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CHAPTER 5

Audit Planning with Analytical Procedures, Risk, and Materiality

LEARNING OBJECTIVES
	
	Review Checkpoints
	Exercises and Problems
	Cases

	1.
Perform analytical procedures using unaudited financial statements to identify potential problems in the accounts.
	1, 2, 3, 4, 5, 6, 7
	38
	18, 19, 42

	2.
Analyze a materiality determination case and decide upon a maximum amount of misstatement (planning materiality) acceptable in a company's financial statements.
	8, 9, 10, 11
	39, 40
	20

	3.
Assign an overall planning materiality amount to the tolerable misstatement amounts for particular accounts.
	
	
	20

	4.
Describe the conceptual audit risk model and explain the meaning and importance of its components in terms of professional judgment and audit planning.
	12, 13, 14, 15
	41
	

	5.
Describe the content and purpose of audit programs.
	16, 17
	
	



POWERPOINT SLIDES

PowerPoint slides are included on the website. Please take special note of:

* Purpose of Analytical Tests

* Preliminary Assessment of Audit Risks

* Goal of Audit

SOLUTIONS FOR REVIEW
5.1
Five types of general analytical review procedures:

1.
Compare financial information with prior period(s).

2.
Compare financial information with budgets or forecasts.

3.
Study predictable financial information patterns based on the entity's experience.

4.
Compare financial information to industry statistics.

5.
Study financial information relationships to nonfinancial information.

5.2
The purpose of performing preliminary analytical procedures in the audit planning stage is to direct attention to potential problem areas so the audit work can be planned to reduce the risk of missing something important.

5.3
Official documents and authorizations that can be studied along with a preliminary analytical review:

Corporate charter

Corporate bylaws

Articles of partnership

Directors' minutes

Executive committee minutes

Audit committee minutes

Finance committee minutes

New contracts and leases

5.4
Officers' Compensation
Authorization of officers' salaries.

Authorization of stock options and other "perk" compensation.

Business Operations
Amount of dividends declared.

Acceptance of contracts, agreements, lawsuit settlements.

Approval of major purchases of property and investments.

Discussions of merger and divestiture progress.

Corporate Finance
Amount of dividends declared.

Discussions of merger and divestiture progress.

Authorization of financing by stock issues, long-term debt, and leases.

Approval to pledge assets as security for debts.

Discussion of negotiations on bank loans and payment waivers.

Accounting Policies and Control
Approval of accounting policies and accounting for estimates and unusual transactions.

Authorizations of individuals to sign bank checks.

5.5
The steps auditors can use to apply comparison and ratio analysis to unaudited financial statements are: (1) obtain or prepare comparative common-size financial statements and calculate ratios, (2) study the data and describe the company's financial activities, (3) ask relevant questions about questionable relationships, and (4) obtain or prepare a cash flow statement to begin the analysis of the going-concern status of the company.

5.6
The ratios in Appendix 10-A are: current ratio, days' sales in receivables, doubtful accounts ratio, days' sales in inventory, receivables turnover, inventory turnover, cost of goods sold ratio, return on equity, and Altman's financial distress ratios and discriminant score. Students may be able to name other relevant ratios.

5.7
The prior year retained earnings ($900,000) plus current year income ($370,000) does not add up to the current year ending retained earnings ($1,260,000). Retained earnings has been reduced by $10,000, probably dividends declared and paid. The balance sheet does not show dividends payable, and no other information is given.

5.8
"Material information" in accounting and auditing is information that should be disclosed if it is likely to influence the economic decisions of financial statement users.

"Planning materiality" in an audit context is the largest amount of uncorrected dollar misstatement that could exist in published financial statements, yet they would still fairly present the company's financial position and results of operations in conformity with GAAP.

5.9
Auditing standards do not require auditors to express planning materiality as a specific dollar amount.

5.10
The best objective evidence of the reasonableness of an estimate (for example, the allowance for doubtful accounts receivable) is the actual events that occur later (for example, the write-off of accounts that existed at the time the allowance was estimated). The comparison of estimates with subsequent actual experience can often be used as a hindsight test of the objective reasonableness of accounting estimates. However, some estimates (for example, pension expense) may have such long time horizons that actual experience may not be available before new estimates must be made.

5.11
Benefits of preliminary assessment of materiality:

Fine-tune the audit for effectiveness and efficiency.

Help auditors avoid surprises related to:

Finding out too late about not auditing enough.

Finding out later about auditing too much.

Is $500,000 material? Maybe.

Absolute size. If you think so, it's material just because it's a large number.

Relative size.

No. If $500,000 is less than 5% of a relevant base.

Maybe. If $500,000 is between 5% and 10% of a relevant base.

Yes. If $500,000 is 10% or more of a relevant base.

Nature of the item. Yes, $500,000 is material if it arises from an illegal act.

5.12
Four audit risks and their descriptions are:

Inherent risk--the probability that material errors or irregularities have entered the data processing system.

Internal control risk--the probability that the client's system of internal control will fail to detect material errors and irregularities, provided any enter the accounting system in the first place.

Detection risk--the probability that audit procedures will fail to find material errors and irregularities, provided any have entered the system and have not been detected or corrected by the client's internal control system.

Audit risk (also sometimes called "ultimate risk")--a concept applied both to the probability of giving an inappropriate opinion and to the probability of failing to discover material errors and irregularities in a particular disclosure or account balance. Audit risk is a conceptual combination of the other risks: Audit Risk = Inherent Risk x Internal Control Risk x Detection Risk.

5.13
In connection with auditor's judgments about internal control, anchoring is the mental carryover of prior knowledge and the application of prior conclusions to the current control system, usually without gathering much new evidence.

5.14
From the 2001 Audit Risk Alert

Some of the effects of bad economic times auditors should be alert to detect in clients' financial statements:

Asset valuations--recoverability and bases of accounting.

Inappropriate offsetting of assets and liabilities.

