
CHAPTER 5

Preliminary Auditing Planning: Understanding the Auditee’s Business

SOLUTIONS FOR REVIEW CHECKPOINTS
5-1
The three main steps are risk assessment, response to assessed risks, and concluding by forming the audit opinion and issuing an appropriate audit report.

5-2
The ongoing activities that are required by CAS throughout the engagement include:  

· Communications among audit team members throughout the process, 

· Documentation of the audit decisions and findings, 

· Revisions to risk assessments and planned responses if appropriate due to knowledge obtained during audit process, and 

· Communications with those charged with the auditee’s governance and its management. 

· other valid activities may be noted

5-3
Publicly listed companies need to be audited according to the securities regulations that apply to them. Private companies often don’t need audits, depending on the jurisdiction, because in some cases shareholders of smaller corporations can waive a statutory audit requirement. In some cases, the company’s stakeholders, such as major shareholders or lenders, may require an audit of the financial statements even if it could be waived.

5-4
“Audit clients” are the people who engaged the auditor and pay his or her fees. The auditee is the actual entity whose financial statements are being audited. Often in practice the auditor is engaged by the those charged with governance (usually the board of directors) as part of their responsibilities to the shareholders, in which case the ‘client’ and ‘auditee’ are one in the same.

5-5
“Those charged with governance” of an entity are the people who are responsible for its operations and accountable to its stakeholders. 

5-6
An auditor can use the following sources of information to help decide whether to accept a new audit auditee.

Financial information prepared by the prospective auditee:

Annual reports to shareholders

Interim financial statements

Securities registration statements

Reports to regulatory agencies

Inquiries directed to the prospect's business associates:

Banker

Legal counsel

Underwriter

Other persons, e.g., customers, suppliers

Predecessor auditor, if any, communication, re:

Integrity of management, Disagreements with management

Analysis:

Special or unusual risk related to the prospect

Need for special skills (e.g., computer or industry expertise)

Internal search for relationships that would compromise independence

5-7
Auditee consent is required because the rules of professional conduct / code of ethics applicable to the practice of public accounting (as issued by various professional accounting bodies) prohibit the predecessor auditor from revealing confidential information to the successor without the consent of the auditee. Confidentiality remains even when the auditor-auditee relationship ends.

5-8
An auditor may decide to take on low, moderate, or even a high risk engagement, as long as the auditor is confident that the risk can be managed down to an acceptable level through careful performance of the audit work. This decision depends on the judgment of each auditor, which is based on their capacity to manage the risks, and their personal tolerance for risk. Auditor A’s judgment in this case is that the engagement is too risky, but Auditor B’s judgment is that the risk can be reduced to an acceptable level by performing the audit work. 

5-9
Engagement letter benefits:

*
Helps establish an understanding between auditee and auditor of the terms of the engagement and the nature of the work.

*
Helps avoid quarrels and misunderstandings between auditee and auditor. Helps avoid disputes over the audit fee.

*
Helps avoid legal liability assertions based on failure to do work that the PA may not have contemplated or agreed to do.

5-10
A time budget shows the different audit team members assigned to the various segments of the audit work, the time expected to be needed to perform procedures for each segment, and other information useful for planning such as whether the work is to be done at a interim date or at year end.  The actual time spent on the assigned audit work is recorded so that (1) there is a record for billing the auditee, (2) the efficiency of the audit team members can be evaluated, and (3) there is a record for planning the next audit.

5-11
Interim audit work refers to procedures performed several weeks or months before the balance sheet date. Year-end audit work refers to procedures performed shortly before and after the balance sheet date. Audit firms typically spread the workload out during the year by scheduling interim audit work so they will have enough time and people available when several audits have year-ends on the same date (December 31 is common).

5-12
Auditors must understand the:

· Broad economic environment in which the auditee operates

· Effects of national economic policies

· Geographic location and its economy

· Developments in taxation and regulatory areas

· Industry characteristics that are important

· Significant IT applications in the company's that produce accounting information

· The business strategy, the business risks the strategy addresses, and the business processes used to operate the business 


The auditor’s objective in obtaining an understanding  of the auditee’s business, its environment and its risks is to design an effective audit program that addresses all the significant risks of financial statement misstatements. Audit standards require a discussion among the engagement team about the susceptibility of the auditee’s financial statements to material misstatement. Based on this shared understanding, the audit team can identify what can go wrong at the financial statement level, determine the significance of the risks and assess how likely it is that these risks occurred. The standards further require the auditor to perform this risk assessment at the financial statement level by considering classes of transactions, account balances and disclosures in the financial statements. The auditor also assesses risks at the assertion level; assertions are discussed later in this chapter. Accounting is supposed to reflect the economic substance of transactions and this usually requires asking the right business questions of management. Effective questioning requires strong understanding of the auditee’s business, its environment and risks.

5-13
The broad economic environment includes external factors that can affect the auditee’s success but over which it may have little control. These present risks that the auditee’s management needs to take into account in developing its strategy. These factors include: international trade restrictions, duties and tariffs; foreign exchange rates, global commodity prices (which can be affected by weather or political unrest, or other unpredictable external events); taxation and regulatory changes.

5-14
The broad economic factors will affect different industries differently. For example global commodity prices affect companies that supply or use each particular commodity. The auditee’s industry may be targeted by foreign governments for punitive “anti-dumping” duties (e.g. softwood lumber or steel), or may be particularly vulnerable to low cost foreign suppliers (e.g. clothing or furniture). Energy shortages and price increases will affect energy intensive industries more significantly than other industries. Market demand fluctuations in the auditee’s market need to be considered by the auditor as they will affect its financial condition and performance. Also, specific tax regulations may affect the auditee’s industry.

5-15
The RIM example in the chapter highlights risks in high-tech companies related to protecting intellectual property rights and effective patent filing and searching processes to avoid infringement by others, and lawsuits for infringement. Going beyond the chapter section, high tech businesses also face risk of obsolescence, competition, failure to generate cash flows from users of their technology, failure to set pricing to cover costs, etc.


In the forestry industry, companies face risks of commodity price or currency fluctuations that are hard to plan for, and changes in export duties to countries they export to, and competition with other countries that produce forest products with lower costs.. The AbitibiBowater case in the chapter illustrates an example of the risks in the forestry industry.

5-16
The purpose of performing preliminary analytical procedures in the audit planning stage is to direct attention to potential problem areas so the audit work can be planned to reduce the risk of missing something important.

