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Learning Objectives
LO 1 Explain the nature of the revenue process.
LO 2 Evaluate how an auditor’s understanding of
an entity and its environment affects audit planning
decisions in the revenue process.
LO 3 Determine inherent risk for various assertions in
the revenue process.
LO 4 Evaluate control activities for credit sales
transactions.

LO 6 Evaluate control activities for sales adjustment
transactions and revenue process disclosures.
LO 7 Determine how to design and perform tests of
controls in the revenue process and connect the results
of control testing to audit strategy.
LO 8 Assess detection risk and design substantive
tests, including audit data analytics, to address various
assertions in the revenue process.

LO 5 Evaluate control activities for cash receipt transactions.

Auditing and Assurance Standards
PCAOB

Auditing Standards Board

AS 2310 The Confirmation Process

AU-C 505 External Confirmations

Cloud 9 - Continuing Case
Sharon Gallagher (audit manager), Josh Thomas (audit senior),
and Suzie Pickering (audit staff) are discussing the audit of revenues for Cloud 9. Previously, Suzie learned that senior members of
management, including a number in the accounting and finance
section, will receive stock options if revenue targets are reached.
In addition, the company is opening a new company-owned store
in a major market. The audit team is considering what other aspects
of the business and industry Suzie needs to understand in order to

carefully plan the audit of the revenue process. The company has
set aggressive goals to increase market share in a very competitive industry. Suzie recognizes that she needs to complete work in
understanding the business and industry to evaluate the results
of analytical procedures relative to revenues and receivables.
Sharon asks Josh and Suzie to suggest other key factors the audit
team will have to consider when designing the substantive procedures for the revenue process.

Chapter Preview: Audit Process in Focus
Finding an appropriate combination of audit procedures to achieve a low level of audit
risk at an acceptable cost is a constant challenge facing most audit teams. This chapter
focuses on making decisions about appropriate audit procedures in the revenue process.
We begin with a discussion of the nature of the revenue process. We then address the process of understanding the entity and its environment in the context of the revenue process
and using this knowledge to assess inherent risk in the revenue process. The chapter then
moves on to a discussion of evaluating internal controls in the revenue process, including
understanding entity-level controls, understanding the document trail, evaluating what can
go wrong (WCGW), identifying controls to test, performing tests of controls, and evaluating
control risk and the risk of fraud. At this point, the auditor often confirms or revises his or
her preliminary audit strategy and then executes substantive tests to reduce audit risk to an
acceptable level. This chapter will walk you through key audit decisions in the context of
the revenue process.

Nature of the Revenue Process

Nature of the Revenue Process
LEA RNING OBJECTI VE 1
Explain the nature of the revenue process.

An entity’s revenue process consists of activities related to credit sales with customers
and the collection of accounts receivable. For a merchandising company, the classes of
transactions in the revenue process include (1) credit sales, (2) cash receipts (collection
of receivables and cash sales), and (3) sales adjustments (discounts, sales returns and
allowances, and adjustments for bad debts). These transactions are depicted in Illustration 11.1.

Revenue Transactions

Debit

Credit

Credit sales

Accounts Receivable

Sales

Cost of Goods Sold

Inventory

Cash

Accounts Receivable

Cash receipts (primarily focused
on collection of receivables)

Sales Discounts

Sales adjustment transactions
Sales returns and allowances

Sales Returns and
Allowances

Accounts Receivable

Provision for bad debts

Bad Debt Expense

Allowance for Doubtful
Accounts

Write-off of bad debts

Allowance for Doubtful
Accounts

Accounts Receivable

For companies that sell goods or services on account, there is significant interaction between sales and accounts receivable. If revenue is recognized prematurely, both sales and
accounts receivable will be overstated. The same interaction also exists between cash receipt
transactions and accounts receivable, and a misstatement of cash receipts will result in a misstatement of accounts receivable. Further, if discounts are given for early payment, sales discounts are recorded when recording the cash receipt and reducing a customer’s receivable.
The highest volume of transactions usually occurs with credit sales and cash receipts, as well
as a series of transactions that fall under the broad category of sales adjustment transactions:
sales returns and allowances, the provision for bad debts, and the write-off of bad debts. Usually, sales returns represent a much smaller volume of transactions. Further, a critical aspect of
sales return transactions is the receipt of returned goods in the warehouse. Transactions providing for bad debts, or the write-off of receivables, often occur during month-end or quarterend adjustments. Finally, three of these accounts, inventory, cost of goods sold, and cash, are
also affected by transactions in other processes. The audit of these accounts is deferred to
Chapter 13.
The auditor should obtain sufficient appropriate evidence for the transaction classes,
balances, and disclosures outlined in Illustration 11.2. While the auditor must obtain
sufficient appropriate evidence for all assertions, the auditor is often concerned about the
overstatement of revenues and receivables. Hence, the auditor is particularly concerned
about the occurrence, accuracy, and cutoff of revenues, and the existence, right to, and
valuation and allocation of receivables. The discussion in this chapter will focus primarily
on credit sales transactions (rather than on cash sales).

ILLUSTRATION 11.1

Revenue transactions

11-3

11-4

C h a pte r 11 Auditing the Revenue Process
ILLUSTRATION 11.2 Key revenue process assertions

Relevant Transaction Classes
Sales
Cash receipts
Sales adjustment transactions
• Sales returns and allowances
• Adjustment for bad debts
• Write-off of bad debts

Relevant Account Balances
Accounts receivable
Allowance for doubtful accounts

Receivable disclosures
Revenue disclosures

Assertions

Assertions
Occurrence
Completeness
Accuracy
Cutoff
Classification

Relevant Disclosures

Existence
Rights and obligations
Completeness
Valuation and allocation
• Valuation at historical cost
• Valuation at net realizable value

Assertions
Occurrence and rights and
obligations
Completeness
Classification and
understandability
Accuracy and valuation

Before You Go On
1.1 Identify two major transaction classes with significant volumes of transactions in the revenue
process.
1.2 Explain the interaction of sales and cash receipts with accounts receivable. Further, if cash
receipts are understated, what are the implications for accounts receivable?
1.3 What is the usual timing of recording charges to bad debt expense?

Understanding the Entity and Its Environment
LEA RNING OBJECTI VE 2
Evaluate how an auditor’s understanding of an entity and its environment affects
audit planning decisions in the revenue process.

Chapters 3 and 4 explained the importance of understanding the entity and its environment,
and how this understanding is important to assessing inherent risk. As inherent risk factors
vary from industry to industry, from client to client, and from year to year, each audit must be
custom-made to address unique risks. The following discussion will address the importance of
understanding the entity and its environment in the context of the revenue process, analytical
procedures commonly used in the revenue process, other issues associated with the entity and
its environment, and the resultant assessment of inherent risk.

Understanding the Client’s Revenue Process
The process of earning and recognizing revenues will vary from entity to entity. It is particularly important that the auditor be knowledgeable about the entity, how the entity earns
revenues, and what particular revenue recognition issues may be relevant to the entity. Understanding how the entity earns and recognizes revenues assists the auditor in:
• D
 eveloping an expectation of total revenues by understanding the client’s capacity, marketplace, and customers.

Understanding the Entity and Its Environment
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• D
 eveloping an expectation of gross margin by understanding the client’s market share
and competitive advantage in the market.
• D
 eveloping an expectation of net receivables based on the average collection period for
the client and for the industry.
In addition, the process of generating revenues drives many expenses (e.g., cost of goods sold
or selling expenses), so understanding the revenue process assists in developing expectations
of the entity’s expenses associated with other transaction processes and assessing the risk that
unaudited earnings contain material misstatements.
Illustration 11.3 illustrates the importance of understanding the revenue process for
five different industries, which will be discussed in this chapter, as well as Chapters 12 and
13. These industries were chosen for their variety based on the North American Industry
Classification System (NAICS). These include the manufacture of oil and gas field machinery and equipment (NAICS 333132), the manufacture of electronic computer equipment
(NAICS 334111), supermarkets and other grocery stores (NAICS 445110), hotels and motels
(NAICS 721110), and colleges, universities, and professional schools (NAICS 611310). These
examples define a wide spectrum of underlying business practices and an equally wide spectrum of risk for the auditor. The auditor would normally obtain this understanding through
previous experience with the entity; information from trade associations, business periodicals, and newspapers; and from publishers of industry information such as Robert Morris
Associates or Value Line.
ILLUSTRATION 11.3 Understanding an entity’s revenue process

Example Industry Traits
Oil and Gas Field Machinery and
Equipment Manufacturing
• Tied to extract industries that are dependent on oil prices
• Depends on opportunities for export and
competitive pricing
Electronic Computer Manufacturing
• Sells products ranging from network
servers to personal computers and tablets
• Consulting services may represent a
significant component of revenues

Developing a Knowledgeable
Perspective About the Entity’s
Financial Statements (Median
Industry Data)
Sales to Total Assets: 1.6
Sales to Net Fixed Assets: 10.3
Gross Profit: 36.9%
Net Operating Profit: 12.0%
Collection Period: 61 days

• Concerns about terms of sales and moving
inventory during a period of low oil prices

Sales to Total Assets: 2.7
Sales to Net Fixed Assets: 49.2
Gross Profit: 39.2%
Net Operating Profit: 5.2%
Collection Period: 41 days

• Significant revenue recognition issues associated
with bundled products

• Margins depend on competing technologies

• Intense competition from club stores and
other competitors
Hotels and Motels
• Generates revenues from hotel occupancy
and services (food and conferences),
franchise fees, and property management

• Sales may be dependent on policies of foreign
governments
• Collection risk associated with selling to foreign
entities

• Cash collection may precede revenue recognition
resulting in unearned revenues
• Competitive environment significantly affects
selling prices and gross margins
• Normal concerns about collection risk

Sales to Total Assets: 2.7
Sales to Net Fixed Assets: 5.3
• Numerous products where product
Gross Profit: 26.7%
differentiation is difficult
Net Operating Profit: 1.5%
• Companies are improving margins by leasing
Collection Period: 4 days
space to banks and coffee companies
Supermarkets and Other Grocery Stores

• Importance of brand development

Assessing the Risk of Material
Misstatement

Sales to Total Assets: .5
Sales to Net Fixed Assets: .6
Gross Profit: Not Reported
Net Operating Profit: 17.2%
Collection Period: 2 days

• Sales volume coverage of fixed costs
• Gross margins related to product mix and space
utilization
• Receivables usually relate to pharmacy
receivables from insurance companies and
miscellaneous trade receivables
• Revenue recognition for accounting for hotel
transactions versus property management
• Revenue tied to sales volumes, prices, and
occupancy rates
• Major hotel companies that enter into agreements
to manage properties for others experience a
higher degree of collection risk
(continued)
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ILLUSTRATION 11.3 (continued)

Developing a Knowledgeable
Perspective About the Entity’s
Financial Statements (Median
Industry Data)

Example Industry Traits

• Revenue recognition is straightforward

Sales to Total Assets: .5
Sales to Net Fixed Assets: 1.0
Gross Profit: Not Reported
Net Operating Profit: 10.2%
Collection Period: 16 days

Colleges, Universities, and Professional
Schools
• Concerns about the degree of tuition
discounting through scholarships
• Importance of accreditation and access to
federal student loans

Assessing the Risk of Material
Misstatement
• Low collection risk if accredited
• Business risk associated with high fixed costs and
enrollment declines

• Enrollment sensitive to demographics and
unemployment levels

It is important for the auditor to understand the nature of the client’s revenue process. The
demand for oil and gas field machinery equipment can be significantly impacted by (1) oil
prices or decisions made by foreign countries to invest in or support oil and gas extraction, or
(2) political factors that influence a government’s ability to sell oil and gas. The companies
that manufacture computers may bundle services and service contracts with their products
resulting in more complex revenue recognition accounting. While the accounting for revenues
in the grocery industry might be uncomplicated, hotel and motel operations may include managing properties for others, which requires recognition of only the management commission
and not the gross receipts of the managed properties. Therefore, the audit of each company
must be custom-made, and inherent risks will often differ from one audit to the next. Finally,
understanding an entity's revenue process provides the basis for developing expectations about
revenue and receivables that an auditor uses in performing analytical procedures.

Analytical Procedures
Analytical procedures are required in every audit as part of the risk assessment process
during audit planning, which often occurs during the client’s second or third quarter. They
are cost-effective, and they are often effective in identifying potential misstatements in the
financial statements. The most effective analytical procedures rely on the auditor’s knowledge of the business and industry. Some example analytical procedures that may apply to
the revenue process are presented in Illustration 11.4.
ILLUSTRATION 11.4 Analytical procedures commonly used for the revenue process

Ratio

Formula

Sales to capacity

Audit Significance

Net sales

Helpful in assessing the reasonableness of total revenues.

Nonfinancial measure of capacity
Market share

Client’s net sales

Helpful in assessing the reasonableness of both total
revenues and gross margins. Larger market share is often
associated with larger gross margins.

Net sales of industry
Sales to total assets

Sales

This ratio is useful for manufacturing and other asset-based
companies. Describes the relationship between assets and sales
revenues.

Average total assets
Accounts receivable growth to
sales growth

Accounts receivable turnover
in days

(

)

Accounts receivableCurrent Year
Accounts receivablePrior Year

(

)

SalesCurrent Year
SalesPrior Year

365 days ÷

(

Ratios larger than 1.0 indicate that receivables are growing
faster than sales. Large ratios may indicate possible collection problems.

−1

−1

Net credit sales

)

Average net receivables

Useful in comparing with industry averages. Longer collection
periods may indicate collection problems. Prior experience and
current sales volumes may be useful in estimating current net
receivables.
(continued)
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ILLUSTRATION 11.4 (continued)

Ratio
Uncollectible accounts
expense to net credit sales

Formula
Uncollectible accounts expense
Net sales

Uncollectible accounts
expense to accounts receivable
write-offs

Actual accounts receivable write-offsCurrent Year

New product revenues to total
revenues

Revenues from new products
introduced during the year

Uncollectible accounts expensePrior Year

Total revenues

Audit Significance
Useful in evaluating the reasonableness of uncollectible
accounts expense. Smaller ratios may indicate an inadequate
provision for uncollectible accounts.
Useful in evaluating the reasonableness of prior period’s
uncollectible accounts expense. Smaller ratios may indicate
an inadequate estimation process.
Companies with a high proportion of revenues from new
products may earn a premium gross margin due to their
ability to innovate.

The first step in performing analytical procedures is obtaining an understanding of total
revenues given (1) the client’s capacity and (2) the client’s marketplace for those products. The
auditor should understand the entity’s capacity, which is the maximum volume of sales that it
could generate if it fully utilized its facilities and employees to manufacture and deliver products
and services. Auditors should be sensitive to the volume of sales that an entity records given its
maximum capacity, the number of shifts that an entity operates, and seasonal variations in the
industry. In today’s audit environment, effective analysis of either analytical procedures or data
analytics is tied directly to the auditor’s business acumen. It is much more effective to evaluate
total revenues against a measure of business activity than to compare current revenues with
prior-year revenues. Auditors must be sensitive to how the business environment is changing,
not just how the financial numbers are changing. Therefore, the auditor will often tailor analytical procedures to the client’s industry that compare revenues with measures of the process that
produces revenues. For example, the auditor might evaluate the following trends:
• R
 evenue per number of manufacturing employee labor hours, for a labor-intensive manufacturing process.
• Revenue to plant assets in a capital-intensive manufacturing process.
• Revenue per square foot of retail space for a grocer.
• Revenue compared to occupancy rates for industries such as hotels or airlines.
• Revenue per student for a college.
When evaluating these trends, the auditor must also be sensitive to seasonal demand or
other trends in the marketplace for the client’s products. For example, the auditor must be able
to assess the reasonableness of revenue increases for a household appliance manufacturer when
national housing starts are declining, or the reasonableness of occupancy rates and room prices
for a hotel chain when new competitive properties have entered key markets. One important
analytical procedure is understanding the client’s market share, which compares the client’s
revenues with total revenues in the market for the client’s product. This is particularly important
because companies with dominant market shares often obtain premium gross margins.
Finally, it is important for the auditor to evaluate the client’s accounts receivable turnover
in days, or average collection period, and be able to compare the collection period with industry norms. Companies may be able to speed up collection times when products are in high
demand. Increases in the client’s collection period indicate that receivables are growing faster
than sales volumes, which consumes operating cash flows and may lead to liquidity problems.
It is particularly important in growth companies for auditors to monitor the entity’s collection
period because any growth in sales is usually accompanied by receivable growth that consumes operating cash. If receivables are growing faster than sales, it may be an indication that
the company is accomplishing sales growth by taking on increased credit risk.
Other analytical procedures an auditor might assess in the revenue process include:
• Sales turnover, a ratio of sales to average total assets.
• Trends in gross margins compared with trends in market share.
• E
 stimates of accounts receivables given knowledge of the company’s sales volumes,
prices, and historical collection period.
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• C
 omparison of accounts receivables to the receivables estimate in the company’s cash
budgets.
• Uncollectible accounts expense to net credit sales.
• Uncollectible accounts expense to actual uncollectible accounts written off.

Other Considerations Regarding the Entity
and Its Environment
Recall from Chapter 4 (see Illustration 4.1) that there are numerous issues an auditor should
understand about the entity and its environment. Illustration 11.5 summarizes revenue issues
that have not yet been covered in this chapter, and it provides examples of the settings in which
these factors might lead to either a higher assessment of inherent risk or a lower assessment of
inherent risk. It is important for auditors to recognize that these factors may change for a given
client over time and that each audit should be viewed independently from previous audits.
ILLUSTRATION 11.5 Understanding the entity and its environment in the revenue process

Higher Inherent Risk
Significant legal compliance issues exist when
making sales, delivering on contracts, and
collecting sales (e.g., HIPAA compliance in the
medical industry, or legal compliance in defense
contracting).

Key Factors Regarding the
Entity and Its Environment

Lower Inherent Risk

Compliance with laws and
regulations

Nominal legal compliance issues exist when
making and collecting sales.

The client only informally compares revenues
with underlying business activity.

Client performance measurement

A significant amount of revenue transactions
is with affiliated companies or other related
parties.

Related party transactions

There are few or no revenue transactions
with affiliated companies or other related
parties.

Corporate governance

There is strong corporate governance
with oversight of revenue recognition
and accounting estimates in the revenue
process.

There is little or no independent oversight of
management, the revenue accounting process,
or accounting estimates in the revenue process.
Revenue recognition is complex and requires
significant adjustments at period-end.

Month-end, quarter-end, and
year-end closing procedures

The client carefully monitors revenue
recognized compared to underlying
business activity.

Revenue recognition is not complicated and
requires little period-end adjustment, if any.

Audit Reasoning Example Indicators of Misstatements in the
Revenue Process

Chris Spenser is the senior on the audit of Cloud Materials, Inc. (CMI). CMI manufactures a variety of computer hardware used in server farms and computer networks, and this year it started
bundling software with the products to more seamlessly handle the problems associated with large
data storage and retrieval. CMI is also starting to invest in data analytics software to better serve
its clients. Chris has noticed two significant warning signs: (1) the company has improved its gross
margins to a point where they are significantly above industry averages, and (2) the company is significantly lagging behind the rest of the industry in collecting its receivables. Chris wonders if this
makes sense in a price-competitive industry. Is the combination of increasing gross margins and
increasing collection periods a sign of premature revenue recognition? As Chris talks about this
with his audit manager, they decide that these are warning signs that need specific investigation.
They need to determine if the system of internal control kept up with changes in business practices. Also, they need to focus attention on how revenue is recognized on bundled hardware and
software sales, as well as whether there have been significant profit increases in the fourth quarter.

Inherent Risks in the Revenue Process
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Before You Go On
2.1 Explain how auditing the revenue process might be different for a hotel client than for an oil
and gas field equipment manufacturer.
2.2 Assume that, when performing analytical procedures, an auditor notices that revenue grows
10% while receivables grow at a 30% rate. What assertions might be misstated?
2.3 Explain how quarter-end closing procedures might increase inherent risk in the revenue
process.

Inherent Risks in the Revenue Process
LEA RNING OBJECTI VE 3
Determine inherent risk for various assertions in the revenue process.

In assessing inherent risk for revenue process assertions, the auditor should consider pervasive
factors that may affect assertions in several processes, including the revenue process, as well as
factors that may pertain only to specific assertions in the revenue process. Accounting for various revenue transactions under ASC 606 Revenue from Contracts with Customers is complex;
revenue should only be recognized when a company satisfies its performance obligations. This
is particularly true when there are multiple performance obligations, such as when the sale
of goods and services are bundled together. Further, management often has more incentive to
overstate revenues than to understate revenues. Factors that incentivize management to misstate revenue process assertions and commit fraudulent financial reporting include:
 ressures to overstate revenues to achieve revenue or profitability targets that were not
• P
achieved in reality owing to such factors as global, national, or regional economic conditions; the impact of technological developments on the entity’s competitiveness; or poor
management.
• P
 ressures to overstate cash and gross receivables or understate the allowance for doubtful accounts in order to report a higher level of working capital in order to meet debt
covenants.
The auditor should maintain an appropriate attitude of professional skepticism and be
alert to some of the following devices that have been used by companies to overstate revenues:
consignment sales, refund rights, and bill-and-hold transactions.
Consignment sales. Sale arrangements that have the characteristics of a consignment
sale include giving the buyer a lengthy right of return, having substantial payment made upon
the resale of the product, requiring sellers to repurchase inventory at a specified price, or
allowing the buyer not to assume risks of ownership due to future pricing concessions. For
example, if a manufacturer promises a wholesaler future price concessions based upon holding and financing costs for the length of time between purchase and sale, the sale should be
accounted for as a consignment sale, and revenue should be deferred.
Refund rights. When rights of return exist or are likely to be accepted, a reasonable
estimate of refunds should be made when revenue is recognized. In determining the amount
of the estimated refunds, management should consider competition, obsolescence, and the
length of time over which the product can be returned. However, if a reasonable estimate
cannot be made, revenue should not be recognized until the material uncertainty is resolved.
Further, if a seller changes the right of return near the end of the period to offer more generous terms, the seller should not be able to recognize revenue until material uncertainties are
resolved and subsequent cash collections are assured.

consignment sales may occur
in a transaction between a manufacturer and a wholesaler, when
the seller retains title to inventory
in the wholesaler’s possession,
and the sale is completed when
the wholesaler sells the inventory
forward; a consignment sale may
be created in economic substance
when the terms of sale create
uncertainties about whether the
wholesaler assumes risk of ownership upon receipt of goods
refund rights a sale is made
with the right to return the goods
for a full refund, even if the goods
are not defective
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bill-and-hold transactions a
customer is billed for goods, but
goods are not shipped; accounting principles have very narrow
criteria for when revenue can be
recognized for a bill-and-hold
transaction; the transaction must
be initiated by the customer, and
the customer must have a sound
economic reason for purchasing
the goods and asking the seller to
continue to hold the goods
gross sales total revenues
before any deductions, such as
deductions for sales returns and
allowances

Bill-and-hold transactions. These are transactions in which a company bills customers without shipping goods. Sunbeam Corporation was the first to use this method to
inflate revenue. For example, assume that a manufacturer leases a portion of its facility
to a customer and records revenue on sales to this customer when products are delivered
to the customer’s portion of the facility. The SEC now has very strict rules for revenue
recognition related to bill-and-hold sales. ASC 606 Revenue from Contracts with Customers
also has specific conditions that must be met for the seller to recognize revenues.
Problems associated with booking consignment sales, refund rights, and bill-and-hold
transactions usually result in problems associated with the occurrence of revenues and the
existence of receivables.
An additional problem that auditors have experienced involves the correctness of gross
sales. Many companies, particularly growth companies, pay considerable attention to topline revenues. Companies may award bonuses based on gross revenues, and companies have
been valued based on multiples of revenues. Consider the hotel chain that manages properties that it does not own. It should not record revenues from managed properties in a similar fashion to owned properties and then record related expenses of property management.
Rather, management should record revenue only in the amount of the commission earned.
Recently, Groupon restated earnings when it went public because it had booked revenue
in the amount of the gross value of products sold through Groupon, rather than merely
the commission that Groupon received on the sale of the product for customers. In this
case, there was an overstatement of revenues and an overstatement of expenses. Operating
income was correctly reported, but significant misreporting of the amounts of revenues and
expenses existed. In the Groupon case, the problem is with the occurrence of revenue and
the occurrence of expenses.
Other factors that contribute to misstatements in the revenue process include the
following:
• T
 he volume of sales, cash receipts, and sales adjustment transactions is often high, resulting in numerous opportunities for errors to occur.
• T
 he timing and amount of revenue to be recognized (occurrence and cutoff of revenues)
may be contentious owing to factors such as complex accounting standards, the need
to make estimates, the complexity of the calculations involved, and purchasers’ rights
of return.
 hen receivables are factored with recourse, the classification of the transaction as a sale
• W
may be incorrect.
• R
 eceivables may be misclassified as current or noncurrent owing to difficulties in estimating the likelihood of collection within the next year or events upon which collection
is contingent.
• C
 ash receipt transactions generate liquid assets that are particularly susceptible to misappropriation (completeness of revenues or cash receipts).
• S
 ales adjustment transactions may be used to conceal thefts of cash received from customers by overstating discounts, recording fictitious sales returns (occurrence or accuracy
of discounts or sales returns), or writing off customers’ balances as uncollectible (occurrence of write-off of accounts receivable).
Because of the variety and potential magnitude of the misstatements that can occur
in the absence of effective controls, the auditor must always give careful consideration to
inherent risks in the revenue process. Risks associated with revenue recognition are such
that auditors often consider the occurrence of revenues and the existence of receivable
assertions to be a significant inherent risk. In many cases, management adopts extensive
internal controls to address these issues through its own risk assessment procedures.
Finally, when auditors perform analytical procedures during risk assessment, they should
develop a skill in analyzing the likely assertions that might be misstated based on the data. For
example, consider the information in Illustration 11.6. Take a moment, study the data, and
consider what assertions might be at an increased risk of misstatement.
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Current Year
$000
Percentage

Prior Year
$000
Percentage

Revenues

$5,638

100.0%

$3,780

100.0%

Cost of goods sold

$2,691

47.7%

$1,975

52.2%

$2,947

52.3%

$1,805

47.8%

Gross profit
Accounts receivable, net

$1,335

$837

Revenue growth

49%

33%

Accounts receivable growth

59%

30%

Cost of goods sold growth

36%

34%

Accounts receivable turnover in days
Inventory turnover in days

ILLUSTRATION 11.6

Example analytic procedures
in the revenue process

86 days

81 days

180 days

189 days

The data show a company that is clearly experiencing rapid growth. Revenues have
grown by nearly 50%, receivables are growing faster than sales, and gross margins are improving. This fast growth, combined with the slow accounts receivable turnover, should cause the
auditor to heighten professional skepticism with respect to revenue recognition. Recognizing
revenues without shipping goods will cause gross margins to improve and accounts receivable
turnover in days to slow. The significant accounts receivable growth should also cause concerns about the collectibility of receivables. In summary, significant inherent risks exist for
the occurrence of revenues, the existence of receivables, and for the valuation of receivables
at their net realizable value.

Audit Reasoning Example Right of Return and Revenue Recognition
Keila Hirata is a senior auditor on Eastern Automotive, a small automotive parts company. She
has worked on this audit since she started with the audit firm, and she has developed a good
understanding of the company and its market. She has been monitoring the company’s monthly
financial statements and has been watching a build-up in inventory. Two months before year-end,
she talks to Eastern’s CFO about the problem; the CFO is wondering if Eastern will have to start
marking down inventory to move it out. Then in the last month of the year, inventory drops, revenue increases, and things look normal again. However, looking at the results of a data analytics
test, Keila notices that more goods have been shipped in the last month than have been ordered
by customers. What would explain this? Digging deeper in the shipping department, she finds
several large shipments to some of Eastern Automotive’s larger customers. The problem is that
the goods have not been ordered by the customers. Keila finds that the goods were shipped with a
full right of return if the customer cannot sell the products forward. This is a significant revenue
recognition problem that will result in taking revenue and receivables off the books and putting
inventory back on the books with a concurrent reduction in cost of sales.

Professional Environment Restatements of Revenues
Audit Analytics1 recently reported a summary of restatements
due to revenue recognition issues for a 17-year period ending
in 2017. The revenue recognition issues consist of misstatements
in approach, understanding, or calculation associated with the

recognition of revenue. Many of these restatements originated from
a failure to properly interpret sales contracts for hidden rebates,
returns, or barter or resale clauses. Some of the restatements also
relate to the treatment of sales returns, credit, and other allowances.

1
Don Whalen, Olga Usvyatsky, and Dennis Tanona, 2017 Financial Restatements, A Seventeen Year Comparison
(Audit Analytics: Sutton, MA, 2018).
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Disclosure Year
Revenue restatements

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
169

194

226

173

% of all financial
21.4% 20.4% 14.3% 9.3%
statement restatements

173

120

86

86

89

90

119

104

90

96

77

13.5% 12.4% 10.4% 10.1% 10.5% 10.6% 13.6% 12.1% 11.9% 14.1% 13.9%

Overall, restatements due to revenue recognition problems
were the second most common source of restatements during
the 17-year period. In the early years of this time series, revenue
restatements amounted to over 20% of all restatements. In the
subsequent period, revenue restatement declined as a percentage of total restatements. From 2009–2012, revenue restatements

amounted to only about 10.5% of all restatements, and from 2013
onward revenue restatements have increased, ranging from 11.9%
to 14.1% of all restatements. Based on restatements of earnings
due to revenue recognition problems, revenue recognition continues to be a significant inherent risk.

Cloud 9 - Continuing Case
As Josh and Suzie review what they know about Cloud 9’s business and industry, they know that senior employees will receive
stock options if revenue targets are met. Those targets are associated with opening a new company-owned store and making
more sales through existing channels. Analytical procedures performed during interim planning show that inventory levels have
increased. Further investigation has revealed that, while the economy has been strong, the company appears to have been aggres-

sive in its forecasting and overestimated the demand for certain
products. Suzie is concerned about how this might affect accounting in the revenue process. Josh also wants Suzie to pay careful attention to period-end closing procedures. Finally, Josh asks Suzie
to think about the assertions where inherent risk will be high or
maximum. Then, they can consider what they know about Cloud
9’s system of internal control when assessing the overall risk of
material misstatement.

Before You Go On
3.1 Explain how sales adjustment transactions may be used to conceal thefts of cash.
3.2 Ron Fisher owns Fisher’s Bar and Grill. Ron is particularly concerned about generating adequate cash flow but also places a real emphasis on minimizing the entity’s income taxes.
If you were to audit Fisher’s Bar and Grill, address the inherent risks that might exist in the
revenue process.

Control Activities for Credit Sales
LEA RNING OBJECTI VE 4
Evaluate control activities for credit sales transactions.

Recall from the section “Entity-Level Internal Controls” in Chapter 6 that when evaluating
internal controls in the revenue process, it is important to understand a number of entitylevel controls. Entity-level controls establish a background and environment for transactionlevel controls. For example, the control environment may enhance or negate the effectiveness of transaction-level controls. A key control environment factor in reducing the risk
of fraudulent financial reporting through the overstatement of revenues and receivables is
management’s adoption of and adherence to high standards of integrity and ethical values.
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One related aspect is eliminating incentives that encourage dishonest reporting, such as management’s undue emphasis on meeting unrealistic sales or profit targets. Another related aspect is the supporting activities of an effective board of directors and audit committee. The
auditor might also be interested in how the entity’s risk assessment process responds to risks
that arise from changed circumstances, such as implementing new accounting standards for
revenue transactions. The discussion for the remainder of the chapter focuses on transactionlevel controls.
Recall from Chapter 6 that the process used for developing an audit strategy for various
assertions involves the following six steps:
1. Understanding the flow of transactions in a given transaction process.
2. Identifying what can go wrong from initiating the transaction to the recording in the
general ledger. The auditor needs to link what can go wrong to assertions.
3. Assessing whether controls exist to mitigate what can go wrong.
4. Identifying relevant controls, performing tests of controls, and evaluating results.
5. Reporting internal control weaknesses to those charged with governance of the entity,
based on controls that are absent or controls that are not operating effectively.
6. Determining an audit strategy at the assertion level.
Now think about the five industries that were mentioned at the beginning of this chapter. Is it reasonable to expect that the flow of transactions would be the same for a manufacturer of oil and gas field equipment as for a grocery store or a hotel? The following examples
are more likely to fit a manufacturing company that sells manufactured goods on credit.
However, be alert to comments that might apply to a retail grocer, a hotel chain, or a college/
university. Auditors usually understand the flow of transactions in a given process by performing a walkthrough of a transaction process, such as the sales process or the cash receipts process. The walkthrough is important as different companies often have different
documents and transaction flows. During a walkthrough, the auditor will interview client
personnel, review the documents and electronic files used by the client, and understand
how the entity uses information technology to support transaction-level controls. The
auditor will ask questions of the entity’s personnel about their understanding of their
responsibilities. Through inquiry and observation, the auditor obtains an understanding
of transaction-level controls as well as the adequacy of segregation of duties. The discussion below provides examples of the flow of transactions in the credit sales process from
initiating a transaction, to exchanging title to a good or service, to recording the transaction in the general ledger. This is followed by a discussion of the flow of transactions in
the cash receipts processes. These two transaction streams often have a high volume of
transactions.

Example Transaction Flows—Sales Process
The transaction flow in a typical sales process for a client that sells goods includes processing
and approving credit and sales orders, shipping goods, invoicing customers, and recording
sales and trade receivables. The transaction flow for a client that sells services is similar, but
instead of shipping goods, the client performs the services. When selling services, recordkeeping regarding services performed (number of rooms used daily at a hotel or course enrollment
at a college) is important to documenting the revenue process.
Common documents and files that are found in the process of selling goods include:
Source Documents and Related Electronic Files
 ustomer master file—Usually part of the sales process database with information on
• C
approved customers, customer shipping and billing information, and the customer credit
limit. Access to the customer master file and changes to this file should be tightly controlled by the entity.
• M
 aster price file—Usually part of the sales process database with information on approved
prices and discounts, such as volume discounts, that are allowed for any customer.
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• S
 ales order—Client-prepared prenumbered document that includes customer information, description and quantity of what was ordered, and terms of sale.
• B
 ill of lading—Client’s shipping document that serves as acknowledgement of receipt of
goods for delivery by a freight carrier.
• Packing slip—Client-prepared document with the details of items included in a shipment.
Recording Document
• S
 ales invoice—Client-prepared document stating the particulars of a sale, including the
amount owed, terms, and date of sale. It is used to bill customers, and it provides the basis
for recording a sale in the sales journal.
• Sales journal—The journal of original entry where each sale is recorded.
Important Databases or Other Documents
• S
 ales process database—Electronic files that accumulate data on sales, cash receipts, and
accounts receivables.
 onthly statements of receivable balances—Client-prepared report sent to each customer
• M
showing the beginning receivable balance, transactions during the month, and the ending receivable balance (even if it is zero).
An example of how these documents commonly flow is illustrated in Illustration 11.7.
Illustration 11.7 is followed by a brief discussion of how credit sales are processed in many
companies. It is helpful to understand the documents and what information might be included

illustration 11.7 Example flow of transactions for credit sales

Authorization

Process

Documents

Files and Databases

Receive customer
order for goods

Customer
master
file

Prepare internal
sales order

Sales order

Prepare shipping
documents and
ship goods

Packing slip

Prepare sales invoice
to bill customer

Sales invoice

Sales process
and G/L database

Shipping
Bill of lading

Sales process
and G/L database

Recording
Sales process
and G/L database

Record in sales
journal

Post to general
ledger

Record in A/R
subsidiary ledger

Monthly
statement

Master
price list
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on each document. The flow of transactions that is visualized in this illustration might be
represented by documents being received from, or sent to, the customer in either paper or
electronic form (by way of electronic data interchange). Nevertheless, the following functions
are standard functions in the revenue process.

Initiating and Authorizing Credit Sales
Initiating a transaction represents the process of agreeing to sell goods or services to an independent third party (or to a related party).
Accepting customer orders. Sales orders from customers should be accepted only in accordance with management’s authorized criteria. The criteria generally provide for specific
approval of the order in the sales order department, using a software application to determine
that the customer exists in a customer master file with approved credit limits. If the customer
is not in the master file, many companies ask for a credit card, or they ship on a collect-ondelivery basis to establish a history with a new customer. In many companies, the next step
involves the client preparing a prenumbered sales order form. The prenumbered sales order
form enables following each transaction from initiation, to delivery of goods or services, to
recording the sale, to receipt of final consideration. The sales order represents the start of the
transaction trail of documentary evidence. Information on open (unfilled) and filled sales
orders is usually maintained in appropriate electronic files and monitored to ensure ordered
goods are shipped to customers. Usually, the software can be programmed to compare a customer’s outstanding receivable balance, plus the anticipated sale, with the customer’s credit
limit in the approved customer master file. Segregating responsibility for initiating a sale and
approving sales that exceed a credit limit prevents sales personnel from subjecting the company to undue credit risks to boost sales.
Approving credit. Today, most companies ask first-time customers to pay in cash, pay on a
cash-on-delivery basis, or pay with credit cards or some form of electronic funds transfer. This
allows the company to make the sale and begin to establish a relationship with new customers. After some history with a new customer, a company may begin steps to approve credit in
small amounts and increase credit limits based on a customer’s payment history. Controls over
approving credit are designed to reduce the risk of initially recording a revenue transaction
at an amount in excess of the amount of cash expected to be realized from the transaction.
Thus, these controls also relate to the valuation and allocation assertion associated with the
allowance for uncollectible accounts.

Shipping Goods
Delivery of goods or services is the economic event that results in a change in title and establishes revenue recognition and the right to a receivable.
Filling sales orders. Company policy generally prohibits the release of any goods from
the warehouse without an approved sales order. Further, the software may be programmed to
match items taken from the perpetual inventory with items on an approved sales order. This
control procedure is designed to prevent the unauthorized removal of items from inventory.
The warehouse may receive an electronic copy of the approved sales order as authorization to
fill the order and release the goods to the shipping department. When goods are pulled from
inventory, a packing slip is normally produced to detail the items that will be shipped to the
customer and the quantity of each item shipped.
Shipping sales orders. Segregating the responsibility for shipping from approving and filling orders helps to prevent shipping clerks from making unauthorized shipments. In addition,
an important manual control requires that shipping clerks make independent checks to determine (1) that goods pulled from the warehouse are accompanied by appropriate authorization, and (2) that the order was properly filled (goods taken from the warehouse agree with the
details of the sales order). The shipping function also involves preparing multicopy shipping
documents, such as a bill of lading. Shipping documents are often produced by the software
application using order information already in the program and adding appropriate shipping
data such as quantities shipped, carrier, freight charges, and so on. Daily software application
checks are often run to (a) account for all shipping documents, (b) determine that all sales
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orders result in shipments, and (c) determine that a sales invoice was subsequently prepared
for each shipping document. These checks provide an important control for the completeness
assertion.

Recording Sales
The process of recording sales involves preparing and sending prenumbered sales invoices
to customers (billing customers) and recording sales invoices accurately and in the proper
accounting period (recording sales). The auditor’s primary concerns regarding recording
sales are that sales invoices are recorded accurately and in the proper period. The latter
pertains to when the revenue is earned, which is usually when the goods are shipped. The
auditor’s primary concerns regarding billing are that customers are billed (1) for all shipments, (2) only for actual shipments (no duplicate billings or fictitious transactions), and
(3) at authorized prices.

Identify What Can Go Wrong (WCGW) and Identify
Key Controls—Credit Sales and Accounts Receivable
Once the auditor understands the flow of transactions, the auditor should evaluate what can
go wrong, identify potential controls that management has placed in operation, and then
choose key controls to test. Illustration 11.8 summarizes the flow of transactions through
the revenue process, key documents and files, what can go wrong, and example controls
for a manufacturing client making credit sales. There is likely to be a different analysis of
what can go wrong for a hotel that receives cash in advance of providing the service and
has significant unearned revenues. As you review Illustration 11.8, notice that most of the
controls are IT application controls; try to associate particular controls with the assertions
being controlled.

ILLUSTRATION 11.8 Credit sales transactions—WCGW and example controls

Transaction

Documents
and Files

Risks (WCGW)

Example Control

Initiating credit
sales

Customer master
file

Sales may be made to
unauthorized customers.

Only a limited number of individuals can change the
customer master file and all file changes are reviewed
by appropriate levels of management. These duties
should be segregated from shipping goods or recording
transactions.

Sales order

Sales may be made to
unauthorized customers.

The software application matches the customer on
the sales order with the customer master file.

Sales order

Sale may be made without
credit approval.

The software application matches amount of sales
order with credit authorization on the customer
master file.
Appropriate level of regular review of sales analysis
(by product, division, salesperson or region) and
comparisons with budgets.

Delivering goods

Perpetual inventory

Goods may be released from
warehouse for unauthorized
orders.

The software application matches all goods pulled
from inventory (perpetual inventory) to approved
sales orders.

Bill of lading and
packing slip

Products may be shipped
without shipping documents
being generated.

The software application generates packing slip and
delivery documentation when order is processed.

Bill of lading and
packing slip

Goods ordered may not be
shipped.

The software application prints a report of all unfilled
sales orders.
(continued)
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ILLUSTRATION 11.8 (continued)

Transaction
Recording sales

Documents
and Files
Sales invoice and
sales process
database

Risks (WCGW)

Example Control

Some shipments may not be
billed.

The software application prints a report of all goods
shipped but not billed.
Invoices are prenumbered and accounted for.
The software application prints a report of all bills of
lading not matched with sales invoices.

Sales invoice and
sales process
database

Billing may be made for fictitious transactions, or duplicate
billing may be made.

The software application matches sales invoice
information with underlying shipping information.

Sales invoice and
sales process
database

Sales invoices may be recorded
in the incorrect accounting
period.

The software application matches sales invoice date
with accounting period in which goods are shipped.

Sales invoice and
sales process
database

Sales invoices may be recorded
in the incorrect amount
(incorrect quantities or prices).

The software application matches sales invoice
quantities with shipping information and prices
with master price list.

Sales invoice and
sales process
database

Invoices may not be
journalized or posted to
customer accounts.

The software application checks run-to-run total of
beginning receivables, plus sales transactions with the
sum of ending receivables.

Sales invoice and
sales process
database

Sales invoices may be billed to
the wrong customer.

The software application matches customer number
on sales invoice with customer number of sales order
and bill of lading.

Monthly receivable
statements

Customers may be billed
incorrect amounts.

An individual reviews monthly statements to customers before they are mailed, reporting any exceptions
to a designated accounting supervisor not otherwise
involved in the execution or recording of revenue
process transactions.
Statements are mailed monthly, with follow-up on
customer complaints independent from the recording
process.

Many clients build in redundant controls such that if one control does not find a misstatement, another control will detect the problem. However, auditors cannot efficiently test
all controls that exist. The auditor will find a key control by identifying the most important
control for each assertion. Following are example key controls that auditors often identify. The
examples rely significantly on IT application controls to flag potential misstatements. The auditor should understand the logic behind the IT application controls and how client personnel
manually follow up on exceptions on a timely basis.
Completeness of sales. The software application starts with a population of daily shipping
documents and develops a one-for-one match with sales invoices to ensure that each shipment
results in a sales invoice. A report is generated daily of any shipments that have not resulted
in a recorded sales invoice.
Occurrence of sales. The software application starts with the population of daily sales invoices and develops a one-for-one match with underlying shipping documents to ensure that
each sales invoice is supported by a bill of lading. A report is generated daily of any sales
that are not supported by shipments. Many larger companies that are heavily computerized
have a control that does a three-way match. A “three-way match” means matching a sales
invoice with underlying shipping documents and the customer’s sales order. In many companies where title passes when goods are shipped, revenue is appropriately recognized when all
three sets of documents match. Nevertheless, the auditor should always be alert to changes in
the terms of sale that might mean revenue should not be recognized, even though goods have
been shipped.
Accuracy of sales. The software application starts with the population of daily sales invoices and compares quantities with the underlying packing slips, compares prices to the underlying sales order, and checks the mathematical accuracy of the sales invoice. A report is
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generated daily of any prices or quantities on the sales invoices that are not supported by
underlying documents or files.
Cutoff of sales. The software application starts with the population of daily sales invoices and
compares the date on the sales invoice with the date on the underlying bill of lading. A report is
generated daily of any sales invoices not recorded in the same accounting period as the shipment.
Classification of sales and receivables. The software application starts with the population
of daily sales invoices and compares customer numbers with the sales order. Both customer
account coding and general ledger coding are compared with the sales order if a sales invoice
bills for both goods and services, as these need to be recorded in separate accounts. A report
is generated daily of any sales invoices showing incorrect account coding, for example, billing
the wrong customer or recording revenue for selling goods when services are sold.
Existence of receivables, valuation of receivables at historic cost, and possible completeness of
accounts receivable. Monthly statements are sent to customers. An independent process is set
up so that customers can lodge a complaint with a person in the company who is independent
of recording sales and receivables. Customers will complain if they are billed for items that
were not ordered or not received.
Rights and obligations of accounts receivable. If receivables are factored or sold with recourse, an independent process is set up to monitor monthly statements received from the
factoring agent and monitor payments made by customers to the factoring agent (or payments
made to the client in error).

Before You Go On
4.1 How are financial statements misstated if there is a material misstatement in the completeness assertion regarding credit sales? Describe a key control to detect and correct this problem.
4.2 How are financial statements misstated if there is a material misstatement in the occurrence
assertion regarding credit sales? Describe a key control to detect and correct this problem.
4.3 How are financial statements misstated if there is a material misstatement in the existence of
accounts receivable? Describe a key control to detect and correct this problem.

Control Activities for Cash Receipts
LEA RNING OBJECTI VE 5
Evaluate control activities for cash receipt transactions.