Changes in cost-deferral policies and the reasonableness of amortization periods.

Allowances for doubtful accounts, in general, and loan-loss allowances for financial institutions, in particular.

Compliance with financial covenants and the necessity to obtain waivers from lending institutions to meet current requirements.

Changes in sales practices or terms that may require a change in accounting.

5.15
"Audit risk in an overall sense" refers to the audit taken as a whole and the probability that an auditor will give an inappropriate opinion on financial statements. Generally, this is the risk of giving the standard unqualified report when a the financial statements contain material misstatements or the report should be qualified or modified in some manner.

"Audit risk applied to individual account balances" refers to the probability that auditors will fail to discover misstatement in a particular account balance at least equal to the tolerable misstatement assigned to the audit of that balance. This version of audit risk is applied in concept at the individual account balance level.

5.16
One type of audit program was called the "internal control program," and its objective is to guide the work involved in:

Obtaining an understanding of the client's business and industry.

Obtaining an understanding of management's control structure.

Assessing the inherent risk and the control risk related to the financial account balances.

The other type of audit program was called the "balance-audit program," and its objective is to specify the substantive procedures for gathering direct evidence on the assertions (i.e. existence, completeness, valuation, rights and obligations, presentation and disclosure) about dollar amounts in the account balances.

5.17
The nature of audit procedures refers to their identification with one of the general types of procedures--recalculation, physical observation, confirmation, verbal inquiry, examination of documents, scanning, and analytical procedures.

The timing of audit procedures refers to when they are performed, usually at (1) interim, or at (2) year-end. However, timing may have other aspects such as surprise procedures (unannounced to client personnel) or procedures performed after the year-end.

The extent of the application of procedures usually refers to the sample sizes of data examined, such as the number of customer accounts receivable to confirm, or the number of inventory types to count.

SOLUTIONS FOR KINGSTON CASE
5.18
Kingston Company Minutes of Meetings of the Board of Directors: Attention-Directing Review of Corporate Minutes


KINGSTON COMPANY
Prepared_____

Index_____
Notes on Minutes of the Board of Directors
Reviewed_____


12/31/02

	Information Relevant to 2002 Audit
	Audit Action Recommended


	Meeting held February 1, 2002:
Board has 2 officers of Kingston

3 new outside directors elected at last stockholders' meeting, executives of other companies

Board appears active, all members attended all both meetings

Forecast for the year presented

Prior year dividend not declared.

Officer's prior year bonuses approved (see list attached).

Bonus approval was not unanimous, vote was 5-3. Kingston officers Lancaster and Grace brought the proposal to the meeting

Kingston officers Lancaster and Grace proposed 12% officers' salary increases. Unanimous approval.
	Noted.

Investigate for any related party relationship.

Noted.

Analytical procedures to compare actual results to forecast.

Trace to prior year working papers.

Trace to prior year working papers total of $45,000.

Inquire names of dissenting members, ask Goodwin (secretary of board)

[follow-up showed the Kingston officers and the new board members voted "for," while the three incumbent outside members voted "against"]

Trace individual salaries to expense accounts (list attached)

Analytical note: raises will increase total expenses $84,643 from last year's $705,357 total for these.

	Meeting held June 15, 2002
Board apparently active, all members attended.

Company left rented space July 1.

New land purchase. $100,000. July 1.

New building built. $285,000. July 1.

New equipment purchased. $600,000. July 1.

Overhaul old equipment approved.

New loan $750,000, July 1, 11%, interest, payable June 30

New bldg and equipment pledged as collateral.

Mr. Grace loaned $25,000 July 15 at zero interest.
	Noted.

Analytical note: rent expense less than last year. Trace to account.

Trace to land asset account.

Trace to building asset account. Audit new depreciation expense.

Trace to equipment asset account. Audit new depreciation expense.

Trace to equipment asset account. Audit new depreciation expense.

Trace to liability account. Audit accrued interest expense.

Trace to pledged assets disclosures.

Trace to liability account for recording and repayment.

Possible related party disclosure.



KINGSTON COMPANY
Prepared_____

Index____
Notes on Minutes of the Board of Directors
Reviewed_____


12/31/02

	Meeting held January 22, 2003
Board apparently active, all members attended.

Anderson, Olds & Watershed approved as auditors.

Gazebo marketing plan failed.

IRS tax assessment in dispute. Might lose, expected immaterial, defenses available.

Lancaster and Grace asked approval of officers' bonuses for 2002. Not approved 6-2.

Outside directors asked approval of $50,000 dividend, payable Feb 15, holders of Dec 31. Approved 6-2.

Grace was authorized to deposit $100,000 in escrow pending completion of negotiations to purchase and merge the Willie's Woods lumber business in suburbia.
	Noted.

Noted.

Analytical note: may explain some decrease in current year revenue.

Note outside attorney name (Perley Stebbins). Note matter for attorney letter. Trace to disclosure or other consideration of contingency.

Trace to no bonuses in expense accounts. Looks like company officers and outside board members don't agree.

Trace to retained earnings account and dividends payable accrual.

Outside directors want dividend instead officer bonuses.

Reclassify Dec 31 cash or disclose subsequent restriction.

Trace to disclosure of merger in notes to financial statements.

	The board appears to be in some conflict. First meeting was 1.5 hours, second 4 hours, third 6 hours. Votes seen to be split with inside directors against outside directors.
	Ask what's the conflict. Maybe there's a business or management problem.


5.19
Kingston Company Preliminary Analytical Review

a.
Common-size and comparative changes are shown in Exhibit IM10.19-1.

b.
Selected financial ratios are shown in Exhibit IM10.19-2.

c.
Memo to current working paper file:

TO:
Current Working Paper File

FROM:
Dalton Wardlaw

DATE:

SUBJECT:
Kingston Company audit, 2002--preliminary analytical review

Sales decreased, and the company may be tempted to misstate accounts in order to avoid reporting an income decrease.

