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CHAPTER 10

Acquisition and Expenditure Cycle Including Audit of Accounts Payable and Inventory Existence

LEARNING OBJECTIVES
	
	Review Checkpoints
	Exercises and Problems
	Cases

	1.
Diagram the acquisition and expenditure cycle, including typical source documents and controls.
	1, 2, 3, 4, 5, 6, 7, 10, 11, 12, 13
	46, 48, 49, 51, 55
	64, 66

	2.
Give examples of detail test of controls procedures for auditing the controls over purchase of inventory and services, acquisition of fixed assets, and disbursement of cash.
	8, 9, 14, 15, 19
	54, 56
	26, 30

	3.
Describe some common errors, irregularities, and frauds in the acquisition and expenditure cycle, and design some audit and investigation procedures for detecting them.
	14, 15, 16, 17, 18 19
	50, 52, 53, 63
	67, 68, 69, 70, 71

	4.
Explain the importance of the completeness assertion for the audit of accounts payable liabilities, and list some procedures for a "search for unrecorded liabilities."
	21, 21, 22
	47, 57, 58
	27, 65, 71

	5.
Identify and describe considerations involved in the audit observation of physical inventory-taking.
	23, 24, 25
	59, 60, 61, 62
	28, 29,68



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

* Acquisition and Expenditure Cycle 

SOLUTIONS FOR REVIEW CHECKPOINTS
10.1
A "voucher" is a package of documents, usually with a cover page. (The package can be a small envelope.) The package-voucher contains supporting documents for a transaction. For example, a purchase voucher usually contains a purchase requisition, purchase order, receiving report, vendor invoice, and a negotiable check (check copy when the vendor invoice has been paid). Required approvals and signatures are on the documents. The voucher presents evidence of the documentation and control over a transaction. Computer systems may have all this documentation on disk.

In a voucher system, each voucher is "payable," and the detail of the payables 

is the vouchers themselves. At any time, the company may owe a single vendor more than one invoice represented on several vouchers. In a voucher system, there is no balance payable to each vendor--just a file of different vouchers payable.

10.2
Duplicate payment based on the same supporting documents can be prevented by stamping or impressing "paid" on the voucher and supporting documents, or by perforating (mutilating) the documents so they cannot be reprocessed unintentionally.

10.3
You will find evidence about losses on purchase commitments in the open purchase order file. Evidence about unrecorded liabilities to vendors in the (1) unmatched invoice file, and (2) unmatched receiving report file.

10.4
Main supporting source documents used in an acquisition and expenditure cycle:

Purchase requisition Purchase order

Receiving report

Vendor's invoice

Cancelled check or check copy

10.5
Management reports that can be used for audit evidence. What information in them can be useful to auditors?

Open Purchase Orders--purchase commitments, losses on purchase commitments

Unmatched Receiving Reports--goods received but not recorded as purchases or liabilities

Unmatched Vendor Invoices--unrecorded invoices, may represent unrecorded liabilities or items in dispute

Accounts Payable Trial Balance--subsidiary ledger of accounts payable. May show balances by vendors, indicating small balances that should be large. Invoice dates may reveal failure to record invoices late in the accounting period.

Purchases Journal--listing of all purchases available for analysis of purchasing patterns and oddities. Population for sample of purchases for detail test of controls.

Inventory Reports (Trial Balance)--subsidiary ledger of inventory. Population for sample selection for physical observation. Scan it for oddities like negative balances.

Fixed Asset Reports--fixed assets subsidiary ledger trial balance. Scan for negative balances, capitalized repairs, depreciation in excess of salvage value. Depreciation recalculation.

Cash Disbursements Report--cash disbursements journal. Date, check number, payee, amount, account debited for each cash disbursement, and a cross-reference to the voucher number (usually the same as the check number). This journal is a population of dash disbursement transactions available for sample selection for detail test of controls audit of supporting documents in the voucher for validity, authorization, accuracy, classification, accounting, and proper period recording.

10.6
The functions which should be separated to maintain internal control in a purchasing system include (1) custody of the goods (receiving and stores departments), (2) authority to initiate a transaction (purchasing department) and (3) bookkeeping (accounts payable department, inventory record keeping department).

10.7
1.
Blank vouchers kept in secure location available only to authorized personnel.

2.
Blank supporting documents (invoices, receiving reports, requisitions, purchase orders) kept in secure locations available only to authorized personnel.

3.
Supporting documents cancelled by Cash Disbursement function when cheques 


are prepared.

4.
Separation of duties of preparers of supporting documents, preparation of vouchers, cheque preparation, and cheque signing.

5.
Vouchers and other supporting documents reviewed by cheque signers.

6.
Cheques mailed directly by signer and not returned to accounts payable.

10.8
An auditor could determine whether the purchasing agent had practiced "purchase order splitting" by scanning the purchases journal (or equivalent record) to spot numerous purchases near, but just less than, the limit required for bidding. Could also make inquiry about major types of goods purchased in large lots or used continually, then examine purchases of those items for splitting.

10.9
The two characteristic parts of a test of controls procedure are: (1) description of the data population from which a sample will be drawn, and (2) expression of an action to take in terms of recalculating, vouching, tracing, etc.

10.10
From shipping department: The information is quantities and identifications of products removed from the inventory. It is used to support reductions of the detail inventory records for each product in the inventory.

From receiving department: The information is quantities, identifications, and conditions of goods returned by customers. It is used to support additions to the detail inventory records.

From (warehouse) (inventory stores) department: The information is quantities, identifications, and conditions of goods received on purchase orders. It is used to support additions to the detail inventory records.

10.11
Functional responsibilities that should be delegated to separate departments or management levels are: (1) capital budget planning and approval of capital expenditures, (2) data processing of documents evidencing delivery or construction and payment, (3) physical custody and operating responsibility for use of assets, (4) authority to idle, sell, or otherwise take assets out of production, and (5) periodic inspection (inventory) of fixed assets with comparison to books (recorded accountability).

10.12
Examples of "receiving departments:"

Unloading dock where trucks park to unload (e.g. oil pumped into storage tanks)

Employees who sign for receipt of supplies and services (e.g. scripts) delivered through the "front door"

Contracts that call for regular payments, once authorized and accepted (e.g. rent and lease agreements)

Arrangements where receipt is "automatic" (e.g. electricity, water, gas)

10.13
A "blind purchase order" used as a receiving report is a purchase order copy that contains all the order information (vendor, route, delivery date, description of goods) except the quantity, which the receiving employees have to fill in when they could and inspect the incoming goods.

10.14
The cases on Printing (Copying) Money, Real Cash Paid to Phony Doctors, and Retread Tires all include fictitious people, businesses, and locations. Audit them for validity by:

Find names in professional licensing directories (e.g. doctors)

Find the business address in a directory (telephone, chamber of commerce) and visit the location

Inquire at count clerk office of name of owner of real property

Inquire with secretary of state for names of incorporators of corporations


Inquire with state or local offices for real names behind business "assumed names"

10.15
Using analytical procedures for discovery of excess or understated costs and expenses:

Compare physical quantity usage for comparable periods (fuel oil in the Receiving Missing Oil case)

Compare forecast to actual results to determine the accuracy track record of personnel responsible for forecasts used in accounting calculations (Amortize the Drum Slowly Case)

10.16
Related parties might inflate values with spurious transactions, finally putting them in financial statements of an auditee (Go for the Gold case)

10.17
Auditors need to know the physical characteristics of client's inventories so they can tell the difference between real and phony goods (e.g. new tires and retread tires in the Retread Tires case)

10.18
Professional skepticism is important for auditors because (1) it enables them to suspect a crook instead of being naive (e.g. documentation oddities in Retread Tires case), and (2) it could help auditors be more independent from managers optimism (e.g. revenue forecasts in Amortize the Drum Slowly case).

10.19
The verbal inquiry procedure might produce these kinds of information:

Printing (Copying) Money: Knowledge of employee's responsibilities to authorize purchases of script copies, receive them, approve payment, and code invoices to projects.

Receiving the Hissing Oil: Knowledge of receiving employees reliance on delivery truck driver's quantity measurement.

Go for the Gold: Admission of related party transactions. Reputation of appraisers.

Retread Tires: Knowledge of company's business locations (no mention of the false location).

10.20
The purpose of the auditor's search for unrecorded liabilities is to gather evidence as to whether the liability assertion is true. The same concern exists in the internal control objective "all valid transactions are recorded and none are omitted." From an evidence gathering perspective, it is much more difficult to gather evidence on unrecorded transactions than to gather evidence that recorded transactions (and account balances) are proper.

The search for unrecorded liabilities includes procedures in other audit areas such as questions on bank and insurance confirmations and vouching the source of funds for asset additions. Fifteen specific audit procedures in the search for unrecorded liabilities are listed in Chapter 21.

10.21
The relative risk with accounts receivable is that the account balance may be overstated. Therefore, auditors are careful to confirm recorded balances, particularly large ones.

The relative risk with accounts payable is that the account may be understated. Therefore, auditors should be careful to confirm payables where understatement may exist--the small and zero balances--particularly those of vendors with whom the company does a lot of business.

10.22
Auditors get in the most trouble by missing overstated assets and understated liabilities. Therefore, they need to audit for the existence of assets and the completeness of liabilities.