5-17
The auditor’s understanding the business and risks is highly integrated with planning and executing the rest of the audit work. The auditor needs to understand the business in order to recognize what analytical procedures are telling him or her. The fact that something is different from last year may or may not be something that needs to investigated; knowing the business helps the auditor make that judgment. The final set of audit procedures executed to complete the audit must take into account all the relevant knowledge that the audit team gains during the audit engagement, including internal control and risks.

5-18
Five types of general analytical review procedures:

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

2.
Compare financial information with budgets or forecasts.

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

4.
Compare financial information to industry statistics.
5.
Study financial information relationships to nonfinancial information.

5.19
Official documents and authorizations that can be read as part of a preliminary analytical review:

Corporate charter

Corporate bylaws

Articles of partnership

Directors' minutes

Executive committee minutes

Audit committee minutes

Finance committee minutes

New contracts and leases

5-20
Officers' Compensation
Authorization of officers' salaries.

Authorization of stock options and other "perk" compensation.

Business Operations
Amount of dividends declared.

Acceptance of contracts, agreements, lawsuit settlements.

Approval of major purchases of property and investments.

Discussions of merger and divestiture progress.

Corporate Finance
Amount of dividends declared.

Discussions of merger and divestiture progress.

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

Approval to pledge assets as security for debts.

Discussion of negotiations on bank loans and payment waivers.

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

Authorizations of individuals to sign bank cheques.

5-21
The auditor’s understanding of the business risks is important in identifying what kinds of changes and relations are expected based on how the business performed during the audited period and what kinds might indicate the financial information is misstated.


Business risk is the auditee risk that the entity will be unable to achieve its business objectives or execute its strategies. Understanding management’s risk assessment process helps to assess the risk that the financial statements could be materially misstated. Auditing standards (e.g., Handbook CAS 315) emphasize the auditor’s need to understand business risk  and the "entity's risk assessment process” in order to plan and execute appropriate audit procedures. This is referred to in the text as the business risk approach to planning and executing the audit. The auditor may identify risks of material misstatement that management’s risk assessment process failed to identify and if the auditor believes there is a material weakness in the entity's risk assessment process, the auditor needs to communicate this to the audit committee or equivalent. Generally, the business risk approach requires the auditor to take a broader view of the whole organization and assess the risks of material misstatements that arise from a variety of aspects of the business.

5-22
They are the financial statements management has prepared for the current year that will be, but have not yet been, audited. They are the starting point for the audit planning. 

5-23
The steps auditors can use to apply comparison and ratio analysis to unaudited financial statements are: (1) obtain or prepare comparative common-size financial statements and calculate ratios, (2) study the data and describe the company's financial activities, (3) ask relevant questions about questionable relationships, and (4) obtain or prepare a cash flow statement to begin the analysis of the going-concern status of the company.

5-24
Vertical analysis refers to financial statement amounts expressed each year as proportions of a base, such as sales for the income statement accounts and total assets for the balance sheet accounts. These ‘common-size’ statements show how the various components related to each other - this analysis provides a starting point for further evaluation and enquiry by the auditor. They can be further analyzed horizontally, to see how the relations have changed over time.

5-25
Horizontal analysis refers to changes of financial statement numbers and ratios across two or more years. This basic analytical data can indicate unusual or unexpected fluctuations that suggest further evaluation and enquiry that the auditor should perform.

5-26
The ratios in Appendix 5-A are: current ratio, days' sales in receivables, doubtful accounts ratio, days' sales in inventory, receivables turnover, inventory turnover, cost of goods sold ratio, return on equity, and Altman's financial distress ratios and discriminant score. Students may be able to name other relevant ratios.

5-27
Decrease in accounts receivable turnover ratio can indicate slow collections, that may indicate more uncollectible accounts should be provided for in the allowance for bad debts, i.e. net A/R balance is overstated. It can also indicate the A/R balance is overstated because it has been manipulated fraudulently. 

5-28
Increase in number of day’s sales in inventory can indicate slow moving inventory that is more likely to be obsolete or otherwise hard to sell, that may indicate a bigger provision should be made for inventory obsolescence, i.e. net inventory balance is overstated. It can also indicate the inventory balance is overstated because it has been manipulated fraudulently. 

5-29
The prior year retained earnings ($900,000) plus current year income ($370,000) does not add up to the current year ending retained earnings ($1,260,000). Retained earnings has been reduced by $10,000, probably dividends declared and paid. The balance sheet does not show dividends payable, and no other information is given.

5-30
Net cash flow is negative $400,000


Net cash flow = Net income +/- changes in working capital and non-cash items, +/-financing and investing cash flows = change in cash balance


370,000-390000-100000-100000-20000+300000+750000-200000-10000-1000000=-400000

5-31
Analysis directs attention to areas that look unusual, where misstatements may have occurred. This indicates questions auditors should raise with management. Management may provide valid business reasons for the fluctuations, but the analysis alone does not confirm or refute these explanations. More tangible evidence is required to form a conclusion about whether a particular financial statement amount is fairly stated or not.

5-32
Materiality is one of the first important judgments the auditor must make since it affects every other planning, examination and reporting decision.

5-33
"Material information" in accounting and auditing is information that should be disclosed if it is likely to influence the economic decisions of financial statement users.

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

5-34
Some amount of inaccuracy always exists in financial statements because inaccuracies do not affect users’ decisions and hence are not material, the cost of finding and correcting small errors is too great, and  the time taken to find them would delay issuance of financial statements. Also, accounting numbers involve estimates and predictions about future events that may not turn out as expected.

5-35
The audit of an estimate involves the auditors producing their own estimate and comparing it to management’s estimate. Often a range for an estimated amount is generated. For example, management may estimate an allowance for doubtful accounts to be $50,000, and the auditors may estimate that the allowance could be $40,000 to $55,000. In this case management’s estimate is within the auditors’ range of reasonableness. However, the auditors should take note that the management estimate leans toward the conservative side (more than the auditors’ $40,000 lower estimate, but not much less than the auditors’ higher $55,000 estimate). If other estimates exhibit the same conservatism, and the effect is material, the auditors will need to evaluate the overall reasonableness of the effect of all estimates taken together.


If the auditors develop an estimate that differs (e.g., a range of $55,000 to $70,000 for the allowance that management estimated at $50,000), the preferred treatment is to consider the difference between management’s estimate and the closest end of the auditors’ range as an error (in this case, error = $5,000 = auditors’ $55,000 minus management’s $50,000). The remaining difference to the farthest end of the range ($15,000 = $70,000 – $55,000) is noted and reconsidered in combination with the findings on all management’s estimates.