Inventory and Cost of Goods Sold
Cost of goods sold as a percent of sales is down from 70 percent to about 65 percent. If 70 percent is more accurate, cost of goods sold might be understated by $405,000, or almost 76 percent of the $530,000 operating income (before taxes, interest expense, and other revenue and expense).

The related inventory accounts may therefore be overstated, perhaps as much as $405,000. The trial balance shows inventory increased $440,000 (29 percent). The days' sales in inventory and inventory turnover ratios confirm the relative increase of inventory dollars.

We should audit the physical inventory and inventory pricing carefully.

Sales, Sales Returns, and Accounts Receivable
Both sales and accounts receivable are down. The days' sales in receivables and receivables turnover ratios confirm the relative decrease. The allowance for doubtful accounts ratio is approximately in line with last year. Even though the sales decline might tempt people to record invalid sales, there is not much room to hide them in accounts receivable.

Accruals and Expenses
Depreciation on new assets appears not to have been calculated. The depreciation expense is the same as last year, but $1,000,000 new assets were acquired. We need to recalculate depreciation expense.

Interest expense on the current bank loan appears not to have been paid or accrued. The interest expense in the trial balance seems to be interest on the long term debt at 10 percent. We need to analyze the interest expense.

Other accruals are smaller than last year, and general expenses are lower. Maybe some accrued expenses did not get recorded. We need to be sure to conduct the search for unrecorded liabilities.

Going Concern Consideration
The company appears to have used operating cash flow and new bank loans ($750,000) to finance asset purchases ($1,000,000) and long term debt repayment ($200,000). Current liabilities increased much more than current assets (inventory increase), and the current ratio declined from 4.57 to 2.00. Likewise the total debt to equity ratio increased from .40 to .56. The financial distress model score turned down, going from 4.96 to 3.64.

While the company does not seem to be in dire financial straits, we ought to review the cash flow budget for next year.

Comparison To Forecast
According to the forecast, Kingston experienced some events that were not anticipated at the beginning of the year.

1.
$1 million assets were acquired.

2.
$750,000 bank loan was obtained.

3.
Sales revenue decreased 10% instead of increasing 10%, as forecast.

4.
Cash and accounts receivable decreased more than expected, while inventory increased more than expected.

These events, unexpected at the beginning of the year, could cause these errors.

1.
Failure to record depreciation of new assets.

2.
Failure to record interest expense on the new debt.

3.
Improper overstatement of actual sales, which may have declined more than 10%.

4.
Inattention to record of cost of goods sold and accrued expenses in order to keep net income from being less than last year and less than forecast. (Inventory may be overstated and accrued expenses understated.)

KINGSTON COMPANY
Exhibit IM5.19-1

Analytical Review Data

Comparative, Commonsize Financial Statements


Unaudited
Current Year
Change



Common

Common


Balance
Size
Balance
Size
Amount
%

ASSETS:

Cash
$600,000
14.78%
$484,000
9.69%
(116,000)
-19.33%

Accounts receivable
500,000
12.32%
400,000
8.01%
(100,000)
-20.00%

Allowance doubt accts
(40,000)
-0.99%
(30,000)
-0.60%
10,000
-25.00%

Inventory
1,500,000
36.95%
1,940,000
38.85%
440,000
29.33%

Other Current Assets
0
0.00%
0
0.00%

Total Current Assets
$2,560,000
63.05%
2,794,000
55.95%
234,000
9.14%

Fixed Assets
3,000,000
73.89%
4,000,000
80.10%
1,000,000
33.33%

Accum Depreciation
(1,500,000)
-36.95%
(1,800,000)
-36.04%
(300,000)
20.00%

Other Assets
0
0.00%
0
0.00%

TOTAL ASSETS
$4,060,000
100.00%
4,994,000
100.00%
934,000
23.00%

LIABILITIES AND EQUITY:

Accounts payable
$450,000
12.32%
$600,000
12.21%
150,000
33.33%

Bank loans, 11%
0
0.00%
750,000
15.02%
750,000
NA  

Accrued interest
60,000
1.48%
40,000
0.80%
( 20,000)
-33.33%

Accruals and Other
50,000
0.00%
10,000
0.00%
( 40,000)
-80.00%

Total Current Liab
$560,000
13.79%
1,400,000
28.03%
840,000
150.00%

Long-term debt,10%
600,000
14.78%
400,000
8.01%
(200,000)
-33.33%

Deferred Credits
0
0.00%
0
0.00%

TOTAL LIABILITIES
$1,160,000
28.57%
1,800,000
36.04%
640,000
55.17%

Capital stock
2,000,000
49.26%
2,000,000
40.05%

Retained earnings
900,000
22.17%
1,194,000
23.91%
294,000
32.67%

TOTAL LIABILITIES

AND EQUITY
$4,060,000
100.00%
4,994,000
100.00%
934,000
23.00%

Sales (net)
$9,000,000
100.00%
$8,100,000
100.00%
(900,000)
-10.00%

Cost of goods Sold
6,296,000
69.96%
5,265,000
65.00%
(1,031,000)
-16.38%

Gross margin
$2,704,000
30.04%
2,835,000
35.00%
131,000
4.84%

General expense
2,044,000
22.71%
2,005,000
24.75%
( 39,000)
- 1.91%

Depreciation
300,000
3.33%
300,000
3.70%

Operating income
$360,000
4.00%
$530,000
6.54%
170,000
47.22%

Interest expense
60,000
0.67%
40,000
0.49%
( 20,000)
-33.33%

Income taxes (40%)
120,000
1.33%
196,000
2.42%
76,000
63.33%

Net income
$180,000
2.00%
$294,000
3.63%
114,000
63.33%

KINGSTON COMPANY
Exhibit IM5.19-2

Selected Financial Ratios


Prior
Current
Percent


Year
Year
Change

Balance Sheet Ratios
Current ratio
4.57
2.00
-56.34%

Days' sales in receivables
18.40
16.44
-10.63%

Doubtful accounts ratio
0.0800
0.0750
-6.25%

Days' sales in inventory
85.77
132.65
54.66%

Debt/equity ratio
0.40
0.56
40.89%

Operations Ratios
Receivables turnover
19.57
21.89
11.89%

Inventory turnover
4.20
2.71
-35.34%

Cost of goods sold/sales
69.96%
65.00%
-7.08%

Gross margin %
30.04%
35.00%
16.49%

Return on equity
6.62%
10.14%
53.20%

Financial Distress Ratios (Altman, 1968)
Working capital/Total assets
0.49
0.28
-43.34%