10.23
The characteristics that the auditor is looking for in his review of the 


client’s inventory-taking instructions include:

1.
Names of client personnel responsible for the count.

2.
Dates and times of inventory-taking.

3.
Names of client personnel who will participate in the inventory-taking.

4.
Detail instructions for recording accurate descriptions of inventory items, for count and double-count, and for measuring or translating physical quantities.

5.
Detail instructions for making notes of obsolete or worn items.

6.
Detail instructions for the use of tags, punched cards, count sheets or other media devices, and for their collection and control.

7.
Plans for shutting down plant operations or for taking inventory after store closing hours, and plans for having goods in proper places.

8.
Plans for counting or controlling movement of goods in receiving and shipping areas if those operations are not shut down during the count.

9.
Detail instructions for computer compilation of the count media (e.g., tags and punched cards) into final inventory listings or summaries.

10.
Detail instructions for pricing the inventory items.

11.
Detail instructions for review and approval of the inventory count, notations of obsolescence, or other matters by supervisory personnel.

10.24
Dual-direction sampling in the context of inventory test counts proceeds as follows:

1.
In one direction, a sample of inventory items can be chosen from the perpetual records for test count to ascertain that recorded inventory was counted. (audit for existence)

2.
In the other direction, the auditor can count a sample of items in their locations, record these, and later trace them to the perpetual records and inventory summary count sheets to ascertain whether all inventory in place was recorded and counted. (audit for completeness)

10.25
In this type of situation, the auditor will arrange to be present during one more of the test counts, and importantly, he will evaluate the cycle or statistical plan for validity. During his observation of the inventory-taking, the auditor will employ the usual inventory audit procedures perform test counts and be responsible for a conclusion concerning the reasonable accuracy of perpetual quantity records.

SOLUTIONS FOR KINGSTON CASE PROBLEMS
10.26
Purchase Control Objectives Related to Possible Errors and Compliance Audit Procedures

	Objectives
	Possible Error
	Test of Controls Procedure

	Invalid or undocumented purchases should not be recorded.
	Recorded purchases fictitious.
	Examine sample of recorded vouchers for complete support of valid purchase. Observe separation of duties.

	Incomplete recording of valid purchases should be prevented.
	Purchases omitted.
	Scan prenumbered support document files for missing numbers. Use GAS to match files and print out unmatched documents.


	An unauthorized purchase transaction was made and booked.
	Incorrect or unnecessary inventory ordered (or items for personnel consumption ordered.
	Select a sample of invoices (or vouchers) and vouch to purchase order and requisition.

	Purchase orders not accurately prepared should be rejected.
	Incorrect or unnecessary inventory ordered.
	Select a sample of purchase orders, compare to approved vendor list and vouch to requisition.

	Purchases should not be misclassified.
	Fixed asset purchase included in inventory (or repair and maintenance purchases classified as fixed assets).
	Select a sample of vouchers, review account distribution for appropriateness.

	Purchase accounting should not be incomplete.
	Freight-in not included as inventory cost.
	In sample of vouchers watch for account distribution of freight-in.

	Purchase transactions should not be recorded in wrong period.
	Inventory and cost of goods sold amounts in error.
	Select a sample of receiving reports and compare dates to entries in perpetual records.


10.27
Search for Unrecorded Liabilities

Index
Prepared by_____ JR


Date_______________


Reviewed___________


KINGSTON COMPANY


Search for Unrecorded Liabilities


December 31, 2002




Adjustments to

Date
Description
Amount
Payables
Invtory
Utilities
Rent
Interest

(1)
Jan
Bass invoice
5,000

(2a)
Jan 10
Utilities pd
2,100
(2,100)

2,100

(2b)
Jan 2
Inventory
57,000

(2c)
Jan 2
Inventory
75,000
(75,000)
75,000

(2d)
Jan 2
Rent
5,000

(2e)
Dec 31
Loan interest
?
(41,250)



41,250

Recommended Adjustment

(118,350)
75,000
2,100
0
41,250

Solution Worksheet

Description of audit work and conclusions:
SEARCH
24-May-02

(1)
Invoice arrived early, Vendor shipped Jan 3. Vouched receiving report dated Jan.

(2a)
December utilities paid in January. Vouched utility statement.

(2b)
Jan inventory purchase, title passed in Jan. Vouched purchase order terms and receiving report.

(2c)
Cutoff error. Inventory received in Dec. Recorded Jan. Admitted by clerk. Vouched receiving report dated Dec.

(2d)
January rent paid in Jan, per rental agreement.

(2e)
Interest expense on $750,000 note at 11% for six months was not accrued. (Refer to Notes Payable working paper)

Recommended Adjustment
Inventory
75,000

Interest Expense
41,250

Utilities Expense
2,100

Accounts Payable

75,000

Accrued Interest Payable

41,250

Accrued Expenses

2,100

To record liabilities as of Dec 31

10.28
Inventory Cutoff and Evaluation

1.
(a) Exclude. (b) This merchandise would be excluded because title does not pass to buyer on an f.o.b. destination shipment until delivery to the buyer. Since it was not received until January, there is no basis for including it in inventory.

2.
(a) Exclude. (b) Goods held "on consignment" do not belong to the consignee and should not be in his inventory.

3.
(a) Include. (b) Normally title to a stock item does not pass to the customer until shipment, even though set aside. Therefore, it should be in inventory.

4.
(a) Include. (b) Goods shipped by a vendor "f.o.b. shipping point" means that title passed to Kingston on the date of shipment--December 31, even though not actually received until January. Thus the inventory should be included.

5.
(a) Exclude. (b) In this case the "sale" is considered complete because of the special order the customer has promised to accept. In this special case, the inventory should not be included in the inventory on December 31, even though actual shipment was in January.

6.
(a) Include. (b) The inventory of damaged lumber should be included in the inventory, but at a reduced value--between $12,000 and $16,000-depending upon the judgment about the salvage value. (Below, written down to 30% of cost.)

c.
Recommended Adjusting Journal Entry

Index
Prepared by_____


Date____________


Reviewed________


KINGSTON COMPANY
Date____________


Inventory Cutoff and Evaluation


December 31, 2002




Adjustments to

Description
Amount
Inventory
Payables
CGS

Northwest FOB dest
57,000

Shipping cost
200

Hdw on consignmt
6,000

Hold for shipment
10,000
10,000

(10,000)

Southern FOB ship
3,000
3,000
(3,000)

Shipping cost
500
500
(500)

Special walnut

  order
4,500

Damaged lumber
20,000
(14,000)

14,000

Recommended Adjustment

(500)
(3,500)
4,000

Solution Worksheet

CUTOFF
24-May-02

10.29
Inventory Test Count (homework form)

F-2.5
Prepared__________


KINGSTON COMPANY
Date______________


Inventory Test Counts
Reviewed__________


December 31, 2002
Date______________

Tag


Unit
Client
Audit

Number
Code
Description
Measure
Quantity
Quantity
Comment

87001
11530
1x4 6' #3 pine
unit
12,500
12,500

87004
11636
1x4 12' #3 pine
unit
6,500
6,500

87008
11782
1x6 8' #3 pine
unit
10,335
10,435

87015
12128
1x8 #3 pine
unit
5,750
5,750

87501
51583
8d gal nails
50lb box
1,250
1,250

87515
51230
36" fence fabric
50' roll
250
250

87532
51331
6' T-post
units
552
555

Audit Work Tickmark Explanations
10.29
Inventory Test Count (solution form)

F-2.5
Prepared__________


KINGSTON COMPANY
Date______________


Inventory Test Counts
Reviewed__________


December 31, 2002
Date______________

Tag


Unit
Client
Audit

Number
Code
Description
Measure
Quantity
Quantity
Comment

87001
11530
1x4 6' #3 pine
unit
12,500 b
12,500 c,f

87004
11636
1x4 12' #3 pine
unit
6,500 b
6,500 c,f

87008
11782
1x6 8' #3 pine
unit
10,335 b
10,435 c

87015
12128
1x8 #3 pine
unit
5,750 b
5,750 c

87501
51583
8d gal nails
50lb box
1,250 b
1,250 c

87515
51230
36" fence fabric
50' roll
250 b
250 c,f

87532
51331
6' T-post
units
552 b,x
555 c

Audit Work Tickmark Explanations
(b)
Observed client count team

(c)
Counted on site

(e)
Inspected printed count tag supply in unbroken sequence 87001-87532

(f)
Traced to final inventory compilation

(x)
Client inserted erroneous physical count in final inventory compilation

INVENTORY OBSERVATION MEMO

On December 31, I observed the Kingston manager (G. Haw) giving instructions to the count teams. His instructions corresponded to the printed instructions approved by Dalton Wardlaw (planning working paper file).

Information about the last several shipments at the end of the year is in W/P F-4-3.

Information about the last several purchases received on site before December 31 is in W/P F-4-4.

Kingston personnel counted all inventory. I observed a count tag on every inventory item.

None of the lumber selected for test-counting appeared to be unsalable due to poor condition.

10.30
Property, Plant, and Equipment--Adjustments

a.
"Property, Plant & Equipment" normally includes only fixed tangible assets. Fixed tangible assets are capital assets with useful lives generally in excess of one year that are used in the operation of the business and that are not purchased for resale purposes. In connection with the examination of property, plant, and equipment (PP&E) the auditor must be satisfied that:

1.
Internal controls over PP&E and PP&E acquisitions are adequate.

2.
Assets included in PP&E exist and are being used in the normal operations of the business.

3.
Assets included in PP&E are owned by the company whose financial statements are being examined.

4.
Assets included in PP&E are not encumbered by liens or, if so, the facts are properly disclosed in the footnotes to the financial statements.

