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CHAPTER 11

Production and Payroll Cycle

LEARNING OBJECTIVES
	
	Review Checkpoints
	Exercises and Problems
	Cases

	1.
Describe the production cycle, including typical source documents and controls.
	1, 2, 3, 4, 5, 6, 7, 8, 9
	51
	

	2.
Give examples of detail test of controls procedures for auditing the controls over conversion of materials and labor in a production process.
	10, 11, 12, 13, 14, 15
	52, 53
	64

	3.
Describe some common errors, irregularities, and frauds in the accounting for production costs, and related cost of goods sold, and design some audit and investigation procedures for detecting them.
	16, 17, 18, 19
	54
	65, 66

	4.
Describe the payroll cycle, including typical source documents and controls.
	20, 21, 22, 23, 24, 25, 26, 27, 28
	55, 59
	38, 61, 62, 68

	5.
Give examples of detail test of controls procedures for auditing the controls over payroll.
	29, 30, 31, 32, 33
	56, 57, 60
	39, 63, 69

	6.
Describe some common errors, irregularities, and frauds in payroll, and design some audit and investigation procedures for detecting them.
	34, 35, 36, 37
	56, 57, 58
	39, 66, 67, 69



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

* Production Cycle 

* Payroll Cycle

SOLUTIONS FOR REVIEW CHECKPOINTS
11.1
Production planning

Inventory planning

Production

Cost accounting

11.2
Auditors must understand management's approach to the conversion of resources and the unique production process to understand the flow of transaction processing. Without a thorough understanding of the production process, the related data processing and cost accounting cannot be fully comprehended and weaknesses in internal control can be overlooked. Of all the transaction cycles, this will be the most likely to be different for each client.

11.3
A walk-through of a production transaction will collect the following documents:

Production order

Bill of materials

Materials requisitions

Inventory record (raw materials issue)

Journal entry (moving raw materials to work in process)

Labor report (time records)

Journal entry (charging labor to work in process)

Production cost analysis

Inventory record (finished goods addition)

Journal entry (moving work in process to inventory)

A "walk through" involves following a transaction from initiation through the various steps until the transaction is recorded in the formal accounting records. In the conversion cycle, the following would constitute a complete "walk through:" Please refer to the PowerPoint slides included on this CD.

	Step
	Documents Collected
	Controls Noted

	Prepare production orders
	Production Order (P.O.)
	Support for P.O.

	Prepare bill of materials and manpower needs
	Bill of materials (B.M.) Manpower needs (M.N.)
	Separation planning from production.

	Assign job order and foreman
	
	Note separation production supervisor from foreman duties.

	Job tickets and material requisitions prepared
	Job tickets (JT) Material requisitions (MR)
	Production foreman duties separated from authorization.

	Raw material records updated, issue slips prepared
	Issue slip (IS)
	Materials not issued without MR. IS prepared for all materials released.

	Observe time entered and foreman approval on JT
	
	Approval by foreman of hours.

	Direct labor report prepared
	Labor report (LR)
	Job tickets support L.R.

	Observe timekeeping, compare job tickets to clock cards
	
	Reconciliation hours per clock cards to hours per J.T.

	Material used report prepared
	Material used report (MUR)
	Issue slips and requisitions support MUR.

	Observe matching issue slips and material used report
	
	Records from sources reconciled.


	Observe matching job time tickets (or labor distribution) to labor report
	
	Records from separate sources reconciled.

	Enter costs in job cost sheets
	Job cost sheets (JCS)
	Support for all entries in JCS.

	Summary entry prepared.
	Summary entry form
	Job cost sheets support summary entries.

	Trace summary entry to General Ledger posting
	
	Separation of duties; cost accounting and general ledger.

	Preparation of completion report
	Report of units completed (RUC)
	Independent report of production completed.

	Observe units compared to RUC, post finished records
	
	Independent check of RUC.

	Products received report prepared
	Products received report (PRR)
	Independent records of units put into finished goods inventory.

	Observe comparison RUC and PRR
	
	Records from separate sources reconciled.

	Job sheets closed out, summary entry prepared
	Summary entry form
	Closed job sheets, RUC and PRR support summary entries.

	Trace summary entry to General Ledger posting
	
	Separation of duties; cost accounting and general ledger.


11.4
The separations of duties auditors are looking for are authorization of transactions, custody of assets, and recording of transactions, and periodic reconciliation. In the production cycle, these duties are separated as follows: Initial authorization is a production order prepared in production planning and control, authorizations of labor hours and material to be used are given by the foreman when job time tickets are given to employees and material requisitions are sent to raw materials stores, Raw materials stores maintains physical custody of raw materials and none are released without authorization (requisition) and record of withdrawal, Foreman maintains custody of work-in-process inventory, Independent recording of labor and materials in production cost analyses by cost accounting clerks from records after comparing two sources.

11.5
Omission of materials and labor used should be prevented by periodically examining documents from one source for missing document from second source. For example, dated raw materials inventory issues not matched to materials in the production cost analysis indicate a possible omission of material used in production. Use of pre-numbered documents and reports with accounting for numerical sequence is also a primary means of preventing omission of transactions.

Prevention of double counting of material used or labor used should be issued by stamping documents as "posted" before they are filed in job folders.

11.6
Some work to obtain assurance about the reasonableness of the client's sales forecast needs to be performed. This work is not an examination or compilation of a forecast as contemplated by the attestation services standards. All the auditors need to accomplish is to learn about the assumptions built into the forecast for the purpose of ascertaining their reasonableness. In addition some work an the mechanical accuracy of the forecast should be performed to avoid embarrassing reliance on faulty calculations.

11.7
If high levels of production were planned and carried out in anticipation of high sales that did not occur, the inventory should show an increase. The potential problem is over-valuation (overstatement) of slow-moving or obsolete inventory and understatement of cost of goods sold.

11.8
Production reports record the completion of production quantities. When coupled with the related cost accounting reports, they are the company's record of the cost of goods placed into the finished goods inventory. In most cases, auditors will audit the cost reports in connection with determining the cost valuation of inventory and cost of goods sold.

11.9
The points of departure (assertions) in a client's fixed asset and depreciation schedule include:

Asset descriptions: Help auditors identify assets they can inspect.

Beginning cost balance for each asset: Trace them to prior year working papers.

Asset additions: Audit them for evidence of existence, valuation, ownership, and presentation and disclosure.

Asset sales (dispositions): Audit them for evidence of occurrence, valuation (including amount of gain or loss), passage of ownership, and presentation and disclosure.

Ending cost balance for each asset: Audit them for evidence of existence (physical inspection), valuation (other than temporary impairment), ownership, and presentation and disclosure. Trace total to general ledger and balance sheet.

Beginning accumulated depreciation for each asset: Trace them to prior year working papers.