The cash receipts function involves the following subfunctions: (1) receiving cash, (2) depositing cash, and (3) recording the receipts. As in the case of credit sales transactions, segregation
of duties in performing these subfunctions is an important internal control. Today, many cash
receipts involve the electronic transfer of funds. Funds are received directly by the bank, and
the bank establishes controls over receiving cash. Alternatively, customers may send checks to
a client, and the client sets up a lockbox opened by the bank. In this case, the checks are once
again received directly by the bank, which is responsible for both receiving and depositing cash.
This system is described in the following section, “Example Transaction Flows—Cash Receipts.”
If a company receives cash or checks directly from customers (such as at a college/university),
it must establish initial control over the receipt of cash. In this case, the client creates its own
remittance report (independent of the process of recording cash) and makes a detailed list of
customers who paid via cash or check and the amounts received. A major risk in processing
cash receipt transactions is the possible theft of cash before a record is made of the cash receipt;
thus, control procedures should provide reasonable assurance that documentation establishing
accountability is created at the moment cash is received and cash is subsequently safeguarded.
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Example Transaction Flows—Cash Receipts
Common documents and files that are found in the cash receipts process include:
Source Documents
 emittance advice—A document received from the customer showing details of payments
• R
made by the customer.
• R
 emittance report from the bank—A document prepared by the bank showing the details
of electronic funds transfers received by the bank from customers.
• B
 ank deposit slip—A receipt from the bank showing the total amount deposited to the
client’s account at the bank.
Recording Cash Receipts
 aily remittance report (or daily cash receipts journal)—A daily report showing cash re• D
corded in the cash receipts journal that identifies customers making payments on account
and the amounts received. This report could be prepared by a bank or prepared by a client
that receives cash and checks from customers.
Important Databases or Other Documents
 ales process database—Electronic files accumulating data on sales, cash receipts, and
• S
accounts receivables.
• M
 onthly statements of receivable balances—A report sent to each customer showing the beginning receivable balance, transactions during the month, and the ending receivable balance.
An example of how these documents commonly flow through the cash receipts process is
presented in Illustration 11.9. Illustration 11.9 is followed by a brief discussion of how cash
receipts may be processed in many companies.
illustration 11.9 Example flow of transactions for cash receipts
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Receiving Cash

lockbox system cash is
received at a post office box that
is controlled by the client’s bank;
the bank picks up the mail daily
(or more frequently) and deposits
the checks in the company’s bank
account

A major risk in processing cash receipt transactions is the possible theft of cash before or after
a record of the receipt is made. Control procedures should provide reasonable assurance that
documentation establishing accountability is created at the moment cash is received and that
the cash is subsequently safeguarded.
Electronic funds transfer and lockboxes. Today, the most common form of cash receipts
involves either electronic funds transfer (EFT) or physical checks received directly by the
bank through a lockbox system. With an electronic transfer of funds, cash goes from the
customer’s bank account to the client’s bank account. However, the U.S. economy still uses
written checks in significant amounts. Companies that receive checks often receive them
through a lockbox (a post office box that is controlled by the company’s bank). The bank
picks up the mail daily, deposits the checks in the client’s bank account, and sends to the
client the remittance advices, a remittance report listing each individual cash receipt, and a
deposit slip. When the bank receives electronic funds transfers, the bank also prepares a remittance report listing each individual cash receipt and a deposit slip. The remittance report
is used by the client as a source document to record cash receipts and update accounts receivable. These systems expedite the depositing of funds from customers, permit the company to
receive credit for the receipts sooner, and provide external evidence of the existence of the
transactions. They also eliminate the risk of theft of the receipts by company employees or
the failure to record cash receipts.
Cash received by the company. It is less common for larger companies to process their
own mail receipts, but this continues to occur in small businesses, governments, and notfor-profit organizations. In these cases, an independent individual with cashier responsibilities should (1) immediately restrictively endorse checks for deposit only (increasing the
likelihood that receipts will be deposited and recorded) and (2) list the checks on a remittance report. The latter may be done manually or using software. Immediate preparation
of the remittance report establishes accountability for the receipts and provides a batch or
control total for use in independent checks on the completeness and accuracy of processing
cash receipts. Remittance advices received with the checks, and a copy of the remittance report, are then forwarded to the client’s accounting department for use in updating customer
accounts.
Over-the-counter receipts. For over-the-counter receipts, a cash register or point-of-sale
terminal is indispensable. These devices provide:
• I mmediate visual display for the customer of the amount of the cash sale and the cash
tendered.
 printed receipt for the customer and an internal record of the transaction on an elec• A
tronic file or a tape locked inside the register.
• Printed control totals of the day’s receipts processed on the device.
The customer’s expectation of a printed receipt and supervisory surveillance of overthe-counter sales transactions helps to ensure that all cash sales are processed through the
cash registers or terminals (completeness and accuracy of cash received). In addition, supervisors may be assigned responsibility for performing independent checks on the accuracy
of cash count sheets and verifying agreement of cash on hand with the totals printed by
the register or terminal. The cash, count sheets, and register- or terminal-printed totals are
then forwarded to the cashier’s department for further processing and inclusion in the bank
deposit.
Proper physical controls over cash also require that all cash receipts be deposited
daily. This control reduces the risk that receipts will not be recorded, and the resulting
bank deposit record establishes evidence of the occurrence of the recorded transactions.
When over-the-counter and mail receipts are received by the cashier, an independent
check should be made to determine their agreement with the accompanying cash count
sheets and remittance report, respectively. The totals for each are then entered on a daily
cash summary, and the deposit is prepared. After making the deposit, the daily cash summary and validated deposit slip should be forwarded to general accounting for posting to
accounts receivable.
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Recording Cash Received
Recording cash receipts involves journalizing cash received by a bank, over the counter,
and by mail and posting receipts to customer accounts. Controls should ensure only valid
receipts are entered, all actual receipts are entered, and entries are at the correct amounts.
Over-the-counter receipts are generally recorded in general accounting based on the daily
cash summary received from the cashier. In most cases, a company will receive an electronic
file from the bank that it may use to update the sales and accounts receivable database. If
cash or checks are received by the entity, it is common for accounts receivable clerks to use
software to enter cash received from an internal prelist into the sales and accounts receivable database.

Granting Cash Discounts
Cash discounts are commonly granted for timely receipt of payments from customers, such
as a 1% discount granted if cash is received within 10 days of the invoice date. Trade terms
are often stated on the invoice and the software application can test the appropriateness and
the accuracy of the discount by comparing the cash receipts date with the invoice date and
recomputing the cash discount.

Identify WCGW and Identify Key
Controls—Cash Receipts
Once the auditor understands the flow of transactions for cash receipts, the auditor should
evaluate what can go wrong, identify potential controls management has placed in operation,
and then identify key controls the auditor wants to test. Illustration 11.10 summarizes the
flow of transactions through the revenue process, key documents and files, what can go
wrong, and example controls. As you review Illustration 11.10, try to associate particular controls with the assertions they are controlling.
ILLUSTRATION 11.10 Cash receipts transactions: WCGW and example controls

Transaction
Receiving and
depositing
cash

Documents
and Files
Remittance advice
from customer, bank
remittance report,
deposit slip

Risks (WCGW)

Example Control

Mail receipts may be lost or
misappropriated after receipt.

Electronic funds transfer directly to bank or
establish a lockbox arrangement with the bank.

Cash may be taken (skimmed) or not
be deposited intact daily.
Inappropriate cash discounts may be
taken by customers.

Cash received
by the client

The client’s software application can recalculate
cash discounts taken by customers.

Cash sales may not be recorded.

Use of cash registers or point-of-sale devices.

Prelist of cash receipts

Mail receipts may be lost or
misappropriated after receipt.

Immediate preparation of prelist of mail
receipts. Restrictive endorsement of checks
immediately upon receipt.

Prelist of cash receipts,
remittance advices

Checks received may not agree with
prelist of cash.

Independent check of agreement of remittance
advices with prelist of cash received.

Cash deposited by the
client

Bank deposit slip,
prelist of cash receipts,
bank remittance report

Cash may not be deposited intact daily.

Independent check of agreement of prelist of
cash receipts or bank remittance report with
validated deposit slip.

Recording
cash receipts

Sales database, prelist
of cash receipts, bank
remittance report

Cash receipts may be recorded in error.

Software agreement of amounts journalized
and posted with the prelist of cash receipts or
bank remittance report.

Independent bank
reconciliation

Errors may be made in journalizing
cash receipts.

Preparation of periodic independent bank
reconciliations.

Monthly statement to
customers

Receipts may be posted to the wrong
customer account.

Mailing of monthly statements to customers.
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As noted earlier, auditors cannot efficiently test all controls that exist. Instead, auditors
will find a few key controls and attempt to identify the most important control for each assertion. Following are example key controls auditors often test for cash receipts transactions. The
examples rely significantly on IT application controls to flag potential misstatements. In this
case, the auditor must understand both the IT control and how clients manually follow up on
exceptions on a timely basis.
Completeness of cash receipts. The software application compares each item in the bank remittance report (or the prelist of cash receipts if cash and checks are received by the client) to develop a one-for-one match with recorded cash receipts in the daily remittance report. An exception
report is generated daily of any cash receipts that have not been recorded. However, the strength
of these controls depends on adequate segregation of duties and controls establishing immediate
recorded accountability for all cash receipts to prevent the diversion or skimming of cash receipts.
Occurrence of cash receipts. The software application starts with the population of daily cash
receipts recorded in the daily remittance report (daily cash receipts journal) and develops a onefor-one match with the bank remittance report (or prelist of cash received). An exception report
is generated daily of any recorded cash receipts not supported by the bank remittance report.
Accuracy of cash receipts. The software application starts with the population of daily cash receipts recorded in the daily remittance report (daily cash receipts journal) and compares the dollar
amount of each recorded cash receipt with the bank remittance report (or prelist of cash received).
The accuracy of any discounts for early payment by customers is double-checked by the software
application. An exception report is generated daily for any recorded values of cash received not supported by a remittance report or for inappropriate discounts taken by customers for early payment.
Cutoff of cash receipts. The software application starts with the population of daily cash
receipts recorded in the daily remittance report (daily cash receipts journal) and compares the
date recorded in the daily remittance report with the date received and deposited by the bank
(or date on the prelist of cash receipts). An exception report is generated daily for any cash
receipts recorded in the incorrect time period.
Classification of cash receipts. The software application starts with the population of daily
cash receipts recorded in the daily remittance report (daily cash receipts journal) and compares customer account numbers on the daily remittance report (cash receipts journal) with
the customer numbers on the bank remittance report. An exception report is generated daily
of any cash receipts posted to the incorrect customer.

Audit Reasoning Example Diverting Cash Receipts
Lucas (audit manager) and Robert (audit staff) are working on the audit of a political campaign.
Robert has just assessed control risk as low for cash receipts. Lucas asks Robert: “Did you consider
the highest risk of fraud in cash receipts happens when an individual is able to divert cash receipts
before funds are deposited and recorded in the accounting records? I recall reading a story about a
campaign treasurer who received a donation and diverted it for personal use, without depositing
the funds in the political campaign. Do you think this could be a problem?” Robert responds that
he had not considered cash being diverted before being received by the client. Lucas goes on, “We
have several clients who own restaurant chains. Do you think this is a problem for them?” Robert
thinks for a moment and then responds. “Now that I think about it, this is a problem. I recall
paying for a meal at a small restaurant in cash and getting change, but not a receipt. I guess that
also is a way to divert cash and not record the transaction. I suppose the completeness assertion is
a high inherent risk assertion for most restaurants.” Lucas responds, “You are right, Robert. Now
let’s go back and revisit this campaign’s internal control over collecting cash.”

Before You Go On
5.1 How are financial statements misstated if there is a material misstatement in the completeness
assertion regarding cash receipts? Describe a key control to detect and correct this problem.
5.2 How are financial statements misstated if there is a material misstatement in the cutoff
assertion regarding cash receipts? Describe a key control to detect and correct this problem.

Control Activities for Sales Adjustments and Revenue Process Disclosures

Control Activities for Sales Adjustments
and Revenue Process Disclosures
LEA RNING OBJECTI VE 6
Evaluate control activities for sales adjustment transactions and revenue process
disclosures.

Sales adjustments involve adjustments for goods returned by the customer, discounts given
to customers associated with defects in goods received by the customer, and period-end
adjustments to record a provision for bad debt expense or to record the write-off of accounts
receivable. Important documents and records used in processing sales adjustments include
the following:
• S
 ales return authorization—A form showing the description, quantity, and other
data pertaining to goods the customer is authorized to return. It serves as the basis
for initiating the sales return and internal processing of the customer return by the
seller.
 uthorization for accounts receivable write-off—A form showing the procedures taken to
• A
attempt collection and to document authorization of accounts receivable write-off.
• R
 eceiving report—A report prepared on the receipt of goods from customers showing the
kinds and quantities of goods received.
• C
 redit memo—A form stating the particulars of a credit to accounts receivable,
including the specific items returned, prices, and amount credited to a customer’s
account. It provides the basis for recording the sales return or a sales adjustment for
damaged goods.
• J ournal entry—A document used to record adjustments such as a provision for bad debt
expense or an accounts receivable write-off in the general ledger.
• C
 ash receipts journal—A journal listing cash receipts from cash sales and collections on
accounts receivable.
In many companies, the number and dollar value of sales adjustments is immaterial. However, in some companies, the potential for misstatements resulting from errors and fraud in
the processing of these transactions is considerable.

Granting Sales Returns and Allowances
The possibility of fictitious sales adjustment transactions being recorded is a primary concern
because it may be used to conceal fraud in processing cash receipts. For example, an employee
might misappropriate cash received from a customer and cover up the fraud by writing a
credit memo to reduce the receivable from the customer. Accordingly, control activities useful
in reducing the risk of fraud focus on establishing the occurrence of such transactions and
include the following:
• All sales returns should be authorized by sales management.
• G
 oods should be received only with a proper sales return authorization, and an independent count of goods returned should be recorded on a receiving report.
• T
 he software application should match the credit memo information with the sales order,
authorization of sales return, and receiving report.
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disclosure committee a
committee often led by the CFO
or chief legal officer with the
purpose of helping ensure that
financial statement disclosures
are accurate, complete, and fairly
presented in all material respects

Further, there should be adequate segregation of duties for authorizing sales returns, receiving goods, and recording credit memos. Usually, the business unit that makes the sale will
have the responsibility of authorizing sales adjustment transactions.
When there is the potential for material misstatements from sales adjustments transactions, the auditor should obtain an understanding of all relevant aspects of the internal
control components and consider the factors that affect the risk of such misstatements. If a
provision for sales returns is estimated at quarter-end, management should establish controls
to ensure adjustments are made based on reliable information and adjustments are consistent
from quarter to quarter. In larger public companies, a disclosure committee reviews these
estimates if they could aggregate with other adjustments to an amount that is material to the
financial statements. A disclosure committee is typically led by the CFO and includes individuals in management who are knowledgeable about the condition of the company and required
financial reporting disclosures relevant to the revenue process.

Determining Uncollectible Accounts
Strong internal controls over the write-off of uncollectible accounts are important to prevent
write-offs from being used to conceal fraud in processing cash receipts. For example, an employee might misappropriate cash received from a customer and cover up the fraud by writing
off the customer’s account against the allowance for uncollectible accounts. Strong internal
controls include:
• A
 ll write-offs of uncollectible accounts should be authorized by an appropriate level of
management and supported by documentation, such as correspondence with the customer or collection agencies.
• J ournal entries for write-offs should be reviewed by management to ensure the appropriateness of the transaction.
In addition, management should establish controls over accounting estimates such as
the provision for bad debt expense. Management should ordinarily establish a process for
monitoring aging and the collectibility of receivables. Hindsight should be used to evaluate
the adequacy of prior provisions for bad debt expense compared with subsequent receivables
that went uncollectible. It is essential that the data used to develop a provision for bad debt
expense (the history of accounts written off) be reliable. In addition, a qualified and independent disclosure committee should review the allowance on a regular basis. These controls are
necessary to determine the adequacy of the allowance.

Other Controls in the Revenue Process
The previous discussion focused on controls over transactions. It is also important to control
balances and disclosures. The primary account balance in the revenue process is accounts
receivable. If strong controls exist over credit sales, cash receipts, and sales adjustments, the
accounts receivable balance should also be controlled, as it is the product of recording these
transactions. Most companies control the completeness, existence, and valuation of receivables at historical cost by sending monthly statements to customers. The function of following
up on issues raised by customers should be independent of accounts receivable personnel.
Controls over the rights and obligations assertion relate to whether the company has a
legal claim to receivables. A company normally gives up claims to collection of receivables
when it sells the receivables or pledges receivables as collateral. These transactions may not
exist in many entities. However, if an entity sells its receivables with recourse, it should keep a
documentary record of receivables that have been sold. This record should be compared with
monthly statements sent by a bank or factoring company. This provides an independent check
on the accuracy of the company’s records.
Finally, management should establish controls over the occurrence and rights and obligations of disclosures, the completeness of disclosures, the classification and understandability
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of disclosures, and the accuracy and valuation of information included in disclosures. Common disclosures in the revenue process include:
• Reclassification of material credit balances in accounts receivable as accounts payable.
• Segregation of short-term trade receivables from long-term trade receivables.
• Disclosure of major customers.
• Disclosure of sales by geographic regions or major product lines.
• Disclosure of receivables from officers, directors, employees, or related parties.
Public companies normally accomplish this task with a disclosure committee that works with
the CFO or controller to review disclosures. Many companies use a current GAAP disclosure
checklist to assist in this process.

Before You Go On
6.1 Explain the fraud that might be covered up by granting inappropriate sales adjustments or
by inappropriately writing off accounts receivable. Describe an internal control to detect and
correct this problem.
6.2 Explain appropriate controls over journal entries to provide for bad debt expense.
6.3 Explain an appropriate control over revenue process disclosures.

Tests of Controls in the Revenue Process and
Audit Strategy
LEA RNING OBJECTI VE 7
Determine how to design and perform tests of controls in the revenue process and
connect the results of control testing to audit strategy.

The following discussion identifies potential tests of controls that may be used to determine if
a client’s controls in the revenue process are effective. Once the auditor has evaluated the
quality of the system of internal control, the audit team is in a good position to evaluate the
opportunity for fraud risk. The fraud risk assessment should be approached with professional
skepticism. Finally, this section focuses on the links between risk of material misstatement
(RMM) and subsequent strategy for substantive testing.

Tests of Controls in the Revenue Process
Most auditors plan to test controls in the revenue process because of the high volume of
routine transactions in this process. Public company auditors test controls to support an
opinion on internal control. Auditors of private companies will test controls that appear to
be effective because of the audit efficiencies that exist when the client has effective controls
in place.
If the client relies on IT controls and the auditor plans to assess control risk as low for
revenue process assertions, the auditor will usually:
• Test the effectiveness of IT general controls.
• Use generalized audit software to evaluate the effectiveness of IT application controls.
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• T
 est the effectiveness of manual procedures to follow up on exceptions identified by IT
application controls.
The auditor will usually test the effectiveness of IT general controls as part of testing
entity-level controls. For example, when testing the control environment, the auditor might
pay particular attention to making inquiries and collecting supporting evidence regarding
employee awareness of IT security issues. If the auditor is testing issues regarding controls
over program changes, the auditor might determine how program access is controlled and
monitored, look at logs of program access or incident reports, and talk to users about their
involvement in program changes affecting their responsibilities. The auditor will want to pay
attention to segregation of duties regarding access to programs and access to data, the effectiveness of password controls, and the follow-up of any incident reports regarding unauthorized access. The auditor will also want to understand controls over back-up and recovery of
programs and data, and test the effectiveness of these controls. These tests are often performed
by an IT audit specialist.
Auditors often use test data to test IT application controls and determine whether expected results appear on exception reports. For example, in the revenue process, the auditor
might submit:
• A missing or invalid customer code.
• An invalid product code.
• An order that exceeds a customer’s credit limit.
• T
 ransactions reporting shipments in quantities different from the amount ordered (both
over and under).
• P
 rices, vendor numbers, or other information on sales invoices that do not match information on the sales order.
• Invoice quantities that do not match quantities on shipping documents.
The auditor might also use generalized audit software to perform sequence checks and
print lists of sales orders, shipping documents, or sales invoices whose numbers are missing
in designated sequences of prenumbered documents.
Finally, the auditor will need to test the appropriateness of manual follow-up of exceptions noted by the software application. If exception reports are printed daily, the auditor
might select a sample of exception reports to determine if exceptions are cleared on a timely
basis. The auditor might make inquiries of personnel responsible for clearing exceptions to determine their awareness of the types of misstatements that might appear on exception reports.
The auditor should also follow through on previously noted exceptions to determine they were
cleared appropriately and on a timely basis.

Fraud Risk Assessment

lapping a scheme where an
accounting clerk incorrectly
classifies cash receipts from one
customer to another in order to
cover up the diversion of funds
from a customer for personal gain

After evaluating inherent risk and control risk, the auditor is in a position to evaluate fraud
risk. The auditor will consider incentives and pressures on management that may push
management toward fraudulent financial reporting, such as the nature of management
compensation plans, or whether management is trying to show a growth trend to investors
or meet previously forecasted revenue targets. The auditor should also be alert to situations
where an employee may have personal reasons to misappropriate assets, such as affording
the costs of private schools or universities. Ultimately, a key aspect of fraud risk relates to
the opportunity that may or may not present itself based on the quality of the system of
internal control. An auditor’s concerns are heightened when the control environment is
weak, or control activities are nonexistent. In not-for-profit organizations, smaller companies, or governments, segregation of duties may be weak or nonexistent. In these cases,
the auditor with appropriate professional skepticism should consider fraud risk to be high.
A common scheme to conceal the misappropriation of cash receipts is called lapping.
The opportunity for a lapping scheme begins when a customer pays cash toward an accounts
receivable balance. Then, an employee steals the cash that is received from the customer. Say
an employee is able to steal a $1,000 payment from Customer A. To prevent Customer A from
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complaining, when $1,500 is received from Customer B, it is accounted for as $1,000 from
Customer A and $500 from Customer B. Subsequently, the accounts receivable clerk must
cover the shortage from Customer B with funds from another customer, and so on. Sometimes
the fraudster can solve the problem of keeping this going by falsifying a sales adjustment to reduce the receivable, or by writing off part of a customer’s balance through a journal entry. The
auditor should be alert to the possibility of fraud when a cash receipt is credited to the wrong
customer, or there is little or no justification for a sales adjustment or receivable write-off.

Audit Data Analytics as a Risk Assessment
Procedure
Audit data analytics is often used to identify transactions or balances with a significant risk of
material misstatement. The first step in planning the use of ADA is determining the overall
purpose of the test. This first step requires business acumen, knowledge of the client, and
an understanding of how ADA might be effective in the audit of revenues and receivables.
For example, if the client is in the construction industry (using the percentage-of-completion
method for revenue recognition), the auditor might use ADA to investigate work in progress
and the gross margins on each project in the fourth quarter compared to gross margins on
completed projects. This may be a way to identify projects with unusually high (or low) gross
margins and focus more tests of details on these contracts.
Alternatively, if the auditor is concerned about fraud risk and premature revenue recognition,
the auditor might use ADA to identify customers with no sales representatives assigned to the
customer, sales transactions with no sales commissions codes, or customers having no cash
receipts during the period. Because anomalies may vary significantly from one client to the
next, ADA are often custom-made to the client’s circumstances.

Audit Reasoning Example Detailed Analysis of Contracts Reveals
Problems at a Construction Company

Toni Koyama is working on the audit of a construction company. Shortly after the fourth quarter
ended, Toni ran some data analytics and has the following information:
Quarter 1

Quarter 2

Quarter 3

Quarter 4

Gross margin on work in progress

15.5%

15.9%

16.6%

18.9%

Gross margin on completed contracts

20.8%

20.1%

12.3%

6.9%

Toni notes the gross margin on completed contracts declines quarter by quarter. Gross margin on work in progress actually increases in the fourth quarter. Toni wonders where to look next.
Receivables from customers are increasing, and work in progress inventory is also increasing. Toni
is now concerned in two ways. Does the client have a problem with (1) premature revenue recognition, (2) the capitalization of costs that should be expensed, or (3) both? Two risks have clearly
been identified. Now, more tests of details of revenues recognized along with work in progress
inventory are warranted.

The Risk of Material Misstatement and
Audit Strategy
Once the auditor has tested internal controls, the auditor will determine whether the auditor’s
expectations regarding the effectiveness of internal controls are confirmed. Tests of controls
are performed when the auditor expects that internal controls are effective. If the auditor’s
expectations regarding effective controls are not confirmed, the auditor will need to evaluate
the significance of the deficiencies noted and determine if the client has a compensating control in place that the auditor might rely on. If no compensating control exists, the auditor will
need to revise the audit strategy as control risk is now higher than initially planned, determine
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if fraud risk is increased as a result of the internal control deficiency, and determine how to
revise planned substantive tests for the revenue process. The auditor may need to change
the timing of planned substantive tests related to an assertion from interim testing to testing
year-end balances. The auditor may also have to consider increasing sample sizes when
sampling is involved. If internal controls related to an assertion are ineffective, the auditor
will need to communicate significant deficiencies or material weaknesses to management
and to those charged with governance of the entity.

Cloud 9 - Continuing Case
As Josh and Suzie consider the risk of material misstatement,
Suzie notes they have conducted extensive testing of Cloud 9’s
controls over sales, cash receipts, and sending monthly statements to customers, and many of these were dual-purpose tests.
Therefore, they have assurance about both the quality of internal

c ontrols and the fact that tested transactions were recorded correctly. As they plan substantive tests, Josh confirms that Suzie is
thinking correctly, and that they have already done significant
tests of transactions at an interim date. They will, however, need
to update these tests for the period remaining in the fiscal year.

Before You Go On
7.1 If the auditor has identified an IT application control related to the completeness of revenues,
and IT general controls have already been determined to be effective, suggest how the auditor
might test the effectiveness of such IT application controls and related manual follow-up.
7.2 Explain lapping. What might be evidence that lapping has occurred?
7.3 Assume an auditor is auditing a private company that sells computer hardware and offers
servicing contracts to maintain the computer. If internal controls are weak, what are the
implications for developing an audit strategy in the revenue process?

Substantive Tests for the Revenue Process
LEA RNING OBJECTI VE 8
Assess detection risk and design substantive tests, including audit data analytics, to
address various assertions in the revenue process.

At this stage the auditor has evaluated inherent risks, evaluated and tested the system of internal control in the revenue process, and developed an audit strategy. What remains is performing substantive tests. The following discussion focuses on identifying the appropriate substantive tests for relevant assertions in the revenue process. It further addresses performing initial
procedures, performing analytical procedures as a substantive test, considering when the auditor would want to audit an entire population, performing tests of details of transactions,
performing tests of details of account balances, and performing tests of details of presentation
and disclosure assertions. Illustration 11.11 presents a suggested audit program for substantive tests of revenue process assertions, which is followed by a discussion of each of the steps.
The audit procedures in Illustration 11.11 are most likely to be associated with manufacturing companies or wholesalers. If the auditor is auditing a retail grocery store, it is unlikely
to have significant receivables. A hotel is more likely to have significant unearned revenue
than accounts receivable, and the auditor will have to determine the best way to evaluate unearned revenues. Finally, a college is less likely to have significant receivables from students.
In many cases, students use student loans from sources other than the college or university.

Substantive Tests for the Revenue Process 11-29
ILLUSTRATION 11.11 Substantive tests in the revenue process

Category

Substantive Test

Relevant
Assertion

Initial
procedure

1. Obtain an understanding of the business and industry and determine:

All

a. the significance of revenues and accounts receivable to the entity
b. key economic drivers that influence the entity’s sales, margins, and collections
c. standard trade terms in the industry, including seasonal dating, collections period, etc.
d. the extent of concentration of activity with customers
2. Perform initial procedures on accounts receivable balance and records that will be subjected to
further testing.
a. Trace beginning balance for accounts receivable to prior year’s working papers.

Valuation and
allocation, Rights
and obligations

b. Scan the activity in the general ledger account for accounts receivable and investigate entries
that appear unusual in amount or source.
c. Obtain accounts receivable trial balance and determine that it accurately represents the
underlying accounting records by:

Valuation and
allocation

i. footing the trial balance and determining agreement with (1) the total of the subsidiary ledger or accounts receivable master file, and (2) the general ledger balance
ii. verifying agreement of customer balances listed on the trial balance with those included in
the subsidiary ledger or master file
Analytical
procedures

3. Perform analytical procedures:

All

a. Develop an expectation for accounts receivable using knowledge of the entity’s business
activity, market share, normal trade terms, and its history of accounts receivable turnover
in days.
b. Calculate ratios:
i. compare sales to the entity’s capacity
ii. compare sales growth and receivable growth
iii. accounts receivable turnover in days
iv. uncollectible accounts expense to net credit sales
v. uncollectible accounts expense to accounts receivable write-offs
c. Analyze ratio results relative to expectations based on prior years, industry data, budgeted
amounts, or other data.

Tests of
details of
transactions

Occurrence,
a. Vouch recorded revenue transactions to supporting sales invoices, shipping documents, and sales Accuracy,
Cutoff,
orders.
Classification
b. Vouch cash receipt transactions to supporting bank remittance reports and remittance
advices.

4. Vouch a sample of recorded revenue process transactions to supporting documentation.

c. Vouch sales adjustment transactions to authorizations for sales returns and allowances or
uncollectible account write-offs.
5. Trace a sample of revenue transactions from shipments to recording in the sales journal. Also trace
a sample of cash receipts and sales returns to their recording in the accounting records.

Completeness

6. Perform cutoff test for sales and sales returns.

Cutoff

a. Select a sample of recorded sales transactions from several days before and after year-end and
examine supporting sales invoices and shipping documents to determine sales were recorded in
the proper period.
b. Select a sample of credit memos issued after year-end, examine supporting documentation such
as dated receiving reports, and determine that returns were recorded in the proper period. Also
consider whether volume of sales returns after year-end suggest possibility of unauthorized
shipments before year-end.
7. Perform cash receipts cutoff test.

Cutoff

a. Observe that all cash received through the close of business on the last day of the fiscal year is
included in cash on hand or deposits in transit and that no receipts of the subsequent period are
included, or
b. Scan documentation such as daily cash summaries, duplicate deposit slips, and bank statements
covering several days before and after year-end for proper cutoff.
(continued)
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ILLUSTRATION 11.11 (continued)

Category
Tests of details
of balances

Relevant
Assertion

Substantive Test
8. Confirm accounts receivable.
a. Determine the form, timing, and extent of confirmation requests.
b. Select and execute sample and investigate exceptions.
c. For positive confirmation requests for which no reply was received, perform alternative
follow-up procedures:

Existence,
Valuation and
allocation,
Completeness

• Vouch subsequent cash receipts identifiable with items comprising account balance at
confirmation date to supporting documentation.
• Vouch items comprising balance at confirmation date to documentary support such as sale
orders and shipping documents.
9. a. Inquire about the sale, factoring, or pledging of accounts receivable.
b. Send confirmations to entities that have purchased accounts receivable or hold accounts
receivable as collateral.
10. Evaluate adequacy of allowance component for each aging category and in the aggregate.
a. Foot and crossfoot the aged trial balance of receivables and agree total to the general ledger.

Rights and
obligations
Valuation and
allocation

b. Vouch amounts in aging categories for a sample of accounts to supporting documents.
c. For past–due accounts:
• Examine evidence of collectibility, such as correspondence with customers and outside
collection agencies, credit reports, and customers’ financial statements.
• Inquire about collectibility of accounts with appropriate management personnel.
d. Evaluate management’s process for estimating the allowance for doubtful accounts using
hindsight.
e. Evaluate the adequacy of the allowance given information about
• industry trends
• aging trends
• collection history for specific customers
Tests of
details of
presentation
and
disclosure

11. Compare statement presentation with GAAP.
a. Compare disclosures related to existence and rights and obligations of receivables to the results
of tests performed above.

Occurrence and
rights and
obligations

b. Verify that receivables are properly identified and classified as to type and expected period of
realization.

Classification and
understandability

c. Verify whether there are credit balances that are significant in the aggregate and that should
be reclassified as liabilities.

Classification and
understandability

d. Verify the appropriateness of disclosures and accounting for related party, pledged, assigned, or
factored receivables.

Occurrence and
rights and
obligations

e. Verify the need for disclosures regarding significant customers or sales by line of business.

Completeness

f. Evaluate the completeness of presentation and disclosures for receivables in drafts of financial
statements to determine conformity to GAAP by reference to disclosure checklist.

Completeness

g. Read disclosures and independently evaluate their understandability.
h. Vouch the accuracy of receivable disclosures to tests performed above.

Classification and
understandability,
Accuracy and
valuation

Initial Procedures
The starting point for every audit test is obtaining an understanding of the business and industry.
As previously discussed, it is important to understand the entity’s policies regarding revenue recognition, as well as the entity’s underlying economic drivers that impact total revenues and gross
margin. The auditor should also understand standard trade terms, industry and client collection
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experience, seasonal aspects of the industry, and the extent of concentration of business with
particular customers. This knowledge provides the context for evaluating the results of analytical procedures, tests of controls, and substantive tests. For example, the evidence obtained when
performing detail tests of transactions and balances, such as invoice prices or size of receivables
for particular customers, should be consistent with expectations about industry competitiveness,
the entity’s productive time capacity, and the existence of major customers.
An important initial procedure for verifying accounts receivable and the related allowance account is tracing the current period’s beginning balances to the ending audited balances
in the prior year’s working papers (when applicable). Next, the current period’s activity in the
general ledger control account and related allowance account should be scanned for any significant entries that are unusual in nature or amount and that may require special investigation.
For example, the auditor should investigate any receivables and revenues that are not booked
by way of recording sales invoices in the sales journal. In addition, a listing of all customer
balances, called an accounts receivable trial balance, is obtained (usually in digital form). The
auditor uses generalized audit software to foot the accounts receivable trial balance and the
total should be compared with (1) the total of the subsidiary ledger or master file from which
it was prepared and (2) the general ledger control account. The auditor should also compare a
sample of the customer balances shown on the trial balance with that in the subsidiary ledger
and vice versa to determine that the trial balance is an accurate and complete representation
of the underlying accounting records. It can then serve as the physical representation of the
population of accounts receivable to be subjected to further substantive testing.
Alternatively, the auditor can produce the accounts receivable trial balance directly from
the client’s master file using audit software. If the auditor can obtain the client’s records in
machine-readable form, the auditor can also use generalized audit software to identify significant customers, analyze the volume of transactions with customers, and identify unusual
transactions or a high volume of transactions near year-end. The initial procedures in verifying the accuracy of the trial balance and determining its agreement with the general ledger
balance relate primarily to the valuation and allocation assertion.

Substantive Analytical Procedures
As discussed extensively in Chapter 9, auditors can use analytical procedures as a substantive
procedure to gather evidence in support of assertions related to account balances or transactions.
However, analytical procedures are not required to be used as a substantive procedure.
Illustration 11.4 provided examples of analytical procedures that are commonly used in the
revenue process. When these analytical procedures are used during risk assessment, the auditors are using data up through the clientʼs second quarter and possibly into the third quarter.
If analytical procedures are used as a substantive procedure during risk response, the auditors
are using data through the clientʼs third quarter or even the entire year if it is after year-end.
Therefore, when used as a substantive procedure, the auditor typically has more data to analyze and can develop more precise expectations of the accounts receivable balance, of the
relationship of accounts receivable to sales, and of the clientʼs gross margins.
The auditor may also want to develop analytical procedures that are custom-made for the
client. The more reliable the data, and the more predictable the analytical model, the more
assurance the auditor might obtain from substantive analytical procedures, thus reducing the
extent of tests of details of transactions or balances. For example, analytical procedures comparing production with revenues may be an effective way to test the completeness of sales and
receivables. If these procedures show that sales are consistent with capacity utilization, the
auditor can reduce the extensiveness of tests of transactions.

Audit Data Analytics as a Substantive Test
The right ADA may be a very effective substantive test of details. For example, many public utilities have a very high percentage of customers that pay the amount billed each month. Matching
subsequent cash receipts with billings may be a very effective way of testing the occurrence of
revenue and the existence of receivables for consumers that may not respond to confirmations.
The auditor may also learn a great deal by following up on customers with no payments.
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If a merchandising client has strong internal controls, the auditor might consider matching
electronic information from the sales order, the shipping documents, and the sales invoice to
test the occurrence and completeness of revenue. The effectiveness of this procedure might
depend on how often items are backordered. Each time an item must be backordered, and an
order is not shipped in its entirety, the transaction will likely require further investigation.

Tests of Details of Transactions
Tests of details of transactions may be performed during interim work along with tests of
controls in the form of dual-purpose tests. Alternatively, tests of details of transactions may
be performed separately. This section describes key tests of details of transactions and the
assertions they are designed to test. Further, this section describes cutoff tests that are usually
performed as part of year-end work.

Vouch Revenue Transactions
To vouch revenue transactions, the auditor will select a sample of sales invoices (see Illustration 11.7) to vouch to the supporting source documents to provide evidence pertaining to the
occurrence, accuracy, classification, and cutoff assertions. Credit memos can be vouched to
receiving reports and sales adjustment authorizations. These tests will be performed more extensively when the applicable level of detection risk to be achieved is low, when confirmation
procedures are not practicable, or to supplement confirmation procedures.
Transactions might be selected for vouching by way of a random sample. Alternatively,
the auditor might use ADA to screen 100% of transactions and identify unusual transactions
that do not fit the norm for the company. Determining what fits or does not fit the norm is
a matter of considerable professional judgment that relies on the auditor’s knowledge of the
company and the industry. For example, the auditor of a hotel might review all transactions to
identify unusual amounts of revenues per room and follow up on only high-risk transactions.
The auditor would then vouch the group of high-risk (unusual) transactions.

Trace Revenue Transactions
To test the completeness assertion, the auditor should trace a sample of sales, cash receipts,
and sales adjustment transactions to their recording in the accounting records. For sales, the
auditor should start with a sample of shipping documents (see Illustration 11.7) and trace
transactions to the sales journal. For cash receipts, the auditor would sample items from the
prelist of cash (see Illustration 11.9) and trace them forward to the cash receipts journal. For
sales returns, the auditor would normally start with the sale returns authorization and trace
forward to the receiving report and the entry in accounting records. The completeness of sales
returns may be a particular concern if management has incentives to overstate revenues, and
internal controls over sales returns are weak.

Perform Cutoff Tests for Sales and Sales Returns

FOB shipping point title
passes from seller to buyer when
goods are shipped
FOB destination title passes
from seller to buyer when goods
arrive at the customer’s
warehouse

The sales cutoff test is designed to obtain reasonable assurance that (1) sales and accounts receivable are recorded in the accounting period in which the transactions occurred and (2) the
corresponding entries for inventories and cost of goods sold are made in the same period.
Sales should be recorded in the period in which legal title to the goods passes to the buyer.
When goods are shipped from inventory FOB (free on board) shipping point, title passes
on the date of shipment. When the terms of sale are FOB destination, title does not pass
until the buyer receives the goods. As a practical matter, the seller may add one to a few days
to the shipping date to estimate the date the goods will arrive at their destination as a basis for
determining the date on which to record the sale.
The sales cutoff test is made as of the balance sheet date. For sales of goods from inventory, the test involves comparison of a sample of recorded sales from the last few days of the
current period and the first few days of the next period with shipping documents to determine
whether the transactions were recorded in the proper period. When prenumbered shipping
documents are issued in sequence and the auditor is on hand to observe the number of the
last shipping document used in the current period, he or she should make a record of these
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numbers in the audit documentation. The auditor can subsequently determine that each sales
transaction recorded prior to year-end is supported by a shipping document with a number issued in the current period and that each sales transaction recorded after year-end is supported
by a shipping document with a number issued in the subsequent period. Illustration 11.12
provides some examples of potential sales cutoff issues, assuming the shipping terms are FOB
shipping point. For a calendar-year client, if January sales are recorded in December, there is
a misstatement of the occurrence assertion. Conversely, if December sales are not recorded
until January, there is a misstatement of the completeness assertion.
ILLUSTRATION 11.12

Date on the Shipping Date on the
Documents
Sales Invoice

Potential Misstatement

December 30, 2022

December 31, 2022

No problem

December 30, 2022

January 3, 2023

Completeness of revenues and receivables

January 3, 2023

December 30, 2022

Occurrence of revenues and existence of receivables

The sales return cutoff test is similar and is particularly directed toward the possibility
that returns made prior to year-end are not recorded until after year-end, resulting in the
overstatement of receivables and sales. The correct timing can be determined by examining
dated receiving reports for returned merchandise and correspondence with customers. The
auditor should also be alert to the possibility that an unusually heavy volume of sales returns
after year-end (perhaps up to the end of fieldwork and report date) could signal unauthorized
shipments before year-end to inflate recorded sales and receivables.

Perform Cash Receipts Cutoff Test
The cash receipts cutoff test is designed to obtain reasonable assurance that cash receipts are
recorded in the accounting period in which they are received. A proper cutoff at the balance
sheet date is essential to the correct presentation of both cash and accounts receivable. For
example, if December collections from customers are not recorded until January, accounts
receivable will be overstated and cash will be understated at the balance sheet date. Conversely,
if January collections from customers are recorded in December, cash will be overstated and
accounts receivable will be understated. Thus, this test relates to the existence or occurrence
and completeness assertions for both cash and accounts receivable. When most cash receipts
are received by way of electronic funds transfer or through a lockbox, the process begins by
reconciling the timing of receipt by the bank with recording in a cash receipts journal. The
objective of this procedure is to determine that the deposit slip total agrees with the receipts
shown on the daily cash summary, and that individual cash receipts are properly allocated to
each customer in the correct time period.

Tests of Details of Balances
Two primary sets of procedures in this category of substantive tests for accounts receivable
are discussed below: (1) confirmation of receivables and the related follow-up procedures and
(2) procedures for evaluating the adequacy of the allowance for uncollectible accounts.

Confirmation of Accounts Receivable
Confirmation of accounts receivable involves direct written communication between the
client’s customers and the auditor. The confirmation of receivables is a generally accepted
audit procedure. PCAOB AS 2310 The Confirmation Process and AU-C 505 External Confirmations state there is a presumption that the auditor will request the confirmation of receivables
during an audit unless:
• Accounts receivable are immaterial to the financial statements.
• The use of confirmations would be ineffective as an audit procedure.

Potential sales cutoff issues
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• T
 he auditor’s assessed level of risk of material misstatement at the relevant assertion
level is low, and the other planned substantive procedures address the assessed risk.
An auditor who does not request confirmation of receivables should document in the
working papers how he or she overcame the presumption that confirmations should be requested. For example, the auditor might state the conclusion, based on the prior year’s audit
experience on that engagement, that it is expected the responses would be unreliable or the
response rates would be inadequate in the current year.
Occasionally, clients have prohibited auditors from confirming any or certain accounts
receivable. Complete prohibition represents a serious limitation on the scope of the audit that
generally results in a disclaimer of opinion on the financial statements. The effect of partial
prohibition should be evaluated on the basis of management’s reasons and whether the auditor can obtain sufficient evidence from other auditing procedures. Finally, the auditor must
make a decision about the use of positive or negative confirmations. The section “Confirmation”
in Chapter 5 discussed the difference between positive and negative confirmations, and the
desirability of using positive confirmations in most circumstances.
Illustration 11.13 provides an example of a positive confirmation. While confirmations
are signed by the client, they should be controlled and mailed by the auditor. Today, there are
services that can assist the auditor in providing electronic delivery and receipt of confirmations.
A positive confirmation sent electronically will be similar to the confirmation shown in Illustration 11.13. However, the service allows for the customer to send an electronic response securely
and confidentially to the audit firm. The use of electronic confirmations is increasing rapidly.
ILLUSTRATION 11.13

Example positive confirmation

G.J. Manufacturing
P.O. Box 1922, Denver, Colorado 80123
Industrial Automotive
P.O. Box 131
Spring Green, Wisconsin 53558
This request is being sent to you to enable our independent auditors to confirm the correctness of
our records. It is not request for payment.
Our records on December 31, 2022, showed an amount of $16,421.08 receivable from you. Please
confirm whether this agrees with your records on that date by signing and returning this form
directly to our auditors. An addressed envelope is enclosed for this purpose. If you find any difference, please report details directly to our auditors in the space provided below.

Emily Paulson

Chief Financial Officer

The above amount is correct. □
The above amount is incorrect for the following reasons:


Signature and Title of Individual Responding to the Confirmation:
Date:
Please examine this carefully and advise our auditors as to any exceptions at the following
address:
Bell & Bowerman, LLP
Certified Public Accountants
822 17th St., Suite 2200
Denver, CO 80202
A self-addressed envelope is enclosed for your convenience.
THIS IS NOT A REQUEST FOR PAYMENT
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Timing and Extent of Requests When the level of detection risk is low, the auditor

ordinarily requests confirmation of receivables as of the balance sheet date. If the risk of
material misstatement is low, the auditor is willing to accept a higher level of detection risk,
and the confirmation date may be one or two months earlier. In such a case, the auditor is
expected to evaluate material changes between the confirmation date and balance sheet date.
In some cases, the auditor may elect to reconfirm accounts with unusual changes during the
roll-forward period.
The extent of confirmation requests, or sample size, is related to the factors discussed
in Chapter 10 (Illustration 10.4). Stratification may also affect sample size. For example, auditors frequently seek confirmation of all accounts in excess of a certain dollar amount (less
than or equal to tolerable misstatement) and select a random sample of all other accounts.
Sample size may be determined judgmentally or with the aid of a statistical sampling plan, as
explained in Chapter 10.

Disposition of Exceptions Confirmation responses will inevitably contain some exceptions. Exceptions may be attributed to goods in transit from the client to customers, returned
goods, payments in transit from customers to the client, items in dispute, errors, and irregularities. All exceptions should be investigated by the auditor and their resolution indicated in the
auditor’s documentation. For example, an auditor might vouch customer payments in transit
to cash receipts after confirmation date by the client.
Alternative Procedures for Dealing with Nonresponses When no response has
been received after a confirmation request to a customer, alternative procedures should ordinarily be performed. The two main alternative procedures are (1) examining subsequent
collections and (2) vouching open invoices comprising customer balances. The best evidence of
existence and collectibility is the receipt of payment from the customer. Before the conclusion
of the audit fieldwork, the client will receive payments from many customers on amounts owed
at the confirmation date. The matching of such collections back to unpaid invoices comprising
the customers’ balances at the confirmation date establishes the existence and collectibility of
the accounts. In performing this test, the auditor should recognize the possible adverse implications of collections that cannot be matched to specific transactions or balances. For example, a
round sum amount may, on investigation, reveal items in dispute, and token payments on large
balances may indicate financial instability on the part of the customer. If the customer has not
paid the receivable, the auditor can vouch the receivable to underlying customer orders and
shipping documentation to provide evidence that the receivable exists.
Professional standards acknowledge that the omission of such procedures may be
acceptable when both of the following conditions apply:
• T
 here are no unusual qualitative factors or systematic characteristics related to the nonresponses, such as that all nonresponses pertain to year-end transactions.
• T
 he nonresponses, projected as 100% misstatements to the populations and added to the
sum of all other unadjusted differences, would not affect the auditor’s decision about
whether the financial statements are materially correct.

Audit Reasoning Example Evaluating Confirmation Exceptions
Brian McIntosh is working on accounts receivable confirmations. Confirmations are sent as
of the interim date of October 31 on a December 31 year-end client. One confirmation comes
back with the customer claiming it was overbilled on an October 29 invoice and the receivable
is overstated as of October 31. Upon investigation with the client, Brian discovers that the
error was actually recognized by the client before the customer noted it, and the client issued
a credit memo on November 4. Brian also recognizes that in spite of the client’s efforts, this
is evidence of a misstatement as of October 31; this will have to be analyzed as a misstatement in the sample, and the misstatement will be projected on the unsampled portion of the
population.
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Summarizing and Evaluating Results The auditor’s working papers should contain a
summary of results from confirming accounts receivable. The summary should provide data
on:
• The number and dollar value of confirmations sent and responses received.
• The proportion of the population total covered by the sample.
• The relationship between the audited and book values of items included in the sample.
Statistical and nonstatistical procedures may be used to project misstatements found in the
sample to the population, as explained in Chapter 10. The combined evidence from the confirmations, alternative procedures performed on nonresponses, and other tests of details and analytical procedures are evaluated to determine whether sufficient evidence has been obtained to
support management’s assertions about gross accounts receivable. Illustration 11.14 provides
an abbreviated example of a working paper evaluating confirmations. (Note: This supports the
analysis working paper shown in Illustration 10.14.)

ILLUSTRATION 11.14 Evaluation of individual confirmations

Client: G.J. Manufacturing

Bell & Bowerman, LLP	Prepared by: W.M.F. 2/8/23

Period-end: 12/31/22		Reviewed by: C.W.B. 2/18/23
Evaluation of Confirmation Results	Reference: B-3
Objective: Evaluation of Accounts Receivable Confirmations

Stratum 1

Stratum 2

Stratum 3

Confirmation #

Book Value

Confirmed Value

Audited Value

Misstatement Explanation

1

$165,000

$165,000

$165,000

2

310,000

300,000

300,000

10

187,500

NR

187,500

¥,€

11

42,000

NR

42,000

¥,€

12

20,000

20,000

20,000

25

35,000

25,000

25,000

10,000

Goods were billed at the incorrect
price, resulting in an overcharge of
$10,000.

26

12,000

2,000

2,000

10,000

Incorrect quantity entered on invoice
resulting in an overcharge of $10,000.

27

7,600

7,600

7,600

50

5,400

5,400

5,400

$10,000

$10,000 of goods returned. Received on
12/29/22. Credit memo issued 1/3/23.