Retained earnings/Total assets
0.22
0.24
7.85%

EBIT/Total assets
0.09
0.11
19.69%

Mkt Value of Equity/Total debt
2.59
1.67
-35.56%

Net sales/Total assets
2.22
1.62
-26.83%

Discriminant Z Score
4.96
3.64
-26.61%

Market value of equity =
$3,000,000

5.20
Kingston Company Preliminary Materiality Assessment

a.
The element of materiality implies importance--relative or absolute--and the materiality of an item may be dependent upon its nature or its size, or both. Materiality is not a universally quantifiable concept; it must be determined in light of professional judgment on a case-by-case basis. There is some general agreement, however, that materiality should be based on amounts that would influence decisions of readers of the financial statements. Materiality may depend on either quantitative or qualitative characteristics, often on a combination of both. In assessing a matter's importance, auditors consider its nature as well as its relative magnitude and relative financial effect both singly or cumulatively in light of the surrounding circumstances.


(AICPA adapted)

b.
Some common relationships and other considerations used by auditors in judging materiality are these:

1.
net income
7.
nature of items or an item

2.
gross margin
8.
potential litigation

3.
sales
9.
future impact on financial statements

4.
total assets
10.
change in net income

5.
total current assets
11.
trends of net income

6.
total current liabilities

c.
Memorandum to current working paper file:

TO:
Current Working Paper File

FROM:
Dalton Wardlaw

DATE:

SUBJECT:
Kingston Company audit, 2002--preliminary materiality assessment

Overall Materiality
Operating income (before taxes, interest expense, and other revenue and expense) is $530,000. Ten percent of operating income is $53,000. This operating income increased $170,000, or 47 percent compared to last year. A year-to-year increase of about 15 percent, or $54,000, might be considered material in light of the sales decrease. Thus, I conclude the minimum material misstatement allowable should be about $53,000.

Allocation
This allocation of various tolerable error amounts is explained more fully in the next section.

Sales
$ 10,000

Cost of Sales
$ 30,000

Gross Margin
$ 40,000

Expenses other than

  depreciation and interest
$ 13,000

Effects: Worst Case Scenario
Assume the worst--that undiscovered misstatement in the direction of overstating assets and income occurs in the total amount of $53,000 as allocated above. The schedule attached analyzes the comparison of the unaudited figures with the hypothetical "correct" figures.

KINGSTON COMPANY

Analytical Review Data

Materiality Analysis: Worst Case Scenario


Unaudited
Worst Case
Change



Common

Common


Balance
Size
Balance
Size
Amount
%

ASSETS:

Cash
$484,000
9.69%
$484,000
9.73%

Accounts receivable
400,000
8.01%
390,000
7.84%
(10,000)
-2.50%

Allowance doubt accts
(30,000)
-0.60%
(30,000)
-0.60%

Inventory
1,940,000
38.85%
1,910,000
38.39%
(30,000)
-1.55%

Other Current Assets
0
0.00%
21,200
0.43%
21,200
NA

Total Current Assets
$2,794,000
55.95%
2,775,200
55.78%
(18,800)
-0.67%

Fixed Assets
4,000,000
80.10%
4,000,000
80.40%

Accum Depreciation
(1,800,000)
-36.04%
(1,800,000)
-36.18%

Other Assets
0
0.00%
0
0.00%

TOTAL ASSETS
$4,994,000
100.00%
4,975,200
100.00%
(18,800)
-0.38%

LIABILITIES AND EQUITY:

Accounts payable
$600,000
12.01%
$600,000
12.06%

Bank loans, 11%
750,000
15.02%
750,000
15.07%

Accrued interest
40,000
0.80%
40,000
0.80%

Accruals and Other
10,000
0.20%
23,000
0.46%
13,000
130.00%

Total Current Liab
$1,400,000
28.03%
1,413,000
28.40%
13,000
0.93%

Long-term debt,10%
400,000
8.01%
400,000
8.04%

Deferred Credits
0
0.00%
0
0.00%

TOTAL LIABILITIES
$1,800,000
36.04%
1,813,000
36.44%
13,000
0.72%

Capital stock
2,000,000
40.05%
2,000,000
40.20%

Retained earnings
1,194,000
23.91%
1,162,200
23.36%
(31,800)
-2.66%

TOTAL LIABILITIES

AND EQUITY
$4,994,000
100.00%
4,975,200
100.00%
(18,800)
-0.38%

Sales (net)
$8,100,000
100.00%
8,090,000
100.00%
(10,000)
-0.12%

Cost of goods Sold
5,265,000
65.00%
5,295,000
65.45%
30,000
0.57%

Gross margin
$2,835,000
35.00%
2,795,000
34.55%
(40,000)
-1.41%

General expense
2,005,000
24.75%
2,018,000
24.94%
13,000
0.65%

Depreciation
300,000
3.70%
300,000
3.71%

Operating income
$530,000
6.54%
$477,000
5.90%
(53,000)
-10.00%

Interest expense
40,000
0.49%
40,000
0.49%

Income taxes (40%)
196,000
2.42%
174,800
2.16%
(21,200)
-10.82%

Net income
$294,000
3.63%
$262,200
3.24%
(31,800)
-10.82%

KINGSTON COMPANY

Selected Financial Ratios

Materiality Analysis: Worst Case Scenario




Percent


Unaudited
Worst Case
Change

Balance Sheet Ratios
Current ratio
2.00
1.96
-1.59%

Days' sales in receivables
19.11
18.69
-2.20%

Doubtful accounts ratio
0.0750
0.0769
2.56%

Days' sales in inventory
132.65
129.86
-2.10%

Debt/equity ratio
0.56
0.57
1.74%

Operations Ratios
Receivables turnover
18.84
19.26
2.25%

Inventory turnover
2.71
2.77
2.15%

Cost of goods sold/sales
65.00%
65.45%
0.69%

Gross margin %
35.00%
34.55%
-1.29%

Return on equity
9.20%
8.29%
-9.92%

Financial Distress Ratios (Altman, 1968)
Working capital/Total assets
0.28
0.27
-1.91%