5.
Depreciation and/or amortization methods are proper.

6.
Amounts in the financial statements are in substantial agreement with the supporting records.

7.
Accounting for additions, disposals and retirements is proper.

8.
Maintenance accounts do not include items that should be capitalized.

9.
The valuation and the disclosure of the method of valuation are acceptable.

10.
Important information relating to the assets is properly disclosed.

b.

	Item No.
	Is Audit Adjustment or Reclassification Required?
	Reasons Why Audit Adjustment or Reclassification Is Required or Not Required

	1.
	Yes
	Commissions paid to real estate agents are costs directly related to the acquisition of the property and should be included in the land cost. Costs of removing, relocating or reconstructing property of others to acquire possession are costs that are directly attributable to conditioning the property for use and should be included in land costs. An adjustment is required for these items so that total land costs can properly be included in "Property, Plant & Equipment."

	2.
	No
	No adjustment is required because clearing costs are costs that are directly attributable to conditioning the property for use and should be included in land costs which are part of "Property, Plant & Equipment."

	3.
	No
	No adjustment is necessary because the costs of purchasing and installation/setup are properly capitalized in the fixed asset accounts.

	4.
	No
	No adjustment is necessary because interest attributed to financing a building purchase (not construction) is a period expense and not a capitalized cost.

	5.
	Yes
	Direct labor and materials of constructing the yard sheds is properly capitalized. It is acceptable not to allocate overhead to the cost. Interest of $412.50 ($15000 x 11% x 3 months) is capitalized (probably not material).

	6.
	Yes
	Costs of overhaul that lengthens the useful life of assets should be capitalized.


Index
Prepared by__________JR


Date___________________


Reviewed_______________


KINGSTON COMPANY


Property, Plant, and Equipment


December 31, 2002




Adjustments to


#123
#125
#129
Various
Interest

Description
Amount
Bldgs
Equip
Land
Expenses
Expense

Commissions
7,310


7,310
(7,310)

Clearing costs
5,000

Machines
25,000

Loan interest
Shed
413



(413)

Shed construction
15,000

Equip overhaul
23,000

23,000

(23,000)

Recommended Adjustment

413
23,000
7,310
(30,310)
(413)



Solution Worksheet

Description of audit work and conclusions:
PPE
24-May-02

SOLUTIONS FOR MULTIPLE-CHOICE QUESTIONS
10.31
c.
Invoices supply relevant information about the quantities purchased and the prices paid.

10.32
c.
The weakness is an improper combination of inventory custody and recordkeeping responsibilities.

10.33
b.
A final review by the treasurer can catch mistakes made in prior processing.

10.34
a.
The completeness assertion is very important in the audit of liabilities.

10.35
d.
Cancellation ("paid") of vouchers prevent their use a second time.

10.36
c.
The separate space facilitates security, and the frequent counts enable company personnel to detect shortages in a timely manner.

10.37
d.
Nobody at Lake was reviewing purchase orders to notice the delivery and payment by another party (Budd's relative's store). This deviation caused no direct loss to Lake, but it is a misuse of Lake's pricing agreements with its vendors and puts Lake at risk.

10.38
b.
Auditors may be able to determine that cash disbursements in the subsequent period are paying liabilities of the period under audit.

10.39
d.
Policy and procedure manuals are least important because the most important features are the actual workings of the controls as indicated by the other three choices.

10.40
c.
If the sample for the physical observation test counts was chosen from the final inventory schedule, the observations have the objective of auditing the existence of the inventory listed in the schedule.

d.
If the sample is from the inventory in the physical location, the tracing has the objective of auditing the completeness of the final inventory schedule.

10.41
c.
The search for unrecorded liabilities generally depends upon using accounting records created in the period after the year end.

10.42
b.
Unrecorded credit memos means that the returned inventory is not in the perpetual records, thus the recorded amount will be smaller than the amount on hand.

10.43
b.
Auditors rely on accurate perpetual records to maintain an accurate inventory balance during the intervening period between the physical count and the balance sheet date.

10.44
c.
Correct.
The receiving reports are the population that contains the record of all goods received for which liabilities should be recorded.

10.45
c.
Correct.
Checking the numbering sequence on prenumbered receiving reports is a way to detect omission of the recording of inventory received.

SOLUTIONS FOR EXERCISES AND PROBLEMS
10.46
Authorization for vouchers payable recording mainly consist of an approved purchase order, a receiving report, and an accurate vendor invoice. Auditors should look for purchase approval signatures, receiving approval signatures, and approval of the vendor invoice--checks by client for proper quantity, price, and discount.

10.47
Auditors should determine if prenumbered documents are in use and whether someone has a continuing responsibility to check for intact numerical sequence. Auditors should scan voucher populations and check populations for missing numbers. Computer scanning or counting can be used.

10.48
Two automatic transactions, (1) check printing and signature, and (2) purchase order at stock reorder point. Delay could be achieved by having the computer show a list onscreen or print a report of "proposed" transaction prior to automatic execution. An official could "approve" them by sending them from this kind of holding list forward through the processing.

10.49
The auditor should be concerned with insurance coverage to determine that the client is not underinsured. If the client has not adequately insured the operating assets, an undue risk has been taken by management which may require disclosure. Normal business practice has not been adhered to and users of financial statements may need to be informed.

10.50
As is true in other areas of a financial audit, verbal inquiry is a valuable tool for obtaining preliminary evidence in the audit of inventory and cost of sales. For example, the auditor can gain information such as the locations of inventory, dates for the physical count, inventory held by consignees and public warehouses, the cost-flow assumption used to price cost of goods sold and inventories, and the pledging of inventory as collateral on loans.

In addition to providing preliminary evidence, verbal inquiry frequently provides information about the status and value of slow-moving inventory, apparently worn, damaged or obsolete inventory, and the existence of large inventory stockpiles.

10.51
Some of the specific assertions related to fixed assets and related accounts are:

*
All recorded fixed assets are in productive use.

*
All asset disposals have been recorded.

*
All asset additions have been recorded.

*
Repair and maintenance expenses have not been capitalized.

*
Asset additions have not been improperly charged to repair and maintenance expense.

*
All costs of freight and installation on additions have been capitalized.

*
Leases have been capitalized in conformity with FASB statements.

*
Depreciation has been calculated accurately.

*
Taxes have been paid or accrued on all taxable asset property.

*
Casualty insurance is carried.

*
Assets pledged as collateral have not been improperly removed.

10.52
The repairs and maintenance account is audited at the same time as the fixed asset accounts to determine whether items that should be classified as assets are misclassified. The same documentary files may be involved in new fixed asset acquisitions, such as work orders, cost accounting records, purchase orders and vendors' invoices. The auditor must be alert to fixed assets misclassified as repair and maintenance expense because the client may be attempting to put the complete write-off in the year acquired.

10.53
Physical observation is used in an "inventory" of fixed assets to produce evidence about existence and completeness.

Recalculation is used to figure cost amounts related to the valuation of assets.

Confirmation is used to get outside parties to provide external evidence about such matters as terms of leases, payment of taxes, pledge of assets as collateral, etc. This evidence can contribute to the valuation, existence, and GAAP disclosure assertions.

Examination of title documents (for example) produces evidence about rights of ownership.

Verbal inquiry produces evidence about location, status, condition, and plans for disposal relevant for the valuation and GAAP disclosure assertions.

Scanning repairs and maintenance, taxes, insurance, and fixed asset accounts for large and unusual entries can produce leads about improperly expenses assets additions (completeness assertion), new taxes on new assets (completeness of the asset accounts assertion), failure to insure assets (GAAP disclosure assertion), and disposals (existence assertion).

Analytical procedures can be used to calculate an estimate of depreciation expense based on average depreciation rates (valuation assertion).

10.54
1.
a.
Purchases and accounts payable are authorized according to company policy (proper authorization).

b.
For a sample of cash disbursements, vouch to approval signatures on invoices, receiving reports and purchase orders.

c.
Liabilities might be incurred in the company's name without the knowledge of responsible officers.

2.
a.
Cash disbursements are recorded in the proper period (proper period cutoff, completeness)

b.
Select a sample of dated cash disbursements and vouch to canceled checks, comparing the dates.

c.
Cash disbursements could be recorded late, thus temporarily overstating cash.

3.
a.
Valid liabilities are recorded and none omitted (sound error checking practices).

b.
Observe client personnel making comparisons. Review correcting journal entries that result from the comparison.

c.
Purchases or other liabilities may fail to be recorded and the error not detected by any other means.

4.
a.
Recorded liabilities and cash disbursements valid and documented (sound record keeping).

b.
Select a sample of recorded vendor invoices, and vouch them to purchase orders and receiving reports for proper quantities and prices.

c.
The company might record overstated or understated liabilities.

10.55
a.
Those internal control procedures Long would expect to find if Marylou's system of internal accounting control over purchases is effective are:

*
Purchase requisitions are prepared and/or approved only after there has been a proper determination of the need for the goods requested.

*
One copy of the purchase requisition is maintained on file in the stores department (computer file).

*
Purchase requisitions are approved by a responsible person in the store's department. Approval is given only after that person is satisfied that a need exists and that the requisition is properly prepared. Approval is clearly indicated on requisitions.

*
Purchase orders are issued only after they are approved by persons given the specific responsibility to make such approval.