Legend:
NR

No response from customer

¥

Vouched to bill of lading

€

Vouched to subsequent cash receipt

Applicability to Assertions Confirmations are the primary source of evidence in meeting the existence assertion for accounts receivable. Acknowledgment of the debt by the customer in the response confirms that the client has a legal claim on the customer. This test
also provides evidence concerning the rights and obligations assertion. The confirmation of
accounts receivable is not a request for payment, so it does not provide evidence as to the
collectibility of the balance due. However, the responses may reveal previously paid items
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or disputed items that affect the proper valuation of the amount due. While confirmations
may provide indications of collectibility problems, the confirmation of accounts receivable
relates only to the valuation and allocation assertion for gross accounts receivables. When a
customer’s response indicates agreement with the book balance, there is evidence that the balance is complete. However, the evidence about the completeness assertion is limited because
(1) unrecorded receivables cannot be confirmed and (2) customers are more likely to report
errors of overstatement than errors of understatement.

Evaluating the Allowance for Doubtful Accounts
The key accounting estimate involved in the revenue process is the allowance for doubtful
accounts. Audit procedures for this accounting estimate include:
• U
 sing generalized audit software to foot and crossfoot the aged trial balance of accounts
receivable and agreeing the total to the general ledger balance.
• T
 esting the accuracy of the client’s aging by vouching to underlying sales invoices and
shipping documents.
 onsidering evidence concerning the collectibility of past-due amounts by, for example,
• C
inspecting correspondence from customers.
• I dentifying customers with past-due balances and calculating credit histories for customers with past-due balances.
• E
 valuating prior estimates of uncollectible accounts with subsequent experience and the
benefit of hindsight.
• U
 sing the evidence obtained above to assess the reasonableness of the percentages used
to compute the allowance component required for each aging category and the adequacy
of the overall allowance.
Auditing the allowance for doubtful accounts may be a good place to use ADA to
evaluate the adequacy of the allowance for doubtful accounts. Consider this example in
the context of Illustration 7.8. The auditor can use generalized audit software to generate
an aging of the client’s master file. The auditor can then use the same aging to identify
customers that do not fit the norm for the client’s normal collection history (e.g., over
90 past due). Within this population of customers taking over 90 days to pay, the auditor might identify customers that normally take 90 to 120 days to pay, but pay regularly.
This would be an acceptable variation from the norm. Alternatively, the auditor wants to
pay close attention to customers that demonstrate deteriorating payment history as the
year progresses. For this final grouping, auditors might also examine correspondence with
customers or correspondence with outside collection agencies, review customers’ credit
reports and financial statements, and discuss the collectibility of specific accounts with
appropriate management personnel. Ultimately, the auditor must determine if the potential misstatement of the allowance for doubtful accounts could aggregate to an amount
greater than or equal to tolerable misstatement. Finally, the auditor may want to use as
much hindsight as possible to evaluate whether outstanding receivables are subsequently
collected.
The allowance for uncollectible accounts is an accounting estimate made by management that involves both objective and subjective considerations. In essence, it is a prospective
estimate of receivables that will not be collected in the future. The auditor’s responsibility
is to judge the reasonableness of the allowance and the related provision for uncollectible
accounts expense. From the aging data, information about collectibility, and analysis of the
client’s prior experience with uncollectible accounts, the auditor can assess the reasonableness of management’s method used to determine an appropriate allowance. An important
aspect of evaluating prior experience with the entity involves using hindsight to evaluate prior
estimates of the allowance and subsequent experience in collecting receivables outstanding
at the date of the estimate. When the client’s controls over (1) granting credit and (2) writing
off uncollectible accounts are strong, fewer substantive tests will be required in making this
assessment than when controls are weak.
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Tests of Details of Presentation and Disclosure
Illustration 11.11 describes a number of tests of disclosures for the revenue process. It is
common for auditors who are knowledgeable about the company and accounting principles
to carefully read the financial statements and related disclosures. The auditor who reads the
financial statements might also use a disclosure checklist to ensure that all required disclosures are present. For example, auditors should be alert to the following issues if they are
material:
• C
 lassification and disclosure requirements include proper identification and classification for receivables, such as separating trade receivables from other receivables such as
receivables from employees, officers, affiliated companies, and other related parties that
should be separately disclosed.
• C
 redit balances in accounts receivable (customers who overpay) should be reclassified as
current liabilities.
• G
 AAP requires proper classification of receivables not due within one year to be classified as noncurrent.
• G
 AAP requires disclosures concerning the pledging, assigning, or factoring of receivables.
• D
 isclosures may be required regarding significant customers or sales by significant lines
of business.
Evidence relevant to these matters might be obtained by inquiring of management and
reviewing minutes of board of directors’ meetings and loan agreements. Evidence is also obtained through the audit procedures performed to test other assertions.

Cloud 9 - Continuing Case
Josh and Suzie are finalizing their plans for substantive tests. A
significant number of tests of transactions were accomplished
with dual-purpose tests for testing controls, and additional tests
of transactions will be planned after the end of the year for the
portion of the year that was not covered by tests of controls. They
plan to send positive confirmations at two months prior to yearend, and they will use a service that allows for electronic submission of confirmations by customers. They also concluded that they

will use generalized audit software to evaluate the allowance for
doubtful accounts by analyzing every account over 90 days past
due to determine if some customers regularly take long times to
pay and are low credit risk, or if customers are showing signs of
deteriorating payment history and are high credit risk. At this
point they believe they have a plan for the remaining substantive
tests. Now it is time to perform the substantive tests and draw an
audit conclusion.

Before You Go On
8.1 What is involved in vouching sales transactions to supporting documentation? What documents would the auditor look at when vouching sales transactions and what assertions are
met by vouching sales?
8.2 What cutoff tests are performed for sales and cash receipts? How are they performed and
what assertions are met by these tests?
8.3 When positive confirmations are used, how does the auditor deal with nonresponses?
8.4 What steps should the auditor perform when auditing the accounting estimate associated
with the allowance for doubtful accounts?
8.5 List several common disclosures required for sales or accounts receivable.
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Learning Objectives Review
1

Explain the nature of the revenue process.

The revenue process includes three major classes of transactions:
(1) credit sales, (2) cash receipts, and (3) sales adjustments. The primary balance sheet account in the revenue process is accounts receivable, net of the allowance for doubtful accounts. Illustration 11.1
summarizes the transactions that go through the revenue process,
and Illustration 11.2 identifies the assertions relevant to the revenue
process. Remember, the auditor must obtain sufficient appropriate
evidence for each material assertion, and an audit strategy for one assertion may be different from the audit strategy for another assertion.
2 Evaluate how an auditor’s understanding of an entity
and its environment affects audit planning decisions in
the revenue process.
Different companies in different industries experience various risks
associated with the revenue process. Revenue recognition is more
problematic in some industries, and some industries have significant transactions that result in cash collection in advance of earning
revenues. Illustration 11.3 provides examples of five different industries and how knowledge of the entity and its environment can be
used to develop expectations of the financial statements and to assess the risk of material misstatement. This section also addresses
common analytical procedures that (1) help the auditor understand
the business and (2) may identify significant inherent risks in the
financial statements. Illustration 11.5 provides examples of other
key factors associated with understanding the entity and its environment and how these factors may influence inherent risk in the
revenue process.
3 Determine inherent risk for various assertions in the
revenue process.
Common inherent risks in the revenue process relate to the occurrence of revenue and the existence of receivables. This section reviews
a number of methods that have been used by companies to overstate
revenues. This section also provides an example of how analytical
procedures might flag an increased risk of material misstatement for
some revenue process assertions. In using professional skepticism, an
auditor should be able to recognize factors that increase inherent risk
in the revenue process, so that the audit is responsive to these risks.

Evaluate control activities for credit sales transactions.
4

Each entity has a unique system of internal control that is tailored to
the entity’s business model and how it brings in revenues. It is important for the auditor to (1) understand the flow of transactions in the
revenue process, (2) identify what can go wrong in the revenue process, and (3) assess whether the client has controls to mitigate what
can go wrong. Illustration 11.7 provides an example of the flow of
transactions for credit sales; Illustration 11.8 addresses what can go
wrong in the process of making credit sales and common controls that
might be found to mitigate these risks. This section concludes with

a discussion of key controls that are often found related to relevant
assertions for credit sales and accounts receivable.
5 Evaluate control activities for cash receipt transactions.
This section continues the discussion of understanding the flow of
transactions related to cash receipts. While many companies now receive cash either by electronic funds transfer or a lockbox, this section
also discusses how a company should establish initial control over
cash and checks if they are received directly from customers. Illustration 11.10 summarizes what can go wrong in the process of receiving cash along with common controls that might mitigate these risks.
This section concludes with a discussion of key controls that might be
found related to relevant cash receipt transaction assertions.

Evaluate control activities for sales adjustment transactions and revenue process disclosures.
6

The final section on revenue transactions discusses common documents found when goods are returned, and credit is given to customers. Common controls over granting credit for sales returns and allowances, controls over determining uncollectible accounts, controls over
selling receivables, and controls over disclosures are also discussed in
this section of the chapter.
7 Determine how to design and perform tests of controls in the revenue process and connect the results of
control testing to audit strategy.
This final section related to controls in the revenue process discusses
the process of testing the controls identified for relevant assertions in
the financial statements. Remember, when the entity relies on significant IT application controls, the auditor must test (1) the effectiveness
of IT general controls, (2) the effectiveness of the IT application controls, and (3) the effectiveness of manual procedures to follow up on exceptions. Once the auditor has evaluated controls, the auditor should
consider fraud risk in the revenue process. The discussion related to
fraud risk addresses the risk of lapping techniques, its tie to misappropriation of cash, and various risks of fraudulent financial reporting
techniques that the auditor should be alert to. Once the auditor has
determined the risk of material misstatement of each assertion, the
auditor can make decisions about what substantive tests to perform,
the timing of substantive tests, and the extent of substantive tests.
8 Assess detection risk and design substantive tests,
including audit data analytics, to address various assertions in the revenue process.
The final section of this chapter outlines common substantive tests in
the revenue process. Illustration 11.11 provides a common audit program for substantive tests that might be found in the revenue process,
and this section explains the importance of each of these tests. The
section also reviews professional standards related to sending confirmations to customers and the importance of follow-up procedures
when customers fail to respond to confirmations.
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Key Terms Review
Bill-and-hold transactions
Consignment sales
Disclosure committee

Lapping
Lockbox system
Refund rights

FOB destination
FOB shipping point
Gross sales

Audit Decision-Making Example
Background Information
Assume that, for the third year, you are auditing sales and accounts receivable of the manufactured products division of
United Plastics, Inc. (UPI). You know the following from your
risk assessment procedures.
• T
 he CFO implemented a new computerized accounting system during the prior fiscal year. Tests of controls
performed in the prior year’s audit showed that IT application controls were designed effectively and operated
effectively.
 PI is experiencing significant competition from overseas.
• U
As a result, UPI extended an unlimited right-of-return policy to two months to keep sales volume at an economical
level since there has been a decline in demand for the
company’s manufactured products. This change was made
with the knowledge and agreement of the UPI board of
directors.
• A
 ll sales are booked upon shipment with sales terms of FOB
shipping point.
 anagement continues to receive significant bonuses based
• M
on attaining sales volume and profitability targets.
• The company has strong controls over cash receipts.
• A
 n IT specialist has determined that UPI’s IT general controls are strong.
• D
 uring the current-year system walkthrough, you learned
the company has placed in operation the following programmed control activities: exceptions are printed on an exception report and the transactions are held in a suspense
file for follow-up. Manual follow-up procedures appear to be
effective based on a system walkthrough.
• T
 he amount of a sale plus the customer’s accounts receivable
balance are compared with the customer’s credit limit before
a sales order is approved.
• A
 ll goods taken from inventory are matched with approved
sales order information.
• T
 he software application compares quantities on every sales
invoice against shipping information and prices are checked
against the master price file.
• T
 he software application compares the date on the sales
invoice with the date on shipping records.
 he software application matches every sales invoice with
• T
an underlying bill of lading, and then it electronically flags
the bill of lading so it cannot be matched with another sales
invoice.

• T
 he company generates a monthly aging of accounts receivable report.
• The company sends monthly statements to customers.
• A
 n individual independent of sales, accounts receivable, and
cash receipts is assigned to follow-up exceptions noted by the
software application. Manual follow-up appears to be effective based on system walkthrough.

Identify the Issues
Develop an audit strategy for the occurrence of revenues and the
existence of receivables.

Gather Information and Evidence
Important information includes:
• T
 he unlimited two-month right of return policy affects revenue recognition. No internal controls appear to address this
issue.
 onuses provide incentives for management to maximize
• B
revenues.
• P
 rior experience shows that internal controls are effective
(except for new policies regarding right of return).
• C
 urrent-year tests of IT general controls show that general
controls are strong.
• A
 preliminary evaluation based on system walkthrough
show a number of programmed control procedures in the
revenue process.
• M
 anual follow-up appears to be effective based on system
walkthrough.

Analysis and Evaluation of Alternatives
• S
 ignificant inherent risk indicators include (1) the new policy regarding extended right of return and (2) bonuses for
maximizing revenues.
• W
 ith the exception of problems associated with the right of
return, internal controls appear to be strong. However, revenue appears to have been booked when goods were shipped.
• F
 or sales made during the last two months, consider using
ADA to match cash receipts with sales. Any sales in the last
two months that have not been sold through by customers
(for which cash has been received) should be treated as consignment sales. Revenue cannot be booked and inventory
should be placed back on the books using information from
the sales system.
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Conclusions Regarding Internal Controls and Audit
Strategy in the Revenue Process
• I nherent risk assessment. Assess inherent risk at the maximum due to right-of-return issues and incentives for management to overstate revenues (and receivables).
• C
 ontrol risk and planned tests of controls. Plan to test the following IT application controls related to revenues and sales:
(1) comparison of date on sales invoice with date on shipping
records, (2) match of every sales invoice with underlying bill
of lading, (3) sending of monthly statements to customers.
Also, plan to test manual follow-up of exceptions noted by
the software application. Review any correspondence with

customers disputing items on monthly statements indicating
a breakdown in internal control.
 etection risk. Plan to send confirmations to customers
• D
at an interim date if preliminary assessment of internal
controls is confirmed. Receivables confirmed also represent a test of transactions for sales confirmed. Plan to use
ADA to match cash receipts with all sales made during
the last two months. Any sales in the last two months
that have not been sold through by customers (for which
cash has been received), should be treated as consignment
sales. Revenue cannot be booked and inventory should be
placed back on the books using information from the sales
system.

CPAexcel
CPAexcel questions and other resources are available in WileyPLUS.

Multiple-Choice Questions
1. (LO 1) An auditor wants to determine that all sales adjustments
are recorded. This relates to which of the following transaction-class
assertions?
a. Occurrence.
b. Completeness.
c. Accuracy.
d. Classification.
2. (LO 1) If a customer pays its receivable in full but a client fails to
record cash received from the customer, which of the following account balance assertions related to accounts receivable is misstated?
a. Completeness.
b. Rights and obligations.
c. Valuation at net realizable value.
d. Existence.
3. (LO 2) Assume that an auditor is auditing a public company client that manufactures computer hardware and markets significant
maintenance and consulting services. The auditor should be concerned about which of the following?
a. Appropriate accounting for commissions on sales.
b. S
 ignificant revenue issues associated with bundling products
and services.
c. More than the usual concern about collection risk.
d. Significant concerns about the completeness of revenues.
4. (LO 2) An auditor is studying a ratio of accounts receivable
growth rate to sales growth rate. Which of the following indicates a
potential risk of collection problem in accounts receivable?
a. S
 ales grew by 10% and receivables grew by 11% from year one
to year two.

b. S
 ales declined by 2% and receivables declined by 7% from year
one to year two.
c. S
 ales grew by 10% and receivables declined by 2% from year
one to year two.
d. S
 ales grew by 5% and receivables grew by 17% from year one
to year two.
5. (LO 3) An audit client that manufactures and sells goods to a network of authorized dealers may create the equivalent of a consignment sale if the client:
a. only allows goods to be returned if they are damaged.
b. a llows a cash discount if the receivable is paid within
30 days.
c. a llows an unconditional right of return at any time until the
goods are sold by the dealer.
d. ships goods only on a collect on delivery (C.O.D.) basis.
6. (LO 4) Which of the following control activities would most
likely assure that no fictitious billings have been posted to the sales
journal?
a. T
 he accounts receivable master file is compared with the
general ledger control account.
b. E
 ach shipment on credit is supported by a prenumbered sales
order.
c. T
 he software application compares each sales invoice
with the supporting shipping documents and notes any
discrepancies.
 he software application compares prices on the sales ind. T
voices with prices on the master price list and notes any
discrepancies.
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7. (LO 4) Which of the following control activities would be a reasonable control over the accuracy of recorded sales?
a. T
 he software application matches sales invoice quantities with
the underlying packing slip and prices with the sales order.
b. T
 he software application prints a report of unfilled sales
orders.
c. T
 he software application prints a report of all bills of lading
not matched with a sales invoice.
 he software application matches the customer number
d. T
on the sale invoice with the customer number on the sales
order.

b. the sales manager.
c. the accounts receivable supervisor.
d. the credit manager.
11. (LO 7) Which of the following situations increases the risk of
fraud due to “lapping?”
a. The sales manager can approve credit limits for customers.
 he accounts receivable clerk also has responsibilities for
b. T
writing a sales invoice.
c. T
 he shipping clerk in the warehouse has read-only access to
sales orders.

8. (LO 4) Which of the following is a good example of an IT application control over the occurrence of revenue transactions?

d. T
 he accounts receivable clerk also has responsibilities for
receiving cash.

a. P
 hysical access to computer systems is limited only to specific
personnel who work in the revenue process.

12. (LO 8) A cutoff test designed to detect credit sales made before
the end of the fiscal year that have been recorded in the subsequent
year provides assurance about which of the following management
assertions?

b. T
 he software application compares information on a sales invoice with information from the bill of lading to ensure that sales
invoices are only prepared for actual shipments. Any exceptions
are not processed and are set aside for manual follow-up.
c. C
 omputer system changes to the revenue program must be
tested and authorized before they are allowed to be used with
live data.
 trong segregation of duties exists between computer operad. S
tions and computer program development.
9. (LO 5) A small manufacturing company makes only credit sales.
If cash receipts from sales are misappropriated, which of the following acts would most likely conceal this fraud?
a. Understating the accounts receivable control account.
b. Understating the accounts receivable subsidiary ledger.
c. Overstating the sales journal.
d. Understating the cash receipts journal.
10. (LO 6) Sound control activities dictate that defective merchandise returned by customers should be presented initially to:
a. the receiving department.

a. Completeness.
b. Occurrence.
c. Accuracy.
d. Classification.
13. (LO 8) When sending positive confirmations, which of the following would not be an appropriate way to address nonresponse by
a customer?
 earch for evidence of subsequent cash receipt from the
a. S
customer.
b. M
 atch open invoices to underlying bills of lading and
customer orders.
c. I f the customer’s account balance is individually immaterial, conclude that no further work or analysis is
necessary.
d. A
 ssume that the nonresponse is 100% in error and project the
misstatement on the population.

Review Questions
R11.1 (LO 1) If there is a completeness problem with cash receipts,
are accounts receivable overstated or understated? Explain.

ucts on credit. Identify the documents involved and explain the process
from authorizing the transaction through recording in the general ledger.

R11.2 (LO 1) List three common revenue recognition problems. Illustrate each with an example.

R11.7 (LO 4) Explain a sound control over revenue recognition in
the process of making credit sales for a manufacturing company.

R11.3 (LO 2) How might the risk of material misstatement in the
revenue process differ for a manufacturer of oil and gas field machinery equipment and a retail grocer?

R11.8 (LO 4) Identify a risk of fraudulent financial reporting in the
revenue process. Describe a sound internal control that would detect
and correct the misstatement on a timely basis.

R11.4 (LO 2) Identify one or two financial ratios that you believe
would be useful in identifying revenue recognition problems. Explain
your reasoning.

R11.9 (LO 5) Identify a risk of misappropriation of assets in the revenue process. Describe a sound internal control that would detect and
correct the misstatement on a timely basis.

R11.5 (LO 3) Explain two common inherent risks in the revenue
process and explain how each risk is likely to affect the financial statements (e.g., identify the accounts that are likely to be overstated or
understated and explain why).

R11.10 (LO 5) Briefly explain a likely flow of transactions related
to receiving cash from a customer received by way of electronic funds
transfer, from the customer’s payment being made through recording
in the general ledger.

R11.6 (LO 4) Briefly explain a likely flow of transactions related to authorizing and recording credit sales for a manufacturer that sells its prod-

R11.11 (LO 5) Explain a sound control over the completeness of cash
receipts associated with the situation described in the previous question.
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R11.12 (LO 6) Explain a sound control over a public company’s process
for controlling the appropriateness of the allowance for doubtful accounts.

R11.15 (LO 8) Explain an effective substantive test related to the
cutoff of sales at year-end.

R11.13 (LO 7) Assume you are auditing a public company with
sound IT controls over the occurrence of revenue. Describe the IT control over the occurrence of revenue and how you would test the control.

R11.16 (LO 8) Develop an example of the use of audit data analytics in the audit of accounts receivable.
R11.17 (LO 8) Explain the audit procedures used to test the adequacy
of the allowance for doubtful accounts.

R11.14 (LO 8) Explain several important initial procedures in the
revenue process. Why should these be performed prior to other substantive procedures?

Analysis Problems
AP11.1 (LO 1, 2) Basic Understanding the entity and its environment Your client is a regional
motel chain. It owns 27 properties in your region and manages another 40 properties for absentee owners.
All the motels are located on interstate highways and achieve at least 60% of capacity on a regular basis. In
the past, many motels have been fully booked during the summer travel season; however, the economy
has taken a turn for the worse and people are traveling less.

Required
Explain how your knowledge of the business and industry would impact your audit of total revenues and
accounts receivable for the client.
AP11.2 (LO 2) Moderate Analytical procedures The following data was taken from the production and accounting records for Casuccio Manufacturing, Inc.
Unaudited
2023

Audited
2022

Audited
2021

Operating Data
Capacity in units

450,000

450,000

450,000

Production in units

450,000

400,000

300,000

Inventory in units

32,000

28,000

21,000

Total revenues

$ 35,200

$ 27,500

$ 21,200

Total assets

$ 23,000

$ 19,500

$ 15,700

Accounts receivable, net

$ 5,900

$ 4,300

$ 3,900

Bad debt expense

$

175

$

135

$

105

Accounts receivable written off

$

165

$

125

$

100

Financial Data ($000)

Required
a. Calculate the following ratios for 2023, 2022, and 2021:
1. Sales to total assets.
2. Sales to production.
3. Revenue per unit sold.
4. Accounts receivable growth to sales growth.
5. Uncollectible accounts expense to net credit sales.
6. Uncollectible accounts expense to accounts receivable written off.
7. Accounts receivable turnover in days.
b. 1. Describe the implications of the resulting ratios for the auditor’s audit strategy for the year 2023.
2. What specific assertions are likely to be misstated?
3. How should the auditor respond in terms of potential audit tests?
AP11.3 (LO 5) Moderate Controls over cash receipts You have been asked by the board of trustees of a local church to review its accounting procedures. As a part of this review, you have prepared the
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following comments relating to the collections made at weekly services and recordkeeping for members’
contributions:
1. The church’s board of trustees has delegated responsibility for financial management and audit of
the financial records to the finance committee. This group prepares the annual budget and approves
major disbursements but is not involved in collections or recordkeeping. No audit has been considered necessary in recent years because the same trusted employee has kept church records and
served as financial secretary for 15 years.
2. The collection at the weekly service is taken by a team of ushers. The head usher counts the collection in the church following each service. He then places the collection and a notation of the
amount counted in the church safe. The next morning, the financial secretary opens the safe and
counts the collection again. She withholds about $100 to meet cash expenditures during the coming
week and deposits the remainder of the collection intact. To facilitate the deposit, members who
contribute by check are asked to make their checks payable to “cash.”

Required
Describe the weaknesses and recommend improvements in procedures for collections made at weekly
services. Organize your answer using the following format:
Weakness

Recommended Improvement(s)

AP11.4 (LO 8) Moderate Substantive tests of accounts receivable The following situations were
not discovered by an inexperienced staff auditor in the audit of the Parson Company.
1. Several accounts were incorrectly aged in the client’s aging schedule.
2. The accounts receivable turnover ratio was far below expected results.
3. Goods billed were not shipped.
4. Some year-end sales were recorded in the wrong accounting period.
5. Several sales were posted for the correct amount but to the wrong customers in the accounts
receivable ledger.
6. The allowance for uncollectible accounts was understated.
7. Several sales were entered and posted at incorrect amounts.
8. Mathematical errors were made in totaling the accounts receivable ledger.
9. An unrecorded sale at the balance sheet date was collected in the next month.
10. Several fictitious sales were recorded.
11. The pledging of some customer accounts as security for a loan was not reported in the balance
sheet.
12. Some year-end cash receipts were recorded in the wrong accounting period.

Required
(Use a tabular format for your answers with one column for each part.)
a. Identify the substantive test that should have detected each error.
b. For each substantive test identified in a., indicate the account balance assertion to which it
pertains.
AP11.5 (LO 3, 8) Challenging Fraud Research Inflating advertising revenues—Homestore,
Inc. In 2003, the Securities and Exchange Commission released an Accounting and Auditing Enforcement
Release (AAER) describing charges and discipline against five former executives of Homestore, Inc.,
including the company’s former CEO and CFO. The charges claim the executives developed a scheme to
inflate advertising revenues.

Required
Find and read the 2003 AAER related to Homestore, Inc. Explain the scheme that the company used to
inflate advertising revenues. What is meant by the term “round-trip” transactions? How were the company’s vendors involved?
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King Companies, Inc.
Questions C11.1 and C11.2 are based on the following case.
King Companies, Inc (KCI) is a private company that owns five auto parts stores in urban Los Angeles,
California. KCI has gone from two auto parts stores to five stores in the last three years, and it plans continued growth. Eric and Patricia King own the majority of the shares in KCI. Eric is the chairman of the
board of directors of KCI and CEO, and Patricia is a director as well as the CFO. Shares not owned by Eric
and Patricia are owned by friends and family who helped the Kings get started. Eric started the company
with one store after working in an auto parts store. To date, he has funded growth from an inheritance
and investments from a few friends. Eric and Patricia are thinking about expanding by opening three to
five additional stores in the next few years.
In October 2021, Eric approached your accounting firm, Thornson & Danforth, LLP, to conduct an
annual audit of KCI for the year ended December 31, 2022. KCI has not been audited before, but this year
the audit has been requested by the company’s bank because of anticipated bank loans and by a new
private equity investor that has just acquired a 20% share of KCI.
KCI employs 20 full-time staff. These workers are employed in store management, sales, parts delivery,
and accounting. About 40% of KCI’s business is retail walk-in business, and the other 60% is regular
customers where KCI delivers parts to their locations and bills these customers on account. During peak
periods, KCI also uses part-time workers.
Eric is focused on growing revenues. In his opinion, revenue growth is particularly important to
obtaining bank financing. Patricia trusts the company’s workers to work hard for the company, and she
feels they should be rewarded well. The accounting staff, in particular, is very loyal to the company. Eric
tells you that accounting staff enjoy their jobs so much they have never taken any annual vacations, and
hardly any workers ever take sick leave.
There are two people currently employed as accounting staff, the most senior of whom is Jonathan
Jung. Jonathan heads the accounting department and reports directly to Patricia. He is in his late fifties
and hopes to retire in two or three years and move away from Los Angeles. Jonathan keeps a close watch
on accounting and does many activities himself; including opening mail, cash receipts and vendor payments, depositing funds received, performing reconciliations, posting journals, and performing the payroll
function. His second employee, Abby Owens, is a recent college graduate who just passed the CPA exam.
Abby is responsible for the payroll functions and posting all journal entries into the accounting system.
Jonathan and Abby often help each other out in busy periods.
C11.1 (LO 3, 5) Challenging Fraud risk
a. Analysis: Consider the risk of fraud regarding the diversion of cash receipts from customers. How does
this impact your decisions regarding which audit procedures to perform, the timing of audit procedures, or the extent of procedures associated with auditing revenue assertions? If cash were diverted
from customers, how might Eric or Patricia identify the problem?
b. Analysis: Explain your assessment of the risk associated with fraudulent financial reporting. How
does this impact your decisions regarding which audit procedures to perform, the timing of audit
procedures, or the extent of procedures associated with auditing revenue assertions?
C11.2 (LO 8) Challenging ADA Audit data analytics for revenue Analysis: You have been
asked by your audit manager to consider how the audit firm might audit revenues by using audit data
analytics to evaluate 100% of the revenue transactions. Where do you feel that it would be most effective
to audit 100% of the transactions using ADA? In addition to the sales information, what other information should you consider in your analysis? Develop a specific audit strategy for how you would screen
100% of the revenues, how you would identify exceptions, and how you might consider what would be
acceptable variations from your expectation norm versus unacceptable variations.

Mobile Security, Inc.
Question C11.3 is based on the following case.
Mobile Security, Inc. (MSI) has been an audit client of Leo & Lee, LLP for the past 12 years. MSI is a small,
publicly traded aviation company based in Cleveland, Ohio, where it manufactures high-tech unmanned
aerial vehicles (UAV), also known as drones, and other surveillance and security equipment. MSI’s products are primarily used by the military and scientific research institutions, but there is growing demand
for UAVs for commercial and recreational use. MSI must go through an extensive bidding process for
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large government contracts. Because of the sensitive nature of government contracts and military product designs, both the facilities and records of MSI must be highly secured.
In October 2022, MSI installed a new cloud-based inventory costing system to replace a system that
had been developed in-house. The old system could no longer keep up with the complex and detailed
manufacturing costing process that provides information to support competitive bidding. MSI’s IT department, together with the consultants from the software company, implemented the new inventory
costing system which went live on December 1, 2022. Key operational staff and the internal audit team
from MSI were significantly engaged in the selection, testing, training, and implementation stages.
The inventory costing system uses various manufacturing costing and unit of production inputs to
calculate and produce a database of all product costs and recommended sales prices. It also integrates
with the general ledger each time there are product inventory movements such as purchases, sales, waste,
and damaged inventory losses.
The following list of sales invoices are entered in the sales journal for the months of June 2023 and
July 2023, respectively. All goods are shipped FOB shipping point.
Sales
Invoice
Amount

Sales
Invoice
Date

Cost of
Merchandise
Sold

a.

$ 30,000

June 21

$20,000

June 29

b.

20,000

June 30

8,000

June 20

Date Shipped

June

c.

10,000

June 29

6,000

d.

40,000

June 30

24,000

July 3

June 30

e.

100,000

June 30

56,000

June 30 (shipped to consignee)

f.

$ 60,000

June 30

$40,000

July
July 1

g.

40,000

July 2

23,000

July 1

h.

80,000

July 3

55,000

June 30

C11.3 (LO 8) Challenging Public Company Sales cutoff tests Analysis and evaluation: Analyze
the eight transactions shown above. Based on a sales cutoff analysis, record necessary adjusting journal
entries at June 30 in connection with the foregoing data.

Brookwood Pines Hospital
Question C11.4 is based on the following case.
Goodfellow & Perkins LLP is a successful mid-tier accounting firm with a large range of clients across Texas.
During 2022, Goodfellow & Perkins gained a new client, Brookwood Pines Hospital (BPH), a private, not-forprofit hospital. The fiscal year-end for Brookwood Pines is June 30. You are performing the audit for the 2023
fiscal year-end.
The healthcare industry can be very complicated, especially in the area of billing for services provided. BPH contracts with private physician groups who use the hospital facilities, equipment, and nursing staff to treat patients. The physicians in the private group are not employees of the hospital; they are
simply using the hospital facilities to treat patients. For example, a group of urologists have their own
practice, separate from the hospital, where they treat patients. If one of the patients needs a surgical procedure that must be done at a hospital, then the attending urologist will approve the paperwork required
to admit the patient to BPH. BPH offers inducements to the urologists so they will refer patients to BPH
rather than a competing hospital. One of the inducements BPH offers is free office space in the hospital
for the doctors to use when they are treating patients in the hospital.
After the doctor and hospital services are provided to the patient, the patient and/or the patient’s
insurance company is billed. The doctor will bill for the services he or she provided, and the hospital
will bill for the use of hospital facilities and staff. Doctors and hospitals bill using a coding system that is
standardized across the healthcare industry and consists of three main code sets: ICD, CPT, and HCPCS.
Using a coding system is more efficient and data-friendly compared to writing a narrative about the
procedures performed. However, the coding system is very complex, with thousands of different codes
for medical procedures and diagnoses. To complicate matters even more, for patients who are covered by
government-sponsored Medicare or Medicaid, doctors and hospitals must adhere to complicated government regulations surrounding billings to Medicare and Medicaid.
As healthcare costs continue to rise each year, BPH administrators struggle to maintain consistent
profitability. They look for ways to keep costs low and also to collect from patients and insurance companies
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as quickly as possible. In addition, BPH must have a strong risk management team to handle unique situations
that may occur in hospitals such as malpractice lawsuits and periodic inspections by the state department
of health and hospitals. Negative publicity for BPH could lead to decreased revenues if physicians decide to
contract with a competing hospital.
C11.4 (LO 8) Challenging ADA Auditing the existence of accounts receivable Analysis:
Brookwood Pines Hospital has receivables from both insurance companies and from consumers. In the
past, only one in four confirmations has been returned. Internal controls have been tested and are strong.
How might audit data analytics be used to collect evidence regarding the existence of accounts receivable? Develop a specific audit strategy for how you would screen 100% of the revenues (of a particular
type), how you would identify exceptions, and how you might consider what would be acceptable variations from your expectation norm versus unacceptable variations.

Cloud 9 - Continuing Case
Assume that you are preparing to confirm accounts receivable at
December 31, 2022, which is one month prior to the fiscal yearend of January 31, 2023. The book value of gross accounts receivable is $71,622,804. Complete the following requirements related
to the confirmation of receivables for Cloud 9 based on previous
work and the following information.

Required
a. U
 sing PPS sampling, determine the sample size that you
want to use for sending accounts receivable confirmations.
Draw on the information you learned about PPS sampling in
Chapter 10. The book value of accounts receivable before the
allowance for doubtful accounts is $71,622,804. You make
the following assumptions:
• Y
 ou set tolerable misstatement for accounts receivable at
$3,500,000.
• Expected misstatement = $750,000.

• Risk of incorrect acceptance = 37%.
Given these parameters:

1. What do you believe to be appropriate qualitative assumptions for inherent risk and control risk given the risk of
incorrect acceptance used?
2. What do you calculate for sample size?
3. What do you calculate for sampling interval?
b. A
 fter discussion of the sample size with Josh Thomas, the audit
team sets tolerable misstatement at $3,000,000, expected misstatement at $1,750,000, and risk of incorrect acceptance at
37%. You use a sample size of 73 confirmations. The sampling
interval is $981,134. You may assume that except for the following, you received confirmations from customers that showed
no exceptions. Determine whether the following conditions
represent errors for purposes of your evaluation. Based on your
evaluation and the parameters of the sample you designed
above, evaluate the result of confirming accounts receivable.
• C
 ustomer No. 00030 disputed the price on stock number
11205, which was priced at $75 per item and should have
been priced at $60 per item on 1200 items. Cloud 9 issued a
credit memo for $18,000 on January 7, 2023. The book value of the receivable for Customer No. 00030 at December
31, 2022, was $130,500.
• C
 ustomer No. 00158 with a receivable balance of $730,225
on December 31 disputed receivables in the amount of

$30,500, as a shipment of shoes was not received until
January 2, 2023. Further investigation showed that the customer ordered the goods on December 31, 2022, and they
were not counted in inventory when the inventory was taken
on that date. The freight carrier came by late in the day
and picked up the goods, even though the warehouse was
normally shut down for inventory on December 31, 2022.
The goods were shipped FOB shipping point. The receivable was paid in full on January 29, 2022.
• C
 ustomer No. 00651 disputed receivables in the amount of
$250,750, as it had been paid on December 30, 2022. The
check from Customer No. 00651 was received and deposited by Cloud 9 on January 3, 2022. The book value of the
receivable for Customer No. 00651 at December 31, 2022,
was $250,750.
• C
 ustomer No. 00850 disputed the balance on the confirmation of $35,700 in its entirety. Further investigation showed
that the balance was charged to the wrong customer. Goods
were shipped to Customer No. 00580. On January 3, 2022,
the error was discovered. A credit memo was issued to Customer No. 00850 and an invoice was sent to Customer No.
00580, which was paid in full on January 27, 2022.
• N
 o response was received from Customer No. 10141.
Goods in the amount of $944,232 were shipped on November 1, 2022. Additional goods in the amount of $131,824
were shipped on December 12, 2022. The receivable balance was $1,076,056 at December 31, 2022. A review of the
cash receipts journal showed that a check for $944,232 was
deposited on January 24, 2022. Another check for $131,824
was received on February 1, 2023.
• C
 ustomer No. 21287 disputed receivables in the amount
of $755 claiming that it did not receive a promised 1% discount associated with the first shipment to a new customer.
The book value of the receivables for Customer No. 21287
at December 31, 2022 was $75,500. The customer subsequently paid $74,745 on January 29, 2022, and Cloud 9
issued a credit memo in the amount of $755.
1. Determine the amount of misstatement for each customer listed above.
2. Determine the upper misstatement limit.
3. Draw a conclusion about whether the existence
assertion for accounts receivable is presented fairly at
December 31, 2022.
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Learning Objectives
LO 1 Explain the nature of purchasing transactions and
balances.
LO 2 Evaluate how an auditor’s understanding of
an entity and its environment affects audit planning
decisions related to purchases.
LO 3 Determine inherent risk for various assertions in
the purchasing process.

LO 9 Assess detection risk and design substantive
tests, including audit data analytics, to address various
assertions in the purchasing process.
LO 10* Explain the nature of payroll transactions and
balances.

LO 4 Evaluate control activities for purchase transactions.

LO 11* Evaluate how an auditor’s understanding of
an entity and its environment affects audit planning
decisions in the payroll process.

LO 5 Evaluate control activities for cash disbursement
transactions.

LO 12* Determine inherent risk for various assertions in
the payroll process.

LO 6 Evaluate control activities in an evaluated receipt
settlement system.

LO 13* Evaluate control activities for payroll
transactions.

LO 7 Evaluate control activities for purchase
adjustment transactions and purchasing process
disclosures.

LO 14* Determine how to design and perform tests of
controls in the payroll process and connect the results of
control testing to audit strategy.

LO 8 Determine how to design and perform tests of
controls in the purchasing process and connect the
results of control testing to audit strategy.

LO 15* Assess detection risk and design substantive
tests, including audit data analytics, to address various
assertions related to payroll.

Auditing and Assurance Standards
PCAOB

Auditing Standards Board

AS 1210 Using the Work of a Specialist

AU-C 620 Using the Work of an Auditor’s Specialist

Cloud 9 - Continuing Case
Josh Thomas (audit senior) and Suzie Pickering (audit staff)
are discussing the audit of the purchasing process for Cloud 9.
Cloud 9 products are developed through a collaboration between
Cloud 9’s product development teams and third-party manufacturers. Purchases from manufacturers represent a material transaction stream, and accounts payable is one of the most significant
current liabilities on Cloud 9’s balance sheet. As Josh and Suzie

plan the audit of the purchasing process, they believe they have
a basic understanding of Cloud 9’s business processes. However,
they still need to address a few key issues before they settle on an
audit plan. What are the most significant inherent risks for Cloud
9 in the purchasing process? Do significant fraud risks exist? Are
there significant substantive tests that can be performed at an
interim date?

Chapter Preview: Audit Process in Focus
This chapter focuses on decisions about appropriate audit procedures in the purchasing
process. We begin with a discussion of the nature of the purchasing process. We then
address the process of understanding the entity and its environment in the context of an
entity’s purchases and using this knowledge to assess inherent risk. The chapter moves on
to discuss evaluating the system of internal control over purchasing, including understanding

Nature of Purchase Transactions and Balances

entity-level controls, understanding the document trail, evaluating what can go wrong (WCGW),
identifying controls to test, performing tests of controls, and evaluating control risk and the risk
of fraud. The discussion of the audit trail begins with a more traditional system that includes a
combination of electronic and paper documents. It is followed by a similar discussion involving
a paperless evaluated receipt settlement (ERS) process. At this point, the auditor should be able
to confirm or revise his or her preliminary audit strategy and then execute substantive tests
to reduce audit risk to an acceptable level. The chapter is supplemented by an appendix that
addresses similar issues in the payroll process.

Nature of Purchase Transactions
and Balances
LEA RNING OBJECTI VE 1
Explain the nature of purchasing transactions and balances.
An entity’s purchasing process consists of activities related to the acquisition of, and payment
for, goods and services. The core purchases transactions are (1) purchasing goods and services
(purchase transactions), (2) making payments (cash disbursement transactions), and (3) purchase adjustments. These transactions are depicted in Illustration 12.1.

Purchasing Transactions

Debit

Credit

Purchases on credit

Merchandise Inventory

Accounts Payable

Raw Materials Inventory
Plant Assets
Other Assets
Various Expenses
Cash disbursements (primarily
focused on payment of payables)

Accounts Payable

Cash
Purchase Discounts

Purchase adjustment transactions
Purchase returns and allowances

Accounts Payable

Purchase Returns and
Allowances

For companies that purchase goods on account, the transaction should record purchases
and accounts payable upon the receipt of goods. Purchases and accounts payable may be
understated if a company receives goods but then waits to record the transaction until a
vendor’s invoice is received. If discounts are taken for early payment, purchase discounts
are recorded when recording the cash disbursement. In some cases, a company will return
defective goods or claim an allowance for goods that are damaged but still usable upon receipt. This is included in a discussion of purchase returns and allowances. The discussion of
inventory, cost of goods sold, and cash is deferred to Chapter 13.
Recall that the auditor should obtain sufficient appropriate evidence for each assertion related to the purchasing process. Therefore, the auditor should obtain sufficient
appropriate evidence for the transaction classes, balances, and disclosures outlined in
Illustration 12.2. Finally, the rights and obligations assertion with respect to accounts payable relates to whether accounts payable reflect the recorded liability of the entity. This is
usually tested as part of the existence assertion.

ILLUSTRATION 12.1

Purchasing transactions
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ILLUSTRATION 12.2 Key purchasing process assertions

Relevant Transaction Classes
Purchases of materials or goods
Various expenses

Relevant Account Balances
Accounts payable
Various purchased assets

Assertions
Occurrence
Completeness
Accuracy
Cutoff
Classification

Assertions
Existence
Rights and obligations
Completeness
Valuation and allocation
• Valuation at historical cost
• Valuation at net realizable value

Relevant Disclosures
Payable disclosures
Asset and expenditure disclosures

Assertions
Occurrence and rights and
obligations
Completeness
Classification and
understandability
Accuracy and valuation

Before You Go On
1.1 Identify two major transaction classes with significant volumes of transactions in the purchasing process.
1.2 Explain the interaction of purchases and cash disbursements with accounts payable. Further,
if cash disbursements are understated, what are the implications for accounts payable?

Understanding the Entity and Its Environment
LEA RNING OBJECTIVE 2
Evaluate how an auditor’s understanding of an entity and its environment affects
audit planning decisions related to purchases.
Chapters 3 and 4 explained the importance of understanding the entity and its environment, and how this understanding is important to assessing inherent risk. As inherent
risk factors vary from industry to industry, from client to client, and from year to year,
each audit must be custom-made to address unique risks. The following discussion will
address the importance of understanding the entity and its environment in the context of
the purchasing process, analytical procedures commonly used in the purchasing process,
other issues associated with the entity and its environment, and the resultant assessment
of inherent risk.

Understanding the Client’s Purchasing Process
purchasing process
(procurement process)
involves selecting vendors,
establishing payment terms,
negotiating contracts, purchasing goods, receiving goods, and
recording purchases and payment
of liabilities

The process of purchasing goods and services will vary from entity to entity. In this chapter, the
purchasing process is synonymous with the procurement process. The purchasing or procurement process involves selecting vendors, establishing payment terms, negotiating contracts,
purchasing goods, receiving goods, and recording purchases and payment of liabilities. Purchasing is concerned with acquiring (procuring) all of the goods and services that are vital to an organization. It is particularly important for the auditor to be knowledgeable about the entity, the types
of purchases the entity makes, and how those purchases support the earnings generation of the
entity. Every business has different market forces that place differing demands on the company’s

Understanding the Entity and Its Environment
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cash flow. An entity’s net operating cycle represents the time from using cash to purchase goods
or services to collecting cash from the sale of goods or services. For a manufacturer or retailer, the
gross operating cycle is estimated by the average number of days it takes to turn over inventory
and collect receivables. The net operating cycle represents the gross operating cycle reduced by
accounts payable turnover in days, which is the amount of time that an entity’s suppliers will let it
use trade credit before requiring payment for goods and services. Some companies are very adept
at using vendor financing (accounts payable) to finance a significant portion of their operating
cycle. For example, before Dell Computers went private in 2013, it was turning over its inventory approximately every 8 days. Further, Dell Computers was taking approximately 30 days to
collect from its customers (mostly business customers). This adds up to a gross operating cycle of
38 days. However, Dell Computers was taking 41 days to pay its vendors; that is, it used vendor
funds to finance its operating cycle. It is critical for auditors to understand the economic drivers
in the purchasing process and how cash flows through the entity.
Illustration 12.3 illustrates the importance of understanding the purchasing process for
the five different industries that were introduced in Chapter 11. These industries were chosen for their variety based on the North American Industry Classification System (NAICS).
They include the manufacture of oil and gas field machinery and equipment (NAICS 333132),
the manufacture of electronic computer equipment (NAICS 334111), supermarkets and other
ILLUSTRATION 12.3 Understanding an entity’s purchasing process

Example Industry Traits
Oil and Gas Field Machinery and
Equipment Manufacturing
• Purchases range from raw materials (where
quality is essential) for the production of
drill bits, drilling pipes, valves, or derricks,
to motors used in a variety of oil and gas
field equipment

Developing a Knowledgeable
Perspective About the Entity’s
Financial Statements (Median
Industry Data)

Assessing the Risk of Material
Misstatement

Accounts Payable Turnover in Days: 34
Accounts Payable as a % of Total
Assets: 13.7%
Current Ratio: 1.8:1
Quick Ratio: .9:1

• Concerns about recording purchases in the correct
time period

Accounts Payable Turnover in Days: 30
Accounts Payable as a % of Total
Assets: 18.1%
Current Ratio: 1.8:1
Quick Ratio: 1.0:1

• Vendors often offer price concessions or terms
such that goods do not have to be paid for until
purchased product is sold, leading to concerns
about consignment traits of inventory

• Concerns about increased fraud risk with a high
number of vendors
• Concerns about potential for unrecorded liabilities

• Wide variety of vendors
Electronic Computer Manufacturing
• Purchases must be managed aggressively
to minimize inventory obsolescence
• Significant subcontracting or outsourcing
of the manufacturing process
Supermarkets and Other Grocery Stores
• Purchase a wide array of products including
products with perishable characteristics
• Purchasing and supply chain management
is an important aspect of profitability

• Concerns about potential unrecorded liabilities
Accounts Payable Turnover in Days: 16
Accounts Payable as a % of Total
Assets: 3.4%
Current Ratio: 1.2:1
Quick Ratio: .5:1

• Purchases include food for restaurant and
convention business
• Purchases are less significant operating costs
compared to retailers or manufacturers
Colleges, Universities, and Professional
Schools
• Purchases are incidental to the core product,
educating students
• Core process may not be significantly
affected by price increases for purchased
goods

• Concerns about accounting for advertising
allowances and other price concessions to stock
merchandise
• Concerns about recording purchases in the correct
time period
• Concerns about potential unrecorded liabilities

• Wide variety of vendors
Hotels and Motels

• Concerns about purchasing cutoff at year-end

Accounts Payable Turnover in Days:
Not Reported
Accounts Payable as a % of Total
Assets: 2.4%
Current Ratio: .7:1
Quick Ratio: .6:1

• Purchases, including food, cleaning of linens,
and purchases of other supplies that are moderately
material to the entity

Accounts Payable Turnover in Days:
Not Reported
Accounts Payable as a % of Total
Assets: 3.3%
Current Ratio: 1.6:1
Quick Ratio: 1.4:1

• Purchases and accounts payable are not central
to the core business, resulting in reduced
potential for unrecorded liabilities
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grocery stores (NAICS 445110), hotels and motels (NAICS 721110), and colleges, universities,
and professional schools (NAICS 611310). These examples define a wide spectrum of underlying business practices and an equally wide spectrum of risk for the auditor. The auditor
would normally obtain an understanding of the client’s business and its economic environment through previous experience with the entity; information from trade associations, business periodicals, and newspapers; and from publishers of industry information such as Robert
Morris Associates or Value Line.
It is important for the auditor to understand the nature of the client’s purchasing process. The oil and gas field machinery equipment industry produces products such as drill bits,
drilling pipes and motors, derricks, valves, portable rigs, well-monitoring instruments, tubing,
wellheads, blowout preventers, and oil and gas separators. Therefore, manufacturers may have
a wide range and large number of suppliers, which heightens the attention to internal controls
over vendors. Manufacturing computer components can be very capital-intensive, and the
quality of raw materials is very important. However, the actual manufacturing of computers
or tablets may be outsourced, and supply chain management may be a key component of the
purchasing system. The retail grocery industry usually has a very large number and variety
of vendors; control over the supply chain and vendors in the supply chain is critical to profitability in this industry. Purchases of products are less important in the hotel industry, and
purchases of supplies may be even less significant to the operations of a college or university.
The auditor should also consider the industry-related factors of the availability and price
volatility of raw materials. For example, a computer assembler, who may be dependent on a
single vendor for a unique component critical to an assembled product, may face significant
price increases if key components are in demand. An airline’s demand for fuel is another example of a key purchase that cannot be substituted and is extremely vulnerable to price swings
or shortages. Alternatively, a retail grocer deals with numerous vendors and prices where intense market competition tends to stabilize prices, and substitute products are available. A
retail grocer may be able to choose among a variety of produce providers, resulting in more
limited exposure to inventory shortages or sudden price swings. Once again, the audit of each
company must be custom-made. Inherent risks differ from one client to the next, and inherent
risks may often differ from one audit to the next for an existing client. Auditors must be alert
to the potential issues unique to a specific audit client. Hence, understanding the nature of
the purchasing process will help auditors identify and assess the inherent risk of material misstatement in the purchasing process. Assessing inherent risk related to the purchasing process
is discussed later in the chapter.