Retained earnings/Total assets
0.24
0.23
-2.30%

EBIT/Total assets
0.11
0.10
-9.66%

Mkt Value of Equity/Total debt
1.67
1.65
-0.72%

Net sales/Total assets
1.62
1.63
0.25%

Discriminant Z Score
3.64
3.59
-1.40%

Market value of equity =
$3,000,000

5.20(d) Kingston Company Materiality Analysis (Stock Price Derived)


KINGSTON COMPANY
Prepared_____

Index_____
Calculation of Overall Materiality
Reviewed_____


12/31/02


$1.60/share price effect

Stock price
$      15.00

Price materiality judgment
      $ 1.60
Adjusted stock price
$      13.40

Adjusted earnings per share

(divide by 10.2 multiple)
$   1.313725

Indicated net income

(multiply by 200,000 shares)
$    262,745

Add pre-tax accounts that can

be audited completely:

Interest expense
$     40,000

Income tax expense (40%)
$    175,163
(rounded)

Indicated pre-tax income
$    477,908
(rounded)

Unaudited pre-tax income
$    530,000
Indicated planning materiality

based on pre-tax income
$     52,092

SOLUTIONS FOR MULTIPLE-CHOICE QUESTIONS
5.21
a.
Incorrect.
Confirmation is not an analytical procedure.

b.
Incorrect.
Physical observation is not an analytical procedure.

c.
Correct.
Analytical procedures comprehend information from a variety of sources.

d.
Incorrect.
Tests of details are not analytical procedures.

5.22
a.
Incorrect.
Analytical procedures are performed after the engagement letter is obtained.

b.
Correct.
This is the "attention-directing" purpose.

c.
Incorrect.
All the assertions are always important.

d.
Incorrect.
This answer could be good even though it evokes the control risk assessment standard, but restriction to inventory makes it a poor choice.

5.23
a.
Incorrect.
Physical production statistics are not a source of information for "comparison of current account balances with prior periods."

b.
Correct.
A client's budgets and forecasts are sources of information for "comparison of current account balances with expected balances."

c.
Incorrect.
Published industry ratios are not a source of information for "evaluation of current account balances with relation to predictable historical patterns."

d.
Incorrect.
The company's own historical financial statements are not a good source of information for "evaluation of current account balances in relation to nonfinancial information."

5.24
a.
Correct.

b.
Correct.

c.
Correct.

d.
** Correct.
(All of the above). Analytical procedures can be used when planning the audit, when performing substantive procedures during an audit, and as a method of overall review at the end of an audit.

5.25
a.
Incorrect.
Weaknesses in the company's internal control procedures is not a subject for preliminary analytical procedures because auditors can't examine the control structure at this particular time with these kinds of analyses.

b.
Incorrect.
Individual transactions are not used in preliminary analytical procedures.

c.
Incorrect.
Management assertions in financial statements are not the direct object of preliminary attention-directing analytical procedures.

d.
Correct.
With preliminary analytical procedures, the auditors are looking for signs of accounts and relationships that may represent specific potential problems and risks in the financial statements.

5.26
a.
Correct.
The denominator changes relatively more than the numerator and the ratio goes from 5/3 (1.67) to 4/2 (2.0).

b.
Incorrect.
The current ratio does not decrease.

c.
Incorrect.
The current ratio does not remain unchanged.

5.27
a.
Incorrect.
The current ratio does not increase.

b.
Correct.
The numerator changes relatively more than the denominator and the ration goes from 3/5 (0.6) to 2/4 (0.5).

c.
Incorrect.
The current ratio does not remain unchanged.

5.28
a.
Incorrect.
The current ratio does not increase.

b.
Incorrect.
The current ratio does not decrease.

c.
Correct.
The numerator and denominator change by the same relative amount and the prepayment ratio 5/5 (1.0) is the same as the postpayment ration 4/4 (1.0).

5.29
a.
Incorrect.
The ratio of cost/sales does not increase.

b.
Correct.
The numerator (cost of goods sold) increases relatively less than the denominator (sales) increases.

c.
Incorrect.
The ratio of cost/sales does not remain unchanged.

5.30
a.
Incorrect.
Materiality determination helps concentrate the audit work where it is most needed.

b.
Incorrect.
Materiality determination helps auditors to do the "sufficient" amount of work.

c.
Correct.
The kind of opinion cannot be determined until all the evidence is obtained and evaluated.

d.
Incorrect.
see b.

5.31
a.
Correct.
The objective is to perform a quality audit and keep audit risk low.

b.
Incorrect.
Control risk = 0 is generally not warranted.

c.
Incorrect.
Inherent risk = 0 is generally not warranted.

d.
Incorrect.
see a.

5.32
a.
Correct.
Management is responsible for making the estimates in the first place, just as management is primarily responsible for all the financial statement elements.

b.
Incorrect.
Auditors need to determine the reasonableness of estimates.

c.
Incorrect.
Auditors need to determine that estimates are presented in 



conformity with GAAP.

d.
Incorrect.
Auditors need to determine that estimates are adequately disclosed in the financial statements.