5-36
The best objective evidence of the reasonableness of an estimate (for example, the allowance for doubtful accounts receivable) is the actual events that occur later (for example, the write-off of accounts that existed at the time the allowance was estimated). The comparison of estimates with subsequent actual experience can often be used as a hindsight test of the objective reasonableness of accounting estimates. However, some estimates (for example, pension expense) may have such long time horizons that actual experience may not be available before new estimates must be made.

5-37
Overall Materiality is set for the financial statements as a whole; it applies to the largest amount of misstatement that in the auditors view would not affect user decisions. Overall Performance Materiality is an amount less than the overall materiality level; it allows a cushion since there are likely misstatements that the auditors procedures won’t detect, even in a competent audit. The cushion is to lower the risk of giving a clean opinion on financial statements that are materially misstated. 

5-38
If the auditor decides the materiality should be revised to a smaller amount, the auditor will probably have to extend any testing that was done based on the larger materiality level. As the audit materiality level gets smaller, the auditor must do more work to find any material misstatements. If materiality is lowered after test extents have been determined and procedures conducted, the auditor would need to consider whether these extents are adequate with a lower materiality level. If not, it may be necessary to increase the extent of testing. If some accounts had been subject to minimal audit work because they were much less material, this also would need to be reconsidered based on the new lower materiality. Also, any ‘trivial’ misstatements discovered would also need to be reconsidered, as well as the overall decision on what level of misstatements will be treated as ‘trivial’ since this may be lower if materiality is lower.

5-39
Qualitative aspects of materiality are important because even quantitatively small misstatements resulting from intentional misstatement, intentional violation of the law, or intentional earnings manipulation must be considered material because of their potential impact on users. Qualitative criteria allow the auditor to stand back to take a broad perspective and consider other factors that may be informative about the consequences of the materiality level used. The qualitative aspects of materiality are equally important as comparison to an arbitrary fixed dollar amount that may be chosen to some extent on the basis of an auditor’s cost/benefit decision (i.e., a business decision of the auditor or audit firm).

5-40
Auditing standards do not require auditors to use any specific quantitative benchmarks for setting materiality levels.

5-41
Any fraud committed against external stakeholders for the company’s benefit is material no matter how small. However, in frauds against the company materiality is determined by the usual qualitative and quantitative guidelines discussed in the chapter. In the case of controls in place to prevent fraud, if the risk of a theft or misstatement is more than remote, then this is considered a ‘material’ internal control deficiency must be reported to the audit committee or Board.

5-42
Using one Overall Materiality level is the simplest approach, in comparison to various methods that might be used to allocate the amount to different accounts (i.e., ‘Specific Materiality’ levels). This approach also results in the least testing and is the approach implied by the Handbook audit guidance.

5-43
Five principal assertions in financial statements:

1.
Existence assertion:

The practical objective is to establish with evidence that assets, liabilities and equities actually exist and that sales and expense transactions actually occurred. Cut-off can be considered an aspect of the existence assertion  (Existence in a specified time period).  CAS 315 uses the term occurrence when existence is applied to transactions.

2.
Completeness assertion:

The practical objective is to establish with evidence that all transactions of the period are in the financial statements and all transactions that properly belong in the preceding or following accounting periods are excluded. Another term for these aspects of completeness is cut-off.

Completeness also refers to proper inclusion in financial statements of all assets, liabilities, revenue, expense and related disclosures.

3.
Ownership (or Rights and Obligations) assertion:

The practical objectives related to rights and obligations are to establish with evidence that assets are owned (or rights such as capitalized leases are shown) and liabilities are owed.

4.
Valuation (or Allocation, Measurement) assertion:

The practical objective is to establish with evidence that proper values have been assigned to things (assets, liabilities, equities and related disclosures) and events (revenues, expenses and related disclosures). ‘Allocation’ refers to the practical objective of obtaining evidence about "valuations" achieved by cost allocations such as depreciation and inventory costing methods.  ‘Measurement’ is the term used to refer to application of an appropriate generally accepted method to determine the dollar amount to include in a financial statement, as in CICA s.1000 or other conceptual accounting frameworks.

5-
Presentation and Disclosure assertion:

The practical objective is to establish with evidence that accounting principles used by management are appropriate in the circumstances and are applied properly, and that disclosures contain all information required by generally accepted accounting principles.

5-44
Assertions are the focal points for all audit procedures because they are the fundamental management claims that are being audited. Audit procedures  produce evidence that relates to one or more specific assertions. As will be explained in detail later in Chapter 8, auditors use “audit objectives” that are derived from the five principal assertions to design specific evidence gathering procedures. 

5-45
Auditing completeness involves getting evidence about what is not there. Auditors have to depend on management’s representations to some extent, and corroborate these with evidence from a variety of sources, including internal controls. There is rarely a ‘slam dunk’ type of procedure that provides strong conclusive evidence that everything that should have been included has been included. 

5-46
Auditors should think about a "compliance assertion" even though it is not explicitly listed in the auditing standards because auditors have responsibilities regarding these compliance-type events: (1) company employees observing the company's internal control policies and procedures (see Chapter 9), (2) irregularities and illegal acts (see Chapter 7), and (3) compliance with laws and regulations in government-standard audits (see Chapter 21). 


The practical objective of the compliance assertion, though not listed in the CICA Handbook, can be stated as: to establish with evidence that the entity has complied with applicable public laws and regulations and with the terms of private contracts and agreements. The compliance assertions are particularly important when auditing governmental agencies (most Auditor General audits as well as ones done by PAs). Internal audits extend the concept to compliance with managerial policies.

5-47
If you are given a list of audit procedures (this is called an audit ‘program’) and are using them to plan this year’s audit, you need to consider: “What are the assertions management is making by reporting this financial information?” Which assertion(s) does this procedure produce evidence about?” “Does the list of procedures (the audit program) cover all the assertions?” One aspect that may be  missing in many standard audit programs is to consider the compliance assertion, as discussed in the chapter.

5-48 The overall audit strategy is outlined in CAS 300. The components suggested in the standard include documents information about (1) investigation or review of the prospective or continuing engagement and client relationship; (2) staff, technical, or industry expertise required; (3) preliminary materiality levels; (4) assessment of significant industry or company risks and related audit issues; (5) identification of unusual accounting principles; (6) use of substantive or combined audit approach; (7) nature and extent of resources required;  (8) staff assignment and scheduling of team communications and field work; and (9) special considerations for initial or group audit engagements.

5-49
The overall audit strategy guides development of the detailed audit plan, which contains the audit program details. The audit programs include specific audit objectives and procedures for determining inherent and control risk, obtaining the sufficient competent evidence that is the basis for the audit report, and producing the required documentation.

