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CIJ' 1. SAMPLING: AN AUDIT PROCEDURE

No conscious effort in human society is divested of economic considerations and
auditing is no exception. There is a growing realisation that the traditional approach
to audit is economically wasteful because all efforts are directed to check all
transactions without exception. This invariably leads to more emphasis on routine
checking, which often is not necessary in view of the time and the cost involved.
With the shift in favour of formal internal controls in the management of affairs of
organisations, the possibilities of routine errors and frauds have greatly diminished
and auditors often find extensive routine checking as nothing more than a ritual
because it seldom reveals anything material. Now the approach to audit and the
extent of checking are undergoing a progressive change in favour of more attention
towards the questions of principles and controls with a curtailment of non-
consequential routine checking. By routine checking we traditionally think of
extensive checking and vouching of all entries.

The extent of the checking to be undertaken is primarily a matter of judgment of
the auditor, there is nothing statutorily stated anywhere which specifies what work is
to be done, how it is to be done and to what extent. It is also not obligatory that the
auditor must adopt the sampling technique. What he is to do is to express his
opinion and become bound by that.

To ensure good and reasonable standard of work, he should adopt standards and
techniques that can lead him to an informed professional opinion. On a
consideration of this fact, it can be said that it is in the interest of the auditor that if
he decides to form his opinion on the basis of a part checking, he should adopt
standards and techniques which are widely followed and which have a recognised
basis. Since statistical theory of sampling is based on a scientific law, it can be relied
upon to a greater extent than any arbitrary technique which lacks in basis and
acceptability.

6 2. MEANING OF AUDIT SAMPLING

According to SA 530 "Audit sampling”,
‘audit sampling’ refers to the application of
audit procedures to less than 100% of
items within a population of audit
relevance such that all sampling units have
a chance of selection in order to provide
the auditor with a reasonable basis on

Audit Sampling
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AUDIT SAMPLING _

which to draw conclusions about the entire population.

The objective of the auditor when using audit sampling is to provide a reasonable
basis for the auditor to draw conclusions about the population from which the
sample is selected.

2.1 Population

Population refers to the entire set of data from which a sample is selected and
about which the auditor wishes to draw conclusions.

The auditor should select sample items in such a way that the sample can be
expected to be representative of the population. This requires that all items in the
population have an opportunity of being selected.

2.1.1 Characteristics of Population

1.  Appropriateness : The auditor will need to determine that the population
from which the sample is drawn is appropriate for the specific audit objective.

Example

If the auditor’'s objective were to test for overstatement of accounts receivable, the
population could be defined as the accounts receivable listing. On the other hand, when
testing for understatement of accounts payable, the population would not be the accounts
payable listing, but rather subsequent disbursements, unpaid invoices, suppliers’
statements, unmatched receiving reports, or other populations that would provide audit
evidence of understatement of accounts payable.

The individual items that make up the population are known as sampling units. The
population can be divided into sampling units in a variety of ways.

Example

If the auditor's objective were to test the validity of accounts receivables, the
sampling unit could be defined as customer balances or individual customer
invoices. The auditor defines the sampling unit in order to obtain an efficient and
effective sample to achieve the particular audit objectives.

It is important for the auditor to ensure that the population is appropriate to the
objective ofthe audit procedure, which will include consideration of the direction
of testing.

2. Completeness: The population also needs to be complete, which means that
if the auditor intends to use the sample to draw conclusions about whether a
control activity operated effectively during the financial reporting period, the
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population needs to include all relevant items from throughout the entire period.

3. Reliable : When performing the audit sampling, the auditor performs audit
procedures to ensure that the information upon which the audit sampling is
performed is sufficiently complete and accurate.

(C) 3. APPROACHES TO SAMPLING

Audit sampling enables the auditor to obtain Approaches
and evaluate audit evidence about some to Sampling
characteristic of the items selected in order
to form or assist in forming a conclusion
concerning the population from which the ‘
sample is drawn. Audit sampling can be Statistical R on-Statisteat
applied using either non-statistical or Sampling Sampling |
statistical sampling approaches.

Statistical sampling is an approach to sampling that has the random selection of
the sample items; and the use of probability theory to evaluate sample results,
including measurement of sampling risk characteristics. A sampling approach that
does not have above characteristics is considered non-statistical sampling.

1. An approach 2. The use of 3. The use of
to sampling that probability probability
has the random theory to theory including
selection of the evaluate measurement
sample items, sample results, of sampling risk
and characteristics.

Characteristics of Statistical
sampling approach

The decision whether to use a statistical or non-statistical sampling approach is a
matter for the auditor’s judgment; however, sample size is not a valid criterion to
distinguish between statistical and non-statistical approaches.