Additions (depreciation expense) for the period: Audit the calculations for accuracy. Trace to expense account(s) and statement of cash flows.

Dispositions of accumulated depreciation: Combine with asset cost to determine book value and amount of gain or loss on disposition. Trace to gain/loss account and to adjustment in statement of cash flows.

Ending accumulated depreciation each asset: Audit the calculations for accuracy. Trace total to general ledger and balance sheet.

11.10
The primary functions that should be segregated in the production cycle are:

#
Authorization (production planning and inventory planning) should be performed by persons who do not have custody, recording, or cost accounting and reconciliation duties.

#
Custody of inventories (raw materials, work in process, and finished goods) should be in the hands of persons who do not authorize the amount or timing of production or the purchase of materials and labor, or perform the cost accounting recordkeeping, or prepare cost analyses (reconciliations)

#
Cost accounting (a recording function) should be performed by persons who do not authorize production or have custody of assets in the process of production. (However, you will usually find that the cost accountants 


prepare various analyses and reconciliations directly related to production activities.)

11.11
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.

11.12
The production order document (or computer record) provides a control over the quantity of materials used in production by containing an approved list of materials that should be used. This list (bill of materials) can be compared to the actual materials used, as costed by the cost accounting department.

11.13
Improperly deferred costs and cost overruns have been found in "unbilled receivables," in the inventory account, and in "deferred charges--contract costs."

11.14
The purpose of this review question is to foster discussion toward what information an independent auditor needs to know. Items relevant to the quotation might include:

1.
Reference to the first general standard regarding "adequate technical training and proficiency as an auditor".

2.
Reference to the third general standard regarding "due professional care."

3.
Obviously, the auditor must be knowledgeable about cost accounting to audit a manufacturing company.

4.
In a manufacturing company, the inventories most likely will be a major asset which will require substantial audit work.

5.
A proficient auditor must be knowledgeable in all phases of the business, including production, marketing, finance as well as accounting data processing.

11.15
This is a question about the direction of the test of controls.

To determine whether all authorized production was completed and placed in inventory or written off as scrap, the auditors should select a sample of approved production orders from the production planning department files, then trace them forward through cost accounting to inventory or write-offs.

To determine whether finished goods inventory was actually produced and properly costed, the auditors should select a sample of production put in the inventory account, then vouch these production reports to approved production orders and cost calculations of material, labor, and overhead.

11.16
The work on a completed production order (production cost report) should include (1) vouching the costs to supporting documentation of materials, labor, and overhead, and (2) vouching the production order to a customer contract, reading it for terms of sale.

11.17
The existence of the "unbilled contract revenue" asset account in the general ledger should raise a red flag. Such an account always means that management has made an estimate of a revenue amount that has not been determined according to contract and has not yet been billed to the customer in accordance with contract terms. Even though the revenue is "unbilled," the related cost of goods sold should still be in the cost of goods sold account. While accounting theory and practice permit recognizing unbilled revenue in certain cases (e.g. percentage of completion for construction contracts), the accounting has been known to harbor abuses in some cases.

11.18
Auditors should always select the client's adjusting journal entries for detail audit because experience has shown that nonstandard adjusting journal entries are the source of accounting errors and irregularities more often than standard repetitive accounting for systematic transactions. This phenomenon makes the population of adjusting journal entries a ripe field for control and substantive testing.

11.19
Yes, indeed there is plenty wrong about auditors' helping clients obtain bank loans to pay their accounting firm's fees. Obtaining financing, especially through secret guarantees, is a management function. Where auditors engage in such activities, they become part of management and impair their audit independence.

11.20
The functions in a personnel and payroll cycle:

Personnel and labor relations - hiring and firing

Supervision - approval of work time

Timekeeping and cost accounting - payroll preparation and cost accounting

Payroll accounting - check preparation and related payroll reports

Payroll distribution - actual custody of checks and distribution to employees

11.21
a.
A "walk through" of a personnel and payroll transaction would include discussions with each person handling personnel and payroll records. The following illustrates the steps and documents collected.

Steps
Document(s) Collected

Hiring--personnel dept.
Authorization to hire and rate assignment

Deductions--personnel dept.
Personnel forms, employee authorization for deductions (e.g., TD1 form)

Timekeeping
Clock card

Shops
Production time ticket

Cost distribution
Labor distribution work sheet

Accounts payable
Payroll voucher

Cash disbursement
Payroll checks

b.
If the payroll is processed by computer, the clock cards and production time tickets would be traced to batch control in the timekeeping and production departments, to data preparation (keying to machine sensible form), to edit and validation error reports and other computer output indicating control and finally to computer prepared checks, labor distribution reports and summary general ledger entries.

11.22
In a payroll system, the functional responsibilities which should be separated include:

1.
Personnel or Labor Relations Department

2.
Supervision

3.
Timekeeping and Cost Accounting

4.
Payroll Accounting

5.
Payroll Distribution

11.23
(a)
Prevent of detect payment to a fictitious employee:

#
Paychecks prepared only for persons with employment authorization from the personnel department.

#
Paychecks prepared only for persons with approved work attendance, time.

#
Paychecks distributed only in person to persons identified as employees (or by electronic transfer to validated employee bank accounts).

#
Payroll register or list re-approved by supervisor after paychecks are prepared or distributed.

(b)
Employees are expected to complain if they do not get paid (!).

11.24
Important information in employee's personnel files:

#
Employment application

#
Background investigation report

#
Notice of hiring

#
Job classification with pay rate authorization

#
Authorizations for deductions (e.g. health insurance, life insurance, retirement contribution, union dues, TD1 form for income tax exemptions)

#
Termination notice

11.25
A personnel file should establish the reality of a person's existence and employment. The background investigation report (prior employment, references, social security number validity check, credentials investigation, perhaps a private investigator's report) is important for employees in sensitive areas such as accounting, finance, and asset custody positions. One of the primary system controls is capable personnel. Experience is rich with errors, irregularities, and frauds perpetrated by people who falsify their credentials (identification, college degrees, prior experience, criminal records, and the like).

11.26
Documentary support for validity and accuracy of payroll transactions:

#
Personnel file--hiring notice, rate and deduction authorizations

#
Timekeeping records--approval of pay base (time, production)

#
Payroll register--journal support for paycheck production (cash disbursement)

#
Cancelled checks--actual payment document

#
Cost accounting labor cost analysis--reconciliation of labor cost distributed to expense and production to labor paid by payroll

#
Wages clearing account--should be zero balance

#
Government tax reports--should reconcile with YTD earnings records in detail and in total

11.27
Federal quarterly and annual can be reconciled with the total of the employees' YTD earnings records. These tax returns do not contain detail schedules for each employee's earnings.

Employees' T4 reports can be compared in detail to the YTD records. The total of the T4 gross earnings should match the total wages reported on the quarterly withholding tax return.

