriate
expert, prior to forming his
audit opinion, in the following
circumstances:

a summary of all significant matters
indentified which may require the
exercise of judgement, together with
the auditor’s conclusions thereon.

102 para 20

wWhen matters of principle or conten-
tious matters arise which may affect
the audit opinion the auditor should
consider consulting another experi-
enced accountant. 7This accountant
may be a partner, a senior colleague,
or another practitioner. If another

«sssscaPpropriate commentaries pre-
pared by the auditor indicating his
comclusions concerning significant
aspects of the engagement.

AU 338.05

Policies and procedures for consul-
tation should be established to
provide reasonable assurance that
aditors will seek assistance on
accounting and auditing questions, to
the extent required, fram persons
having appropriate levels of

auditor responsible should at least
take the following measures.....

~ information and review of all
essential facts which oconcern
the annual accounts and the
audit results, in particular
apparent gquestions of doubt.

Statement W1/1982 Section CII

- The review of the findings and
conclusions of the audit personnel
will usually require a critical
review of the working papers and
draft reports.

Statement 1/1977, Section IV, Note 5

3B7s8
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7. The responsible aditor must
ensure that the axdit report
which is issued corresponds with
his opinions on the view given
by the financial statements taken
as a whole,

8. Audit working papers must be
sufficiently caomplete and
detailed to allow an experienced
avditor with o previous
knowledge of the audit to form
reasonable conclusions as to
whether the planning,
controlling and recording, evi-
dence and reporting standards
have been met,

rractitioner is consulted confiden—
tiality of the client’s affairs must
be maintained.

201 para. 16

Andir working papers should always be
sufficiently complete and detailed to
enable an experienced axitor with mo
previous connection with the andit
subsequently tn ascertain from them
what work was performed and to sup-
port the conclusions reached.

201 para 19

knowledge, competence, judgement and
authority. .

A 160,09

However there is no intention to
imply that the auditor would be
precluded from supporting his report
by other means In addition to working
papers,

Footnote 3 SAS 41

Factors affecting the auditor’s judge
-ment about the quality, type, and
content of the working papers for a
particular engagement include (a) the
nature of the engagement, {(b) the
nature of the aditor’s report, (c)
the nature of the financial state-
ments, schedules, or other information
on which the anditor is reporting,
(d} the nature and ocondition of the
client’s records, (e) the deqgree of
reliance on internal accounting

buring the conduct of the adit, the
axditor responsible should at least
take the following measures.....

~ PReview of the draft adit report
insofar as this is mot drawn up
by the responsible aditor himself.

Statement Vol/1982 Section CII

The ocontents, form and arrangement of
the working papers are determined by
the circumstances of the actual
ardit. However, they are tn be set
out in such a way that an axditor who
was rot involved with the axdit may,
at the appropriate tim~. form a pic-
ture of the conclusion of the ariit,
as a replacement for the axdit
report, and fram this can get infor-
mation necessary in whole or in part
for the subsequent campletion of the
axdit results.

Statement HFA 2/1981 section C

control, ard (f) the reeds in the fagl FCLI’ZJ—CW&L?’

+CUlat circumstances for supervision
and review of the work. Para 4 SAS 4]

389510
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9. Audit working papers should hdit working papers will typically The quantity, type, and content of The preceding principles are parti-
contain: contain; working papers vary with the cir- ¢rlarly taken into account by:
cumstances (see paragraph 4), but they
a) Details of the auwditor’s a) Information which will be of should bhe sufficient o show that the| a) Details of when and by whom they
study of the enterprise’s continuing importance to the acoounting records agree or reconcile were prepared and possibly
accounting system and adit {e.g. Memorandum and with the financial statements or other verified;
system of intermal control; Articles of Association); information reported on and that the .
applicable standartds of file work b} Note of the nature, scope and
b) Other infommation which b) Andit planning information; have been observed. Working papers outcome of the audit procedures
will be of continuing ordinarily should include a documen— in particular. Their importance
importance to the audit; ¢) The aditor’s assessment of the tation showing that: has to be explained by the use of
enterprise’s acoounting system audit marks.
c) Details of the addit and, if appropriate, his review a} 'The work has been adequately
planning performed and the and evaluation of its internal planned and supervised, indicat- | ¢) Details of the source fram which
reasons for the decisions wontrols; ing cbservance of the first the information came and when
made; standard of field work. and by wham the data recorded in
d) Details of the adit work the working papers was received;
d) The aditor’s preliminary carried out, notes of errors or b} The system of intermal accounting
evaluation of the accounting exceptions found and action control has been studied and eva~| d) Ability to perceive the way from
system and system of internal taken thereon, together with the lvated to the degree necessary to summary to detail or vice versa
control including the analysis conclusions drawn by the aundit determine whether, and to what with the final balance sheet as
supporting the evaluation; staff who performed the various extent, other auditing procedures the reference figure;
: sections of the work:; are to be restricted, indicating
e) ‘The auditor’s decision and cbservance of the second standard| e) ILegibility of the test and
supporting analysis as to e) Fvidence that the work of the of field work. figures v
the extent to which he audit staff has been properly c) The audit evidence cbtained, the
needs to obtain audit evi- reviewed; auditing procedures applied, and Statement HFA 2/1981 section C
dence from the operation of the testing performed have pro—
the enterprise’s system, f) Records of relevant balances and vided sufficient competent evi-
fram analytical review and other financial information dentlal matter to afford a reason
fram gubstantive test of incluwding analysis and summaries -able basis for an opinion, Indi-
details; supporting the financial cating observance of the third
statements; standard of field work.
f) Detalls of the source fram
which third party information | g) A summary of significant points Para 5 SAS 41
came and when and by whom the affecting the financial state-
information was received; ments and the audit report,
showing how these points were
g) Details of the audit work dealt with.
carried out including notes
of errors or exceptions 201 para 21
3811512 =153~
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CONTROLLING STANDARD; A COMPARATIVE BNALYSIS

PROPOSED SAUDI AUDIT
STANDARD

UNITED STATES

UNTTED KTNGDOM

GERMANY

h)

i)

b))

k)

1}

found and action taken
thereon;

The auditor’s conclusions .
as to the persuasiveness of
the evidence obtained and
the reasons for those
conclusions;

Analyses and summaries suffi-
cient to reconcile the amounts
included in the financial
statements to the detailed
figqures upon which andit

work has been oconducted;

A summary of significant
pints affecting the Einan—
cial statements and the
axdit report, showing how
these points were dealt
with;

A record of who performed
each plece of auwdit work
and the date of performance;

Evidence that the work of the
axit staff has been properly
reviewed,

10. In order that detalls are mot
anitted audit working papers
should be prepared as the adit
proceeds.

11. wrking papers should be
legible, systematically filed

and

adequately referenced,

Aandit working papers should be pre-
pared as the axdit proceeds = that

details and problems are not amitted.

Regardless of the fact that working
papers are rot intended to be passed
to third parties they must be syste—
matically filed and be comprehensible.

3B13&14
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5.3 _ CONTROLLING STANDARD; A OOMPARATIVE ANRLYSIS

PROPOSED SAUDI AUDIT
STANDARD UNITED STATES UNITED KINGDOM GERMANY

Statement 1/1977 Section X Note 3

The preceding principles are parti-
cularly taken into account by ....

f) ‘The content of the order ad
layout of the working papers
(e.g., table of contents,
systematic mumbering). Wwhen
necessary, cross-references are

required, s...
Statement HFA 2/1982 Section C
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6 STANDARD OF AUDIT EVIDENCE

6.1

6.1.2

3817

INTRODUCTION

Audit evidence isJinformation cbtained by the auwditor in arriving
at the conclusions on which he bases his opinion on the financial
statements. The Audit Evidence Standard sets out the cbjectives
which the auditor seeks to meet by obtaining evidence, it specifies
the factors which influence the selection and evaluation of audit
evidence and it details the steps to be taken should insufficient
audit evidence be obtained. Unless the user of the financial
statements believes that the auditor has sufficient evidence, the
user will mot place credibility on the auditor’s opinion and the
benefit of an adit is lost.

(para 3001)

AUDIT APPROACH

The audit approach is the extent to which the auditor decides, in
accumulating sufficient audit evidence, to cobtain reasonable
assurance about & particular audit objective from:

i) The operation by the enterprise of systems, especially the
accounting system and the system of internal control;

ii} Analytical review procedures;

iii) Other substantive tests, that is, substantive tests of details

of transactions and balances. (para 3002)

Prior to selecting his audit approach the auditor must make a
preliminary assessment of all the available evidence. Without

-157-



rn----—

[

L | A S

[~

|

| S

C.

6.1.3

6.1.4

3B18

\/Auﬁlrngg STANDARDS

A il.l

such a preli.minaﬂry assessment the auditor cannot make an informed
choice of audit approach. Moreover, consideration should be
given to all the available evidence regardless of whether or mot
it appears to support the financial statements,

The auditor should adopt a cost effective approach, i.e., one that
provides sufficient assurance to justify the auditor’s conclusion
ard is one of the relatively low cost alternatives.

(para 3003)

MANAGEMENT REPRESENTATIONS DURING THE AUDIT

The auditor will obtain the representations of managsment anrd
staff throughout the audit in response to specific inquiries.
During the aidit such representations will normally be oral
rather than written. While management representations constitute
audit evidence, the axditor should mot, in respect of any signi-
ficant aspect of the audit, rely solely on unsupported oral
representations of management or staff as being sufficient
evidence. Represen":ﬁations should be corroborated by obtaining
evidence from one or more of the three principal sources.

(para 3004)

THE SYSTEMS EVIDENCE

Management is responsible for producing a set of financial
statements which give a fair view and which comply with law and
the enterprise’s constitution, and it is the responsibility of
management to introduce appropriate systems which are capable of
reliably producing such financial statements.,

{para 3005)
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Complete reliance on systems evidence is mot a viable option. No

internal control system, however elaborate, can by itself guarantee
efficient administration and the completeness and accuracy of the
records; nor can it be proof against fraudulent collusion,
especially on the part of those holding positions of authoity or
trust., Internal controls depending on segregation of duties can
be abused by the person in whom the authority is vested. While
the competence and integrity of the personnel operating the
controls may be ensured by selection and training, these qualities
may alter due to pressure exerted both within and without the
enterprise. Human error due to errors of judgement or interpreta-
tion, to misunderstanding, carelessness, fatigue or distraction
may undermine the effective operation of internal controls,

{para 3006)

COMPLIANCE TESTING

The purpose of compliance evidence is to establish whether the
emterprise’s personnel are operating properly the system which
has been laid down by management. Three approaches which are
camonly adopted to the problem of cbtaining compliance evidence

are:

i) The aditor examines documentary evidence of the performance

of a control;

ii) The auditor reperforms a control;

iii) The auditor cbserves the performance of a control by the

enterprise’s staff.
Where performance of a control leaves behind documentary evidence

of its performance, then the auditor might obtain his campli-
ance evidence by testing a sample of transactions for the existence
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of the doumentary evidence. It should be remembered, however,
that in some cases, such documentary evidence is not highly
persuasive of the performance of the control unless the integrity
of the control operative is highly rated. This is because it is
quite possible for the operative to initiate the document without
actually performing the control.

(para 3007)

The ability of reperformance to provide persuasive evidence of
canpliance is also in doubt in scme circumstances. Thus, a
reperformance test may not provide persuasive evidence that the
control has been performed by the enterprise’s staff.

Observation of the operation of a control procedure provides
reliable evidence as to the manner of performance at the time of
observation, but not at any other time. This is because it is
possible for a control operative to perform the control proper-
ly vwhen he sees that he is under observation but to lapse when
the cbservaion ceases.

(para 3008)

The difficulties involved in obtaining persuasive compliance
evidence is a further inherent restriction on the auditor’s
ability to rely campletely upon the operation of systems as a
source of evidence supporting the financial statements. Compli-
ance testing is generally done on a sample basis.

(para 3009) |

COMPLIANCE TESTS CARRIED OUT AT THE INTERIM AUDIT

If reliance isbeing placed on the operation of systems for the
whole year and if campliance tests are carried out at the interim
audit, then compliance evidence must be obtained for the

period between the interim and final audits. {para 3010)
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The overall evaluation of the systems evidence is, therefore,

performed in three stages:

i)

ii)

An assessment of the cumulative effect of relevant procedures
within the acounting system and relevant goplication controls
(in most cases, application controls will also be procedures
within the accounting system) upon the likelihood of the
specific type of error or irregularity under examination.

An assessment of the effect of general controls upon the
likelihood of the relevant procedures being properly performed;
(para 3011)

é . l‘ ?_ EVALUATING THE SYSTEMS EVIDENCE

It should be remembered that:

i)

Management establishes procedures to provide for the orderly
assembly of accounting information and appropriate analyses
to enable financial statements to be prepared (see definition
of accounting system in the Glossary of Terms).

ii) Management introduces spplication controls to be gprlied to
the transactions and standing data used by each application.
iii} -An assessment of the compliance evidence regarding the
performance of relevant procedures and controls.
{(para 3012) 0(./
X It is important to recognize that the auditor should ientify the

individual controls and then evaluate the cunulative effect of those
controls on specific types of errors. Judgements concerning the

effect of controls upon the errror type under examination then have

3821
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to be combined with judgements regarding the quality of the
canpliance evidence in order to assess the overall persuasiveness of
the systems evidence.

(para 3013)

ANALYTICAL REVIEW PROCEDURES

Analytical review procedures involve the auditor in studying
significant ratios, trends and other statistics and investigating
any wnusual or unexpected variations, The auditor, on the basis
of this observation, will satisfy himself with these trends and
predictions and, if the results, which materialize in the course
of the audit consistently camply with those predictions, these
results will give him audit evidence to support his opinion with
regard to the financial statement being examined. The key points
for the auditor to consider when evaluating the persuasiveness of
analytical review evidence are, therefore:

(para 3014)

i) what is the rel'iability of the identified relationship?

ii) what is the validity of the data used to make .the prediction?
and

iii) what is the difference between the actual figure and the
prediction and if there is a material discrepancy, can the
reasons for the discrepancy be substantiated?

(para 3015)

COTHER SUBSTANTIVE TESTS

Cther susbstantive tests are defined as tests of details of transac-
tions and balances which seek to provide audit evidence as to the
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canpleteness, accuracy and validity of the financial statement
figures. Other substantive tests can involve the awditor in a

I.!

variety of activities including, but rnot limited to, the
following:

i) rhysically inspecting assets such as stock or cash,

ii) Inspecting documentary evidence which has been created by

the accounting system,
0

iii) Inspecting docunent/ry evidence from outside the enterprise,

(para 3016)

SAMPLING EVIDENCE

vhen assessing the persuasiveness of the evidence provided by a
substantive test of details applied to a sample of transactions or
balances or by a compliance test applied to a sample of transac-
tions subject to a particular control, the auditor should be
influenced by the following factors which apply equally to
statistical or ron-statistical sampling:

i) The size and the design of the sample
ii) The method of selection of the sample

iii}) The nature and frequency of the errors or exceptions found

iv)  The reliability of the evidence obtained with respect to
individual items in the sample. (The cammentary contains
a detailed accounting of these factors with some selected
examples) .
Para 30.A7)
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ASSESSING THE CUMULATIVE EFFECT OF EVIDENCE

when assessing the cumulative effect of different items of
evidence, the auditor should be influenced by the consistency of
the evidence, the persuasiveness of the individual items of
evidence and their independence from one arwther. These three
factors apply when the auditor is considering the cumulative
effect of systems evidence, evidence obtained through analytical
review and other substantive tests of details of transactions and
balances. They also apply if the anditor has cbtained, during
his substantive testing of details, different pieces of evidence
to support the examined items. For example, he may test the
validity of a sample of sales transactions by reference to sales
invoices, despatch rotes and cash receipts and he must consider
the cumulative effect of cbtaining these three pieces of evidence
on his conclusion regarding the validity of each sales transac—
tion in the sample.

(para 3018)

6.1.11.1 CONSISTENCY OF EVIDENCE:

3824

The first point is that the auditor should consider whether
the conclusions drawn fram different types of evidence are
consistent with one another. When audit evidence obtained
from one type appears inconsistent with that obtained fram
awother, the reliability of each remains in doubt until
further work has been done to resolve the inconsistency.
However, when the individual items of evidence relating to a
particular matter are all consistent,then the auditor may
obtain a cunulative degree of assurance higher than that
which he obtains fram the individual items.

(para 3019)

-164-



portnd sfaodgps|

6.1.11.2 PERSUASIVENESS OF THE INDIVIDUAL ITEMS OF EVIDENCE

The second point is that in assessing the cumulative effect of
items of evidence, the auditor must be influenced by the
persuasiveness of the individual items of evidence. If the

X irﬂivﬁ]ual items are not persuasive then their cumilative
effect cannot be persuasive.
(para 20)

6.1.11.3 INDEPENDENCE OF THE INDIVIDUAL ITEMS FROM EACH OTHER

The third point is that the cumulative eff?c‘; of individual
items of evidence also deperds wupon their idependence fram
each other. fThe auditor adds much more to his existing

level of assurance if he obtains further evidence arising

fram sources independent of the evidence he already has.

For example, it is necessary for the auditor to consider the
indeperdence of the campliance evidence (part of the systems
evidence) and the evidence used in his substantive testing

of details of transactions and balances. Where they lack
independence, for instance, when the same auditor’s reper-
formance of a control is used as both a canpliance and a
substantive test (this is called a dual purpose test), then
the overall assurance obtained fram the system evidence and
substantive testing is less then when the compliance and
substantive testing is indepedent. Campliance and substantive
evidernce would be independent when, for instance, the
canpliance test is reperfommance of a control and the substan-
tive test, which is relevant to the same audit cbjective as
the operation of the control, uses evidence such as a creditor’s
statement which is from a third party and unconnected with

the client’s system.

(para 3021)
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If the auditor has failed to obtain sufficient evidence on any
matter which is significant to his audit opinion, then the
aunditor should mot attempt to perform E.twlrrrti:héi adit work. If the
lack of assurance is the result of erors or exceptions discovered
during the audit work, then he should examine the reasons and
these reasons should influence the nature and extent of the
further work. For instance, if compliance tests have disclosed
exceptions which indicate that the control dzb?éng tested was rot
operating properly, the aditor should __t_ggnm‘éménee reasons for
this. He needs to assess whether each exception is only an
isolated departure or is representative of others. For example,
if the exceptions are found to be caused by the absence of the
normal control operative on holiday, then it may still ke possible
to rely on the control for the pericd when the operative was at
work. The further work is designed primarily to:

i) validate the explanation given for the campliance exceptions;

and

ii) Determine by substantive testing whether and to what extent

monetary errors occurred during the pericd or periods when
the control was rot operating properly.
(para 3022)

The auditor should exhaust all practicable sources of audit evi-
dence before concluding that he is unable to form an opinion on any
material matter.
(para 3023)
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INTRODUCTICN

The auditor must have sufficient relevant and reliable audit
evidence to support his audit opinion on the financial statements.
Unless the user of the financial statements believes that the
axiitor has sufficient evidence, the user will not place credi-
bility on the auditor’s opinion and the benefit of an audit is
lost. A standard on audit evidence is, therefore, an essential

camponent of a set of auditing standards.