*
Vendors are requested to confirm purchase orders. This indicates acceptance and constitutes a contractual commitment.

*
Purchase requisitions are filed with purchase orders, and both are maintained in an orderly file in the purchase office (computer file).

*
Copies of purchase orders sent to the receiving department do not include the quantities of merchandise ordered (blind purchase order).

*
All purchase orders are numbered, and all numbers are accounted for. This allows control over purchase orders cancelled or rejected by vendors.

*
Receiving department accepts only those goods for which a purchase order is on hand.

10.56
Note to Instructor: Procedure #2 below is designed to indicate that work on one sample of cash disbursements can produce evidence related to several objectives. The tasks numbered 2a through 2l all relate to the #2 sample items.

AUDIT PROGRAM TEST OF CONTROLS AUDIT PROCEDURES
	Internal Control Objectives
	Test of Controls Procedures


	Validity Objective
Recorded disbursements are valid and documented--representing payment for goods and services received.
	1.
Observe who has custody of signed checks for evidence of segregation of duties from persons having cash disbursement or accounts payable record-keeping responsibilities and from persons who have cash disbursement authorization responsibilities.

2.
Select a sample of cash disbursements recorded during the period, and

2a.
Compare to the cancelled check.

2b.
Examine for authorized signature and proper endorse-ment matching payee name.

2c.
Compare recorded amount and check amount.

2d.
Compare recorded payee name and name on check.

3.
Scan the recorded cash disbursements for large or unusual amounts and perform the same work on these items as in the #2 sample.

	Authorization Objective
Cash disbursements are authorized according to company policy.
	2e.
Examine supporting documents for a proper authorizing signature or initials approving the amount for payment.

2f.
Trace authorizing signature to list of authorized approvers.

2g.
Trace vendor's name to approved vendor list.

	Accuracy Objective
Cash disbursement dollar amounts are calculated and recorded accurately.
	2h.
Recalculate amounts shown on supporting vendor's invoices and compare to check amount.

2i.
Recalculate cash discount, if any.

	Classification Objective
Cash disbursements are properly classified in the accounts.
	4.
Obtain a chart of accounts and the accounting manual pertaining to classification policy.

2j.
For each disbursement, determine whether the debit entry is classified accurately.

	Accounting Objective
Cash disbursements accounting is complete--properly summarized and posted in the general ledger.
	5.
Foot selected summaries (daily, monthly) of cash disbursements.

6.
Trace these totals to the general ledger debit and credit entries.

7.
Foot the general ledger cash account.

	Proper Period Objective
Cash disbursements are recorded in the proper period.
	8.
Observe cash disbursement procedures and inquire to find out whether checks are held for time before mailing.

2k.
Compare date on check to date


of recorded disbursement.

2l.
Compare dates to payee's bank 


clearance date for any apparent 


lengthy delay which indicate 


that checks are held before 


mailing.




10.57
a.
The fact that the client made a journal entry to record vendors' invoices which were received late should simplify the PA's audit for unrecorded liabilities and reduce the possibility of a need for a further adjustment, but the PA's audit is nevertheless required. If the client has not journalized late invoices, the PA is compelled in his testing to substantiate what will ultimately be recorded as an adjusting entry. In this examination the PA should audit entries in the voucher register for the year being audited to ascertain that all items which according to dates of receiving reports or vendors' invoices were applicable to that year have been included in the journal entry recorded by the client.

b.
No. The PA should obtain a letter in which responsible executives of the client's organization represent that to the best of their knowledge all liabilities have been recognized. However, this is done as a normal audit procedure to afford additional assurance to the PA and it does not relieve the responsibility for doing other substantive audit work.

c.
Whenever a PA is justified in relying on work done by an internal auditor, he or she should curtail (but not eliminate) his or her own audit work. In this case, the PA should have ascertained early in the examination that Ozine's internal auditor is qualified by being both technically competent and reasonably independent. Once satisfied as to these points, the PA should discuss the nature and scope of the internal audit program with the internal auditor and review the working papers in order that the PA may properly coordinate the audit program with that of the internal auditor. If the Ozine internal auditor is qualified and has made tests for unrecorded liabilities, the PA may limit further audit work in this audit area.

d.
In addition to the next-year voucher register, the PA should consider the following sources for possible unrecorded liabilities:

1.
Unentered vendors' invoice file.

2.
Status of tax returns for prior years still open.

3.
Discussions with employees.

4.
Representations from management.

5.
Comparison of account balances with preceding year.

6.
Examination of individual accounts during the audit.

7.
Existing contracts and agreements.

8.
Minutes.

9.
Attorney's bills and letter of representation.

10.
Status of renegotiable business.

11.
Correspondence with principal suppliers.

12.
Audit testing of cutoff date for reciprocal accounts, e.g., inventory and fixed assets.

10.58 a.
The accounts payable audit procedures should be directed toward searching for proper inclusion of all accounts payable and ascertaining that recorded amounts are reasonably stated because the primary audit purpose 



is to reveal any possible material understatements.

The principal objectives of the accounts payable examination are

1.
To determine adequacy of internal control for processing and payment of invoices.

2.
To prove that amounts shown on the balance sheet are in agreement with supporting accounting records.

3.
To determine that liabilities existing at the balance sheet date have been recorded.

b.
Clark and Kent are not required to use accounts payable confirmation procedures. For accounts payable the auditor can examine external evidence such as vendor invoices and vendor statements which substantiate the accounts payable balance. Although not required, the accounts payable confirmation is often used. The auditor might consider such use when

1.
Internal controls are weak.

2.
The company is in a "tight" cash position and bill-paying is slow.

3.
Physical inventories exceed general ledger inventory balances by significant amounts.

4.
Certain vendors do not send statements.

5.
Vendor accounts are pledged by assets.

6.
Vendor accounts include unusual transactions.

c.
When auditing accounts payable the auditor is primarily concerned with the possibility of unrecorded payables or understatement of recorded payables. Selection of accounts with relatively small or no balances for confirmation is the more efficient direction of testing since understatements are more likely to be detected when examining such accounts.

When selecting accounts payable for confirmation, the following procedures could be followed:

1.
Analyze the accounts payable population and stratify it into accounts with large balances, accounts with small balances, accounts with zero balances, etc.

2.
Use a sampling technique that selects items based on criteria other than the dollar amount of the items (e.g., select based on terminal digits, select every nth item based on predetermined interval, etc).

3.
Design a statistical sampling plan that will place more emphasis on selecting accounts with zero balances or relatively small balances, particularly when the client has had substantial transactions with such vendors during the year.

4.
Select prior-year vendors who are no longer used.

5.
Select new vendors used in the subsequent years.

6.
Select vendors that do not provide periodic statements.

7.
Select accounts reflecting unusual transactions during the year.

8.
Select accounts secured by pledged assets.

10.59
(a)
Sammy should find in the audit working papers a planning memo describing the client's inventory-taking plan and notes about the auditors' first-hand observation of the instructions being given to counters, along with a memo about the auditors' observation of the counting. This memo should tell about supervision of the audit staff, and the working papers (test counts) should show the review signatures of the supervising auditors.

(b)
Working papers should document performance of these substantive procedures for the existence and completeness assertions:

1.
Conduct an observation of the company's physical inventory count.

3.
Scan the inventory compilation for items added from sources other than the physical inventory count...

7.
At year end, obtain the number of the last shipping and receiving


documents...Use these to scan the sales, inventory/cost of sales, and accounts payable entries for proper cutoff.

8.
Confirm or inspect inventories held in public warehouses.

10.60
In view of the information given, the following adjusting entries would be necessary:

For the first item:

Inventory Control
28,400

Inventory Variation

28,400

For the third item:

Sales
21,300

Accounts Receivable

21,300

Inventory Control
18,900

Cost of Sales

18,900

Since the goods in the first item were shipped prior to the taking of the physical inventory, the Inventory control account was reduced by the cost of these goods in the adjustment which arose from the physical inventory. Since the client credited Inventory Control for the cost of these goods on December 16, one of these two credits must be removed. The above entry reverses that made on December 15 with respect to these goods and leaves Cost of Sales properly charged with the $28,400 as a result of the December 16 entry. The sales entry was made properly and requires no adjustment.

In the second item, the client has reduced the control account at the date of shipment, prior to the taking of the physical inventory. The control was in agreement with the physical count on December 15 so far as these goods were concerned, and the December 15 adjustment did not relate to these goods. Since the accounts involved are in agreement with the fats at both December 15 and December 31, no adjustment is necessary.

10.61
(a)
The following procedures are based upon, but not copied from, Appendix 10B:

1.
Review and be satisfied with the client's physical inventory-taking procedures.

2.
Observe the physical count

3.
Make test counts where appropriate.

4.
Trace selected count data to the inventory compilation

5.
Select items from the compilation and trace them to original count data.

6.
Select items from the warehouse at random and trace these items to the perpetual inventory record.

7.
Verify footings.

8.
Compare inventory compilation amounts to the subsidiary ledger control and investigate significant differences.

9.
Ascertain that there was a proper purchases and sales cutoff.

10.
Review the treatment of merchandise in transit and consigned merchandise.

11.
Confirm merchandise in public warehouses.

12.
Perform an overall analytic review of inventories.

13.
Account for all client inventory count sheets.

14.
Be sure inventory items are properly classified, in good condition, and of proper quality.

(b)
When a client uses statistical sampling to estimate inventories, the auditor should perform procedures similar to the following:

1.
The auditor should review the client's procedures and methods for determining inventories to ascertain that they are sufficiently reliable to produce results substantially the same as those that would be obtained by a 100 percent inventory count.