SOLUTIONS FOR EXERCISES AND PROBLEMS
EP5-1
Analytical Review Ratio Relationships

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


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

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

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

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

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

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

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

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

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

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

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

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

Inventory is not misstated.

Cost of goods sold is understated.

Gross profit is overstated.

Net income is overstated.

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

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

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

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

Gross margin ratio:  The error makes it larger.

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

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

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

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

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

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

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

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

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

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

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

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

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

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


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

EP5-2
Understand the Business--Transactions and Accounts

Accounting systems may differ, so the solution below accommodates most possibilities.

[formatting request from reviewer: can this be converted to a table format with grid lines?]

Debits
Credits

Cash receipts
Cash
Sales revenue

Accounts receivable

Investment income

Cash disbursements
Accounts payable
Cash

Inventory

Fixed assets

Long term debt

Expenses

Credit sales
Accounts receivable
Sales revenue

Sales returns and allowances
Sales revenue
Accounts receivable

(contra return account)
Cash (cash refunds)

Purchases on credit
Inventory
Accounts payable

Fixed assets

Expenses

Purchase returns
Cash (cash refund)
Inventory

Accounts payable
(contra return acct.)

Uncollectible account
Allowance for
Accounts receivable

  Write-offs
  doubtful accounts

EP5-3
Auditing an Accounting Estimate

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


Low
High

Selling price
$ 78,000
$ 92,000

Advertising and

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

the range for the

inventory valuation
$ 71,000
$ 87,000

a.
Yes, an adjustment can be proposed.

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

Inventory

$12,000

Write down the inventory to

  the nearest end of the

  auditors' range.


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

EP5-4 


Risk of Misstatement in Various Accounts

a.
Based on information you have available in Chapter 5, which accounts may be most susceptible to overstatement? Understatement?

Inventory understatements may occur from counting and pricing errors.

Fixed asset understatements may result from failure to capitalize costs (expensing them instead) or from erroneous depreciation calculations.

Liability understatement and expense understatement appear to be quite common.

b.
Why do you think a company might permit asset accounts to be understated?

Asset understatements can result from accounting errors, misapplication of accounting principles, and measurement errors (such as undercounting the inventory). A company might be motivated by tax evasion to understated assets and income.

c.
Why do you think a company might permit liability accounts to be overstated?

Estimated liabilities might be measured large for conservatism. The company might over accrue expenses in order to reduce taxable income. A fraud might be imbedded in false payables to false vendors.

d.
Which direction of misstatement is most likely: income overstatement or income understatement?

Research studies indicate that income overstatement occurs most frequently; the cause is often understatement of expenses (e.g. accrued expenses), or overstatement of revenues (e.g. inappropriate revenue recognition policy choice or interpretation).

EP5-5
Audit planning


a)
Walter should:

▪
Know the business and industry

▪
Review
▪
prior years’ files

▪
auditee correspondence

▪
engagement letter or obtain one

▪
Coordinate staff

▪
Hold a planning meeting with the staff

▪
Prepare risk and materiality assessments

▪
Obtain draft statements for analytical review

▪
Develop a preliminary audit strategy

▪
Identify key dates, i.e., inventory count

▪
Consider need for specialists or other auditors

▪
Consider role of internal auditors

▪
Estimate fees and time

▪
Develop audit programs

▪
Prepare files and supplies

▪
Have plan approved by partner.

b)
Validity

▪
all amounts in the F/S should be there


Existence

▪
all assets and liabilities exist at a given date


Completeness
▪
everything that should have been included in the F/S is there


Ownership

▪
assets/liabilities are owned/owed by the entity


Valuation

▪
all F/S items are properly valued


Cut-off

▪
all transactions are included in the correct period


Disclosure
▪
all information required in the F/S has been disclosed either in the body of the statements or in notes


Measurement
▪
Revenues and expenses are recorded in the proper amounts and in the proper period.

EP5-6
Assertions 

	Assertions used by the auditor fall into the following categories:

(a) 
assertions about classes of transactions and 
events for the period under audit:

(i) 
occurrence — transactions and events that have been recorded have occurred and pertain to the entity;

(ii) 
completeness — all transactions and events that should have been recorded have been recorded;

(iii)
accuracy — amounts and other data relating to recorded transactions and events have been recorded appropriately;

(iv)
cut-off — transactions and events have been recorded in the correct accounting period; and

(v) 
classification — transactions and events have been recorded in the proper accounts;

(b) 
assertions about account balances at the 
period end:

(i) 
existence — assets, liabilities and equity interests exist;

(ii) 
rights and obligations — the entity holds or controls the rights to assets, and liabilities are the obligations of the entity;

(iii)
completeness — all assets, liabilities and equity interests that should have been recorded have been recorded; and

(iv) 
valuation and allocation — assets, liabilities and equity interests are included in the financial statements at appropriate amounts and any resulting valuation or allocation adjustments are appropriately recorded; and

(c)
assertions about presentation and disclosure:

(i) 
occurrence and rights and obligations — disclosed events, transactions and other matters have occurred and pertain to the entity;

(ii) 
completeness — all disclosures that should have been included in the financial statements have been included;

(iii)
classification and understandability — financial information is appropriately presented and described, and disclosures are clearly expressed; and

(iv) 
accuracy and valuation — financial and other information are disclosed fairly and at appropriate amounts.

The auditor may use the assertions as described above or may express them differently provided all aspects described above have been covered. For example, the auditor may choose to combine the assertions about transactions and events with the assertions about account balances. As another example, there may not be a separate assertion related to cut-off of transactions and events when the occurrence and completeness assertions include appropriate consideration of recording transactions in the correct accounting period.

Source: CICA Assurance Handbook, CAS 315
	Existence

Completeness

Valuation

Existence and completeness

Presentation

Existence

Ownership

Completeness

Valuation

Existence and Ownership

Completeness

Presentation

Valuation



Different terms are used to provide finer definitions. The finer definitions can be helpful for developing more specific statements of the auditing objectives, that relate specific financial statement components and to auditing procedures. For example, to describe the existence assertion as it relates to a transaction stream some people find it easier to think about whether transactions really ‘occurred’ rather than whether the transactions really ‘exist’. Another term used for existence is validity, i.e., are the balances valid, are the transactions valid? Various alternate terms have been used historically and so they are retained, but they can be viewed as synonyms. Overall, sufficient appropriate audit evidence must be obtained to address the five principle assertions discussed in the text, with regard to the level of risk of misstatement in each assertion, for each account balance, class of transactions, and disclosure.