In provinces that require detail schedules of earnings in state unemployment tax returns, the YTD earnings record details can be compared to the tax returns.

11.28
The purpose of examining endorsements on the back of payroll checks is to try to detect spurious endorsements by fictitious employees or by other company personnel who may have stolen the checks. Look for second endorsements and investigate whether they are signatures of other company personnel.

11.29
The common errors for irregularities in the personnel and payroll cycle are (1) recorded employee transactions are not valid (fictitious employee), (2) recorded attendance transactions are not valid (fictitious hours), and (3) incorrect cost accounting for labor. Auditors look for separation of duties, proper authorizations and good reconciliations to prevent or correct these errors or irregularities. Auditors should be alert to a foreman having too many incompatible responsibilities (e.g., hiring, authorization of hours, authorization of pay rate, distribution of pay checks and dismissal--only authorization of hours is a proper responsibility).

11.30
The auditors need to be careful not to make themselves obvious. Standing around in a manufacturing plant at 6:00am in the standard blue pinstripe suit uniform is as good as printing "Beware of Auditor" on your forehead. People will then be on their best behavior, and you will observe nothing unusual.

Find an unobtrusive observation post. Use a video camera. Get a knowledgeable office employee to accompany you to interpret various activities. Perform an observation that has a chance of producing evidence of improper behavior.

11.31
An auditor can determine whether the amount of labor cost charged to production was actually paid to employees by comparing the labor cost in production reports to the labor cost paid in payroll reports.

11.32
The surprise observation enables the auditor to see how the distribution system really works and increases his chances of detecting fraud. Such an observation involves taking control of paychecks, then accompanying a client representative as the distribution takes place. The auditor checks to see that each employee is identified and that only one check is given to each individual. Unclaimed checks are controlled and examined to detect any fictitious persons on the payroll.

11.33
Generalized audit software (GAS) could be used to match the following files and fields with all differences printed out (including unmatched employee numbers).

	Personnel master file--employee number
	matched to
	Payroll master--employee number

Employee earning record--employee number

Employee deductions--employee number

Time card transactions--employee number

Cost distribution--employee number

	Payroll master file--employee number
	matched to
	Employee earnings records--employee number compensation class

	Personnel master file--withholding factors (converted to deduction codes)
	matched to
	Payroll master--deduction codes


GAS could also be used to convert time card transactions (with the payroll master, compensation and deduction tables) to current gross earnings, deductions and net earnings for one period. This is called "parallel simulation."

11.34
Control documents and control procedures that are not used are no good at all for preventing, detecting, and correcting errors, irregularities, and frauds. They are a pretense and facade for ineffective control.

11.35
An auditor can find out whether control documents and control procedures are followed by client personnel first by asking (internal control questionnaire). If the answer(s) is (are) affirmative, the tests of controls reperform the control procedures to determine whether they were performed satisfactorily.

11.36
Failure to perform control procedures when documents for the checking comparisons are available.

No separation of these duties and responsibilities: (1) transaction authorization, (2) recordkeeping, (3) custody of, or access to, assets, and (4) reconciliation of actual assets to the accounting records.

The payroll employee who has responsibility for preparing personnel files for new hires, approval of wages, verification of time cards, and distribution of payroll checks can "hire" fictitious employees, fake their records, and order checks through the payroll system.

11.37
There may be little difference between tests of controls and tests (audit) of balances in the payroll area. Payroll is a "class of transactions," not really a balance. It has no external existence that can be observed, touched, confirmed, counted, or otherwise audited with the procedures auditors generally regard as detail substantive procedures. Some substantive analytical procedures can be employed to produce evidence of payroll amounts, and these are not detail test of control procedures.

SOLUTIONS FOR KINGSTON CASE PROBLEMS
11.38
Payroll Flowchart

a.
The flowchart is on the next page.

b.
I wish I had collected (i.e. I wish the problem had been clear about):

Information about whether employees sign payroll forms--pay rate, deductions, application, etc.

Information about the files maintained by the personnel department.

Information about how many take-home sheets are prepared, because it seems that each supervisor gets one (for his own employees or for all employees?).

Information about where the old timecards are filed.

Information about whether the review and recalculation done in the payroll department reperforms the payroll register preparation using the rate files and timecards or merely recalculates the math on the payroll register. The reperformance would be a better review.

Information about how long the supervisors are permitted to hold unclaimed checks.

[see Figure 11.38 ON NEXT PAGE

KINGSTON COMPANY: PAYROLL SYSTEM FLOWCHART]

11.39
Payroll Bridge Working Paper

Index
KINGSTON COMPANY
Prepared_____Date_____


Payroll Controls
Reviewed_____Date_____


December 31, 2002

	Item
	Strength/Weakness
	Audit Procedures

	S-1
	Personnel functions are separate from payroll functions.
	Scan personnel files for signatures by payroll personnel. Scan payroll rate/deduct files for authorized signatures by personnel people.

	S-2
	Timekeeping is controlled by a mechanical device instead of by supervisors.
	Observe hourly employees using the time clocks.
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	S-3
	Timecards are approved by supervisors--preventing unauthorized people getting timecards.
	Select a sample of old timecards and review for supervisors' authorized signature.

	S-4
	Payroll registers are reviewed and recalculated, preventing clerical error.
	Select a sample of payroll registers and look for signature of reviewer. Recalculate these registers.

	W-1
	Payroll does not keep a copy of the payroll register, so a fictitious employee could be added afterwards (by accounts payable, with a check prepared).
	Using the sample of payroll registers. Scan for any evidence (handwriting, etc.) of added names and amounts. Vouch last few names to timecards and Board minutes for evidence employee exists.

	S-5
	Review by treasurer helps prevent improper payments to the extent the treasurer is knowledgeable.
	Scan the sample of payroll registers for signature of treasurer indicating review performed.

	S-6
	Salaried people must appear in person, thus inhibiting fictitious employee ploys.
	Try to be nearby to observe people picking up their paychecks.

	W-2
	Supervisors who approve timecards should not also distribute paychecks and hold unclaimed checks. Supervisors could fail to report a terminated employee, prepare a timecard, receive a check, and steal it.
	Take control of a payroll for a surprise observation. Distribute the paychecks in person, requiring each employee to produce personal identification. The purpose is to prevent a person from picking up more than one check. Investigate unclaimed checks, perhaps by direct contact with the employee.


SOLUTIONS FOR MULTIPLE-CHOICE QUESTIONS
11.40
d.
Auditors need to determine whether the cost accounting system assigns costs properly to the inventories.

11.41
b.
The perpetual inventory records probably contain the most reliable record of the quantities actually issued.

11.42
d.
Someone who both hires personnel and has custody of paychecks could create a fictitious employee and also get the paycheck.