Audit evidence is information cbtained by the auditor in arriving
at the conclusions on which he bases his opinion on the financial
statements. The three major sources of audit evidence are
described in the Standard as being:

1) The operation by the enterprise of systems, particularly the
Acoounting system and the system of internal control.

2) Analytical review procedures, and

3) Other substantive tests, that is, substantive tests of
details of transactions and balances.
{para 3046)

Management is responsible for producing a set of financial
statements which give a fair view and which comply with Saudi law
and the enterprise’s constitution and it is the responsibility of
management to introduce appropriate systems which are capable of
reliably producing such financial statements. The operation of
good systems can provide the auditor with at least some assurance
in the financial statements, but the auditor must be satisfied
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that the systems laid down by management are appropriate and are
actually being operated by the enterprise.
(para 3047)

Analytical review procedures involve the auditor in studying
significant rat%gs, trends and other statistics and investigating
any unsual @%nexpected variations. for example, an auditor may
recognize that over the past five years an enterprise’s gross
profit has remained steady at 25%. The auditor, on the basis of
this observation, expects this year’s gross profit to be 25% and
if it is, he has audit evidence supporting this year’s financial
statements. If it drops to 20% then the auditor makes further
inquires to find out why. The precise nature of analytical
review procedures depends on the circumstances of each audit, but
they all involve the auditor in i) determining a relationship (in
this case, the relationship is gross profit this year in relation
to gross profit over the past five years); ii) making a prediction
on the basis of the relationship (in this case, the prediction is
that this year’s gross profit equals 25%) and iii) investigating
any significant differences between the predicted and reported
figures (why has the gross profit dropped to 20%).

{para 3048)

Analytical review procedures are susbtantive testing procedures
whose objective is to ascertain the reasonableness of financial
information on an overall basis. Analytical review procedures
involve the auditor in studying significant ratios, trends and
other statistics and investigating any unusual or unexpected

variations,

Substantive tests of details of transactions and balances are
defined as those tests of transactions and balances which seek to
provide audit evidence as to their completeness, accuracy and
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validity by examining the details underlying the transactions or
balances. Substantive tests of details of transactions and
balances can involve the axditor in:

a) Physically inspecting assets such as stock or cash,

b) Inspecting documentary evidence which has been created by
the accounting system (e.g., sals invoices),

c) Inspecting documentary evidence fram outside the enterprise
{e.g., purchase invoices) or reports from specialists (e.q.
a report by a surveyor regarding the value of a building),

d) Re-performing an operation which has already been done by
the enterprise or by a third party to determine whether the
same result is obtained, (e.g., where the auditor checks
the arithmetic of an inovice).

e) Enquiring the management, personnel and other parties con-
cerned who may have some information about a certain events
or the credit situation in general.

Substantive tests of details of transactions and balances may be
performed on a sample basis such as where the anditor writes to a
sample of an enterprise’s debtors asking each debtor in the sample
to confirm his balance outstanding.
(para 3049)

The Audit Evidence Standard sets out the objectives which the
auditor seeks to meet by obtaining evidence, it specifies the
factors which influence the selection and évaluation of audit
evidence and it details the steps to be taken should insufficient
audit evidence be obtained.

{para 305Q)
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THE GENERAL STANDARD

Paragraph 3024 of the Saudi standard sets out the general standard
to be achieved in terms of:

1} what is to be done (obtain andit evidence);

2) The standard to which it is to be done (sufficient to establish),
and

3) The overall purpose of what is being done (to establish
his audit opinion in accordance with the scope of the audit

engagement} .

A study of the comparison of requirements at the end of this commen—
tary shows that the structure and content of the UK and US general
standards is very similar to those of the Saudi. The cbject of the
German general standard is rather different, reflecting the
different cbjectives of German axiting, which is primarily
concerned with compliance with legal requirements.

(para 3051}

THE STRUCTURE OF THE STANDARD

The main features of paragraphs 2 to 16 of the Saudi standard are
highlighted in figure 1. It can be seen fram figure 1 that the
Saudi Standard sets matters out in broadly chromological order. The
first step which the auditor must undertake is to detail his
objectives.

(para 3052)
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Figure 1 MAIN FEATURES OF THE SAUDI ARABIAN EVIDENCE STANDARD

Relevant paragraph

of Standard
DETERMINE OBJECTIVES 3025-3029
3032

PRELIMINARY EVALUATION OF AVAIIABLE

EVIDENCE - 3033
DECIDE EXTENT OF RELIANCE QN:
1) SYSTEMS
2) ANALYTICAL REVIEW
3) OTHER SUBSTANTIVE TESTING
OBTAIN COMPLIANCE EVIDENCE IF RELYING

ON SYSTEMS 3035
PERFORM ANALYTICAL REVIEW AND DETATLED

SUBSTANTIVE TESTS AND EVALUATE: 3036
1) SYSTEMS EVIDENCE
2) RESULTS OF ANALYTICAL REVIEW
3) RESULTS OF OTHER SUBSTANTIVE TESTS
AND THE CUMULATIVE EFFECT OF THE ABOVE 3037-3041
IF CUMULATIVE EVIDENCE IS INSUFFICIENT,

PERFORM FURTHER WORK 3042
IF APPROPRIATE, OBTAIN WRITTEN

MANAGEMENT REPRESENTATIONS 3043
QUALIFY OR DISCIATMER oPINION, TF, AND ONLY

IF, INSUFFICIENT EVIDENCE REMAINS 3044
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6.2.3.1 DETERMINE OBJECTIVES (PARAGRAPH 3025-3029)

472

Paragraph 3025 specifies that what constitutes sufficient
audit evidence is related to the materiality of the parti-
cular axdit objective or conclusion under oconsideration to
the overall audit opinion being expressed.

{para 3053)

Audit objectives concerned with the fair view opinion are
further subdivided into:

i) Objectives with regard to the validity of individual
figures in the financial statements; ard

ii} Objectives concerned with the overall presentation

and content of the statements.
(para 3054)

The fair view opinion is an overall opinion on the financial
statements and must, therefore, take into account the overall
presentation and content of the statements within the
framework of generally accepted accounting standards that
are appropriate to the circumstances of the business. In
ajddition, the overall opinion can be influenced by the
validity of individual figures within the financial state-
ments and the individual figures must also, therefore, be
examined.

(para 3055)

The distrinction between the overall audit opinion and the
individual conclusions fram which the owverall opinion is
derived is explicit in the UK, U.S. and German statements.
UK statements include a detailed list of objectives for
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individual balance sheet and profit and loss figures, but
support for such a list of objectives can be found in the US
standard on Evidential Matter (AU 328 - See comparisofn of
requirements at the end of the Commentary). The detailed
list contained in paragraph 3 of the Saudi standard closely
follows the list in the UK statement. The UK statements are
the only one of the three (UK, US, Germany) to contain
separate statements on ‘review of financial statements” and
the list of detailed objectives with regard to the overall
presentation and content of the statements contained in
paragraph 4 of the Saudi standard is, therefore, adapted
from the UK statement.

(para 3056)

We consider it inappropriate for an auditing standard to
detail the legal requirements with which financial statements
must comply. However, in view of its particular importance,
special mention is made in the Explanatory Foreword of the
need for the anditor to examine whether amounts are being
transferred to the statutory reserve in accordance with
Saudi law. The Saudi legal requirements with regard to the
consistency of the headings of the balance sheet and profit
and loss account and the consistency of the basis of
valuation of assets, liabilities, income and expenses, are
also given specific mention in paragraph 3030.

{para 3057)

PRELTMINARY EVALUATION OF AVAILABLE EVIDENCE (PARAGRAFPH 3032)

LA

T

The UK, US and German statements all recognize the importance
of the study and evaluation of internal control as a factor
influencing the nature and extent of audit tests. The
auditor must, therefore, make a preliminary assessment of
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the system of internal control prior to the selection of his
audit approach, and this requirement, extended to cover the
accounting system as well as the system of internal control,
is contained in paragraph 5 of the Saudi standard. The UK
and U.S. statements recognize that there is a distinction
between the accounting system and the system of internal
control ard requires both to be the subject of a preliminary
evaluation. The Saudi standard follows the UK and U.S. in
this respect. The UK requirement to record the accoutning
system is canitted in the Saudi evidence standard since it is
included in the Saudi recording standard. EBEefore selecting
his audit approach the auditor should also make a preliminary
assessment of the availability of evidence fram analytical
review and other substantive testing. Without a preliminary
assessment of all the potentially important sources of
evidence the auditor cannot make an informed choice of audit
approach. This point is not explicitly recognized in the
UK, US or German statements but the US statements do
recognize that the performance of analytical review at an

”/Ea?l‘;@e will assist in determining the nature, extent and

timing of other audit procedures (SAS 23, para 5). The
requirement for the auditor to give consideration to all the
available evidence regardless of whether or not it appears to
support the financial statements is taken fram the US state-
ments (AU 330.15). Por example, the auditor must not make a
preliminary assessment of analytical review and decide to
exclude analytical review in his audit approach simply
because it appears that the results may be unfavorable to the
financial statements.

(para 3058)
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6.2.3.3 DECIDE EXTENT OF RELIANCE ON 1) SYSTEMS, 2) ANALYTICAIL REVIEW,
3) OTHER SUBSTANTIVE TESTING (PARAGRAPHS 6,8, 9)

] ) We consider it most important for the aditor to recognize
that there are three potentially major sources of audit
assurance for the individual figures in the financial
statements and that he should select a ‘cost effective’

‘_‘ canbination of evidence fram these three sources. In this
— connection, a cost effective approach is one which provides
sufficient assurance to justify the auditor’s conclusion and
5 is one of the relatively low cost alternatives. There is

i reference either directly or indirectly in the UK. US and

l * German statements to the need for the auditor to be cost

effective in his approach.

In considering the question of the extent of reliance on the
different sources of evidence, the UK and German statements

~ stress the relationship between internal control and subs-
*I tantive testing. In so doing, we believe that the UK and
n German statements give inadequate consideration to the

important relationship between analytical review procedures
and detailed substantive testing. This relationship is,
however, given suitable prominence in the UK statements (AU
320.73 - Appendix). The Saudi standard is written so as to
require the auditor to give consideration to each of the

ER

N R |

three main sources of evidence.
(para 3060)

L

i

"* In addition to the three main sources of evidence, the auditor
i will cbtain the representations of management and staff

-—1 throughout the audit in response to specific enquiries,
1 During the audit such representations will rormally be oral
L_ rather than written. Whilst management representations
|
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constitute valid audit evidence, the auditor should not, in

respect of any significant aspect of the audit, rely solely
on unsupported oral representations of management or staff
as being sufficient evidence.

Representations should be corrcborated by obtaining evidence
from one or more of the three principal sources listed in
paragraph 3033. Paragraph 3034 also contains a positive
requirement for the auditor to design his procedures so as
to obtain reasonable assurance that there is mo errors or
irreqularities, the ron~disclosures of which would distort
the view given by the financial statements. We believe that
it is desirable to make a positive statement in the evidence
standard regarding the auditor’s responsibility for irregu-
larities.

(para 3061)

It is important that the auditor keeps his choice of audit
approach under review throughout the conduct of the audit
and is prepared to amend his approach if necessary in the
light of new evidence obtained. The axditor’s decision
regarding extent of reliance should be made at an early
stage of the audit but after completion of the preliminary
assessments required by paragraph 3032 and para 3033 of the
planning standard. It is, therefore, the subject of paragrph
3034 and the Saudi 2Arabian Standard continues to follow, as
far as possible, the logical sequence of events in the audit
evidence gathering process.

Paragraph 3036 is also relevant to the selection of the andit
approach. It stresses, in common with the statmeents of
the UK and US, the inherent limitations of the systems
evidence and the consequent need for the auditor to support

-176-



—

(..

. .

-

(pborrm srhaphesh

the systems evidence with evidence from other sources.
Complete reliance on systems evidence is not a viable
option. In deciding the audit approach the audit assesses
the cost effectiveness of various possible combinations of
evidence and it will, therefore, be necessary for him to
assess the cumulative effect of evidence from different
sources. The factors to be taken into account when assess-
ing this cumulative effect’ are specified in paragraph
3037. They are discussed in a later section of this com-

mentary.

6.2.3.4 OBTAIN COMPLIANCE EVIDENCE IF RELYING ON SYSTEMS

(PARAGRAPH 3035) \
cuuiaht"’

Paragraph 3035 fol the UK and US statements in requiring

< campl iance @‘freliance is to be placed on systems.
Compliance tests are rnommally conducted at the interim audit.
In the saudi standard attention is drawn to the fact that if
reliance is being placed on the operation of systems during
the period between the interim and final audits, then
campliance evidence must also be obtained to cover that
period. Both the UK and US statements go into detail on the
question of the factors which influence the choice of
campliance evidence during the period between the interim
and final audits. We believe that such a level of detail is
inappropriate given the structure of the Saudi standards and
that such detail should be contained in explanatory materials
supporting the standard rather than the standard itself.
Therefore, the main factors are cutlined in the Explanatory
@3‘- to the Evidence Standard.

F ovfxv‘er
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6.2.3.5 PERFORM ANALYTICAL, REVIEW AND SUBSTANTIVE TESTS
OF DETAILS AND EVALUATE: '

])Systems evidence, 2) Results of analytical review, 3) results
of substantive tests, and assess the cumulative effect.

= 6.2.3.5.1 PARAGRAPH (3°37>

= Paragraph 3037 summarizes the factors which influence the
auditor’s evaluation of the cumulative effect of different
o items of evidence. It applies when the auditor is consider-
. ing the cumulative effect of systems evidence, analytical
& review and other substantive tests and it also applies if
the auditor has obtained during his substantive testing of
. details on a sample basis, different pieces of evidence to
support the sampled items. For example, he may test the
validity of sales by reference to sales invoices, despatch
notes and cash receipts and he must consider the cumulative
effect of obtaining these three pieces of evidence.

(para 3065)

AN

-

The first point mentioned in paragraph 3037 is consistency.
'qu importance of consistency is covered in the UK statements
and in the US statements. The secord point is the relevance
of the peruasiveness of the individual items of evidence and

this is self aparent. However, the cumulative effect of
= individual items of evidence also depends upon their indepen-
dence from each other and this is the third point mentioned

.

iy

N

in paragraph 3037. The axditor adds much more to his
f existing level of assurance if he obtains further evidence
L which is from sources idependent of the evidence he already
has. Por examle, it is necessary for the auditor to consider
L_ the independence of the campliance evidence (part of the
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systems evidence) and the evidence used in his detailed
substantive testing. where they lack independence, for
instance when the anditor’s reperformance of a control is
relied upon for both compliance and substantive purposes,
then the overall assurance obtained from the systems evidence
and substantive testing is less than when the compliance and
substantive testing is independent. The significance of the
independence of the evidence obtained has been largely
overlooked by the UK, US and German statements.

(para 3066)

PARAGRAPH 3038 - SYSTEMS EVIDENCE

Paragraph 3038 sumarizes the factors that should be con-
sidered by the auditor when making an overall evaluation of
the systems evidence. To understand the construction of
paragraph 3038, it should be remembered that:

i) Management establishes procedures to provide for the
orderly assembly of accounting information and appro—
priate analyses to enable financial statements to be

prepared.,

ii) Management introduces application controls to be applied
to the transactions and standing data used by each appli-
cation. The objectives of application controls are to
ensure the campleteness and validity of the accounting
records. Usually application controls are applied by
introducing additional procedures, such as authorization
and reconciliation of control totals, into the accounting

system.
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The overall evaluation is, therefore, performed in three

stages:

i} An assessment of the cumulative effect of relevant pro-
cedures within the accounting system and relevant appli-
cations controls {in most cases, application controls
will also be procedures within the accounting system).

ii) An assessment of the effect of general controls upon

the likelihood of the relevant procedures being properly
perfonned)'arﬂ

iii) Compliance evidence regarding the performance of relevant

procedures and ocontrols.
{para 3068)

Both the UK and US statements recognize that the anditor
should identify the individual controls and then evaluate
the cunulative effect of those controls on specific errors.
In addition, the US statements recognize that the overall
evaluation of controls involve combining judgements on
controls and judgements about compliance evidence. The
distinction between application and general controls is
made in the US statement on “Effects of EDP on evaluation of
internal control’. Since there is no difference in principle
between evaluating systems evidence in an EDP or manual
system, we consider it appropriate that the distinction
between application and general controls should be made for
all systems of internal control.

{para 3069)
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PARAGRAPH 3039-ANALYTICAL REVIEW PROCEDURES

Paragraph 3039 summarizes the factors which should be taken
into account when the auditor evaluates the evidence provided
by analytical review procedures. The definition of analytical
review procedures given in the glossary of terms is taken
from Westwick ‘Do the Figures Make Sense’ published by the
English Institute. This definition gives the basic steps in
analytical review as being:

i) Identify the principal factors which are likely to
govern the size of the accounting number being
reviewed;

ii) Determine the approximate relationship between the
factors and the accounting number;

iii) Predict what the current number should be if the

relationship in (b) is still valid;
iv} Compare the actual number with the prediction;
v} Investigate the reasons for any material discrepancy;
The key points for the auditor to consider are, therefore:

i) what is the reliability of the relationship identified
in {(b) above?

ii) what is the validity of the data used to make the pre-
diction in {¢} above ? and
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iii) what is the difference between the actual number and

the prediction and if there is a material discrepancy,
can the reasons for the discrepancy be substantiated
(per (d) and (e} above)?

(para 3070)

These are the points included in the Saudi standard. Their
relevance can be supported by a study of the US statement on
analytical review (SAS 23 - see comparison of requirements
at the end of the Commentary).

(para 30Q071)

PARAGRAPH 3040 ~ SAMPLING EVIDENCE

Paragraph 3040 summarizes the factors which should be taken
into account when assessing the persuasiveness of the
evidence provided by a substantive test of details or a
compliance test that is carried ocut on a samrle basis. The
factors have been distilled fram the US statement on audit
sampling (SAS 39) and they apply equally to statistical or
ron-statistical sampling. They are:

(para 3072) @[

The size and design@ the sample—Other things being equal,
the evidence provide\é/ by a large sample is more persuasive
than evidence provided by a small sample. BHowever, beyond a
certain size, further increases in sample size have little
effect. For example, if sample size is already 200 items
(i.e., a very large sample) then increasing it to 250 items
may have relatively little effect on the persuasiveness.

However, increasing a sample size fram 25 to 75 may have a
very significant effect. The design of the sample is also
important, and the auditor must be careful to make sure that
the design is appropriate to the audit chjective under
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consideration. For example, an axditor would not be able to
examine the completeness of sales by selecting the sample
fram the population of recorded sales invoices.