EP5-7
Experts’ Work as audit evidence 

When experts/specialists are engaged, auditors must ensure they have appropriate professional qualifications and good reputations. An expert should be unrelated to the company under audit, if possible. Auditors must obtain an understanding of the expert’s methods and assumptions. The auditor also must verify all significant information that the expert’s conclusions are based on if the expert’s work will be a significant piece of evidence used to form the audit opinion (CAS 620). For example, if the expert is providing an opinion on mineral reserves valuation, the auditor should tie the reports used by the expert into other documentation to verify the properties evaluated are owned by the auditee, and check commodity price assumptions to external data such as published commodity trading statistics.

EP5-5-8
The professional standards Jack is applying in the end of chapter Application Case and Analysis include:


CSQC-1 Quality control for firms that perform audits and reviews of financial statements, and other assurance engagements; 


CAS 200 Overall objectives of the independent auditor and the conduct of an audit in accordance with Canadian auditing standards;  


CAS 210 Agreeing the terms of audit engagements;

 
CAS 300 Planning an audit of financial statements; and 


CAS 315 Identifying and assessing the risks of material misstatement through understanding the entity and its environment.


Selected excerpts of relevant sections of these standards are given below for each of the seven steps in the Case Analysis. Students can also be assigned to review the standards to identify these and other requirements that call for the acceptance considerations set out in the case.


Overall, the objective set out in CSQC-1 is being applied by Jack’s firm’s procedures in this case. e.g., 

CSQC-1

Objective

11. 
The objective of the firm is to establish and maintain a system of quality control to provide it with reasonable assurance that:

(a)
The firm and its personnel comply with professional standards and applicable legal and regulatory requirements; and

(b)
Reports issued by the firm or engagement partners are appropriate in the circumstances.”

Referring to the standards more specifically, note the following professional requirements being met by the seven steps Jack is taking.

1.
Obtaining and reviewing financial information about the prospective auditee organization to determine purpose, main users, and basis of accounting.


> This step allows the firm to comply with CSQC-1, paragraphs 26 and 27,  e.g.,

Acceptance and Continuance of Client Relationships and Specific Engagements

26.     The firm shall establish policies and procedures for the acceptance and continuance of client relationships and specific engagements, designed to provide the firm with reasonable assurance that it will only undertake or continue relationships and engagements where the firm:

(a)     Is competent to perform the engagement and has the capabilities, including time and resources, to do so; (Ref: Para. A18, A23)

(b)     Can comply with relevant ethical requirements; and

(c)     Has considered the integrity of the client, and does not have information that would lead it to conclude that the client lacks integrity. (Ref: Para. A19-A20, A23)

27.     Such policies and procedures shall require:

(a)     The firm to obtain such information as it considers necessary in the circumstances before accepting an engagement with a new client, when deciding whether to continue an existing engagement, and when considering acceptance of a new engagement with an existing client. (Ref: Para. A21, A23)

(b)     If a potential conflict of interest is identified in accepting an engagement from a new or an existing client, the firm to determine whether it is appropriate to accept the engagement.

(c)     If issues have been identified, and the firm decides to accept or continue the client relationship or a specific engagement, the firm to document how the issues were resolved.”


> It also meets CAS 220, paragraph 12 in regards to the specific audit engagements Jack firm is considering accepting. e.g.,



CAS 220

12.     The engagement partner shall be satisfied that appropriate procedures regarding the acceptance and continuance of client relationships and audit engagements have been followed, and shall determine that conclusions reached in this regard are appropriate. (Ref: Para. A8-A9)

2.
Evaluating the public accounting firm’s and individual auditors’ independence from the prospect


> This step meets requirements of CSQC-1 and CAS 220, paragraphs 11 and CAS 200, paragraph 14. e.g., 

CSQC-1, paragraphs 21 and .24

Independence

21.     The firm shall establish policies and procedures designed to provide it with reasonable assurance that the firm, its personnel and, where applicable, others subject to independence requirements (including network firm personnel) maintain independence where required by relevant ethical requirements. Such policies and procedures shall enable the firm to: (Ref: Para. A10)

(a)     Communicate its independence requirements to its personnel and, where applicable, others subject to them; and

(b)     Identify and evaluate circumstances and relationships that create threats to independence, and to take appropriate action to eliminate those threats or reduce them to an acceptable level by applying safeguards, or, if considered appropriate, to withdraw from the engagement, where withdrawal is possible under applicable law or regulation.

24.     At least annually, the firm shall obtain written confirmation of compliance with its policies and procedures on independence from all firm personnel required to be independent by relevant ethical requirements. (Ref: Para. A10-A11) ”

e.g., CAS 200

Ethical Requirements Relating to an Audit of Financial Statements

14.     The auditor shall comply with relevant ethical requirements, including those pertaining to independence, relating to financial statement audit engagements. (Ref: Para. CA14-A17)”

3.
Considering whether the public accounting firm has competency, resources, any special skills required


>This step applies CSQC-1, paragraph 29, CAS 220, paragraphs 12-14 (see above), and CAS 300, paragraph 8, e.g., 

CSQC-1 Human Resources

29.     The firm shall establish policies and procedures designed to provide it with reasonable assurance that it has sufficient personnel with the competence, capabilities, and commitment to ethical principles necessary to:

(a)     Perform engagements in accordance with professional standards and applicable legal and regulatory requirements; and

(b)     Enable the firm or engagement partners to issue reports that are appropriate in the circumstances. (Ref: Para. A24-A29)

CAS 300

8.     In establishing the overall audit strategy, the auditor shall:

(a)     Identify the characteristics of the engagement that define its scope;

(b)     Ascertain the reporting objectives of the engagement to plan the timing of the audit and the nature of the communications required;

(c)     Consider the factors that, in the auditor's professional judgment, are significant in directing the engagement team's efforts;

(d)     Consider the results of preliminary engagement activities and, where applicable, whether knowledge gained on other engagements performed by the engagement partner for the entity is relevant; and

(e)     Ascertain the nature, timing and extent of resources necessary to perform the engagement. (Ref: Para. A8-A11)”

4.
Obtaining information from management as to whether the prospect’s management accepts responsibility for the financial statement preparation and implementing adequate controls to reduce risk of errors and fraud


> This step complies with CAS 210, paragraph 6 allowing Jack’s firm to determine whether pre-conditions for the audits are present. This knowledge will also be useful in complying with CAS 300, paragraph 6, and  CAS 315, paragraphs 6-7

e.g., 

CAS 315

6.     The risk assessment procedures shall include the following:

(a)     Inquiries of management, and of others within the entity who in the auditor's judgment may have information that is likely to assist in identifying risks of material misstatement due to fraud or error. (Ref: Para. A6)

(b)     Analytical procedures. (Ref: Para. A7-A10)

(c)     Observation and inspection. (Ref: Para. A11)

7.     The auditor shall consider whether information obtained from the auditor's client acceptance or continuance process is relevant to identifying risks of material misstatement.”