11.43
c.
Actual observation--meeting the people--produces the best evidence of the "existence" of the employees.

11.44
c.
Preparation of government reports is the least objectionable of the choices, and the reports can be cross-checked to other records.

11.45
b.
Surprise payroll distribution is especially appropriate when control risk of fictitious employees is high.

11.46
a.
Recalculation of the proper amount of FICA will reveal erroneous calculations by the bookkeeper. (The question of how this bookkeeper actually got the money is not clear in the question, however!)

11.47
d.
Vouching payroll to time cards produces evidence of validity--persons paid for the actual hours worked.

11.48
c.
A special bank account for unclaimed wages is typical. (A safe deposit box--choice (a)--is about the same. Neither of these choices tell anything about who has access to the safe deposit box or the bank account.)

11.49
b.
Correct. The reconciliation of time charged to jobs and time paid by payroll gives the opportunity to detect lack of agreement between the two sources of labor time information.

11.50
b.
Correct. All the other data (employee numbers, job numbers, reconciliation of hours) can be calculated with computer operations on computer file data. Supervisors' signatures are not "visible" to the computer. (However, some systems may have supervisory access that involves an "approval" implicit in the entry of payroll data.)

SOLUTIONS FOR EXERCISES AND PROBLEMS
11.51
ICQ Items: Possible Error or Irregularity Due to Weakness

Question
Possible Error or Irregularity


1
Unauthorized production for personal products.


2
Work in process omitted from job cost accounting.


3
Materials withdrawn from inventory or hours worked for unauthorized projects.


4
Foreman incorrectly requests material or assigns job skills.


5
Not all material or labor accounted for correctly. Foreman could also conceal unauthorized material or labor in authorized job.


6
Production orders lost and accounting incomplete.


7
Labor or material used but not recorded.


8
Valid materials or time not accounted for, or invalid materials or time allowed.


9
Material usage omitted from charges to jobs.


10
Production may be started for uneconomic jobs or personal projects.


11
Materials and labor may be used for uneconomic jobs or personal projects.


12
Issue slips not compared to material used reports. Material withdrawn from inventory not accounted for.


13
Differences not investigated. Labor used not accounted for by assigning to a job.


14
Obsolete costs used, inventory improperly valued.


15
Comparison not made or difference not investigated. Production completed not put into inventory.


16
Accounting entries may get put in the wrong account.


17
Errors in summary entries not detected and corrected.

11.52
Test of Controls Audit Procedures

	Procedure


	(b) Control Objective
	(a) Strength

	(1)
	Valid work-in-process inventory transactions are recorded and none omitted.
	Preparation of summary material and labor entries.


	(2)
	Valid finished goods inventory transactions are recorded and none omitted.
	Preparation of summary finished goods inventory entries.

	(3)
	Recorded labor and material transactions are valid
	Independent check on materials and labor used.

	(4)
	All material issues are authorized.
	Issue forms secure and used by authorized personnel.

	(5)
	Recorded transactions are valid.
	Separation of recording from custody of assets.

	(6a)
	Material used recorded in proper period.
	Recording of materials used.

	(6b)
	Job accounting complete.
	Standard control number.

	(6c)
	Material used authorized.
	Material received, custody.

	(6d)
	Job cost accounting accurate.
	Proper material received.

	(6e)
	Material release recorded.
	Proper release of materials.

	(6f)
	Authorized issue of material and in proper period.
	Material release authorized and timely.

	(7)
	Inventory recorded in proper period.
	Timely recording.


11.53
a.
Compare aspects of control with which the labor-cost report proposal complies and examples from the case to support each of the aspects cited:

1.
Proposal is flexible and widely applicable. Example--it can be used for all types of jobs.

2.
Proposal should be economical. Example--data required are generally available and most calculations are made currently.

3.
Proposal focuses attention at the proper organizational level. Example--the department is the basis for the report.

4.
Proposal emphasizes a significant cost element. Example--labor is a major element of cost.

5.
Proposal provides for quantitative evaluation. Example--job estimates act as standards.

6.
Proposal provides for a comparison of actual results to standard to ascertain deviations. Example--actual labor costs incurred by the department are compared to estimates.

7.
Proposal provides for an independent party to make the comparison. Example--an accounting clerk makes the comparison.

8.
Proposal emphasizes exception reporting. Example--only significant variances are sent to the production manager.

9.
Proposal recommends corrective actions to go to someone who can take actions. Example--the recommendations are sent to the production manager.

b.
Common aspects of control with which the departmental labor-cost control method does not comply and examples from the case to support each of the aspects cited:

1.
Proposal fails to reflect the nature and needs of the activity. Example--the appropriate comparison should be by job, not department's total.

2.
Proposal fails to consider on-the-spot action. Example--no mention is made of possible responses within departments when variances arise. Most jobs are completed within the two-week payroll period.

3.
Proposal fails to provide specific criteria for identifying problems. Example--the accounting clerk is given little guidance in determining whether a significant variance exists.

4.
Proposal fails to reflect organizational pattern--emphasizing where responsibility for action lies. Example--department foremen do not receive a copy of the report when significant deviations occur.

5.
Proposal fails to provide for prompt investigation. Example--investigation depends on the assistant controller's available time.

6.
Proposal fails to consider changed conditions. Example--no mention


is made of any considerations given to the estimation process or revisions.

7.
Proposal fails to consider all possible causes. Example--no indication is given that costs other than labor were considered.

11.54
Audit the Fixed Asset and Depreciation Schedule

(a)
The Computer B system is depreciated for a full year ($583,000), but depreciation should be calculated for only 8 months. Correct amount is $389,000.

The depreciation on the Press should be $75,000 instead of $150,000. Somebody doubled the depreciation expense for this year.

Accumulated Depreciation
269,000

Cost of Goods Sold

67,500

Inventory

7,500

General and Admin Expense

194,000

(b)
List two audit procedures for auditing the fixed asset additions.

The best way to approach this requirement is to write a procedure for each assertion.

Building 2:
Existence: Inspect the building to determined that it is "in productive use" (evidence of existence).

Rights (Ownership): Vouch the legal title papers and recorded deed for evidence of ownership.

Valuation: Vouch the contractor's billings and the payments for evidence of appropriate cost valuation.

Presentation and Disclosure: Study any related loan agreements for pledge as security for loans in relation to necessary disclosure. Inspect insurance policies for evidence of adequate insurance (inadequate insurance may require disclosure).

Completeness: Inspect Building 1 and make inquiries about whether any part of it has been sold or leased since the new building was occupied (evidence of completeness of recording of dispositions, if any).

Computer B system.
Existence: Inspect the computer and observe it in operation (existence)

Rights (Ownership) and Valuation: Vouch purchase and title documents (ownership and cost valuation).