The method of selection of the sample-—The auditor should use
a selection method that has the potential for selecting

items from the entire population under examination. when
statistical sampling is employed it is usually necessary to
select on a random basis. When non-statistical sampling is
used it may be appropriate to select a proportion of the
sample on a randam basis and a proportion of the sample on a
key item basis, i.e., the auditor includes in the sample
those items which he considers have a particularly high risk
of being wrong or are unusually important because of their

size or other factors.
{para 3074)

The nature and frequency of the errors or exceptions found--
Other things being equal, the fewer the errors or exceptions
discovered in the sample, the more the support which the
sample results give to the audit objective under consiser-
ation. It is also important that the auditor considers the

relevance of the nature of the errors or exceptions found to
the audit objective. for example, if the auditor is conduct-
ing a compliance test then all failures to operate the
control must be considered to be exceptions regardless of
the amount involved in the particular transaction. If,
however, the axditor is conducting a substantive test, then
a small error in the value of a sample item may or may not
be of significance depending upon the circumstances., The
circumstances in which errors or exceptions occur should
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always be investigated, and their possible effect on conclu-

sions drawn elsewhere in the audit, assessed. For example,a e mﬂw
errors in a substantive test may indicate that controls,

vhich are being relied upon, are in fact rot infOperatigd}: In
addition, the auditor should always be alert to the possible
significant cumulative effect of a number of individually

small errors.

(para 3075)

6.2.3.5.4.4 The reliability of the evidence obtained with respect to

4A14

individual items in the sample--The persuasiveness of the
results of a sample test does rot only depend upon sampling
issues but also it must be influenced by the quality of the
evidence used to support the auditor’s conclusions regarding
the individual items in the sample. The evidence used to
form conclusions about the individual items in the sample is
inappropriate, then the auditor would mot be persuaded by
the test results even if every item in the population were
included in the sample.

Paragraph 3040 can be applied to substantive tests of details
conducted on a sample basis or to campliance tests conducted on a
sample basis. We believe that it is inappropriate, given the
structure of the proposed Saudi Auditing Standards, to give
details in the standard of the possible different types of
campliance and substantive tests. Such detail should be contained
in educatinal material supporting the staggard ragher than the
standard itself. The explanatory to the Evidence Standard,
nevertheless, does discuss the problems associated with scme
different types of campliance tests and it also indicates some
different types of evidence which are commonly employed in
detailed substantive testing.
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PARAGRAPH 3041 -~ THIRD PARTY EVIDENCE

This paragraph summarizes the factors which the auditor
should take into account when evaluating evidence from third
parties. Such evidence may relate to individual sample
items in a detailed substantive test or it may relate to the
total, or sub-total, of a balance shown in the financial
statements. An example of the former is the receipt of #
debtors confirmation as part of & debtors circularization
exercise and an example of the latter is a certificate from
a recognized bank confirming the only bank balance of the
client enterprise. In addition, third party evidence can
take the form of a report from a specialist such as a
surveyor, lawyer, architect or a fellow auditor., The
considerations listed in paragraph 3041 are relevant to an
;s—ﬁsuent of the work performe?__iyi an internal auditor or
13_3_,{__ another external auditor. There is not, therefore, a
separate paragraph in the Saudi BEvidence Standard dealing
with the evaluation of work performed by internal or other
external auditors. The factors listed in paragraph 13 are
closely related to the points made in the US statement (AU
336.07 and 08-see appendix).

(para 3077)

IF CUMULATIVE EVIDENCE IS INSUFFICIENT, PERFORM
FURTHER WORK (PARAGRAPH 14)

If the auditor has failed to obtain sufficient evidence on
any matter which is significant to his audit opinion, then
the auditor should not qualify but should attempt to perform
further audit work. If the lack of assurance is the result
of errors or exceptions discovered during the audit work,
then he should examine the reasons and these reasons should
inflvence the nature and extent of the further work.

(para 3078)
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OBTAIN MANAGEMENT REPRESENTATICNS (PARAGRAPH 3043)

Paragraph 3043 follows the proposed UK line whereby if
sufficient assurance is not and could not reasonably be
expected fram other evidence sources on any material matter,
the auditor should obtain the written representations of
management on the matter in question. He must then decide
whether in the circumstances, these representations together
with the other audit evidence he has cbtained, are suffi-
cient to enable him to form an opinion.

Management representations should not be relied upon if
corroborating evidence should reasonably be expected to be
available but is not forthcoming. This is for two reasons:

i) The possibility that management is deliberately
withholding, or suppressing the creation of evidence, or

ii) The possibility that management themselves have too
little knowledge or evidence on which to base their
management representations.

(para 3079)

QUALIFY OR DISCLAIM IF, AND CNLY IF, INSUFFICIENT EVIDENCE
REMAINS (PARAGRAPH 3044)

The auditor should exhaust all practicable sources of
andit evidence before concluding that he is unable to form
an opinion on any material matter.

Figure 2 shows the role of management representation in
the Saudi evidence standard.

(para 3080)
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Figure 2
The Role of Management Representations Relevant Paragraph
in the Saudi Evidence Standard of Standard
FOR ANY MATERIAL MATTER
TTHE PARTICULAR|
KNOWLEDGE (R Yes
— ExpERIENCE OR|™ " "
MANAGEMENT IS
RELEVANT |
Cbtain evidence Corroboration Cbtain oral
from the three required representations 6
principal sources \
Obtain T COMOLATIVE
further EVIDENCE
evidence N_oj_: OBTAINED Yes 14
IS SUFFICIENT
FURTHER CONCLUSION
| No (EVIDENCE IS | _Yes REACHED 14
UNAVAILABLE? 1{
Cbtain written
management
representations 15
T COMULATIVE
No | EVIDENCE Yes 16
OBTAINED
{18 SUFFICIENT
NO CONCLUSION CONCLUSION
IS REACHED REAHCED
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7L- 6.3 COMPARISON OF REQUIREMENTS ACROSS (ﬁJ\R COUNTRIES

6.3.1

g

References used in the Appendix are as follows:

UNITED STATES

Al -

8AS - para -

Standard of field work-

UNITED KINGDOM

GERMANY
Statement-/1977
Section -

The relevant section of "Codification
of Numbers 1 to 15" Mmerican Institute
of Chartered Public Accountants 1977.

The relevant paragraph of the relevant
statement on Auditing Standards published
by the American Institute of Certified
Public Accountants.

Refers to the field work standards contained
in the U.S. Generally Accepted Auditing
Standards

Refers to the relevant paragraph of the
relevant Auditing Standard or Auditing
Guideline issued by the accountancy bodies
in the United Kingdom.

Rafers to the relevant exposure draft issued
for comment by the accountancy bodies in the
United Kingdom.

Refers to the relevant section of the

relevant standard issued in 1977 by the
Institut der Wirtschaftspurfer in Germany
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6.4 AIDIT EVIDENCE STANDARD: COMPARISCN OF REQUIREMENTS
SAUDI ARABIA UNITED KINGDOM UNITED STATES GERMANY
1. The aditor must obtain relevant The auditor should obtain relevant Sufficient competent evidential The awditor should determine the

and reliable axdit idence suf-
ficient to establish a reason—
able basis for the expression

of an axdit opinion on the
financial statements in accord-
ance with the scope of the

audit engagement,

The axdit opinion must be based
upon reasonable conclusions
drawn from sufficient, relevant
and reliable axit evidence. In
particular, the adit opinion as
to a whether the financial state-
ments give a fair view of the

and reliable andit evidence suffi-
cient to enable him to draw reason-
able conclusions therefrom

The axditor is required to form an
opinion on the enterprise’s financial
statements as a whole. Having accu-
mulated andit evidence about indivi-
dual items or groups of items, he
should therefore, carry out an
overall review ...

matter is to be obtalned through
inspection, observation, inquiries
and confirmations to afford a reason-
able basis for an opinion regarding
the financial statements under
exanination.

3rd standard of field work.

The independent aditor’s judgement
concerning the “fairness” of the
overall presentation of financial
statements should be gpplied within
the framework of generally accepted
accounting principles.

nature and scope of his adit proce-
dures in such a manner that he is
able to make an Informed judgement on
the compliance of the financial state—
ments with law and generally

accepted accounting principles.

Statement 1/1977 Section v

The opinion is an overall conclusion.
It is mot merely the sum of the indi-
vidual conclusions formed in each
area of the axit, but reguires the
auditor ‘s evaluation of the
materiality of the individual
conclusions.

financial position and of the AD 411.03
results of operatios, changes 205 para 2 Statement 3/1977 Section B Note 3
in owners” equity and sources
and applications of funds of the and ultimately whether: In view of these objectives, the
enterprise must be based upon axditor must detemmine the nature
reasonable conclusions, drawn The conclusions drawn from the other and scope of his adit procedures
from sufficient, relevant and tests which he has carried out, in a conscientious manner and with
reliable adit evidence, with together with those drawn from his dve professional care. Important
regard to: overall review of the financial criteria for this are ...... the
statements, enable him to form an significance of the items being

i) Individual fiqures in opinion on the financial statements. audited.

the financial statements; ’

and 205 para. 2 Statement 1/1977 Section v
1i) ‘The owerall presentation The relevance of the axdit evidence

and content of the financial should be considered in relation to

statements. the overall adit objective of

forming an opinion and reporting on

The sufficlency of adit evi- the financial statements.
dence to support each conclusion
should depend upon the materiality| 203 para. S
of the conclusion to the adit
opinion.

4A19520
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6.4 , AUDIT EVIDENCE STANDARD: COMPARISON OF REQUIREMENTS
SAUDI ARABIA UNITED KINGDOM UNITED STATES GERMANY

3. Reasonable conclusions regarding
individuval figures in the finan—
cial statements should be made
in answer to the following
questions:

Por the statement of financial
position fiqures:

i) Have all assets and
liabilities been
recorded?

ii) Do the recorded assets
and liabilities exist?

Are the recorded assets
owned by the enterprise
and are the recorded
liabilities properly
those of the enterprise?

1ii)

Have the amounts attributed
to the assets and

liabilities been arrived

at in accordance with the
stated accounting policies
ad are those policies in
accordance with generally
accepted accounting standards
appropriate to the circum-
stances of the business?

iv)

v) Have the assets, liabilities
and owners” equity been
poperly disclosed?

Por Statement of Incame Figures:

i} Have all revenues, expenses,
gains and losses that are

To achieve this objective the aditor
needs tn obtain evidence to enable
him to draw reasonable conclusions in
answer to the following questions.

Balance Sheet Items

Q) Bave all the assets and liabili-
ties been recorded?

b) Do the recorded assets and
liabilities exist?

c) Are the assets owned by the enter
—prise and are the liabilities
moperly those of the enterprise?

d} Bave the anounts attributed to
the assets and liabilities been
arrived at in accordance with
the stated accounting policies,
on an acceptable and consistent
basis?

e) Bave the assets, liabilities and
capital amd reserves been pro-
perly disclosed,

203 para 5

Profit and Loss Account Items

f) Have all income ad expenses
been recorded?

Did the recorded income and
expense transactions in fact
occur?

q)

h) Have the incame axl expenses
been measured in accordance with

Most of the independent auditor’s
work in forming his opinion on finan—
cial statements consists of obtaining
and evaluating evidential matter con-
cermning the assertions in such finan-
cial statements,

AD 326.02

Masertions are representations by
management that are embodied in
financial statement components. They
can be either explicit or implicit
am] can be classified according to
the following broal categories:

© Existence or occurrence

o Completeness

o Rights and cobligations

o Valuation or allocation

0 Presentation and disclosure

Assertions about existence or
occurrence deal with whether assets
or liabilities of the entity exist at
a given date and whether recorded
transactions have occurred during a
given period.

Assertlions about completeness deal
with whether all transactions and
accounts that should be presented in
the financial statements are so
ncluded.

Assertions about rights and obliga—
tions deal with whether assets are

The division of the data to be
andited into individual audit fields
assist in the proper conduct of m
examination.

Statement 1/1977 Section IV MNote 1

4a21622
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properly associated with the
reporting period been
recorded?

ii) Are the recorded revenues
and gains properly regarded
as revemies or gains of the
enterprise and are the
recorded expenses axl losses
properly reqarded ag those
of the enterprise?

iii) Have the revenues, gains,
expenses and losses been
recognized and measured
in accordance with the
stated accounting policies
and are those policies in
accordance with the generally
accepted accounting standards
appropriate to the circum-
stances of the business?

iv) Have reverues, gains, expenses
and losses been properly pre-
sented and disclosed?

For Statement of Sources and
Applications of Funds Figures:

i) Have all sources of funds
during the period been
reflected in the statement?

ii) Have all applications of funds
during the period been relfec-
ted in the statement?

i)

the stated accounting policies,
on an acceptable and consistent
basis?

Have income and expenses heen
properly disclosed where

appropriate?
203 para, 5

the rights of the entity and liabili-
ties, are the cbligations of the
entity at a given date.

kssertions about valuwation or allo-
cation deal with whether asset, lia—
bility, revenve and expense components
have been included in the financial
statements at appropriate amounta.

Assertions about presentation and
disclosure deal with whether parti-
cular omponents of the financlal
statements are properly classified,
described and disclosed.

AJ 326.03 to 326.08

In cbtaining evidential matter in
support of financial statement asser-
tions, the aditor develops specific
audit objectives in the light of
those assertions, In developing the
audit objectives of a particular
ergagement, the axitor should con-
sider the specific circumstances of
the entity, including the nature of -
its economic activity and the
accounting practices unigue to its
industry. Por example, one adit
objective related to the assertion
about ocompleteness that an anditor
might develop for inventory balances
is that inventory quantities include
all products, materials and supplies
on hand.

AlJ 326.09
iii) Does the statement properly
reflect other investing and
financing transactions during
4A23524 -191- '
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the period which did not
affect the funds?
iv) Have all disclosure and

presentation requirements
of generally accepted
accounting standards been
met?

4. PReasonable conclusions regarding
the overall presentation and
content of the financial state-
ments should be made in answer
to the following questions?

i) Have the financial state-
ments been prepared in
accordance with accounting
molicies that are in accord-
ance with the generally
accepted accounting
standards?

«..he should therefore carry out an
overall review to determine whether
in his opinion:

a) The financial statements have
been prepared using acceptable
accounting policies which have
been consistently applied amd
are appropriate to the
enterprise’s business;

b) The results of operations, state
of affairs and all other infor-
mation included in the finan—

The axditor’s opinion that financial
statements fresent fairly an entity’s
financial position, results of opera-
‘ions, and changes in financial posi-
tion in conformity with generally
accepted accaunting principles should
be bhased on his judgement as to
vhether:

a) 'The accounting principles
selected and applied have
general acceptance.

b} The accounting pricniples are

The opinion is based on the aditor’s
conclusion that the company subject
to adit complies with the applicable
principles. Principles are all
requirements prescribed by law and
the company’s statutes directly and
indirectly applicable to accountirg,
including generally accepted account-
ing principles.

Statement 3/1977 Section B Note 5

ii) Are there any special cial statements are campatible appropriate in the circumstances:
circumstances affecting with each other and with the
the enterprise or the axditor’s knowledge of the enter-| ¢} 'The financial statements,
industry in which the xise; including the related nctes, are
enterprise operates, that informative of matters that may
might cause generally accep- c¢) There is adequate disclosure of affect their use, understanding
ted accounting standards to all appropriate matters and the and interpretation;
be inappropriate? information contained in the
financialgstatements is suitably | d) The iformation presented in the
iii) Have the accounting policies classified and presented; financial statements is classi-
been applied on a basis con- fied and summarized in a reason-
sistent with that of the 205 para 2 able manner, that is, neither
preceding accounting periods, too detailed nor too condensed:
or if not, has the change been| The auditor should review the account and
properly accounted for and -ing policies afopted by the enter—
disclosed in accordance with prise to determine whether such e) The financial statements reflect
generally accepted accounting | policies: the urderlying events and trans-
standards? actions in a mammer that presents
4725526 -192-
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In case of stock companies, a) COomply with statements of the financial position, results
has the financial statements standard Accounting practice or, of operations, and changes in
been prepared in the same in the absence thereof, are financial position stated within
format as previous year/s; otherwise acceptable; a range of acceptable limits,
and have assets, liabilities, that is, limits that are reason-
revenues, experditures, b} Are consistent with those of the able and practicable to attain
earnings and losses been previous period; in financial statements.
measured on the same lines
as thosa of previous year c) Are consistently applied AD 411.04
and in accordance with the throughout the enterprise;
provisions of article 123
and 124 of the saudi d) Are disclosed in accordance with
(ompany Law?) the requirements of the
Statement of Standard Accounting
iv} Are the accounting policies Practice Mo, 2 "Disclosure of
consistent with each Accounting Policies.™
other and are they con-
sistently applied throughout 205 para. 6
the enterprise?
v) Aare the accounting policies In addition to any analytical review
which have been used  procedures carried out during the
adequately disclosed? course of the andit, the awditor
should carry out an overall review of
vi) Are the figures contained the information in the financial
in the financial statements statements themselves and compare it
consistent with each other with other available data.
and consistent with related
information contained in 205 para. 9
previous financial statements?
The auditor should consider the
vii) Is there adequate disclosure information in the financial state-
of all appropriate matters and| ments in order to ensure that the
is the information contained conclusions which a reader might draw
in the financial statements fram it would be justified and
suitably classified and consistent with the circumstances
presented? of the enterprise’s business.
viii) Is the financial position, 205 para. 10
results of operations, changes
in owners”® equity and sources
4A27628 -193~



LSRR S AR S SaarTR SRt SR SUUTIY GEugUIN Gup GRS S S

" AUDITING STANDARDSy

6.4 AUDIT EVIDENCE STANDARD: COMPARISON OF REQUIREMENTS

SAUDI ARABIA UNTTED KINGDOM UNTITED STATES GERMANY

and applications of funds as
reported in the financial
statements consistent with the
axditor’s knowledge of the
underlying transactions,
events and circumstances of
the business?

ix} Are there any notes or repre—
sentat jons that are found
invalid or any data that have
rot been disclosed with
reqard to the financial state—
ments which would mislead the
users of the financial state-
ments?

5. 'The auditor must enquire in writ—
ing from the predecessor auditor
with regard to the reasons for
discontinuing the audit of the
enterprise. He must also request
any information which may affect
the financial statements, and be
acquainted with the previous
period ‘s work papers (after secur-
inqg the prior consent of the
respective enterprise) which
shall be documented and incorpora—
ted as part of the work papers
of this successor auditor,

6. The auditor must obtain a letter
of "General Disclosure” from the
respective enterprise which shows
the basis for the preparation of
financial statements and testifies
that all relevant information have
been supplied to the anditor to
enable him exanine the financial

4729530 : ~194-
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statements an certify that they

give a fair view of the financial

position of the enterprise.
7. The anditor must ascertain and The auditor should ascertain the In developing his opinion the auditor| All facts which are important in

make a preliminary assessment of
both the enterprise’s accounting
system and the system of internal
control as a source of aundit
evidence., The asditor should
also make a preliminary assess—
ment of the awvailability of
evidence fram analytical review
and other substantive tests of
details of transactions and
balances. The aWditor must give
consideration to all the available
evidence regardless of whether or
ot it appears to support the repr
—esentations made in the financial
statements.