2.
The auditor should be satisfied that the statistical sampling plan to be used by the client has statistical validity, that it will be properly applied, and the planned tolerable misstatement and sampling risk as defined statistically, will be reasonable in the circumstances.

3.
The auditor should ascertain that proper steps have been taken to ensure that all parts and supplies in the warehouse are included in the perpetual inventory record. This would normally be checked in advance of the physical count.

4.
The auditor should be present when the sample is drawn to make sure that the requirements for random selection are properly observed and that all items in the inventory have an equal or determinable probability of selection.

5.
The auditor must be present to observe counts and must be satisfied with the client's counting procedures. The inventory observation can be made either during or after the year end of the period under audit if well-kept perpetual records are maintained and the client makes periodic comparisons of physical counts with such records.

6.
The auditor should review the statistical evaluation and be satisfied that the estimated value of the tolerable misstatement at a given level of sampling risk meets the materiality requirements set for the audit.

10.62

	Basic Inventory Audit Procedures
	How General Purpose Computer Software Package and Tape of Inventory File Data Might Be Helpful

	1.
Observe the physical count, making and recording test counts where applicable.
	Determining which items are to be test counted by making a random sample of a representative number of items from the inventory file as of the date of the physical count.

	2.
Test the mathematical accuracy of the inventory compilation (summary)
	Mathematically computing the dollar value of each inventory item counted by multiplying the quantity on hand by the cost per unit and verifying the addition of the extended dollar values.

	3.
Compare the auditor's test counts to the inventory records.
	Arranging test counts in a tape-format identical to the inventory file and matching the tapes.

	4.
Compare physical count data to inventory records.
	Comparing the total extended values of all inventory items counted and the extended values of each inventory item counted to the inventory records.

	5.
Test the pricing of the inventory by obtaining a list of costs per item from buyers, vendors, or other sources.
	Preparing a tape in a format identical to the tape of the inventory file and matching the tapes.

	6.
Examine purchase and sale cutoff.
	Listing a sample of items on the inventory file for which the date of last purchase and date of the last sale are on or immediately prior to the date of the physical count.

	7.
Ascertain the propriety of items of inventory located in public warehouses.
	Listing items located in public warehouses.

	8.
Analyze inventory for evidence of possible obsolescence.
	Listing items on the inventory file for which the date of the last sale indicates a lack of recent transactions.

	9.
Analyze inventory for evidence of possible overstocking or slow-moving items.
	Listing items on the inventory file for which the quantity on hand is excessive in relation to the quantity sold during the year.

	10.
Perform overall test for accuracy of inventory master file.
	Listing items, if any, with negative quantities or costs.


10.63
a.
Major objectives of the audit of Manufacturing Equipment, Manufacturing Equipment--Accumulated Depreciation, and Repairs to Manufacturing Equipment are to determine that:

1.
The Manufacturing Equipment account represents the cost of manufacturing equipment in use at December 31 (Valuation).

2.
The company owns the property and to ascertain the nature of any liens or other obligations against the property (Existence, Disclosure, Rights).

3.
The property is in existence, adequately insured, and recoverable through service potential or liquidation (Existence, Valuation).

4.
Additions for the year have been accurately recorded and there has been a proper differentiation between capital and maintenance charges (Existence).

5.
Retirements of property during the year, together with the associated salvage and cost of removal, have been properly recognized (Existence, Valuation).

6.
A proper amount of depreciation expense has been allocated to the period, based on the asset cost, estimated life, and salvage (Valuation).

7.
Accumulated depreciation is adequate but not excessive (Valuation).

8.
Repairs represent an expense of the current period and necessary maintenance has not been deferred to later periods (Valuation).

b.
Auditing procedures for the current year additions to Manufacturing Equipment include the following:

1.
Obtain a list of cash disbursements charged to Manufacturing Equipment and cross-reference to the analysis of the Manufacturing Equipment account. (Limits may be used in making this list.)

2.
Review the list for reasonableness and the propriety of the account charged.

3.
For major disbursements and a sample of other disbursements, perform the following steps:

a.
Examine supporting documentation.

b.
Determine that required budgetary approvals and explanations of variances from the budget have been made.

c.
For equipment requiring installation, determine that a capital work order for the installation was established.

d.
For equipment replacements, determine that the appropriate retirement has been made.

e.
Trace property additions into the subsidiary ledger.

4.
Obtain a list of construction work orders in process and completed during the year. The list should show a description of the work done, the account charged, and the budgeted and actual expenditures. (Limits may be used in making this list.)

a.
Cross-reference the list to the analysis of Manufacturing Equipment.

b.
Review the list for reasonableness of expenditures and the propriety of the account charged. Investigate abnormalities.

5.
Examine construction work orders in detail on a test basis:

a.
Cross-reference charges to the list of work orders and trace the amount of property additions into the subsidiary ledger.

b.
Trace time and material charges to supporting payroll and material usage records. (The extend of this check will depend on what work has been done on the detail tests of payroll and material.) Review the reasonableness of the hours worked, the work description, and the material used in terms of the work order description.

c.
Evaluate the policy and procedures for allocating overhead to the work order and check their application.

d.
Examine support for and evaluate propriety of other charges to the work order.

e.
Determine that proper budgetary approval has been given. Compare budgeted amounts with actual expenditures and ascertain that required explanations for variances have been made.

f.
Determine that corresponding retirements of manufacturing equipment have been made and properly accounted for.

6.
Review the propriety of other charges to Manufacturing Equipment and check to supporting documentations (on a test basis, if appropriate).

7.
Physically inspect any major additions for the year and a random sample of other additions.

8.
Discuss plant operations with responsible operating personnel. Inquire about capitalization policies, obsolete or unused machinery, major additions and retirements, and any questions arising during the examination.

9.
Vouch a sample of charges in the Repairs account and determine that they are proper repairs and not capital items.

10.
Review the useful lives, depreciation methods, and salvage values for reasonableness. Recalculate depreciation as a test of mathematical accuracy.

SOLUTIONS FOR DISCUSSION CASES
10.64
a.
The following steps have been omitted from the flowchart of Peacock Co.'s inventory and purchase order system:

General Omissions:

1.
All key entry should be verified (daily procedure and key entry prior to Run 4).

2.
The disposition of all paper documents and reports should be indicated. These documents or reports occur at each step of the system.

3.
Exception reports should be prepared for each computer run; such reports were not prepared for Runs 1, 4 and 5. Procedures for handling any exceptions should be indicated.

Specific Omissions:

4.
Purchases and purchase returns and allowances of inventory items have been omitted. There should be a daily activity for purchasing and filing these activities as there is for sales.

5.
No provision is made for additions, deletions, and changes to the inventory file. These would be prepared daily so that they could be processed during Run 2.

6.
The conversion of input data to magnetic tape (Run 1) should include an edit run; a procedure to correct any errors discovered during this edit run should be indicated.

7.
The files used in Run 2 have not been sorted properly.

(a)
The weekly transactions (sales and returns, the omitted purchases and returns) should be sorted into the same sequence as the Master Inventory File.

(b)
The Items Ordered Previous Week should be sorted in the same sequence as the Master Inventory File (this sort could be done after Run 5).

8.
The Updated Master Inventory File has not been shown as an output to Run 2; this file should also be shown as an input for the next week by a broken line and arrows.

9.
The Exception Report prepared and run on Monday in a supplementary run to update the Master Inventory file.

10.
The Items to Order This Week should be sorted into the same sequence as the Master Vendor File prior to Run 3.

11.
The changes that are input prior to Run 4 have to be sorted by vendor number in order to be processed in Run 4.

12.
Output tape from Run 5 (Items Ordered This Week) should be shown as being an input to Run 2 (Items Ordered Previous Week) by broken line and arrow.

b.
Listed below are control procedures Peacock Co. could employ to assure proper functioning of its system.

1.
All conversion of key input to magnetic tape should include an edit routine.

2.
Transmittal tapes should accompany each batch (i.e., batch totals) or source documents from the Sales Department and the Receiving Department.

3.
Other control totals should be employed throughout the system where applicable. For example:

(a)
Record counts: Daily transactions should be counted to guard against lost transactions.

(b)
Hash totals: Identification numbers (e.g., inventory codes, vendor codes) can be added as a check to determine if all items have been processed (all runs).

(c)
Financial totals: Totals of financial items can be accumulated to determine if all items have been processed (all runs).

These control totals would be compared against the appropriate transmittal tapes and other control totals prepared prior to processing.

4.
A control report should be prepared at Run 2. This report would include such items as records input, new records added, old records deleted, and updated inventory counts. The control reports are used to assure that all records are accounted for and are used in conjunction with the control totals discussed above (items 3 and 4). Similar control reports should be prepared for Runs 3, 4, and 5.

10.65
a.
Gathering evidence about the contract would involve reading the contract, discussing the terms with management, asking if any attempt would be made to renegotiate the price, and confirming the terms of the contract with All-Purpose.

b.
Facts cited that the auditor would have to discover consist of the current market price information and the informed expectations about the duration of the price level. A general awareness of economic conditions, newspaper reports, aluminum industry trade sources, and consultation with metals commodity experts are sources and means of confirming these "facts."

c.
By all indications, there should be a write-down of inventory to market and a current recognition of loss on the firm purchase commitment.