Presentation and Disclosure: Study any related loan agreements for pledge as security for loans in relation to necessary disclosure. Inspect insurance policies for evidence of adequate insurance (inadequate insurance may require disclosure).

Completeness: Vouch expenses in the repairs and maintenance accounts (or similar accounts) for installation and testing costs that should be capitalized (evidence of completeness of recording asset cost).

Auto 2
Existence: Inspect the auto and observe it in operation (existence).

Rights (Ownership) and Valuation: Vouch purchase and title documents (ownership and cost valuation).

Presentation and Disclosure: Study any related loan agreements for pledge as security for loans in relation to necessary disclosure. Inspect insurance policies for evidence of adequate insurance (inadequate insurance may require disclosure). Insurance may be required for lawful operation. Inquire about its use; if by executive officers, it may need to be reported as compensation in the proxy statement (public companies).

Completeness: Vouch expenses in the repairs and maintenance accounts (or similar accounts) for typical additional costs (e.g. tax, title, license) that should be capitalized (evidence of completeness of recording asset cost).

(c)
The loss on the sale of the Computer A system should be $542,000 ($5,000 - $3,958 - $500). The gain on the sale of Auto 1 (fully depreciated) should be $1,000.

The cash flow from investing activities should show cash inflow from sale of assets in the amount of $501,000. There should be cash outflow for purchase of assets in the amount of $ $45,522,000.

11.55

	Question (abbreviated)


	Possible Error or Irregularity

	1.
Employees paid by check?
	1.
Errors in withholding, rate.

	2.
Special payroll bank account 


used? hours or fictitious 


employee.
	2.
Bank reconciliation errors.

	3.
Independent payroll check 


signers?
	3.
Fictitious employees.


Unauthorized payments.

	4.
Independent bank statement 


reconciliation?
	4.
Fictitious employees, 


incomplete accounting.

	5.
Payroll employees rotated, take 


vacations and bonded?
	5.
Fictitious employees.

	6.
Timekeeping independent of 


payroll?
	6.
Fictitious employees or hours.

	7.
Personnel department reports


employees terminated to payroll 


department?
	7.
Terminated employees paid and 


another cashes checks 


Fictitious employee)

	8.
Payroll compared to personnel 


files?
	8.
Fictitious employees.

	9.
Independent check distribution?
	9.
Fictitious employees.

	10.
Unclaimed wages controlled?
	10.
Improper cashing of checks.

	11.
Occasional surprise payoff by


internal auditors?
	11.
Fictitious employees.

	12.
Personnel department reports 


employees hired to payroll 


department?
	12.
Unauthorized employee paid. 


Fictitious employee)

	13.
Payroll checks prenumbered? 


Sequence checked?
	13.
Checks issued and not recorded.

	14.
Wage rates approved.
	14.
Unauthorized rates, improper 


rates.

	15.
Deduction authorizations signed


by employees?
	15.
Incorrect deductions.

	16.
Hours and cost distribution 


approved by supervisor?
	16.
Hours overcharged (fictitious 


hours).

	17.
Timeclock used.
	17.
Incorrect hours claimed and 


paid

	18.
Payroll sheet signed and 


approved?
	18.
Unauthorized employees, hours,

 
or rate.

	19.
Cost records reconciled to 


payroll?
	19.
Incomplete accounting--usually


cost records not complete.

	20.
Periodic audit of payroll by 


internal auditors?
	20.
Undetected errors and 


irregularities (all of the 


above).

	21.
Classification instructions?
	21.
Misclassified debits in 


accounts.

	22.
Reconciliation with tax reports?
	22.
Over/underreporting.

	23.
Review by acctg officer?
	23.
Accounting and classification 


errors.


11.56
1.
a.
Recorded payroll transactions are valid (no fictitious employees).

b.
Select a sample of personnel files for new hires and terminations and trace to reports submitted to the personnel department. Trace also to first or last paycheck issued and to cumulative payroll records.

c.
Paychecks might be delayed and terminated workers might continue to be "paid" (with theft of check by someone else) if payroll is not promptly notified of new hires and terminations.

2.
a.
Recorded payroll deductions are valid.

b.
Select a sample of payroll deductions and vouch them to signed authorizations.

c.
Incorrect amounts might be deducted from pay.

3.
a.
Recorded payroll transactions are valid and authorized.

b.
Observe the timekeeping operations to determine whether they are performed separately.

c.
If payroll department personnel were also responsible for time records, they would have effective control over transaction authorization (i.e., hours worked approval) and could overpay themselves or friends.

4.
a.
Payroll and labor cost transactions are complete.

b.
Obtain reconciliation worksheets or check-off reports and see if the reconciliation is done.

c.
Cost accounting records might contain more or fewer dollars than actually paid (per payroll data). Simple errors in cost analyses might occur.

11.57

a.
In addition to the usual payroll audit procedures, the audit program should include special procedures directed to the areas of internal control weaknesses.

1.
Determine by inquiry, scanning of payroll sheets and minutes of the salary committee which offices had high turnover in personnel. Scanning of payroll sheets might reveal alterations of salaries and deductions.

2.
For selected offices, foot a representative number of payrolls.

3.
Check computation of salaries and deductions.

4.
Trace payroll deductions to the branch office's accounting statements.

5.
Trace earnings and deductions to individual payroll records.

6.
Compare signatures on payroll sheets with signatures on TD1 forms or other personnel forms.

7.
Compare questionable signatures with handwriting samples of the branch manager.

8.
Compare payroll sheets and minutes of the salary committee for agreement as to starting dates, terminations, promotions, salary adjustments and transfers.

9.
Compare dates on TD1 forms and other personnel forms with payroll sheets as further indication of correct starting date.

10.
As a further test of the authenticity of employment and termination dates, compare names and dates appearing on state reports of unemployment compensation paid to former employees.

11.
Review reports submitted by the area supervisors for references to personnel.

12.
Consider the relationship of the number of personnel and salary costs in comparison to the business volume.

13.
Prepare negative confirmations to be mailed with TD1 forms. Investigate any unclaimed TD1 forms.

14.
Observe a salary distribution, or if not possible, include in your field working paper instructions the requirement that the field auditor should list personnel working in the office for subsequent comparison to the payroll records.

b.
Internal control has many weaknesses because of the reliance on one person, the branch manager.