Sample must be representative

Whatever may be the approach non-statistical or statistical sampling, the
sample must be representative. This means that it must be closely similar to the
whole population although not necessarily exactly the same. The sample must be
large enough to provide statistically meaningful results.
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3.1 Statistical Sampling- More Scientific

Audit testing done through this approach is more scientific than testing based
entirely on the auditor's own judgment because it involves use of mathematical
laws of probability in determining the appropriate sample size in varying
circumstances. Statistical sampling has reasonably wide application where a
population to be tested consists of a large number of similar items and more in the
case of transactions involving compliance testing, trade receivables’ confirmation,
payroll checking, vouching of invoices and petty cash vouchers.

3.2 Non-Statistical Sampling

Under this approach, the sample size and its composition are determined on the
basis of the personal experience and knowledge of the auditor. This approach has
been in common application for many years because of its simplicity in operation.
Traditionally, the auditor on the basis of his personal experience will determine the
size of the sample and express it in terms that number of pages or personal accounts
in the purchases or sales ledger to be checked. For example, March, June and
September may beselected in year one and different months would be selected in
the next year. An attempt would be made to avoid establishing a pattern of selection
year after year to maintain an element of surprise as to what the auditor is going
to check. It is a common practice to check large number of items towards the close
of the year so that the adequacy of cut-off procedures can also be determined.

The non-statistical sampling is criticized on the grounds that it is neither objective
nor scientific. The expected degree of objectivity cannot be assured in non-
statistical sampling because the risk of personal bias in selection of sample items
cannot be eliminated. The closeness of the qualities projected by the sample results
with that of the whole population cannot be measured because the sample has not
been selected in accordance with the mathematically based statistical techniques.
However, it may be stated that the auditor with his experience and knowledge of
the client’'s business can evaluate accurately enough the sample findings to make
audit decision and the mathematical proof of accuracy in some cases may be a
luxury which the auditor cannot afford.

The factors that should be considered for deciding upon the extent of checking on
a sampling plan are following:

(i) Size of the organisation under audit.
(i)  State of the internal control.

(iii)  Adequacy and reliability of books and records.
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(iv)  Tolerable error range.

(v)  Degree of the desired confidence.

In most of the circumstances, the evidence available is not conclusive and the auditor
always takes a calculated risk in giving his opinion. Even by undertaking hundred
percent checking of the transactions, the auditor does not derive absolute satisfaction.
This state of uneasiness led pragmatic auditors to adopt the statistical theory of
sampling to derive the necessary satisfaction about the state of affairs by checking
only a part of the total population of entries. Auditors realised that they can derive
good satisfaction by undertaking a much lesser checking by adoption of this technique
in the auditing process. It is a mathematical truth that the sample, if picked purely on
a random basis would reveal the features and characteristics of the population.

By adopting the sampling technique, the auditor only checks a part of the whole mass
of transactions. The satisfaction he used to derive earlier, by checking all the
transactions, can be derived by a sample checking provided he can put reliance on
the internal controls and checks within the client's organisation because they
provide the reliability of the records. What should be the extent of desirable checking
in any particular matter is for auditor to judge on basis of his opinion about the
state of control in a particular area. If control is satisfactory in its design and
implementation, a much smaller sample can give the auditor the necessary
reliability of the result he obtains. On the other hand, if in certain areas controls are
slack or not properly implemented, the auditor may have to take a much larger
sample for getting satisfactory result.

Another truth about the sampling technique should be noted. It can never bring
complete reliability; it cannot give precisely accurate results. It is a process of
estimation. It may have some error. What error is tolerable for a particular matter
under examination is a matter of the individual’s judgment in that particular case.

Example

Mr. X may consider that in his estimation of stores valuation, an error of 2% may
not be material; he also decides that he needs at least 98% reliability of the result.
He is to pick up the requisite number of items of the stores for reliability of the
result. The requisite number he can get from the random number table. The
question of reliability of the result is directly linked with the reliability of the internal
control and of the books and records; when these are satisfactory, lesser degree of
reliability of the sampling estimation may suffice — if these are not satisfactory, the
auditor may have to decide upon a higher degree of reliability which can only be
obtained from a larger sample.
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Very often we come across this term when an audit is conducted on the basis of a
part checking. This, it is said, owes its origin to the statistical theory of sampling.

3.3 Appropriateness of Sampling Approaches

In statistical sampling, the sample results are measurable as to the adequacy and
reliability of the audit objectives whereas in non-statistical sampling the auditor’s
opinion determines the sample size but it cannot be measured how far the sample
size would fulfill the audit objective.

The advantages of statistical sampling may be summarized as follows -

(1) The amount of testing (sample size) does not increase in proportion to the
increase in the size of the area (universe) tested.

(2) The sample selection is more objective and thereby more defensible.

(3) The method provides a means of estimating the minimum sample size
associated with a specified risk and precision.

(4) It provides a means for deriving a “calculated risk” and corresponding
precision (sampling error) i.e. the probable difference in result due to the use
of a sample in lieu of examining all the records in the group (universe), using
the same audit procedures.