Current inventory write-down:

Inventory per books______________

$ 240,000

Inventory at market 400 tons

  @ $.20/lb._____________________

  160,000
Write-down to market__________

$  80,000
Loss on purchase contracts:

Contract purchases

500 tons_______________________
$300,000

700 tons_______________________
420,000

1,000 tons_____________________
 500,000
$1,220,000

2,200 tons @ $400/ton market___

   880,000
Loss on purchase contract___

$  340,000
10.66
Deake Corporation: Property Accounting System

a.
Four major objectives which Deake Corporation's automated property system should possess include:

*
Completeness. Records for all fixed assets owned by Deake Corporation need to be included in the system. Completeness is important because the users of the information derived from the system will assume the data in the system are complete and all fixed assets are recorded. If all fixed assets are recorded in the system, a reconciliation of the physical inventory of all fixed assets with the records will reveal any disappearances or losses. In order to assure complete records, controls must be established so that all fixed assets are recorded as acquired, records of fixed assets are updated, and records cannot be deleted without proper authorization.

*
Accuracy. Accuracy in establishing records and updating them based upon current transactions (improvements, maintenance, depreciation, additions, disposal) are very important if users are going to rely on the information generated from the system for decisions.

*
Timeliness. Transactions affecting the fixed assets records should be processed as quickly as possible. Users of the information will assume that all events pertaining to the fixed asset records are reflected in the records. In addition, requests for information from the system should be handled as expeditiously as possible. Information has to be provided on a timely basis to users if the information is to be useful for decision-making purposes.

*
Flexibility. The property accounting system should be designed to permit additions, revisions and changes to be made without the system needing to be redesigned and redeveloped completely. This flexibility is needed should the company's needs change in the future.

b.
The data items which should be included in the computer record for each fixed asset owned by Deake include:

*
Descriptive data

*
Name of asset

*
Manufacturer

*
Model and serial number

*
Asset class code

*
Company assigned asset number

*
General ledger account number

*
Location data (plant, department, building)

*
Acquisition date

*
Original cost

*
Data for book depreciation

*
Data for Tax depreciation

*
Maintenance record

*
Cycle

*
Date

*
Amount

10.67
a.
1.
The following audit procedures may be applied to company records and documents to discover evidence of defalcations being committed by the buyer.

a.
Make a detailed review of the internal controls relating to purchasing to ascertain whether there are any weaknesses that might permit the buyer to commit an irregularity. The review should include the determination that the controls are actually being observed and that approvals and countersignatures are not being given perfunctorily. The auditor's tests should then be concentrated in the areas of weakness.

b.
Examine a representative sample of purchase orders issued by the buyer to determine that they have been prepared and issued in accordance with established company policy, particularly with respect to the countersignature of purchase orders over $200. Determine whether any orders for amounts in excess of $200 were split into two or more orders to evade the $200 limitations.

c.
Compare the representative sample of purchase orders with their related approved requisitions to ascertain that the purchase orders issued were for goods and services required by the business and are supported by an authorized document originated outside of the purchasing department.

d.
Test the authenticity of the suppliers by reference to telephone directors, purchasing directories, credit-rating publications, etc. This step will disclose any dummy or fictitious vendors through which the buyer might later obtain funds.

e.
Review the disbursing procedures and examine paid checks, giving particular attention to the payee and the endorsement. This step will indicate whether the buyer has access to checks and might reveal any irregularity in their negotiation.

2.
To discover evidence indicating possible collusion between the buyer' and authentic suppliers, the following audit steps might be applied:

a.
Note whether one supplier appears to be heavily favored over others for goods available from many suppliers.

b.
Compare the prices on vendors' invoices for like items.

c.
Compare prices on purchase orders and invoices with suppliers' catalogs, price lists, etc.

d.
Examine competitive bids received by the purchasing department. If necessary, arrange to have bids obtained directly from suppliers, including some not dealt with by the client.

e.
If the review of pricing data reveals that certain suppliers offer quantity discounts, rebates, etc., ascertain that the company receives all such allowances to which it is entitled.

f.
Inspect vendors' invoices and receiving reports, and trace receipts to perpetual inventory records for assurance that the material was received.

g.
Compare the perpetual inventory records and the materials on hand for agreement. Also review the results of the taking of the physical inventory. Determine if any shortages discovered resulted from nonreceipt of materials.

h.
As an overall check on the purchasing function, compare the activity in the accounts recording the buyer's purchases with activity in prior periods and account for any unusual fluctuations. In addition, review the perpetual inventory records for evidence of unbalanced inventory or unnecessary accumulation of material.

10.68

a) One glaring control weakness is lack of segregation of duties. The case illustrates the importance of this control. Segregation permeates a number of key control activities such as independent reconcilations (e.g. salary expense to T4 summaries, bank reconciliations) and cheque or bank transfer approvals. Corporate governance by Board of Directors’ oversight is another control that appears to be lacking. Various assumptions can be made about how the audited financial statements corresponded to the actual financial condition of the business, but it appears there was no-one in a position to notice the alleged discrepancies. Other valid points can be discussed and suitable recommendations provided.

b) This part requires one to develop arguments for both sides of the dispute, a key skill for analysis, evaluation and applying judgment. The strengths and weaknesses of both sides can be discussed objectively. A case can be made for either side as the situation contains several dilemmas.

c) One procedure would be verification of authorization of bank transfers between the accounts of related entities. If the auditor is not appointed to audit all the entities however, this procedure is limited to transfers between audited entities. In this case, transfers from the trust accounts to the payroll account may have stood out as unusual, but if the CFO was able to conceal the descriptions of the transfers, and kept the amounts to relatively small amounts by transferring more frequently, it may have been hard to uncover. Other valid procedures can be described.

10.69

a) Incorrect capitalization of costs as capital assets results in 100% understatement of expenses (overstatement of income) in the period the error occurs, but the error reverses as an overstatement of expense (understatement of income) over the years that the related capital assets are amortized. In this case the current income is overstated by $400,000, and the error will reverse over the next 8 years. If straight-line amortization and no residual value is assumed the error will be understatement of $50,000 in each of the next 8 years. Other assumptions and interpretations are possible.

b)   The prior year’s error would be about $11,000 ($100,000/9) understatement of income, assuming last year there were 9 years of estimated remaining life at that time, straight-line amortization and no residual value.

c and d)  The error is close to materiality, and the prior year may not have been audited to as high a degree of precision since this higher risk of misstatement (i.e. the aging equipment and increasingly costly repairs vis a vis the capitalization policy) appears to have been assessed in the current year for the first time. Thus it seems reasonable to require an adjustment in the current year of at least a portion of the error. The auditor may also recommend a revision of the capitalization policy in light of the current situation, as a management letter point.

10.70

The case requires reading the CICA recommendations for using the work of specialist in an assurance engagement, and applying them to the case scenario.  One possible approach to the case is outlined below.

a) First consideration is what specialist will be used. Choices are audit staff member, auditor hired, client hired, or client staff member. In this case, given the risk and independence concerns in the case, the auditor hiring a specialist seems appropriate (assuming there is not one on staff of the audit firm, if there were this would be a good choice). The client has already provided a specialist ( assumed to be a White Ice employee) but that was determined by the auditor to be insufficiently independent in the public company risk setting. Another option is to have the independent specialist review the employee specialist’s work.

The audit plan would include consideration of  the specialist's expertise and competence in the appraising diamonds, and his or her integrity, objectivity and independence obtained, for example, by enquiry of the specialist's professional body whether he or she is a member in good standing, or examining his or her licence. The auditor also should have or obtain reasonable assurance concerning the specialist's objectivity and appropriate degree of independence in relation to the auditor’s requirements. Other considerations include the need for confidentiality and for the specialist to understand the objectives and nature of the assurance engagement sufficiently to understand his or her role and responsibilities.

Auditor’s planned procedures include enquiry, discussion and analytical procedures:

 (i)     assessing the appropriateness and reliability of the specialist's source data; and

 (ii)     obtaining a general understanding of the specialist's assumptions and methods, the internal consistency of the assumptions and, when applicable, the consistency of the methods and assumptions with those used in prior periods; and

reviewing and evaluating the specialist's findings, including any written report (see paragraph 5049.60), and relating the findings or report to the audit objectives.

Since the case suggests the audit risk is high, the auditor may plan to obtain further assurance that the source data the specialist uses is appropriate and free from error by performing tests of source data and, if the specialist performs the tests, the auditor would supervise or review them to obtain reasonable assurance that they are appropriate, taking into account significance and risk. When control risk is assessed at less than the maximum in determining the extent of tests, tests of the controls would be performed. The source of the data, and its significance and appropriateness to the engagement need to be considered in concluding on the adequacy of tests of the data.

b) In considering this suggestion the auditor would consider that the evidence from related party specialist is less independent, similar to the considerations of using client-employed specialists. Also, as a related party, any transactions with White Ice are not necessarily at market value and so are not useful as evidence of the valuation of the diamond inventory. Other relevant issues can be discussed.

10.71

The question is an exercise in applying knowledge of special business characteristics as they relate to inventory. One approach would be to identify the inherent risk of misstatements for each of the different business’s inventory assertion by assertion, and use this analysis to indicate where the key audit effort needs to be focussed to obtain sufficient, relevant evidence. Developing specific audit procedures to generate this evidence would also be a useful exercise. 