1.
Fictitious new employees might be "hired and released" within a short time.

2.
Fictitious part-time or temporary personnel might be placed on the payroll.

3.
A terminated employee might be continued on the payroll for some time before a termination notice is forwarded.

4.
Unclaimed wages might be diverted.

5.
The branch manager might overpay himself by not deducting for unauthorized absences.

6.
Legitimate salary increases or promotions might be diverted.

7.
Deductions for withholding tax and net pay might be changed.

8.
Hours might be increased and salary recomputed.

11.58
Major Risks in Payroll Cycle

	Payroll Cycle Risk
	Control Objective
	Assertion

	Paying fictitious "employees"
	Validity, only valid transactions recorded
	Existence, employees exist

	Overpaying for time or production
	Accuracy, pay accurate amounts earned
	Valuation of payroll amounts, proper inventory, cost of goods sold, and expense amounts

	Incorrect accounting for costs and expenses
	Classification, correct classification of costs and expenses
	Presentation and disclosure, consistent, and


11.59
The purpose of this question is to generate discussion about how difficult it is to determine where authorization takes place when a computer is involved. However, since authorization is an important control procedure, the point(s) of authorization should be determined. Authorization of payroll transactions cannot be determined without understanding the complete flow of transaction processing (manual and computer).

The following could be points in the flow where authorization takes place:

*
When the computer application program is written (and approved) to accept certain employee codes and to compute the gross payroll and the net amount.

*
When the foreman initials the time card. (Alternatively, the time may be automatically entered from a time clock into the computer files without foreman initials--then the employee clocking in and out is the authorization.)

*
When payroll batches of time cards are totaled and submitted to data conversion.

*
When the time cards are key punched or optically scanned.

*
When the payroll programs are run using the time clock transactions and the payroll master file.

*
When the signature plate is installed on the printer and checks are printed.

*
When the pay rate is entered into the employee master file.

11.60
This discussion question brings up the auditors' responsibility when payroll is processed by a service bureau, a common occurrence in many smaller businesses. The main point is that the audit control concerns are the same wherever the data is processed. Following are some of the discussion points that have come up in the past use of this question.

*
Audit planning will require determination of whether a report is available from the service bureau, prepared by independent auditors (service auditors). Of particular interest is whether the service auditor's report covers "design only" or covers both "design and certain tests of controls."

*
When a service bureau is used, client personnel are responsible for user input and output control, e.g., authorization, completeness (batching), reconciliation of input controls to output.

*
Specific contractual agreements of control responsibilities between the client and the service bureau need to be examined and evaluated.

*
General controls are the responsibility of the service bureau, e.g., system and program documentation; backup for computer processing, data files, documentation and staff; and restrictions over access to computer equipment, data files and programs.

*
Service bureau processing requires increased emphasis on client procedures for verifying continuing authority, completeness and accuracy of master file.

*
Service bureau processing requires increased emphasis on error correction and resubmission procedures.

SOLUTIONS FOR DISCUSSION CASES
11.61
Croyden Factory, Inc., Evaluation of Flowchart for Payroll Control Weakness (problem flowchart is a transparency master at the end of the instructors' manual)

a.
Weaknesses in the system of internal control are the following:

1.
Lack of approval of the foreman's clock card by an appropriate supervisor is an unsound practice. Employees should not be permitted to maintain their own time records and submit them without approval.

2.
The computation of regular and overtime hours prepared by payroll clerk no. 2 that is used in the preparation of the payroll register is not compared with the summary of regular and overtime hours prepared by the foreman.

3.
Arithmetic computations and rates of pay used in the preparation of the payroll register are not checked by a person who is independent of their preparation and payroll register columns are not verified (re-added) by a person other than the preparer of the payroll register.

4.
Payroll checks are not reconciled to the payroll register in order to prevent improper disbursements.

5.
A signature-stamp machine should not be in the custody of any payroll clerk who has access to unsigned checks.

6.
Payroll is not approved by an officer of the company.

7.
Since the paymaster should be independent of the payroll process, signed payroll checks should not be distributed by the foreman.

8.
Unclaimed payroll checks should be in the custody of an employee who is independent of the payroll process.

9.
The comparison of (regular and overtime) hours indicated on payroll check (or attachments) with (regular and overtime) hours indicated on clock cards should not be performed by the clerk who is responsible for the original computation of (regular and overtime) hours indicated on clock cards.

10.
The comparison of gross and net payroll indicated on payroll check (or attachments) with gross and net payroll indicated in the payroll register should not be performed by the clerk who is responsible for preparing the payroll register.

b.
One should inquire whether

1.
Payroll clerk no. 2 checks clock cards for the foreman's written approval.

2.
Payroll overtime is indicated on clock cards.

3.
Employment, wage, and related data in payroll files are periodically crosschecked with personnel files for agreement.

4.
The punching of clock cards is observed by a timekeeper.

5.
Other mitigating internal control measures (for example, bonding, required vacations, and so forth) are in existence.

11.62
Vane Corporations Control Weakness in Computerized Payroll System

	Control Weakness:

Payroll Procedure


	Recommendations



	1.
Time card is not adequate.


	1.
Time cards should be preprinted and/or prepunched and prenumbered.

	2.
Timekeeping function is inadequate.
	2.
Company should employ a time clock and timekeeping should be a separate department.

	3.
Inadequate control in completion of time.
	3.
Foreman should approve (sign) all time cards and job tickets.

	4.
Inadequate control in the collection of time cards and distribution of paychecks.
	4.
a.
Timekeeping should control the issuing and collecting of time cards.

b.
Paychecks should not be distributed by foreman. They should be mailed directly to the employee, distributed by the internal audit staff or someone else independent of the plant.

	5.
Inadequate job cost reporting.
	5.
Job costing should be integrated with payroll system; time cards and job tickets should be reconciled daily.

	6.
Weakness in handling non-routine changes such as new employees, terminations, pay rate changes, etc.
	6.
Personnel department should be the only one authorized to make changes.

	7.
Inadequate labor reports for foremen.
	7.
Improved timekeeping function and integration of payroll and job costing system could provide foremen with the desired reports.

	8.
Payroll checks are written on regular bank account.
	8.
A separate imprest payroll bank account should be established to limit possible losses through fraudulent disbursements and to facilitate easier reconciliation of accounts.


(Item numbers for this section are keyed to the seven errors listed in the problem.)

	Control Weakness:

Computer Processing
	Recommendations

	1.
Check not processed due to 


transposition error.
	1.
Prepunched time cards (same as 1.a.


under Payroll Procedures) and employ 


an edit run to check validity of 


employee number, e.g., check digit.

	2.
No limit test on payroll


processing of gross wages.
	2.
A limit test should be incorporated


into the program to halt the


processing of any employee's record


whenever the gross wages exceed $300 


per week; a listing of all 


exceptions would be prepared for 


review to determine if the amounts 


were accurate or needed to be 


corrected.

	3.
No controls to assure that all


items submitted were processed


(poor batching methods).
	3.
Implement programmed batch controls,


e.g., a total of employee number, 


record counts.

	4.
a.
No protection against 



inadvertent destruction of 



master tapes.

b.
Possible limited file 


reconstruction ability.
	4.
a.
Employ file protection ring.

b.
At least two previous master


tapes should be maintained until 


the master tape is proved by 


subsequent run (son-father-


grandfather concept).