5.
Considering whether the engagement would require special attention or involve unusual risks


>This step also allows Jack’s firm to comply with CAS 220 and the other standards concerning audit engagement continuance and acceptance

6.
Searching for news reports and, when possible, asking business associates about the organization


>This step can provide information related to the acceptance standards noted above in CAS 220, as well as knowledge relevant in identifying and assessing risks of misstatement that are set out in CAS 315. 

7.
For new audits, communicating with the previous auditor


>This step arises in the CAS from the requirements to comply with relevant ethical requirement for public accountants. These include the rules of conduct or ethics codes of the various provincial accounting bodies.e.g., 

CAS 220, paragraph C7(n)

C(n) Relevant ethical requirements – Ethical requirements to which the engagement team and engagement quality control reviewer are subject, which comprise relevant independence and other ethical requirements set out in rules of professional conduct / code of ethics applicable to the practice of public accounting issued by the various professional accounting bodies. [In ISA 220, this paragraph states: Relevant ethical requirements – Ethical requirements to which the engagement team and engagement quality control reviewer are subject, which ordinarily comprise Parts A and B of the International Ethics Standards Board for Accountants' Code of Ethics for Professional Accountants (IESBA Code) related to an audit of financial statements together with national requirements that are more restrictive.]”

SOLUTIONS FOR DISCUSSION CASES

DC5-1
Communications between predecessor and successor auditors


The procedures you should follow prior to accepting the engagement include the following:

1.
You should explain to your prospective auditee your firm’s need to inquire of Diggs and should request permission to make such inquiries. (This means that the President of Lyrac will need to contact Diggs to inform him that he is no longer the company’s auditor, even though the President does not want to. Since the auditor must be engaged, and dismissed, by those charged with governance of Lyrac, it would not be appropriate for your firm to do this.)

2.
You should ask your prospective auditee to authorize Diggs to respond fully to all inquiries since Diggs would be prohibited from disclosing confidential information without its former auditee’s permission.

3.
With permission, you should contact Diggs about your prospective auditee’s decision to change auditors, as an act of professional courtesy.

4.
You should make reasonable inquiries of Diggs regarding matters that will aid in deciding whether to accept the Lyrac audit engagement. (Your inquiries should ask about facts which might bear on the integrity of management, disagreements with management about accounting and auditing matters, and Diggs' understanding of the reason(s) for the change of auditors.)

5.
If Diggs does not respond fully to your questions, you should consider the implications of the limited response in deciding whether to accept the engagement.

6.
After weighing all information received from Diggs, you should inform your auditee that a first-time audit is more time-consuming than a recurring audit because the new auditor is generally unfamiliar with the auditee's operations and does not have the benefit of past knowledge of company affairs to use as a guide.

7.
A discussion with your auditee of the estimated required audit time and fee arrangement should be coordinated with a clear explanation of the purpose and scope of the audit. Any work that can be done by auditee personnel should also be discussed so that excess audit time might be eliminated and proposed report deadlines can be reasonably met.

8.
To satisfy your quality control objective, you should use procedures such as reviewing the financial statements of the auditee; inquiring of third parties such as its banks, legal counsel, investment bankers, and others in the business community as to its reputation; and evaluating his ability to serve this auditee properly with reference to industry expertise, size of engagement, and available staff.

9.
If you have no reservations, after all significant factors have been considered, discussed, and agreed to, you should accept the engagement and confirm the understandings in an engagement letter.

DC5-2
Audit engagement acceptance

a.
The sources of information and inquiries include:


Inquiry, Including Prior Working Papers--prior audit working papers, personnel who worked on the audit in prior years are available to convey their understanding of the business, inquiry and interviews with the company's management, directors, and audit committee.


Observation--take a tour of the company's physical facilities, keeping eyes open for activities and things that should be reflected in the accounting records. The tour is the time to see company personnel in their normal workplaces.


Study. Numerous sources--CICA and AICPA industry accounting and auditing guides, specialized trade magazines and journals, registration statements and Annual Reports filed with the securities market regulators, general business magazines and newspapers (Financial Post, Report on Business, Business Week, Forbes, Fortune, Harvard Business Review, Barron's, and the Wall street Journal).

b.
No, but Quality Control Standards require firms to investigate prospective auditees.

c.
Students can decide this acceptance question either way, although the brief facts may prejudice the conclusion toward nonacceptance. The PA's own firm decided to resign 10 years ago, presumably over matters of owner-manager integrity. Yet, Mr. Shine appears to be a respected member of his new community. Maybe his "fast and loose" accounting past is behind him. Maybe not. Student should use the facts available, and madke reasonable assumptions, to provide arguments that support the choice they make.

DC5-3  
a)
Factors to consider before accepting the audit engagement include:


-

Is the PA firm independent? 


-

Does the PA firm have the expertise to conduct the audit?


-

Will the auditee be able to pay the audit fee?


-

Is the auditee a going concern? 


-

Is management highly questionable?


-

Do they need an audit?


-

Is the risk arising from known users of the financial statements reasonably determinable and acceptable?


b) 
Risk assessment procedures include the following activities.

Identify users of financial statements –owner/major shareholder who has asked for audit for first time this year, and potential lenders she will likely give the audited financial statements to, and who likely will use the f/s to evaluate the risk of the company not paying back its loan and interest.  

Other qualitative factors could be relevant, like contracts or covenants based on f/s balances, transaction volumes, pledges of assets as collateral, etc.

c) 
For quantitative assessment, apply appropriate benchmarks, e.g. 5-10% normal income, 0.5 - 1% revenues or assets, 

Here there is no ‘Normal income’ as it is a new, start-up company.  

Other bases suggested can be considered, such as:

     Assets: $25000 to 50000

      Revenues: $4000 to 8000   

Then also consider qualitative factors, to generate reasonable range. 

Assets is probably most appropriate since the start up stage also means revenues are not good performance indicators yet, and user decisions not likely to depend on revenue information. 