(5) It may provide a better description of a large mass of data than a complete
examination of all the data, since non-sampling errors such as processing and
clerical mistakes are not as large.

Under some audit circumstances, statistical sampling methods may not be
appropriate. The auditor should not attempt to use statistical sampling when
another approach is either necessary or will provide satisfactory information in less
time or with less effort, for instance when exact accuracy is required or in case of
legal requirements etc.

The decision whether to use a statistical or non-statistical sampling approach is a
matter for the auditor’s judgment; however, sample size is not a valid criterion to
distinguish between statistical and non-statistical approaches.

(C) 4. SAMPLE DESIGN, SIZE AND SELECTION OF
ITEMS FORTESTING

When designing an audit sample, the auditor shall consider the purpose of the
audit procedures and the characteristics of the population from which the sample
will be drawn. The auditor shall determine a sample size sufficient to reduce
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sampling risk to an acceptably low level. The auditor shall select items for the sample
in such a way that each sampling unit in the population has a chance of selection.

4.1 Sample Design

When designing an audit sample, the auditor’s consideration includes the specific
purpose to be achieved and the combination of audit procedures that is likely to
best achieve that purpose. Consideration of the nature of the audit evidence sought
and possible deviation or misstatement conditions or other characteristics relating
to that audit evidence will assist the auditor in defining what constitutes a deviation
or misstatement and what population to use for sampling. In fulfilling the
requirement of SA 500 Audit Evidence, when performing audit sampling, the
auditor performs audit procedures to obtain evidence that the population from
which the audit sample is drawn is complete.

The auditor’s consideration of the purpose of the audit procedure includes a clear
understanding of what constitutes a deviation or misstatement so that all, and only,
those conditions that are relevant to the purpose of the audit procedure are
included in the evaluation of deviations or projection of misstatements.

Example

In a test of details relating to the existence of accounts receivable, such as
confirmation, payments made by the customer before the confirmation date but
received shortly after that date by the client, are not considered a misstatement.
Also, a misposting between customer accounts does not affect the total accounts
receivable balance.

Therefore, it may not be appropriate to consider this a misstatement in evaluating
the sample results of this particular audit procedure, even though it may have an
important effect on other areas of the audit, such as the assessment of the risk of
fraud or the adequacy of the allowance for doubtful accounts.

In considering the characteristics of a population, for tests of controls, the auditor
makes an assessment of the expected rate of deviation based on the auditor’s
understanding of the relevant controls or on the examination of a small number of
items from the population. This assessment is made in order to design an audit
sample and to determine samplesize.

Example

If the expected rate of deviation is unacceptably high, the auditor will normally decide
not to perform tests of controls.
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Similarly, for tests of details, the auditor makes an assessment of the expected
misstatement in the population. If the expected misstatement is high, 100%
examination or use of a large sample size may be appropriate when performing
tests of details.

In considering the characteristics of the population from which the sample will be
drawn, the auditor may determine that stratification or value-weighted selection is
appropriate.

4.1.1 Stratification and Value-Weighted Selection

In considering the characteristics of the population from which the sample will be
drawn, the auditor may determine that stratification or value-weighted selection
technique is appropriate. SA 530 provides guidance to the auditor on the use of
stratification and value-weighted samplingtechniques.

Stratification: Audit efficiency may be improved if the auditor stratifies a
population by dividing it into discrete sub-populations which have an identifying
characteristic. The objective of stratification is to reduce the variability of items
within each stratum and therefore allow sample size to be reduced without
increasing sampling risk.

When performing tests of details, the population is often stratified by monetary
value. This allows greater audit effort to be directed to the larger value items, as
these items may contain the greatest potential misstatement in terms of
overstatement. Similarly, a population may be stratified according to a particular
characteristic that indicates a higher risk of misstatement, for example, when
testing the allowance for doubtful accounts in the valuation of accounts
receivable, balances may be stratified by age.

The results of audit procedures applied to a sample of items within a stratum can
only be projected to the items that make up that stratum. Todraw a conclusion on
the entire population, the auditor will need to consider the risk of material
misstatement in relation to whatever other strata make up the entire population.

Example

20% of the items in a population may make up 90% of the value of an account
balance. The auditor may decide to examine a sample of these items. The auditor
evaluates the results of this sample and reaches a conclusion on the 90% of value
separately from the remaining 10% (on which a further sample or other means of
gathering audit evidence will be used, or which may be considered immaterial).

If a class of transactions or account balance has been dividedinto strata, the
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misstatement is projected for each stratum separately. Projected misstatements for
each stratum are then combined when considering the possible effect of
misstatements on the total class of transactions or account balance.