5.33
a.
Incorrect.
Overall materiality in an accounting context is defined in terms of amounts that should be disclosed if they are likely to influence the economic decisions of financial statement users.

b.
Incorrect.
Overall materiality for auditing purposes is the largest amount of uncorrected dollar misstatement that could exist in published financial statements, yet they would still fairly present the company's financial position and results of operations in conformity with GAAP.

c.
Correct.
Tolerable error is part of the overall materiality amount for the financial statements assigned to a particular account.

d.
Incorrect.
Auditing standards do not require quantification of tolerable misstatement as a dollar amount.

5.34
a.
Incorrect.
This is the risk of giving an inappropriate opinion.

b.
Incorrect.
This is the risk of misstatements entering the accounting system.

c.
Incorrect.
This is the risk that the client's control structure will not detect misstatements that enter.

d.
Correct.
This is the risk that auditors will not detect misstatements.

5.35
a.
Incorrect.
The business situation creates inherent risk.

b.
Incorrect.
Relative risk is a theoretical expression of relative susceptibility to misappropriation.

c.
Incorrect.
Control risk is a function of management's design and operation of its control structure.

d.
Correct.
Auditors are responsible for performing the evidence-gathering procedures that manage and control detection risk.

5.36
a.
Correct.
DR = AR/(IRxCR) = 0.15/0.75 = 0.20

b.
Incorrect.
0.15 is the audit risk for the account.

c.
Incorrect.
0.75 is the combined inherent and control risk.

d.
Incorrect.
Detection risk cannot be zero.

5.37
a.
Incorrect.
An audit program does not specify audit standards. All the GAAS are relevant in all audits.

b.
Correct.
An audit program contains specifications of procedures the auditors believe appropriate for the financial statements under audit.

c.
Incorrect.
Documentation of the assertions under audit, the evidence obtained, and the conclusions reached describe audit working papers, not audit programs.

d.
Incorrect.
Reconciliation of the account balances in the financial statements with the account balances in the client's general ledger one element of the content of audit working papers, not audit programs.

SOLUTIONS FOR EXERCISES AND PROBLEMS
5.38
Analytical Review Ratio Relationships

a.
The current ratio was made larger than it should have been. The current asset numerator was made larger (fictitious accounts receivable larger than the inventory removed) while the current liability denominator did not change. (However, if the income tax effect of the error is included, 


the current liabilities change by a greater proportion that the current assets change, and it turns out that the current ratio was made smaller!)

b.
In this case the relative rate of change is important, because both the numerator and denominator of the current ratio are changed by the same amount.

1.
Current ratio (before) was greater than 1:1--the incorrect accounting makes the ratio larger than it should be.

Example:
Before $100,000 / $20,000 = 5.0:1

After  $ 90,000 / $10,000 = 9.0:1

2.
Current ratio (before) was equal to 1:1--the incorrect accounting does not change the ratio.

Example:
Before $100,000 / $100,000 = 1:1

After  $ 90,000 / $ 90,000 = 1:1

3.
Current ratio (before) was less than 1:1--the incorrect accounting makes the ratio smaller than it should be.

Example:
Before $ 20,000 / $100,000 = 0.2:1

After  $ 10,000 / $ 90,000 = 0.11:1

c.
Effect of unrecorded purchase counted in physical inventory, assuming the accounts are adjusted to include the inventory on hand.

Inventory is not misstated.

Cost of goods sold is understated.

Gross profit is overstated.

Net income is overstated.

The question asks for the effect on the ratios compared to what they would have been without the error.
Current ratio:

Greater than 1:1 before.
The error of recording the inventory and not the current payable makes the ratio larger.

Equal to 1:1 before.
The error makes the ratio larger.

Less than 1:1 before.
The error makes the ratio larger.

Gross margin ratio:  The error makes it larger.

Cost of goods sold ratio:  The error makes it smaller.

Receivables turnover:
The error does not affect either the sales numerator or the receivables denominator, so the ratio is not affected.

d.
In this case the net receivables amount is correct. The proper adjustment should be to reduce gross receivables and the allowance for doubtful accounts by an equal amount.

Current ratio:
Not affected because the current asset and current liability totals are not affected.

Day's sales in receivables:
Not affected when the net receivables is used to calculate the ratio.

Doubtful account ratio:
The improper accounting causes the ratio to be larger than it should be. (Proper accounting would cause the allowance numerator to be reduced to a greater extent, by a faster rate, than the receivables denominator.)

Receivables turnover:
Not affected when the net receivables is used to calculate the ratio.

Return on beginning equity:
Not affected because the income is measured properly with adequate allowance for doubtful accounts.

Working capital/Total assets:
Not affected because both terms are measured properly.

e.
The effect on the Altman (1968) discriminate Z score is a larger score because of the directional effect of all the changes mentioned:

Working capital/Total assets:
The ratio is larger because WC is greater and TA is smaller.

Retained earnings/Total assets:
The ratio is larger because retained earnings remained the same while TA is smaller.

Earnings BIT/Total assets:
The ratio is larger, because EBIT is about the same as last year, and TA is smaller.

Market equity/Total debt:
The ratio is larger because market equity is the same, while total debt is lower.

Net sales/Total assets:
The ratio is larger because net sales have decreased less (5%) than the total assets have decreased (10%).

5.39
Auditing an Accounting Estimate

The audit problem is to develop a range of valuation of the inventory in order to evaluate management's estimate.


Low
High

Selling price
$ 78,000
$ 92,000

Advertising and

shipping expenses
   7,000
   5,000
Auditors' estimate of

the range for the

inventory valuation
$ 71,000
$ 87,000

a.
Yes, an adjustment can be proposed.

Loss (or Cost of Goods Sold)
$ 12,000

Inventory

$12,000

Write down the inventory to

  the nearest end of the

  auditors' range.

b.
No adjustment is necessary. The management estimate of $80,000 is within the auditors' range estimate.