10.72

The case presents several accounting issues related to accounting for Internet based businesses. Consideration needs to be given to the setting (new business, planned IPO) and potential management objectives that can influence their accounting choices, the needs and sophistication of potential financial statement users, and other facts set out in the case. Generally, the accounting choices suggest an aggressive attitude and an desire by management to report high revenues and gross profit, and  growth in these two measures, possibly to influence share prices and enhance their own returns from the stock options they hold. 

The various issues can be analyzed, with the key concern of accounting for ‘substance over form’ as the guiding principle. The auditor’s position should reflect the analysis and the context of the case.

The accounting/auditing issues that should be addressed include

- revenue recognition on the on-line shopping system development contract, recognizing TSM never completed this type of system before

- the measurement of revenues and costs, gross vs. net, for the on-line auction service and the on-line travel agency

- accounting for the bartered advertising

- presentation of the promotional discounts, warehousing, packaging and shipping goods to customers as marketing expenses rather than as costs of goods sold

-adequacy of accounting policy note on revenue recognition
10.73
AUDIT APPROACH: THE PHANTOM OF THE INVENTORY

(This same case is in Chapter 19, Case 19.56)

Objective: Obtain evidence of the existence and completeness of the inventory.

Control: Since All Bright keeps no perpetual inventory records, all the desirable controls relate to the physical counting. (Pricing and valuation are important, but are not included in this case).

Control starts with the instructions to company personnel about care and accuracy in counting, including followup teams to double-count or test count before the auditors make test counts. Instructions should include procedures for gathering the tags so that none are omitted (ensuring completeness of the inventory counting) and none are altered/raised (ensuring existence of the inventory).

Test of Controls: The auditors need to know enough about the business to know which inventory types are the more valuable ones and should not need to rely on company personnel to tell them. The auditors need to monitor the counting and the completion of the company procedures, making their own counts to test the accuracy of the counting, keeping them for later tracing to the EDP compilation to ensure that no fictitious quantities get added to the inventory.

As a matter of skepticism, auditors thus should not let company personnel know which types they test counted. These procedures provide evidence of the control over the completeness of the inventory, evidence that nothing was omitted from the count.

The company has no control over the existence of the inventory, because there were no perpetual inventory records or other schedule of inventory to test by selecting items, then going to the warehouse to see whether they were there.

Audit of Balance: The audit for completeness of the quantities in the inventory balance is accomplished by the evidence obtained from this procedure: Take secret test counts of inventory in place in the warehouse, and trace the counts to the EDP inventory compilation.

The audit for existence requires more effort, especially since the auditors lose control of the tags when they disappear into the data processing department for computer compilation. These procedures are appropriate: Make photocopies of the tags when they are gathered from the warehouse floor, then with a sample selected at random from the photocopies, return to the floor and make more test counts to get evidence of the existence of the inventory being sent to data processing for compilation. obtain a useful control total (tag numbers, physical quantity) for later comparison to the computer compilation to determine whether any quantities were added after the physical count. Trace some quantities from the photocopies to the final computer compilation to ensure that no quantities have been altered (raised or lowered).

Discovery Summary: The auditors did not perform any of the existence-related procedures, and Paul was able to fool them.

Recalculation of Actual Cost of Goods Sold:


Two Years Ago
One Year Ago
Current Year

Cost of goods sold reported
$ 20,000
$ 22,000
$ 29,000

Increase in inventory reported

(ending inventory minus

beginning inventory)
     500
   1,500
   2,200
Purchases
$ 20,500
$ 23,500
$ 31,200

Actual increase (decrease)

of inventory
   ( 500)
     500
   1,200
Actual cost of goods sold
$ 21,000
$ 23,000
$ 30,000
Income Recalculation:

Sales
$ 25,000
$ 29,000
$ 40,500

Actual cost of goods sold
(21,000)
(23,000)
(30,000)

Expenses
 ( 5,000)
  (8,000)
   (9,000)

Actual income (loss)

before taxes
$( 1,000)
$( 2,000)
$  1,500
Ending inventory
$  5,000
$  5,500
$  6,700

Current assets
$  9,000
$ 10,000
$ 20,000

Current liabilities
$  5,000
$  5,500
$ 13,000

Long-term debt*
$  5,500
$  6,600
$  9,300

Total assets
$ 10,500
$ 10,900
$ 21,500

* Secured by inventory pledged to the bank.

10.74
PURCHASING STARS: Purchasing Kickbacks

Follow the instructions preceding Case 10.68. In this case, let your initial objective be to select one vendor for investigation. Instead of a "test of controls" section, name the one vendor you would select from those in Exhibit 19.69-1 and tell your reasons. In the "test of balances" section, tell how you would investigate the situation. In the "discovery summary" section, speculate about how your investigation might reveal the culprit.


AUDIT APPROACH

Objective: Select one vendor for investigation, and try to obtain evidence of purchasing at inflated prices.

Control: Purchasing operations should be performed under rules and procedures designed to motivate purchasing agents to buy at the best prices available from competing vendors. Competitive bidding should be required unless conditions make the best prices available without bid.

However, purchasing agents should have flexibility within operating procedures to move quickly to obtain the best balance of quantities, delivery terms, and prices as events dictate. Thus they may not always obtain competitive bids.

A higher manager level should supervise and review the results of purchasing activity on a regular basis, perhaps reperforming some price-obtaining actions occasionally to determine whether the agents are achieving efficiency. Such review might also involve selecting odd situations for extensive review.

Test of Controls: The one vendor selected is Orion Corp. Key reasons for this selection are:

Volume is high and has increased almost 1000%, more than any other vendor

Last bid was in 1991, older than other vendors' bids

The percent purchased on bid is lowest among those bid

Collins, the manager, is in charge

Collins purchases from several vendors without bids

Audit of Balance: Investigation of purchases from Orion:

a.
Review purchase invoices to determine unit prices for paper.

b.
Compare unit prices with other suppliers.

c.
Interview other suppliers and their salespersons to try to determine whether Collins solicited kickbacks.

d.
Review bid records to determine the dates of submitted bids and bid prices.

e.
Examine Collins' personnel files. Investigate references if they were not consulted earlier. Might investigate again with more determination to notice telltale signs.

f.
Conduct interviews with Collins and other purchasing agents under a front of learning about purchasing procedures. Carefully seek information or impressions about Collins relations with Orion.

g.
Inquire at secretary of state office for names of Orion incorporators to see if Collins is connected. Look up officers in national executives directory to see if she is listed as an officer of Orion.

h.
Covertly observe Collins' lifestyle and spending habits. A ruse might be used to get information about Collins' bank balance and activity. (Overt action such as subpoena should not be used until clear evidence of guilt is available.)

Discovery Summary: If Collins is taking kickbacks in return for causing Bailey to pay higher prices, the price comparison information should show evidence. If this is the case, the other procedures should also bear fruit-past employment history problems, police record, derogatory gossip from coworkers, more wealth than justified by salary, maybe even a direct connection with Orion.

Collins has plenty of "room" to cause Bailey a significant financial drain. Purchases from Orion were $1,220,000 over the last two years, and about $500,000 of supplies and sundries without bid from other suppliers. If the overpricing to Bailey were 10% on all these purchases, it could amount to $172,000 for two years' "work."

P.S. The title of the case "Purchasing Stars" is a clue to the solution (Orion).

10.75
LIKE A SON: Fictitious Vendors, Theft, and Embezzlement


AUDIT APPROACH

Objective: Obtain evidence of the valid existence (occurrence) and valuation of materials and supplies used in construction and the physical quantities of materials inventory.

Control: Suitable control would provide for separation of duties among authority to initiate transactions, custody of assets, recordkeeping, and reconciliation of assets with accounting records. If the business is too small to have numerous people employed, Simon should insist that the internal auditor be able to exercise review over purchasing, pricing, payments, and collections.

John had authority and influence over too many interrelated activities. Nothing he did was subject to review or supervision. In several different activities (purchase, transport, selling), he authorized transactions, had custody over assets, controlled the recording (through the accomplice secretary), and kept the internal auditor from performing any reconciling activity in the division.

The only thing John did not control was the independent auditor's work on the inventory observation and consequent discovery of overstated inventory. He also could not hide all the losses in the division, and apparently these were reported to some extent, because Simon finally noticed them.

Test of Controls: There are no controls to test. Auditors should go directly to audit of balances where a "dangling debit" might be hidden, and the most likely places are the materials inventory and the construction in progress. The procedures should be extensive.

However, test-of-controls type procedures can be used to find false and inflated transactions for the purpose of establishing the nature and extent of John's misdeeds. In this context, the procedures are applied with a substantive purpose:

#
Select a sample of completed job files, and (1) prepare a schedule of bids and bid changes, and (2) trace final job billings to cash collections. (Try to find examples of actual cash embezzlement.)

#
Select a sample of purchases (materials, trucking, etc.), and (1) compare delivery destinations to job sites, and (2) compare prices to price lists.

#
Select a sample of vendors (suppliers, truckers, etc.), and investigate their addresses, business locations, and ownership for evidence of false fronts created by John.

#
Select a sample of checks, including checks payable to "cash," and identify the endorsers (looking for kickback payments or connections to John).

Audit of Balance: The auditors should observe and simultaneously count all the inventory-taking, control a copy of the count sheets, and test all the pricing by reference to both invoice prices and suppliers' price lists. This extensive work should reveal any inventory shortage and inflated costs on jobs in progress.