Value-Weighted Selection: When performing tests of details it may be efficient to
identify the sampling unit as the individual monetary units that make up the
population. Having selected specific monetary units from within the population, for
example, the accounts receivable balance, the auditor may then examine the
particular items, for example, individual balances, that contain those
monetary units. One benefit of this approach to defining the sampling unit is that
audit effort is directed to the larger value items because they have a greater chance
of selection, and can result in smaller sample sizes.

This approach may be used in conjunction with the systematic method of sample
selection and is most efficient when selecting items using random selection.

4.2 Sample Size

The level of sampling risk that the auditor is willing to accept affects the sample
size required. The lower the risk the auditor is willing to accept, the greater the
sample size will need to be.

The sample size can be determined by the application of a statistically-based
formula or through the exercise of professional judgment. There are various factors
typically have on the determination of sample size. When circumstances are similar,
the effect on sample size of factors will be similar regardless of whether a statistical
or non- statistical approach is chosen.

4.2.1 Examples of Factors Influencing Sample Size for Tests of Controls

The following are factors that the auditor may consider when determining the
sample size for tests of controls. These factors, which need to be considered
together, assume the auditor does not modify the nature or timing of tests of
controls or otherwise modify the approach to substantive procedures in response
to assessed risks.

. When there is an increase in the extent to which the auditor’s risk assessment
takes into account relevant controls. The more assurance the auditor intends
to obtain from the operating effectiveness of controls, the lower the auditor’s
assessment of the risk of material misstatement will be, and the larger the
sample size will need to be. When the auditor’s assessment of the risk of
material misstatement at the assertion level includes an expectation of the
operating effectiveness of controls, the auditor is required to perform tests
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of controls. Other things being equal, the greater the reliance the auditor
places on the operating effectiveness of controls in the risk assessment, the
greater is the extent of the auditor’s tests of controls (and therefore, the
sample size is increased).Thus, sample size will increase.

. If there is an increase in the tolerable rate of deviation. Then sample size will
decrease, as lower the tolerable rate of deviation, larger the sample size needs
to be.

. When there is an increase in the expected rate of deviation of the population
to be tested then sample size will increase, as higher the expected rate of
deviation, larger the sample size needs to be so that the auditor is in a
position to make a reasonable estimate of the actual rate of deviation. Factors
relevant to the auditor’s consideration of the expected rate of deviation include
the auditor’'s understanding of the business (in particular, risk assessment
procedures undertaken to obtain an understanding of internal control),
changes in personnel or in internal control, the results of audit procedures
applied in prior periods and the results of other audit procedures. High
expected control deviation rates ordinarily warrant little, if any, reduction of
the assessed risk of material misstatement.

. An increase in the auditor’s desired level of assurance that the tolerable rate
of deviation is not exceeded by the actual rate of deviation in the population
will increase the sample size. Thus, the greater the level of assurance that the
auditor desires that the results of the sample are in fact indicative of the actual
incidence of deviation in the population, the larger the sample size needs to
be.

. In case of large populations, the actual size of the population has little, if any,
effect on sample size. For small populations however, audit sampling may not
be as efficient as alternative means of obtaining sufficient appropriate audit
evidence. Therefore, there will be negligible effect on sample size due to
increase in the number of sampling units in the population.

4.2.2 Examples of Factors Influencing Sample Size for Tests of Details

The following are factors that the auditor may consider when determining the
sample size for tests of details. These factors, which need to be considered together,
assume the auditor does not modify the approach to tests of controls or otherwise
modify the nature or timing of substantive procedures in response to the assessed
risks.
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The higher the auditor’s assessment of the risk of material misstatement, the
larger the sample size needs to be. The auditor's assessment of the risk of
material misstatement is affected by inherent risk and control risk. For
example, if the auditor does not perform tests of controls, the auditor’s risk
assessment cannot be reduced for the effective operation of internal controls
with respect to the particular assertion. Therefore, in order to reduce audit
risk to an acceptably low level, the auditor needs a low detection risk and will
rely more on substantive procedures. The more audit evidence that is
obtained from tests of details (that is, the lower the detection risk), the larger
the sample size will need to be. Thus we can say that there will be an increase
in sample size in case of an increase in the auditor’s assessment of the risk of
material misstatement.

The more the auditor is relying on other substantive procedures (tests of details
or substantive analytical procedures) to reduce to an acceptable level the
detection risk regarding a particular population, the less assurance the
auditor will require from sampling and, therefore, the smaller the sample size
can be. Hence, if there is an increase in the use of other substantive
procedures directed at the same assertion, the size of sample will decrease.

An increase in the auditor's desired level of assurance that tolerable
misstatement is not exceeded by actual misstatement in the population will
increase the sample size. Hence, greater the level of assurance that the auditor
requires that the results of the sample are in fact indicative of the actual
amount of misstatement in the population, the larger the sample size needs
to be.

An increase in tolerable misstatement will decrease the sample size as lower
the tolerable misstatement, the larger the sample size needs to be.