B. Following his completion of the
preliminary assessments required
by the awditing Standard on
Adit Planning and the previous
paragraph of this standard, the
auditor must decide the extent

enterprise’s system of recording and
processing transactions and assess
its adequacy as a basis for the pre-
paration of financial statements.,

101 para 3

The anditor will need to ascertain
and record the internal control
gystem in order to make a preliminary
evaluation of the effectiveness of
its component controls and to decide
the extent of his reliance thereon.
This recording will mormally be
carried out concurrently with the
recording of the accounting system,

204 para. 11

The asditor should consider the
outline audit approach he proposes to
adopt, including the extent to which
he may wish to rely on internal
controls ,... 201 para. 7

must give consideration to relevant
evidential matter regardless of
whether it appears to support or
contradict the representations made
in the financial statements.,

AU 330.15

There is to be a proper study and
evaluation of the existing internal
control as a basis for reliance
thereon and for the determination of
the resultant extent of the tests
to which aditing procedures are
be resticted.

2nd standard of field work.

Analytical review procedures may be
performed at various times during an
examination:

a} In the initial planning stages
to assist in determining the
nature, extent, and timing of
cther auditing procedures....

GAS 23 para. 5

The evidential matter required by the
third standard is obtained through
two general classes of audit proce-
dures (a) tests of details of transac
~tions and balances and (b} analyti-
cal review of significant ratios and

drawing a conclusion on the financial
accounting system must also be
investigated every time on continuing
assigrments.

Statements 1/1977 Section IV Note 3

The axdit and evaluation of the
internal omtrol system, in particu-
lar the extent to which it ensures
the preparation of reliable financial
reports, give the auxditor the possi-
bility of determining the type and
scope of his adit procedures in an
appropriate manner.

Statement 1/1977 Section IV

If the axitor has satisfied himself
that the controls in force are ef fec-
tive he can establish his subsequent
audit procedures accordingly.
Material weaknesses or deficiencies
in the internal control system

4a152
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detalls of transactions and
balances.

The auditor should design his

program of audit procedures
accordingly.

9. In selecting the audit approach,
the auditor should be influenced
by the anticipated cost effective—
ness of the alternatives. As the
audit proceeds, the selected
approach must be kept under reivew
and should be revised if necessary
in the light of the results of the
audit procedures performed. In
aldition to the three sources of

under review and, depending on the
results of his examination, he may
decide to place more or less reliance
on these controls.

204 para. 2

The auditor may rely on appropriate
evidence obtained by substantive test
-ing to form his opinion, provided
that sufficient amount of such evi-
dence is obtained. Alternatively, he
may be able to obtain assurance Erom
the presence of a relisble system of
internal control and thereby reduce
the extent of substantive testing.

203 para. 9

vary ... variations in this respect
may arise from differences in circum-
stances and efficiency of the respec-
tive types of mocedures. In this
context, effectiveness refers to the
andit satisfaction that can be
obtained from the procedures, and
efficiency refers to the audit time
and effort required to perform the
procedures. Effectiveness necessa-
rily is the overriding consideration,
but efficiency is an appropriate
consideration in choosing between
procedures of similar effectiveness,

AJ 320.73
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to which, in accumulating suffi- In this context the auditor should trends and resulting fluctuations
cient evidence for his conclu- aim to provide an effective and eco- | and questionable items.
sions, he intemds to rely upon: nomic service within an appropriate
time scale. AJ 320,70
i) The operation by the
enterprise of systems, 201 para. 4 The Eoregoing excerpts recognize not require axiit procedures to be accord-
particularly the only that the reliance on substantive| ingly extemded in scope and depth.
accounting system and the At an early stage in his work the tests may properly vary inversely
system of internal control. auditor will have to decide the with the reliance on internal In view of these objectives the audi-
extent to which he wishes to place accounting control, but also that the| tor must determine the nature and
ii) Analytical review procedures. | reliance on the internal controls of | relative tests that are derived scope of his adit procedures in a
the enterprise. As the adit pro- from tests of details and from analy-| conscientious manner and with due
iii) Other substantive tests of ceeds, that decisions will be kept tical review procedures may properly | professional care. Important cri-—

teria for this are the systems opera—
ted by the enterprise under adit....

Statement 1/1977 Section Vv

The aditor must, therefore, tailor
his audit procedures so that he can
draw the recessary conclusions in a
timely and econamical manner.

Statement 1/1977 Section V Note 2

48354
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evidence listed above, the auditor
should obtain the representations
of management and staff on any
significant matter where the
particular knowledge and experien—
ce of management or staff is
relevant. However, the aditor
should obtain sufficient corrobo-
rative evidence for the represen—
tations received. 1In particular,
the aditor should design his
axit procedures to give him rea—
sonable assurance that there is no
error or irreqularities which
materially distorts the view
given by the financial statements.

10. If the auditor wishes to place
reliance on the performance of
procedures within the accounting
system or on the performance of
internal controls, he must
obtain relevant compliance evi-
dence. If reliance is being
placed on the operation of pro—
cedures of controls during the
period between the interim and
final audits, apropriate

campl iance evidence must be
cbtained for that period.

11. Because of inherent limitations

in even the most effective

The axitor is rot entitled to place
any reliance on internal controls
based solely on his preliminary eva-
luation. He should carry out
canpliance tests to obtain reasonable
assurance that the controls on which
he wishes to rely were functioning
both properly and throughout the
period.

204 para, 14

If the auditor wishes to place
reliance on any internal controls te
should ascertain and evaluate those
controls and perform campliance
tests on their operation.

101 para. 5

Because of inherent limitations in
even the most effective internal

The purpose of tests of compliance is
to provide reasonable assurance that
the accounting control procedures are
being applied as prescribed. Such
tests are necessary if the prescribed
procedures are W be relied upon in
determining the nature, timing or
extent of substantive tests. .....

AD 320.55

The second standard does not oon-
template that the auditor will place

4R556
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system, the auditor must not
rely solely on systems evidence,
including evidence from the
accounting system or the system
of internal control, as the
basis for his conclusions on the
financial statements. He must
always obtain substantive evi-
dence to support his
conclusions.,

12, The axlitor must evaluate the
cunuyl at ive persuasiveness of all
the evidence dbtained in support
of each conclusion and he must
relate his eyaluation to:

i) The consistency of the
various relevant items of
evidence.

ii) The persuasiveness of each
of the various items of
evidence; and

iii) The extent to which the
vrious items of evidence
were obtained fram inde—
pendent sources.

The axditor must handle all
evidence obtained with due care,
irrespective of the fact whether
they support or contradict with
the information contained in the
financial statements.

control system, it will not be
possible for the auditor to rely
solely on its operation as a basis
for his opinion on the financial
statements.

204 para. 8

The axditor should consider whether
the conclusions drawn from differing
types of evidence are consistent with
one another.

203 para. 7

camplete reliance on internal control
to the exclusion of other auditing
procedures., . . . . the inherent
limitations on the effectiveness of
acocounting control ., . . . are the
furndamental reasons underlying this
interpretation,

AD 320.71

The auditor’s chjective is to cbtain
sufFicient competent evidential
matter to provide him with a reason-
able basis for forming an opinion
urdler the circumstances. In the
great majority of cases, the auditor
finds it necessary to rely on evi-
dence that is persuasive rather than
convincing.

M) 330.10

The amount and kinds of evidential
matter required to support an
informed opinion are matters for the
auwditor to determine in the exercise
of his professional judgement after a
careful study of the circumstances in
the particular case. In making such
decisions, he should consider . . .
the kinds and competence of the indi-
vidual pieces of evidence available,

AU 330.09

In developing his opinion the axditor
must give consideration to relevant
evidential matter regardless of
whether it appears to support or to

4A7:8
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13. The axditor should relate the
persuasiveness of the evidence
provided by a study of the
accounting system and the system
of internal control to:

i) The cumulative effect of
relevant procedures
within the accoumting

system and relevant

Jf the auditor wishes to place
reliance on any internal controls he
should ascertain and ewvaluate those
controls and perform compliance tests
on their operation.

101 para 5

Depending upon the size and nature of
the business concerned an accounting

contradict the representations made
if the sample results suggest that
the auditor’s planning assumptions
were in error, he should take appro-
priate action. For example, if mone—
tary errors are discovered in a subs-
tantive test of details in amounts and
frequency that is greater than is con
~sigtent with the degree of reliance
initially placed on internal account-
ing control, the auditor should

alter his preliminary evaluation of
the internal accounting control
system SAS 39 para. 2B

A conceptually logical approach to
the mxlitor’s evaluation of
accounting control, which Focuses
directly on the purpose of preventing
or detecting material errors and
irreqularities in financial state-
ments, is to apply the following
steps in considering each significant
class of transactions and related
assets irwolved in the audit:

The examination of internal control

is bhest performed during interim
audits before the end of the finacial
year; care should be taken o ensure
that possible changes in the internal
control system between the date of the
interim audit and the financial year
end are also subject to addit.

Statement 1/1977 Section VI MNote 1

application controls system will frequently need to incor-| a) Consider the types of errors and
within the system of porate internal controls to provide irreqularities that could occur,
internal control upon the assurance that ....
likelihood of the type of b} Determine the accounting control
error or irreqularity 202 para. 6 procedures that should prevent
under examination. or detect such errors and irre-
In addition to making an assessment gularities.
ii) The effect of general controls| of the alequacy of the accounting
upon the likelihood of the system the auditor needs to confirm c¢) Determine whether necessary pro-
relevant procedures and appli-| that the system has operated as laid cedures are prescribed and are
cation controls being properly| down throughout the period. being followed satisfactorily.
performed, and
202 para. 11 d) Evaluate any weaknesses . . .
iii) The persuasiveness of the
compl iance evidence that AJ 320.65
429510 -199-
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the relevant procedures,
application controls and
general conrols had
operated throughout the
period for which reliance
on the system is being
placed.

14, The auditor should relate the
persuasiveness of the evidence
movided by the results of analy-
tical review procedures, to:

The evaluation of internal controls
will he assisted by the use of docu-
mentation designed to help identify
the internal controls on which the
axditor may wish to place reliance.
Such documentation may take a variety
of 2 forms but might be based on
questions asking either:

a) Whether controls exist which
meet specified overall control
objectives; or

b} whether there are controls which
prevent or detect particular
specified errors or amissions.

204 para, 12

If reliance is to be placed on the
operation of controls, the auditor
should ensure that there is evidence
of the effectiveness of those
controls throughout the whole period
under review.

204 para, 17

Since EDP accounting control proce-
dures relate to all EDP activities
{general controls and some relate to
a specific accounting task such as
preparation of account listing or
payrolls (application controls).,

AD 321.06

Weaknesses in general controls often
have pervasive effects. When general
controls are weak or absent, the
auylitor should consider the effect of
such weakness or absence in the eva—
luation of application controls.

A 321.07

The axitor’s overall evaluation of
controls for a particular purpose
involves cambing judgements about the
prescribed controls, the sample
results of compliance tests, and the
results of observation and inquiry
about controls mot leaving an asdit
trail of documentary evidence.

SAS 39 para. 32

Evaluation of FDP aspects of a system
of accounting control is not different
conceptually from the evaluation of
other aspects of the system . . .

AD 321.31

The auditor should consider the
following factors when planning and
performing analytical review pro—
cedures:

4Al11512

-200-



o S N AR | f 0 —— T Tt r [ Ko N i sl i st P
|- AUDITING STANDARDS .
6.4 AUDIT EVIDENCE STANDARD: COMPARISON OF RFQUIREMENTS
SAUDI ARABIA UNITED KINGDOM UNITED STATES GERMANY

i) The reliability of the
relationship used to
substantiate the financial
statement figure under
examination.

ii} The validity of the data
wsed, on the basis of the
identified relationship,
o substantiate the
financial statement
figure.

iii) The differences that appear
to be unusual which have been
identifled by analytical
review procedures together

with the persuasiveness of the

explanation for any signifi-
cant difference.

These (Analytical Review) procedures
include studying significant ratios,
trerds and other statistics and in—
vestigating any unusual or unexpected
variations. The precise nature of
these procedures and the manner in
which they are documented will

depend on the circumstances of each
audit.

203 para. 11

The comparisons which can be made will
depend on the nature, assessibility
and relevance of the data available.
Once the auditor has decided on the
camparisons which he intends to make
in performing his analytical review,
he should determine what variations
he expects to be disclosed by them.

203 para. 12

Unusual or unexpected variations,
and expected variations which fail
to occur, should be investigated.
Explanations cbtained should be veri-
fied and evaluated by the aditor
to determine whether they are con-
sistent with his understanding of
the business and his general know-

ledge.
203 para. 13

a) the nature of the entity . . . .
b) The scope of the engagement . . .

c) The availability of financial
information about the entity’s
financial position and results
of operations . . . .

d) The availd)llity of relevant
monfinancial information . . . .

e} The reliability of financial and
monfinancial information,

f) The availability and comparabili-
ty of financial information
regarding the industry in which
the entity operates . . . .

SAS 23 para. 7

The auditor should investigate fluc-
tuations that are mot expected, the
absence of fluctuations that are
expected and other items that appear
to be unusual . . . . bhen investi-
gating such significant fluctuations,
the anditor ordinarily would begin by
making suitable endquirles of manage-
ment . . . . If management is unable
to provide an acceptable explanation
of significant fluctuations, the
auditor should perform additional
procedures to investigate those fluc-
tuations further.

SAS 23 para. 9

4A13514
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15, The auditor should relate the per-
suasiveness of the evidence pro—
vided by the results of a substan-
tive test of details of transac—
tions and balances or compliance
tests corducted on a sampling
basis to:

i) The size and design of the
Sample

ii) The method of selection of
the sample

iii) The nature and frequency
of the errors or exceptions
found in the sample

iv) The reliability of the evi-
dence obtained with respect
to imdividual items in the
sample,

when errors or exceptions are

found in the sample, the circum—

stances in which the errors or

exceptions occur must be investi-

gated and their possible effect
~nclusions drawn elsewhere

in the axlit, assessed.

The sufficiencv of evidential matter
is related to che design anvd size of
an audit sample, among other factors.

SAS 39 para. 5

In a strict sense, the sample evalu-
ation relates only to the likelihocd
that existing monetary errors or
deviations From prescribed procedures
are proportionately included in the
sample, not to the aditor’s treat-
ment of such items, Thus the choice
of ronstatistical or statistical
sampling does rot directly affect the
auditor’s decisions about the
axliting procedures to be applied,
the competence of the evidential
matter obtained with respect to indi-
vidual items in the sample . . . .
sampling does mot directly affect the
axlitor's decisions about the
axiting procedures to be gpplied,
the competence of the evidential
matter cbtained with respect to indi-
vidual items in the sample . . . .

SAS 39 para. 6

In addition to the evaluation of the
frequency and amounts of monetary
misstatments, consideration should
be given to the gualitative aspects
of errors.

SAS 39 para. 27

The sample results suggest that the
auditor s planning assumptions were
in error, he should take appropriate
action.

In sampling specific adit areas the
aditor may, where sppropriate, use
statistical methods.

Statement 1/1977 Section Vv MNote 5

4A15816
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16. ¥hen the conduct of a substantive
test or any other audit procedure
involves reliance on the evidence
of third parties, including
specialist, the auditor should
relate the persuasiveness of the
third party evidence to:

i) The form which the evidence
takes {oral or written)

ii) If known, the abjectives and
scope of the third party’s
wrk in producing the report
which is to be used as audit
evidence,

iii) The degree of detailed expla-
nation produced by the third

Although the reliability of audit
evidence is dependent upon the parti-
cular circumstances, the followirng
general presumptions may be found
helpful :

a) Documentary evidence is more
relaiable than oral evidence;

b) Evidence obtained fram indepen—
dent sources outside the enter-—
prise is more reliable than that
secured solely fraom within

the enterprise;
203 para. 6

The extent W which the external
auditor is able to take account of

SAS 3% para. 28

In ajdition to the evaluation of the
frequency of deviations from perti-
nent procedures, consideration should
be given W the qualitative aspects
of the deviations.

SAS 39 para. 41

Sample items should be selected in
such a way that the sample can be
ex-ected to be representative of the
population . . . . ideally the adi-
tor should use a selection method
that has the potential For selectirg
items from the entire period under
adit.

5AS 39 para. 38

vhen evidential matter can be
obtained from independent sources
outside an enterprise, it provides
greater assurance of reliability for
the purposes of an independent adit
than that secured solely within the
enterprise,

AU 330.08

An understanding should exist among
the axditor, the client and the spe—
cialist as to the nature of the work
to be performed by the specialist.
Preferably the understanding should
be documented and should cover the
following:

a) 'The cbjectives and scope of the

The results of work performed by
other parties or experts which are of
relevance o the financial statements
of the enterprise under audit should
also generally be reviewed but should
always be subject to a critical eva-
luation by the anditor.

Statement 1/1977 Section VIII Note 4

This obligation does mot preclude the
aunditor from accepting the axdit
results and other work of other audit
institutions or other parties on his
own responsibility., To what extent
and at what level their conclusions
may be used depends on the competence
and professional qualification of the
institutions in question according to

4A17518
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party and the ability of the the work of the internal auditor will specialist’s work. the principles of independence,
auditor to understand and depend on his assessment of the conscientiousness, impartiality,
assess the reasonableness of effectiveness of the internal audit b) The specialist’s representations | absence of bias and sole responsi-
the methods and assumptions function. In making this assessment, as to his relationship, if any, bility valid for the aditor.
used, the external auditor will be con— to the client.
cerned with: Statement 1/1977 Section VIII
iv) The extent to which the c) The methods of assumptions to be
third party might reason- a) The degree of independence of used. The aditor should take note of exa-
&bly be expected to have the internal auditor from those minations performed by internal audit
lnowledge of the matters whose responsibilities he is d) A camparison of the methods or departments of the enterprise or
vhich are the subject of reviewing; assumptions to be used with group. They may be taken into
his report. This includes those used in the preceding account in determining audit scope
an assesament of the exper- b}y The number of suitably aqualified period. but canmot replace his own adit and
tise and, if relevant, pro- and experienced staff employed conclusions,
fessional qualifications in the internal axdit function; e) The speclalist’s understanding
of the third party. of the aditor’s corrcborative Statement 1/1977 Section VIII Note 3
¢) The scope, extent, direction and use of the specialist’s findimgs
v) The independence of the third timing of the tests made by the in relation to the representa~
party from the enterprise. internal auditor; tions in the financial state-
ments.,
d) The evidence available of the
work done by the internal audi- f) The form and content of the
tor and of the review of that specialist’s report that would
work; enable the aditor to make the
evaluation described in . . . .
e) The extent to which management
takes action based upon the A 336,07
reports of the internal audit
function. Although the appropriateness and
reasonableness of methods or assump~
204 para. 19 tions used and their application are
the responsibility of the specialist,
the auditor should dbtain an
understnding of the methods of
assumptions used by the specialist o
determine vhether the Findings are
suitable for corroborating the repre—
sentations in the financial state-
ments.
A 336.08
4819520 -204-
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17. If after evaluation the persu-
asiveness of all the evidence
obtained in support of any
oconclusion, the auditor is of the
ominion that insufEicient ’
evidence has been obtained, he
should conduct further audit
work. Where the failure to
obtain sufficient assurance is
the results of errors or excep—
tions being found during
substantive or compliance
testing the auditor should exa-
mine the reasons for the
occurrence of the errors or
exceptions and these reasons
should influence the nature and
extent of the further work.

