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expectations, or if they made it so that the company could report a one cent per share profit instead of a 
one cent per share loss. A very small misstatement might also be considered material if it resulted from 
management fraud or if it allowed management to claim a larger bonus, among other factors.

Exhibit 17–4 is a working paper that was first introduced in Chapter 3. As indicated there, none of 
the errors detected is material in terms of performance materiality (€900,000). Additionally, the overall 
effect of the misstatements is not material in terms of aggregated elements of the financial statements. 
Even though the misstatements shown in Exhibit 17–4 are not material, the auditor communicates any 
such adjustments to the entity to correct the books. It is normally expected that factual misstatements 
will be corrected. However, the auditor would not necessarily require all proposed adjustments to 
be booked. For example, suppose the auditor identifies a misstatement in an account receivable for 
a particular customer in confirming a sample of accounts receivable. She or he will likely calculate 
an estimated or projected error in the population of accounts receivable based on the sample results 
(see Chapter 9). The auditor will normally expect the entity to correct the specific customer account 
found to be in error, but may not require the entity to book the full amount of the projected error in 
receivables if the amount is immaterial. If the misstatement for a particular account is greater than the 
performance materiality, the account will require adjustment at least to the point at which the error 
remaining is less than performance materiality. 

The process of determining whether misstatements are material can become somewhat more 
complicated when misstatements that occurred in prior years were left uncorrected because they were 
deemed immaterial. There are two different methods to evaluate the effect of uncorrected misstatements 
related to prior periods on current year misstatements – the ‘iron curtain’ approach and the ‘rollover’ 
approach. The iron curtain method quantifies the misstatement based on the amount required to 
correct the misstatement in the balance sheet at the period end, regardless of the misstatement’s year of 

Example Working Paper for Evaluating Detected MisstatementsExhibit 17–4

EARTHWEAR CLOTHIERS
Schedule of Proposed Adjusting Entries

31/12/13

Work Paper Ref. Proposed Adjusting Entry Assets Liabilities Equity Revenues Expenses

N10 Payroll expense 75,000
Bonuses 140,000
Provisions 215,000
To accrue payroll through 31/12 

and recognize 2013 bonuses
F20 Cost of sales 312,500

Inventory (312,500)
To adjust ending inventory 

based on sample results
F22 Inventory 227,450

Accounts payable 227,450
To record inventory in transit 

at 31/12
R15 Accounts receivable 79,850

Sales 79,850
To record sales cut-off errors at 

31/12
Total €(5,200) €442,450 €79,850 €527,500

Performance Misstatement = €900,000 (50 per cent of overall materiality).

Conclusion: Based on the above analysis, the account balances for EarthWear Clothiers are fairly stated in accordance with IFRSs.
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