5.40
Calculate a Planning Materiality Amount


6% Price Effect

Stock price (16 x $0.687)
$     11.00
(slightly rounded)

Price materiality judgment
$       .66
Adjusted stock price
$     10.34

Adjusted earnings per share

(divide by 16 multiple)
$    .64625

Indicated net income

(multiply by 750,000 shares)
$   484,688
(rounded)

Add pre-tax accounts that can

be audited completely:

Interest expense
$       -0-

Income tax expense (35%)
$   260,986
(rounded)

Indicated pre-tax income
$   745,674

Unaudited pre-tax income
$   792,308
(rounded)

($515,000/0.65)

Indicated planning materiality

based on pre-tax income
$    46,634

5.41
Evaluation of risk assessment conclusions with AR = IR x CR x DR as a model.

a.
Ohlsen is not justified in acting upon a belief that IR = 0. He may have seen no adjustments proposed because (1) none were material or (2) Limberg's control system has functioned well in the past and prevented/detected/corrected material errors. If IR = 0, then AR = 0 and no further audit work need be done. Conservative auditing standards and practice do not permit this level of (non)work based on this little evidence and knowledge.

b.
Jones is not justified in acting upon a belief that CR = 0. She may well know that Lang's internal accounting control is exceptionally good, but (1) her review did not cover the last month of Lang's fiscal year and (2) control procedures are always subject to lapses. If CR = 0, then AR = 0 and no further audit work need be done. Conservative audit practice does not permit assessment of control risk at 0% to the exclusion of other audit procedures.

c.
Insofar as audit effectiveness is concerned, Fields' decision is within the spirit of audit standards. Even if IR = 1 and CR = 1, if DR = 0.02, the AR = 0.02. This audit risk (AR) seems quite small. However, Fields' decision may result in an inefficient audit.

d.
This case was deliberately left ambiguous, without putting probability numbers on the audit risks. Students will need to experiment with the model. One approach is to compare the current audit to a hypothetical last year's audit when "everything was operating smoothly." Assume:

Last Year:
AR = IR (0.50) + CR (0.20) x DR (0.20) = 0.02

Current year:
AR = IR (1.0) + CR (1.0) x DR (0.25) = 0.25

Features of the hypothetical comparison:

1.
Inherent risk is greater than last year.

2.
Control risk is greater than last year.

                3.
The audit was done in less time, and maybe the detection risk                       is a little greater.

4.
Audit risk appears to be very high.

An alternative analysis is that Shad perceived higher inherent and control risk early, and he did not put any audit time into trying to assess the risks at less than 100%. He proceeded directly to performance of extensive substantive procedures and worked a lesser total number of hours, yet still performed a high-quality audit by keeping AR low by keeping DR low.

5.42  

The case requires one to apply one’s  knowledge of the business, given the facts provided in the case and other reasonable assumptions, to judge the relevant inherent and control risks for different financial statement components, to designing appropriate and cost-effective controls and assessing the adequacy of these controls. Various valid considerations and procedures can be generated.

a) The inherent risk assessments can take into consideration the nature of the item and the risk that an error can have occurred in accounting for that item in the first place

b) The general tendency for high value items that have higher inherent risks to require stronger controls can be discussed. This can lead to recognizing the constraint that more extensive controls are more costly and at some point the additional benefit is not justified. The risk will remain that errors that have occurred will not be caught by control procedures - this is control risk.

c) Procedures can be described that relate to identifying risk and the controls in place to mitigate those risks. The assessment involves judgment as to whether the inherent risk is adequately reduced by the control procedure, and whether the procedure is being followed so as to effectively reduce the risk to a reasonable level.

d) The question requires consideration of impact of the nature of the business on what needs to be accounted for, what inherent risks exist in the business and thus its accounts. This illustrated the importance to the auditor of understanding how a business creates value and earns profits. (The question could be expanded to address control risk in these different businesses, as above)

5.43  

The case requires consideration of the factors that determine the materiality level for audit purposes, in particular a decision to reduce the materiality level. 

a) The magnitude of net income, other financial statement items, the users and the potential impact of errors on their decisions, and other qualitative factors can be discussed.
b) Lower materiality will tend to require more audit procedures, e.g. higher sample extents when representative samples are tested, and this will apply whether extents are determined statistically or judgmentally - if a smaller error matters, more has to be looked at to get the same assurance that a material error is unlikely to have occurred. 

c) This question concerns the need to consider the impact of a lower materiality level on the unadjusted errors (and the potentially undetected errors) in the opening balances which in turn affect the current year-end balances.

5.44

The case requires one to consider the issues that exist in using industry statistics in analysis and understanding the client’s business. Out-of-line statistics may reveal a key feature of the company’s business (that distinguishes it from competitors), financial problems, or possible  misstatement in the financial statements. 

a) Reasons why Folmar company may not be well represented by industry averages can be generated, e.g. it rents on a very short term basis to smaller, high risk construction companies, therefore  it charges higher than average rents but takes longer than average to collect, it has some highly specialized equipment that is fully depreciated but still commands relatively high rents because there is a small supply available, bad debts not written off or provided for, etc.

b) Evaluation of each explanation should relate to the business factors (given and assumed where necessary), to the accounting process and resulting balances to suggest possible errors.

5.45  

The case raises issues of using budgets in audit planning and analytical procedures. Some of the points that can be raised include:

a) To be useful in audit analysis, the budget must be a realistic estimate of probable future outcomes rather than, say, an optimistic goal.

The impact of management in setting their own budget should be considered since the budget amounts can be manipulated to be easily met. Review and approval by higher management level is relevant. As a client generated information, the budget is not objective to rely on heavily as audit evidence

b) CFO as client management is not an appropriate person for the auditor to take advice from on how to do the audit. As noted in a), a budget is not highly objective for audit purposes. Further enquiries could be made into the budget setting and approval process to establish the extent to which the budget comparisons are meaningful for audit purposes, and also effectiveness of the budget as a performance evaluation tool as a potential management comment letter resulting from the audit.