Audit Reasoning Example Taking a Fresh Look at the Client
Every Year

Carla has been working as an auditor for about six months. She was assigned to the audit of a
Howard’s Hardware (a local hardware and lumber company that has six stores in small communities in a midwestern state). Carla prepared some of the initial planning documents because
the senior on the engagement was moved to another engagement, and the audit firm believed she
could step up and do the work. Brandon, the audit manager, has just reviewed some of Carla’s planning documentation. Brandon comments, “It looks like you cut and pasted a lot of the planning
documentation from last year, which is a place to start. But let’s discuss and think deeper about
planning for the current year. What do you think has changed?” Carla replies, “The company has
not opened any new stores, and sales have dropped at a couple of stores, but otherwise it seems to
be doing about the same.” Brandon then asks, “Why is this planning documentation important?”
Carla responds, “The documentation is required by professional standards.” Brandon responds,
“Yes, but it is more than compliance with professional standards. I don’t think an auditor can look
at data and draw appropriate conclusions without having a broader context of what is happening
in the client’s industry. For example, a major lumber company with stores in 20 states has just
entered two markets to compete with Howard’s Hardware. How will new and major competition
change business for Howard’s Hardware? Does Howard’s Hardware have plans for how it will
respond? I know you are not familiar with this industry, but it is important that you and the entire
team be up to speed about how this, and other changes, might influence Howard’s Hardware’s
business. This sets the context for our ability to look at, and understand, the variety of information
we will review during the audit.”

Understanding the Entity and Its Environment

Analytical Procedures
As noted previously, performing analytical procedures as part of risk assessment is costeffective and often useful in identifying potential misstatements in the financial statements.
The most effective analytical procedures rely on the auditor’s knowledge of the business and
industry. Some example analytical procedures that may apply to the purchasing process are
presented in Illustration 12.4.
Ratio
Accounts
payable turnover
in days

Cost of goods
sold to average
accounts payable
Payables as a
percentage of
total assets

Current ratio

365 ÷

(

Formula
Cost of sales

)

Average accounts payable

Cost of goods sold
Average accounts payable
Accounts payable
Total assets

Current assets
Current liabilities

Audit Significance
Prior experience in accounts payable turnover in days combined with knowledge of
current purchases can be useful in estimating
current payables. A reduction of the period
may indicate completeness problems.
Unless the company has changed its
payment policy, this ratio should be about
the same percentage from year to year.
Common-sized percentages in accounts
payable are useful to compare with industry
data. A significant decline in payables
as a percent of total assets may indicate
completeness problems.
A significant increase in the current ratio
compared to prior years may indicate a
completeness problem. However, this
ratio may also be influenced by changes in
current asset accounts.

Many analytical procedures focus on the relationship between purchases and accounts payable. If a company is growing, it is common to expect purchases, inventory, and accounts payable
to grow at approximately the same rates. The auditor’s knowledge of the volume of purchases,
combined with prior experience in terms of accounts payable turnover in days (the average number of days it takes to retire payables), is useful in estimating current year’s payables. While ratios
like the current ratio are easy to calculate, they may fluctuate based on influences from processes
other than the purchasing process, such as sales or investments. The auditor needs to bring an
appropriate level of professional skepticism to reviewing the results of analytical procedures, and
auditors should be particularly alert to the risk that purchases and payables may be understated
(a problem with the completeness of purchases and payables).

Audit Reasoning Example Analyzing the Results of Analytical
Procedures

Emily White, an audit manager, is reviewing with Steve McKinley, audit staff, the results of
his analytical procedures. Emily notes Steve picked up on the fact that a client’s current ratio
improved significantly, from 1.5:1 to 2.5:1. “However, does this mean that the company is performing better?” Steve responds that he is not quite sure what Emily’s concern is. Emily then
points out that the company’s receivables and inventory have grown about 3–5%, consistent with
sales growth. However, payables are down significantly. Emily goes on, “We need to bring an
appropriate level of professional skepticism to our analytical procedures and analyses. From my
perspective, the improvement in the current ratio is largely due to a significant decline in payables.
We could have a potential problem in unrecorded liabilities and expenses. This needs to be highlighted for further investigation. Do you understand my concern now?”

Other Considerations Regarding the Entity
and Its Environment
Recall from Chapter 4 (see Illustration 4.1) that an auditor should understand numerous issues about the entity and its environment. Illustration 12.5 provides examples of situations

ILLUSTRATION 12.4

Analytical procedures
commonly used to audit
purchases
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and key factors related to an entity that might lead to either a higher or lower assessment
of inherent risk for the purchasing process. Each audit should be viewed independently
from previous audits when an auditor updates his or her understanding of the entity and
its environment.
illustration 12.5 Understanding the entity and its environment related to purchases

Key Factors Regarding the
Entity and Its Environment

Higher Inherent Risk
Many governmental entities may be subject
to various “buy American” laws.
Companies need to be concerned about
purchases from entities in countries where
corruption is common.
The client does not effectively monitor
purchasing activity.
Significant purchase transactions are
conducted with affiliated companies or
other related parties.
Corporate governance provides little or no
oversight of management or the purchasing
process.
Payables are not recorded until vendor
invoices are received, and little or no
attention is paid to month-end cutoff and
closing procedures.

Compliance with laws
and regulations

Client performance
measurement
Related party transactions
Corporate governance
Month-end, quarter-end,
and year-end closing
procedures

Lower Inherent Risk
Purchases are not subject to legal
restrictions.

The client carefully monitors purchases
compared to underlying business activity.
There are few or no purchase transactions
with affiliated companies or other related
parties.
There is strong corporate governance with
oversight of the purchasing process.
When vendor invoices are not received,
policies are in place to accrue liabilities for
items received and significant attention is
paid to month-end cutoff and closing
procedures.

Before You Go On
2.1 Explain how auditing the purchasing process might be different for a retail grocer than for a
college or university.
2.2 Assume that, when performing analytical procedures during risk assessment, an auditor notices
that purchases have grown by 10% while payables have declined by 15%. What assertions
might be misstated?
2.3 Explain how month-end closing procedures might decrease inherent risk in the purchasing
process.

Inherent Risks in the Purchasing Process
LEA RNING OBJECTI VE 3
Determine inherent risk for various assertions in the purchasing process.
In assessing inherent risk for purchasing process assertions, the auditor should consider pervasive factors influencing the understatement or overstatement of payables and expenses. Pervasive factors that might motivate management to misstate purchasing process assertions include:
• P
 ressure to understate expenses in order to report achieving announced profitability
targets or industry norms that were not achieved in reality.
• P
 ressure to understate payables in order to report a higher level of working capital when
the entity is experiencing liquidity problems or going-concern doubts.
Both of these pressures lead to a greater risk of understatement of expenses and payables.

Inherent Risks in the Purchasing Process
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The expenditure process is also particularly prone to the risk of employee fraud through
unauthorized disbursements of cash, misappropriation (theft) of purchased assets, and collusion with vendors to win bids or set prices. If managers, or the auditors, are sufficiently
familiar with industry practices and prices, they might be able to spot these types of problems
at early stages. Other factors that may contribute to misstatements in the purchasing process
include:
• A high volume (very material amount) of transactions are usually made.
• Duplicate payment of vendor invoices may occur.
• C
 utoff problems due to failure to accrue liabilities when goods have been received but
vendor invoices have not arrived.

Professional Environment Duplicate Payments Are a Problem for Companies and Governments
Imagine paying a $40,000 invoice from a vendor twice. What does
that do to a company’s cash flow? In its 2014 Annual Report,1 the
U.S. Government Accountability Office disclosed that it was involved
in preventing such improper payments in the amount of $124.7 billion within just 22 federal agencies. Infor, Inc., a company that helps
other companies prevent or detect duplicate payments estimates that
0.05% to 0.1% of invoices paid are typically duplicate payments.2 For
a company with $50 million in annual payments, this could represent a loss of $150,000. Infor, Inc. suggests some of the most common
data entry errors resulting in duplicate payments include:

• P
 oor review of vendor master files allowing duplicate
vendors.

 isreading a number or letter (e.g., 0 instead of O, or 5 in• M
stead of S).

 ailure of vendors to provide purchase order numbers on an
• F
invoice, making it difficult to match invoices with purchase
orders.

• Transposing numbers (e.g., 45 instead of 54).
 is-keying or omitting punctuation (such as hyphens or
• M
slashes).
• O
 mitting leading or trailing zeros (e.g., entering an invoice
one time as 456 and the next time as 000456).
Pyrus, a company that engages in workflow automation, suggests
the following problems may be at the root of many duplicate
payments:3

 ailure to double-check for mis-keying or misreading prob• F
lems similar to those noted above.
• E
 ntities being too responsive to vendors who request rushed
checks (e.g., payment before receiving an invoice).
• Payment from multiple source documents.
• Multiple methods for processing an invoice.
• Failure to have all invoices sent to a central location.

• F
 ailure to make appropriate approval of a vendor invoice a
company priority.
• Dispute resolution being a low priority.
• F
 ailure to pay only from original invoices or to mark original
invoices “paid.”

Finally, when auditors perform analytical procedures during risk assessment, they should
develop a skill in analyzing the likely assertions that might be misstated based on the data. For
example, consider the following information. Take a moment, study the data, and consider
what assertions might be at an increased risk of misstatement.

Current Year
$000
Percentage

$000

Revenues

$5,638

100.0%

$3,780

100.0%

Cost of goods sold

$2,691

47.7%

$1,975

52.2%

$2,947

52.3%

$1,805

47.8%

Gross profit

Prior Year
Percentage

(continued)

1
U.S. Government Accountability Office, 2014 Annual Report: Additional Opportunities to Reduce Fragmentation, Overlap, and Duplication and Achieve Other Financial Benefits (Washington, DC, April 2014).
2

Infor.com, White Paper, Detecting and Preventing Duplicate Invoice Payments (New York, NY, 2015).

3

Pyrus.com, https://pyrus.com/en/blog/2016/07/duplicate-payment.html (accessed December 15, 2018).
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(continued)

Accounts payable, net

Current Year
$000
Percentage

$000

$ 180

$ 164

Revenue growth

Prior Year
Percentage

49%

33%

Accounts payable growth

9%

30%

Cost of goods sold growth

36%

34%

Accounts payable turnover in days
Inventory turnover in days

24 days

31 days

180 days

189 days

The data show a company that is clearly experiencing rapid growth. While cost of
goods sold has grown by 36%, payables have only grown by 9%, and gross margins have
improved. The lack of growth in accounts payable should heighten the auditor’s professional skepticism with respect to the completeness of payables and cutoff of purchases and
payables. In summary, significant inherent risks exist for the completeness of purchases
and payables.

Professional Environment Restatements Related to Expense Recording and Liabilities
Audit Analytics4 recently reported a summary of restatements
due to expense recording and liability issues for a 17-year period
ending in 2017. Two categories of restatements are relevant to the
purchasing and payroll processes. The first category is entitled
Expense (Payroll, SGA, Other) Recording Issues. Expense recording issues consist of errors or irregularities in approach, theory,

Disclosure Year
Expense recording issues
% of all financial
statement restatements

or calculation associated with the expensing of assets or understatement of liabilities. These issues can arise from any number
of areas, including failure to record certain expenses, reconcile
certain amounts, or record certain payables on a timely basis.
Issues with payroll and SG&A expenses are also identified in this
category.

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
144

153

15.6% 9.7%

61

78

15.5% 18.5% 14.0% 13.8% 14.6% 11.2% 7.2%

286

236

135

114

8.9%

The second category is entitled Liabilities, Payables, Reserves,
and Accrual Estimate Failure. This category consists of errors, irregularities, or omissions associated with the accrual or identification
of liabilities on the balance sheet. The underlying cause of these

Disclosure Year
Liabilities, payables,
reserves, and accrual
estimate failure
% of all financial
statement restatements

124

95

104

81

77

224

237

237

101

 isstatements ranges from failures to record pension obligations to
m
problems with establishing the correct amount of liabilities for leases
and other liabilities. The category also includes the failures to record
deferred revenue obligations or normal accruals.

87

102

86

76

15.9% 14.2% 12.7% 18.5% 10.5% 10.5% 12.0% 10.2% 8.9%

In the last four years of this period, the expense recording
issues have leveled out between 10.7% and 12.1% of all restatements. The liabilities, payables, reserves, and accrual estimate

959

12.1% 10.7% 11.3% 10.7%

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
151

2017

89

97

89

78

2017
63

10.2% 11.3% 11.8% 11.5% 11.4%

failure have also leveled out in the last four years of the period,
ranging between 11.3% and 11.8% of all restatements.

4
Don Whalen, Olga Usvyatsky, and Dennis Tanona, 2017 Financial Restatements, A Seventeen Year Comparison
(Audit Analytics: Sutton, MA, 2018).
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Cloud 9 - Continuing Case
Josh and Suzie review what they know about Cloud 9’s purchasing function. Cloud 9’s product development teams work
closely with a variety of manufacturers around the globe. Cloud
9 has been particularly concerned about the quality of manufacturing when choosing manufacturers. Cloud 9’s CFO, David
Collier, has also expressed concerns about risks inherent in the
purchasing function globally. David has had several meetings
with accounting staff to raise awareness about the risk of duplicate payment or fictitious vendors. Further, he has placed
a top priority on regular screening of the master vendor file to

ensure the file is kept current, old vendors are removed from the
file, and the file represents an accurate list of current vendors
and manufacturers that Cloud 9 does business with. However,
Josh points out to Suzie that inherent risk is still high related to
the occurrence assertion for purchases and that the quality of
Cloud 9’s internal control will likely allow for a low control risk
assessment. Further, Josh and Suzie are concerned about potential cutoff problems that may lead to unrecorded liabilities;
therefore, inherent risk is also assessed as high for the completeness of purchases.

Before You Go On
3.1 Identify several pervasive factors that might motivate management to misstate assertions in
the purchasing process.
3.2 Why are auditors more concerned about the understatement of liabilities rather than the
overstatement of liabilities?
3.3 Identify several analytical procedures the auditor might use to assess the likelihood that a
material misstatement might exist in the purchasing process. Would the analysis of accounts
payable turnover in days provide for more accurate analysis of accounts payable than analyzing the current ratio? Explain.

Control Activities for Purchases
Lea rning Objecti ve 4
Evaluate control activities for purchase transactions.
The quality of entity-level controls is important to the effective functioning of transaction-level
controls. In particular, auditors should understand the combined effect of the control environment and an entity’s risk assessment activities in establishing an awareness within the entity
about the risk of misappropriation of assets in the purchasing process, the potential for duplicate payments, and the risk of failure to accrue expenses and payables due to cutoff problems.
A strong tone at the top about the importance of accurate financial reporting also discourages
the under-accrual of expenses and liabilities.
The discussion for the remainder of this chapter focuses on transaction-level controls.
When understanding transaction-level controls and performing a system walkthrough, auditors should always be alert to understanding the influence of the control environment on the
effective operation of transaction-level controls.
The process used for developing an audit strategy for various assertions involves the following six steps:
1. Understanding the flow of transactions in a given transaction process.
2. Identifying what can go wrong (WCGW) from initiating the transaction to recording
it in the general ledger. The auditor needs to link what can go wrong to relevant
assertions.
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3. Assessing whether controls exist to mitigate what can go wrong.
4. Identifying relevant controls, performing tests of controls, and evaluating results.
5. Reporting internal control weaknesses to those charged with governance of the entity,
based on controls that are absent or controls that are not operating effectively.
6. Determining an audit strategy at the assertion level.
Now think about the five industries that were mentioned at the beginning of this chapter.
It is likely the demands in the purchasing process will be different for a computer manufacturer than for a retail grocery chain or a college and university. Today, many larger companies
use a heavily automated system with electronic data interchanges between a company and
its suppliers. However, many governments and private companies continue to use a more
paper-intensive environment to provide an audit trail for transactions recorded in a computerized accounting system. The following discussion of purchases and cash disbursements begins
with illustrations of systems that use a higher level of documentation in the audit trail. Subsequently, the chapter has a section on evaluated receipt settlement (ERS). ERS and electronic
invoice presentment and payment (EIPP) systems are highly automated with significant electronic data interchange. A comparison of the two systems displays very different methods of
recording and controlling purchases, payables, and cash disbursements. The paper-intensive
system is discussed in this chapter in “Control Activities for Purchases” and “Control Activities
for Cash Disbursements,” while the automated system is discussed in “Evaluated Receipt Settlement (ERS).”
Many of the controls discussed in this section focus on IT application controls implemented by a company. The assumption is made that IT general controls are strong,
and the auditor will need to understand and eventually test the effectiveness of manual
follow-up of exceptions noted by IT application controls.

Example Transaction Flows—Credit Purchases
The transaction flow in a typical process for a client purchasing goods includes approving
purchases, receiving goods, and recording purchases and accounts payable.
Common documents and files that are found in the process of selling goods include:
Source Documents and Related Electronic Files
 urchase requisition—Written request for goods or services by an authorized individual
• P
or department.
• A
 pproved vendor master file—Electronic file containing pertinent information on
vendors and suppliers that have been approved to purchase services from and make
payments to.
 urchase order—Written offer from the purchasing department to a vendor or supplier to
• P
purchase goods or services specified in the order.
• Receiving report—Report prepared on the receipt of goods showing the kinds and quantities
of goods received from vendors.
• V
 endor invoice—The bill from the vendor that states the number of items shipped or services rendered, the amount due, the payment terms, and the date billed.
Recording Document
• V
 oucher—An internal document used to record a purchase on account. The voucher has
information about the vendor, the amount due, the payment date, and due date. Many
purchase systems require a complete packet of purchase information (e.g., purchase
order, receiving report, and vendor invoice) before approving a purchase for payment.
This is also referred to as a three-way match.
• Purchases journal—The journal of original entry where each purchase is recorded.

Control Activities for Purchases
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Important Databases or Other Documents
• P
 urchases database—Electronic files that accumulate data on purchases, accounts
payable, and cash disbursements.
• M
 onthly statements received from vendors—A monthly statement often sent by a vendor
that shows the beginning payable balance, transactions during the month, and the ending
payable balance (even if it is zero).
An example of how these documents commonly flow is illustrated in Illustration 12.6,
which is followed by a brief discussion of how purchases on credit are processed in many
companies.

ILLUSTRATION 12.6 Example flow of transactions for purchases

Authorization

Process

Documents

Department
requisitions goods

Internal

Prepare purchase
order

Purchase
order

Receive
goods

Receiving
report

Files and Databases
External
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Initiating and Authorizing Purchases
Initiating a transaction is the process of agreeing to a transaction with an independent
third party. For smaller transactions, a department may have more latitude in purchasing goods, and company credit cards may be used by authorized personnel for smaller
purchases. When management grants greater latitude to a department in initiating transactions, strong budget and accountability controls over a department’s expenditures are
usually established.
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Controls over an authorized vendor list. The process of approving vendors for the delivery
of goods and services is a critical control. If management establishes strong controls over
putting authorized vendors on an authorized vendor list, it is difficult for employees to initiate
transactions with fictitious vendors. The master vendor file should also be reviewed on a regular basis to remove old vendors or potential duplicate vendors. For example, a vendor might
show up twice in a master vendor file, once with an address of 1800 Southwest Fifth Avenue,
and again with an address of 1800 SW 5th Ave. Having the same vendor with the same address
written in two different ways increases the risk of duplicate payments.
Requisition goods and services. The purchase requisition is often prepared electronically and represents the start of the transaction trail of documentary evidence in support
of management’s assertion of occurrence of purchase transactions. Purchase requisitions
usually are initiated from the warehouse for inventoried items or any department for items
that are not in inventory. Most companies permit general authorizations for regular operating items included in a department’s operating budget. The permitted dollar amount is
often tied to the employee’s responsibilities within the entity. In contrast, company policy
frequently requires specific, high-level authorizations for capital expenditures and lease
contracts.
In an IT system, unique purchase requisitions should be sequentially numbered regardless of the originating department. Creation of electronically prepared requisitions should
require entry of a valid employee number. The software uses that number to confirm that
the requisition is within the authorization limit set for that employee. The software will also
screen the input fields for errors such as negative numbers, characters in a numeric field,
and so on. Rejected data often must be dealt with immediately in online systems. A report
of missing or out-of-sequence requisitions should be routinely produced, and any exceptions
promptly investigated.
Preparing purchase orders. The purchasing department should have the authority to issue
purchase orders only on the receipt of properly approved purchase requisitions. Preparing
the purchase order continues the process of initiating a transaction. The role of purchasing
is to ascertain the best source of supply. Purchase orders should contain a precise description
of the goods and services desired, quantities, price, and vendor name and address. Purchase
orders should be prenumbered and accounted for, which enables the tracking of each transaction from initiation, to receipt of goods or services, to recording the purchase, and to final
payment. The original purchase order is usually sent to the vendor and copies are electronically distributed internally to the receiving department, the accounts payable department, and
the department that submitted the requisition. The quantity ordered is generally omitted on
the receiving department’s copy so that receiving clerks will make careful counts when the
goods are received. Depending on the extent of the IT system, the only hard copy document
generated would be the purchase order that is sent to the vendor. Many companies eliminate
this hard copy by using electronic data interchange with their suppliers.

Receipt of Goods and Services
Preparing a receiving report. A valid purchase order represents authorization for the receiving department to accept goods delivered by vendors. The receipt of goods usually results
in the exchange of title and the establishment of a liability. Receiving department personnel should compare the goods received with the description of the goods on the purchase
order, count the goods, and inspect the goods for damage. A prenumbered receiving report
should be prepared for each order received to document that goods have been received, and
a liability should be established. In IT systems, the receiving report may be prepared by
using information already in the system and adding the appropriate data for quantities
received. The software should compare the quantity ordered to that received and generate an exception report for appropriate follow-up. An entity should keep received goods
in secure storage with limited access and proper surveillance. Most electronic perpetual
inventory systems allow warehouse management to keep track of inventory by specific
location in the warehouse.
The receiving report is an important document supporting the occurrence assertion for
purchase transactions. In addition, most companies prepare daily reports of anything received that has not resulted in vouchers (the recording of an accounts payable) to control the

Control Activities for Purchases

12-15

c ompleteness assertion for purchases and accounts payable. The information on the receiving
report is forwarded to accounts payable via a paper copy of the receiving report or electronically. Receiving reports are rarely prepared for the receipt of services (e.g., utility bills, rent, or
accounting services) and management usually documents receipt of a service by approving a
copy of the vendor invoice for payment.

Recording Purchases
The receipt of a good or service usually establishes an obligation for an entity to record
a transaction as a liability. Many companies create a voucher (an internal, prenumbered
document) to recognize the liability and record it in the purchases journal or voucher
register. Usually, the accounts payable department is responsible for ensuring that purchases are accurately recorded. Controls over the recording of the payables are particularly important because once a liability is established, it also authorizes the payment of
the liability.

Identify What Can Go Wrong (WCGW) and Identify
Key Controls—Purchases and Accounts Payable
Once the auditor understands the flow of transactions, the auditor should evaluate what can
go wrong, identify potential controls management has placed in operation, and then choose
key controls to test. In doing so, it is important for the auditor to understand the logic used by a
software application to flag potential misstatements for investigation. Illustration 12.7 summarizes the flow of transactions through the purchasing process, key documents and files,
what can go wrong, and example controls for a manufacturing client making purchases on
credit. As you review Illustration 12.7, try to associate particular controls with the assertions
being controlled.
ILLUSTRATION 12.7 Purchase transactions—WCGW and example controls

Transaction
Authorizing
purchases

Documents
and Files

Risks (WCGW)

Example Control

Vendor master file

Purchases may be made from
unauthorized vendors.

Only a limited number of individuals can change the
vendor master file, and these duties are segregated
from receiving goods or recording transactions. All
file changes are reviewed by appropriate levels of
management. The master vendor file is also reviewed
to remove old vendors or duplicate vendors.

Purchase requisition

Unauthorized purchases may
be made.

The software application determines individuals
who have authority to initiate a purchase. Budgetary
responsibility and account numbers for items
purchased are established at this time.
Purchase requisitions are prenumbered and
accounted for.

Purchase order

Unauthorized purchases may
be made.

Purchases can only be made from approved vendors.
Purchase order establishes evidence of items ordered
and price agreed with vendor.

Perpetual inventory

Goods received may not have
been ordered.

The software application matches all goods received to
approved purchase order.

Receiving report

Products may be received
without generating a receiving
report.

The software application prints a report of all unfilled
purchase orders for follow-up by ordering department. Receiving reports are also prenumbered and
accounted for.

Receiving report

Goods ordered may not be
received.

The software application prints a report of all unfilled
purchase orders for follow-up by ordering department.

Purchase orders are prenumbered and accounted for.
Receiving
goods

(continued)
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ILLUSTRATION 12.7 (continued)
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Purchases may not be recorded.

The software application prints a report of goods
received that have not resulted in a voucher.
A month-end accrual is made for items received in
the warehouse, but the vendor’s invoice has not been
received.
Vouchers are prenumbered and accounted for.

Voucher and
purchasing database

Purchases may be made for
fictitious transactions, or
duplicate payments may be
made.

Vouchers are only recorded when a vendor’s invoice
is received. The software application matches voucher
and vendor invoice information with the receiving
report. The purchase order and vendor’s invoice are
marked as recorded, so they cannot be recorded again.

Voucher and
purchasing database

Purchases may be recorded
in the incorrect accounting
period.

The software application matches the voucher date
with the accounting period in which goods are
received.

Voucher and
purchasing database

Purchases may be recorded
in the incorrect amount
(incorrect quantities or
prices).

The software application matches voucher quantities
with receiving information and prices with the
purchase order.

Voucher and
purchasing database

Vouchers may be posted to
incorrect accounts.

The software application checks account numbers on
the voucher to underlying purchase requisition and
purchase order.

Voucher and
purchasing database

Payable may be posted to the
wrong vendor.

The software application matches vendor number on
voucher with vendor number on the purchase order.

Vendor’s monthly
statements

Vendors invoices may be
recorded in incorrect amounts.

Monthly statements from vendors are compared with
the accounts payable subsidiary ledger.

Many clients build in redundant controls such that if one control does not find a misstatement, another control will detect the problem. Many clients put both preventive
and detective controls in place. However, auditors cannot efficiently test all controls that
exist. The auditor will find a key control by identifying the most important control for
each assertion. Following are example key controls auditors often identify. The examples
rely significantly on IT application controls to flag potential misstatements. The auditor
should understand the logic behind the IT application controls and how client personnel
manually follow up on exceptions on a timely basis. Note that the direction of the control
is important. For completeness, the control will start with receiving reports and compare
that population with the recorded payable. For other assertions, the control will normally
validate the recorded purchase by comparing the purchase information with information
documented previously in the system.
Completeness of purchases. The software application starts with a population of daily
receiving reports and develops a one-for-one match with vouchers to ensure each receiving
report results in a voucher (the recording of a payable). A report is generated daily, reporting
any goods received that have not resulted in a recorded voucher.
Occurrence of purchases. The software application starts with the population of daily
vouchers and develops a one-for-one match with the underlying receiving report to ensure
each purchase voucher is supported by a receiving report (or an approved vendor’s invoice in
the case of services). A report is generated daily of any purchases not supported by documentation of receiving goods. Once the match is made, the vendor invoice and receiving report are
cancelled so they cannot be used with a subsequent voucher.
Accuracy of purchases. The software application starts with the population of daily vouchers
and compares quantities with the underlying receiving report, compares prices to the underlying
purchase order, and checks the mathematical accuracy of the voucher. A report is generated daily
of any prices or quantities on the voucher that are not supported by underlying documents or files.

Control Activities for Purchases

Purchases cutoff. The software application starts with the population of daily vouchers
and compares the date on the voucher with the date on the underlying receiving report. A
report is generated daily of any vouchers not recorded in the same accounting period as the
receiving report.
Classification of expenses and payables. The software application starts with the population of daily vouchers and compares the vendor number with the purchase order. Both vendor
account coding and general ledger coding are compared with the purchase order and purchase
requisition, as a variety of accounts could be debited when the payable is recorded. A report is
generated daily of any vouchers showing incorrect account coding.
Completeness of payables, valuation of payables at historic cost, and existence of accounts
payable. Monthly statements received from vendors are reconciled to the accounts payable
subsidiary ledger.
In addition, department managers should be asked to review the transactions that have
been charged to their accounts. These managers should be familiar with the underlying business reasons for the transactions and review such reports to ensure transactions are valid, the
obligation of the entity, correctly valued, and charged to correct accounts. If management has
not established controls over accountability for the use of resources, it is evidence of a weak
control-consciousness in the organization and reduces the likelihood that other controls will
function effectively.

Audit Reasoning Example What Is a Voucher and What Is Its
Purpose?

Ron and Vincent are working on a new audit engagement. The client has not been audited before. Ron is a junior member of the audit staff, and he is clearly frustrated when he comes in to
talk with Vincent, the senior on the audit engagement. Ron recounts for Vincent, “I just finished
talking with the company’s accounts payable clerk. When I asked about a voucher, she had no
idea what I was talking about. On the last two clients I worked on, the companies used vouchers to
record accounts payable. That doesn’t seem to be the case here. Does that mean accounts payable
is a high-risk audit area? What should I do next?”
Vincent responds, “There are several possible explanations. First, determine if our client
has a purchases journal to record purchases and payables when goods are received. If so, what do
they call the document recorded in each line of the purchases journal? They may just use another
name. However, I have seen companies that don’t use a purchases journal. These companies just
have a cash disbursements journal, and they pay vendor invoices when they come due. At the end
of the month, these companies have a formal process for determining items received that have
not been paid. Once the amount of unrecorded purchases is determined, they write an entry to
accrue the purchase and payable. Further, they write a reversing entry at the beginning of the
next month. It is just a different process for accruing purchases and liabilities. There is also a third
possibility. The company may pay vendor invoices when they come due, and they may not have a
formal process for accruing purchases and payables. If this is the case, then there is a significant
risk that purchases and payables are understated.”

Before You Go On
4.1 How are financial statements misstated if there is a material misstatement in the completeness assertion regarding purchases? Describe a key control to detect and correct this
problem.
4.2 How are financial statements misstated if there is a material misstatement in the occurrence assertion regarding purchases? Describe a key control to detect and correct this
problem.
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Control Activities for Cash Disbursements
Lea rning O bjecti ve 5
Evaluate control activities for cash disbursement transactions.
The cash disbursements process involves the following subprocesses: (1) approving cash disbursements and (2) recording cash disbursements. Segregation of duties in performing these
subprocesses is an important internal control. Today, many disbursements involve the electronic transfer of funds. However, in the United States, many businesses continue to write
checks to vendors.

Example Transaction Flows—Cash
Disbursements
Common documents and files that are found in the cash disbursements process include:
Supporting Documents
• V
 oucher—An internal document indicating the vendor, the amount due, and payment terms for the purchases received. It is used to authorize recording and paying a
liability.
• Report of vendor invoices due—A report of vendor invoices listed by due date.
• Report of cash balances—A report of daily cash balances.
Recording Cash Disbursements
• C
 heck or electronic funds transfer (EFT)—A formal order to a bank to pay the payee the
indicated amount.
• C
 ash disbursements journal—A daily report showing checks written or electronic funds
transferred to vendors and amounts paid.
Important Databases or Other Documents
• P
 urchasing database—Electronic files that accumulate data on purchases, accounts
payable, and cash disbursements.
• M
 onthly bank statement—Statement from the bank showing transactions in the bank
account.
• B
 ank reconciliation—A reconciliation of the cash amount shown in the general ledger
with the cash amount shown on the bank statement. Often, there are differences due to
deposits in transit, outstanding checks, or bank charges.
 onthly statements received from vendors—A monthly statement often sent by vendors
• M
that shows the beginning payable balance, transactions during the month, and the ending payable balance (even if it is zero).
An example of how these documents commonly flow through the cash disbursements process
is illustrated in Illustration 12.8, followed by a brief discussion of how cash disbursements
may be processed in many companies.

Control Activities for Cash Disbursements
ILLUSTRATION 12.8 Example flow of transactions for cash disbursements
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Paying the Liability and Recording Cash Disbursements
Usually, a treasury or cash management function is responsible for determining that unpaid
payables are processed for payment on their due dates. All payments should be by check or
electronic funds transfer. The software can be programmed to extract the vouchers due on
each day from the accounts payable database. This report is reviewed to determine which
payables should be paid considering the company’s cash position.
Once management identifies certain vouchers for payment, the software application
matches the check or EFT information against supporting information, performs IT application controls, and sets a flag to identify the voucher and that the related vendor’s invoice
has been paid (to prevent duplicate payment). Each payment, whether by individual check
or EFT, is recorded in the cash disbursements journal. Checks below a certain dollar amount
may be machine-signed, with larger checks requiring a manual signature from one or more
authorized individuals.
On a monthly basis, the client should receive both a bank statement from the bank and a
monthly statement from vendors. The bank statement should be reconciled with the general
ledger cash account. The monthly statement from vendors should be reconciled with individual accounts payable subsidiary ledgers.

Identify What Can Go Wrong (WCGW) and
Identify Key Controls—Cash Disbursements
Once the auditor understands the flow of transactions, the auditor should evaluate what can
go wrong, identify potential controls management has placed in operation, and then identify key controls to test. Illustration 12.9 summarizes the flow of transactions through the
purchasing process, key documents and electronic files, what can go wrong, and example
controls. As you review Illustration 12.9, try to associate particular controls with the assertions
they are controlling.
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ILLUSTRATION 12.9 Cash disbursement transactions—WCGW and example controls

Transaction

Documents and Files Risks (WCGW)

Paying the
liability and
recording cash
disbursements

Purchasing process
database

A check (EFT) may not be
recorded.

Report of vendor’s
invoices due

Example Control
The software application reports any breaks in the
sequence of a prenumbered check series and electronic
funds transfers.
The software application compares the daily total in the cash
disbursements journal with the total vouchers submitted for
payment.

Cash disbursements
journal

Access to blank checks and signature plates is controlled.
There is an independent bank reconciliation.

Purchasing process
database

A check (EFT) may not be
recorded promptly.

Run-to-run totals compare beginning cash less cash
disbursements with ending cash balance; beginning accounts
payable less disbursements with ending accounts payable are
also compared.

Report of vendor
invoices due
Cash disbursements
journal
Purchasing process
database

The software application prints a report of checks due but
not yet paid.

Checks (EFT) may be issued
for unauthorized purchases.

The software application compares check information
with purchase order and receiving information or other
authorization.
The software application performs a limit test on any large
disbursement and checks for such disbursements must be
manually signed.

Purchasing process
database

A vendor’s invoice may be
paid twice.

The software application has a field that identifies a vendor’s
invoice has been paid and the voucher number cannot be
reused.

Purchasing process
database

A check (EFT) may be issued
for the wrong amount.

Manual control requires check signers control the mailing
of checks.
There is an independent bank reconciliation.

Bank reconciliation
Purchasing process
database

A check (EFT) may be posted
to the wrong account.

The software application compares information on check
summary with related voucher information.

Recall that many clients build in redundant controls such that if one control does not find
a misstatement, another control will detect the problem. However, auditors cannot efficiently
test all controls that exist. The auditor will identify a key control for each assertion. Following are example key controls auditors often identify for cash disbursement transactions. The
examples rely significantly on IT application controls to flag potential misstatements. The
auditor should understand the logic behind the IT control and how client personnel manually
follow up on exceptions on a timely basis.
Completeness of cash disbursements. The software application compares the daily total in
the cash disbursements journal with the total of vouchers submitted for payment.
Occurrence of cash disbursements. The software application compares the check (EFT)
information with purchase order, receiving, and voucher information. Once the voucher is
paid, it is cancelled so that it cannot be paid twice.
Accuracy of cash disbursements. The software application compares the check (EFT) information with the underlying information on the voucher. The software application must
calculate discounts taken for early payment.
Cutoff of cash disbursements. Run-to-run totals compare beginning daily cash balances
with cash disbursed from the cash disbursements journal, plus cash receipts, and the ending
daily cash balances. Therefore, a run-to-run total starts with the beginning balance, adds and
subtracts transactions, and should match the ending balance in a balance sheet account. Also,
the software application compares the vendors approved for payment with the total of the
daily cash disbursements journal.
Classification of cash disbursements. The software application compares information on
the cash disbursements journal with the related voucher information.
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Completeness, existence, and valuation of cash balances. The client performs an independent bank reconciliation.

Before You Go On
5.1 H
 ow are financial statements misstated if there is a material misstatement in the completeness assertion regarding cash disbursements? Describe a key control to detect and correct
this problem.
5.2 How are financial statements misstated if there is a material misstatement in the accuracy
assertion regarding cash disbursements? Describe a key control to detect and correct this
problem.
5.3 H
 ow are financial statements misstated if there is a material misstatement in the classification assertion regarding cash disbursements? Describe a key control to detect and correct
this problem.

Evaluated Receipt Settlement (ERS)
Lea rning Objecti ve 6
Evaluate control activities in an evaluated receipt settlement system.
Evaluated receipt settlement (ERS) is a highly automated business process between
suppliers and purchasers to exchange data electronically and execute a purchase transaction electronically. In larger public companies, ERS transactions represent 75–90% of
all transactions. In smaller, privately owned companies, not-for-profit organizations, or
governments, ERS transactions are rare. ERS recognizes the key elements of a purchase
transaction involve:
• The nature and quantity of the goods received.
• The price of the goods received.
• The payment terms for the goods received.
In an ERS system, the purchaser and supplier agree to exchange data about a transaction electronically and use an ERS process for paying purchases. While ERS systems are often custom-made
to accommodate the supplier’s and purchaser’s information systems, the following discussion
addresses the common elements of many ERS systems.

Initiating an ERS Transaction
The first step in initiating an ERS transaction is the contract, which may be the only
“paperwork” in the process. Many contracts are exchanged and signed electronically.
The contract between the vendor and the purchaser will specify how data is exchanged
electronically, how long prices are good for (30 days, 60 days, or whenever updated), the
process for verifying quantities shipped and received, the process for verifying other transaction costs such as freight or taxes, and the terms of payment (e.g., discounts for early
payment). Once the contract is agreed to, the system of electronic data interchange is
established, pricing information regarding the vendor’s catalog (stating items available
for sale and prices) is often obtained online, and controls over access to data are placed
in operation.

evaluated receipt settlement
(ERS) a highly automated business process between suppliers
and purchasers to exchange data
electronically and execute a purchase transaction electronically
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advance shipping notice
(ASN) an electronic acknowledgement of a transaction by a
supplier indicating goods shipped,
prices, and other information
such as freight costs or taxes

The next step involves the purchasing company initiating a purchase order. The purchase order is prenumbered to establish control over the population of purchases. The
purchase order is usually sent electronically to the vendor (although it may be faxed or
sent by mail).
The supplier will normally acknowledge the transaction electronically by sending an
advance shipping notice (ASN) indicating the goods to be shipped, prices, and other information (e.g., freight costs or taxes). Upon shipment, the vendor will create normal shipping
documents such as a bill of lading and packing slip.

Receiving Goods
The receipt of goods in an ERS system is similar to any other system. A prenumbered, electronic receiving report should be created, noting the items received and the condition of goods
including any defective items. Often, the goods are counted using barcodes, and once the quantity received of each item is known, the purchaser has sufficient information to book a liability.

Recording Payables
Upon the receipt of goods, the purchaser should match the goods received, per the receiving report, to the purchase order and ASN. Once all the documents match, an entry should
be made to the purchases journal to record the purchase and accounts payable. Normally, a
unique, prenumbered document (similar to a voucher) should be created to record the purchase and establish control over the recording process. Since this is an internal document,
it is usually created only in electronic form in an ERS system. The ERS system often records
the purchase and liability created concurrently with the receiving report, as all information is
known about the transaction at time of receipt of goods (e.g., the type of goods received, the
quantity of goods received, the price for goods received, and payment terms).
When a vendor’s invoice is presented electronically, it is matched to determine that the
purchase order, receiving report, and vendor’s invoice agree (a three-way match). In some
systems, a vendor’s invoice is never generated. Rather, all the information needed to establish a
transaction is embedded in the ASN and the receiving report. A liability is created when goods
are received and the purchase is paid based on contractual terms. In these cases, a two-way
match is performed to agree the recorded liability to the receiving report and purchase order.

Electronic Payment
electronic invoice presentment and payment (EIPP)
systems an electronic system
that uses a third-party payment
process to settle a businessto-business transaction
third-party payment processor
an independent third party such
as a bank or payment processor
that processes a payment from the
purchaser to the supplier; federal
regulations require that the thirdparty payment process is PCI
security compliant

Many ERS systems use electronic invoice presentment and payment (EIPP) systems.
EIPP systems use an independent third party to settle the business-to-business (B2B) transaction. An independent third-party payment processor, such as a bank or payment
processor, is used to make the payment from the purchaser to the supplier. A third-party payment processor is often used to make payments because entities that store checking account
number information must be Payment Card Industry (PCI) security compliant according
to federal regulations, which requires investing in secure IT systems and paying for regular
recertification.
In an EIPP system, the purchasing entity:
• Receives an electronic invoice from the vendor.
• Validates the invoice (using a three-way match).
• Cancels the vendor’s invoice so it is not paid twice.
• Approves the invoice for payment (usually taking advantage of early payment discounts).
Once the invoice is approved for payment, the third-party payment processor transfers funds
from the purchasing entity to the vendor on the due date.

 Evaluated Receipt Settlement (ERS)

Internal Controls in an ERS System
Internal controls in an ERS system are similar to internal controls in a traditional system.
Following is a list of key controls that are often found in an ERS system for purchases,
categorized by relevant assertion. The effectiveness of each of these controls relies on
timely manual follow-up on exception reports, as well as the accuracy of the software
application.
• C
 ompleteness of purchases. The software application generates a daily report of receiving
reports that have not been matched one for one with the recording of a purchase and a
liability.
• O
 ccurrence of purchases. The software application generates a daily report of any discrepancies between the recorded payable and quantities on the receiving report. Once
a receiving report is matched with a purchase, it cannot be matched with another
purchase.
 ccuracy of purchases. The software application generates a daily report of any discrepan• A
cies between the recorded payable and quantities on the receiving report or prices on the
purchase order, and other information such as freight and taxes on the advance shipping
notice from the vendor. When a vendor’s invoice is received electronically, it is matched
with information on the recorded payable (which has previously been matched with the
purchase order, advance shipping notice, and the receiving report) and a report is created
of any discrepancies.
 urchases cutoff. The software application generates a daily report of any discrepancies
• P
between the accounting period on the receiving report and the accounting period on the
recording of the purchase and liability.
• C
 lassification of expenses and payables. The software application generates a daily report of any discrepancies between the vendor account coding and general ledger coding,
which is compared with the purchase order and purchase requisition.
• C
 ompleteness of payables, valuation of payables at historical cost, and existence of accounts payable. Monthly statements received from vendors are compared to the accounts
payable subsidiary ledger with timely follow-up on discrepancies.
Following is a list of key controls that are often found in the purchaser’s ERS system for
cash disbursements, categorized by relevant assertion.
• C
 ompleteness of cash disbursements. The software application generates a daily report
comparing the daily total in the cash disbursements journal with the total of payables
submitted to the third-party payment processor for payment and any discrepancies are
reported.
• O
 ccurrence and accuracy of cash disbursements. The vendor’s invoice is cancelled so that
it is not paid twice. The software application develops a daily report that compares the
EFT information submitted to the third-party payment processor with the payable and
invoice information and that identifies any discrepancies. Any duplicate payments or
potential payments with discrepancies are rejected and not forwarded to the third-party
payment processor for payment.
• C
 utoff of cash disbursements. The software application generates a daily report comparing
the time period of when vendors are approved for payment with the time period they are
recorded in the cash disbursements journal.
• C
 lassification of cash disbursements. The software application generates a daily report
comparing account classification in the cash disbursements journal with the related
voucher information.
• C
 ompleteness, existence, and valuation of cash balances. The purchasing entity performs
an independent bank reconciliation.
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Before You Go On
6.1 E
 xplain the flow of a transaction from initiating a purchase to paying for the purchase in an
ERS system.
6.2 How are financial statements misstated if there is a material misstatement in the completeness assertion regarding the recording of purchases? Describe a key control to detect and
correct this problem in an ERS system.
 ow are financial statements misstated if there is a material misstatement in the occurrence
6.3 H
assertion regarding cash disbursements? Describe a key control to detect and correct this
problem in an ERS system.

Control Activities for Purchase Adjustments and Purchasing
Process Disclosures
Lea rning O bjecti ve 7
Evaluate control activities for purchase adjustment transactions and purchasing
process disclosures.
Important documents and records used in processing purchase adjustments in traditional or
ERS systems include the following:
• P
 urchase return authorization—Form showing the description, quantity, and other data
pertaining to the goods the vendor has authorized the purchaser to return. It serves as the
basis for initiating the purchase return.
• S
 hipping report—Report prepared on the shipment of goods to vendors showing the
kinds and quantities of goods shipped.
• D
 ebit memo—Form stating the particulars of a debit to accounts payable, including the
specific items returned, prices, and amount debited. It provides the basis for recording
the purchase return.
These documents are referenced in the following discussion.