The greater the amount of misstatement the auditor expects to find in the
population, the larger the sample size needs to be in order to make a
reasonable estimate of the actual amount of misstatement in the population.
Factors relevant to the auditor’s consideration of the expected misstatement
amount include the extent, to which item values are determined subjectively,
the results of risk assessment procedures, the results of tests of control, the
results of audit procedures applied in prior periods, and the results of other
substantive procedures. So sample size will increase in case of an increase in
the amount of misstatement the auditor expects to find in the population.

When stratification of the population is appropriate then sample size will
decrease as when there is a wide range (variability) in the monetary size of
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items in the population, it may be useful to stratify the population. When a
population can be appropriately stratified, the aggregate of the sample sizes
from the strata generally will be less than the sample size that would have
been required to attain a given level of sampling risk, had one sample been
drawn from the whole population.

. There will be negligible effect on sample size due to number of sampling units
in the population. For large populations, the actual size of the population has
little, if any, effect on sample size. Thus, for small populations, audit sampling
is often not as efficient as alternative means of obtaining sufficient
appropriate audit evidence. (However, when using monetary unit sampling, an
increase in the monetary value of the population increases sample size, unless
this is offset by a proportional increase in materiality for the financial
statements as a whole (and, if applicable, materiality level or levels for
particular classes of transactions, account balances or disclosures.)

Data Analytics- Data analytics is defined as the process of inspecting, cleaning,
transforming and modelling data with the goal of highlighting useful Information,
suggesting conclusions and supporting decision making.

For example, JE Testing is a Data Analytic Tool.

4.3 Selection of Items for Testing

With statistical sampling, sample items are selected in a way that each sampling
unit has a known probability of being selected. With non-statistical sampling,
judgment is used to select sample items. Because the purpose of sampling is to
provide a reasonable basis for the auditor to draw conclusions about the population
from which the sample is selected, it is important that the auditor selects a
representative sample, so that bias is avoided, by choosing sample items which have
characteristics typical of the population.

The principal methods of selecting samples are the use of random selection,
systematic selection and haphazard selection.

4.4 Sample Selection Methods

Sample should be selected in such a manner that it is representative of the
population from which the sample is being selected. It will necessitate that each
item in the population has an equal chance of being included in the sample.
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Some of the important methods of selecting the sample are discussed below -

(1) Random Sampling: Random selection ensures that all items in the
population or within each stratum have a known chance of selection. It may involve
use of random number tables. Random sampling includes two very popular
methods which are discussed below—

(i) Simple Random Sampling: Under this method each unit of the whole
population e.g. purchase or sales invoice has an equal chance of being selected.
The mechanics of selection of items may be by choosing numbers from table of
random numbers by computers or picking up numbers randomly from a drum.
It is considered that random number tables are simple and easy to use and
also provide assurance that the bias does not affect the selection. This method
is considered appropriate provided the population to be sampled consists of
reasonably similar units and fall within a reasonable range.
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Example

The population can be considered homogeneous, if say, trade receivables balances
fall within the range of ¥ 55,000 to ¥ 2,25,000 and not in the range between ¥ 525
to ¥ 10,50,000.

(ii) Stratified Sampling: This method involves dividing the whole population
to be tested in a few separate groups called strata and taking a sample from
each of them. Each stratum is treated as if it was a separate population and if
proportionate of items are selected from each of these stratum. The number
of groups into which the whole population has to be divided is determined
on the basis of auditor judgment.

Example

In the above case, trade receivables balances may be divided into four groups as
follows:-

(a) balances in excess of ¥ 10,00,000;

(b) balances in the range of ¥ 7,75,001 to ¥ 10,00,000;

(c)  balances in the range of ¥ 5,50,001 to % 7,75,000;

(d) balances in the range of ¥ 2,25,001 to ¥ 5,50,000; and
(e) balances ¥ 2,25,000 and below.

From these above groups the auditor may pick up different percentage of items
from each of the group. From the top group i.e. balances in excess of ¥ 10,00,000,
the auditor may examine all the items; from the second group 25 per cent of the
items; from the third group 10 per cent of the items; and from the lowest group 2
per cent of the items may be selected.

The reasoning behind the stratified sampling is that for a highly diversified
population, weights should be allocated to reflect these differences. This is
achieved by selecting different proportions from each strata. It can be seen that the
stratified sampling is simply an extension of simple random sampling.

Therefore, we can say that random selection method is applied through random
number generators, for example, random number tables).

(2) Interval Sampling or Systematic Sampling: Systematic selection is a
selection method in which the number of sampling units in the population is
divided by the sample size to give a sampling interval, for example 50, and having
determined astarting point within the first 50, each 50th sampling unit thereafter is
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selected. Although the starting point may be determined haphazardly, the sample
is more likely to be truly random if it is determined by use of a computerized
random number generator or random number tables. When using systematic
selection, the auditor would need to determine that sampling units within the
population are not structured in such a way that the sampling interval corresponds
with a particular pattern in the population.