	5.
a.
No limit test of 



processing of labor hours.

b.
Lack of input 


verification.
	5.
a.
A limit test should be 



incorporated into the program to 



halt the processing of any 



employee record whose labor 



hours exceed 60; a listing of 



all exceptions would be prepared 



for review to determine if the 



hours were right or needed to be 



corrected.

b.
Errors can be eliminated by key 


verification or use of a time 


clock.

	6.
Records in master file are 


skipped, indicating master 


files are not proved properly.
	6.
Employ tape label which would have


record counts.

	7.
Improper modifications of data


by computer operator.
	7.
Operators should not be allowed to 


make data changes at the console, 


the console log should be reviewed 


regularly for operator 


interruptions, and the programming 


and operator functions should be 


separated.

	

	


11.63
Payroll Test of Controls

[SEE FIGURE ON NEXT PAGE]

	Procedure
	Evidence

	Sample of Clock Cards:

B-2
Note supervisors' approval.

Trace to periodic payroll registers.
	Missing approval deviation

Wrong hours deviation.

Wrong employee deviation.

	Sample of Payroll Register Entries:

B-1b
Vouch hours paid to clock cards and supervisors' approval.
	Wrong hours deviation.

Missing approval deviation.


11.63 Payroll Test of Controls
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	B-1c
Recalculate gross pay, 


deductions, net pay.

B-1d
Recalculate payroll registers.
	Inaccurate pay calculation deviation.

Inaccurate payroll summary deviation.

	B-1e
Examine canceled payroll checks


and employee endorsements.
	Inaccurate check amt. dev.

Invalid endorsement deviation.

	B-3
Vouch periodic payroll totals to payroll bank account transfer vouchers and deposit.
	Inaccurate payroll transfer deviation.

Missing payroll transfer deviation

	B-4
Trace payroll entries to YTD records.

Reconcile YTD records with total payrolls.
	Incomplete update deviation

Inaccurate payroll (tax return) deviation.

	B-6
Trace payroll to management reports and to general ledger postings.
	Accounting incomplete dev.

Accounting incomplete dev.


11.64
Cost Accounting Test of Controls

[SEE FIGURE ON NEXT PAGE]

	Procedure
	Evidence

	Sample of Cost Accounting Payroll Analyses:

C-1a
Reconcile periodic totals with payroll register record of payments.
	Incomplete costing dev.

	C-1b
Vouch costs to time records.
	Invalid time analyzed dev.

	C-2
Trace cost accounting labor distributions to management reports and postings in general ledger and subsidiary account(s).
	Inaccurate reporting dev.

Incomplete accounting dev.

Wrong classification dev.

	Sample of Recorded Labor Cost Items:

C-3
Vouch labor cost entries to supporting labor cost analyses.
	Invalid entries deviation.


11.64 Cost Accounting Test of Controls
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11.65

The case involves a processing error for currency exchange on a purchased inventory cost component. An understanding of inventory costing has to be applied to analyse the problems in the case. An approach to analyzing the case is as follows. Other approaches are possible.

a) Assuming Thermox will ultimately pay the exchange difference to the supplier, one impact is that accounts payable is understated by the amount of exchange that was underpaid. A further error exists in the standard costing formula, since the Canadian dollar price is significantly higher than the US dollar amount used in the formula. This will result in inventory and cost of sales, which are measured at standard cost, being understated. Because these errors tend to offset each other, there may not be large variances and the problem would not be evident through controls that involve monitoring cost variances.

b) Records and analyses include the standard costing formula and materials listing for items that Thermox produces, the supporting documentation for material prices and other costs included in standard costs, the usage of the component that is incorrectly priced in work in process and finished goods inventory and goods sold during the period. The auditor would need to assess the extent to which the pricing error is reflected in production costs during the year (for costs of sales valuation) and in the year end inventory on hand ( for WIP and finished goods valuation). For accounts payable, records include the total purchases of the item in question in US dollars, the amount paid and recorded in Canadian dollars, and management’s intent regarding payment of the difference.

c) A control procedure of periodic comparison of standards cost components to actual suppliers being used and prices of components would detect changes of this kind. The procedures should also provide for revisions to be made to standards costs when appropriate, and these changes should be independently reviewed and  approved.

11.66

The question requires one to consider what different errors discovered in control testing may indicate about control conditions and what action by the auditor would be appropriate to address the findings. Various interpretations are valid, depending on assumptions made. One possible set of analysis and conclusions is set out below.

a) Labour cost recording is incomplete. Comparisons to budget (assuming budgets are realistic and designed for control purposes) are not being followed up. Alternately, labour costs efficiencies have been realized and budgets have not been updated to reflect this, or budgeting is not being done on a realistic basis. The auditor should make enquiries to determine what is actually occurring

b) Validity of labour costs is in question. High frequency of discrepancies suggests either daily labour reports are incomplete (e.g. not regularly kept up to date for new employees, exacerbated if employee turnover is high), or false claims of hours worked are being entered. Follow up should be enquiry and examination of procedures for authorizing employee pay, to determine if the unidentified employees can, and did, receive pay.

c) Accuracy (i.e. validity or completeness) of labour costs is in question. The control of comparison of labour cost entries to actual pay potentially is not being used effectively if these kinds of  discrepancies are occurring but not being followed up. Further enquiries and examination to indicate frequency and whether the control is being applied effectively throughout the audited period.

d) Validity and authorization of inventory costs is in question. The control of dual accumulation of costs (WIP listing and material usage report based on materials issued slips) indicates discrepancies. Enquiry whether both systems are being implemented (seems a costly system considering the risk involved, unless materials are very valuable and easy to steal) and whether comparison of actual material use to materials issued is followed up to resolve discrepancies, if not the control is not very effective.

11.67 

The question requires one to consider the audit independent issues. The cost deferrals manipulations in the case are similar to the techniques used by WorldCom to overstate its results, a case currently in the news. This is also of ongoing relevance in Canada as cost deferral is generally accepted in practice and used more widely than in the US. 

One issue of auditor independence is the arrangements around fees, that appear to give the auditors an interest in the successful outcome of the IPO that they may put ahead of their duty of care, i.e. their duty to be objective about the financial statement information in the interests of potential users (investors in this case). This self interest of the auditors led to inadequate verification and even complicity with misstatements in the financial statements.

Given recent incidents of corporate malfeasance and audit failure (e.g., WorldCom, Enron, Andersens)  the SEC penalties seem inadequate to send the message that self interested behaviour by auditor is not tolerable, and in the case of public companies this can be very detrimental to the interests of investors and can destroy their confidence in the stock market. One can speculate that under current conditions, the penalties imposed on the auditors would be far more severe.

11.68
Payroll Flowchart Control Points

Note for Instructors: Use the solution for 8.56.