Purchase Returns and Allowances
On occasion, goods received from vendors are defective and must be returned. In addition,
vendors offer a number of inducements to purchase inventory. In some cases, vendors will
agree to reduce the price for goods rather than have goods returned. Some vendors offer
incentives depending on the volume of their products sold. Other vendors offer various
advertising allowances. For example, in the retail grocery industry, many vendors will pay
some of the advertising costs for their products in the advertisements of the grocery store.
In many companies, the number and dollar value of these transactions is immaterial.
However, in some companies, the potential for misstatements could reach a material
amount.
Each of these transactions results in reducing payables and expenses, and improving
reported liquidity and earnings. In rare instances, companies have recorded material
purchase returns at year-end to reduce payables and expenses. Sound financial reporting needs to establish adequate controls over these transactions to prevent their abuse in
earnings management activities. Accordingly, control activities useful in reducing the risk
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of misstatements focus on establishing the occurrence of such transactions and include
the following:
• All purchase returns should be authorized by the vendor.
• G
 oods should be returned only with a proper purchase return authorization, and an independent count of goods returned should be recorded on shipping documents such as
packing slips and bills of lading.
• T
 he software application should match the debit memo information with the authorization for purchase return and the shipping documents and report any discrepancies.
Further, there should be adequate segregation of duties between obtaining authorization for
purchase returns, shipping goods, and recording debit memos.
When there is the potential for material misstatements from purchase adjustments
transactions, the auditor should obtain an understanding of all relevant aspects of the
internal control structure components and consider the factors that affect the risk of such
misstatements. If purchase adjustments are estimated at quarter-end, management should
establish controls to ensure adjustments are based on reliable information and that adjustments are consistent from quarter to quarter. A disclosure committee should review these
estimates if they could aggregate with other adjustments to an amount that is material to the
financial statements.

Other Controls in the Purchasing Process
The previous discussion focused primarily on controls over transactions. If good controls exist
over credit purchases, cash disbursements, and purchase returns, the accounts payable and
cash balances should also be controlled as they are the result of recording these transactions.
Additional controls over payables include comparing vendor statements with the balance in
the accounts payable subsidiary ledger. Further, sound control over cash balances involves
performing a bank reconciliation shortly after month-end.
Finally, management should establish controls over the occurrence and rights and obligations of disclosures, the completeness of disclosures, the classification and understandability of disclosures, and the accuracy and valuation of information included in disclosures.
Common disclosures in the purchasing process include:
• Reclassification of material debit balances in accounts payable as accounts receivable.
• Segregation of short-term payables from long-term payables.
• Dependence on a single vendor or a small number of vendors.
• Disclosure of purchase commitments and long-term purchase contracts.
• Expenses reportable by business segment or geographic region.
• Disclosure of payables to officers, directors, employees, or related parties.
Public companies normally accomplish this task with a disclosure committee that
works with the CFO or controller to review disclosures. The disclosure committee often
includes individuals in management who are knowledgeable about the condition of the
company and knowledgeable about appropriate GAAP for disclosures relevant to the purchasing process. Many companies use a current GAAP disclosure checklist to assist in this
process.

Before You Go On
7.1 Explain the economic substance of purchase returns and allowances. Explain the appropriate
controls over purchase returns and allowances.
7.2 Explain the appropriate controls over the purchasing process disclosures.
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Tests of Controls in the Purchasing Process and Audit Strategy
Lea rning O bjecti ve 8
Determine how to design and perform tests of controls in the purchasing process
and connect the results of control testing to audit strategy.
The following discussion identifies potential tests of controls that may be used to determine
if a client’s controls in the purchasing process are effective. Once the auditor has evaluated the
quality of internal controls, the audit team is in a good position to evaluate the opportunity
for fraud risk. The fraud risk assessment should be approached with professional skepticism.
Finally, this section focuses on the links between risk of material misstatement and subsequent
strategy for substantive testing.

Tests of Controls in the Purchasing Process
Most auditors plan to test controls in the purchasing process because of the high volume
of routine transactions in this process. Public company auditors test controls to support an
opinion on internal control. Auditors of private companies may decide to test controls if the
controls appear effective and the auditors determine it is efficient to do so.
If the client relies on IT controls and the auditor plans to assess control risk as low for
purchasing process assertions, the auditor will usually:
• Test the effectiveness of general controls.
• Use generalized audit software to evaluate the effectiveness of IT application controls.
• T
 est the effectiveness of manual procedures to follow-up on exceptions identified by IT
application controls.
As discussed in previous chapters, the auditor will usually test the effectiveness of IT general
controls as part of testing entity-level controls. For example, when testing the control environment, the auditor might pay particular attention to making inquiries and collecting supporting
evidence regarding employee awareness of IT security issues. If the auditor is testing issues regarding controls over program changes, the auditor might determine how program access is controlled and monitored, look at logs of program access or incident reports, and talk to users about
their involvement in program changes affecting their responsibilities. The auditor will want to
pay attention to segregation of duties regarding access to programs and access to data, the effectiveness of password controls, and the follow-up of any incident reports regarding unauthorized
access. Many of these tests are performed by an IT audit specialist.
Auditors often use test data on IT application controls to determine whether expected results
appear on exception reports. For example, in the purchasing process the auditor might submit:
• A missing or invalid vendor code.
• An invalid product code.
 ransactions reporting items received in quantities different from the amount ordered
• T
(both over and under).
• P
 rices, vendor numbers, or other information on vouchers that does not match information on the purchase order.
• Voucher quantities that do not match quantities on receiving documents.
Finally, the auditor will need to test the appropriateness of manual follow-up of exceptions noted by the software application. If exception reports are printed daily, the auditor
might select a sample of exception reports to determine if exceptions are cleared on a timely
basis. The auditor might make inquiries of personnel responsible for clearing exceptions to determine their awareness of the types of misstatements that might appear on exception reports.
The auditor should also follow through on previously noted exceptions to determine they were
cleared appropriately by authorized personnel on a timely basis.
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Fraud Risk Assessment
After evaluating inherent risk and control risk, the auditor is in a position to evaluate fraud
risk. The risk of misappropriation of assets is particularly prevalent in the purchasing process.
Procurement fraud risks include:
• F
 ictitious or phantom vendors. An employee sets up a fictitious vendor in the master
vendor file. The fictitious vendor information relates to an address or post office box
controlled by the employee. Purchases, which are fictitious, are made from the fictitious
vendor, and then payments are made to the employee via the fictitious vendor.
• K
 ickbacks. A kickback scheme involves collusion between an employee and a vendor.
The client company pays inflated prices to the vendor, and the employee receives a payment, or kickback, for facilitating the inflated transactions with the vendor.
 id rigging. A bid rigging scheme involves collusion between an employee and a vendor
• B
in which the employee assists the vendor in winning a competitive bid for a contract,
sometimes at higher prices. The employee is typically compensated by the vendor in the
form of a cash payment.
• P
 ersonal purchases. An employee uses company funds to purchase personal items. For example, an employee may be on a legitimate business trip but also spends company funds
for personal travel such as extended hotel nights and meals for extra days.
These frauds can be reduced with strong controls over the vendor master files, determining the
appropriateness of support for payments to vendors before recording a liability (voucher), and the
willingness to dispute inappropriate items with vendors. Auditors should also consider incentives
and pressures on management that may push management toward fraudulent financial reporting,
such as how management compensation plans provide incentives to meet profitability targets, or
whether management is trying to meet previously forecasted earnings targets. Ultimately, a key
aspect of fraud risk relates to the opportunity that may or may not be present based on the quality of
the system of internal control. An auditor’s concerns are heightened when the control environment
is weak, or control activities are nonexistent. In not-for-profit organizations, smaller companies, or
governments, segregation of duties may be weak or nonexistent. In these cases, the auditor, with
appropriate professional skepticism, should consider fraud risk to be high and design effective substantive tests to provide reasonable assurance of detecting material fraud.

Audit Data Analytics as a Risk Assessment Procedure
Audit data analytics might be effective at finding fraud in the purchasing process. Sometimes
people who commit fraud know the different thresholds for their approval of an invoice for
payment. For example, a supervisor’s approval may be required for any invoice of $5,000 or
more. To identify a population of possible fraudulent invoices, the auditor might identify a
group of invoices that are 4% less than the approval amount. This would flag invoices between
$4,800 and $4,999 for further investigation, particularly if many are from the same vendor.
This would be a clue to determine if the vendor was a fictitious vendor or if the vendor might
be giving the purchasing agent a kickback.

Audit Reasoning Example Audit Data Analytics in the
Purchasing Process

Cecily has just returned from a staff training session on audit data analytics. She is auditing a mining
company with a high volume of purchases, and she is concerned about the risk of her client paying
a fictitious vendor. She asks herself, “How would I determine if an employee is submitting invoices
from a fictitious vendor to pay himself or herself extra money?” Eventually, Cecily thinks about
merging two key files: the client’s vendor master file and the client’s employee master file. Each file
has fields for addresses, tax ID numbers, phone numbers, and bank routing numbers. She thinks to
herself, “If I use audit data analytics to compare the two files, I should find no matches. However, if
I find a match of any one of these fields in both databases, further investigation is clearly warranted.”
For example, Cecily would not expect to find the same tax ID number or bank routing number for
a vendor and an employee.

kickback the entity pays
inflated prices to the vendor, and
the employee receives a payment
for facilitating the inflated transactions with vendor
bid rigging an employee assists
a vendor in winning a competitive
bid for a contract; employee is
compensated, usually in the form
of a cash payment
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The Risk of Material Misstatement and
Audit Strategy
Once the auditor has tested internal controls, the auditor will determine whether the auditor’s
expectations regarding the effectiveness of internal controls are confirmed. Tests of controls
are performed when the auditor expects that internal controls are effective. If the auditor’s expectations regarding effective controls are not confirmed, the auditor will need to evaluate the
significance of the deficiencies noted and determine if the client has a compensating control
in place that the auditor might rely on. If no compensating controls exist, the auditor will
need to revise the audit strategy, determine if fraud risk is increased as a result of the internal
control deficiency, and determine how to revise planned substantive tests for the purchase
process. The auditor may need to change the timing of planned substantive tests related to
an assertion from interim testing to testing year-end balances. The auditor may also need
to consider increasing sample sizes when sampling is involved. If internal controls related
to an assertion are found to be ineffective, the auditor will need to communicate significant
deficiencies or material weaknesses to management and to those charged with governance of
the entity.

Cloud 9 - Continuing Case
Josh and Suzie are pleased with the results of tests of controls
related to the purchasing process. They found strong controls over
the master vendor file, and vouchers are prepared based only on
original invoices. Cloud 9 is very careful about entering the right
invoice number, including any leading zeros, so an invoice is not
paid twice. Further, individuals who are responsible for following

up on exceptions understood the types of exceptions they were
following up on, and exceptions tended to be rare. Finally, under
David Collier’s direction, Cloud 9 developed clear procedures for
accruing payables for goods received in the warehouse for which
vendor invoices had not yet arrived.

Before You Go On
8.1 If the auditor has identified an IT application control related to the completeness of purchases, and IT general controls have already been determined to be effective, suggest how the
auditor might test the effectiveness of such IT application and the related manual follow-up.
8.2 Explain the fraud associated with a phantom vendor. What controls might prevent this from
happening?
8.3 Assume an auditor is auditing a small city or county with poor segregation of duties in the
purchasing process. What are the most significant risks in this case? What are the implications for developing an audit strategy in the purchasing process?

Substantive Procedures for the Purchasing Process
Lea rning O bjecti ve 9
Assess detection risk and design substantive tests, including audit data analytics, to
address various assertions in the purchasing process.
At this stage, the auditor has evaluated inherent risks, evaluated and tested the system of
internal control in the purchasing process, and developed an audit strategy. What remains is
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performing substantive tests. The following discussion focuses on identifying the appropriate
substantive tests for relevant assertions in the purchasing process. Illustration 12.10 presents
a suggested audit program for substantive tests of purchasing process assertions, including initial procedures, substantive analytical procedures, and tests of details. A discussion of each
of these steps follows the illustration. The audit procedures in Illustration 12.10 are most
likely to be associated with manufacturing companies, wholesalers, or retailers.

ILLUSTRATION 12.10 Substantive tests in the purchasing process

Category

Substantive Test

Relevant
Assertion

Initial
procedures

1. Obtain an understanding of the business and industry to determine:

All

a. The significance of purchases and accounts payable to the entity.
b. Key economic drivers that influence the entity’s purchases, margins, and cash disbursements.
c. Standard trade terms in the industry, including seasonal dating, payment period, etc.
d. The extent of concentration of activity with vendors.
2. Perform initial procedures on accounts payable and records that will be subjected to further testing.
a. Trace beginning balance for accounts payable to prior year’s working papers.
b. Scan activity in the general ledger account for accounts payable and investigate entries that
appear unusual in amount or source.
c. Obtain the accounts payable subsidiary ledger and determine that it accurately represents the
underlying accounting records by footing the subsidiary ledgers and comparing the total to the
general ledger balance.

Analytical
procedures

3. Perform analytical procedures:

Valuation and
allocation,
Rights and
obligations
Valuation and
allocation
All

a. Develop an expectation for accounts payable using knowledge of the entity’s business activity,
market share, normal trade terms, and its history of accounts payable turnover in days.
b. Calculate ratios:
i. Compare purchases activity to the entity’s sales.
ii. Compare purchases growth and payable growth.
iii. Accounts payable turnover in days.
c. Analyze ratio results relative to expectations based on prior years, industry data, budgeted
amounts, or other data.

Tests of
details of
transactions

Occurrence,
a. Vouch recorded purchase transactions to supporting vendor’s invoices, receiving documents, and Accuracy,
Cutoff,
purchase orders.
Classification
b. Vouch disbursement transactions to underlying vouchers and supporting documents.

4. Vouch a sample of recorded purchasing process transactions to supporting documentation.

c. Vouch purchase returns to supporting shipping documents and subsequent recognition of return
by the vendor.
5. Trace a sample of purchase transactions from goods received to their recording in the purchases
journal. Also trace a sample of cash disbursements and purchase returns to their recording in the
accounting records.

Completeness

6. Perform cutoff tests for purchases and purchase returns.

Cutoff

a. Select a sample of goods received in the warehouse for several days before and after year-end and
examine supporting vouchers to determine that purchases were recorded in the proper period.
b. Select a sample of purchase returns from the shipping dock for several days before and after
year-end to determine that debits to accounts payable were recorded in the proper period.
7. Perform cash disbursements cutoff tests by observing that all cash disbursed through the close of
business on the last day of the fiscal year is included in the cash disbursements journal.

Cutoff

8. Perform a search for unrecorded liabilities.
a. Examine subsequent payments between balance sheet date and end of fieldwork, and when related documentation indicates payment was for an obligation in existence at balance sheet date;
trace to accounts payable listing.
(continued)
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ILLUSTRATION 12.10 (continued)

Category

Relevant
Assertion

Substantive Test
b. Examine documentation for payables recorded at year-end that are still unpaid at end of
fieldwork.
c. Inspect unmatched purchase orders, receiving reports, and vendor invoices at year-end.
d. Inquire of accounting and purchasing personnel about unrecorded payables.
e. Review capital budgets, work orders, and construction contracts for evidence of unrecorded
payables.

Tests of
details of
balances

9. Evaluate the effectiveness of confirming accounts payable.
a. Identify major vendors by reviewing the voucher register or accounts payable subsidiary ledger
or master file and send confirmation requests to vendors with large balances, unusual activity,
small or zero balances, and debit balances.

Existence,
Valuation and
allocation,
Completeness

b. Investigate and reconcile differences.
10. Reconcile unconfirmed payables to monthly statements received by client from vendors.
11. Compare statement presentation with GAAP.
Tests of
details of
a. Determine that payables are properly identified and classified as to type and expected period of
presentation
payment.
and disclosure
b. Determine whether debit balances in accounts payable are significant in the aggregate and
should be reclassified as accounts receivable.

Classification and
understandability
Classification and
understandability

c. Determine the appropriateness of disclosures pertaining to related party payables.

Classification and
understandability

d. Inquire of management about potential undisclosed commitments or contingent liabilities.

Completeness

e. Evaluate the completeness of presentation and disclosures for payables in drafts of financial
statements to determine conformity to GAAP by reference to disclosure checklist.

Completeness

f. Read disclosures and independently evaluate their understandability.

Classification and
understandability

Initial Procedures
The starting point for every audit test is obtaining an understanding of the business and
industry. Understanding the significance of the purchasing process to the entity provides a
context for important risk assessments. Understanding the company’s economic drivers, standard trade terms, and the extent of concentration of business with certain suppliers provides
the context for evaluating the results of analytical procedures, tests of controls, and substantive
tests. Procedures performed to obtain this understanding were discussed earlier in this chapter.
Another initial procedure for substantive tests of accounts payable is tracing the beginning
balance to the prior year’s working papers, using generalized audit software to scan the general
ledger account for any unusual entries, and developing a list of amounts owed at the balance
sheet date. Ordinarily, the client provides a listing of the unpaid voucher file or the accounts
payable subsidiary ledger in electronic form. The auditor can also use generalized audit
software to determine the mathematical accuracy of the listing by refooting the total and by
verifying that it agrees with the general ledger account balance.

Substantive Analytical Procedures
Recall that analytical procedures are not required to be used as a substantive procedure. Illustration 12.4 provided examples of analytical procedures that are commonly used in the purchasing
process. If analytical procedures are used as a substantive procedure during risk response, the
auditors are using data through the client’s third quarter or even the entire year of data if the procedures are performed after year-end. Therefore, when used as a substantive procedure, the auditor typically has more data to analyze and can develop more precise expectations of the accounts
payable balance and the relationship between accounts payable and other key accounts such as
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purchases or inventory. For example, an abnormal decrease in the accounts payable turnover in
days or unexpected increase in the current ratio may provide indicators of understated liabilities.

Audit Data Analytics as a Substantive Test
The right ADA procedure may be a very effective substantive test of details. If a client has strong
internal controls regarding the three-way match of purchase documents (purchase order, receiving report, and vendor invoice), then the auditor can focus on searching for transactions that
may be more unusual or outside of the norm. For example, the client may issue company credit
cards to certain employees, either to make purchases or for work-related travel. Banks and credit
card companies use a common coding system, called merchant category codes (MCC), to determine the type of business from which goods or services have been purchased with the credit
card. There are codes for specific airlines, hotels, electronics, household appliances, electrician
services, and hundreds more. The auditor could use ADA to organize all credit card purchases
by MCC code. For codes that are unusual for the client, such as MCC 8351 for child care services,
the auditor would investigate further by inspecting supporting documentation and proper authorization for the transaction.

Tests of Details of Transactions
Five major substantive tests of details of accounts payable transactions are shown in Illustration 12.10 and discussed next. Recall that in performing these tests, the auditor is primarily concerned with detecting understatements of recorded payables as well as unrecorded payables.
The extent to which each test is performed varies based on the acceptable levels of detection
risk specified for the related assertions.

Vouch Recorded Payables to Supporting Documentation
In this test of the occurrence assertion, credit entries to accounts payable are vouched back to
supporting documentation such as vendor invoices, receiving reports, and purchase orders. Debits to accounts payable are vouched to documentation of cash disbursement transactions, such as
paid checks, or memoranda from vendors pertaining to purchase returns and allowances. Some
vouching may be performed during interim work as a dual-purpose test with tests of controls over
purchasing. The extent of vouching is directly related to the auditor’s conclusions about inherent
risk and control risk. This test primarily provides evidence for the specific audit objectives related
to four of the five assertions, excluding completeness. Vouching is not applicable to the completeness assertion as vouching starts with a recorded transaction.

Perform Cutoff Tests
The purchase cutoff test involves determining that purchase transactions occurring near
the balance sheet date are recorded in the proper period. This may be done by tracing dated
receiving reports to voucher register entries and vouching recorded entries to supporting
documentation. The test usually covers a period of five to ten business days before and after
the balance sheet date. Evidence from the procedure pertains to the existence or the occurrence and completeness assertions for accounts payable transactions.
In examining documentation as part of this procedure, special consideration must be
given to goods in transit at the balance sheet date. Goods shipped FOB (free on board) shipping point should be included in the inventory and accounts payable of the purchasing entity.
In contrast, goods in transit shipped FOB destination should remain in the inventory of the
seller and be excluded from the purchaser’s inventory and accounts payable until arrival at the
purchasing entity’s receiving department. In performing this procedure, the auditor should
determine that a proper cutoff is achieved in the taking of the physical inventory, as explained
further in Chapter 13, as well as in the recording of the purchase transactions.
A proper cutoff of cash disbursement transactions at the end of the year is essential for
the correct presentation of cash and accounts payable at balance sheet date. Evidence for the
cash disbursement cutoff test may be obtained by personal observation and review of internal
documentation. If the auditor can be present at the balance sheet date, he or she can personally
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determine the last check written by the client. Subsequent tracing of this evidence to the accounting records will verify the accuracy of the cutoff. Alternatively, the auditor can trace “paid”
checks dated within a period of several days before and after the balance sheet date to the dates
the checks were recorded. Evidence from this test also pertains to the existence or occurrence
and completeness assertions for accounts payable.
Purchase return cutoff tests are similar to other cutoff tests. First, the auditor should start
with the shipping records for a period of five to ten days before and after year-end to ensure
that purchase returns are accurately recorded in the accounting records. Then, the auditor
should go from the accounting records back to evidence in shipping records to verify the accuracy of the last purchase returns recorded by the entity.

Perform Search for Unrecorded Liabilities
search for unrecorded
liabilities procedures designed
specifically to detect significant
unrecorded obligations as of the
balance sheet date (or as of an
interim date)
examining subsequent
payments examining vouchers
paid after the balance sheet date
(or an interim date) to determine
if the payment is for an obligation
that existed as of the balance
sheet date (or an interim date)
and whether the obligation was
in fact recorded as of the balance
sheet date (or an interim date)

The search for unrecorded liabilities consists of procedures designed specifically to detect
significant unrecorded obligations at the balance sheet date (or as of an interim date). Thus, it
relates to the completeness assertion for accounts payable.
A common procedure involves examining subsequent payments, which consists of
examining supporting documentation for checks issued or vouchers paid after the balance
sheet date. When the payment is for an obligation existing at the balance sheet date, it is
traced to the accounts payable listing to determine whether it was included. This procedure
is performed toward the end of fieldwork to enhance the opportunity of obtaining evidence
concerning payables that were intentionally or inadvertently excluded from the listing of payables at the balance sheet date.
Liabilities rarely go unrecorded for long periods. If vendors are not paid, they will usually
follow up to ask when a payment can be expected, which results in the recording of a purchase,
usually in the wrong accounting period. Therefore, examining subsequent payments may be an
effective search for unrecorded liabilities. The auditor can also search this subsequent period
looking for overstatements of subsequent payments and may focus on larger transactions.
Documentation supporting payables recorded but remaining unpaid through the end of fieldwork should also be examined on a test basis. This may reveal obligations that existed but were unrecorded as of the balance sheet date. Other procedures may reveal unrecorded payables including
(1) investigating unmatched purchase orders, receiving reports, and vendor invoices at year-end,
(2) inquiring of accounting and purchasing personnel about unrecorded payables, and (3) reviewing capital budgets, work orders, and construction contracts for evidence for unrecorded payables.

Tests of Details of Balances
Two tests included in this category are (1) confirming accounts payable and (2) reconciling
unconfirmed payables to monthly statements received by the client from vendors.

Confirmation of Accounts Payable
Unlike the confirmation of accounts receivable, there is no presumption made about the confirmation of accounts payable. This procedure is optional because (1) confirmation offers no
assurance that unrecorded payables will be discovered, and (2) external evidence in the form
of invoices and vendor monthly statements should be available to substantiate the balances.
Confirmation of accounts payable is recommended when the detection risk is low, there are
individual creditors with relatively large balances, or a company is experiencing difficulties
in meeting its obligations. As in the case of confirming accounts receivable, the auditor must
control the preparation and mailing of each request and should receive the responses directly
from the respondent.
When auditors choose to send confirmations of accounts payable, accounts with zero or
small balances should be among those selected for confirmation because they may be more
understated than accounts with large balances. In addition, confirmations should be sent to
major vendors who (1) were used in the prior year but not in the current year and (2) do
not send monthly statements. The positive form should be used in making the confirmation
request. Usually, a positive confirmation does not specify the amount due. In confirming a
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payable, the auditor prefers to have the creditor indicate the amount due because that is the
amount to be reconciled to the client’s records. The confirmation may also request information regarding purchase commitments of the client.
This test produces evidence for all accounts payable assertions. However, evidence provided for the completeness assertion is limited because of the possible failure to identify and
send confirmation requests to vendors with whom the client has unrecorded obligations.

Reconcile Unconfirmed Payables to Vendor Statements
In many cases, vendors provide monthly statements that are available in client files. The auditor can reconcile the vendor statements to the client’s listing of payables. The evidence from
this procedure applies to the same assertions as confirmations but is less reliable because the
vendors’ statements were sent to the client rather than directly to the auditor. In addition,
statements may not be available from certain vendors.

Tests of Details of Presentation and Disclosure
Illustration 12.10 describes a number of tests of disclosures for the purchasing process. The
auditor must be knowledgeable about the statement presentation and disclosure requirements for accounts payable and purchases under GAAP. Accounts payable should be properly identified and classified as a current liability. If the accounts payable balance includes
material advance payments to some vendors for future delivery of goods and services, such
amounts should be reclassified as advances to suppliers and included as assets. In addition,
disclosures may be required for related party payables, purchase commitments, and contingent
liabilities. Management’s presentation and disclosures must be compared with these GAAP
requirements. Evidence relevant to these matters can be obtained by inquiring of management
and reviewing minutes of board of directors’ meetings. Evidence is also obtained through
the audit procedures performed to test other assertions. Management’s representations
on these matters should be obtained in writing in a management representation letter as one
of the final steps in the audit, as will be explained in Chapter 14.

Cloud 9 - Continuing Case
As Josh and Suzie finalize their plans for substantive tests in the
purchasing process, they recognize that a significant number of
tests of transactions were accomplished with dual-purpose tests
for testing controls. With cutoff controls being performed monthly,
they decided to test cutoff at interim with a dual-purpose test, plus
retesting Cloud 9’s internal control and simultaneously performing substantive cutoff procedures at year-end. Josh did not feel that

confirmations of payables was an effective procedure. Josh felt the
audit team could perform a search for unrecorded liabilities at
year-end, rather than performing the procedure at an interim date
and performing roll forward tests. Josh felt that performing the
search for unrecorded liabilities at year-end would not be overly
time-consuming, and it would be good to have evidence as of the
balance sheet date.

Before You Go On
9.1 Which assertion is of primary importance to the auditor in auditing accounts payable? Why?
9.2 Your classmate believes the auditor’s responsibility for confirming accounts payable is the
same as for accounts receivable. Do you agree with your classmate? Explain.
9.3 Explain the following audit test and the assertion(s) that are evaluated with this audit
procedure: Vouch recorded payables to supporting documents.
9.4 Explain the following audit test and the assertion(s) that are evaluated with this audit
procedure: Perform a search for unrecorded liabilities.
9.5 Explain the following audit test and the assertion(s) that are evaluated with this audit
procedure: Determine that payables are properly identified and classified.
9.6 List several common disclosures required for purchases and accounts payable.
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Appendix 12A

Auditing Payroll

Explain the Nature of Payroll Transactions and Balances
Lear ning Objective 10*
Explain the nature of payroll transactions and balances.

payroll process transactions
and balances related to the
payment of salaries, hourly
and incentive compensation,
commissions, and bonuses

imprest payroll bank account
a bank account that only processes
payroll transactions; only the
exact amount needed to clear net
payroll transactions is transferred
into this account, and after payroll
disbursements are made the
balance in the account is zero

illustration 12A.1

Payroll transactions

This appendix focuses on auditing payroll transactions and balances and follows the same
format as the previous discussions of the revenue and purchasing processes. The presentation in this appendix is abbreviated compared to the chapter discussions, with a focus
on understanding the business and industry, inherent risks, expected controls and control
risk, and substantive tests in the payroll process. For many businesses, the payroll process
includes a significant volume of routine transactions. The payroll process includes transactions and balances related to the payment of salaries, hourly and incentive compensation,
commissions, and bonuses. The following discussion does not include additional payroll
transactions such as stock options, pension benefits, or other benefits tied to payroll, such
as health insurance or paid vacations. In many companies, payroll is recorded when paid,
and payroll taxes are accrued at the same time. If the pay period does not coincide with
the end of month, end of quarter, or end of fiscal year, accruals should be made for payroll
payable.
The payroll process interfaces with the expenditure process. Payment of payroll and payroll taxes relates to cash disbursements transactions in the expenditure process. Many companies create an imprest payroll bank account used for payroll disbursements. An imprest
payroll bank account means that only payroll transactions go through this bank account and, each pay period, only the exact amount necessary to clear net payroll transactions is transferred into the account. Then the payroll disbursements are made (often by
electronic funds transfer) and the book balance in the account is zero. If payroll is paid
by check, then the balance in the bank account relates only to outstanding checks. The
transactions in the payroll process are depicted in Illustration 12A.1. Payroll expenses
might be charged to manufactured inventory via direct or indirect labor accounts, or they
might be charged to various accounts associated with selling, general, and administrative
expenses.
Payroll Transactions

Debit

Credit

Payroll paid

Payroll Expense

Cash
Payroll Withholdings
Payable

Payroll taxes accrued

Payroll Tax Expense

Payroll Taxes Payable

Payroll accruals for partial pay periods
at the end of the period (two entries)

Payroll Expense

Payroll Payable
Payroll Withholdings
Payable

Payroll Tax Expense

Payroll Taxes Payable

Sufficient and appropriate evidence for the payroll process should be obtained for the
following assertions outlined in Illustration 12A.2. The rights and obligations for payroll and
payroll taxes payable relate to whether the payable reflects the recorded liability of the entity.
This may not be a significant assertion, and it is often tested as part of testing the existence or
occurrence assertions.
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illustration 12A.2 Key payroll process assertions

Relevant Transaction Classes
Payroll expense
Payroll tax expense

Relevant Account Balances
Payroll payable
Payroll taxes payable
Payroll withholdings payable

Assertions
Occurrence
Completeness
Accuracy
Cutoff
Classification

Relevant Disclosures
Payroll disclosures

Assertions
Existence
Rights and obligations
Completeness
Valuation and allocation
at historical cost

Assertions
Occurrence and rights and
obligations
Completeness
Classification and
understandability
Accuracy and valuation

Before You Go On
10.1 E
 xplain what should be accrued at month-end if payroll is paid in cash and payroll pay
periods do not coincide with month-end.
10.2 Explain what an imprest payroll bank account is and how it works.

Understanding the Entity and Its Environment
Lea rning Objecti ve 11*
Evaluate how an auditor’s understanding of an entity and its environment affects
audit planning decisions in the payroll process.

Understanding the Client’s Payroll Process
Detailed statistics on labor costs by industry are not readily available, except for specific trade
associations. However, some organizations, such as a college or university, are labor-intensive.
The audit of the payroll process may be significant for a university; 70–75% of the annual
budget might be expended for personnel services and benefits. The hotel industry is a service
industry that also depends on effective utilization of personnel. Today, the majority of employment in the U.S. economy is in the service sector.
Personnel services may vary in importance to various manufacturers, wholesalers, and
retailers. Some industries may vary widely on the labor-intensiveness of the manufacturing
process. Before proceeding with the audit of the payroll process, it is important for the auditor
to understand:
• T
 he importance of human resources to the overall entity (i.e., is the entity labor-intensive
or capital-intensive?).
• T
 he nature of compensation, as hourly compensation requires a different control system
than salaried compensation.
• T
 he importance of various compensation packages, such as bonuses or other compensation arrangements.
If an entity’s compensation is primarily salary-based and demonstrates a predictable relationship to the delivery of services, the auditor may emphasize analytical procedures in the
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development of audit strategy. If compensation expenses are based on hourly pay and show a
high degree of variability throughout the period, the auditor may emphasize testing controls.

Analytical Procedures
The auditor usually will perform analytical procedures as part of risk assessment procedures
because they are cost-effective. Examples of analytical procedures the auditor might use for
the payroll process are presented in Illustration 12A.3. Analytical procedures may be useful
in identifying potential fraud, such as when gross payroll per employee exceeds the auditor’s
expectations. This type of procedure is most effective when the auditor uses generalized audit
software to sort employees by category and then evaluates the average pay by category of employees. For example, if the auditor were performing this test for a professional baseball team,
professional ballplayers should be segregated from front-office personnel, who in turn should
be segregated from employees who sell hot dogs at the ball games. If every class of employee
is lumped together, the analytical procedure becomes ineffective.
illustration 12A.3 Analytical procedures commonly used to audit the payroll process

Ratio
Average payroll cost per employee
classification

Revenue per employee

Formula

Total payroll costs for employee group Reasonableness test of gross payroll for a group of employees.
Many companies have more than one class of employee, and it
Number of employees in group
is important to evaluate the reasonableness of payroll based on
employee class.
Total revenue
Number of full-time employees

Total payroll costs as a percent of
revenues

Total payroll expenses

Payroll tax expense as a percent of
gross payroll

Total payroll tax expenses

Compare payroll expenses (salaries
and wages, commissions, bonuses)
with prior-year balances or budgets

Current-year payroll expenses

Compare current-year payroll
liability with prior-year payroll
liability
Employee benefits expenses as a
percent of gross payroll

Audit Significance

Total revenues
Gross payroll
Prior-year payroll expenses
Current-year payroll tax liability
Prior-year payroll tax liability
adjusted for growth in payroll volume
Total benefits expenses
Gross payroll

This may be a measure of productivity per employee. This is
particularly important in services industries and would be
compared with industry statistics.
Reasonableness test of payroll costs. This is often compared
with industry statistics.
Reasonableness test of payroll taxes. This can often be compared
with standard tax rates.
Reasonableness test for payroll expenses if the ratio is
significantly different from 1.0.
Reasonableness test for payroll liability if the ratio is significantly
different from 1.0.
Reasonableness test of benefits expenses. This is often compared
with industry statistics.

In some cases, the auditor may be able to develop accurate expectations regarding an organization’s payroll. In a university, for example, the auditor can develop accurate estimates of
the number of full-time faculty and gross pay for those faculty in a school or college given the
number of full-time-equivalent students. As the auditor develops more reliable expectations,
he or she may place more assurance on that evidence than if expectations are rather broad
and general. The use of generalized audit software may allow for the development of more
accurate expectations when auditing the payroll process.

Other Considerations Regarding the Entity and
Its Environment
Recall from Chapter 4 (see Illustration 4.1) that an auditor should understand numerous
issues about the entity and its environment. Illustration 12A.4 summarizes important
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aspects of the payroll process that an auditor should understand. The illustration provides
examples of the settings in which these factors might lead to either a higher assessment of
inherent risk or a lower assessment of inherent risk. As stated before, each audit should
be viewed independently from previous audits when an auditor updates his or her understanding of the entity and its environment, as entity traits and characteristics may change
over time.

illustration 12A.4 Understanding the entity and its environment in the payroll process

Higher Inherent Risk
Most entities must comply with state or local
minimum wage laws, the U.S. Fair Labor
Standards Act, and the Family Medical Leave Act.
Additional legal requirements regarding payroll
taxes often apply.
The client does not effectively monitor payroll
costs.
These are usually not a significant issue as
material compensation transactions with related
parties are excluded from required disclosures.
Corporate governance provides little or no
independent oversight of management.
Employees are paid weekly, or every other week,
and pay periods do not align well with month-end.

Key Factors Regarding the
Entity and Its Environment
Compliance with laws
and regulations

Client performance
measurement

Lower Inherent Risk
It is rare that legal requirements are not found in
the payroll process.

The client carefully monitors payroll costs
compared to underlying business activity.

Related party transactions

Typical disclosure requirements for material
related party transactions exclude compensation
arrangements.

Corporate governance

Corporate governance provides strong oversight
of management.

Month-end, quarter-end,
and year-end closing procedures

Employees are paid monthly, and significant
cutoff issues do not exist.

Before You Go On
11.1 Explain how auditing the payroll process might be different for a manufacturer in a capitalintensive manufacturing business than for a college or university.
11.2 Explain how the timing of pay periods not aligning with month-end influences inherent
risk.

Inherent Risks Related to Payroll
LEA RNING OBJECTI VE 12*
Determine inherent risk for various assertions in the payroll process.
The auditor is rarely concerned about the completeness assertion in the payroll process as
most employees quickly follow up with their employers if they are not paid. However, payroll
fraud (occurrence of payroll expense) is a major concern for the auditor. Fraud may occur at
two levels. First, employees involved in preparing and paying the payroll may process data for
fictitious employees and then divert the payroll payments to their own use. When there is frequent turnover of personnel in a company, there is the risk that a terminated employee might
be continued on the payroll. Second, there is a risk that management may overtly misclassify
or “pad” labor costs in government contract work to defraud the agency.
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Pay periods may be weekly, bimonthly, or monthly. If pay periods do not align well
with month-end, quarter-end, or year-end, then the risk of cutoff problems associated with
accruing unpaid payroll increases. If factory workers are paid based on time and/or productivity, or if payroll computations are subject to complex rules, inherent risk for accuracy
may be high.

Before You Go On
12.1 Why are auditors less concerned about the understatement of payroll liabilities and expenses?
12.2 Explain two significant inherent risks in the payroll process.

Control Activities for Payroll
LEA RNING OBJECTI VE 13*
Evaluate control activities for payroll transactions.
The following discussion continues to focus on transaction-level controls. It is assumed the
auditor has already obtained an understanding of entity-level controls, and management
has emphasized an awareness about the risks associated with paying fictitious payroll, or
about ensuring that period-end cutoff is accurate. Further, a strong tone at the top discourages efforts to misclassify or “pad” labor costs in contract arrangements. Many of the
controls discussed below focus on IT application controls implemented by a company. The
following discussion assumes IT general controls are strong, and the auditor will need to
understand and eventually test the effectiveness of manual follow-up of exceptions noted
by IT application controls.

Example Transaction Flows—Payroll
The transaction flow in a typical payroll process focuses on authorizing payroll, employee
working hours, and paying payroll. At month-end, a company must consider whether unpaid
payroll needs to be accrued by way of an adjusting journal entry. Common documents and
files that are found in the payroll process include:
Source Documents and Related Electronic Files
• Payroll authorization—Written request to put a new employee on the payroll.
• A
 pproved payroll master file—Electronic file containing pertinent information on employees that have been approved for payroll payments.
• Time card—Written or electronic record of hours worked.
Recording Document
 ayroll disbursement, EFT, or paycheck—An internal document indicating the employee,
• P
gross payroll, payroll deductions, and net payroll paid.
• Payroll journal—The journal of original entry where each payroll paid is recorded.
• Payroll tax returns—Tax returns based on gross payroll, reporting taxes due to state and
local governments.
Important Databases or Other Documents
• P
 ayroll process database—Electronic files that accumulate data on payroll expenses, payroll liabilities, and related cash disbursements.
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An example of how these documents commonly flow is illustrated in Illustration 12A.5,
which is followed by a brief discussion of how payroll transactions are processed in many
companies.

illustration 12A.5 Example flow of transactions for payroll

Authorization

Process

Documents

Personnel
authorization

Files and Databases
Payroll
master
file

Update personnel
master file

Master file
change report

Hours are worked

Time card

Pay payroll

Paycheck

Hours
Worked

Payroll
and G/L database

Payroll
and G/L database

Recording

Payroll
and G/L database
Record in payroll
journal

Payroll tax
returns

Post to general
ledger

Month-end journal
entry

In the flowchart, observe that responsibility for (1) authorizing payroll, (2) recording hours
worked, and (3) paying and recording payroll should be segregated. This segregation of duties
contributes significantly to reducing the risk of payments to fictitious employees or excessive
payments to actual employees due to inflated rates or hours.

Initiating Payroll Transactions
Hiring employees. The hiring of employees is usually done in the human resources (HR) personnel
department. All hiring should be documented on an HR authorization form. The form should
indicate the job classification, starting wage rate, and authorized payroll deductions. In the system
shown in Illustration 12A.5, authorized individuals in the personnel department gain access to
the personnel data master file by entering a password before entering data on new hires. A regular
IT-generated log of all changes to the master file should be printed and independently checked by
a HR manager not involved in entering the data into the system. Usually, a copy of the personnel
authorization form is placed in the employee’s personnel file in the HR department. Controls over
adding new hires to the HR data master file reduce the risk of payroll payments to fictitious employees. Thus, they relate to the occurrence assertion for payroll transactions.
Authorizing payroll changes. The request for a change in job classification or a wage rate
increase may be initiated by the employee’s supervisor. However, all changes should be authorized in writing by the HR department before being entered in the personnel data master
file. Other controls over entering the changes in the software application and distributing
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the change forms are the same as discussed above for new hires. These controls over payroll
changes help to ensure the accuracy of the payroll. The HR department should also issue a
termination notice on completion of an individual’s employment. Prompt updating of the
personnel data master file is vital in preventing terminated employees from continuing on the
payroll. Thus, this control relates to the occurrence assertion.

Receive Services from Employees
In many companies, a timekeeping department is responsible for this function. Time clocks
are frequently used to record time worked by an employee when a clock card or employee card
(electronic fob) or code is inserted into the clock. To prevent one employee from “punching
in” for another employee, security or supervisory personnel should supervise the clock card
procedures. Management should also review and approve hours worked before they are paid.
For factory employees, clock hours are usually supported by time tickets showing the type
of work done (direct or indirect labor) and the jobs to which direct labor hours are to be charged.
Increasingly, these records are kept in electronic form. By ensuring accurate data are accumulated
on time worked, controls over the timekeeping function relate to the occurrence, completeness,
and accuracy assertions for payroll transactions. Supervisory approval often is used to validate the
payment of salaried employees, and it may also facilitate proper classification of payroll.

Recording and Paying Payroll
Preparing the payroll. Information from electronic time cards should be forwarded to the supervisor for review and electronic approval. The file is then electronically forwarded to payroll
for processing. Before processing payroll, the payroll program will check the employee number
and pay rates against the master payroll information. The program may also place a limit test
on hours worked or gross payroll expenses. The output of the payroll program should consist of
valid payroll transactions and an exceptions and control report that is sent to data control. Data
control compares the control totals and batch totals, informs the payroll department of exceptions discovered by the edit routine, and follows up to confirm that corrected data is processed.
These controls over the payroll processing relate to the occurrence, completeness, accuracy, and
classification assertions. The data associated with valid payroll transactions and the employee master file are used to calculate payroll and prepare the payroll register and payroll
disbursements.
Recording the payroll. As the gross pay, deductions and net pay are calculated for each
employee, the payroll program updates the payroll master file for year-to-date payroll transactions and accumulates totals for entries in the payroll journal. Another important control over
paying the payroll in most large companies is the use of an imprest payroll bank account on
which all payroll checks are drawn.
Filing payroll tax returns. Payroll tax returns must be filed for amounts withheld from
employees for federal income taxes and Social Security, and for the Social Security and federal and state taxes levied on the employer. Returns must be filed on a timely basis to avoid
penalties and interest payments, and possibly even criminal charges. Responsibility should be
clearly assigned for performing this function according to a schedule that conforms to federal
and state filing and payment deadlines.

Identify What Can Go Wrong (WCGW) and Identify
Key Controls—Payroll
At this point, we have established an audit process whereby, once the auditor understands
the flow of transactions, the auditor should evaluate what can go wrong, identify potential
controls that management has placed in operation, and then identify key controls the auditor
wants to test. Illustration 12A.6 summarizes the flow of transactions through the payroll
process, key documents and files, what can go wrong, and example controls for payroll. As
you review Illustration 12A.6, try to associate particular controls with the assertions they are
controlling. Also, think about what these controls have in common with controls you have
studied in the revenue and purchasing processes.
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illustration 12A.6 Payroll transactions—WCGW and example controls

Transaction

Documents
and Files

Risks (WCGW)

Example Control

Authorizing
payroll

Payroll master file

Payroll may be paid to
fictitious employees.

Only a limited number of individuals can change the payroll
master file, and this duty should be segregated from recording
payroll transactions. All file changes are reviewed by appropriate
levels of management. The personnel master file is also reviewed
to remove employees no longer working for the organization.

Hours are
worked

Electronic time cards

Employees may be paid
for hours not worked.

Supervisory review of hours worked for hourly and salaried
employees.

Recording
payroll

Payroll database

Payroll may not be
recorded.

The software application prints a report of all hours that have
not been paid. A month-end accrual is made for payroll worked
between the last pay period and period end. Employees will
complain if they work and are not paid.

Payroll database

Payroll may be paid to
fictitious employees.

Each payroll is matched with the payroll master file. The software
application matches payroll disbursement to hours worked.

Payroll database

Payroll may be recorded
in the incorrect amount
(incorrect hours or
wage rates).

The software application matches hours with the time card
information and wage rate with the master payroll file.

Payroll database

Payroll may be recorded
in the incorrect
accounting period.

At month-end, the software application generates a report of
hours worked but not paid. This report is the basis of end-ofperiod journal entries reviewed and approved, and reversed in
the subsequent period.

Payroll database

Vouchers may be
posted to incorrect
accounts.

The software application checks wage classification against the
master payroll file. Wage classification is also reviewed and
approved by a supervisor when approving hours worked.

Payroll database

Payroll may be paid to
the wrong employee.

The software application matches employee number on the time
card with employee number on the master payroll file. Employees
will complain if they work and are not paid.

As noted in other transaction classes, when choosing controls for control testing, the auditor
will find a key control (the most important control) for each assertion. Following are example
controls that auditors often look for when identifying key controls. The examples rely sig
nificantly on IT application controls to flag potential misstatements. In this case, the auditor
must understand both the IT control and how client personnel follow up on exceptions on a
timely basis.
Completeness of payroll. The software application starts with a population of hours
worked and develops a one-for-one match with hours paid. A report is generated for hours
worked that does not result in a payroll disbursement. At the end of the month, a report is
prepared of hours worked that need to be accrued. This report is compared to any adjusting
journal entry to accrue payroll expenses.
Occurrence of payroll. The software application starts with the population of payroll disbursements and develops a one-for-one match with underlying approved hours
worked. A report is generated each pay period of any payroll that is not supported by
hours worked. The employee number is also compared with the approved master payroll
file. A report is generated of any transactions that are not supported by underlying documents or files.
Accuracy of payroll. The software application starts with the population of payroll disbursements and compares hours worked with underlying time approved, and compares wage
rates with the master payroll file. A report is generated of any transactions that are not supported by underlying documents or files.
Payroll cutoff. At month-end, the software application generates a report of hours worked
but not paid. This report is the basis of end-of-period journal entries that are reviewed and
independently approved.
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Classification of expenses and payroll. The software application checks wage classification
against master payroll file. Wage classification is also reviewed and approved by a supervisor
when approving hours worked. A report is generated each pay period of any payroll showing
incorrect account coding.
Completeness of payroll payables, existence of payroll payable, and valuation of payables
at historic cost. At month-end, the software application generates a report of hours worked
but not paid. This report is the basis of an end-of-period journal entry that is reviewed and
independently approved.