Example

If in a population of branch sales, particular branch sales occur only as every 100th
item and the sampling interval selected is 100. The result would be that either the
auditor would have selected all or none of the sales of that particular branch.

To minimise the effect of the possible known buyers through a pattern in the
population, more than one starting point may be taken. The multiple random starting
pointis taken because it minimises the risk of interval sampling pattern with that of
the population being sampled.

(3) Monetary Unit Sampling: It is a type of value-weighted selection in which
sample size, selection and evaluation results in a conclusion in monetary amounts.

(4) Haphazard sampling: Haphazard selection, in which the auditor selects the
sample without following a structured technique. Although no structured technique
is used, the auditor would nonetheless avoid any conscious bias or predictability (for
example, avoiding difficult to locate items, or always choosing or avoiding the
first or last entries on a page) and thus attempt to ensure that all items in the
population have a chance of selection. Haphazard selection is not appropriate
when using statistical sampling.

(5) Block Sampling: This method involves selection of a block(s) of contiguous
items from within the population. Block selection cannot ordinarily be used in audit
sampling because most populations are structured such thatitemsin a sequence can
be expected to have similar characteristics to each other, but different
characteristics from items elsewhere in the population. Although in some
circumstances it may be an appropriate audit procedure to examine a block of items,
it would rarely be an appropriate sample selection technique when the auditor
intends to draw valid inferences about the entire population based on the sample.

Example

Take the first 200 sales invoices from the sales day book in the month of September;
alternatively take any four blocks of 50 sales invoices. Therefore, once the first item
in the block is selected, the rest of the block follows items to the completion.
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There is a close similarity between this method and non-statistical sampling.
Consequently it has similar characteristics, namely, simplicity and economy. On the
other hand there is a risk of bias and of establishing a pattern of selection which
may be noted by the auditees.

4.5 Sampling and Non-Sampling Risk

Sampling Risk. The risk that the auditor’s conclusion based on a sample may be
different from the conclusion if the entire population were subjected to the same
audit procedure. Sampling risk can lead to two types of erroneous conclusions:

(i) In the case of a test of controls, that controls are more effective than they
actually are, or in the case of a test of details, that a material misstatement
does not exist when in fact it does. The auditor is primarily concerned with
this type of erroneous conclusion because it affects audit effectiveness and is
more likely to lead to an inappropriate audit opinion.

(i) In the case of a test of controls, that controls are less effective than they
actually are, or in the case of a test of details, that a material misstatement
exists when in fact it does not. This type of erroneous conclusion affects audit
efficiency as it would usually lead to additional work to establish that initial
conclusions were incorrect.

Non-Sampling Risk. The risk that the auditor reaches an erroneous conclusion for
any reason not related to sampling risk.

Example

Examples of non-sampling risk include use of inappropriate audit procedures, or
misinterpretation of audit evidence and failure to recognize a misstatement or
deviation.

Sources of Non Sampling risk are :

Human Mistakes Misinterpreting the sample results

Applying audit procedures not appropriate to the objectives of audit

Relying on erroneous information e.g. erroneous confirmation

Non sampling risk can never be mathematically measured.
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(&' 5. PERFORMING AUDIT PROCEDURES

The auditor shall perform audit procedures,
appropriate to the purpose, on each item
selected. If the audit procedure is not applicable
to the selected item, the auditor shall perform
the procedure on a replacement item. If the
auditor is unable to apply the designed audit
procedures, or suitable alternative procedures,
to a selected item, the auditor shall treat that
item as a deviation from the prescribed control,
in the case of tests of controls, or a
misstatement, in the case of tests of details. FIG. 2: Performing Audit Procedures”

An example of when it is necessary to perform the procedure on a replacement
item is when a voided check is selected while testing for evidence of payment
authorization. If the auditor is satisfied that the check has been properly voided
such that it does not constitute a deviation, an appropriately chosen replacement
is examined.

An example of when the auditor is unable to apply the designed audit procedures
to a selected item is when documentation relating to that item has been lost.

An example of a suitable alternative procedure might be the examination of
subsequent cash receipts together with evidence of their source and the items they
are intended to settle when no reply has been received in response to a positive
confirmation request.

Q? 6. NATURE AND CAUSE OF DEVIATIONS AND
MISSTATEMENTS

In analyzing the deviations and misstatements identified, the auditor may observe
that many have a common feature, for example, type of transaction, location,
product line or period of time. In such circumstances, the auditor may decide to
identify all items in the population that possess the common feature, and extend
audit procedures to those items. In addition, such deviations or misstatements may
be intentional, and may indicate the possibility of fraud.