18, General

vhere sufficient aumdit evidence
from the sources listed in
paragraph 3032 is not and could
mot reasonably be expected to be
available in respect of any
material matter, the auditor
shouyld obtain the written repre-
sentations of management con-
cerning the matter in questien,
Such matters will mainly be

If the complaiance tests have
disclosed exceptions which indicate
that the contrcl being tested was not
operating properly in practice, the
auditor should determine the reasons
for this. Ile meeds to assess whether
each exception is only an isolated
departure or is representative of
others, and whether it indicates the
possible existence of errors in the
accounting records. If the explana-
tion he receives siggest that the
exception is only an isolated depar-
ture, then he must confirm the vali-
dity of the explanation, for example,
by carrying out further tests, IE
the explanation or the further tests
confirm that the omtrol being tested
was not operating properly throughout
the period, then he cannot rely on
that contrel. In these circumstances
the amditor is unable to restrict his
substantive testing,

204 para. 16

Oral representations will be made
throughout the audit in response to
specific enquiries. Wwhilst manage-
ment representations constitute valid
audit evidence, the aurditor should
not, in respect of any significant
aspect of the audit, rely solely on
unsupported oral representations of
management as being sufficient reli-
able evidence. Most representations

An eddition to the evaluation of the
frequency and amounts of monetary
misstatements, consideration should
be given to the qualitative aspects
of errors, These include (a) the
nature and cause of misstatements,
such as whether they are difFerences
in principle or in application, are
errors or irreqularities, or are due
to misunderstanding of instructions
or to carelessness, and (b) that
possible relationship of misstate-
ments to other phases of the aunlit.
The discovery of an irregqularity
ordinarily requires a broader aon—
sideration of possible implications
than does the discovery of an error.

SAS 39 para. 27

«es.COnsideration should be given to
the qualitative aspects of the
deviations, These include (a) the
nature and cause of the deviations,
such ags whether they are errors or
irreqularities or are dve to misun-
derstanding of instructions or to ...

During the examination, management
makes many representations to the
avditor, both oral and written, in
response to specific inguiries or
through the financial statements.
Such representations fram management
are part of the evidential matter the
independent auditor obtains, but they
are rot a substitute For the applica-
tion of those arditing procedures

The auditor must obtain a represen—
tation letter from the enterprise
being audited; it does mot replace
any audit procedures.

Statement 171977 Section IX
The representation letter is a compre-

hensive assurance by the Board of Man-
agement concerning the completeness

4A21&22
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those affecting judgement and
opinion or matters of fact where
knowledge is confined to manage—
ment. After written management
representations have been
obtained, the auditor must con—
sider whether those represen—
taticns together with such other
audit evidence as he has
obtained, are sufficient to
enable him to form a conclusion
on the matter in question,

19, when, and only when, after
performing further audit work
and, if appropriate, obtaining
the representations of manage-
ment, the axitor is of the
opinion that either sufficient
evidence does mot exist or is
impractical to obtain regarding
a material matter, then the
anditor must qualify his
opinion on the grounds of -
certainty in accordance with
the reporting standard.

can be corroborated by checking with
sources independent of the enterprise
or by checking with evidence genera-
ted by the anditor. where adequate

i corroboration is mot and could ot

<onably be expected to be avail-
able, the avditor should ensure that
there is mo other evidence which
conflicts with the representations
made by management and that the
representations are confirmed in
writing, Such written representa—
tiona should be confined to matters
which are material to the financial
statem—ts and which are mainly
considerations affecting judgement
and opinion. Matters of fact can
also be included, however, where they
are material and where knowledge of
the fact is confirmed to management.

ED para, 2

Having obtained written representa—
tions, the axitor must still decide
whether in the c¢ircumstances, these
representations, together with such
other axlit evidence as he has
obtained, are sufficient to enable
him to form an unqualified opinion
on the financial statements.

ED para. 3

necessary to afford a reasonable
basis for his opinion on the Einan—
cial statements . . . .

SAS 19 para. 2

The aditor obtains written represen—
tations from management relating to
its knowledge or intent when he
believes they are necessary to com—
plement his other aditing procedures

SAS 19 para. 3

of information and documentation given
to the anditor. It also represents
whether all transactions have been
recorded and whether the balance sheet
reflects all the assets, cammitments
and risks which have to be accounted .
for. .

Statement 1/1977 Section IX Note 1

4A23624
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7.1 EXPLANTORY ,—E@\é e FCT( ™
e

7.1.1

7.1.2

-4B26

INTRODUCTION

The audit report is the visible and legible method available

to the auditor to express his opinion on the quality of the
financial statements in accordance with the terms of the adit
engagement - usually by recording his opinion as to whether such
statements give a fair view in accordance with generally accepted
accounting standards appropriate to the circumstances of the
business and comply with relevant legal requirements. The audit
report should be explicit and should define the scope of audit
engagement.

(para 3501)

OBJECTIVE

It should be the objective of the anditor for the meaning of the
audit report to be fully understood by those concerned in its
preparation, by those who are to read it and most importantly,

by those who are likely to rely upon it. All audit reports must
be sufficiently clear and comprehensive as to leave the reasonably
canpetent reader of the report in no doubt as to the implications
of the content of the report.

In order to achieve such an cbjective, it is important that all
auditors attribute the same meanings to the words in the report,
particularly in the case of the unqualified report. The auditor
who expresses reservations arising from audit scope deficiencies,
accounting deficiencies, uncertainties or mon-campliance with

-208-
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relevant legal requirements or the enterprise articles of associ-
ation is able to state his reasons and perhaps quantify the
effects or possible effects on the financial statements. The
reasonably competent reader of the financial statements should be
able to recognize immediately whether the auditor wishes to bring
the readers’ motice any such reservations.

The auditor should mot expect the reasonably competent reader of
financial statments to be made aware of the essential features of
the audit report by using ‘reporting by exception’, e.g., report-
ing only rnon—campliance with generally accepted accounting
standards or relevant legal requirements. The auditor should
instead make a positive statement about the essential features of

his report such as:
i) The scope of his axit

ii) BAny reservations which in his opinion have material effects or
possible material effects on the financial statements.

iii) ‘The basis for the audit opinion being reasonable, not

absolute, assurance.

iv) The nature of the opinion, be it unqualified, qualified,
adverse or a disclaimer of opinion.

v) The subject matter of the opinion.

vi) Any matters to which the auditor wishes to draw the particular

attention to the reader.

By making positive statements on these matters using consistent

language, the auditor should achieve the cbjective of audit report-

ing as expressed above. (para 3502)

-209-
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SCOPE AND NATURE OF THE AUDIT ENGAGEMENT

The readers of the financial statements and the audit report
should be made aware of the nature and scope of the audit
engagement, The reader should be informed whether the audit
has been performed in accordance with the Auditing Standards
or whether any restrictions have been applied to the scope

of the audit.

Audit scope restrictions may be imposed by the enterprise
or may arise fram circumstances such as inadequacies in the
accounting records, or the timing of the audit work.
vhenever such restrictions have a material effect on the
aditor’s ability to form an opinion, the asditor should
inform the reader in the scope paragraph that the scope o
the audit has been limited, express his reservations ard
amend his opinion as appropriate. The aditor should leave
the reader in no doubt as to the financial statements upon
which he is reporting. Unless the auditor identifies the
financial statement, to which the audit relates, the reader
may consider that the auditor is expressing an opinion on
all the infommation presented.

(para 3503)

The Saudi Company Law states (article 123) that the res-
ponsibility for the preparation of the financial statements
is that of the enterprise rather than the aditor. However,
many of the readers of the financial statements do mot
appreciate this point unless it is made clear.

(para 3504) |
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Under the requirements of the Saudi Companmy Law (Article 132)

the auditor is required to make a positive statement to the
effect that he has obtained all the particulars and explana-
tions called for and accordingly, such a statement should be
included in the scope paragraph of all audit reports.

EXPRESSION OF OPINICN

The Saudi company law (article 132) states that the aditor

must submit a report to the annual regular general meeting, setting
forth the attitude of the company’s management in enabling him to
obtain the particulars and clarifications requested by him, any
violations of the provision of these regulations or of the company’s
by-laws he may have discovered. The auditor is required in

nearly all audit engagements to express his opinion as to whether
the financial statements taken as a whole:

{(para 3506)

1)

Give a fair view of the financial position at the period end,
the results of the operations, changes in owners’ equity

and the sources and applications of funds for the accounting
period, based upon the sufficient presentation and disclosure
of information contained in the financial statements in
accordance with generally accepted accounting standards, appro-
priate to the circumstances of the business.

(para 3507)

Normally, financial statements will almost always need to be
prepared in accordance with generally accepted acocounting
standards in order to show a fair view. However, management
when preparing the financial statements and the auditor

when giving his opinion must always consider whether a fair
view has been presented by the financial statements or whether
an alternative accounting treatment or additional information
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is required. The auditor must be satisfied that the financial
statements reflect the substance of transactions, events and
circumstances affecting the financial position and changes
in the financial position of the enterprise before he
concludes that the financial statements give a fair view.

He is also required to use his judgement in deciding whether
the information disclosed in the financial statements is
clear and comprehensible to the reasonably campetent reader.

(para 3508)

Comply with the relevant legal requirements.
(para 3509)

UNQUALIFIED OPINION

When the auditor has mo reservations, he should express an
wmqualified opinion. In this case, an'unqualified audit
report will normally consist of two paragraphs, as follows:
(para 3510)

i) Scope of the adit paragraph; and
ii) Unqualified opinion paragraph

EMPHASIS OF MATTER

Sometimes, certain matters exist which have an impact on the
understanding of the financial statements by competent
readers, but they do rot have a substantive effect on the
presentation of such financial statements in a manner that
would give a fair view of the financial position of the

company or its legal commitments. The auditor would, therefore,

add an "emphasis of matter" paragraph to draw the reader’s
attenion to this fact. Following are some examples of such
matters: (para 3511)
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CIRCUMSTANCES REQUIRING DEVIATION FROM

GENERALLY ACCEPTED ACCOUNTING PRACTICES

The application of generally accepted accounting
practices may, in scarce cases, render the financial

statements as misleading to the readers. In such
cases, the management of the enterprise must apply
alternative standards which shall be acceptable to
the auditor who shall be mi;a that they are
suitable to the circumstances of the enterprise.
Sufficient disclosures should be stated to indicate
that deviation and the reasons behind it. When the
aditor is satisfied with that disclosure he msut
refer to the deviation in the "emphasis of matter"
paragraph.

(para 3512)

CHANGES IN ACCOUNTING POLICIES

When management changes an accounting policy, gen-
erally accepted accounting standards require that
the new policy should be applied retroactively by
restating the financial statements of all prior
periods presented. In aidition, generally accepted
accounting standards require that certain inform-
ation about the change should be disclosed in the
financial statements. When management changes an
accounting policy, the auditor should not modify
his opinion because of the change as lorng as the
change is accounted for and disclosed in accordance
with the requirements of generally accepted
accounting standards.

(para 3513)
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In certain cases, managerrnenf of an enterprise might not
be able to restate the financial statements of all or
some of the prior periods presented because of the lack
of the necessary data to effect the restatement. In
those cases, generally accepted accoutning standards
require that an adjustment should be made to the
opening alance of retained earnings of the current
pericd, or such earlier period as appropriate, to
reflect the cumulative effect of the change on prior
periods. In addition, generally accepted accounting
standards require that certain infommation about the
change should be disclosed in the financial statements.
Inh thos cases, the auditor should not modify his
opinion because of the charge in the accounting policy
s0 long as he is satisfied that the effect of the new
policy is not reasonaly determinable for individual
prior periods. However, since m these cases prior
period financial statements are not restated to confom
with the new accounting policy, the auditor should call
attention to this fact in a separate "emphasis of a
matter" paragraph of his audit report. This emphasis
of a matter is intended to alert the reader of the
financial statements that the statements of the prior
pericd(s) are not comparable with those of the current
period due to the change in an accounting policy. Such
emphasis of a matter is not a qualification of the
auditor’s opinion.

(para 3514)

7.1.4.3 RESERVATIONS

If the auditor cannot express an unqualified opinion on
the financial statements taken as a whole, the reascnable

S5a2 -214~
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reader of the axdit report should be in no doubt about the
nature of the aditor’s reservations if he considers the
effect to be material. It is important that the auditor
should use both a consistent format and consistent language
if this objective is to be achieved. The circumstances
requiring the auditor to express less than an unqualified
opinion or to disclaim an opinion arise from the following:

"
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(para 3515)

i)  AUDIT SCOPE DEFICIENCIES

1) Audit scope deficiencies arise when the auditor is
is not able to apply certain aditing procedures
he considers necessary in the circumstances ard is
mot able to satisfy himself by other means. Audit
scope deficiencies may arise because of restrictions
imposed by the client or because of circumstances
such as, the timing of the audit, the inability to
obtain sufficient, relevant and relisble evidential
matter or an inadequacy in the accounting records.
It should be emphasized that the inability of the
aditor to perform some specific auditing procedures
does mot constitute an audit scope deficiency if
he is able to obtain the necessary evidence by
performing alternative procedures.

Andit scope deficiencies which cover material
financial statement items affect the axditor’s
ability to establish a reasonable basis for the
expression of an opinion on the financial state-
ments. Wwhen axdit scope deficiencies exist, the
auditor would mot be able to determine whether the
financial statements should be adjusted or in what

—215-
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anount. In these cases, the auditor’s reporting
objective is to inform the reader that he has been
unable to perform specific auditing procedures and
obtain certain audit evidence; accordingly, there
might be scome adjustments that need to be made to
the financial statements.

{para 3516)

when audit scope deficiencies cover material finan-
cial statement items the auditor should qualify his
opinion or disclaim an opinion on the financial
statements taken as a whole. In such instances,
the reason (s) for the auditor’s qualification of
his opinion or disclaimer of an opinion should be
clearly described in his report.

(para 3517)

The axditor’~ decision to qualify his opinion or
to disclaim an opinion because of audit scope
deficiencies should be based on his assessment of
the impact of any possible adjustments on the view
given by the financial statements taken as a
whole. The arditor should qualify his opinion if
he concludes that any possible adjustments would
mot impair the overall view given by the financial
statemets, ard in turn, would not impair the
overall usefulness of the financial statements to
the reader. Usually, the axditor would reach this

conclusion if:
i) The effects of any possible adjustments,

can be isolated, identified and described
clearly so that the users of the financial
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statements can easily assess their impact;

and

ii) The magnitude of any possible adjustments

is ot so material that it overshadows a
clear description of how the financial state—
ments might be affected.

(para 3518)

When expressing a qualified opinion becauae of

audit scope deficiencies, the axditor is indicat-
ing to the reader that except for the effects of
any adjustments that might be necessary to a
portion of the financial statements as presented,
he is expressing a positive opinion on the finan-
cial statements taken as a whole.

The auditor should disclaim an opinion on the
financial statements taken as a whole if he
concludes that the effects of any possible
adjustments are so pervasive or their magnitude is
so material that he has no basis to express an
opinion on the financial statements taken as a
whole, '

(para 3519)

ii)  ACCOUNTING DEFICIENCIES

l.

Accounting deficiencies arise when there is an
inappropriate accounting treatment; an inappro-
priate valuation of an item in the financial state-
ments; a failure to disclose information necessary
for a fair view or a failure to present information
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in an appropriate manner. Accounting deficiencies,
therefore, refer to misstatements in the financial

statements and/or cmitted or erroneous disclosures.
In any of these circumstances, the auditor’s
reporting objective is to clearly inform the
reader of material accounting deficiencies that
affect the financial statements.

{(para 3520)

In determining whether a reservation is necessary
because of an accounting deficiency, the auditor
will consider the materiality of the effects of
the deficiency on the financial statements. The
auditor needs to judge the materiality of the
matter in relation to the reasonable prospect of
its significance in the making of decisions by the
users of the financial statements.

(para 3521)

vhen, in the auditor’s opinion, the financial state—
ments are materially affected by an accounting
deficiency, the auditor should clearly state to
the competent reader the substantive reasons for
such deficiency. This should be clearly described
in his report in either one of the following two

alternatives:
a) Express a qualified opinion, or
b) Express an adverse opinion

(para 3522)

The auditor’s decision to qualify his opinion or
to express an adverse opinion because of a material
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accounting deficiency depends on his assessment
of its effects on the fair view given by the
financial statements taken as a whole.

The auditor should express a qualified opinion,
if based on his assessment of the effects of material
accounting deficiencies on the financial statements,
he concludes that:

i} They can be clearly described so that the users
" are in a position to assess their effects on the
statements when read in conjunction with the
adit report; and

ii) Their magnitude is not so material that it over-

shadows a clear description of how the statements
are affected.

In so doing, the aditor is indicating to the users
of the financials tatements that except for the
effects of the accounting deficiencies the financial
statements taken as a whole give a fair view.

The auditor should express an ajverse opinion, if
based on his assessment of the effects of material
accounting deficiencies on the’ financial statements,
he concludes that their effects are such that the
statements are misleading or virtually useless to
the users even when read in conjunction with the
audit report. The financial statements would
normally be considered misleading or virtually
useless to the users when:

(para 3523)
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i) The effects of material accounting deficiencies
are so pervasive that the anditor would not be
&ble to describe clearly how the statements are
affected; or

ii) The magnitude of the accounting deficiencies is

so material that it overshadows a clear descrip-
tion of how the statements are affected.

{para 3524)

iii)  UNCERTAINTIES

1.

Uncertainties relate to a condition or a set of
conditions involving the future outcome of matters
that may affect the financial statements which is
not susceptible of reasonable estimation. when
uncertainties exist, it can mot be determined by
either the management of the enterprise and/or its
auditor whether the financial statements should

be adjusted, or in what amounts. In order to
achieve the cbjective of clear cammunication of the
axditor’s substantive reasons for his reservations,
the auditor must differentiate between Uncertain-
ties and his disagreements, if any, with management
estimates of the future cutcame of matters that are
susceptible of reasonable estimation; and Uncertain-
ties and audit scope deficiencies.