Audit Reasoning Example Understanding Manual Follow-Up
Procedures

Shelly is auditing a large construction company and is doing a system walkthrough. Shelly talked
to Frank, a client employee responsible for following up on exceptions flagged by the IT system.
Shelly wanted to know if Frank had seen any exceptions where the system identified employees
who had not worked during the current time period. Frank responded, “It is very rare, and I only
remember one instance. About two months ago, the payroll system flagged over 25 employees for
further investigation. It turned out that we had settled a union contract and employees were given
a retroactive pay raise. At that time, we had about 25–30 employees who did not work during the
current pay period but had previously worked and earned pay for the retroactive pay raise.” Shelly
was impressed that Frank understood what the IT system was looking for, and it appeared that the
internal control was placed in operation. Shelly documented the conversation and made a point
to test some of Frank’s follow-up on the exceptions to make sure the entire control system was
working effectively.

Before You Go On
13.1 How are financial statements misstated if there is a material misstatement in the occurrence assertion regarding payroll? Describe a key control to detect and correct this
problem.
13.2 How are financial statements misstated if there is a material misstatement in the accuracy
assertion regarding payroll? Describe a key control to detect and correct this problem.
13.3 How are financial statements misstated if there is a material misstatement in the classification of payroll? Describe a key control to detect and correct this problem.

Tests of Controls in the Payroll Process and Audit Strategy
LEA RNING OBJECTI VE 14*
Determine how to design and perform tests of controls in the payroll process and
connect the results of control testing to audit strategy.
The following discussion identifies potential tests of controls to be used to test a client’s controls in the payroll process. Once the auditor has evaluated the quality of the system of internal control, the audit team is in a good position to evaluate the opportunity for fraud risk.
The fraud risk assessment should be approached with professional skepticism. Finally, this
section focuses on the links between risk of material misstatement and subsequent strategy
for substantive testing.
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Tests of Controls for Payroll
Most auditors plan to test controls in the payroll process because of the high volume of routine transactions. Public company auditors test controls to support an opinion on internal
control. Auditors of private companies may decide to test controls that appear to be effective
because of the audit efficiencies that exist when the client has effective controls in place,
particularly for a payroll-intensive entity like a university, a hotel, or another entity in the
service industry.
If the client relies on IT controls and the auditor plans to assess control risk as low for
payroll assertions, the auditor will usually:
• Test the effectiveness of general controls.
• Use generalized audit software to evaluate the effectiveness of IT application controls.
• T
 est the effectiveness of manual procedures to follow-up on exceptions identified by IT
application controls.
As discussed in previous chapters, the auditor will usually test the effectiveness of IT
general controls as part of testing entity-level controls. For example, when testing the control
environment, the auditor might pay particular attention to making inquiries and collecting
supporting evidence regarding employee awareness of IT security issues. If the auditor is
testing issues regarding controls over program changes, the auditor might determine how
program access is controlled and monitored, look at logs of program access or incident reports, and talk to users about their involvement in program changes affecting their responsibilities. The auditor will want to pay attention to segregation of duties regarding access to
programs and access to data, the effectiveness of password controls, and the follow-up of any
incident reports regarding unauthorized access. Many of these tests are performed by an IT
audit specialist.
Auditors often use test data to test IT application controls and determine whether expected results appear on exception reports. For example, in the payroll process the auditor
might submit:
• A missing or invalid employee number.
• Inaccurate hours worked compared to hours processed to be paid.
• Inaccurate wage rates compared to the master payroll file.
• Inaccurate account classifications compared to the master payroll file.
The auditor may also want to test important manual controls, such as supervisor approval of time and account classifications, by reperforming these controls. Finally, the auditor
will need to test the appropriateness of manual follow-up of exceptions noted by the software application. If exception reports are printed each pay period, the auditor might select
a sample of exception reports to determine if exceptions are cleared before payroll is paid.
The auditor might make inquiries of personnel responsible for clearing exceptions to determine their awareness of the types of misstatements that might appear on exception reports,
and their sensitivity to issues that result in the overpayment of payroll or paying fictitious
employees. The auditor should also follow through on previously noted exceptions to
determine they were cleared appropriately and on a timely basis.

Fraud Risk Assessment
After evaluating inherent risk and control risk, the auditor is in a position to evaluate fraud
risk. The risk of misappropriation of assets is a significant risk in the payroll process. The risks
are (1) paying a fictitious employee or (2) paying for more hours than are actually worked. In
entities with poor segregation of duties, weak internal controls, and a significant volume of
payroll transactions, this must be considered a significant risk. In certain industries that bill
on a cost-plus basis, auditors also need to be alert to the risk of padding payroll in order to
increase revenues. Whether addressing the fictitious employee, or addressing padded payroll
expenses, the auditor needs to be alert to potential occurrence or accuracy problems.
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Payroll fraud can be reduced with strong controls over the payroll master files and by
ensuring there is strong underlying support for payments to employees. Ultimately, a key
aspect of fraud risk relates to the way effective internal controls minimize the opportunity
to commit fraud. An auditor’s concerns are heightened when the control environment is
weak or control activities are nonexistent. In not-for-profit organizations, smaller companies, or smaller governments, segregation of duties may be weak or nonexistent. In these
cases, the auditor with appropriate professional skepticism should consider fraud risk to
be high and design effective substantive tests to provide reasonable assurance of detecting
material fraud.

Audit Data Analytics Used in Fraud
Risk Assessment
The use of ADA may be effective in organizations with a single payroll system, such as large
universities with multiple departments or campuses, governments of large cities or counties,
or state governments. Large public companies may have internal controls to look for the following indicators of payroll fraud, but private companies, not-for-profit organizations, or governments may not have made the same investment in internal controls. The auditor might use
ADA to compare payroll payments with the supporting human resource files, looking for the
following indicators of possible payroll fraud:
• M
 ultiple employees with the same information in the payroll system such as bank account routing number, Social Security number, or same home address.
• Employees on the payroll register prior to their start date or after their termination date.
• Multiple paychecks issued to an employee within a single pay period.
• Bonuses paid to employees who are not eligible.
• Inappropriate wage levels given the employee’s classification.
As with any use of ADA, the auditor’s knowledge of the client helps refine the auditor’s
ability to identify potential anomalies, and there may be legitimate business reasons for some
anomalies. Nevertheless, the auditor should investigate items flagged for further investigation
with appropriate professional skepticism.

The Risk of Material Misstatement and
Audit Strategy
When an entity has a significant volume of payroll transactions, inherent risk would normally
be considered high for the occurrence assertion due to the risk of fictitious employees on the
payroll, over-reporting hours, and over-reporting payroll costs on cost-plus contracts. Inherent
risk may also be high for the cutoff assertion when there is a significant volume of payroll
transactions and pay periods do not line up well with month-end. Inherent risk is moderate
for the completeness assertion because employees will complain if they are not paid, minimizing the risk of unrecorded payroll. Inherent risk is also moderate for accuracy when payroll
calculations are not complex.
The control risk assessment for each assertion will depend on the results of tests of
controls for each assertion. If the auditor’s expectations regarding effective controls are not
confirmed, the auditor will need to evaluate the significance of the deficiencies noted and
determine if the client has a compensating control in place. If no compensating controls
exist, the auditor will need to revise the audit strategy, determine if fraud risk is increased
as a result of the internal control deficiency, and determine how to revise planned substantive tests for the payroll process. The auditor may need to change the timing of planned
substantive tests related to an assertion from interim testing to testing accrued payroll balances at year-end. The auditor may also have to consider increasing sample sizes when
sampling is involved. Finally, if the auditor determines material weaknesses or significant

 Appendix 12A: Auditing Payroll

12-45

deficiencies exist in internal controls over payroll, the auditor will need to communicate
significant deficiencies or material weaknesses to management and to those charged with
governance of the entity.

Before You Go On
14.1 If the auditor has identified an IT application control related to the occurrence of payroll
transactions, and IT general controls have already been determined to be effective, suggest how the auditor might test the effectiveness of such IT controls and related manual
follow-up.
14.2 Explain the fraud associated with payments to fictitious employees. What controls might
prevent this from happening?
14.3 Assume an auditor is auditing a rural fire district with poor segregation of duties in the
payroll process. What are the most significant risks in this case? What are the implications
for developing an audit strategy in the payroll process?

Substantive Tests for the Payroll Process
LEA RNING OBJECTI VE 15*
Assess detection risk and design substantive tests, including audit data analytics, to
address various assertions related to payroll.
Substantive tests of payroll transactions are often performed at an interim date as part of a
dual-purpose test. Interim substantive tests of payroll balances may be performed if internal
controls are strong, or at year-end if internal controls are weak. Payroll balances normally include accrued liabilities for salaries, wages, commissions, bonuses, employee benefits, payroll
taxes, and related expense accounts. Suggested substantive tests of payroll transactions and
balances are shown in Illustration 12A.7. Each of the substantive tests is discussed with
selected comments about how the procedures can be tailored based on the acceptable level of
detection risk to be achieved.

illustration 12A.7 Substantive tests of payroll process

Category
Initial procedures

Substantive Test
1. Obtain an understanding of the business and industry and determine:

Relevant Assertions
All

a. The significance of payroll costs to the business.
b. Key economic drivers for payroll costs.
c. The extent to which the client has defined benefit pension plans or
uses other incentive compensation plans.
2. Perform initial procedures on payroll balances and records that will be
subjected to further testing.
a. Trace beginning accrued payroll balances to prior year’s working papers.

Valuation and allocation

b. Review activity in payroll accounts and investigate entries that appear
unusual in amount or source.

Occurrence, Accuracy

c. Verify totals of payroll registers and other subsidiary ledgers for
agreement with general ledger balances.

Valuation and allocation
(continued)
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ILLUSTRATION 12A.7 (continued)

Analytical procedures

3. Perform analytical procedures:

All

a. Review industry experience and trends.
b. Examine analysis of payroll costs.
c. Review relationship of payroll costs to recent production and sales
activities.
Tests of details of
transactions

Tests of details of
balances

Tests of presentation
and disclosure

4. On a test basis, vouch payroll transactions to supporting documentation
(e.g., time cards, employee contracts, bonus arrangements, and incentive
compensation agreements).

Occurrence, Accuracy,
Classification

5. On a test basis, vouch payroll tax transactions to supporting documentation (e.g., underlying gross payroll and calculation of payroll taxes).

Occurrence, Accuracy,
Classification

6. Verify officer compensation to board of director
authorization.

Occurrence, Accuracy,
Classification

7. On a test basis, trace data from time cards and contracts to the payroll
register.

Completeness

8. Test payroll cutoff at the end of the month (year) based on time periods
worked and payroll accrual if month-end (year-end) and the end of the
payroll period do not coincide.

Cutoff

9. Recalculate accrued payroll liabilities at year-end to underlying payroll
records.

Completeness, Existence,
Valuation and allocation

10. Recalculate accrued payroll tax liabilities and vouch to subsequent cash
disbursements.

Completeness, Existence,
Valuation and allocation

11. Determine that accrued payroll payables are the obligations of the entity.

Rights and obligations

12. Compare statement presentation with GAAP.
a. Review presentation and disclosure for payroll costs in drafts
of the financial statements and determine conformity with
GAAP.

Classification and
understandability, Occurrence
and rights and obligations

b. Evaluate the completeness of presentation and disclosures for
receivables in drafts of financial statements to determine conformity
to GAAP by reference to disclosure checklist.

Completeness

c. Read disclosures and independently evaluate their understandability.

Classification and
understandability

Initial Procedures
An essential initial procedure involves obtaining an understanding of the entity’s business
and industry and expected payroll costs. This allows the auditor to develop a knowledgeable
perspective about the entity and set the context for the evaluation of analytical procedures
and tests of details. If the client is a manufacturer, it is particularly important to understand
the mix of payroll costs versus other manufacturing costs and how this interacts with the
production process. It is also important to understand incentive compensation agreements
and the degree to which these agreements might influence behavior related to other processes
(e.g., compensating executives only on the level of revenues). Finally, the auditor also needs
to understand the nature of pension agreements, stock options, and other employee benefit
costs.
In tracing beginning payroll and payroll tax payable balances to the working papers
in prior years, the auditor should make certain that any audit adjustments agreed upon in
the prior year did in fact get recorded. In addition, current period entries in the general
ledger payroll accounts should be scanned to identify any postings that are unusual in
amount or nature and require special investigation. Initial procedures also involve determining that the detailed subsidiary ledgers for payroll liabilities tie in with the general
ledger balances.

 Appendix 12A: Auditing Payroll

Substantive Analytical Procedures
Recall that analytical procedures are not required to be used as a substantive procedure.
Illustration 12A.3 provided examples of analytical procedures that are commonly used in
the payroll process. If analytical procedures are used as a substantive procedure during risk
response, the auditors are using data through the client’s third quarter or even the entire
year of data if the procedures are performed after year-end. Therefore, when used as a substantive procedure, the auditor typically has more data to analyze and can develop more
precise expectations of the accrued payroll account balances and the relationship between
payroll costs and hours worked. Auditors should be alert to signals of unrecorded payroll
liabilities.

Audit Data Analytics as a Substantive Test
The use of ADA as a substantive test depends on the quality of the client’s data. For example, when auditing a university, many employees may be salaried rather than hourly
employees. The amount of gross payroll expense and the classification of payroll expense
may be easily compared to a master payroll file (assuming strong controls over the master payroll file). The same test may be performed for employees who teach courses on a
fixed-term contract. The ability to use ADA to test the payroll for hourly employees depends on how information about hours worked is captured in electronic form. If reliable
information about hours worked is captured in electronic form, the auditor can have the
software validate hours paid for the entire population of hourly workers. Further, gross
payroll and payroll deductions can be validated with information obtained from the master payroll file.

Tests of Details of Transactions
These tests involve traditional procedures of vouching and tracing to obtain evidence about
the processing of individual payroll transactions. In addition, the auditor should also give
consideration to payroll taxes, benefits, and determining the propriety of the cutoff of payroll
transactions at the end of the accounting period. Some or all of this type of testing may be
done as part of dual-purpose tests during interim work. Examples of vouching recorded entries in payroll accounts include the vouching of:
• T
 ransactions recorded in the payroll register to underlying source documents to determine the appropriateness of occurrence, accuracy, and classification of payroll
costs.
• Authorization of officers’ compensation by the board of directors.
Tracing transactions from time cards or other evidence of employees working to the payroll
register provides evidence for the completeness and accuracy of payroll costs.
Officers’ compensation may be audit sensitive for the following two reasons: (1) separate
disclosure of officers’ compensation is required in 10-K reports that public companies file
with the SEC, and (2) officers may be able to override controls and receive salaries, bonuses,
stock options, and other forms of compensation in excess of authorized amounts. For these
reasons, board of directors’ authorizations for officers’ salaries and other forms of compensation should be compared with recorded amounts. This test pertains to objectives related to
each category of assertions.
Depending on how pay periods are determined, there may be a risk of material misstatement associated with cutoff problems. If employees are paid every two weeks and payroll is
recorded when paid, it is possible that almost two weeks’ worth of payroll costs have not been
recorded at month-, quarter-, or year-end. The auditor should determine management’s procedures for accruing payroll costs, including the costs of gross payroll, payroll taxes, and other
benefits and test the completeness and accuracy of payroll accruals.
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Tests of Details of Balances
Tests of details of balances are similar to the search for unrecorded liabilities in the purchasing process. In large part, they focus on recalculating accruals and vouching subsequent cash
disbursements to underlying support. It is necessary for many companies to make a variety
of accruals at the balance sheet date for amounts owed to officers and employees for salaries and wages, commissions, bonuses, vacation pay, and for amounts owed to government
agencies for payroll taxes. Although the auditor’s primary concern for payroll expenses for
the year is with overstatement, for the year-end accruals the primary concern is with understatement. Also of concern is consistency in the methods of calculating the accruals from
period to period.
In obtaining evidence concerning the reasonableness of management’s accruals, the auditor should review management’s calculations or make independent calculations. Accruals
for payroll taxes should be compared with amounts shown on payroll tax returns. Additional
evidence is usually obtained by examining subsequent payments made on the accruals prior to
the completion of fieldwork. Evidence obtained from these tests should support the completeness, existence, valuation and allocation, and rights and obligations assertions.
Many companies offer significant pension and post-retirement benefits to employees.
A number of manufacturing companies have defined benefit pension plans that present
significant issues with respect to the measurement of pension expenses as well as pension
disclosures. The most significant risks are associated with misstatements in the valuation and
allocation assertion (determining pension expenses) and the presentation and disclosure assertions (writing the pension note). Defined benefit pension plans are normally subject to
requirements of the Employee Retirement Income Security Act (ERISA) of 1974, which usually requires a separate audit of the pension plan. The financial statement auditor can usually refer to the results of the ERISA audit when auditing pension expenses and disclosures.
When completing the ERISA audit, the auditor will usually employ an outside expert to audit
the important actuarial assumptions that are needed to determine pension expenses and the
projected benefit obligation. The auditor will have to comply with the requirements of AU-C
620 Using the Work of an Auditor’s Specialist or AS 1210 Using the Work of a Specialist. These
standards require the auditor to evaluate the reasonableness of the key actuarial estimates
made by the specialist, such as the discount rate that is used to determine the projected benefit
obligation and the long-term rate-of-return assumption used for the expected return on plan
assets. The discount rate should be in line with current annuity purchase rates for high-quality
fixed income investments. The long-term rate of return assumption should reflect the actual
and anticipated returns for the plan’s assets.

Tests of Disclosures
The most significant disclosures for payroll transactions are not covered as part of this discussion of routine payroll transactions. More complex payroll transactions involving stock
options, stock appreciation rights, and defined benefit pension plans require significant disclosures. However, these transactions are not covered as part of this appendix, which focuses
primarily on internal controls and substantive testing of a large volume of routine transactions, which rarely generate significant disclosures.

Before You Go On
15.1 Which assertion is of primary importance to the auditor in auditing payroll expenses? Why?
15.2 Explain the following audit test and the assertion(s) that are evaluated with this audit procedure: Vouch payroll expenses to supporting documents.
15.3 Explain the following audit test and the assertion(s) that are evaluated with this audit
procedure: Recalculate accrued payroll tax liabilities and vouch to subsequent cash
disbursements.
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Learning Objectives Review
Explain the nature of purchasing transactions and
balances.

1

The purchasing process includes three major classes of transactions:
(1) credit purchases, (2) cash disbursements, and (3) purchase adjustments. The primary balance sheet account in the purchasing process
is accounts payable. Illustration 12.1 summarizes the transactions
that go through the purchasing process, and Illustration 12.2 identifies the assertions relevant to the purchasing process. Remember, the
auditor must obtain sufficient, appropriate evidence for each material assertion, and an audit strategy for one assertion may be different
from the audit strategy for another assertion.

Evaluate how an auditor’s understanding of an entity
and its environment affects audit planning decisions related to purchases.
2

Different companies in different industries experience different risks
associated with the purchasing process. It is important for the auditor to understand how the company uses vendor financing (accounts
payable) to finance its operating cycle. Some companies with short
inventory turns are quite skillful in using vendor financing as a key
source of working capital. Auditors should also understand the importance of the entity’s supply chain to the business. Some raw materials or products may be very important to the business and auditors
need to understand the extent to which businesses may be vulnerable
to shortage of key products or materials. Finally, the auditor should
also understand how related party transactions influence the purchasing process, or the potential for legal restrictions that might influence an entity’s purchasing process.
3 Determine inherent risk for various assertions in the
purchasing process.
Common inherent risks in the purchasing process relate to the completeness of purchases, expenses, and payables. In addition, the
risk of misappropriation of assets may be significant due to unauthorized disbursements, fictitions vendors, collusion with vendors,
and weak controls in the purchasing process. Further, cutoff errors
may be frequent due to receiving goods prior to receiving vendor invoices. Finally, this section also provides an example of how analytical procedures might flag an increased risk of material misstatement
for some purchasing process assertions. It is critical for an auditor
to use professional skepticism to recognize factors that increase inherent risk in the purchasing process, so the auditor is responsive
to these risks.
4

Evaluate control activities for purchase transactions.

Each entity has a unique system of internal control tailored to the entity’s business model and its purchasing process. It is important for
the auditor to (1) understand the flow of transactions for purchases,
(2) identify what can go wrong in the purchasing process, and (3) assess
whether the client has controls to mitigate what can go wrong. Illustration 12.6 provides an example of the flow of transactions for credit

purchases. Illustration 12.7 addresses what can go wrong in the
process of making credit purchases and making cash disbursements, and common controls that might be found to mitigate these
risks. This section concludes with a discussion of key controls that
are often found related to relevant assertions for credit purchases
and accounts payable.
5 Evaluate control activities for cash disbursement
transactions.
This section continues the discussion of understanding the flow
of transactions related to cash disbursements. While an increasing number of cash disbursements is made by way of electronic
funds transfers, many U.S. companies continue to pay vendors with
checks. Illustration 12.9 summarizes what can go wrong in the cash
disbursement process along with common controls that might mitigate these risks. This section concludes with a discussion of key
controls that might be found related to relevant cash disbursement
transaction assertions.
6 Evaluate control activities in an evaluated receipt
settlement system.
Evaluated receipt settlement (ERS) is a highly automated business
process between suppliers and purchasers to electronically exchange
data and execute a purchase transaction. ERS recognizes that the key
elements of a purchase transaction involve (a) the nature and quantity of the goods received, (b) the price of the goods received, and
(c) the payment terms for the goods received. While an ERS system
is highly automated and documents are exchanged electronically, the
internal controls in an ERS system are similar to those found in any
sound purchasing system.
7 Evaluate control activities for purchase adjustment
transactions and purchasing process disclosures.
The final section on purchase transactions discusses common documents found when goods are returned to vendors and payables and
expenses are reduced. Common controls over purchase adjustments,
and controls over purchasing process disclosures, are also discussed
in this section of the chapter.
8 Determine how to design and perform tests of controls in the purchasing process and connect the results
of control testing to audit strategy.
This section related to controls in the purchasing process discusses
testing the controls identified for relevant assertions in the financial
statements. Remember, when the entity relies on significant IT application controls, the auditor must test (1) the effectiveness of IT general controls, (2) the effectiveness of the IT application controls, and
(3) the effectiveness of manual procedures to follow up on exceptions.
Once the auditor has evaluated controls, the auditor should consider
fraud risk in the purchasing process. Auditors should be particularly attentive to the potential for fraud related to fictitious vendors,
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kickbacks, bid rigging, and personal purchases with entity funds. Once
the auditor has determined the risk of material misstatement of each
assertion, the auditor can make decisions about what substantive tests
to perform, the timing of substantive tests, and the extent of substantive tests.
9 Assess detection risk and design substantive tests,
including audit data analytics, to address various assertions in the purchasing process.
This section outlines common substantive tests in the purchasing process. Illustration 12.10 provides a common audit program for substantive tests that might be found in the purchasing process, and this section
explains the importance of each of these tests. Given the risk of understatement of payables, auditors should understand procedures to
search for potential unrecorded liabilities. Further, given the risk of
understatement of payables, if auditors choose to confirm accounts
payable, they need to give equal attention to payables with small or
zero balances as they do to larger payables.
10* Explain the nature of payroll transactions and
balances.
The payroll process includes two major classes of transactions:
(1) paying payroll and (2) accruing payroll and payroll taxes at the
end of the period. The primary balance sheet account in the payroll process is payroll and payroll taxes payable. Illustration 12A.1
summarizes the transactions that go through the payroll process,
and Illustration 12A.2 identifies the assertions relevant to the payroll
process. Remember, the auditor must obtain sufficient, appropriate
evidence for each material assertion, and an audit strategy for one assertion may be different from the audit strategy for another assertion.

Evaluate how an auditor’s understanding of an entity and its environment affects audit planning decisions
in the payroll process.
11*

Different companies in different industries experience various risks
associated with the payroll process. It is important for the auditor
to understand the importance of human resources to the overall
entity (i.e., is the entity labor-intensive or capital-intensive?), the
nature of compensation (hourly compensation requires a different
control system than salaried compensation), and the importance of
various compensation packages such as bonuses or other compensation arrangements.
12* Determine inherent risk for various assertions in
the payroll process.

Common inherent risks in the payroll process relate to the completeness of payroll expenses and payables, particularly when pay periods
do not align with month-end. The accuracy assertion may be at risk
depending on the complexity of payroll calculations (e.g., complex
bonus schemes), Finally, fraud risks relate to paying fictitious employees or keeping employees on the payroll after they leave the
organization.
13*

Evaluate control activities for payroll transactions.

Each entity has a unique system of internal control tailored to the
entity’s business model and its payroll process. It is important for
the auditor to (1) understand the flow of transactions for payroll,
(2) identify what can go wrong in the payroll process, and (3) assess whether the client has controls to mitigate what can go wrong.
Illustration 12A.5 provides an example of the flow of transactions
for payroll. Illustration 12A.6 addresses what can go wrong in
the payroll process and common controls that might be found to
mitigate these risks. This section concludes with a discussion of
key controls that are often found related to relevant assertions for
payroll.
14* Determine how to design and perform tests of controls in the payroll process and connect the results of
control testing to audit strategy.
This final section related to controls in the payroll process discusses
testing the controls identified for relevant assertions in the financial statements. Remember, when the entity relies on significant IT
application controls the auditor must test (1) the effectiveness of
IT general controls, (2) the effectiveness of the IT application controls, and (3) the effectiveness of manual procedures to follow-up
on exceptions. Once the auditor has evaluated controls, the auditor
should consider fraud risk in the payroll process. Once the auditor
has determined the risk of material misstatement of each assertion, the auditor can make decisions about what substantive tests
to perform, the timing of substantive tests, and the extent of substantive tests.
15* Assess detection risk and design substantive tests,
including audit data analytics, to address various assertions related to payroll.
This section outlines common substantive tests in the payroll process. Illustration 12A.7 provides a common audit program for substantive tests that might be found in the payroll process. Given the
risk of understatement of payroll payables, auditors should understand procedures to evaluate payroll accruals at the end of the accounting period.

Key Terms Review
Advance shipping notice (ASN)
Bid rigging
Electronic invoice presentment and payment
(EIPP) systems

Evaluated receipt settlement (ERS)
Examining subsequent payments
*Imprest payroll bank account
Kickback

*Payroll process
Purchasing process (procurement process)
Search for unrecorded liabilities
Third-party payment processor
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Background Information
During the year, Mid-City State University purchased approximately $5 million of office equipment under its “special” ordering
systems, with individual orders ranging from $5,000 to $30,000.
“Special” orders involve low-volume items that have been included in an authorized user’s budget. Department heads include
in their annual budget requests for the type of office equipment
needed and the dollar amounts at their estimated cost. The budget, which limits the types and dollar amounts of office equipment
a department head can requisition, is approved at the beginning
of the year by the board of regents. Department heads prepare a
purchase requisition form for equipment and forward the requisition to the purchasing department. Mid-City’s ordering system
functions as follows:
Purchasing. Upon receiving a purchase requisition, a buyer verifies that the person requesting the equipment is an authorized department head and compares the purchase requisition with the unused
budget. The buyer then selects the appropriate vendor by searching
the various vendor catalogs on file and then emails the vendor and
confirms a price quotation. The buyer next processes a prenumbered
purchase order with the original sent to the vendor. The purchase
order information is sent electronically to the requisitioning department and stored in the system to be accessed by purchasing, receiving, and accounts payable. Once a month, the buyer reviews a report
of unfilled orders to follow up and expedite open orders.
Receiving. The receiving department can access a copy of the
purchase order online, without quantities. When office equipment
is received, the receiving clerk accesses the purchase order electronically to complete a receiving report, noting the date and types
and quantities of goods received. Goods are then delivered to the
requisitioning department.
Accounts payable. The IT system maintains an open purchase
order file. When a vendor’s invoice is received, the invoice is entered into the system and matched with the applicable purchase
order. A payable is set up by debiting the equipment account of
the department for the invoiced items. The accounts payable clerk
carefully compares the information on the vendor invoice with
the underlying purchase order before submitting the vendor’s
invoice to the accounts payable system. The vendor’s invoice is
then filed with the purchase order by purchase order number in
a paid invoice file, and the check is forwarded to the treasurer for
signature. At the end of every month, an accounts payable clerk
compares the total of unpaid invoices in the IT database with the
general ledger control account for accounts payable. Monthly,
university administration and department heads receive a report
comparing recorded departmental expenses and capital expenditures with budgets.

Identify the Issues
Evaluate Mid-City State University’s transaction-level controls related to the recording of purchases. If any controls are evaluated
as weak, prepare a list of recommended controls for management.

Gather Information and Evidence
Important information includes:
• Payables are recorded when the vendor’s invoice is received.

• I nformation on the vendor’s invoice is compared with the
purchase order.
• Budgetary controls appear to be placed in operation.
• R
 eview of the recording of the purchase and accounts payable is performed by the AP clerk that enters the information.

Analysis and Evaluation of Alternatives
• T
 here is no comparison of receiving reports with the recording of purchases to test for completeness.
• P
 urchases are not recorded until the vendor’s invoice is received, which increases the likelihood of completeness and
cutoff problems.
 here is no independent check of the recorded purchase with
• T
the receiving report to control the occurrence of purchases.
• T
 here is no independent check of the recorded purchase
with underlying vendor information, quantities on the
receiving report, or prices on the purchase order to control
the accuracy of purchases.
 here is no independent check of the recorded purchase with
• T
account classification on the purchase order to control the
classification of purchases. There may be a compensating
control if department heads carefully review items charged
to their department budgets.

Conclusions Regarding Internal Controls in the
Purchasing Process
Internal controls over the recording of purchases are weak for the
following transaction class assertions: completeness, occurrence,
accuracy, cutoff, and classification. Control risk should be assessed
at the maximum for these assertions. Further, the auditor should
recommend the client implement the following controls:
 ompleteness: On a daily basis, the software application
• C
should generate a report to be reviewed and items cleared
related to all receiving reports that have not resulted in the
recording of a purchase and payable.
• O
 ccurrence: On a daily basis, the software application should
generate a report to be reviewed and items cleared related to all
recordings of a purchase and a payable that are not supported
by receiving reports with matching quantities of items received.
• A
 ccuracy: On a daily basis, the software application should
generate a report to be reviewed and items cleared related to
all recordings of a purchase and a payable that are not supported by receiving reports with matching quantities of items
received or purchase orders with matching prices.
• C
 utoff: On a daily basis, the software application should generate a report to be reviewed and items cleared comparing
dates on receiving reports with dates on the recording of a
purchase and a payable.
 lassification: On a daily basis, the software application
• C
should generate a report to be reviewed and items cleared
comparing account classification on the recording of a purchase and a payable with account classification on the underlying purchase requisition.
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CPAexcel
CPAexcel questions and other resources are available in WileyPLUS.

Multiple-Choice Questions
1. (LO 1) The purchasing process normally includes all of the following transactions:
a. purchases, inventory transactions, and cash receipts.
b. purchases on account, purchase returns, and cash receipts.
c. p
 urchases on account, purchase returns, and cash disbursements.
 urchases of inventory, plant and equipment, and depreciad. p
tion.
2. (LO 2) Which of the following industries would have the greatest
concerns about purchases cutoff at month end, unrecorded liabilities,
and accounting for advertising allowances provided by vendors?
a. Manufacturer of construction equipment.
b. Retail grocer.
c. Hotel.
d. Local school district.
3. (LO 3) If the auditor is concerned about the risk of fraud in the
purchasing process, which of the following best describes the auditor’s potential fraud risk assessments?
a. F
 raudulent financial reporting–high risk; misappropriation
of assets–high risk.
b. Fraudulent financial reporting–high risk; misappropriation
of assets–low risk.
c. Fraudulent financial reporting–low risk; misappropriation of
assets–high risk.

billed was received. Assume the software application prepares an exception report and follow-up procedures are effective. IT application
edit checks compare:
a. q
 uantities and prices on the voucher with quantities and
prices on the purchase order.
b. q
 uantities on the vendor’s invoice with quantities entered in
receiving.
c. q
 uantities and prices on the voucher with quantities and
prices on the vendor’s invoice.
d. q
 uantities times price on the voucher with the amount of
cash disbursements.
7. (LO 4) Which of the following IT application control procedures
would be most effective in assuring that recorded purchases are accurately recorded for transactions that actually occurred?
a. T
 he software application compares the quantity ordered from
purchase order information with the quantity received from
the receiving department.
b. V
 endor invoice information is compared with purchase order
information.
c. R
 eceiving reports require the signature of the individual who
authorized the purchase.
d. T
 he software application matches voucher information with
information supporting purchase orders, receiving reports,
and vendor invoices.

d. Fraudulent financial reporting–low risk; misappropriation of
assets–low risk.

8. (LO 5) Which of the following controls would most likely prevent
a vendor’s invoice from being paid twice?

4. (LO 3) The auditor is studying a ratio of accounts payable turnover in days. Which of the following indicates a potential risk of unrecorded liabilities?

b. T
 he software application compares information on the check
with information on the receiving report.

a. A
 ccounts payable turnover in days increased from 28 days to
45 days from year one to year two.
b. A
 ccounts payable turnover in days increased from 28 days to
30 days from year one to year two.
 ccounts payable turnover in days decreased from 28 days to
c. A
15 days from year one to year two.
d. A
 ccounts payable turnover in days decreased from 30 days to
25 days from year one to year two.
5. (LO 4) The internal document commonly used to record a credit
purchase in the purchases journal is a:
a. purchase requisition.
b. purchase order.
c. vendor’s invoice.
d. voucher.
6. (LO 4) Describe the IT application control procedure that provides assurance that all the merchandise for which the client was

a. An independent bank reconciliation is prepared.

c. T
 he software application compares the daily total in the cash
disbursements journal with the total vouchers submitted for
payment.
d. T
 he software application has a field that identifies a vendor’s invoice has been paid and the voucher number cannot be reused.
9. (LO 6) An evaluated receipt system is:
a. a highly automated business process between suppliers and
purchasers to exchange data electronically to execute a purchase transaction.
b. a highly automated business process between retailers and
customers to receive payment electronically for a purchase
transaction.
c. a highly automated process between suppliers and purchasers
to manage the receipt of goods.
d. a highly automated process associated with the initiation of a
purchase transaction.

 Review Questions
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10. (LO 7) The key documents involved in recording a purchase adjustment involve:

d. a bank account where a company only deposits sufficient
funds to process gross payroll amounts.

a. a purchase return authorization, a shipping report, and a
debit memo.

*15. (LO 11) When auditing the payroll process, the auditor will normally want to understand:

b. a vendor’s invoice, a receiving report, and a credit memo.
c. a purchase order, a vendor’s invoice, and a voucher.
d. a purchase return authorization, a shipping report, and a
credit memo.
11. (LO 8) Assume an auditor is testing an IT application control
over the accuracy of purchases. The auditor is most likely to submit
test data for a:
a. voucher with different quantities than on the receiving report.
b. purchase order without appropriate authorization.

a. the relationship between payroll and significant customers.
b. t he extent to which a company is capital-intensive or laborintensive.
c. t he predictability of the relationship between payroll expense
and capital expenditures for the year.
d. t he relationship between net payroll and the company’s tax
liability.
*16. (LO 12) An inherent risk of major concern to the auditor in the
payroll process is:

c. voucher with no receiving report.

a. the completeness of payroll.

d. purchase order with an invalid vendor number.

b. the occurrence assertion for payroll.

12. (LO 9) Which of the following procedures is best for identifying
unrecorded trade accounts payable?
 xamining unusual relationships between monthly accounts
a. E
payable balances and recorded cash payments.
b. R
 econciling vendors’ statements to the file of receiving reports
to identify items received just prior to the balance sheet date.
c. I nvestigating payables recorded just prior to and just subsequent to the balance sheet date to determine whether they are
supported by receiving reports.
 eviewing cash disbursements recorded subsequent to the
d. R
balance sheet date to determine whether the related payables
apply to the prior period.
13. (LO 9) An auditor decided to confirm accounts payable to accomplish a low level of detection risk for the completeness assertion.
Which of the following is the most reasonable sampling plan?

c. the occurrence and cutoff assertions for payroll.
d. the completeness and occurrence assertions for payroll.
*17. (LO 13) A client just read about a business paying extraordinary
sums of money to a variety of employees. How would the client company use an IT application control to prevent this type of valuation
problem?
a. Test a check digit embedded in the employee number.
b. Perform a limit test related to the class of employee.
c. Check the employee number against the master payroll file.
 ompare the total number of payroll disbursements with a
d. C
predetermined batch total.
*18. (LO 14) An auditor may plan to test controls in the payroll process because, among other factors:
a. the chance of employee fraud is remote.

a. C
 onfirm accounts payable with an emphasis on all vendors
including zero and small balances.

 utside governmental auditors spend considerable time inb. o
vestigating the payroll area in most companies.

 onfirm accounts payable with an emphasis on the largest
b. C
account payables.

c. a udit risk in the area relates primarily to the hiring of competent personnel.

c. C
 onfirm accounts payable using probability-proportionateto-size sampling.

d. p
 ayroll transactions are generally routine and processed in
a high volume, which makes controls effective for management to employ.

d. C
 onfirm accounts payable with an emphasis on new vendors,
irrespective of the size of the account balance.
*14. (LO 10) An imprest payroll bank account is:
a. a bank account where a company only deposits sufficient
funds to process net payroll transactions.

*19. (LO 15) Which of the following audit assertions is least likely
to be accomplished by vouching payroll transactions to supporting
documentation (e.g., time cards and employee contracts)?
a. The occurrence of payroll transactions.

b. a bank account that processes all payroll withholding
transactions.

b. The completeness of payroll transactions.

c. a bank account devoted to all payroll transactions.

d. Proper cutoff related to payroll transactions.

c. The accuracy of payroll transactions.

Review Questions
R12.1 (LO 1)

Explain the transactions in the purchasing process.

R12.2 (LO 2) Explain how the risk of material misstatement in the
purchasing process is different for a hotel than it is for a manufacturer
of gas and oil field equipment.

R12.3 (LO 3) What are the greatest inherent risks in the purchasing process? Explain the assertions that are at risk and the underlying
drivers causing an increase in inherent risk.
R12.4 (LO 4) Assume that your client is a private company that
manufacturers wedding rings. The company’s raw materials are gold,
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silver, platinum, and gem stones. Explain the expected flow of transactions, the documents, and accounting system from purchasing raw
materials to paying for raw materials.

*R12.11 (LO 11) Explain how the risk of material misstatement in
the payroll process is different for a manufacturer of gas and oil field
equipment than it is for a university.

R12.5 (LO 5) Explain a typical control preventing, or detecting and
correcting, duplicate payment of a vendor’s invoice in a purchasing
system.

*R12.12 (LO 12) What are the greatest inherent risks in the payroll
process? Explain the assertions that are at risk and the underlying
drivers causing an increase in inherent risk.

R12.6 (LO 5) Explain a typical control preventing, or detecting and
correcting, payments to a fictitious vendor.

*R12.13 (LO 13) Assume that you are auditing a software company that has mostly salaried employees. Explain the expected flow of
transactions, documents, and accounting system from hiring a new
employee to paying payroll.

R12.7 (LO 6) Assume that your client is a major grocery chain that
uses evaluated receipt settlement (ERS) for 75% of its purchases. Explain the flow of transactions from the purchasing of products (e.g.,
various household cleaning supplies) for various grocery stores to the
payment for products using an ERS system.

*R12.14 (LO 13) Explain a typical control preventing, or detecting
and correcting, payments to a fictitious employee.

R12.8 (LO 7) Explain the flow of transactions for purchase
returns.

*R12.15 (LO 13, 14) Explain a typical IT application control to prevent paying an inappropriate wage rate. Also, explain how you would
test the control.

R12.9 (LO 9) Explain how examining subsequent payments paid
after the balance sheet date (or a cutoff date) is a useful test of the
completeness of purchases and payables.

*R12.16 (LO 15) Explain how an auditor might use ADA when
auditing payroll. Explain the assertions being analyzed and what
might be considered an outlier given the test that you suggest.

*R12.10 (LO 10) Assume that a company has numerous hourly employees that it pays every Friday. Explain the transactions expected in
this payroll process.

Analysis Problems
AP12.1 (LO 2) Basic Knowledge of the entity and its environment Your client is a local
independent grocer with five stores which competes with a number of large grocery chains. It purchases goods from several large grocery supply chains as well as from various vendors that sell
directly to the store. Some vendors offer various advertising rebates or other price concessions for
stocking goods.

Required
Explain how your knowledge of the business and industry would impact your audit of total purchases
and accounts payable for the client.
AP12.2 (LO 2) Moderate Analytical procedures The following information was taken from the
accounting records for Aurora Manufacturing, Inc.:

Year 5
Unaudited

Year 4
Audited

Year 3
Audited

Year 2
Audited

Year 1
Audited

$ 525,000

$ 460,000

$ 390,000

$ 310,000

$ 225,000

1,350,000

1,175,000

950,000

750,000

600,000

Accounts payable

115,000

113,000

97,500

85,000

70,000

Current liabilities

545,000

535,000

440,000

380,000

320,000

Sales

2,700,000

2,050,000

1,750,000

1,400,000

1,200,000

Cost of goods sold

1,650,000

1,225,000

1,025,000

850,000

725,000

31

30

29

30

10.7

11.2

10.9

11.1

1.9

2.2

2.3

2.1

Inventory
Current assets

Industry Median
Accounts payable turnover days
Cost of goods sold to average
accounts payable
Current ratio
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Required
a. Calculate the following information and ratios for years 2, 3, 4, and 5:
1. Purchases.
2. Accounts payable turnover in days.
3. Cost of goods sold to average accounts payable.
4. Current ratio.
b. Describe the implications of the resulting ratios for the audit strategy in year 5. What specific audit
objectives are likely to be misstated? How should the auditor respond in terms of potential audit
procedures?
AP12.3 (LO 6) Moderate Internal control evaluation—cash disbursements Management has
requested a review of internal control over cash disbursements for parts and supplies purchased at
manufacturing plants. Cash disbursements are centrally processed at corporate headquarters based on
disbursement vouchers prepared and approved at manufacturing plants. Each manufacturing plant
purchases parts and supplies for its own production needs.
In response to management’s request, a thorough evaluation of internal control over disbursements
for manufacturing plant purchases of parts and supplies is being planned. As a preliminary step in planning the engagement, each plant manager has been requested to provide a written description of his or
her plant’s procedures for processing disbursement vouchers for parts and supplies. Presented below are
some excerpts from one of the written descriptions.
1. The purchasing department acts on purchase requisitions issued by the parts department.
2. A software application generates prenumbered purchase orders based on information submitted by
buyers in purchasing.
3. Receiving has complete access to purchase order information in the IT system.
4. When goods are received, the receiving department logs the shipment in the IT system by indicating
that the purchase order was received and forwards this electronically to accounts payable.
5. When the vendor invoice is received, it is entered into the IT system and matched electronically
with purchase order and receiving information. Discrepancies are printed on an exception report for
follow-up by accounts payable personnel.
6. The software application checks the clerical accuracy of information on vendor invoices. Discrepancies are printed on an exception report for follow-up by accounts payable personnel.
7. A prenumbered disbursement is prepared and forwarded along with supporting documentation to
the plant controller who reviews and approves the voucher.
8. Supporting documents are returned to accounts payable for filing, and approved disbursement
vouchers are forwarded to corporate headquarters for payment.
9. A report listing checks issued by corporate headquarters is received and promptly filed by accounts
payable.

Required
For each of the disbursement system procedures listed above, state whether the procedure is consistent with good internal control and describe how each procedure strengthens or weakens internal
control.
Consistent/Inconsistent

Strengthens or Weakens

1. (Example) Consistent

Purchase requisitions provide the authorization for purchasing to order.

AP12.4 (LO 9) Moderate Accounts payable assertions/confirmations Mincin, CPA, is the auditor of the Raleigh Corporation. Mincin is considering the audit work to be performed in the accounts
payable area for the current year’s engagement.
The prior year’s papers show that confirmation requests were mailed to 100 of Raleigh’s 1,000 suppliers. The selected suppliers were based on Mincin’s sample that was designed to select accounts with
large dollar balances. A substantial number of hours were spent by Raleigh and Mincin resolving relatively minor differences between the confirmation replies and Raleigh’s accounting records. Alternative
auditing procedures were used for those suppliers who did not respond to the confirmation requests.
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Required
a. Identify the accounts payable assertions that Mincin must consider in determining the substantive
tests to be performed.
b. Identify situations when Mincin should use accounts payable confirmations and discuss whether
Mincin is required to use them.
c. Discuss why the use of large dollar balances as the basis for selecting accounts payable for confirmation might not be the most efficient approach and indicate what more efficient procedures could be
followed when selecting accounts payable for confirmation.
(AICPA adapted)

AP12.5 (LO 9) Moderate Search for unrecorded liabilities You were in the final stages of
your audit of the financial statements of Ozine Corporation for the year ended December 31, 2022,
when you were consulted by the corporation’s president, who believes there is no point in your
examining the 2023 voucher register and testing data in support of 2023 entries. He stated that
(a) bills pertaining to 2022 that were received too late to be included in the December voucher register
were recorded as of the year-end by the corporation by journal entry, (b) the internal auditor made
tests after the year-end, and (c) he would furnish you with a letter certifying that there were no unrecorded liabilities.

Required
a. Should a CPA’s search for unrecorded liabilities be affected by the fact that the client made a journal
entry to record 2022 bills that were received late? Explain.
b. Should a CPA’s search for unrecorded liabilities be affected by the fact that a letter is obtained in
which a responsible management official certifies that to the best of his knowledge all liabilities have
been recorded? Explain.
c. Should a CPA’s search for unrecorded liabilities be eliminated or reduced because of the internal
audit tests? Explain.
d. Assume that the corporation, which handled some government contracts, had no internal auditor
but that an auditor for a federal agency spent three weeks auditing the records and was just completing his work at this time. How would the CPA’s unrecorded liability search be affected by the work
of the auditor for a federal agency?
e. What sources, in addition to the 2023 voucher register, should the CPA consider to locate possible
unrecorded liabilities?
(AICPA adapted)

AP12.6 (LO 9) Moderate Substantive tests for accounts payable Taylor, CPA, is engaged in the
audit of Rex Wholesaling for the year ended December 31, 2022. Taylor performed a proper study of
the internal control structure relating to the purchasing, receiving, trade accounts payable, and cash
disbursement processes, and has decided not to proceed with tests of controls. Based on analytical procedures, Taylor believes that the trade accounts payable balance on the balance sheet as of December 31,
2022, may be understated.
Taylor requested and obtained a client-prepared trade accounts payable schedule listing the total
amount owed to each vendor.

Required
What additional substantive procedures should Taylor apply in auditing trade accounts payable?
(AICPA adapted)

AP12.7 (LO 9) Challenging Fraud Research SEC In 2003, the Securities and Exchange
Commission released an Accounting and Auditing Enforcement Release (AAER) describing charges and
discipline against TruServ Corporation and the company’s chief financial officer. The charges claim
that TruServ underestimated the accrual for merchandise payable.

Required
Find and read the 2003 AAER related to TruServ Corporation. Explain the scheme that the company used
to understate the accrual for merchandise payable. Finally, what audit procedures might an auditor use
to uncover this misstatement?
*AP12.8 (LO 13) Moderate Internal control questionnaire—payroll Butler, CPA, has been
engaged to audit the financial statements of Young Computer Outlets, Inc., a new client. Young is a
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privately owned chain of retail stores that sells a variety of software and video products. Young uses an
in-house payroll department at its corporate headquarters to compute payroll data and to prepare and
distribute payroll checks to its 300 salaried employees.
Butler is preparing an internal control questionnaire to assist in obtaining an understanding of
Young’s internal control structure and in assessing control risk.