As the auditor, you must select one amount from the range to provide a materiality level for planning the audit. Your choice needs to be justified based on qualitative factors. For example, in this case it would be appropriate and prudent go to the lower end of asset-based range, $25,000, since it is a first time audit, users are known to be relying at least partly on financial statements for important financial decisions, but the best information in the financial statements at this stage of the business’s life is the asset values. 

Materiality is the most important judgment and is made early in the audit because the auditor’s assessment of risk of material misstatement requires a preliminary benchmark of what it ‘material’  - this then affects every other planning decision.


d)
Some possible ratios:

Current ratio/quick ratio  


– 
may indicate liquidity problem, financial condition is poor, risk of business failure.

Operating cash flows over payables 


- 
indicates cash burn for start up stage business   


- 
indicates working capital requirements to fund operating shortfall and risk if not likely to be met. 

Gross margin percent– may suggest performance of operation is inefficient as costs not covered by revenues, or price competition affecting viability 


- 
other valid ratios, implications are also acceptable for this case

Example of additional information - For more meaningful ratio analysis,  further information is needed for more different comparisons, e.g. more operating periods to compute turnover, efficiency ratios, industry averages, 

DC5-4
Predecessor and Successor Auditors

Wells & Ratley need to initiate communications with both predecessor auditors. The situation is unusual, but W&R need to obtain complete information from all the predecessors involved since the last audit (2012 financial statements). Both Canby & Co. and Albrecht & Hubbard are predecessors. (If Canby & Co. had completed the 2013 audit, and W&R had been hired to perform the 2014 audit, then Canby & Co. would be the only Predecessor. A&H would be history.)

Inquiry of only one of the predecessors would not result in complete information because the circumstances surrounding each auditor change may be different. The two predecessors, having served at different times and for different lengths of time, may have different knowledge about Allpurpose Loan Company and its president.

If the company is public and subject to securities market reporting requirements, reports for both changes should have been filed with the regulator.

DC5-5
Calculate a Planning Materiality Amount


This solution provides a stock price-based method of determining what is material to users based on the impact of an income misstatement is expected to have on the share price, as indicated by the ‘multiple’ that market participants are using to price this company’s shares. This approach provides an alternative way of thinking about the materiality concept, though simpler methods based on financial statement amounts (usually pre-tax income) are more commonly used in practice. 


6% Price Effect

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

Price materiality judgment
$       .66
Adjusted stock price
$     10.34

Adjusted earnings per share

(divide by 16 multiple)
$    .64625

Indicated net income

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

Add pre-tax accounts that can

be audited completely:

Interest expense
$       -0-

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

Indicated pre-tax income
$   745,674

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

($515,000/0.65)

Indicated planning materiality

based on pre-tax income
$    46,634

DC5-6
Preliminary Analysis, Materiality, Assertions.

a)
To assess the risk of material misstatement, the auditor must understand the nature of the business on what needs to be accounted for, because it will affect what inherent risks exist in the business and thus its accounts. This illustrates the importance to the auditor of understanding how a business creates value and earns profits. The case requires one to apply one’s  knowledge of the business, given the facts provided in the case and other reasonable assumptions, to judge the relevant inherent risks for different financial statement components in relation to the five principle assertions: existence, completeness, ownership, valuation and presentation [ECOVP]


b) 
To make a decision on materiality, we first identify the main users of financial statements – these are the minority shareholders who have asked for an audit for the first time this year. Also, the  bank holding the long term loan shown in the trial balance  likely will use the f/s to evaluate the risk of the company not paying back its loan.  Other qualitative factors could be relevant, like contracts or covenants based on f/s balances, transaction volumes, indicators of fraud, etc. For quantitative assessment, apply appropriate benchmarks, e.g. 5-10% pre-tax normal income, 0.5-1% revenues or assets, and then also consider qualitative factors, to generate reasonable range. Select one level from range and justify the quantitative choice based on qualitative factors. 


c)
Two possible ratios that could be calculated for analysis are:

i) current ratio/quick ratio

 – may indicate liquidity problem, financial condition is poor, risk of business failure.

ii) gross margin percent

– may suggest performance of operation is inefficient, or price competition affecting viability

- for more meaningful ratios and analysis,  further information is needed, e.g. past periods to compute turnover, efficiency ratios, industry average, to allow for more different comparisons.

Other valid ratios, implications, and related further investigation are also acceptable if clearly explained and supported


d) 
Assessment of the risk of material misstatement (RMM) takes into consideration both the inherent and control risks, at the assertion level. The inherent risk assessments are based on the nature of the item and the risk that an error can have occurred in accounting for that item in the first place, regardless of controls. The general tendency is for high value items that are attractive to steal, like TVs, to have higher inherent risks related to the existence assertion. For Dawood, it is manufacturing the TV and monitors, so the valuation may be subject to errors in complex cost allocations, and the net realizable value may fall due to technological obsolescence, so the valuation assertion has high risk of misstatement. Several other accounts could also be noted as high risk, such as warranty provision (high valuation assertion risk as this is an estimate) or PPE because it is highly material and may become obsolete or inefficient over time, affecting its valuation. Another item that may have high inherent risk in Dawood is the accounts receivable balance if there is a concern about collectibility, as the valuation assertion would have a high risk of misstatement. 


Two items that may have low inherent risk assessments are the bank loan - it is straightforward to value it and confirm its existence and completeness. Share capital might also be noted as a low risk account, since its ownership is well documented and since it is not complex to account for, its existence, valuation and completeness would not have high inherent risk. 


Generally, assessing high inherent risk leads the auditor to expect management to have strong risk assessment processes, and  strong controls in place to offset/reduce these risks. If this is the case, when inherent risk and control risk are combined as RMM, the assessed risk could be lower than the inherent risk alone. However, to rely on this assessment the auditor must test the relevant controls. In Dawood’s case it may be feasible and efficient for the auditor to test these controls and get some assurance from them, and that will lower the amount of assurance required from substantive tests. On the other hand, if the controls are not very strong the RMM will be very high for high inherent risk items  and the auditor will need a lot of substantive evidence to be able to get reasonable assurance to form an opinion about whether the f/ss are fairly stated.


e)
Inventory in manufacturing business  will have raw material, WIP and finished goods



Assertions: (note - assessments of RMM  below are for finished goods, WIP risk assessments may differ)



Existence: moderate



 - The question is whether all the TVs and monitors recorded really are on hand. Since these items could be easily stolen, the risk is raised, but verification by physical inspection can provide very reliable evidence. Further, if controls in place appear strong over recording the purchases, it would be difficult to make an entry for an inventory purchase  that doesn’t exist. Thus the risk is moderated.