{para 3525)

a) UNCERTAINTIES AND REASONS OF RESERVATION

1. Uncertainties must be differentiated fram
aditor’s disagreement with management
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estimates of the future outcome of
matters which is susceptible of reasonable
estimations. An enterprise is a continu-
ous stream of activities. The process
of breaking this stream of activities
into periodic segments so that financial
statements can be prepared at the end of
each segment requires management to
estimate the outcame of future events.
Estimates by management of the future
outcame of matters such as the useful
lives of assets that are expected to
benefit the current as well as future
reriods, the oollectibility of accounts
receivable and the probability that a
contingent loss may be confirmed by one
or more future event(s) are necessary.

In most cases, the axditor should be
able to satisfy himself regarding the
reasonableness of management ‘s estimates
by considering various types of audit
evidence. If the anditor, on the basis
of evidence available to him, is in
disagreement with management ‘s estimates,
and if the effects on the financial
statements are material, the auditor is
faced with accounting deficiencies not
uncertainties.

{(para 3526)
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b)  AUDIT SCOPE DEFICIENCIES

2-

Uncertainties should also be differen-
tiated from audit scope deficiencies
even though their effects on the auditor’s
report is substantially similar. In the
case of axdit scope deficiencies, the
axitor is not able, to determine
whether the financial statements should
be adjusted or in what amount because he
is ot able to obtain audit evidence
that exist or should have existed at the
present time to substantiate the matters
under consideration. 1In the case of
uncertainties, the aditor is not able
to determine whether the financial
statements should be adjusted or in what
anount becaue no evidence is available
at the present time to substantiate the
matters under consideration. The
evidence necessary to substantite the
matters wnder consideration will be
available at some point in the future.
(para 3527)

I0SS CONTINGENCIES:

Uncertainties should not be confused
with loss contingencies that have
been accrued by management because,
based on information available at the
date of the financial statements, they
are considered probable and their
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amounts are susceptible of reasonable
estimation., Uncertainties refer

only to matters that may affect the
financial statements which cannot be
resolved until the outcome of some
future events is known. Accordingly
management can only explain the nature
of the unresolved matters in the notes
to the financial statements.

(para 3528)

UNCERTAINTIES VS THE GOING CONCERN

L.

UNCERTAINTIES NOT RELATED TO THE GOING CONCERN:

a)

Scome uncertainties relate to specific matters
whose possible effects on the financial
statments, although material, can be isolated
and their magnitude is rot such that it
raises doubt about the ability of the enter-
Prise to continue should an alverse cutcame
be confirmed in the future. Examples are the
likelihood that a material amount will be
payable or collectible by the enterprise
because of litigation or the likelihood that
a material amount will be collected because
of disputed adjustments to the amount of the
operating subsidy that the enterprise has
applied for. These types of uncertainties
are referred to as uncertainties not relating
to a going concern.

(para 3529)
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b} EFFECT OF UNCERTAINTIES NOT RELATED TO THE

GOING CONCERN ON THE AUDITOR’S OPINICN

When an uncertainty not relating to a going
concern which might have material effects on
the financial statments exist, the auditor
should qualify his opinion or disclaim an
opinion on the financial statements taken as
a whole. The auditor’s report should clearly
describe all the substantive reasons for his
qualification or disclaimer of an opinion.

The axditor’s decision to qualify or to
disclaim an opinion because of a material
wncertainty depends on his assessment of the
effects of any possible adjustments that
might have been determined had the ultimate
outcane of the uncertainty been known.

The axditor should qualify his opinion if he
ooncludes, based on his assessment that any
possible adjustments to the financial state—
ments, although material, would mot impair

the overall view given by the financial
statements, and in turn, would not impair the
overall usefulness of the financial statements.
Usually the auditor would reach this conclusion
if:

i) The effects of any possible adjustments
can be isolated, identified and described
clearly so that the users of the financial
statements can easily assess their impact;
and
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ii) The magnitude of any possible adjust-
ments is not so material that it over

shadows a clear description of how the
financial statements might be affected.

The axditor should disclaim an opinion on the finan-
cial statements taken as a whole because of an
uncertainty if he concludes, that the effects of
any possible adjustments are so pervasive or

their magnitude is so material that he has mo
basis to express an opinion on the financial
statements taken as a whole.

{para 3530)

UNCERTAINTIES RELATING TO THE GOING CCNCERN:

Other uncertainties relate to matters whose
possible effects on the financial statements can
ot be isolated. Examples of uncertainties of
this type are recurring operating losses; serious
deficiencies in working capital; an inability to
obtain financing sufficient for continued opera-
tions; an inability to comply with terms of
existing loan agreements; insufficient funds to
meet liabilities; and external factors which could
force an otherwise solvent enterprise to cease
operations. Such conditions individually or
collectively may cast doubt about the &bility of
the enterprise to continue as a going concern.
(para 3531)
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An assumption underlying generally accepted
accounting standards is that the enterprise will
be able to realize the recorded amounts of its
assets and discharge its liabilities in the normal
course of business for the foreseeable future.
This is referred to as the "going concern" assump-

tion.

EFFECT OF UNCERTAINTIES RELATING TO THE GOING CONCERN

ON THE AUDITOR'S OPINION

When uncertainties cast doubt about the ability of the
enterprise to continue as a going concern, the auditor
would be concerned with whether the accounting standards
used to prepare the financial statements are appropriate
in view of the possible invalidity of the going concern
assumption. Wwhen the auditor has substantizl doubts
about the ability of the enterprise to continue as a
going concern, he should disclaim an opinion on the
financial statements taken as a whole. 1In this case,
he should clearly describe in his report all of the
substantive reasons for his disclaimer.

{(para 3532)

COMPLIANCE DEFICIENCIES WITH REGARD TO RELEVANT
LEGAL, REQUIREMENTS AND/OR ARTICLES OF ASSOCIATION

The Audit Reports Standard requires the auditor to give,
in addition to his fair view opinion, an opinion that
the financial statements, taken as a whole, comply with
the requirements of the Company Law and the Articles

of Association of the campany with regard to the
preparation and presentation of financial statements.
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Noncompliance with the requirements of the Company Law
and/or the Articles of Association of the Enterprise
with regard to the preparation and presentation of the
financial statements requires the audi“or to qualify his
opinion. In such instances, the reason(s) for the
axditor’s qualification of his opinion with regard to
campliance with the requirements of the Company Law
and/or the Articles of Association of the Enterprise
that relate to the preparation and presentation of
financial statements should be clearly described in his

report.
{para 3533)

f

EXPRESSING RESERVATIONS IN THE AUDITOR’S REPORT

If the aditor can rot express an unqualified opinion,

the reasonable reader of the auditor’s report should be
in mo doubt about the nature of and the reasons for the
reservations that caused the auditor to express less

than an unqualified opinion. Accordingly, the disclo-
sure of the anditor’s reservations in a separate reserva-
tion paragraph is required to achieve the cbjective of
unambiguous communication with the reader of the axditor’s
report. The use of a separate reservation paragraph
between the scope of auditor and opinion paragraphs is

an effective way of alerting the reader to the fact that
there is a reservation of opinion and focussing the
reader’s attention on the substance of the reservation(s).
Changes to the opinion paragraph because of reservations
can then be limited to appropriate wording to modify the
opinion and to reference to the reservation paragraph.

If the reservation results from audit scope deficiencies,
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the change in the scope paragraph can be limited to a
reference to the reservation paragragh.
(para 3534)

The separate reservation paragraph should clearly
describe all of the substantive reasons for the auditor’s

qualified opinion, disclaimer of an opinion or adverse
opinion. Such description should include the following:

i} All of the auditor’s reservations;

ii) An adequate explanation of the reasons for each

reservation; and

iii) A clear irdication of how and, when reasonably
determinable, to what extent the financial state-

ments:
a) Are affected by accounting deficiencies; or

b) May be affected by possible aijustments that
might have been determined had the auditor
been able to perform all the procedures he
considers necessary in the circumstances; or

¢} May be affected by possible aljustments that
might have been determined had the future

outcome of uncertainties been known;

or

'd) May be affected by possible adjustments that
might have been determined had the future
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outcome of uncertanties about the ability of
the enterprise to continue been known;

or

e) Are affected by noncampliance with the require-

ments of the Company Law or the Articles of
Association of the company with regard to the

preparation and presentation of financial state-

ments.
(para 3535)

F) QUALIFYING LANGUAGE

1. QUALIFIED OPINION LANGUAGES

As explained (in paragraph 8-1-2, it is important
that all auditors use consistent language to
describe the same types of qualifications,
Accordingly, a qualified opinion should include
one of the two following qualifying phrases as

appropriate:

| |

|_Reason for Qualification | Appropriate Qualifying Phrase

| Audit scope deficiencies | Except for

| Accounting deficiencies | Except for

| Noncompliance with Company| Except for
Law or Articles of Asso-|
ciation requirements |

Uncertainties | subject to

— — e — e — e —
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It should be emphasized that the auditor qualifies
his opinion because he believes that the financial
statements are deficient or might be deficient in
some material respects. Accordingly, the wording
in the qualified opinion paragraph should always
base the qualification on the deficiencies or
possible deficiencies in the financial statements.

When an auditor qualifies his opinion because of an
audit scope deficiency, the wording in the qualified
opinion paragraph should indicate that the qualifi-
cation pertains to the effects on the financial
statements of any adjustments that the aditor might
have determined to be necessary had there been mo
limitations on the scope of the andit. The auditor
should not use wording which bases the qualification

on his own uncertainty.

when an auditor qualifies his opinion because of

an accounting deficiency, the wording in the
opinion paragraph should indicate that the qualifi-
cation pertains to the effects of the accounting
deficiency, on the financial statements. The
axditor should not use wording which bases the
qualification on his disagreeﬁent with the account-
ing policy that caused the deficiency.

When an auditor qualifies his opnion because of
uncertainties, the wording in the opinion paragraph
should indicate that the qualification pertains to
the possible effects on the financial statements
of the ultimate resolution of the uncertainties.
The auditor should not use wording which bases the
qualification on his own uncertainty.
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wWhen an auditor qualifies his opinion with regard

to compliance with the Company Law and the Articles

of Association of the Enterprise, the wording in

the opinion paragraph should indicate that the
qualification pertains to the roncompliance with

the law and/or the enterprise’s articles of association.

(para 3536)

ADVERSE OPINION LANGUAGE

An auditor should express an alverse copinion when

he has gathered sufficient evidence to give him
reasonable assurance that because of the effects

of material accounting deficiencies the financial
statements, taken as a whole, do rot give a fair
view of the financial position, results of operations,
changes in owners’ equity and sources and applica-
tions of funds. Wwhen an auditor expresses an
adverse opinion, the wording in the aiverse

opinion paragraph should indicate that the aiverse
opinion pertains to the material effects of the
accounting deficiencies on the financial statements,
{See discussion paragraph 113 with respect to
qualifying language.) The aditor should not use
wording which bases his adverse opinion on his own
disagreement with the financial statements as

presented.

It should be enphasized that the auditor’s adverse
opinion covers both the view given by the financial
statements and compliance with the requirements of
the Coampany Law and the Articles of Association of
the Enterprise with respect to the preparation and
presentation of financial statements. (para 3537)
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DISCLAIMER OF AN OPINION LANGUAGE

An anditor needs to disclaim an opinion when audit
scope deficiencies or uncertainties, including

those that raise substantial doubt about the
ability of the enterprise to continue as a going
concern, cause him to be unable to cbtain reasonable
assurance to express an opinion on the financial
statements taken as a whole.

It should be emphasized that a disclaimer of an
opinion is mot appropriate when the auditor has
reasonable assurance, based on an examiantion in
accordance with axditing standards, that the
financial statements taken as a whole do rmot give

a fair view.

When an anditor is disclaiming an opinion on the
financial statements the wording in the disclaimer
of an opinion paragraph should indicate that the
disclaimer pertains to the possible material
effects which might have keen determined had the
auditor been able to perform all of the auditing
procedures necessary in the circumstances or had
the outcome of the uncertainties been known. The
axditor should not use wording in the disclaimer
of an opinion paragraph which bases the disclaimer
on his own uncertainties., (See discussion in
paragraph No. 113 with respect to qualifying
language) .

It should be amnphasized that the anditor’s dis-
claimer of an opinion covers both the view given
by the financial statements and compliance with the
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requirements of the campany law and the articles of
association of the Enterprise with respect to the
preparation and presentation of financial statements.

If the auditor concludes on the basis of facts

known to him that the financial statements on

which he is disclaiming an opinion are affected by
accounting deficiencies, he should describe
specifically the nature of the matter, and if
practicable, state the effects on the financial
statements or include the necessary infommation

for adequate disclosure in his reservation paragraph.
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FRAMEWORK FOR EXPRESSING RESERVATIONS IN THE AUDITOR’S REPORT

FRAMEWORK FOR EXPRESSING FAIR VIEW RESERVATIONS IN THE AUDITOR’S REPORT

Cause of Type of Audit Report Degree of Type of
Reservation Reservation Paragraphs Reservation Audit opinion
Affected
Material Qualified.
"Except for"
Andit scope Possible adjust- Scope
ments to the + Perfvasive or so| Disclaimer
deficiencies financial state- Reservation material that
ments + - there is 1o
Opinion basis for an
opinion
Material Qualified
"Except for"
Acccounting Mis-statements; Reservation Pervasive or so
anitted or erro- + material that Adverse
deficiencies neous disclo— Opinion the financial
. sures statements taken
as a whole are
mis-leading.
Material Qualified
"Subject to"
Uncertainties Possible adjust- Reservation
relating to a ments to the + Pervasive or so
going concern financial state- Opinion material that Disclaimer
ments there is o '
ba-is for an
opinion
Substantial
Uncertainties Possible adjust- Reservation doubt about the | Disclaimer
relating to a ments to the + enterprise to
going concern financial state- Opinion continue as a
ments going concern.
Noncampliance
with relevant Reservation Qualified
Compl iance requirements of + Not relevant "Except for"
Deficiencies the Company Law Opinion
and/or Articles
of Association
5a22 -234-
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7.2 COMMENTARY

7.2.1

7.2.2

5a23

INTRODUCTION

- The means by vwhich the auvditor canmmmicates the nature of his

opinion is the audit report. In addition to statutory require-
ments, most of the self-regulatory institutes controlling quali-
fied auditors have now issued their own standards on auvdit
reporting. In drafting the reporting standard for Saudi Arabia,
we have considered the current provisions of the Kingdom’s
canpany law together with the Reporting Standards of North
Mnerica, and Company Iaw of the thited Kingdom and Germany.

Appendix to the Commentary sets out the audit reports as recam-
mended in the U.S.A., Germany and the U.K., for those circumstances
where the auditor is able to issue an "unqualified" report, i.e.,
state that in his opinion the requirements relating to the
financial statements under audit have been met. It can be seen
that much of the content of the report is standard to all countries
even if the procedures for reporting do differ.

(para 3608)*

The common features can be classified as follows:
i) Identification of addressee

ii) Identification of financial statements to which audit report

relates.

iii}) Identification of standards governing the audit and

procedures adopted by auditor.
iv) Statement that adequate information and explanations have

been received. (para 3609)

*Missing paragraphs are those concerned with the text of the standard
that have been stated in the introduction of the book.
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SUBJECT MATTER OF OPINION

i) View presented by financial statements

ii) Compliance with generally accepted accounting
pricniples.

iii) Consistency oﬁ, application of generally accepted
accounting prfhciples.

iv}y Compliance with appropriate legislation and the
rules of the diterprise.
{para 3610)

In Apperdix 2 to this Cammentary, the andit reporting standards

‘of the U.S.A., U.K. and Ecermany and the existing company law of

the Kingdom are cx:mpared with regard to these common features.
(Para 241)
We also considered that we should review any suggestions that
have been made for mpr@mg the andit report. Accordingly,
Appendix 3 to this Qmentary, summarizes proposals for modifi-
cations of the standard temrt made by the Accountants Inter-
national Study Group in 1969 and the AICPA Auditing Standards
Executive Committee (1945-1972). It is significant that the
Chairman of latter groug stated "there is sufficient evidence
to indicate that the préﬁsent form of report . . . is not really
understandable” and suggested the need for clarification of the
meaning of fairness, ger%ﬁrally accepted accounting principles,
financial statements, e:é%nimtion, etc.

In this commentary, we Wave attempted to cover many of the pro-
posals identified by these two groups. Apart fram the more
detailed matters considered in the commentary, there are general
featurews identified:
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i) Reporting by exception

ii) Disclosure of fundamental accounting concepts

iii) The auditor’s responsibility for fraud and irregularities

(para 3612)

The disclosure of the fundamental accounting concepts should

be considered as part of the accounting standard relating to the
requirements for presentation and disclosure in the same way as
the disclosure of significant accounting policies.

(para 3613)

Although we are sympathetic with the attitude which argues that a
statement should be included in the scope paragraph of the audit
report as to the auditor’s responsibility for fraud, but find it
very difficult to express the approach in the audit report in
natural language which can be understoocd by the reasonably
campetent reader without considerably enlarging the terms of the
adit engagement.

(para 3614)

With regard to reporting by exception, company law often requires
the auditor to report if there has not been compliance with
certain requirements. For example, an unqualified report in the
U.K. indicates to the reader that the auditor is of the opinion
that proper accounting records have been kept and that the accounts
as presented agree with the accounting records. Simialrly

Article 132 of the Saudi Company Law requires the auditor to
submit to the ordinary general meeting a report on which he shall
state any violations to the provisions hereof, The auditor is

not required to make any positive statement. This lack of positive
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assurance may cause the reader of the audit report to have doubts
about what is omitted. Appendix 2 indicates how the various
countries adopt ‘reporting by exception’ for different subjects.
However, should the reader require knowledge of the provisions
of the company law, articles of association etc. to understand
the audit report, even the reasonably competent reader (as
defined in the Glossary of temms} is almost certain to be aware
that an unqualified report in the U.K. implies that proper returns
have been received from branches, since there is no requirement
to indicate that such branches exist.

(para 3615)

If the auditor is required to report any violations of the

company law, it is logical that he should be able to make a positive
statement that the financial statements comply with those provisions
since he has to have cbtained assurance that there have been no
violations. It seems reasonable that such assurance be cammunicated
to the reader.

(para 3616)

TITLE OF REPORT

Fram the oamparative study in Appendix 2(part 1) it can be seen
that there is no common approach to this problem. The U.K.

is the only country vhich has expressly required the auditor

to identify those to wham this report is addressed. The U.S.A.
recognizes the need for the report to be addressed to someone.

It is important to remember, that in both oountries, the
identification of the addresses of the report does not now

limit the aditor’s liability for negligent work in most cases.
Since Saudi Company Law requires the auditor to submit his report
to the annual general meeting, there seems to be ro reason why
the audit report should rot acknowledge this. The rules of other
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enterprises not subject to ounpaﬁy Law but subject to audit
usually require the audit report to be delivered together with
the financial statements prepared by "management". We believe
that it is worthwhile for the auditor to identify those to
whom his report is addressed and our survey of Saudi Audit
Reports confirms that this is cammon practice already.