5.46

The question integrates an accounting technique - preparation of a cash flow statement - with auditing planning and procedures. The resulting cash flow information can inform the auditor about the company’s financial health and areas where high value changes suggest more material transactions have occurred. This can indicate areas where there is higher risk of misstated financial statements and more audit attention should be focused.

5.47

The case deals with the issue of how materiality is used in an audit, and issues arising from client staff being aware of the auditor’s materiality threshold.

a) The issue of audit materiality, vs. the ‘materiality’ of a potentially fraudulent transaction can be discussed. A client attempting to influence the audit procedures is also something that can be factored in as a ‘red flag’ in considering fraud in an audit

b) The audit manager should obtain further evidence to confirm or dispel the suspicion of payroll fraud in this client company

5.48

One possible approach is:

a) The goal of most companies is to increase net assets by operating profitability. Incentive and evaluation programs to encourage this outcome give financial statement preparers motivation to overstate assets/revenues and understate liabilities/expenses. So this is a common and expected bias in financial statements drafted by management, and under agency theory this is a key reason independent audits have value

b) Various points could be raised to support either view.
c) Inherent risk level is positively correlated with how much audit evidence is gathered and how persuasive the evidence needs to be, this affects planned audit procedures.
d) Various implications of overstated financial results and balances on user decisions can be raised and evaluated (e.g., to invest in shares, to lend, to sell to on credit, etc.).
5.49
Majestic Hotel Preliminary Analytical Review

Majestic appears to be:

1.
A large hotel (200 rooms versus 148)

2.
that charges slightly more than the average rate ($160 versus $120)

3.
and does not promote room occupancy too heavily (2.7% advertising versus 3.2%)

4.
hence its occupancy--paying guests--is not especially high (62.6% versus 68.1%), although this occupancy rate represents more average rooms per day (125 = 62.6% x 200) than the industry (101 = 68.1% x 148).

Majestic also appears to:

1.
Derive relatively more revenue from food and beverages (35.7%) than the industry (32.3%)

2.
and is more lavish in providing food and beverages

*
Cost of food sold (42.1% versus 37.0%)

*
Cost of beverages sold (43.6% versus 29.5%)

*
Service--wages (39.6% versus 32.8%)

A memorandum in good working style follows:
Memorandum--good working paper style

Index AP 7
Prepared by_____JR_____


Date_____1-15-0X_____


Majestic Hotel


Preliminary Program Memorandum


Analysis of Statistics


FYE 3/31/0X

Analysis of the operating statistics per working paper AP-6 indicates that the following may be indicative of areas in the accounts where potential errors or irregularities or other matters of audit concern may exist. These should be covered in our preliminary planning of the audit program.

1.
Room sales revenue is not up to the industry average ratio. Revenues may not be recorded properly--either not recorded or misclassified as food and beverage sales.

2.
Management fees appear considerably higher than the industry average. Expenses may be misclassified or a related party transaction may be involved.

3.
Utilities, repairs, and maintenance appear to be higher than the industry average. Some capitalizable expenditures may have been improperly classified as current expenses.

4.
Salaries and wages in both the rooms department and the food and beverages department appear to be high. The problem may be more employees than average, padded payrolls, or wage rates higher than average.

5.
The cost of food and beverages sold appears to be much higher than the industry average. This could be due to payment of higher unit prices (presumably for higher quality), use of greater quantities per serving, 

inventory pilferage, or erroneous inventory counts and pricing.

5.50
a.
The two basic uses of analytical procedures in an audit are attention-directing and its provision of substantive assurance.

b.
The basic steps in the process of performing analytical procedure are:

i)
formulating an expectation as to what a particular financial statement assertion should be;

ii)
comparing the actual value of the item to the expectation and observing or calculating a difference;

iii) deciding whether the difference is large enough to warrant further 



investigation;

iv)
structuring the nature, extent and timing of other substantive procedures as a function of the difference and the outcome of the investigation (if performed).

c.
In the planning stage, analytical procedures assist the auditor in understanding the client’s business, choosing an appropriate level of audit risk and assessing inherent risk.

In the field work, or substantive testing stage, the auditor may obtain substantive assurance directly about financial statement assertion(s).

In the final stage, or reporting stage, the auditor may employ analytical procedures to assist in formulating the overall conclusion as to whether the financial information on a whole is consistent with the auditor’s knowledge of the entity and underlying economic conditions.

5.51 

Long-term debt and the related note disclosure are affected, will need to reflect the increased liability, the repayment terms, interest rate, collateral security and any other information relevant to users to understand the impact on the company’s future cash flows.

All assertions are relevant; the response can describe each in relation to long-term debt issued in the current year. 

The response can describe the following procedures-

Confirmation (all assertions)

Examine minutes (rights and obligations, presentation)

5.52

All assertions are relevant; the response can describe each in relation to dividend declaration and payment.

Examination of minutes and shareholder records

Vouching cash payments

5.53

The response can analyze the potential error or fraud suggested by each finding.

a) suggests a control deficiency or a change in policy (i.e. increase signing limit to $10,000) that should be followed up by enquiry and/or further testing

b) may suggest an attempt to circumvent controls which can indicate fraud

5.54

The question raises the issue of solicitor-client privilege, which lawyers have and auditors do not.

a) The vital information the auditor finds in the minutes can be listed, and the need to retain copies as evidence of this information, since other audit work involves verifying that financial transactions and activities are consistent with the Board’s decisions, can be discussed.
b) As a fairly junior auditor, the first step would be to seek advice from a senior colleague. The lawyer may be willing to provide the minutes to more experienced audit staff or the partner since they are more likely to understand the confidentiality issue.

c) Inability to read the complete minutes would be a major scope limitation, and would also call into question the ability of the auditor to rely on management’s acting in good faith.