Completeness: moderate



 -  The question is whether all the inventory the company actually owns has been recorded. This depends on good controls over recording all purchases, and moving costs of WIP through the production accounting process properly. Since it is possible to miss recording unless controls are good, and inventory is key to the company’s success, we can assume the controls over this are good and the risk is moderated.



Valuation: high



 - The question is whether the dollar amount allocated to the finished goods is correctly calculated and complies with GAAP (i.e., the financial reporting framework selected by management, including the relevant inventory valuation policies and methods). There are a number of factors that can lead to risk of misstatement of the valuation assertions, such as: the TVs might not be able to be sold at expected prices; the raw materials and componement used may not be of suitable quality; the costs of the components may not be correctly recorded; all production costs incurred in the process may not be captured accurately such overhead allocations.



Ownership: low



 - The question is whether Dawood has proper title to the inventory. The risk is assessed as low since it is unlikely that Dawood will record inventory that is has not purchased and taken title to upon delivery, or will  include inventory once it is sold (under an assumption that the terms of sale for this type of business are not complex to follow, and title transfers when goods are delivered with little uncertainty about completing the sale )



Presentation: low 



- The question is whether the inventory is properly classified in the financial statements and all disclosures required by GAAP are complied with. This is assessed as a low risk assertion since the classification not complex (as long as there are reasonable systems controls in place to measure the different classes of inventory: RM, WIP and FG), accounting policies for inventory valuation & disclosure  are clear to apply, management is assume to have the required accounting skills.



Other valid risk assessments could be made based on different assumptions, or on different interpretations of the facts provided since these are fairly limited in the case.

DC5-7
Materiality Level Reduced

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

a) 
The magnitude of net income, other financial statement items, the users and the potential impact of errors on their decisions, and other qualitative factors can be discussed.

b) 
Lower materiality will tend to require more audit procedures, e.g. higher sample extents when representative samples are tested, and this will apply whether extents are determined statistically or judgmentally - if a smaller error matters, more has to be looked at to get the same assurance that a material error is unlikely to have occurred. 

c) 
In this case the auditors need to consider the impact of a lower materiality level on the unadjusted errors (and the potentially undetected errors) in the opening balances. It may be that at the lower materiality level these errors would have needed to be adjusted. Since they were not, and they affected a current asset, they will reverse in this year, and  which in turn materially affects the current year-end balances. It will be important for the auditor to take the reversal of this prior period error into account 

DC5-8
Materiality Approaches in Audit Practice. 

Materiality decisions are highly judgmental, so a lot of variability in practice is inevitable. Even the same auditor may want to use a different approach in different audits, since the decision is based on many qualitative factors that will be context-specific. CAS 320 provides a lot of options so that auditors are not constrained from applying their judgment. CAS 320 also highlights the different considerations and requires the auditor to consider different factors and justify the decision on each financial statement audit. Allowing for these different approaches  in the standards can prevent auditors in practice from starting to take too much of a literal, ‘cookbook’ attitude about what the standards require. 

DC5-9
Materiality and Misstatements in Estimates 

The case is based on the SEC’s lawsuit against the  Nortel executives, alleging they used ‘cookie jar’ reserves to make their 2003 bonus. The data provided can be analyzed to show management may be using measurement uncertainty strategically, to bias the estimate. Using large reserves/provisions to understate income in one year can allow a higher income to reported in a later period, when the result will push the company into profit and make the executives eligible for bonuses. The auditor would need to assess the reasonable range of these estimates in each year, and compare the company management’s suggested estimate to see if it is outside the range. The direction of any difference between the auditor’ and management’s estimates is important to track across all the company’s estimates in a period - do they tend to go in the same direction in terms of impact on earnings? This could suggest a conscious attempt to over or understate the reserves to have control over the reported results in the following periods. The analysis of auditor ranges to management’s in subsequent periods should also take into account the reversal of provisions in previous periods, to assess potential for bias.

DC5-10
Quantitative and qualitative materiality criteria

a) The following accounts will be overstated:


Accounts receivable
        


Current assets  and total assets


Sales revenue 


Income and retained earnings  


This  cut-off error most clearly affects the  EXISTENCE (or OCCURRENCE)  assertion since it results in the year’s sales and year-end A/R balance being overstated.

b) Current ratio calculations:


 
including  error       = 1,100,000/860,000  = 1.28



with error corrected   =  (1100000-250000) / (860,000)  = 0.99


Impact is to lower the ratio from 1.28 to 0.99     


This brings the ratio below the level required by the bank covenant.

c) Based on quantitative criteria only, an auditor might conclude it is not material  since it is less than 5% of NIBT. However, another auditor might judge it to be close enough to quantitative thresholds for it to be considered material, since it is 4% of NIBT, 2.3% current assets, etc. 

In any case, since correcting the error will push ratio below the minimum level set in the bank covenant of 1.2 to 1, the error affects a key financial ratio that the bank/user is monitoring and  will affect banks decision to continue loan or call it back. This is a qualitative factor that makes it a material misstatement. In conclusion, it should be considered material based on qualitative considerations.

DC5-11
Overall Audit Strategy, Retail Industry 

This case involves finding two real companies in the same industry and applying the chapter planning concepts in this context.
The “Overall Audit Strategy” checklist in Exhibit 5-9 can be used as a guide. Some other guiding questions that students can consider include:

- What business are the companies in. How does each make money? What are its main strategic objectives? What business risks does it face that could prevent it from meeting its strategy? (Refer to the relevant risk factors listed in CAS 315 Appendix) Discuss two business processes that are likely to be important in this business considering its strategy and risks, and why these would be most important.

- Outline the company’s corporate governance structure (e.g., Board of Directors composition and qualification and independence, Audit or other board committees), as indicated or implied in their Annual Report.

-Determine the audit risk level the audit team would be willing to accept for this engagement, and the materiality level for planning purposes. Justify your choices. -Review the company's main accounting policies, including those for revenue, inventory, capital assets, and any other that seem relevant in this business and comment on their appropriateness (i.e., are the policies chosen by management conservative, aggressive, etc?). 

-Present the result of key analytical review procedures and explain the impact of these finding on your audit approach. Summarize your findings in the report and provide details in an Exhibit. Comment on the impact of accounting policy choices on the results of the analytical procedures. 

-Based on your research and business risk assessment above, identify two or three key audit issues, and their impact on your audit approach. A key audit issue is an area where you think there is a particularly high risk that the company's financial statements are materially misstated. Support your selection of these key audit issues by explaining specifically how the business risks and other company factors you identified might lead to higher risk of material misstatement in this company's financial statements.  
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