(para 3617)

7.2.3.2 SCOPE OF AIDIT

All countries are in agreement as to the necessity for the
aditor to understand the scope of the andit engagement and
to report if the scope of his erngagement is limited in any
material way. However, there are differences as to how the
auditor is required to report on the scope of the audit.
Currently, Saudi Company Law requires the anditor to make a
positive statement with regard to the attitude of the
management in placing at the auditor’s disposal all the
particulars and explanations called for. In accordance with
the spirit of this translation and ocur spproach to positive
assurance for the reader, (discussed earlier in this com-
mentary) , we consider that the approach contained in the
U.S. Fourth standard of Reporting should be ajopted: "In
all cases where an axditor’s name is associated with financial
statements, the report should contain a clearcut indication
of the character of the auditor’s examination". If such a
clear-cut indication is to be mﬁé, the axditor should
identify his scope paragraph clearly to the reader.

(para 3618)

7.2.4 ESSENTIAL FEATURES OF SCOPE OF AUDIT PARAGRAPH

7.2.4,1 Identification of the Financial Statements to which Audit Report

relates:
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The U.K. standard is the only auditing standard which
requires the auditor to expressly identify the financial
statements to which his audit relates by use of the phrase
"the financial statements set out on pages x to x". However,
both the U.S. and Germany do so by implication by identi-
fying that it is the financial statements (rather than any
other information to which the audit report relates. The
problem is that more and more financial reports contain
information aiditional to the financial statements such as
policy statements by the directors (or Chairman or Minister),
statistical information relating to a rumber of years, value
added reports, reports to emnployees, etc. Much of this
information is expressed in financial terms. As a result,
the reasonably campetent reader may be doubtful as to which
pieces of information have been subject to audit. We
consider that the express identification by the auditor of
the parts of the financial information to which his report
relates considerably reduces the possibility of such doubt.

(para 3619)

7.2.4.2 Identification of Those Responsible for the Preparation of the
Financial Statements:

It is a fundamental auditing concept in all countries

that the anditor is independent of the persons responsible
for the preparation of financial statements. Saudi campany
law recognizes this by stating (Article 123) that at the end
of every financial year the board of directors shall make an
inventory of the value of the company assets and liabilities
as of that date and shall prepare a balance sheet of the
company, a profit and loss statement, and a report on its
operations and financial position for the expired financial
year, setting out the proposed methed for the allocation of
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net profits. The board shall put the said documents at the
disposal of the awditor.

Both the Accountants International Study Group and the AICPA
Aditing Standards Executive Committee proposed that a
statement to this effect should be included in the report.

It is is accepted that positive statements by the amditor
lead to improved communication with the reasonably campetent
reader, we consider that there should be a statement to this
effect. If there is such a statement in the financial
statements, for example at the beginning of the disclosure
of the accounting policies, it may be that such a statement
is mot required. '
{para 3620)

Attitude of Management to Placing at the Auditor’s Disposal all the
particulars and Explanations Called For:

Article 132 of the Saudi Company Law states that "the auditor
shall submit to the ordinary general meeting a report in which
he shall state the attitude of the company management in

placing at his disposal all the particulars and explanations

We understand this provision in Saudi Company Law to require
an express reference by the anditor to management’s attitude
towards this matter the German axitor has to make a similar
cament in his full length axdit report. The U.K. and U.S.
require a statement if such particulars and explanations as
are necessary for the purpose of the andit are mot made
available. We recommend that this provision of Saudi Law be
maintained as again it leaves the reasonably competent
reader in no doubt. (para 3621)
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The only current Saudi requairemnt here, we understand, is
in the Tax law according to which the aditor should prepare
his report in accordance with generally accepted auditing
standards.

Both the U.S. and U.K. standard reports (appendix 1)

require a statement by the auditor to the effect that his
audit has been performed in accordance with the appropriate
auditing standards as does the German full length audit
report. However, it is also necessary to consider if the
aditor should include some other information aiditional to
the source of the audit standards. In its Statement of
Issues, the commission on Auditors” Responsibilities estab-
lished by the AICPA in 1974 raised this problem as follows
"Should the report explain more fully the nature of the
agditor’s examination including a fuller explanation of the
limitations of an aixdit?" It can be seen that the current
U.S. report goes further than most countries by stating "and
accordingly, included such tests of accounting records and
such other audit procedures as we considered necessary in
the circumstances". However, we need to consider if this
additional phase contributes any thing to the understanding
of the reasonably campetent reader of the adit report. The
axditor has already stated that the axdit has been performed
in accordance with auditing standards. The reasonably
campetent reader may be expected to know that auditing
standards exist even if he is mot aware of the content of
the standards in full. As the AICPA question implies, is it
not more important that he should be more aware of the
limitations of the audit? We believe he should. We consider
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that the proper approach is relfected by R.J. Anderson in
his work "the External Auditor"

(Chapter 17.4.2).

{para 3622)

"In this writer's view, it would seem desirable for the

auditor’s report to make specific reference at least to the
concepts of materiality, reasonable assurance and risk.
Anditors tell each other that an audit report indicates that
they have obtained reasonable, thouwgh rot absolute, assurance
that the financial statements are free of a material mistate-
ment and further, that the level of reasonable assurance
must depend on the perceived risk of the hypothetical
misstatement in question. It would seem useful to inform the
readers of this interpretation”.

(para 3623)

We considered how such communication could be achieved
without using technical terms which would decrease the
reader’s capacity to understand the audit report. We
concluded that the auditor should state in his opinion
paragraph that he has obtained "reasonable assurance"
because we considered that these words used in a natural
sense communicated that it was reasonable, not absolute,
assurance that had been obtained. (para 3624)

7.2.5 EXPRESSICN OF OPINION

Bs can be seen fram Appendix 2, there is agreement in Saudi
Arabia, the U.S.A. and the U.K. for the auditor to express an

opinion on the financial statements. All these oountries
require the auditor to make it clear to the reader that it is
his opinion that he is expressing. There is also &reement as to
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the essential features of the subject matter of the opinion.
These are identified as:

i) The view given by the financial statements
ii) @aap
iii) Compliance with legal requirements

It is in the wording chosen for the opinion paragraph that the
major differences occur. These are considered later.

(para 3625)
Financial statements taken as a whole:

Since the opinion paragraph relates to all the financial
statements as identified in the scope paragraph, it follows
that it should be interpreted as relating to the financial
statements taken as a whole rather than individual items
therein. It is for this reason that the U.S. fourth standard
of reporting states "The report shall either contain an
expression of opinion regarding the financial statements,
taken as a whole, or an assertion to the effect that an
opinion cannot be expressed". If a qualified audit opinion
is permitted rather than an adverse opinion or a disclosure,
the auditor’s opinion on the view given by the financial
statements and compliance with legal requirements has to be
given on the financials tatements as a whole. Otherwise,
logically, the auditor would only be able to issue an adverse
opinion or disclaimer if he had reservations of a material
nature, If this is the case, a positive statement as
envisaged by the U.S. standard is seen as a necessary part of
this paragraph. (para 3626)
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FAIR VIEW

In 1900, the United Kingdom’s Company Law required the auditor
to give his opinion as the "true and correct view" of the state
of the company’s affairs. By 1948, the wording had evolved

to "true and fair view". The 1981 Companies Act, which intro-
duced the 7th Directive of the European Economic Community into
U.K. Company Law, confirmed that the overriding requirement for
financial statements is to give a "true and fair" view. Yet
rovhere in English campany law is there a definition of "true
and fair", The section of the Explanatory Notes to the U.K.
Aditing Standard on the Audit Report states, "The majority

of audit reports are issued under the Companies Acts which nor-
mally require the use of the words "true and fair view" has
been retained. When expressing an opinion that the financial
statements give a true and fair view the auditor should be
satisfied, inter alia, that:

a) All relevant statements of Standard Acocounting Practice
have been cuﬁpl ied with, except in situations in which
for justifiable reasons they are not strictly applicable
because they are impracticable or exceptionally, having
regard to the circumstances, would be inappropriate or
give a misleading view; and

b) Any significant accounting policies which are not the
subject of Statements of Standard Accounting Practice
are appropriate to the circumstances of the business".

Thus, to the U.K. auditing Practices Committee in 1980, it
appeared that generally accepted accounting principles (as
defined) were an integral part of a “true and fair view".
However, they were rot necessaily the whole part since, a

-245-



-r__.w‘.ip

r—-

I

584

-

year later, the U.K. 1981 Campanies Act for the first time
set out major accounting principles in English statute law.
The Act also provided that these principles could be over-
ridden provided a "true and fair view" was obtained.

(para 3627)

In the United States, the relevant part of the standard report
reads, "present fairly in conformity with generally accepted
accounting principles". This has one great advantage over the
U.K. in that there is express reference to generally accepted
accounting principles. It also links the concept of "fairness"
to the use of "generally accepted accounting principles in a
similar way to the U,.K. Standard (extract gbove) . However,
certain U.S. law cases support the U.K. Companies Act 1981 view
that, while conformity with generally accepted accounting prin-
ciples will normally ensure "a fair presentation in conformity
with GAAP", there are some additional characteristics of fairness
which also have to be satisfied. Thus, in the Continental
Vending case, the judge stated "The first law for accountants
was not campliance with generally accepted accounting principles
but rather full and fair disclosure, fair presentation . . . ."

(para 3628)

The discussion as to the relationship between a "fair view" ard
"generally accepted accounting principles" has lasted many
years. Generally, it is a discussion in the English speaking
countries since in Eruope there is rarely a similar requirement
for an aditor to give an opinion on the view presented by the
accounts.

(para 3629)

There has been an indication very recently fram the German
Institu de Wirtschaltspruffer that they may consider the inclu-

sion of the fair view opinion in the adit report.(para 3630)
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In Canada, certain provinces still require an opinion a) as
to fairness b) as to generally accepted accounting principles,
but the Canadian Institute itself adopted the American style
of report in 1976.

(para 3631)

Much of the discussion has been caused by the lack of a
legal definition in countries with a long history of giving
"fair view" opinions. It seems to us vital that there
should be authoritative definitions of "fair view" and
"generally accepted accounting standards". But, before
defining such terms, one has to consider whether they are
the appropriate words. The criteria for such decisions -
should be their effectiveness in communication to the
reasonable reader of financial statements.

(para 3632)

Since the objective of an audit report is cammunication between
the amditor and a reasonably competent reader, we have
attempted to use words which do mot fall into this category
but rather have a natural meaning for the mom-expert so that
there is a common language between the auditor of the report
and its reader. In this context, the phrase "fair view"
means to use more appropriate than "true and fair view".
Truth in accounting based upon a concept of materiality is
very different to the ron—expert but reasonably campetent
reader’s concept of truth. We also found fram our survey of
the English versions of Saudi audit reports that the phrase
"fair view" was used on a number of occasions particularly
with regard to the financial statements of Saudi institutions.
The phrase "generally accepted accounting standards" simi-
larly has a natural meaning. Since the American form of
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report is often used in the Kingdam we expect that readers
will already be familiar with these words.
(para 3633)

The definition of a "fair view" is perhaps best approached
by examining the criteria therefor. The extract fram the
U.K. standard above refers to the need for the auditor to be
satisfied, inter alia, that the financial statements comply
with all existing Statements of Standard Accounting Practice
unless the SSAP’s are considered inappropriate or impracti-
cable for justifiable reasons or lead to a misleading view
and that any significant policies not the subject of existing
SSAP s are appropriate to the circumstances of the business.
This leads logically to the view expressed by Professor
David Flint in his work "A true and fair view in campany
accounts" published for the Institute of Chartered Account-
ants of Scotland, in which he states:

"As far as the law is concerned, there is no universal set
of detailed rules for the preparation of accounts which are
required to give a true and fair view which are applicable
to all circumstances. A choice must be made from the alter-
natives, according to which will satisfy the over-riding
requirement”.

(para 3634)

Professor Flint goes on to list the choices which may be

sumarized as:

a) ‘The preparation of historical cost accounts in accord-
ance with normal accounting practice and the require-

ments of canpany law as to form and content and additional

information by way of notes and with the provision of

~248-



r~ .

"

- o

N

5B7

! L
, {/AUDIT'ING'. STANDARDS,
O S

such further information, if any, as if necessary to

give a true and fair view.
b) Current value accounts as above.

c) If special circumstances require it so that a true and
fair view may be given to prepare accounts which depart
from campliance with the requirements of company law as
relevant.

d) If it appears to the directors that there are special
reasons for so doing, to prepare accounts on a hasis
which involves departure fram the accounting principles
laid down in company law.

The axditor must then oconsider if the choice made by the man-
gement is gppropriate bearing in mind all the circumstances
apropriate to the business.

(para 3635)

A definition in these terms relates accordingly to the
knowledge of the management and judgement as to whether the
financial statements as presented oould mislead the reader.
Accordingly, we define "fair view" as follows:

"Financial statements give a fair view if the reasonaly campe-
tent reader of such statements with access to the knowledge
relating to the financial affairs of the enterprise that

- management could reascnably be expected to possess would be

able to conclude that there had been mo material nondisclosure,
misstatement or anission of information". financial state-
ments give a fair view when the following conditions are met:
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The accounting standards and methods selected and applied

a)
by management in the preparation of the financial state-
ments are generally accepted.

b} The financial statements and the related notes are suffi-
ciently informative.

¢) ‘The information presented in the financial statements
and the related notes are placed properly and displayed
in a reasonable manner, that is, neither too detailed mor
too condensed; and

d) The financial statements reflect the substance of the
underlying transactions, events and circumstances.

(para 3636)

Given the above conditions, the relationship between "fair view"
and "generally accepted accounting standards" beccmes clearer.
In most cases, all sets of financial statements which comply
with generally accepted accounting standards as defined, will
give a fair view. However, management when preparing the
financial statements, and the axditor, when giving his opinion,
must always consider whether a fair view has been presented

or whether an alternative accounting treatment or additional

information is required.
(para 3637)

Two examples are given in Appendix 4 of circumstances which

we consider to be relevant - one fram the past, the other
more current. From the examples it can be seen that the
axditor is having to judge whether the financial statements
give a fair view despite his being fully satisfied that the
financial statements have been prepared in accordance with
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generally accepted accounting standards. It seems reasonable
that the auditor should be required to make this judgement
available to the reader.

{(para 3638)

2n additional advantage may be achieved when the awditor
establishes a consistent relationship between the concept of
a fair view and generally accepted accounting practices in
cases where more than -ohe standard is applied. In light of
this relationship between the concept of fair view and
generally accepted accounting practices, the auditor must
decide whether the financial statements give a fair view in
line with the applicable standard which has been selected
fram available stndards. The basis for the auditor’ judge-
rent in such cases is the suitability of the selected
standard to the circumstnces of the enterprise.

(para 3639)

In defining generally accepted accounting practices in Saudi
Arabia, it was taken into consideration that there is not an
offifical source at the present time to issue such stardards,
which means that the need is still there to define what is a
generally accepted standard. However, the following measures
have been established:

A) If a given standard has been issued fram the campetent
accounting standard camnittee of the Saudi Institute of
Chartered Accountants, such a standard must be generally
accepted and applied unless the company concerned has
its reasons, which are deemed acceptable by the auditor,
which justify the company’s deviation from this standard
in order for the financial statements to give a fair

view.
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B) In the absence of such a standard as referred to in "A"
above, a suitable standard shall be selected from other
sources, particularly those generally applied in
Saudi Arabia. However, the selected standard must be
consistent with the statement of objectives and
concepts of financial accounting as issued by the Saudi
Institute of Chartered Accountants. This is considered
an essential condition for the proper application of
consistent accounting standards in the preparation of
financial statements.

{para 3640)

COMPLIANCE WITH APPROPRIATE LEGAL REQUIREMENTS

As can be seen fram Appendix 2, Saudi Arabia and the USA
require reporting by exception whilst the U.K. and Germany
require an express reference in the andit report. we
believe a positive statement by the aditor leaves the
reader in mo doubt.

{para 3641)

CONCURRENCE WITH NON-COMPLIANCE WITH GENERALLY ACCEPTED

ACCOUNTING STANDARDS

The various requirements in other countries with regard to this
situation are even more varied than the attitudes to the "fair
view" and conformity with generally accepted accounting pricniples
or standards. The U.K. attitude is that the auditor can concur
with a mon-campliance with a relevant statement of standard
accounting practice in appropriate circumstances but that in

such cases the anditor does not have to indicate his agreement in
his unqualified report. This is implicit from Paragragh 10 (a) |
(i) of the explanatory note on qualifications in audit reports

and has been recent practice in the U.K.
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Whilst we agree whole-heartedly with the view that the auditor
should issue an unqualified report in such circumstances, we
believe also that the reasonably competent reader of the financial
statements should be left in mo doubt as to the auditor’s atti-
tude to the mon—campliance. One must also remember that the
unqualified audit report only give negative assurance to the
reader with regard to compliance with generally accepted account-

ing standards.

The standard unqualified report in the United States requires a
positive statement about ‘conformity with generally accepted
accounting principles’. The U.S. attitude towards concurrence with
non-compliance with an official pronouncement on an accounting
standard is to be found as follows:

Rule 203 of the AICPA Code of Professional Ethic states:

"A member shall mot express an opinion that financial statements
are presented in conformity with generally accepted accounting
principles if such statements contain any departure from an
accounting principle promulgated by the body designated by
Council to establish such principles which have a material effect
on the statements taken as a whole, unless the member can demons-
trate that due to unusual circumstances the financial statements
would otherwise have been misleading. In such cases, the report
must describe the departure, the approximate effects thereof, if
practicable, and the reasons why compliance with the principle
would result in a misleading statement”.

(para 3642)

In AU Section 509 "Reports on Audited Financial statements" (para
19), this statment is amplified. "when the circumstances contemp-

lated by Rule 203 are present, the axditor’s report should
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include, in a separate paragraph or pafagraphs, the information
required by the rule. In such a case, it is appropriate for him
then to express an ungqualified opinion with respect to the
conformity of the financial statements with generally accepted
accounting principles unless there are other reasons, not associ-
ated with the departure from a pramulgated principle, to medify
his report”.

Thus, both the United Kingdam and the United States agree that the
axitor can issue an ungualified report in the rare circumstances
where he concurs with non-campliance; they disagree on how he should

report.

The German axliting standards do mot address this problem.
{para 3643)

EMPHASTS OF A MATTER~U.K. AUDIT REPORT STANDARD-EXPLANATORY NOTES
PARAGRAPH 8 2ND 9

"As a general pricniple, the axditor issuing an ungqualified
opinion should not make reference to specific aspects of the
financial statements in the body of his report as such reference
may be construed as being a qualification. In rare circumstances,
however, the reader will cbtain a better understanding of the
financial statements if his attention is drawn to important
matters.  Examples might include an unusual event, accounting
policy or condition, awareness of which is fundamental to an
understanding of the financial statements.