" Source for image Jasonbloomaccounting.com

© The Institute of Chartered Accountants of India



Therefore, the auditor shall investigate the nature and causes of any deviations or
misstatements identified, and evaluate their possible effect on the purpose of the
audit procedure and on other areas of the audit. In the extremely rare
circumstances when the auditor considers a misstatement or deviation discovered
in a sample to be an anomaly, the auditor shall obtain a high degree of certainty
that such misstatement or deviation is not representative of the population. The
auditor shall obtain this degree of certainty by performing additional audit
procedures to obtain sufficient appropriate audit evidence that the misstatement or
deviation does not affect the remainder of the population.

(C) 7. PROJECTING MISSTATEMENTS

The auditor is required to project misstatements for the population to obtain a
broad view of the scale of misstatement but this projection may not be sufficient to
determine an amount to be recorded. When a misstatement has been established as
an anomaly, it may be excluded when projecting misstatements to the population.
However, the effect of any such misstatement, if uncorrected, still needs to be
considered in addition to the projection of the non-anomalous misstatements.

For tests of details, the auditor shall project misstatements found in the sample to
the population whereas for tests of controls, no explicit projection of deviations is
necessary since the sample deviation rate is also the projected deviation rate for
the population as a whole.

6 8. EVALUATINGRESULTSOF AUDIT SAMPLING

The auditor shall evaluate-
(@) The results of the sample; and

(b) Whether the use of audit sampling has provided a reasonable basis for
conclusions about the population that has been tested.

For tests of controls, an unexpectedly high sample deviation rate may lead to an
increase in the assessed risk of material misstatement, unless further audit evidence
substantiating the initial assessment is obtained. For tests of details, an
unexpectedly high misstatement amount in a sample may cause the auditor to
believe that a class of transactions or account balance is materially misstated, in the
absence of further audit evidence that no material misstatement exists.

In the case of tests of details, the projected misstatement plus anomalous
misstatement, if any, is the auditor's best estimate of misstatement in the
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population. When the projected misstatement plus anomalous misstatement, if any,
exceeds tolerable misstatement, the sample does not provide a reasonable basis for
conclusions about the population that has been tested. The closer the projected
misstatement plus anomalous misstatement is to tolerable misstatement, the more
likely that actual misstatement in the population may exceed tolerable
misstatement. Also if the projected misstatement is greater than the auditor's
expectations of misstatement used to determine the sample size, the auditor may
conclude that there is an unacceptable sampling risk that the actual misstatement
in the population exceeds the tolerable misstatement. Considering the results of
other audit procedures helps the auditor to assess the risk that actual misstatement
in the population exceeds tolerable misstatement, and the risk may be reduced if
additional audit evidence is obtained.

In case the auditor concludes that audit sampling has not provided a reasonable
basis for conclusions about the population that has been tested, the auditor may
request management to investigate misstatements that have been identified and
the potential for further misstatements and to make any necessary adjustments; or
tailor the nature, timing and extent of those further audit procedures to best
achieve the required assurance. For example, in the case of tests of controls, the
auditor might extend the sample size, test an alternative control or modify related
substantive procedures.

SUMMARY

SA 530 "Audit Sampling”, defines ‘audit sampling’ as application of audit procedures
to less than 100% of items within a population of audit relevance such that all
sampling units have a chance of selection in order to provide the auditor with a
reasonable basis on which to draw conclusions about the entire population.

The objective of the auditor when using audit sampling is to provide a reasonable
basis for the auditor to draw conclusions about the population from which the
sample is selected.

Audit sampling can be applied using either non-statistical or statistical sampling
approaches.

The factors that should be considered for deciding upon the extent of checking on
a sampling plan are size of the organisation under audit, state of the internal
control., adequacy and reliability of books and records, tolerable error range and
degree of the desired confidence.

Sample should be selected in such a manner that it is representative of the
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population from which the sample is being selected. Some of the sample selection
methods are Random Sampling (Simple/Stratified), Systematic Sampling, Monetary
Unit Sampling, Haphazard Sampling, Block Sampling etc.

The auditor shall perform audit procedures, appropriate to the purpose, on each
item selected. The auditor is also required to project misstatements for the
population to obtain a broad view of the scale of misstatement but this projection
may not be sufficient to determine an amount to be recorded.

The auditor shall evaluate the results of the sample; and whether the use of audit
sampling has provided a reasonable basis for conclusions about the population
that has been tested.

TEST-YOUR KNOWLEDGE

MCQs
1. The main advantage of using statistical sampling techniques is that such
techniques:

(@) Mathematically measure risk

(b)  Eliminate the need for judgmental sampling
(c) Defines the values of tolerable error

(d) All of the them.