Required
Prepare a “Payroll” segment of Butler’s internal control questionnaire that would assist in obtaining an
understanding of Young’s internal control structure and in assessing control risk. Focus on preparing
questions about payments based on hourly rates and payroll tax accruals other than withholdings.
Use the format in the following example:
Questions

Yes

No

1. Are paychecks prenumbered and accounted for?
2.
3.

*AP12.9 (LO 13) Moderate Control activities in payroll processing As part of the audit of
Beach Land Construction, you are assigned to review and test the payroll transactions. Beach Land Construction is a privately owned company, which has about 30 full-time employees, and another 30 to 60
part-time employees, depending on the company’s needs. All employees, job foreman, and other workers are paid hourly wages. Your procedures show the payroll register was properly footed, totaled, and
posted. The company keeps a separate bank account for payroll transactions, which normally carries a
balance between $2,000 and $10,000.
Based on your conversations with the owner and bookkeeper, you determine the following:
1. Any new employee is interviewed by and hired by the owner of the company. Upon being hired,
the new employee must complete appropriate IRS and other withholding forms. This information is
given to the bookkeeper.
2. At the end of every day, the job foreman phones the owner to report the number of hours worked by
each employee on the job. The owner then reports this information to the bookkeeper.
3. Each Friday at the end of the day, the bookkeeper prepares payroll based on the number of hours
reported by the owner for each employee, the employee’s wage rate, and withholdings. The bookkeeper then prepares payroll checks.
4. The owner gives checks a cursory scan and signs the checks at the end of the day on Friday. On
Monday morning, the owner has a meeting with all job foremen. Payroll checks are given to each
job foreman who then distributes the checks to employees every Monday.
5. At the end of the month, the bookkeeper performs a monthly bank reconciliation on the payroll
bank account, and writes and posts any needed adjusting journal entries.

Required
a. Identify any significant deficiencies or material weaknesses in the payroll procedures used in the
payroll system for Beach Land Construction.
b. For each significant deficiency or material weakness you identify, recommend an improvement to
correct the deficiency.
*AP12.10 (LO 14) Moderate Potential misstatements/tests of controls—payroll The following
questions are included in the internal control questionnaire on control procedures for payroll transactions in the Pena Company:
1. Are pay rates, payroll deductions, and terminations authorized by the personnel department?
2. Are time clocks and clock cards used?
3. Is there supervisory approval of time worked by each employee?
4. Are electronic payroll deposits appropriately authorized?
5. Is there internal verification of payroll checks with payroll register data?
6. Is access restricted to personnel and employee earnings master files?
7. Is hiring of new employees authorized by personnel department?
8. Are payroll tax returns and payment of payroll taxes reviewed for accuracy and for timely filing?
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Required
a. Identify a misstatement that may occur if a NO answer is given to each question.
b. Identify a possible test of controls assuming a YES answer is given to each question. (Present your
answers in tabular form using separate columns for each part.)

Audit Decision Cases
Construction Industry Resources, Inc.
This case has two phases. Question C12.1 is based on Phase I. Question C12.2 is based on Phase II.

Phase I: Company Background and Internal Control Evaluation
Construction Industry Resources, Inc. (CIRI), a C corporation, supplies building material to contractors
and construction sites in a major metropolitan area. Today, CIRI has approximately $60 million in total
assets and generates approximately $250 million in annual revenues. Les Browning, the majority shareholder, purchased CIRI five years ago when sales were approximately $90 million per year and it was
the only building supply business in the area. Les Browning owns 70% of CIRI, a business associate who
is not active in the operation of the business owns 10% of the business, and two family members (Les
Browning’s father and his brother) own 10% each. The other shareholders hold management positions
in other businesses (not in the construction industry) and are not active in day-to-day management. Five
years ago, Les owned only 55% of the business and he purchased 5% from each of the other shareholders
based on an independent valuation of the business two years ago. Les plans to purchase 100% of the common stock outstanding sometime in the next five years. Les has prided himself on his ability to grow sales
and profits of the company and he looks forward to another 10 to 15 years of running the company, and
enjoying the benefits of ownership, before considering an exit strategy and retirement.
The board of directors is composed of the four shareholders, a representative of CIRI’s major lender,
the corporation’s attorney, and its controller, Craig Ferris. The board of directors meets semiannually to
review the company’s performance and make decisions regarding officer bonuses and dividends. Unlike
public companies, CIRI does not have an audit committee. An audit is needed for the bank and other
creditors, and the auditor meets annually with the board as a whole.
CIRI is composed of two major divisions. One division is involved in the purchase and sale of lumber, building materials, hardware, and related products. The other division is a lumber brokerage business. The building supply division competes in a very competitive business environment where business
must be earned on both price competitiveness and on quality of service. The building supply division
has three retail/wholesale outlets in a major metropolitan area of approximately 2 million people. The
lumber brokerage business is also extremely price-competitive. As a result, the company operates on relatively high ratios of sales to total assets (high asset turnover), and profit margins are low.
When Les came to CIRI, he had a strong sales background. He therefore focused his attention first
on customer relations and building sales in the building supply business, paying attention to CIRI’s relationships with the major general contractors and builders in the community. Les knew that profit margins
were going to be thin, so he focused his energies on growing sales volume. Then, three years ago, he
decided to launch the lumber brokerage division, which allowed CIRI direct access to lumber markets as
well as allowed the company to continue a strong growth trend in total revenues.
Craig Ferris has been CIRI’s controller for 30 years, and he continued with the company when Les
Browning and the other shareholders acquired it. Les is comfortable with Craig’s skills and knows that
he will have to increase the salary for the position to hire a replacement when Craig retires. Craig, while
not a CPA, has a competent understanding of GAAP and knows many of the suppliers and general contractors in the construction business. In addition to completing monthly income statements and balance
sheets for the company, Craig has paid a great deal of attention in recent years to the lumber brokerage
business, particularly to understanding and attempting to control the business risks associated with price
volatility in the lumber markets.
Craig also reviews each store’s overall performance when the financial statements are prepared each
month, but the company does not have sufficient staff or time to develop budgets. Accountability for store
performance is very informal. Store managers are paid competitive salaries, but they receive no bonuses.
Therefore, accounting numbers do not play in the determination of store managers’ compensation packages. Further, Craig and Les feel that it would be too time-consuming to develop budgets that reflect the
seasonal nature of the business, and they feel that interim financial statements are sufficient to control
the business.
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You have been assigned to the audit of the building supplies division, specifically the purchasing
process, which consists primarily of the acquisition of inventories (many of which are delivered directly
to building sites), the inventory process, and accounts payable.

Information and Communication and Control Activities
With respect to the accounting system and control activities, Les has been rather hands-off, focusing his
attention on sales growth and lumber brokerage. Les has been satisfied with Craig’s ability to produce
income numbers within 15–20 days after month-end, and he has relied on the annual audit to ensure that
the accounting system is working correctly. In past audits, Les and Craig have accepted auditor-proposed
journal entries related to the allowance for doubtful accounts and inventory shrinkage (a perpetual problem
in the construction industry), but routine transactions have not resulted in significant audit problems.
Three ongoing issues have been raised in prior management letters:
1. There is a segregation of duties problem in cash disbursements as Craig has access to the supply of
unused checks, he signs checks, and he performs the monthly bank reconciliations.
2. A similar segregation of duties issue has been raised regarding the activities of Wendy Roberts, who
authorizes credit, maintains accounts receivable records, and follows up on bad debts. However,
Craig has responsibility for writing off bad debts.
3. There is no formal system and review associated with adding new vendors or new customers to
master vendor and customer files.
Les and the other owners have not taken action on these issues as no significant audit adjustments
have been proposed related to these problems that they believe are due to a company with a small accounting staff. The owners have viewed the audit adjustments to the allowance for doubtful accounts as
an issue where they welcome the oversight provided by outside auditors.
A major change in the accounting system was planned last year and implemented at the beginning of the
current year (2022) when one of CIRI’s major suppliers, Contractors Wholesale Supply (CWS), approached
CIRI about implementing a purchasing system with electronic data interchange (EDI). Les was eager to move
forward with the system as it would keep CIRI on the cutting edge. In general, the EDI system allows CIRI to
order goods electronically. CWS sends electronic sales invoices, and CIRI makes weekly payments by electronic
funds transfer through a bank where both CWS and CIRI have accounts. Les sees that the process expedites
shipments to customers, and CIRI receives a 1% discount on all shipments ordered through the system. Craig
was also willing to make the change, as a significant portion of the operating system was resident with the
supplier, and only modest programming changes were necessary at CIRI.
Craig delegated implementation of the EDI system to Dennis Brewer. Dennis has been with the
company for several years and has demonstrated strong technology skills. Dennis is also responsible for
accounts payable and accounting for inventories. Dennis looks at the systems project as a real opportunity to demonstrate his skills. Dennis has been disappointed that he has not advanced faster in the
organization. He has commented to colleagues about his frustration that most of his college friends have
achieved management roles in their jobs, and they are earning good salaries and bonuses. Dennis has
several children in private school and feels that this is his opportunity to earn advancement, status, and
the salary he wants and needs.
Following is a brief description of how the new EDI purchasing system functions at CIRI:
Initiating purchases. Several buyers are responsible for purchasing inventory, managing store inventories, and making sales to general contractors and the larger builders in the metropolitan area.
The buyers determine inventory to order based on their review of inventory on hand and requests from
customers. Based on perceived inventory needs, the buyer can log onto the CSW/CIRI system using
passwords, and electronically place a CIRI prenumbered purchase order directly with CWS online in real
time. CWS confirms the order electronically, and an electronic sales order is sent from CWS to Dennis.
Dennis receives exception reports each morning of any mismatches between CIRI purchase orders and
CWS sales orders. (CWS writes sales orders based on inventory that they have in stock.) Dennis tracks
all purchases based on the prenumbered purchase orders. Buyers have restricted access to only the order
side of the system. (Buyers can also monitor all inventory quantities.) Receiving access has been given
only to the warehouse clerks at each store. Dennis has full access to the system.
Receiving goods. When shipments are received from CWS, they are counted by the warehouse clerk
at each of CIRI’s three stores. The clerk then logs into the CWS/CIRI system and enters quantities received in the electronic equivalent of a prenumbered receiving report. The electronic receiving report is
sent from each store to Dennis. Further, approximately 35% of purchases are drop-shipped directly to
customer locations. In other words, a building contractor will call a CIRI buyer, who will order the goods
from CWS and have them shipped directly to the building site. The warehouse clerk at each store has
responsibility for following up on drop shipments with customers and filing electronic receiving reports
for drop shipments. Experience shows that this is a low priority for these warehouse clerks, and it often
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takes nagging by Dennis each week to get these reports filed. This had also been a problem in the manual
system in that on-site project managers were not good about signing delivery reports. When the warehouse clerk at the responsible store files an electronic receiving report for drop shipments, the clerk also
has responsibility for filing a shipping report to initiate CIRI’s customer billing process.
The receiving information updates the perpetual inventory records for all items received at one
of the three stores. The perpetual inventory is not updated for drop shipments. The buyers informally
review the accuracy of the perpetual inventory for reasonableness. A full physical inventory is done at
year-end, and the stores are closed for that event.
Recording payables. When CWS ships goods, an invoice is electronically sent to Dennis. Each day,
Dennis receives a system-generated report of items that have been ordered from CWS, a report of items
ordered that have not been received, and a list of all billings that have not been matched with prenumbered receiving reports. Dennis pays the most attention to these reports on Wednesdays and Thursdays so
that all billings are cleared for electronic payment on Friday. He particularly follows up on items where
electronic invoices have been received from CWS that have not yet been matched with receiving reports
sent from the stores. He then files these exception reports by date with his notations on the various reports. Once the electronic receiving report is electronically matched with the sales invoice, a payable is
established and Dennis approves payment of the invoice.
Electronic funds transfer. Every Friday, the total of approved invoices is paid via electronic funds
transfer though a national bank from CIRI to CWS. Craig is responsible for reviewing and approving a
list of cash disbursements before they are run. With respect to the EDI system, Craig performs an overall
reasonableness check on the volume of activity with CWS.
Craig feels that the system has greatly reduced the paperwork, made the office more efficient, and
allowed the company to maintain margins in a very competitive marketplace. Dennis was happy to work
on the project and was pleased to be given the increased responsibility. However, Dennis was overheard
in the lunchroom to have been disappointed that neither pay nor promotion advances were received as
he expected, and that he is not earning what he deserves. Dennis expressed frustration that his career was
going nowhere and that Craig and Les were too tight-fisted with promotion and recognition for making
the transition go smoothly.
C12.1 (LO 1, 3, 4, 6, 7) Challenging Understanding internal control, fraud risk assessment,
and substantive tests
a. Analysis and evaluation: Evaluate the effectiveness of the CIRI’s control environment. You may
evaluate each individual component of the control environment but then develop an overall
conclusion regarding the control environment and its influence on other aspects of internal
control.
b. 1. Analysis and evaluation: Using the table below, evaluate the factors associated with the risk of
fraud and the effectiveness of control activities with respect to the occurrence assertion for purchases and payables associated with the EDI purchasing system.
Fraud Risk Factors
Assertion

Incentives/
Pressures

Opportunity

Attitude and
Rationalization

Control
Activities

Possible
Misstatements

Occurrence
purchases
and payables
		 2. Analysis: Identify internal control deficiencies that you find in the EDI purchasing system.
c. Evaluation: Prepare a letter with the two most important internal control recommendations that
you have for management. Each specific recommendation should describe the current system,
explain the risk involved, and make specific recommendations for improvement. Focus on issues
raised by the new system and not on issues that have been raised in prior audits.

Phase II: Substantive Testing
When obtaining an understanding of the accounting system, you looked at the file containing the exception reports reviewed by Dennis Brewer (e.g., for items billed but not received). While these reports are
printed daily, often only three or four reports would be present for a given week. Dennis said that he really
pays attention to the reports primarily on Wednesday and Thursday and that he often does not keep the
reports from earlier in the week.
Subsequently, you pulled a sample of 30 transactions from the EDI system to perform substantive
tests of transactions and test the accuracy of recorded transactions that are processed through the system.
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Of the 30 transactions selected at random, 19 represented transactions shipped directly to stores, and
11 represented drop shipments. The following table summarizes the nature of this sample of 30.

Drop shipments
Shipped to stores
Purchases through the EDI system

$ BV of
Popn.

# of
Transactions

Sample
Size

$ BV of
Sample

$ 5,756,077

1,391

11

$ 80,530

10,615,018

1,737

19

188,455

$ 16,371,095

3,128

30

$ 268,985

You noted the following issues among the 30 transactions.
• Y
 ou find one item that shipped directly to the stores with an invoice total of $9,775, for which the
price on the invoice per the purchase order was $67 per unit but was billed at $76 per unit. The company purchased 100 units of the SKU number on that invoice and paid the invoice in full as billed.
• T
 he company was closed from Thursday, June 30, 2022, through Monday, July 4, 2022. Inventory
was taken on Thursday, June 30, 2022. During the inventory count, a truck came in with a shipment
from CWS. The value of the invoice was $9,875. The units were segregated from the rest of the inventory and not counted. At the end of the inventory, the shipment was added to the overall value of
the inventory. During the closing of the books after July 4, the purchase was recorded as an account
payable in the amount of $9,875 with a date of June 30, 2022.
 uditing drop shipments has been a problem in past audits, as CIRI has not always had receiving
• A
documents to support deliveries to construction sites. However, your firm has been able to verify that
shipments had been billed to customers and subsequently cash was received associated with these deliveries. In the current year, not only did you verify that the item was supported by electronic receiving
reports, but you also followed up to find that they were billed to customers who paid for the goods. All
11 of the electronic invoices from CWS for drop shipments included in the sample were supported by
electronic receiving reports and they were paid in the correct amounts and on time. However, Dennis
could not show where one transaction with an invoice amount of $4,323 had been billed to, and had
been paid by, customers. He suggested two possibilities. First, he suggested that some customers had
prepaid for the shipments. Second, he complained that he often had to follow up with the stores about
filing receiving reports because someone at the store level failed to file a shipping report. However,
his primary responsibility was only for the purchasing system, not the billing system and ensuring
that vendors were paid on time. He could not verify what caused the problem with this transaction.
Further follow-up failed to identify the underlying sales invoice for this transaction.
C12.2 (LO 1, 3, 4, 6, 7) Challenging Understanding internal control, fraud risk assessment,
and substantive tests
a. Analysis and evaluation: What concerns, if any, are raised by the evidence noted above? Assuming that
the problems found in the sample are representative of problems in the population, determine any
relevant amount of projected misstatement based on your finding, assuming that the ratio of misstatements to book value found in the strata from which they were selected are representative of the entire
strata. After considering your findings, what additional audit procedures should be performed, if any?
b. E
 valuation: What issues do you want to discuss with management? Draft the issues that you want to
discuss with CIRI management, including with whom in management discussions should be held.

Brookwood Pines Hospital
Question C12.3 is based on the following case.
Goodfellow & Perkins gained a new client, Brookwood Pines Hospital (BPH), a private, not-for-profit
hospital. The fiscal year-end for Brookwood Pines is June 30. You are performing the audit for the 2023
fiscal year-end.
The healthcare industry can be very complicated, especially in the area of billing for services provided. BPH contracts with private physician groups who use the hospital facilities, equipment, and nursing staff to treat patients. The physicians in the private group are not employees of the hospital; they are
simply using the hospital facilities to treat patients. For example, a group of urologists have their own
practice, separate from the hospital, where they treat patients. If one of the patients needs a surgical procedure that must be done at a hospital, then the attending urologist will approve the paperwork required
to admit the patient to BPH. BPH offers inducements to the urologists so they will refer patients to BPH
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rather than a competing hospital. One of the inducements BPH offers is free office space in the hospital
for the doctors to use when they are treating patients in the hospital.
After the doctor and hospital services are provided to the patient, the patient and/or the patient’s
insurance company is billed. The doctor will bill for the services he or she provided, and the hospital
will bill for the use of hospital facilities and staff. Doctors and hospitals bill using a coding system that is
standardized across the healthcare industry and consists of three main code sets: ICD, CPT, and HCPCS.
Using a coding system is more efficient and data-friendly compared to writing a narrative about the
procedures performed. However, the coding system is very complex, with thousands of different codes
for medical procedures and diagnoses. To complicate matters even more, for patients who are covered by
government-sponsored Medicare or Medicaid, doctors and hospitals must adhere to complicated government regulations surrounding billings to Medicare and Medicaid.
As healthcare costs continue to rise each year, BPH administrators struggle to maintain consistent
profitability. They look for ways to keep costs low and also to collect from patients and insurance companies as quickly as possible. In addition, BPH must have a strong risk management team to handle unique
situations that may occur in hospitals such as malpractice lawsuits and periodic inspections by the state
department of health and hospitals. Negative publicity for BPH could lead to decreased revenues if physicians decide to contract with a competing hospital.
You are completing the planning of the audit of accounts payable and payments system. A prenumbered voucher is used to record all payables. An IT application control performs the following procedures:
• T
 he vendor details, item numbers, quantities, and prices on the voucher are matched to information
on the supplier’s invoice and the appropriate receiving report.
• T
 he vendor details, item numbers, and quantities on the voucher are matched to information on an
authorized purchase order.
 anual follow-up procedures are performed daily by a data control group. Any exceptions are cor• M
rected within 24 hours.
C12.3 (LO 9) Challenging Evaluating internal controls Given the information you have collected
above about internal controls in the purchases process:
a. Evaluation: Evaluate the quality of internal controls for each assertion related to purchase transactions.
b. Analysis: For assertions where internal controls are determined to be strong, design appropriate tests
of controls to test the assertion. You may assume that IT general controls have previously been tested
and found effective.
c. Analysis and evaluation: For assertions where internal controls are weak, prepare a recommendation
to management identifying the weakness, the risk of misstatement associated with the weakness, and
a recommended control to correct the weaknesses.

The Vane Corporation
Question C12.4 is based on the following case.
The Vane Corporation is a manufacturing concern that has been in business for the past 18 years. During
this period, the company has grown from a very small family-owned operation to a medium-sized manufacturing concern with several departments. Despite this growth, a substantial number of the procedures
employed by Vane have been in effect since the business was started. Just recently, Vane has computerized its payroll function.
The payroll function operates in the following manner. Human resources is responsible for hiring or
firing workers. HR also maintains an employee master file with the employee number, pay rates, information about the department in which an employee works, and payroll withholding information. Only
the HR manager and two of her assistants have the ability to access and change the employee master file
database. The HR manager reviews a report of all changes weekly. Each worker has a personal swipe card
to record hours worked electronically. Each Friday evening, the factory foreman reviews an electronic
file of hours worked and approves the hours or raises questions with employees about what has been
recorded. This information is submitted to payroll by Monday at noon for processing.
In payroll, the approved time worked is imported electronically to process weekly payroll. Later on
Monday, a final payroll file is sent to the company controller for approval. Once the controller approves
the payroll, direct deposits of payroll are made to employee bank accounts.
Further analysis of the payroll function reveals the following:
• A worker’s gross wages should not exceed $1,300 per week.
• Raises never exceed $3.55 per hour for the factory workers.
• No more than 20 hours of overtime are allowed each week.
• The factory employs 150 workers in ten departments.

Audit Decision Cases 12-63
The following problems surfaced when the new payroll system was placed in operation:
1. A worker received a direct deposit for $1,531.80 when it should have been $153.81. It was determined that the wage rate was overstated by a magnitude of 10 because it was entered incorrectly in
the payroll system.
2. One worker complained that a direct deposit was not made to his account, and this error was not
detected. As it turned out, the payment was made to another individual because the wrong bank
account number was on file.
3. One worker received a paycheck for an amount considerably larger than she should have. Investigation revealed that a worker was paid $21.75 per hour rather than $12.75 per hour because of an
input error when changing the employee’s wage rate on the master file.
4. In processing non-routine changes, an HR assistant included a pay rate increase for one of his
friends in the factory. This was discovered by chance when a foreman was reviewing charges to his
department.
*C12.4 (LO 13) Challenging Internal control evaluation—payroll Analysis and evaluation:
Identify the control deficiencies in the payroll process for The Vane Corporation. Recommend the
changes necessary to improve the control structure. Arrange your answer in the following columnar
format:
Control Deficiencies

Recommendations

(ICMA)

Cloud 9 - Continuing Case
Answer the following questions based on the information for
Cloud 9 presented in the appendix to this text and the current
and earlier chapters. You should also consider your answers to the
case study questions in earlier chapters. The following information focuses on evaluating inherent risk, control risk and detection
risk for purchase transactions and accounts payable.

Required
a. After reviewing the trial balance, calculate the following ratios for Cloud 9 as of 1/31/2021, 1/31/2022, and 10/31/2022:
1. Accounts payable turnover in days (use ending balance
rather than average balance for accounts payable).
2. Cost of goods sold to average accounts payable.
3. Payables as a % of total assets.
4. Current ratio.
5. Any other ratios and information that you believe would
be appropriate to evaluating inherent risk for purchase
transactions and accounts payable balances.
b. Based on your analysis of information gathered:
1. Identify high inherent risk assertions for purchases transactions and accounts payable.
2. Evaluate inherent risk for purchase transactions and
accounts payable. Explain why you have identified various assertions as high or maximum risk for accounts
payable.

c. Analyze and draw conclusions about the nature and extent
of tests of controls:
1. For each assertion that you identify as high or maximum
inherent risk, identify an internal control, or a combination
of internal controls, that would control that risk.
2. Explain the nature and extent of tests of controls you
would need to perform to assess control risk as low, for
the controls you identified in (c)1 above.
d. Analyze and draw conclusions about the nature, timing, and
extent of substantive procedures:
1. Given your conclusions about inherent risk and assuming that tests of controls show that internal controls are
effective, what are your conclusions about detection risk
for the assertions identified as high or maximum inherent
risk? Explain your conclusions.
2. For the assertions you identified as high or maximum inherent risk, what is the substantive procedure you would
suggest performing (nature of the test)? Explain your
conclusions.
3. For the assertions you identified as high or maximum inherent risk, when do you suggest performing the substantive
procedure (timing of the test)? Explain your conclusions.
4. For the assertions you identified as high or maximum inherent risk, how extensively should the auditor test these
assertions (extent of the test)? Explain your conclusions.
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Learning Objectives
LO1 Evaluate how an auditor determines and executes
an audit strategy for cash and cash equivalents.

for property, plant, and equipment, and depreciation
expense.

LO2 Evaluate how an auditor determines and executes
an audit strategy, including the use of ADA, for inventory
and cost of goods sold.

LO4 Evaluate how an auditor determines and executes
an audit strategy for long-term debt and interest
expense, and stockholders’ equity.

LO3 Evaluate how an auditor determines and
executes an audit strategy, including the use of ADA,

Auditing and Assurance Standards
PCAOB

Auditing Standards Board

AS 1105 Audit Evidence

AU-C 500 Audit Evidence
AU-C 501 Audit Evidence—Specific Considerations for
Selected Items

Cloud 9 - Continuing Case
Suzie and Ian are continuing their work on the substantive audit
testing program for the Cloud 9 audit. Suzie convinced Ian that
analytical procedures are not the only substantive tests they will
need. They will need to consider how audit risk and other factors
impact the appropriateness of analytical procedures for each area
of the audit, and include other substantive tests where required.
Today, they are focusing on asset and liability accounts. Significant accounts on Cloud 9’s trial balance that they have not

yet addressed include cash; inventory; property, plant, and equipment (PPE) (mainly furniture and equipment and leasehold improvements); as well as long-term debt and stockholders’ equity
accounts.
Suzie asks Ian to suggest the key factors that they will consider
when designing the substantive test program for each of these
accounts, as well as which procedures they will choose to include
in the program.

Chapter Preview: Audit Process in Focus
This chapter focuses on the audit of several key balance sheet accounts. Chapters 11 and 12
discussed performing tests of details of transactions for cash receipts and cash disbursements
and purchases, including the purchases of inventory. In this chapter, we begin with a discussion of performing tests of details for the cash and cash equivalents balance. The discussion
continues by focusing on how auditors test inventory on the balance sheet, and how the ending inventory balance affects cost of goods sold. Next, we describe auditing property, plant,
and equipment, and the related depreciation expense. Finally, this chapter concludes with a
discussion of testing financing activities associated with long-term debt, the related interest
expense, and equity. In each case, the discussion follows a process of:
1. Understanding the flow of transactions involving the balance sheet and income statement.
2. Understanding the entity and its environment.
3. Understanding the results of analytical procedures.
4. Assessing inherent risk.
5. Assessing controls risk and fraud risk.
6. Determining an audit strategy.
7. Completing substantive tests.
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Auditing Cash and Cash Equivalents
Lea rning Objective 1
Evaluate how an auditor determines and executes an audit strategy for cash and
cash equivalents.

Understanding the Flow of Transactions
Cash and cash equivalents include:
• Cash in the bank. An example is the primary bank account for the company.
• I mprest bank accounts. An example is an imprest payroll bank account (see the appendix to
Chapter 12). These are bank accounts that will have a specific book balance, such as zero
or $10,000. At each payroll date, the exact amount needed to clear net payroll transactions
is transferred into this account. After payroll disbursements are made, the balance in the
account reverts to the specific expected balance.
• C
 ash equivalents. Examples are commercial paper, Treasury bills, or money market funds.
These are highly liquid investments having a maturity of three months or less. These accounts usually result in the recognition of interest income.
Chapter 11 discussed cash receipt transactions and internal controls over cash receipts.
Chapter 12 discussed cash disbursement transactions and internal controls over cash disbursements. The following discussion focuses primarily on testing cash balances on the
balance sheet.

Understanding the Entity and Its Environment
An important aspect of developing a preliminary audit strategy involves understanding the
entity and its environment. In Chapters 11 and 12, we discussed how understanding the
entity and its industry might be helpful for developing an expectation for certain balances.
For example, a manufacturer is more likely to sell on credit, resulting in more significant
receivables than a retail grocer. Cash balances may vary significantly from company to company within an industry. Top performers in an industry, which generate significant free cash
flow (the excess of cash flow from operations over capital expenditures), are more likely
to have significant balances of cash and cash equivalents. It is important for the auditor to
understand:
• Management’s cash budgeting practices.
• The influence of seasonal activity on cash balances.
• The level of minimum cash balances the company expects to keep on hand.
• T
 he company’s policies regarding the investment of excess cash in cash equivalents or
long-term investments.
Some companies, such as Apple, Inc., have significant positive cash flow from operations and positive free cash flow, which result in significant cash and cash equivalents, and
significant investments in marketable securities. Other companies, such as Sears Holding
Corporation, have experienced negative cash flow from operations and have had to manage
cash by selling assets, issuing debt, and repaying debt; cash balances are a small percentage of
total assets. While Apple and Sears may be extreme examples, it is important for the auditor
to understand how management budgets and manages cash balances, and to tailor the audit
of cash accordingly.
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Understanding the Results of Analytical Procedures
Management’s operating, investing, and financing decisions and strategies significantly affect
cash balances. Consequently, in some audits these balances may not be expected to show a
stable or predictable relationship with other current or historical financial or operating data.
Well-managed companies regularly develop cash budgets, projecting (1) cash receipts from
operations, (2) cash disbursements for operating needs, and (3) cash flows from investing
and financing activities. Effective analytical procedures involve comparing cash balances with
forecasts or budgets, or with company policies regarding minimum cash balances and the
investment of surplus cash. When internal controls are strong, it is usually most effective to
compare cash balances with budgets and company policies because the individual cash needs
of various entities are often unique.

Assessing Inherent Risk
Cash, by its nature, is susceptible to theft. Many schemes for stealing cash involve failing to
record cash receipts. Significant inherent risks relate to cash receipts and disbursement transactions (discussed in Chapters 11 and 12). Cash is also susceptible to theft by the manipulation
of cash balances, such as paying fictitious vendors or employees. Disclosures related to cash
balances are usually not complex. Auditors should recognize that problems with transactions
during the period result in problems with the completeness of the ending cash balance, yet
these frauds are uncovered by auditing transactions rather than cash balances. In contrast to
receivables or inventories, inherent risks pertaining to the rights and obligations or the valuation and allocation assertions for cash are low because there are no complexities involving
rights, accounting measurements, and estimates.

Assessing Control Risk and Fraud Risk
Strong internal control always starts with a strong tone at the top and sound control environment.
The most important control over the existence, completeness, and valuation of cash balances
is an independent bank reconciliation. Auditors expect that public companies and larger private
companies will have good internal controls over cash. Controls over cash receipts and cash
disbursement are usually tested as part of testing controls in the revenue process and the
purchasing process.
However, many smaller businesses, not-for-profit organizations, or smaller governments
may have inadequate segregation of duties, which may result in weak internal controls over
cash. If control risk is high or maximum (as it should be when segregation of duties is inadequate and there are no compensating controls), the auditor should assume that fraud risk is
high and design appropriate substantive tests, particularly substantive tests of transactions.
In some cases, particularly businesses with significant cash sales, it may be very difficult to
determine if cash is being skimmed before being recorded and deposited. To detect this, audit
procedures might focus on average size of cash sales and lower gross margins compared to
prior periods or industry statistics to determine if unrecorded cash is a problem. If the company appears to be receiving more cash than the underlying business supports, and gross
margins are unusually high, it may be evidence of money laundering. With respect to cash
disbursements, it may be easier for auditors to focus on payments to fictitious vendors as
there is often a lack of evidence related to receiving goods. Nevertheless, it is important for
auditors to design appropriate audit procedures when control risk is high or maximum, and
fraud risk is high.

Determining an Audit Strategy
Illustration 13.1 provides an example audit strategy for assertions related to cash balances
and disclosures. This audit strategy assumes that internal controls are strong and the auditor
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performs tests of controls. In the case of larger public companies where the internal auditor
tests controls over cash and cash budgeting, or the internal auditor performs some level of
substantive tests of cash, the external auditor will determine if it is appropriate to use the work
of the internal auditor to support the audit conclusion.

ILLUSTRATION 13.1 Example preliminary audit strategies for cash assuming strong internal controls

Risk That Analytical
Procedures Will Fail
to Detect Material
Misstatements

Risk That Detail
Testing Will Fail
to Detect Material
Misstatements

Assertion

Inherent Risk

Control Risk

Existence

Maximum: Cash involves a
high volume of transactions
and it is highly susceptible
to misappropriation.

Low: Strong controls over
cash disbursements and cash
receipts. Additional controls include independent
monthly bank reconciliation.

High: Comparing year-toyear financial data and comparing cash balances with
cash budgets and forecasts.

High: The auditor will usually confirm bank balances.
Tests of bank reconciliations depend on quality of
internal controls.

Completeness

Moderate: Completeness
problems are more likely
with cash transactions than
with cash balances. It is
more likely that cash will be
overstated than understated.

Low: Strong controls over
cash disbursements and
cash receipts. Additional
controls include independent monthly bank
reconciliation.

High: Comparing year-toyear financial data and comparing cash balances with
cash budgets and forecasts.

High: The auditor will usually confirm bank balances.
Tests of bank reconciliations depend on quality of
internal controls.

Rights and
obligations

Low: Significant rights
issues do not exist with
respect to cash balances.

N/A

Maximum: Analytical
procedures are not directed
at the rights and obligations
assertion.

High: The auditor will usually confirm bank balances
and any restriction on cash.

Valuation and
allocation

Low: Significant valuation
issues do not exist with
respect to cash balances.

Low: Strong controls over
cash disbursements and cash
receipts. Additional controls include independent
monthly bank reconciliation.

High: Comparing year-toyear financial data and comparing cash balances with
cash budgets and forecasts.

High: The auditor will usually confirm bank balances.
Tests of bank reconciliations depend on quality of
internal controls.

Presentation
and disclosure
assertions

Moderate: Usually cash
does not have significant
disclosures; however, cash
may be restricted due to debt
covenants or compensating
balance arrangements.

Moderate or Low: Primary
control is the involvement
of an effective disclosure
committee.

Maximum: Analytical procedures are not directed at
disclosures.

Moderate to High: The
auditor will often perform
tests of details to evaluate
the quality and accuracy
of financial statement
disclosures.

In some cases involving private companies, a small business owner may want the auditor to extend the scope of the engagement to provide assurance about the validity of cash
balances. As a result, the auditor will follow a primarily substantive approach emphasizing
tests of details even when the audit risk model might indicate that such an approach is not
necessary because of the effectiveness of internal controls. As previously discussed, when segregation of duties is weak, the auditor will plan a primarily substantive approach for obtaining
assurance about cash balances and cash transactions.

Substantive Tests of Cash Balances
Tests of cash balances focus on the account balance assertions of existence, completeness,
right and obligations, and valuation and allocation. An audit program for testing cash balances is presented in Illustration 13.2. Each of these procedures is explained in the following
section, including comments on when certain procedures might be omitted and how some of
the procedures can be tailored to applicable risk factors.
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ILLUSTRATION 13.2  Substantive tests of cash balances

Category

Initial
procedures

Substantive Test

1. Obtain an understanding of the business and industry to determine:

Assertions
All

a. The significance of cash balances and transactions to the entity.
b. The entity’s policies for maintaining minimum cash balances, forecasting cash
balances, and investing surplus cash.
2. Perform initial procedures on cash balances and records that will be subjected to
further testing.

Analytical
procedures

Tests of
details of
transactions

a. Trace beginning balance for cash on hand and in bank to the prior year’s
working papers.

Valuation and allocation

b. Review activity in general ledger accounts for cash and investigate entries that
appear unusual in amount or source.

All

c. Obtain client-prepared schedules of bank balances, verify mathematical accuracy, Valuation and allocation
and determine agreement with general ledger.
3. Perform analytical procedures:
All
a. Compare cash balances with budgeted amounts, prior year’s balances, or other
expected amounts.
b. Calculate cash as a percent of total assets and compare with auditor expectations.
4. Perform cash cutoff tests (note these tests may have been performed as part of the
audit programs for cash receipts and cash disbursements):

Existence, Completeness

a. Observe that all cash received through the close of business on the last day of
the fiscal year is included in cash on hand or deposits in transit and that no
receipts of the subsequent period are included.
OR
b. Inspect documentation such as daily cash summaries, duplicate deposit slips,
and bank statements covering several days before and after year-end date to
determine proper cutoff.
c. Determine the last check issued and mailed on the last business day of the
fiscal year and trace to accounting records to determine the accuracy of the cash
disbursements cutoff.
OR
d. Compare dates on checks issued for several days before and after the year-end
date to the dates the checks were recorded to determine proper cutoff.
5. Trace bank transfers for several days before and after the year-end date to determine
that each transfer is properly recorded as a disbursement and a receipt in the same
accounting period and is properly reflected in bank reconciliations when applicable.

Tests of
details of
balances

Presentation
and
disclosure

Existence, Completeness

6. Prepare proof of cash for any bank accounts the auditor has been unable to reconcile Existence, Completeness, Accuracy
or for which there is a high risk that fraudulent transactions have occurred.
7. Count undeposited cash on hand and determine that such amounts are included in Existence, Completeness, Valuation
and allocation, Rights and obligations
cash balances.
8. Confirm cash balances and loan balances with banks.

Existence, Completeness, Valuation
and allocation, Rights and obligations

9. Confirm other arrangements with banks, such as lines of credit, compensating
balance agreements, or loan guarantees.

Existence, Completeness, Valuation
and allocation, Rights and obligations

10. Obtain, scan, review, and reperform bank reconciliations as appropriate.

Existence, Completeness, Valuation
and allocation

11. Obtain and use cutoff bank statements to verify bank reconciliation items and
detect any unrecorded checks that have cleared the bank.
12. Compare statement presentation with GAAP.

Existence, Completeness, Valuation
and allocation

a. Determine that cash balances are properly identified and classified in the financial
statements.

Classification and understandability

b. Determine that bank overdrafts are reclassified as current liabilities.

Classification and understandability

c. Make inquiries of management, inspect correspondence with banks, and
inspect minutes of board of directors’ meetings to determine matters
requiring disclosure such as lines of credit, loan guarantees, compensating
balance agreements, or other restrictions on cash balances.

Occurrence and rights and obligations

d. Evaluate the completeness of presentation and disclosures for cash balances in
drafts of financial statements to determine conformity to GAAP by reference to
disclosure checklist.

Completeness

e. Read disclosures and independently evaluate their understandability.

Classification and understandability

 Auditing Cash and Cash Equivalents

13-7

Initial Procedures
Before proceeding with tests of details of cash balances, the auditor should ensure that an
understanding has been obtained regarding the entity and its environment and the importance of cash balances to the entity. For example, the auditor might understand the volume
of transactions going through various cash accounts, the entity’s ability to generate positive
cash flow from operations, policies for forecasting or budgeting cash, and policies for investing
surplus cash.
The starting point for verifying cash balances is tracing the current period’s beginning
balances to the ending audited balances in the prior year’s working papers (when applicable).
Next, the current period’s activity in the general ledger cash accounts should be reviewed for
any significant entries that are unusual in nature or amount that require special investigation.
In addition, any schedules prepared by the client showing summaries of undeposited cash
receipts at different locations and/or summaries of bank balances should be obtained. The
mathematical accuracy of any such schedules should be determined and their agreement with
related cash balances in the general ledger checked. This test provides evidence about the
valuation and allocation assertion.

Substantive Analytical Procedures
As previously discussed, the effectiveness of analytical procedures varies significantly from
client to client. Cash balances may be difficult to predict and may depend on operating cash
flow plus investing and financing activities during the year. Nevertheless, the auditor should
understand management’s policies for maintaining minimum cash balances and for investing
surplus cash.

Tests of Details of Transactions
Chapters 11 and 12 discussed internal control over cash receipts and cash disbursements.
Many times, substantive tests of transactions involving the tracing and vouching of cash receipts and cash disbursements transactions are performed concurrently with tests of controls
as dual-purpose tests. The evidence from such tests should be combined with the evidence
from the procedures discussed here in reaching a conclusion as to the fair presentation of cash
balances.
Testing cutoff. A proper cutoff of cash receipts and cash disbursements at the end of the
year is essential to the proper statement of cash at the balance sheet date. In many cases,
the auditor may rely on the client’s internal controls related to the cutoff assertion for cash
receipts (see Chapter 11) and cash disbursements (Chapter 12), and test these controls at an
interim date. When internal controls are weak, the auditor will perform his or her own cutoff
procedures at year-end. For cash receipts, the auditor will determine the last deposits made before
year-end and the amount of any cash on hand at year-end. The auditor can then compare
this information with the last transactions recorded in the cash receipts journal. Likewise,
the auditor will determine the last check written at year-end and compare this information
with the cash disbursements journal to determine that transactions are recorded in the proper
accounting period.
Auditing bank transfers. Many entities maintain accounts with more than one bank. A
company with multiple bank accounts may make authorized transfers of money between bank
accounts. For example, money may be transferred from a general bank account to a payroll bank
account for payroll checks that are to be direct-deposited on payday. When checks are written
to transfer funds between accounts at different banks, several days (called the float period)
generally will elapse before the check clears the bank on which it is drawn. Thus, if the bank
deposit is recorded in one period, and the cash disbursement is recorded in the subsequent
period, cash will be overstated because it is being double-counted. It is essential that the
disbursement and the deposit be recorded in the same period.
Intentionally recording a bank transfer as a deposit in the receiving bank while failing to
show a deduction from the bank account on which the transfer check is drawn is a form of
fraud known as kiting. Kiting may be used to conceal a cash shortage and overstate cash at
the balance sheet date.

kiting a method often used
to conceal a cash shortage or to
overstate cash; kiting involves
recording a transfer between bank
accounts as a deposit while failing
to record the cash disbursement
in the same time period
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An auditor requires evidence on the validity and accuracy of bank transfers. This is obtained
by preparing a bank transfer schedule. Data for the schedule is obtained from an analysis of the
cash entries per books and applicable bank statements and cutoff bank statements. The schedule
lists all transfer checks issued at or near the end of the client’s fiscal year, and shows the dates that
the checks were recorded by the client and the bank, as illustrated in Illustration 13.3. If we assume all checks are dated and issued on December 31, check 4100 in Illustration 13.3 was handled
properly because both book entries were made in December and both bank entries occurred in January. This check would be listed as an outstanding check in reconciling the general bank account
at December 31 and as a deposit in transit in reconciling the payroll bank account. Check 4275
illustrates a transfer check in transit at the closing date. Cash per books is understated by $10,000
because the check has been deducted from the balance per books by the issuer in December, but
has not been added to the Branch #1 account per books by the depositor until January. To correct
this error, an adjusting entry is required at December 31 to increase the branch balance per books.
ILLUSTRATION 13.3

Bank transfer schedule

Bank Accounts
Check No. From

To

Disbursement Date

Receipt Date

Amount Per Books Per Bank Per Books Per Bank

4100

General

Payroll

$50,000

12/31

1/3

12/31

1/2

4275

General

Branch #1

$10,000

12/31

1/4

1/2

1/2

4280

General

Branch #2

$20,000

1/2

1/2

12/31

12/31

B403

Branch #4 General

$5,000

1/3

1/4

12/31

12/31

Checks 4280 and B403 illustrate the likelihood of kiting because these December checks
were not recorded as disbursements per books until January, even though they were deposited
in the receiving banks in December. Check 4280 results in a $20,000 overstatement of cash in
bank because the receipt per books occurred in December, but the corresponding book deduction was not made until January. Check B403 may illustrate an attempt to conceal a cash
shortage because the bank deposit occurred in December, presumably to reconcile the bank
and book balances, and all other entries were made in January.
Kiting is possible when weaknesses in internal controls allow one individual to issue and
record checks (i.e., improper segregation of duties), or there is collusion between individuals
who are responsible for the two functions. In addition to tracing bank transfers, kiting may
be detected by (1) obtaining and using a cutoff bank statement (as discussed in the following
section) because the kited check clearing in January will not appear on the list of outstanding
checks for December, and (2) performing a cash cutoff test because the last check issued in
December will not be recorded in the check register.

Tests of Details of Balances
The following tests of details of balances focus primarily on two major tests: (1) sending a
bank confirmation and (2) testing the client’s bank reconciliation.
Confirm bank deposit and loan balances. It is customary for the auditor to obtain a bank
confirmation for cash on deposit and loan balances as of the balance sheet date. The standard
bank confirmation, depicted in Illustration 13.4, normally confirms the following information:
1. The client’s permission for the bank to respond to the auditor.
2. Requests for all bank balances including details of any accounts closed during the year.
3. Requests of details of interest charges.
4. Requests for details of any loans or lending facilities or bank overdrafts, together with the limits and, if applicable, dates of repayments and any collateral pledged as security for the loan.
5. Requests for details of any assets held by the bank on the customer’s behalf.
6. Requests for details of any contingent liability of which the bank may be aware.
A trend is developing where the auditor obtains this information through secure online access
to the client’s bank account information. This information assists the auditor in testing the
existence, completeness, and valuation and allocation assertions. In addition, it provides information in support of disclosure assertions.
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ILLUSTRATION 13.4

ASB-CL-6.1: Standard Form to Confirm Account
Balance Information with Financial Institutions

Financial
Institution’s
Name and
Address

Example bank confirmation

[ ]

ORIGINAL
To be mailed to

CUSTOMER NAME
[Financial Institution’s
Name and Address]

We have provided to our accountants the following
information as of the close of business on [Date],
regarding our deposit and loan balances. Please
confirm the accuracy of the information, noting any
exceptions to the information provided. If the balances
have been left blank, please complete this form by
furnishing the balance in the appropriate space below.
Although we do not request nor expect you to conduct
a comprehensive, detailed search of your records, if
during the process of completing this confirmation
additional information about other deposit and
loan accounts we may have with you comes to your
attention, please include such information below.
Please use the enclosed envelope to return the form
directly to our accountants.

1.	At the close of business on the date listed above, our records indicated the following deposit
balance(s):
ACCOUNT NAME

ACCOUNT NO.

INTEREST RATE

BALANCE*

2.	We were directly liable to the financial institution for loans at the close of business on the date
listed above as follows:
ACCOUNT NO./
INTEREST DATE THROUGH WHICH DESCRIPTION
DESCRIPTION BALANCE* DUE DATE
RATE
INTEREST IS PAID
OF COLLATERAL

(Customer’s Authorized Signature)

(Date)

The information presented above by the customer is in agreement with our records. Although we
have not conducted a comprehensive, detailed search of our records, no other deposit or loan
accounts have come to our attention except as noted below.

(Financial Institution Authorized Signature)

13-9

(Date)

(Title)
EXCEPTIONS AND/OR COMMENTS

[Audit Firm’s Name and Address]
Please return this form directly to our accountants:
*Ordinarily, balances are intentionally left blank if they are not available at the time the form is prepared.