(para 3644)

In order to avoid giving the impression that a qualification is
intended, references which are intended as emphasis of matter

‘should be contained in a separate paragraph and introduced with a
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phrase such as "We draw attention to . . . ." and should not be
referred to in the opinion paragraph. Emphasis of matter should
mt be used to rectify a lack of appropriate disclosure in the
financial statements, nor should it be regarded as a substitute
for qualification".

(para 3645)

EMPHASIS OF A MATTER-USA AU 509-REPORTS ON AUDITED FINANCIAL
STATEMENTS-PARAGRAPH 27

"In some circumstances, the axditor may wish to emphasize a matter
regarding the financial statements but nevertheless intends to
express an unqualified opinion. For example, he may wish to
point out that the entity is a component of a larger business
enterprise or that it has had significant transactions with
related parties, or he may wish to call attention to an unusually
important subsequent event or to an accounting matter affecting
the comparability of the financial statements with those of the
preceding paragraph of the awditor’s report. Phrases such as
with the foregoing explanation” should not be used in the
opinion paragraph in situations of this type".

(para 3646)

EMPHASIS OF A MATTER-GERMANY-STATEMENT 3/1977 STANDARDS FOR THE
ISSUE OF AUDIT CPINICN E-ADDITIONS TO STANDARD OPINIONS

"additions to standard opinions, although mot stipulated by law,
are desirable or required if, as a final result of his examina-
tion, the auditor has no exceptions arising from violations

of legal requirements or the campany’s statutes and yet considers
an aiditional statement necessary. 2Additions may result fram
reservations or represent additional remarks. The auditor should
decide on additions to the standard opinion only after a thorough

~255-



S et G Qunal Santil et

- it —_——

o

7.2.8

5814

| pmrs sradarcd\, /A

examination as to their necessity and should formulate them in

such a way that the value and clarity of the opinion is not
impaired. Qualifications of the opinion must be stated as such
and should not give the impression to be additions to the standard
opinion".

(para 3647)

CONCLUSTON

Paragraphs 3644 - 3647 demonstrate that all three countries’
auditing standards recognize circumstances where the auditor may
have mo reservation that the financial statements give a fair
view and comply with legal requirement but an emphasis of a
matter paragraph may be necessary. It is left to the auditor’s
judgement to decide when such an additional paragraph is necessary.
Since the most essential feature of the audit report is the
expression of the amditor e judgement, it is entirely consistent
with this to be so. We believe that the approach adopted by the
three countries towards an "emphasis of matter" statement is
appropriate for inclusion in the Saudi standard.

(para 3648)

RESERVATIONS

The explanatory foreword and the auditing standard deal with

how the auditor should express his reservations at some length.
The material on which these requirements are based is to be found
in the U.K., U.S.A. and Canadian standards, gudelines ard
statements respectively, Germany permits the use of a qualified
adit opinion or a disclaimer of opinion but does nmot seem to
make provision for the adverse opinion (see 3/1977 B tote 1).
{para 3649)
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Both the U.S.A. and U.K. adopt the framework with regard to
opinions qualified due to audit scope deficiencies, accounting
deficiencies or uncertainties and the use of similar language.
Thus, AU 509.29 states, "A qualified opinion states that “except
for’ or “subject to’ the effects of the matter to which the
qualification relates, the financial statements . . . ." the U.K.
Standard requires material reservations to he expressed as
"except" with regard to disagreement and "subject to " in case of
uncertainty.

(para 3650)

There is similar agreement with regard to the disclosure of the
auditor’s reasons for his reservations. Thus, AU 509 32/33,
"when the auditor intends to express a qualified opinion, he should
disclose all the substantive reasons in a separate explanatory
paragraph(s) of his report and should include, in the opinion
paragraph, the appropriate qualifying language and a reference
as explanatory paragraph(s) should disclose the principal effects
of the subject matter of the qualification on financial position,
if reasonably determinable". The U.K. standard (pargrach 1)
states, "All reasons for the qualification should be given,
together with a quantification of its effect on the financial
statements",

{(para 3651)

Any limitations of the scope of the audit are treated similarly,
i.e., by explanation in the explanatory paragraph and reference
thereto in both the scope and opinion paragrapsh.

The only innovation introduced in this draft standard relates to
the requirement to put a title to the reservation paragraph and
the qualified, adverse or disclaimer opinion paragraphs. This is
consistent with the cbjective of "leaving the reader in no doubt
as to the meaning and implication" of an audit report. (para 3652)
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SIGNING AND DATING THE AUDIT REPORT

The procedures relating to the signing of the audit report are as
set out in current Saudi Law. The U.K. Auditing Standard and
Guideline does not contain any reference to the requirements

for signing and dating the report but AU 530 - Dating of the
Independent Auditor’s report - states, "Generally, the date of
ccmpletion of the field work should be used as the date of the
independent auditor’s report". Paragraph 5 of the same statement
deals with the circumstances when a subsequent event disclosed in
the financial statements cccur after completion of the field work
but before the issue of this report. The later date or "dual
dating™ may be used. Dual dating may lead to the reasonably
competent reader being confused as to the exact nature of the
axditor’s responsibility. Accordingly, we recammend the former
treatment.
{para 3653)

OTHER AUDITORS

The requirement that there should be no references in the audit
report to the work of other auditors reflects the view that it
is the aditor’s responsibility to obtain reasonable assurance
from adequate audit evidence to support his opinion.

The inclusion of illustrative examples in the U.K. auditing
guidelines was very successful in that the examples aroused far
more comment than the content of the operational (fieldwork)
standards. The guidelines states, "The examples are intended
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merely to illustrate possible forms of wording for use in dif-
ferent circumstances., Since qualifications must be expressed in
terms chosen to fit the particular circumstances to which they
relate, it is impracticable, and could be misleading, to suggest
standard forms of qualifications". This statement seems to
conflict with Paragraph 2 of the U.K. Auditing Standard. "A
qualified audit report should leave the reader in no doubt as to
its meaning and its implications for an understanding of the
financial statements. To promote a more consistent understanding
of qualified reports, the forms of qualification described in
this standard should be used unless, in the auditor’s opinion, to
do so would fail to convey clearly the intended meaning”.

The illustrative examples take this view by requiring mandatory
events re the language used for the essential features of the
scope, opinion and emphasis of matter paragraphs.

UNQUALIFIED REPORTS

1. UOS.AI

SCOPE PARAGRAPH

"We have examined the balance sheet of X campany as at 31

December 19xx and the related statements of inccme, retained
earnings and changes in financial position for the year then
ended. Our examination was made in accordance with generally
accepted auditing standards and, accordingly, included such
tests of the accounting records and such other auditing pro—
cedures as we considered necessary in the circumstancer.
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OPINION PARAGRAPH

In our opinion, the financial statements referred to above
present fairly the financial position of X company as at 31
December 19xx, and the results of its operations and the
changes in financial position for the year then ended, in
conformity with generally accepted accounting principles
applied on a basis consistent with that of the preceding

year“ .

U. K'

SCOPE PARAGRAPH

"We have audited the financial statements on pages x to x
in accordance with approved Auditing Standards.

OPINICN PARAGRAPH

In our opinion, the financial statements, which have been
prepared under the historical cost convention, give a true
and fair view of the state of the company’s affairs at

31 December 19xx and of its profit and source and application

of funds for the year then ended and comply with the Companies

Act 1948 and 198l.

GERMPANY

a)  ABBREVIATED REPORT-PUBLISHED WITH FINANCIAL STATEMENTS
{ACCORDING TO SECTION 167 AG LAW)

"The bookkeeping, the annual financial statement and
the report of the management accord with the law and
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the articles of association on the basis of our
dutiful examination".

FULL REPORT TO THE BOARD OF EXECUTIVE MANAGERS

SUMMARY OF CONTENTS

MAIN SECTION

Engagement and performance

Legal situation of the company

Classification and valuation of assets and liabilities
Financial analysis

Major items of balance sheet

Earnings

Bookkekeping

Managerial report

Final conclusions and attestation

Recamended auditing standards

Comments on individual items in financial statements

Audit reports
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OOMPARATIVE STUDY OF ESSENTIAL FEATURES OF THE AUDIT REPORT

(APPENDIX 2 TC OQOMMENTARY (N AUDIT REPORTS)

SCOPE PARAGRAPH

SAUDI EXISTING LAW

DNITED KINGDOM

UNITED STATES

GERMANY

1. 1Identification of
addressee

Identification of
financial state—
ments to which
report relates

3, 1dentification of
axiting proce-

dures performed.

Company law “auditor to sub—
mit a report to the annual
general meeting . . .’
(article 132)

Mo leqal evidence other than
camnpany law requirement to
submit a report to the AGM
setting forth the extent to
which the acoounts . . . .
{Article 132).

Tax law. Chartered Accountant
should prepare his andit report
in accordance with generally
accepted accounting and axdit-
ing principles.

Article 131 states that the
auditor shall at any time have
access to the campany’s books,
records and other documents.,
He shall be entitled to
request such particulars and

The adit report should iden—
tify those to whom it is
aliressed (UK Standard Para
2)

The axlit report should iden-
tify . . . . the financial
statements to which it relates
(UK Standard para 2).

‘We have aundited the financial
statements on pages x to x”
{extract from illustrative
aulit report. (UK Para 12).

The axditor should refer
expressly in his report to
the following:

a) whethr the financial state—
ments have been audited
in accordance with approved
mditing Standards (UK
Standard Para 3).

The report may be aldressed to
the company whose financial
statements are being examined
or to its board of directors
or stockholders. A report on
the financial statements of an
unincorporated entity should
be addressed as clrcumstances
dictate, for example to the
partners . . . . (A 509.08)

The report shall either con-
tain an expression of opinion
regarding the financial state-
ments, taken as a whole or an
assertion to the effect that
&én opinion cannot be
expressed., (Pourth standard
on reporting).

‘We have examined the balance
sheet, . . . . and the related
statements of changes in
financial position’., (BExtract
from standard axdit report).

In all cases where an aditor’s
nane iz associated with finan-
cial statements, the report
should contain a dlearcut indi-
cation of the character of the
aditor’s examination, if any,
and the degree of responsibili-
ty he is taking. (Fourth stand
-ard of reporting}.

The aMditor can determine that
he is able to express an

The cpinion is the result of
the adit and is directed rot
only to the client but also to
a larger mmber of people, in
many cases the geperal public
(Statement 3/19778).

‘The hookkeeping, the anmal ,
financial statement . . . . .
Extract from abbreviated adit
report.

The axit report should des-
cribe the axdit assigoment and
its performance. The axdit
report shall state that the
aditor has conducted the axdit
according to the generally
accepted standards for the
aulit of financial statements.
(Statement 2/1977 Cl re long-
form audit reports).

5B21522
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SCOOPE PARAGRAPH SAUDI EXISTING LAW UNITED KINGDOM UNITED STATES GERMANY

4. Restrictions to
the Scope of

clarifications as he may deem
it mecessary to obtain, and to
verify the assets and liabili-
ties of the company.

The chairman of the board of
directors must enable the
axditor to perform his duty as
specified in the preceding
paragraph. If the auditor en-
counters any difficulty in this
respect, he shall state that
fact in a report to be submit-
ted to the board of directors.
If the board fails to facili-
tate his task, the axditor must
call a regqular general meeting
to look into the matter.

The auditor shall submit to
the ordinary general meeting

a report in which he shall
state the attitude of the
company management in placing
at his disposal all the parti-
culars and explanations called
for « v 4 ¢ - &

Nothing expressly stated in
UK audit report. Under UK
Company law, if axditors fail
to cbtain all the information
and explanations which, to
the best of their knowledge
and belief, are necessary for
the purposes of their axit,
they shall state that fact in
their report - eg. reporting
by exception.

unqualified opinion only if his
examination has been conducted
in accordance with generally
accepted auditing standards .
e+ s o« {A)S09.10).

Reporting by exception as UK.

According to S166 para 1
(Ak1G) it shall be expressly
stated whether the board of
management has given the
explanations and presented the
evidence requested.

(Statement 2/1977 C1 re long-
formm axiit reports).

5B23524
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7.2.13

COMPARATIVE STUDY OF ESSENTIAL FEATURES OF THE AUDIT REFORT

(APPENDIX 2 TO QCMMENTARY (N AUDIT REPORTS)

OPINION PARAGRAPH

SAUDI EXISTING LAW

UNITED KINGDOM

UNITED STATES

GERMANY

1. Accounts conform
with reality

2, Violations of
appropriate legl
requirements

3. Vviolation of
articles of
assaciation

The auditor shall submit o
the ordinary general meeting
a report in which he shall
state . . . . his opinion as
to the conformity of the
campany accounts with
reality’. (Article 132).

The axditor shall submit to
the ordinary general meeting
a report an which he shall
state . . ., . any violations
to the provisions hereof”.
{Article 132).

The axditor shall submit to
the ovdinary general meeting
a report In which he shall
state . . . . any viclation to
anyof . . . the articles of
association (Article 132).

No express reference - report-
ing by exception as above.

The axditor should refer
expressly in his report to
the Following . . . . b),
whether in the anditor’s
opinion the financial state—
ments give a true and fair
view of the statement of
affairs, profit or loss and,
where applicable, sources and
application of funds.
(Standard Para 3(b}.

The axditor should refer
expressly in his report to the
following . . . . c) any mat-
ters prescribed by relevant
legislation or other require—
ments.

No express reference
required - if violation had
material effect, axditor
should mention it, Otherwise
compliance implied.

‘Independent auxditor’s
unqualified opinion usually
reals: In our opinion, the
financial statement referred
to above present fairly the
financial position . . . .
{AU 411 - para 0.1 - The
meaning of present falrly is
discussed in this section).

No express reference 13 unquali
-fled report. If opinion on
fair presentation materially
affected, anditor should

qual ify report,

As UK - no express referemce
required. If opinion on fair
presentation of financial sta-
tements materially af fected,
aditor should qualify report.

Ebbreviated form of axlit re
report makes no express
reference to opinion of finan-
cial statements other than
compliance with law.

Foremost chbjective of andit
{Institute pronouncement) as
to determine that the accounts
have been prepared in accord-
ance with the law and proper
accounting principles. “The
andit report shall atate speci-
fically vhether the accocunting
meets the legal requirements
and whether the financial state
-ments have heen prepared in
accordance with law . . . °
(Statement 2/1977 C1V).

The adit report shall state
specifically vhether the
accounting meets the legal
requiramnents and whether the
financial statements have been
prepared in accordance with the
Law and the campany’s statutes.
(Statement 2/1977 Clv).

5B25626
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7.2.13 COMPARATIVE STUDY OF ESSENTIAL FEATURES OF THE AUDIT REPORT
OPINICN PARAGRAPH SAUDI EXISTING LAW NITED KINGDOM UNITED STATES GERMANY

4. Compliance with
accounting stand-

ards

Application of
consistent
accounting poli-
cies.

Tax law — Chartered Accountant
should prepare his audit report
in accordance with generally
accepted accounting and audit-
ing principles. No express
reference seems to be required.

Company Law requires that
classification in the balance
sheet and the profit and loss
account and the measurement
bages for the assets and lia—
bilities should be consistent
(Article 124).

No express reference seems to
be required (as UK).

No express reference required
by UK standard-however, “when
expressing an opinion that
financial statanents give a
true and fair view the aditor
should be satisfied inter alia
that:

All relevant Statements of
Standard Accounting
Practice have been camplied
with, except In situations
in which for justifiable
reasons, they are mot
strictly applicable because
they are impracticable. . .

a)

b} Any significant accounting
policies which are not the
subject of SSAP's are
appropriate to the circum-
stances of the business.
{UK Explanatory Guideline
Para 6).

No express reference required -
however, consistency is one of
the fundamental accounting ocon—
cepts. In arder to express
true and falr view, the anditor
is required by company law to
ensure consistency applied.
Anditor will report by excep-
tion.

“The report shall state whether
the financial statements are
resented in accordance with
generally accepted accounting
principles’.

“The report shall state whether
such principles have been con-
sistently observed in the
current period in relation

to the preceding period’.
(Second standard of reporting

- AU 420},

Legal requirements referred *o
in Statement 2/1977 include
accounting law.

Consistent accounting policies
- part of accounting law.

5B27:28
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7.2.14 PROPOSALS FOR MODIFICATIONS OF THE STANDARD REPORT

A,

6Al

Accounts International Study Group -~ 1969

Auditors in the United States who propose clarification of
the auditor’s responsibility by revision of his report
suggest that an expanded opinion include:

1)

2)

N

4)

3)

Comment that the financial statements are those of

management.

Explanation that amounts in the financial statements
are reasonable spproximations and are mot precise
calculations.

Reference to the fact that the axdit was made in
accordance with amditing standards established by
the accounting profession.

Representation that selective tests were used and
were based upon the anditor’s evaluation of internal

control.

Opinion that the financial statements conform with
accounting principles determined by the accounting
profession and that such principles were consis-
tently applied.

Auditing Standards Executive Committee (AICPA) - Suggestions
for possible expansion of the standard report.

1)

To identify the financial statements as prepared by
management .

..26 6—~
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2)

3)

4)

51

| BUDITING STANDARDS 4
< =

To discuss briefly the nature of financial statements

including references to:

a) The "going concern’ concept;

b) The “accruals’ concept;

c) The ‘historical cost’ convention;
d) 'The necessity for approximations.

To identify the source of generally accepted auditing
standards and accounting principles.

To include some comment with regard to fraud and
irregularities.

To prescribe a mandatory title for the report (perhaps
making reference to cbjectivity or independence).
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6A3

AUDITfNG "STANDARDS 1/
- o e \/ L
FAIR VIEW
EXAMPLE A

Before accoutning standards on post balance sheet events and con-
tingencies became established, disclosure of such items were rot
required. Accordingly management could be aware of an event which
materially or fundamentally affected the fair view presented by the
accounts. Once the auditor was aware of the circumstances, he was
in a position to state that the financial statements gave a fair
view in conformity with generally accepted accounting principles
since no breach had occurred. However, could he state that the
financial statments gave a fair view?

EXAMPLE B

Related party transactions between two companies in a group are rot
vet the subject of a UK accounting standard. One problem that

could occur is with regard to management charges. Say, a subsidi-

ary campany was engaged in Goverrment contracting and a non-Company
law regulation was introduced by a Goverment agency to the effect that:

a) The maximum permitted net margin on such contracts was 10%.

b) If that profit margin were exceeded, no more contracts would
be awarded to the company concerned.

c) The subsidiary company made more than the permissible margin,
and

d) In order to reduce the margin, a suitably authorized managment
charge was made by one company to the other on terms such
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as an employee being charged out at a rate of 1,000 an hour
for services actually rendered.

In such circumstances, the financial statements of the contracting

campany after including the management charge comply with generally
accepted accounting principles and with company law. Do they give a
fair view to the reasonably competent reader?
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