2. Which of the following factors is (are) considered in determining the sample
size for tests of control?

(@)  Projected error
(b) tolerable error
()  Expected error
(d) Both (b) and (c)

3. Tolerable error is the maximum monetary error that the auditor is prepared to
accept in the population and still conclude that audit objective has been
achieved, is directly related to

(@) Sample size
(b) Audit risk
()  Materiality
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(d)  Expected error
4. Which of the following is source of Non Sampling risk:
(@) Human Mistakes
(b)  Applying audit procedures not appropriate to the objectives of audit
() Misinterpreting the sample results
(d) All of the above
5.  Which of the following is more scientific :
(a) Statistical
(b) Non- statistical
(c) both (a) and (b)
(d)  none of the above
Correct/Incorrect

State with reasons (in short) whether the following statement is correct or
incorrect:

(i)  The method which involves dividing the population into groups of items is
knows as block sampling.

(i)  Universe refers to the entire set of data from which a sample is selected and
about which the auditor wishes to draw conclusions.

(i)  Non Statistical sampling is an approach to sampling that has the random
selection of the sample items; and the use of probability theory to evaluate
sample results, including measurement of sampling risk characteristics.

(iv) Sample need not be representative

(v)  The objective of stratification is to increase the variability of items within each
stratum and therefore allow sample size to be reduced without increasing
sampling risk.

Theoretical Questions

1.  What is the meaning of Sampling? Also discuss the methods of Sampling.
Explain in the light of SA 530 "Audit Sampling”.

2. With reference to Standard on Auditing 530, state the requirements relating to
audit sampling, sample design, sample size and selection of items for testing.
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3. While planning the audit of S Ltd. you want to apply sampling techniques.
What are the risk factors you should keep inmind?

4.  Write short notes on the following:
(@) Advantages of Statistical sampling in Auditing.
(b) Stratified sampling

ANSWERS/SOLUTIONS

Answers to MCQs
1. (a) 2. (d) 3. (c) 4. (d) 5. (a)
Answers to Correct/Incorrect

(i) Incorrect: The method which involves dividing the population into groups
of items is known as cluster sampling whereas block sampling involves the
selection of a defined block ofsconsecutive items.

(ii) Incorrect: Population refers tg the entire set of data from which a sample is
selected and about which the auditor wishes to draw conclusions.

(iii) Incorrect: Statistical samplingis an approach to sampling that has the random
selection of the sample items; and the use of probability theory to evaluate
sample results, including measurement of sampling risk characteristics.

(iv) Incorrect: Whatever may be the approach non-statistical or statistical sampling,
the sample must be representative. This means that it must be closely similar to
the whole population although not necessarily exactly the same. The sample
must be large enough to provide statistically meaningful results.

(v) Incorrect: The objective of stratification is to reduce the variability of items
within each stratum and therefore allow sample size to be reduced without
increasing sampling risk.

Answers to Theoretical Questions

1.  Meaning of Audit Sampling: “Audit Sampling” means the application of audit
procedures to less than 100% of items within a population of audit relevance such
that all sampling units have a chance of selection in order to provide the auditor
with a reasonable basis on which to draw conclusions about the entire population.

The objective of the auditor when using audit sampling is to provide a reasonable
basis for the auditor to draw conclusions about the population from which the
sample is selected.

Refer Para 4.4 for methods of selecting samples.
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2.

Audit Sampling: As per SA 530 on “Audit Sampling”, the meaning of the term
Audit Sampling is — the application of audit procedures to less than 100% of
items within a population of audit relevance such that all sampling units have
a chance of selection in order to provide the auditor with a reasonable basis
on which to draw conclusions about the entire population.

The requirements relating to sample design, sample size and selection of
items for testing are explained below-

Sample design - When designing an audit sample, the auditor shall consider
the purpose of the audit procedure and the characteristics of the population
from which the sample will be drawn.

Sample Size- The auditor shall determine a sample size sufficient to reduce
sampling risk to an acceptably low level.

Selection of Items for Testing- The auditor shall select items for the sample in
such a way that each sampling unit.in the population has a chance of selection.

Risk Factors while applying Sampling Techniques: As per SA 530 “Audit
Sampling”, sampling risk is the risk that the auditor’s conclusion based on a
sample may be different from the conclusion if the entire population were
subjected to the same audit procedure"Sampling risk can lead to two types
of erroneous conclusions-

(i) In the case of a test of controls, that controls are more effective than they
actually are, or in the case of tests of details, that a material misstatement
does not exists when in fact it does. The auditor is primarily concerned with
this type of erroneous conclusion because it affects audit effectiveness and
is more likely to lead to an inappropriate audit opinion.

(i) In the case of test of controls, the controls are less effective than they
actually are, orinthe case of tests of details, that a material misstatements
exists when in fact it does not. This type of erroneous conclusion affects
audit efficiency as it would usually lead to additional work to establish
that initial conclusions were incorrect.

(a) Advantages of Statistical Sampling in Auditing: Refer Para3.3.
(b) Stratified Sampling: Refer Para 4.4.
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