Discovery Summary: Independent auditors had audited Simon Construction for five years. They never found the overstated inventory because they test-counted small samples and did not know enough about the materials to identify them correctly. They relied on invoice prices and never referred to list prices for a lower-of-cost-or-market test. They were influenced by the apparent close relation of president Simon and John, and were lulled into believing that a trusted employee could not do wrong. After all, losses were being reported in the manufacturing division, and the books balanced.

After being alerted by Simon's anger and suspicion, the auditors observed the inventory and construction in progress more extensively. They found the overstatements. They then performed tests listed above in the test of controls section and found evidence of all the conditions of John's perfidy. Simon confronted John. He confessed. The district attorney later obtained John's bank records and found confirming evidence of many unexplained deposits that came from his thefts.

10.76
THE BULGING DESK DRAWERS: Liability Understatement

Follow the instructions preceding Case 10.68. In this case, along with your procedural solution, specify the discrepancies you notice by studying the excerpt from the accounts payable trial balance in Exhibit 10.71-1. Also, recalculate the income before taxes and write the adjusting journal entry you would propose.


AUDIT APPROACH

Objective: Obtain evidence about the completeness of accounts payable recording.

Control: The internal control structure should provide for timely delivery of vendors' invoices to the accounts payable department. Personnel should compare the invoices to receiving reports and purchase orders to determine whether the vendor billed for the quantity received at the price agreed in the purchase order. Voucher numbers should be assigned in numerical sequence, and each voucher should be recorded as of the date of receipt of the goods or services.

Control deviations occur when accounts payable get recorded for unauthorized purchases, for goods not received, in the wrong amount, or in the wrong accounting period.

Test of Controls: The process of obtaining an understanding of the control structure should include inquiries directed to Mendoza (internal control questionnaire) and to the accounting clerks who actually perform the accounts payable recording. Careful questioning should reveal information about their habits of recording dates on the day they make the entries instead of the dates of receipt of goods or services. Careful questioning about their mail delivery ought to elicit the information that it comes through Mendoza, and someone might even volunteer the well-known information that she holds invoices in the desk and delivers them to accounts payable on her own schedule.

In terms of procedures: Select a sample of recorded vouchers, paid and unpaid, and examine the supporting documents for evidence of matching quantities, prices, and dates of receipt and recording. Select a sample of "unmatched receiving reports," record the information, and wait until later to trace them to accounts payable entries later in the audit.

Audit of Balance: Send accounts payable confirmations to the vendors represented in the unmatched receiving reports file. (They are ones most likely to represent unrecorded liabilities.) Study the accounts payable trial balance for names of vendors with small or zero balances. Send confirmations to them. Study the trial balance for oddities, and notice these:

Vendor: Industrial Uniforms

Invoices of different dates were entered out of date sequence and apparently arrived in accounts payable at the same time:

#
Oct 8 Industrial Uniforms invoice entered on voucher 26694 at same time the Oct 1 Industrial Uniforms invoice was entered on voucher 26695

#
The "batching" happened again with the Oct 22 and Oct 15 invoices

#
The Nov 5 and Nov 12 invoices were entered on consecutive 

vouchers numbered 27552 and 27553

There is a weekly billing pattern and the Nov 26 invoice is either not recorded or has been paid (unlikely, with all the unpaid invoices in weekly date sequence)

The Dec 10 invoice was recorded (voucher 28095) before the Dec 3 invoice was recorded (voucher 29123)

For a weekly billing pattern, the Dec 24 and Dec 31 invoices appear not to be recorded

Vendor: B&B Experimental

There seems to be only a few vouchers recorded in the Nov 26 - Dec 10 time period. B&B Experimental's Nov 26 invoice is recorded on voucher 28084, and Industrial Uniform's Dec 10 invoice was recorded on voucher 28095. The recording represents only 12 vouchers recorded in a 14-day period around the end/beginning of a month, when accountants might be expected to be recording payables to prepare monthly financial statements.

Two B&B invoices have the same Nov 2 date but appear to have been recorded at different times (one on voucher 27484, the other on voucher 27550. Although there's a voucher numbering gap (27550 - 27484 = 66), the recording might have been on the same day, one invoice might have later, or one might have been held without recording. Notice that the two Nov 8 invoices were recorded at the same time (consecutive vouchers 27559 and 27560).

The Nov 12 invoice was recorded (voucher 27475) before the Nov 4 invoice (voucher 27484) and several invoices following. The Nov 4 - Nov 9 invoices seem to have been held without recording until after the Nov 12 invoice was recorded. (Same out-of-sequence may be noted for the Nov 18 and Nov 22 invoices. Their recording comes before the recording of invoices with earlier dates.)

Judging from the recording of the Industrial Uniforms Dec 17 invoice on voucher 29437, the B&B Nov 16 invoice seems to have been recorded in Dec on voucher 29494, quite late. The dating seems to be confirmed when compared to Cameo's Dec 6 invoice recorded on voucher 29377.

B&B Experimental invoices seem to be dated about every 2-4 days, yet none are recorded after the invoice dated Dec 6. Either purchasing patterns changed or some Dec B&B invoices were not recorded.

A large number of vouchers seem to have been recorded around the same time. See B&B's Dec 6 invoice on voucher 28086 and Cameo's Dec 6 invoice on voucher 29377.

Vendor: Cameo Corp

The invoices seem to arrive at the rate of one or more per day, yet none are recorded after Dec 10. Probably invoices are being held back without recording.

Vendor: Central States Pension Fund

Apparently the company recorded all the monthly pension fund payments at one time (see the consecutive voucher numbers), and the time of recording must have been in Oct (judging from the Oct 

invoices from Industrial Uniforms recorded on vouchers in the low 27000's series)

It looks like the company paid the Jan - Mar liabilities, since they are not on the accounts payable trial balance. However, it looks like the Nov and Dec monthly payments due have not been recorded.

Discovery Summary: Inquiries elicited the gossip from the accounts payable clerks that Mendoza held invoices in the desk drawer. The study of the accounts payable trial balance provided documentary evidence after the sudden fire in Mendoza's office.

With the problem information, here are the restated financial statements:


Two Years Ago
One Year Ago
Current Year

Sales
$ 25,000
$  29,000
$ 40,500

Cost of goods sold
(20,000)
(22,200)
(29,250)

Expenses
 ( 5,000)
  ( 8,300)
 ( 9,000)

Income (loss)

before taxes
     -0-
 $( 1,500)
$  2,250
Ending inventory
$  6,000
$  7,500
$  9,700

Current assets
$ 10,000
$ 12,000
$ 23,000

Current liabilities
$  5,000
$  6,000
$ 13,750

Long-term debt*
$  5,500
$  6,600
$  9,300

Total assets
$ 11,500
$ 12,900
$ 24,500

* Secured by inventory pledged to the bank.

Adjusting Journal Entry (2002):

Cost of Goods Sold
$ 450,000

Operating Expenses
$ 300,000

Retained Earnings (prior period adjustment)
$ 500,000

Cost of Goods Sold

$ 200,000

Operating Expenses

$ 300,000

Accounts Payable

$ 750,000

10.77


a.
Following are the elements of the risk model and how they are affected by the situation described in the case:

Audit risk (the risk of undetected material misstatement after the audit is completed and an unqualified opinion is issued).   The desired level of audit risk should be lower than normal because the recent listing on the Vancouver Stock Exchange and the increase in financial leverage (higher debt/equity ratio) indicates that a large number of shareholders and creditors will likely rely on the financial statements.   In addition, the increased leverage increases the risk of client bankruptcy which should also reduce the level of desired audit risk.

Inherent risk (the risk that material misstatement will occur, before considering the effectiveness of internal controls).   The assessed level of inherent risk should be increased because of the following: high leverage may motivate management to overstate profits there are significant non-routine transactions (the use of percentage-of-completion); the business is “high tech” with a significant risk of product obsolescence, etc.

Control risk (the risk that a material misstatement will not be prevented or detected by client’s internal controls).   The assessed level of control risk should probably be at the maximum about 1.    While there appear to be adequate records, the control environment is not good, since management takes little interest in the system.  Moreover, there is apparently little or no segregation of duties.

Detection risk (the risk that material misstatements will not be detected by the auditor’s substantive tests).   Because desired audit risk should be lower than normal, while inherent risk should be assessed higher than normal and control risk assessed near the maximum, planned detection risk must be lower than usual.  This implies that the auditor must vary the nature, extent, and/or timing of procedures to obtain more persuasive evidence.

b.
Following are six procedures which the PA should perform with respect to the items being accounted for on a percentage-of-completion basis:

Examine the sales order(s) and/or contract(s) supporting the special order for equipment from the university.

 Confirm the terms of the sales agreement (for example, purchase price, terms of payment) directly with the customer.

 Physically examine the equipment whose production is in process to verify its existence.

 Examine production records and related evidence (changes for direct materials, direct labour, and overhead) supporting the costs incurred to date.

 Examine the basis used by the client to determine the total expected production costs, and thus the claimed 75% percentage of completion.

 Recalculate the amounts recognized as revenue, expenses, and gross profit in the current year with respect to this contract.

 Verify that percentage-of-completion accounting conforms to generally accepted accounting principles in this situation.

 Determine the need for disclosure of the method used and its effects on the financial statements.

c.
No, use of physical units attribute sampling would not be appropriate in the situation described in the case.  Attribute sampling is normally used to determine the sample size and evaluate the results of tests of internal controls.  Since the client has poor controls, control risk should be assessed at or near the maximum level and no tests of controls need to be performed.