11.69
Test Data Transactions in a Payroll Processing System

Note for Instructors: Use the solution for 17.50.

a.
The PA must test the cut-off of sales and accounts receivable at the balance sheet date.  If the items are to be excluded from inventory, the PA must ensure that sales invoices are prepared and revenues (and related accounts receivable) are recorded in the current year.  But excluding the items from inventory and recording sales in the current year is probably inappropriate since the products have not yet been shipped to customers.  The fact that the trucks were parked at the shipping duck suggests that they belong to the company, not an independent common carrier.  As a result, title to the goods would not pass until delivery at the customers’ places of business, and revenue should not be recognized just because the trucks were loaded prior to year-end.

b.
The PA needs to perform additional tests of obsolescence.  He should examine the perpetual records to determine the dates of production of the questionable items and the pattern of recent sales.  Also, he should verify that the items are sold in the company’s current product line by examination of catalogues, price lists, etc.  In addition, he should verify sales of these items subsequent to year-end.  Finally, the PA must ensure that the goods are valued at the lower-of-cost or market by comparing the carrying cost to the net realizable values of the inventory.  In doing so, the PA should discuss with appropriate personnel the size of the price discounts which will likely be required in order to “move” this stock.

c.
The PA should discuss this apparent change in the method of calculating costs (reclassification of period costs to product costs) with management to determine the reason for the change.  Presumably there must have been a major change in the nature of work done by electrical engineering to justify the change in accounting policy.  The PA should verify through discussions with engineering personnel and examination of available time records, that the costs charged to overhead actually relate to current production, and not new product development, etc.  Finally, the PA should calculate the effect of the change in cost calculation upon inventories and net income and consider whether disclosure of the policy change in the final statements is necessary.

d.
The PA should thoroughly discuss the situation, and its possible implications, with management.  The lack of agreement between the actual goods on hand and the perpetual records may indicate problems in the physical control over inventory items, problem with the perpetual inventory system, or both.  The PA needs to consider the impact of these system problems on his assessment of control risk.  He should also discuss any specific control problems in his management letter issued at the conclusion of the audit.  However, since the company took a complete physical inventory at year-end, this control problems will not directly result in misstatements of balance sheet inventory amounts or recorded costs of sales.  

11.70
Audit Approach: Inventory and Deferred Cost Overstatement


TOYING AROUND WITH THE NUMBERS

Audit Objective: Obtain evidence to determine the valuation of manufactured inventory at lower-of-cost-or-market

Control: The sales forecast should be based on realistic assumptions and expectations. The company should have documentation or plausible explanations for the assumptions underlying the forecast.

Detail records of tooling cost balances by toy line should carry forward from the end of the prior year to the beginning of the current year in the same amount and for the same toy lines, just like the cost of fixed assets.

Test of Controls: There is nothing routine about reviewing a sales forecast for reasonableness. The company's documentation, if any, should be studied. Persons responsible for its preparation should be interviewed. One typical procedure is to track the record of management's past sales forecasts with subsequent actual sales experience. Responses to inquiries should be analyzed for reasonableness on whatever bases are available (excluding wild optimism).

Test of Balances: Much of the balance-audit work on inventory obsolescence flows directly from the control testing. In this case, the validity of the forecast was the crucial step because inventory was not even flagged for LCM calculation unless it exceeded the forecast. (Not much could be determined from the physical observation because toys don't show signs of mold or rust. When oversupplied, they are sold at close-out prices. However, a few kinds of parts and raw materials might be "observed" as questionably obsolete.)

Review the forecast for curious discrepancies. In this case zero differences between inventory quantity on hand and forecast sales of toys and usage of parts should bring suspicion that the forecast was "plugged." Further inquiry into the forecast process is warranted.

Beginning balances of unamortized tooling costs should be traced to prior year working papers or the client's prior year records. This should have showed the movement of prior year amounts to different toy lines.

Amortization rates should be tested against the forecasts, and the forecast experience should be reviewed.

Discovery Summary (Adapted: ASR 292): The auditors did not notice anything curious about inventory quantities and forecast quantities being equal in 19 of 128 lines sampled for detailed audit. They did not notice the interchangeable part numbers' reference to the part itself instead of to a new toy. In one of the years, they did not compare prior forecast to subsequent actual sales experience; in the other year, the auditors made the comparison, but accepted management's explanation of how sales would increase.

The auditors apparently did not trace the beginning tooling balances to prior year-end balances and failed to notice the movement of the amounts to other toy lines. However, they did notice the poor forecast experience for tooling amortization and recommended an additional $2 million amortization of the prepaid expense. After discussion with management, an adjustment to amortize another $1.4 million tooling cost was recorded. That still left the balance overstated because the auditors recommended an adjustment only for the sample of items they tested and did not project the misstatement to the entire deferred cost population.

11.71
Audit Approach: Inadequate Payroll Time Records


PAYROLL IN THE BLUE SKY

Objective: Obtain evidence of the validity of labor costs deferred as tooling and the amount claimed as cost overrun reimbursement on defense contracts. Obtain evidence of the "existence" of the labor cost reimbursement claim in terms of its being supported by sufficient documentation to justify carrying as an asset.

Control: The major control lies in the procedures for documenting the validity of labor cost assignments identifying the time and cost specifically to the categories claimed. For the reimbursement claim, the circumstances also need to meet the terms of the contract respecting cost overrun reimbursement.

Test of Controls: The test of control procedure is to select a sample of journal entries that created the assets--deferred tooling cost and cost

reimbursement claim. Vouch them to supporting documentation. The transactions can be audited for control over validity and accuracy. However, these procedures will also satisfy the dual purpose of auditing the asset balances that arise directly from the transactions.

Test of Balances: The account balances created by the deferral journal entries are audited ("dual purpose procedure") by auditing the supporting documentation. These balances were created entirely by the journal entries and their "existence" as legitimate assets--cost deferral and reimbursement claim depends on the believability of the supporting explanations. In connection with the defense contract claim, auditors can review it with knowledge of the contract and the extent of documentation required by government contract auditors.

Discovery Summary: By performing the procedures outlined above, the manager, senior, and staff accountants on the engagement discovered all the questionable and improper accounting. They noticed that the tooling cost deferral labor cost was "supported" by work orders of recent date and numerical sequence, but the labor charge tickets were created several months prior. This finding tipped them off that the later journal entry establishing the deferred charge was invented for income manipulation purposes later in the fiscal year.

The government contract cost overrun claim had similar deficient documentation. The labor cost had no associated work orders connected with the government contracts in progress. Collectible was very doubtful. The account was adjusted to "write off" the claim.

11.72
Employee Embezzlement via Padded Payroll

(Duplicated in Chapter 19, case 19.53)

Note for Instructors: Use the solution for 19.53 (Ghost Riders on the Payroll).