Approved 1990 by American Bankers Association, American Institute of Certified Public Accountants,
and Bank Administration Institute.
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Scan or test bank reconciliations. Scanning or testing a bank reconciliation establishes
the correct cash-in-bank balance at the balance sheet date. When the acceptable level of detection risk is high, the auditor may scan the client-prepared bank reconciliation and verify the
mathematical accuracy of the reconciliation. If detection risk is moderate or low, the auditor
may test more items on the client’s bank reconciliation, which includes:
 omparing the ending bank balance with the balance confirmed on the bank confirma• C
tion form.
• Verifying the validity of deposits in transit and outstanding checks to supporting documentation and the bank cutoff statement (explained below).
• Establishing the mathematical accuracy of the reconciliation.
• Vouching reconciling items such as bank charges, bank credits, or errors to supporting
documentation.
• Investigating old items such as checks outstanding for a long period of time and unusual items.
The working paper showing auditor testing of a bank reconciliation prepared by the
client (PBC) is illustrated in Illustration 13.5.
ILLUSTRATION 13.5

Review of client-prepared
bank reconciliation

Client: New Millennium Ecoproducts
Bell & Bowerman, LLP	Prepared by: C.J.B. 1/15/23
Period-end: 12/31/22	Reference: A-1	Reviewed by: R.E.Z. 1/25/23
Acct # 110
Bank Account No. 12345-642
Balance per Bank
Deposits in Transit

Outstanding Checks

Add NSF Check: R. Zim 12/29
Balance per Books

$120,262.47 (a)
Per Books
12-30
12-31

Per Bank
1-2
1-7
1047
1029
1435
1436
1437
1440
1441

$ 8,425.15 (b)
17,844.79 (b)
225.94
21,600.00
47.25
1,428.14
1,000.00
832.08
41.08

(c)
(c)
(c)
(c)
(c)
(c)
(c)

26,269.94 (F)

(25,174.49) (F)
200.00 (d)
$121,557.92 (F)(e)
To A

(F) Footed.
(a) Agreed to bank statement and bank confirmation.
(b) Vouched to cutoff bank statement plus supporting remittance documents.
(c) Vouched to bank cutoff statement and supporting disbursement documentation.
(d) Vouched to bank statement and debit memo. Cash balance at year-end was overstated by $200
and receivables were understated by the same amount. Immaterial. Pass further investigation.
(e) Agreed to general ledger.

cutoff bank statement
a bank statement for the period
subsequent to the date of the
balance sheet that the client
requests the bank to send directly
to the auditor

The auditor agreed the balance per bank to the bank confirmation. The auditor vouched
deposits in transit and outstanding checks to a cutoff bank statement obtained from the bank
or by way of secure online access to the client’s bank account information for the cutoff period.
A cutoff bank statement is a bank statement as of a date subsequent to the balance sheet
date. The date should be at a point in time that will permit most of the year-end outstanding
checks to clear the bank. Usually, the date is seven to 10 business days following the end of
the client’s fiscal year. The client must request the cutoff statement from the bank and instruct
that it be sent directly to the auditor. On receipt of the cutoff statement, the auditor should:
• T
 race a sample of all checks dated in the prior year to the outstanding checks listed on
the bank reconciliation.
• V
 ouch a sample of deposits in transit on the bank reconciliation to deposits on the cutoff
statement.
• Scan the cutoff statement and enclosed data for unusual items.
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The extent of this testing depends on the level of detection risk associated with tests of
details. The auditor will test the mathematical accuracy of the client-prepared bank reconciliation
and agree the final balance per books to the general ledger.
Proof of cash. When fraud risk is high, the auditor might consider performing a proof of cash.
A proof of cash not only reconciles the ending balance, it also reconciles cash receipt transactions
between the accounting records and the bank, and the cash disbursement transactions between
the accounting records and the bank. Consider the following situation. A controller who is a check
signer withdraws $5,000 in cash without approval and replaces the cash before the end of the
month. This would not be picked up by a bank reconciliation, but it would be picked up by a proof
of cash. An end-of-chapter problem explores the topic of proof of cash in more depth.

Tests of Details of Presentation and Disclosure
Cash should be correctly identified and classified in the balance sheet. For example, cash on
deposit is a current asset. However, bond sinking fund cash is a long-term investment. In addition, there should be appropriate disclosure of arrangements with banks such as lines of credit,
restrictions on cash balances, or contingent liabilities. A bank overdraft is normally reported as a
current liability. The auditor determines the appropriateness of the statement presentation from
a review of the draft of the client’s statements and the evidence obtained from substantive tests.
In addition, the auditor should review the minutes of board of directors’ meetings and make
inquiry of management for evidence of restrictions on the use of cash balances.

Cloud 9 - Continuing Case
Suzie reminds Ian they have conducted extensive testing of Cloud
9’s controls over cash receipts and payments, and many of these tests
were dual-purpose. This means that the substantive and control tests
were done at the same time. While examining the documents, Ian
completed tasks designed to detect control deviations and substantive errors. These tests included reperformance of the bank reconciliations and vouching recorded cash payments and receipts (including
transaction approvals and posting) to the underlying documents.

The testing already completed shows that controls over cash
are reasonably strong, and they can justify requesting a bank confirmation for an interim date, with a roll-forward to year-end. The
bank confirmation will gather evidence about the existence and
valuation and allocation assertions, plus rights and obligations
(that is, it will reveal liens or claims over bank accounts). The
roll-forward will include testing the cutoff of cash receipts and
payments.

Before You Go On
1.1 When auditing cash, how might the auditor’s procedures change when a client has poor
segregation of duties and weak controls over cash balances?
1.2 What is meant by the term kiting? Explain how kiting results in misstated financial statements.
Explain the audit procedures that can be used to detect misstatements due to kiting.
1.3 What information does the auditor seek on a standard bank confirmation form? Explain how
the bank confirmation is used in the audit of cash.
1.4 What is a cutoff bank statement? How is the cutoff bank statement used in the audit of cash?

Auditing Inventory on the Balance Sheet
Lea rning Objective 2
Evaluate how an auditor determines and executes an audit strategy, including the
use of ADA, for inventory and cost of goods sold.
Chapter 11 discussed the revenue process, including the sale of inventory. Chapter 12 discussed
the purchasing process, including the purchase and payment for many costs associated with the
production of inventory. This chapter will focus on auditing the ending balance for inventory
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reported on the balance sheet. It will focus primarily on auditing inventory for a company that
purchases and resells inventory. However, the discussion of auditing the valuation and allocation assertion will also address valuation of inventory for a manufacturing company.

Understanding the Flow of Transactions
Some companies produce inventory, which involves purchasing raw materials (the purchasing
process), incurring factory overhead in the conversion process (the purchasing process), and
incurring labor costs (the payroll process). In some cases, companies purchase inventory for
resale, which also involves the purchasing process. The costs of purchasing or manufacturing
inventory are accumulated and added to the cost of beginning inventory to determine the cost
of goods available for sale. The cost of ending inventory is then subtracted from goods available for sale to determine the cost of goods sold.
The focus of this section is on auditing the costs assigned by the client to ending inventory
and the account balance assertions of:
• The completeness of inventory.
• The existence of inventory.
• The valuation of inventory and the allocation of costs to cost of goods sold.
• The rights and obligations related to inventory.
Auditors need to be aware that any changes to inventory reported on the balance sheet will
also result in changes to cost of goods sold reported on the income statement.

Understanding the Entity and Its Environment
A theme that runs through this text is that the audit will vary from client to client, and it may
vary from year to year for a particular client. The auditor needs to be attuned to changes in an
audit client and tailor the audit to the circumstances that the auditor finds. To drive this point
home, we have followed five different industries (manufacturing of oil and gas field machinery and equipment, manufacturing computer equipment, the retail grocery industry, the hotel
and motel industry, and colleges and universities) with the goal of understanding how each is
different from the others, so that the auditor might make appropriate adjustments in the audit
plan. Illustration 13.6 illustrates the importance of inventory and inventory turnover for
these five industries. Inventory is immaterial for two of these industries, the hotel and motel
industry and colleges and universities, because these are service industries.
illustration 13.6 Understanding an entity’s inventory

Example Industry Traits
Oil and Gas Field Machinery and
Equipment Manufacturing
• Relatively slow inventory turnover

Developing a Knowledgeable
Perspective About the Entity’s
Financial Statements
Inventory as a % of Total Assets: 28%
Inventory Turnover in Days (upper quartile):
52 days
Inventory Turnover in Days (median): 85 days

Assessing the Risk of Material
Misstatement
• I nventory is very material to the financial
statements.
• I nventory valuation is subject to industry
volatility.

Inventory Turnover in Days (lower quartile):
131 days

• P
 roducts are less subject to significant
obsolescence risk.

Electronic Computer Manufacturing

Inventory as a % of Total Assets: 26%

• Moderate inventory turnover

Inventory Turnover in Days (upper quartile):
31 days

• I nventory is very material to the financial
statements.

• G
 ross margins depend on technological
superiority of products

Inventory Turnover in Days (median): 66 days

• C
 ompanies outsource significant aspects
of the manufacturing process

Inventory Turnover in Days (lower quartile):
114 days

• T
 he valuation of inventory is a significant
inherent risk due to the technological
obsolescence issue.

(continued)
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illustration 13.6 (continued)

Example Industry Traits

Developing a Knowledgeable
Perspective About the Entity’s
Financial Statements

Supermarkets and other Grocery Stores

Inventory as a % of Total Assets: 30%

Inventory Turnover in Days (upper quartile):
 ery competitive environment and one
• V
16 days
product may be substituted easily for other
products
Inventory Turnover in Days (median): 24 days
Inventory Turnover in Days (lower quartile):
31 days

Assessing the Risk of Material
Misstatement
• I nventory is very material to the financial
statements.
• T
 he valuation of inventory is a significant
inherent risk due to complexity of applying
the retail method for valuing inventory.
• M
 odest risk associated with perishable
inventories.
• S
 upply chain management is the key to
profitability in a competitive industry.

Hotels and Motels
• I nventory is usually insignificant in this
industry

• T
 he risk of material misstatement is low
due to the immateriality of inventory for
Inventory Turnover in Days (upper quartile): N/A
this industry.
Inventory Turnover in Days (median): N/A
Inventory as a % of Total Assets: Less than 1%

Inventory Turnover in Days (lower quartile): N/A
Colleges, Universities, and Professional
Schools

Inventory as a % of Total Assets: Less than 1%

• I nventory is usually insignificant in this
industry

Inventory Turnover in Days (median): N/A

Inventory Turnover in Days (upper quartile): N/A

• T
 he risk of material misstatement is low
due to the immateriality of inventory for
this industry.

Inventory Turnover in Days (lower quartile):
N/A

Inventory is a material asset for the other three industries. Inventory in the manufacture
of oil and gas field machinery and equipment is less subject to significant obsolescence risk,
but in some economic environments when prices are down due to lower demand, growing
inventories may be a concern. The computer manufacturing industry is subject to technological
obsolescence, and laptops face significant competition from phones and tablets. When considering the valuation and allocation assertion for manufacturing companies, the auditor needs to
understand how capital-intensive the manufacturing process is, and the expected costs associated with raw materials, labor, and manufacturing overhead. The grocery industry is extremely
competitive, margins are low, and supply-chain management is critical to a retailer’s success.
Further, a significant amount of inventory may be in the supply chain or in the warehouse,
rather than in stores.

Understanding the Results of Analytical Procedures
Analytical procedures performed as part of risk assessment are cost-effective and may
alert the auditor to potential misstatements. If the financial statements show a trend of
increased profit margin combined with an increase in the number of inventory turnover
in days, inventory may be overstated. This will alert the auditor to pay careful attention to
the existence and valuation of inventory. The auditor might also be alert to cutoff problems that might have resulted in overstating inventory. Illustration 13.7 presents some
example analytical procedures along with an explanation of the problems that might be
identified. When inventory is material to the financial statement audit, the auditor should
not consider that analytical procedures are a substitute for other tests of details, but they
may be very effective in focusing audit attention where misstatements are likely. In addition,
Illustration 13.7 suggests several comparisons of financial measures with underlying measures of business activity, such as raw materials used and direct labor hours. If the auditor
plans to use this type of data for a substantive analytical procedure, the auditor should
test the control system that ensures the reliability of the data used to support an analytic
conclusion.
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illustration 13.7 Analytical procedures commonly used to audit inventory

Ratio
Inventory turnover in days

Inventory growth to cost of
sales growth

365 ÷

(

(

(

Formula

)

Cost of goods sold
Average inventory

InventoryCurrent Year
InventoryPrior Year

)

Cost of salesCurrent Year
Cost of salesPrior Year

−1

)

Audit Significance
Prior experience in inventory turnover in days, combined with knowledge
of cost of sales, can be useful in estimating current inventory levels.
A lengthening of inventory turnover in days may indicate existence or
valuation (lower-of-cost-or-net-realizable-value) problems.
Ratios larger than 1.0 indicate that inventories are growing faster
than sales. Large ratios may indicate possible inventory obsolescence
problems.

−1

Finished goods produced to
raw material used

Finished goods quantities
Raw material quantities

Useful in estimating the efficiency of the manufacturing process. May be
helpful in evaluating the reasonableness of production costs.

Finished goods produced to
direct labor

Finished goods quantities
Direct labor hours

Useful in estimating the efficiency of the manufacturing process. May be
helpful in evaluating the reasonableness of production costs.

Product defects per million

Number of product defects
Each million produced

Useful in estimating the effectiveness of the manufacturing process.
May be helpful in evaluating the reasonableness of production costs and
warranty expenses.

Professional Environment Indicators of Phantom Inventory
In his article “Ghost Goods: How to Spot Phantom Inventory,”
Joseph T. Wells says that ghost goods throw a company’s accounting
records out of kilter. He suggests the following trends are potential
indicators of phantom inventory:
• Inventory increasing faster than sales.
• Decreasing inventory turnover.
• Shipping costs decreasing as a percentage of inventory.

• Inventory rising faster than total asset growth.
• Falling cost of sales as a percentage of sales.
• C
 ost of goods sold on the books not agreeing with tax
returns.
Source: Joseph T. Wells, “Ghost Goods: How to Spot Phantom Inventory,” Journal of Accountancy (June 2001).

Assessing Inherent Risk
The inherent risk of material misstatement arising from inventory transactions for a hotel
chain or a university is relatively low, as inventory is not a material part of the entity’s core
process. With a manufacturer, wholesaler, or retailer, however, inherent risk for inventory
may be assessed at or near the maximum for the following reasons:
• T
 he volume of purchases, manufacturing, and sales transactions that affects these accounts is generally high, increasing the opportunities for misstatements to occur.
• C
 ontentious issues often surround the use of professional judgment in the identification,
measurement, and allocation of costs related to inventory such as indirect materials,
labor, and manufacturing overhead, joint product costs, and the accounting for cost
variances, scrap, or inventory shrinkage.
• T
 he wide diversity of inventory items sometimes requires the use of special procedures to
determine inventory quantities, such as geometric volume of stockpiles, aerial photography, and estimation of quantities by experts.
• I nventories are often stored at multiple sites, adding to the difficulties associated with
maintaining physical controls over theft and damages, and properly accounting for goods
in transit between sites.
• T
 he wide diversity of inventory items may present special problems in determining their
quality and market value.
• I nventories are vulnerable to spoilage, obsolescence, and other factors such as general
economic conditions that may affect demand and sales price, and thus the proper valuation of the inventories.
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Professional Environment Restatements Related to Inventory
Audit Analytics1 recently reported a summary of restatements due to inventory, vendor, and cost-of-sales issues for the
17-year period ending in 2017. Inventory restatements included
inventory, vendor, and cost-of-sales issues that consisted of errors or fraud in approach, theory, or calculations associated
with transactions affecting inventory, vendor relationships
(including rebates), and/or cost of sales. These misstatements

Disclosure Year

primarily are related to the capitalization of activities in inventory or the calculation of year-end inventory balances. As seen
below, these misstatements range between 4.2% and 9.6% of
all restatements. From 2013–2016, misstatements were pretty
steady, ranging between 7.9% to 9.1% of all restatements. In
2017, the number of restatements associated with inventory
dropped down to 6.3% of all restatements.

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

2017

Expense recording issues

91

145

133

72

54

47

36

46

49

71

78

60

59

35

% of all financial
statement restatements

9.6%

9.2%

7.2%

5.6%

5.6%

5.7%

4.2%

5.4%

5.8%

8.1%

9.1%

7.9%

8.7%

6.3%

Assessing Control Risk and Fraud Risk
Many elements of valuing inventory involve professional judgment and accounting estimates.
For example, significant professional judgment is involved in estimating how manufacturing
overhead is allocated to inventory versus cost of goods sold. Professional judgment is also
involved in determining if inventory is obsolete or should be written down to the lower-of-costor-net-realizable-value. As a result, entity-level controls such as a sound control environment
and a tone at the top set an important foundation for accurate accounting and strong internal
controls.
Many of the controls over inventory overlap with revenue, purchasing, and payroll processes. For example, the purchase of raw materials or the purchase of inventory held for
resale overlap with the controls over purchase transactions. Controls over the classification
of these transactions are particularly relevant to inventory (e.g., the proper classification of
purchase of raw materials or items related to manufacturing overhead). Further, controls
over the classification of payroll are particularly relevant to the accounting for manufacturing labor.
It is important for the auditor to understand how the client develops the value for inventory reported on the balance sheet at the end of the year. Most clients keep a perpetual
inventory for inventory quantities, which keeps track of the quantity of each item in inventory
and where it is located. However, when it comes to determining the value of inventory, most
clients use the periodic method. Therefore, at the end of the year, the client determines the
quantity of inventory on hand, usually by a physical count, and then the client determines the
value of each item in inventory to arrive at an ending inventory value. The client then takes
the beginning inventory value and adds purchases (or total manufacturing cost) to determine
the value of goods available for sale. Finally, the client subtracts the value of ending inventory
to determine cost of goods sold.
To summarize, determining the value of ending inventory is a three-step process outlined
in Illustration 13.8. In step one, the client determines inventory quantities at each location.
This may be done by taking a complete physical count of inventory, or by using the perpetual
inventory records of inventory quantities on hand. The client often controls the accuracy of
physical counts by having a second team investigate differences between the physical count
and the perpetual inventory. In step two, a compilation of inventory values is developed
in which the client assigns values to each item in inventory to determine the value of ending
inventory. In step three, a journal entry is prepared to adjust the value of ending inventory
and cost of goods sold based on the physical count and the compilation of inventory values. If
ending inventory is overstated in this process, cost of goods sold will be understated, and gross
margins and net income will be overstated.
1
Don Whalen, Olga Usvyatsky, and Dennis Tanona, 2017 Financial Restatements, A Seventeen Year Comparison
(Audit Analytics: Sutton, MA, 2018).

compilation of inventory
values the client’s documentation behind the value for inventory in the general ledger; this
shows the quantity of each item
in inventory and the values assigned to each item in inventory
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ILLUSTRATION 13.8

Steps in accounting for
inventory

1. Physically count
inventory at each
location

2. Develop a compilation
of inventory values with
quantities and prices for
each item in inventory

3. Develop a journal
entry to adjust ending
inventory and cost
of goods sold

Illustration 13.9 summarizes what can go wrong (WCGW) with respect to inventory, and key controls the auditor might expect to find related to inventory. As you review
Illustration 13.9, try to associate particular controls with the assertions being controlled.
The following illustration assumes there is good segregation of duties and strong entitylevel controls.

ILLUSTRATION 13.9

Inventory: WCGW and
example controls

Risks (WCGW)

Example Controls

Inventory may not exist.

• P
 hysical controls over inventory (fences, a secure warehouse, and additional physical controls in the warehouse
depending on the size and value of inventory).
• W
 arehouse and store organization such as numbered
locations and identification of each item in inventory
using SKU (Stock Keeping Unit) numbers and
barcodes or UPC (Universal Product Codes) numbers
and barcodes.
• R
 egular comparison of perpetual records with actual
inventory using frequent counts of a small proportion of
inventory, or cycle counts.

Inventory counts may be inflated.

• R
 egular independent comparison of perpetual records with
actual inventory.
• Accurate recording of all scrap transactions or spoilage.

Inventory may not be recorded.

• R
 egular count of physical inventory for comparison with
perpetual records.
• Investigation of negative balances in inventory records.

Inventory may be valued incorrectly
at historical cost.

• Costs compared with recent purchases.
• I nternal controls over purchases of raw materials and manufacturing labor charged to inventory.
• R
 egular review of manufacturing overhead charged to
inventory.

Inventory may be valued incorrectly
at net realizable value.

• Regular review of obsolete inventory.

Consignment out may not be
included.

• Consignment out periodically inspected by company.

Consignment in may be included in
inventory.

• C
 onsignment inventory segregated from other inventory
and accounted for separately.

• Regular comparisons of inventory costs to sales prices.

Key Inventory Controls
Many clients build in redundant controls such that if one control does not prevent a misstatement,
another control will detect the problem (both preventive and detective controls). Auditors
cannot efficiently test all controls that exist, but will identify a few key controls and test the
most important control for each assertion. Following are example key controls auditors often
identify. Several of these controls are dependent on good physical controls over inventory and
the use of SKU (Stock Keeping Unit) numbers and barcodes, or UPC (Universal Product
Codes) numbers and barcodes, similar to what you see in Illustration 13.10.
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ILLUSTRATION 13.10

Alphanumeric

SKU or UPC inventory label

SKU#: V4C3D5R2
UPC:

Numeric only
8

10 2 9 5 0 0 1 16

9

Existence of inventory. The client conducts regular cycle counts, typically monthly or
quarterly. The client will frequently identify a small portion of items in the perpetual inventory, go to the inventory location and count the inventory, and investigate and correct any
discrepancies that are found. Clients that do not cycle-count should count inventory at least
once a year, preferably near the balance sheet date.
Completeness of inventory. As part of regular cycle counts, the client begins by counting
items in inventory and comparing them with the perpetual inventory records. Any discrepancies between the physical count and the perpetual records are investigated and corrected.
Valuation of inventory at historical cost. The client regularly compares costs with recent
purchases when using FIFO. The client also regularly compares accumulated manufacturing
costs with standard costs and investigates variances.
Valuation of inventory at net realizable value. The client regularly conducts a review of
obsolete inventory. This usually involves evaluating the amount of inventory on hand, investigating slow-moving items, and comparing inventory cost with sales prices.
Rights and obligations. An important rights and obligations issue involves consignment
inventory. Consignment inventory is inventory that is sent by its owner (consignor) to an agent
(consignee) who agrees to sell the goods. The consignee has an obligation to pay the consignor
when the goods are sold by the consignee. If the client holds inventory on consignment from a
consignor, it should be segregated from other inventory in the warehouse or store, counted separately, and not included in any final inventory count. If the client owns inventory on consignment
to a consignee, the client should regularly visit the consignee’s locations and count consignment
inventory that has not been sold for comparison with perpetual inventory records.

Testing Inventory Controls
Tests of inventory controls often involve observing the client’s controls and reperforming the
client’s controls. For example, the auditor will observe the client conducting cycle counts, and
at the same time the auditor may check the accuracy of the client’s cycle counts and investigate and correct discrepancies. In some cases, the client may use IT application controls to test
the accuracy of inventory prices compared to recent purchases, or to compare inventory values
with sales prices. If these controls operate monthly or quarterly, the auditor may choose to test
these software applications at both interim and year-end, thereby performing a dual-purpose
test—testing the control and substantively testing the assertion at the same time.

Fraud Risk Assessment
After evaluating inherent risk and control risk, the auditor is in a position to evaluate fraud
risk. The auditor should be alert to incentives and pressures that may motivate management
to misstate inventory. Further, weak internal control over the existence of inventory may lead
to increased theft of inventory by employees. Ultimately, good internal controls reduce the
opportunity for fraud. If internal controls are not strong, the auditor should be alert to the
heightened risk of fraud.

cycle counts the client will
frequently identify a small
portion of items in the perpetual
inventory, count actual inventory,
and investigate discrepancies;
the client will usually vouch
items in the perpetual records
to the actual inventory on hand
(testing existence), and also count
inventory on hand for other
items and then trace results to
the perpetual records (testing
completeness)

consignment inventory
inventory that is sent by its
owner (consignor) to an agent
(consignee) who undertakes to
sell the goods; the consignee has
an obligation to pay the consignor
when the goods are sold by the
consignee
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Professional Environment SEC Settlements Regarding Inventory Frauds and
Misstatements

On April 19, 2016, the SEC issued Accounting and Auditing
Enforcement Release 3765 involving Logitech International.
In October 2010, Logitech launched a product called “Revue,” a
set-top device that connected to televisions allowing internet usage and video streaming. The product was not well-received and
Logitech missed a number of internal sales projections. Based
on the sales rate for the fourth quarter of 2011, Logitech had
over a year’s supply of Revue. Based on the quarter-end sales
rate to retailers, Logitech had over three years of inventory of
Revue. However, management used optimistic sales forecasts
when considering whether there was a lower-of-cost-or-market
problem, in spite of internal discussions that noted if Logitech
needed to scrap inventory and components, Logitech should assume the recoverable value of zero. The SEC findings concluded
that at the time Logitech filed its 2011 financial statements, the
company overstated its operating income by $30.7 million, i.e.,
over 27%.

On September 22, 2015, the SEC issued Accounting and
Auditing Enforcement Release 3704 involving Stein Mart, Inc.,
a retailer of discounted clothing and accessories. In May 2013,
Stein Mart had to restate its financial results for the first quarter
of 2012, all reporting periods in fiscal year 2011, and its annual
reporting period for 2010. The primary reason was that it failed
to appropriately account for permanent markdowns of inventory.
Unlike temporary markdowns, permanent markdowns were
never returned to their original prices. While the retailer regularly marked down inventory, it did not record the permanent
inventory markdowns until the inventory was actually sold. The
failure to decrease the value of inventory for permanent inventory markdowns was so significant that, in the first quarter of
2012, Stein Mart overstated its pretax income by almost 30%. The
SEC concluded that not only were earnings materially misstated,
but that Stein Mart did not have adequate internal controls over
inventory markdowns.

Audit Data Analytics as a Risk Assessment Procedure
Audit data analytics (ADA) allow the auditor to screen the entire inventory population
for particular characteristics. ADA may be helpful in assessing whether inventory may be
misstated. The auditor can use ADA to determine how quickly or slowly inventory is turning. For example, ADA can calculate the number of inventory turnover in days for each
SKU number and identify the slowest-moving inventory for follow-up analysis regarding
the lower-of-cost-or-net-realizable-value (NRV) of inventory. ADA can also aggregate inventory turnover in days for each location to identify specific locations that are underperforming or appear to have excessive inventory. In some cases, companies that have filed for
bankruptcy have had inventory on hand that would take them two years to sell. This should
be a clear indicator for the auditor that the client may have obsolete inventory or inventory
with a lower-of-cost-or-NRV problem.
ADA may also be used to evaluate the space needed to store inventory. When a company
has a large number of items in inventory, and the inventory should take up significant space,
the auditor can use information about the space needed to warehouse each item of inventory
and determine whether the space needed for the entire inventory approximates the space actually
used to store that inventory. This may be an effective way to determine the appropriateness of
quantities recorded for inventory.

Determining an Audit Strategy
The audit strategy is highly dependent on the client’s system of internal controls. For many
companies, inventory is a material item on the balance sheet and cost of goods sold is material
to the income statement. Inherent risk associated with the existence and the valuation and
allocation assertions is likely to be at or near maximum because of the materiality of the inventory account and its interaction with cost of goods sold.
When evaluating internal controls, auditors are particularly alert to the frequency
and quality of cycle counts and the number of discrepancies that result in corrections to
the perpetual inventory. Auditors are also alert to the controls over the valuation of inventory. It is particularly important for auditors to use their knowledge of the entity and
its business environment when evaluating customer demand for inventory, the amount
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of inventory on hand, and the potential need to adjust inventory for lower-of-cost-orNRV issues.
When the risk of material misstatement (the combined assessment of inherent risk and
control risk) is low, the auditor is likely to perform substantive tests at an interim date with
smaller sample sizes. However, when the risk of material misstatement is high, the auditor
is more likely to perform substantive tests directly on year-end balances with more extensive
audit procedures.

Substantive Tests of Inventory
Possible substantive tests of inventory balance assertions are shown in Illustration
13.11. Evidence from some of the tests applicable to merchandise inventory and to manufactured finished goods inventories also relates to objectives for the corresponding cost of
goods sold accounts because of the reciprocal relationship of these accounts. Following
the illustration, each of the substantive tests is discussed, together with selected comments about how the tests can be tailored based on the acceptable level of detection risk
to be achieved.

ILLUSTRATION 13.11  Substantive tests for inventory

Category
Initial
procedures

Substantive Test
1. Obtain an understanding of the business and industry and determine:

Assertions
All

a. The significance of cost of sales and inventory to the business.
b. Key economic drivers that influence the entity’s cost of sales, gross margins, and the
possibility of obsolete inventory.
c. The extent to which the client has consignment inventories (in or out).
d. The existence of purchase commitments and concentration of activities with suppliers.
2. Perform initial procedures on inventory balances and records that will be subjected to
further testing.

Analytical
procedures

a. Vouch beginning inventory balances to ending balances in the prior year’s working papers.

Valuation and allocation

b. Review activity in inventory accounts and investigate entries that appear unusual in
amount or source.

Existence,
Completeness

c. Verify totals of perpetual records and other inventory schedules and their agreement with
general ledger balances.

Existence,
Completeness, Valuation
and allocation

3. Perform analytical procedures:

All

a. Review industry experience and trends.
b. Examine analysis of inventory turnover.
c. Review relationship of inventory balances to recent purchasing, production, and sales
activities.
d. Compare inventory balances to anticipated sales volume.

Tests of
details of
transactions

4. On a test basis, vouch entries in inventory to supporting documentation (e.g., vendors’
invoices, manufacturing cost records, completed production reports, and sales and sales
return records).

Occurrence,
Accuracy,
Classification

5. On a test basis, trace data from purchases, manufacturing, completed production, and sales
records to inventory accounts.

Completeness,
Accuracy,
Classification

6. Test cutoff of purchases and sales returns (receiving), movement of goods through
manufacturing departments (routing), and sales (shipping).

Cutoff
(continued)
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ILLUSTRATION 13.11  (continued)

Category
Tests of
details of
balances

Substantive Test

Assertions

7. Observe client’s physical inventory count:
a. Determine the timing and extent of tests.

Existence,
Completeness

b. Evaluate adequacy of client’s inventory-count plans.
c. Observe care taken in client’s counts and make test counts.
d. Look for indications of slow-moving, damaged, or obsolete inventory.

Valuation and allocation

e. Account for all inventory electronic count media, tags, or count sheets used in physical count.
8. Test clerical accuracy of the compilation of inventory values:
a. Recalculate totals and extensions of quantities × unit prices.

Valuation and allocation

b. Trace test counts (from item 7c) to the compilation of inventory values.

Completeness

c. Vouch items on the compilation of inventory values to inventory electronic count media,
tags, count sheets.

Existence, Valuation
and allocation

d. Reconcile physical counts to perpetual records, the compilation of inventory values, and
general ledger balances. Inspect adjusting entries.

Existence, Completeness,
Valuation and allocation

9. Test inventory pricing:
a. Examine paid vendor invoices for purchased inventories.

Valuation and allocation

b. Examine propriety of direct labor and overhead rates, standard costs, and accounting for
variances pertaining to manufactured inventory.

Valuation and allocation

10. Confirm inventories at locations outside the entity.

Rights and obligations

11. Examine consignment arrangement and contracts.

Rights and obligations

12. Based on the tests of beginning inventory, production costs, and ending inventory, determine
the appropriateness of cost of sales.

Valuation and allocation

13. Evaluate the net realizable value of inventory:

Valuation and allocation

a. Examine sales invoices after year-end and perform lower-of-cost-or-NRV test.
b. Compare inventories with client’s current sales catalog and sales reports.
c. Inquire about slow-moving, excess, or obsolete inventories and determine need for writedown.
d. Evaluate management’s process for estimating the net realizable value of inventory using
hindsight.
e. Evaluate the net realizable value of inventory given information about:
• Industry trends.
• Inventory turnover trends.
• Specific slow-moving inventory.
Presentation
and
disclosure

14. Compare statement presentation with GAAP:
a. Confirm agreements for pledging inventories as collateral for loans.

Occurrence and rights
and obligations

b. Review presentation and disclosure for inventories in drafts of the financial statements and Classification and
understandability,
determine conformity with GAAP.
Accuracy and valuation
Completeness
c. Evaluate the completeness of presentation and disclosures for inventory in drafts of
financial statements to determine conformity to GAAP by reference to disclosure checklist.
d. Read disclosures and independently evaluate their understandability.

Classification and
understandability

Initial Procedures
An essential initial procedure involves obtaining an understanding of the entity’s business
and industry. This allows the auditor to develop a knowledgeable perspective about the entity
and set the context for the evaluation of analytical procedures and tests of details.
In tracing beginning inventory balances to the prior year’s working papers, the auditor
should make certain that any audit adjustments agreed upon in the prior year did in fact get
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recorded. In addition, current period entries in the general ledger inventory accounts should
be scanned to identify any unusual adjustments in amount or nature and require special investigation. Initial procedures also involve determining that the compilation of inventory values
agrees with the general ledger balance.

Substantive Analytical Procedures
The application of substantive analytical procedures to inventories uses the auditor’s knowledge of the entity and its environment to develop expectations about the financial statements.
This knowledgeable perspective is effective in identifying accounts that may be misstated.
Suggested analytical procedures are presented in Illustration 13.7 and by the steps shown in
Illustration 13.11. A review of industry experience and trends may be essential in developing
expectations to be used in evaluating analytical data for the client. For example, knowing
that a sharp drop in the client’s inventory turnover ratio mirrors what is happening in the
industry may help the auditor to conclude that the drop does not indicate errors pertaining
to the existence assertion or problems in the client data used in calculating the ratio, but may
instead indicate a valuation problem related to a drop in demand that is likely to be followed
by falling market prices. A review of relationships of inventory balances to recent purchasing,
production, and sales activities should also aid the auditor in understanding changes in inventory levels. For example, an increase in the reported level of finished goods inventory when
purchasing, production, and sales levels have remained steady might indicate misstatements
related to the existence or valuation of the finished goods inventory. In addition to the calculation of an overall inventory turnover ratio for each inventory account, it may be appropriate
to calculate the ratio for disaggregated data, such as by product line.
Because of the reciprocal relationship between inventories and cost of goods sold, these
procedures may provide evidence useful in determining the fairness of management’s assertions pertaining to both accounts. For example, an unexpectedly high inventory turnover ratio
or an unexpectedly low gross margin might be caused by an overstatement of cost of goods
sold and a corresponding understatement of inventories. The auditor should also understand
and evaluate the relationship between costs, volume, and gross profit, and the degree to which
manufacturing costs are fixed and variable. Conversely, conformity of these ratios with expectations may provide some limited assurance of the fairness of the historical data used in the
calculations unless evidence from other sources is contradictory. Finally, analysis of inventory
levels and ratios based on anticipated sales volume in the subsequent period may be useful in
conjunction with market valuation procedures.

Tests of Details of Transactions
Testing transactions involves the procedures of vouching and tracing to obtain evidence about
the processing of individual transactions that affect inventory balances. In this process, the auditor should give special consideration to determining the propriety of the cutoff of inventory
transactions at the end of the accounting period.
Inspect entries in inventory accounts. Some or all of this type of testing may be done as part
of dual-purpose tests during interim work. Examples of vouching recorded entries in inventory
accounts include the vouching of
 urchases of merchandise or raw materials inventories to vendor invoices, receiving re• P
ports, and purchase orders.
• I ncreases in work in process or finished goods inventories to manufacturing cost records
and production reports.
• D
 ecreases in raw materials and work in process inventories to manufacturing cost records
and production reports.
• Sales of merchandise and finished goods inventories to sales documents and records.
Tests of purchases and sales may be performed during testing of the purchasing process
(Chapter 12) and revenue process (Chapter 11).
Recall that vouching entries that increase inventory balances provides evidence about the
existence and valuation of the inventory at the time of the transaction. Vouching entries that
decrease inventory balances to determine the propriety of the inventory reductions provides
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evidence about the valuation and allocation assertion for cost of goods sold. Tracing documentation for purchases and the cost of factors added to production to entries in the inventory
accounts provides evidence for the completeness and valuation and allocation inventory assertions. Tracing documentation of transactions that decrease inventory balances, such as sales,
provides evidence for the existence and valuation and allocation assertions for inventory, since
the evidence helps determine that entries were recorded and entered at the correct amounts.
Test cutoff of purchases, manufacturing, and sales transactions. The purpose and nature
of sales and purchases cutoff tests are explained in Chapters 11 and 12 in connection with
the audit of accounts receivable and accounts payable balances. Both tests are important in
establishing that transactions occurring near the end of the year are recorded in the correct
accounting period. In a manufacturing company, it must also be determined that entries are
recorded in the proper period for the transfer of costs for goods moved (1) between stores and
production departments, (2) between one production department and another, or (3) between
production departments and finished goods.
In each case, the auditor must determine, through inspection of documents and physical observation, that the paperwork cutoff and the physical cutoff for inventory counts are
coordinated. For example, if the auditor determines that an entry transferring the cost of the
period’s last lot of completed production to finished goods has been recorded, the auditor
should determine that the goods, even if in transit, were included in the physical inventory of
finished goods only. That is, they were neither counted as part of work in process, nor double
counted, nor missed altogether. Evidence from these cutoff tests relates to both the existence
and completeness assertions for inventory balances and cost of goods sold.

Tests of Details of Balances: Observing the Client’s
Physical Inventory Count
The observation of inventories has been a generally accepted auditing procedure for over
80 years. This procedure is required whenever inventories are material to a company’s financial statements. In performing this auditing procedure, the client has responsibility for the
counting of inventory. AU-C 501 Audit Evidence—Specific Considerations for Selected Items
states that, from testing the accuracy of the client’s inventory count, the auditor obtains direct
knowledge of the effectiveness of the client’s inventory count and gains a measure of reliance
that may be placed on management’s assertions as to the quantities and physical condition of
the inventories. In some cases, outside inventory specialists may be hired by the client to count
the inventory. When this occurs, the auditor must also be present to observe the specialist’s
counts because, from an auditing standpoint, the specialist is basically the same as client employees. The primary audit considerations applicable to this required procedure are explained
in the following subsections.

Professional Environment Why Do Auditors Observe Inventory?
During the 1930s, audit evidence for inventories was usually restricted to obtaining a certification from management as to the
correctness of the stated amount. In 1938, the discovery of a major
fraud in McKesson & Robbins Company, a major pharmaceutical firm, caused a reappraisal of the auditor’s responsibilities for
inventories. The company’s December 1937 financial statements
“certified” by a national public accounting firm reported $87 million of total assets. Of this amount, $19 million ($10 million in
inventory and $9 million in receivables) was subsequently determined to be fictitious. The auditors were exonerated of blame because they had complied with existing auditing standards. However, promptly thereafter, in Statement on Auditing Procedure No.
1, auditing standards were changed to include physical observation of inventories.

In spite of the standard for auditors to physically observe inventory, inventory scandals continue to happen. In 1963, Allied
Crude Vegetable Oil, a New Jersey company led by Anthony
De Angelis, determined that it could obtain loans based on the
company’s inventory of salad oil. When inspectors confirmed
that stores of salad oil were full, the company obtained millions
in loans. However, storage tanks were filled mostly with water,
with only a few feet of salad oil floating on the top. The company
claimed to have 1.8 billion pounds of salad oil, when it only had
110 million pounds. Once the scandal was exposed, investors and
lenders lost significant sums.
These issues are only avoided when the auditor understands
the client’s business and uses due diligence and professional skepticism when auditing inventory.
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Timing and extent of inventory observations. The timing of an inventory observation depends on the effectiveness of the client’s internal controls over inventory. In a periodic inventory system, quantities are determined by a physical count, and all counts are made as of
a specific date. The date should be at or near the balance sheet date, and the auditor should
ordinarily be present on the specific date.
In a perpetual inventory system with effective internal controls, physical counts may be
compared with inventory records at interim dates. When the perpetual records are well kept
and comparisons with physical counts are made periodically by the client, the auditor should
be present to observe a representative sample of such counts. In such cases, this procedure
may occur either during or after the end of the period under audit. In companies where inventories are at multiple locations, the auditor will use his or her knowledge of sampling to
determine the number of locations at which to observe inventory.
Inventory-count plans. The counting of a physical inventory by a client is done according
to a plan or a list of instructions. The client’s instructions should include such matters as the:
• Names of employees responsible for supervising the counting of inventory.
• Date of the counts.
• Locations to be counted.
• D
 etailed instructions on how the counts are to be made (e.g., manual counts versus electronic counts) and instructions for controlling inventory counts (e.g., whether manual
counts are double counted or the basis for testing electronic counts).
• U
 se and control of electronic count media, prenumbered inventory tags, or summary
count sheets.
• I nstructions for handling the receipt, shipment, and movement of goods during the counts
if such activity is unavoidable.
• Segregation or identification of goods not owned.
The auditor must plan in advance so that inventory observation can be done efficiently
and effectively. An experienced auditor usually has the responsibility for (1) planning the inventory observation, (2) determining the staffing needs, and (3) assigning members of the
audit team to specific locations. Each observer should be provided with a copy of the client’s
inventory plans and written instructions for counting inventory.
Performing the inventory observation. In observing inventories, the auditor should:
• Scrutinize the care with which client employees are following the inventory plan.
• S
 ee that all merchandise is counted once and only once. If inventory is tagged, no items
should be double-tagged.
• D
 etermine that the electronic count media, prenumbered inventory tags, or compilation
sheets are properly controlled.
• Make some test counts and trace quantities to final count.
• B
 e alert for empty containers and hollow squares (empty spaces) that may exist when
goods are stacked in solid formations.
• I dentify the last receiving and shipping documents used and determine that goods received during the count are properly segregated.
• W
 atch for damaged and obsolete inventory items and evaluate the general condition of
the inventory (e.g., inventory caked with dust or cobwebs).
• Inquire of employees about the existence of slow-moving inventory items.
The extent of the auditor’s test counts depends, in part, on the care exercised by client
employees in counting the inventory, the nature and composition of the inventory, and the
effectiveness of controls pertaining to the physical safeguarding of the inventory and the maintenance of perpetual records. Ordinarily, the auditor will stratify the inventory items to include
the items of highest dollar value in the count, as well as count a representative sample of other
items. The auditor may refer to perpetual inventory records to identify the high-value items and
select the sample items.
In making test counts, the auditor should record the count and give a complete and accurate
description of the item (identification number, unit of measurement, location, etc.) in the working
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papers as shown in Illustration 13.12. Such data are essential for the auditor’s comparison of the
test counts with the client’s counts, the subsequent tracing of the counts to the perpetual inventory
records, and the compilation of inventory values. After the inventory has been counted, the auditor
should obtain a copy of the electronic count media, or make a listing of all tags (used or unused) or
summary sheets and obtain sufficient information so no inventory can be added to the count after
the auditor has observed inventory. Several significant frauds have occurred, overstating inventory,
when the auditor has not adequately controlled the electronic media or count sheets.
ILLUSTRATION 13.12

Inventory test counts working
paper

Client: New Millennium Ecoproducts
Bell & Bowerman, LLP	Prepared by: W.C.B. 1/15/23
Period-end: 12/31/22		Reviewed by: R.E.Z. 1/25/23
Raw Materials Test Counts	Reference: F-2
Tag No.

Sheet No.

Number

Description

6531
8340
1483
4486
3334
8502
8844
6295

15
18
24
26
48
64
68
92

1-42-003
1-83-012
2-11-004
2-28-811
4-26-204
7-44-310
7-72-460
3-48-260

back plate
1/4″ copper plate
Single end wire
Copper tubing
Side plate
1/2″ copper wire
3/8″ copper wire
Front plate

Count
125
93
1325 yds.
220
424
276 ft.
419 ft.
96

Count
125
93
1321 yds.
220
424
276 ft.
419 ft.
69

Difference
(a)
(a)
(a)
(a)
(a)
(a)
(a)
(a)

0
0
4 yds.
0
0
0
0
27

(b)

(b)

(a) Traced to clientʼs electronic count media (F-4), noting corrections for all differences.
(b) Each difference was corrected by the client. The net effect of the corrections was to increase
inventory by $840. If similar errors existed in the unsampled portion of the population (F-5),
the projected misstatement would amount to $26,460, which is considered to be immaterial to
the current fiscal year. Pass further investigation.

At the conclusion of the observation procedure, a designated member of the audit team should
prepare an overall summary. The summary should include a description of such matters as
(1) departures from the client’s inventory-count plan, (2) the extent of test counts and any
material discrepancies resulting therefrom, (3) conclusions on the accuracy of the counts, and
(4) conclusions regarding slow-moving or obsolete inventory noted while at the client’s location.

Audit Reasoning Example Preparing for an Inventory Observation
Ken has been assigned to the audit of a regional company that sells household appliances (e.g., washers and dryers, refrigerators, televisions). Ken is meeting Jennifer, the audit manager, before going out
to perform an inventory observation at the company’s warehouse. Jennifer says, “Ken, the inventory
observation is particularly important. If errors happen during the inventory observation and we don’t
get the appropriate evidence, we will have to observe the inventory again— at our own cost! This
must be done right the first time. First, it is essential that you observe how the client is counting
the inventory, and how client personnel are double-checking their counts. Test the client’s controls
over counting all of the inventory. If the client has good controls you can reduce the extent of your
test counts. All of the inventory is bar coded, so they should be comparing actual counts with the
company’s perpetual inventory. Make sure you document your tests of the client’s controls and your
conclusions. Second, you will need to test-count the inventory; have the client open boxes to make
sure the boxes actually contain the appropriate inventory. This is important to testing the existence
of inventory. Third, look for any evidence of the inventory being damaged, or boxes with a lot of dust
on them. On average, the company turns over its inventory about every two months, so inquire of
workers in the warehouse about inventory that has been around for three months or more. Fourth,
when you are talking with the warehouse personnel, determine if they are aware of inventory that is
held on consignment. I don’t expect that they should have any consignment inventory, but we need
to ask the employees that work with inventory on a day-to-day basis about this. Finally, in addition
to your test counts, make sure you leave with a copy of all of the counts made by the client. This will
most likely be in electronic form, so obtain a copy of the electronic file the client has with 100% of the
counts of inventory. This will be essential for our later work. It goes without saying that you need to
document all of your tests and your audit findings.”
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Observation of beginning inventories. To express an unqualified opinion on the income
statement, the auditor must observe the counting of both the beginning and ending inventories. On a recurring audit engagement, this requirement is met by auditing the ending
inventory of each year. However, in the initial audit of an established company, the auditor
may either be appointed after the beginning inventory has been counted or be asked to
report on the financial statements of one or more prior periods. In such circumstances, it
is clearly impracticable for the auditor to have observed the inventory count, and generally
accepted auditing standards permit the auditor to verify the inventories by other auditing
procedures as explained below.
When the client has been audited by another firm of independent auditors in the prior
period(s), the other procedures may include a review of the predecessor auditor’s report
and/or working papers and a review of the client’s inventory summaries for the prior period(s). If the client has not been audited previously, the auditor may be able to obtain audit
satisfaction by reviewing the summaries of any client counts, testing prior inventory transactions, and applying gross profit tests to the inventories. Such procedures are appropriate
only when the auditor is able to verify the validity and propriety of the ending inventory for
the period under audit.
When inventories have been observed at the beginning of the year, the auditor may be
able to issue a standard unmodified audit report. However, when sufficient appropriate
evidence has not been obtained as to the beginning inventories or the auditor is unable to observe the counting of ending inventories, the auditor has a scope limitation and should issue a
qualified opinion or a disclaimer of opinion as will be discussed in Chapter 15.
Test clerical accuracy of compilation of inventory values. After the physical inventory has
been counted, the client uses the electronic count media, inventory tags, or count sheets to
prepare a compilation of inventory values that lists all items counted. The inventory items
are then priced to arrive at the total dollar valuation of the inventory on hand. Because this
listing serves as the client’s basis for any entries required to adjust recorded inventories to
agree with those on hand, the auditor must perform certain tests to determine that the listing is clerically accurate, it accurately represents the results of the physical counts, and it
agrees to the general ledger.
Tests of clerical accuracy include recalculating the totals shown on the inventory listings
and verifying the accuracy of the extensions of quantities multiplied by unit prices on a test
basis. This can often be done with generalized audit software. To determine that the list accurately represents the results of the count, the auditor traces his or her own test counts to the
inventory listings, and vouches items on the listings to the electronic count media, inventory
tags, or count sheets used in the physical inventory. The physical counts are then compared,
on a test basis, with amounts per perpetual records, when applicable, and any differences are
noted and investigated and traced to adjusting entries if required. This test provides evidence
for the existence, completeness, and valuation and allocation assertions.
Test inventory pricing. This test involves examining supporting documentation for both the
cost and market value of inventories. Thus, it relates primarily to the valuation and allocation
assertion. Evidence in support of unit costs varies with the nature of the inventory. For items
purchased for resale (merchandise inventory or raw materials), costs should be vouched to representative vendor’s invoices. If the client is unable to produce vendor invoices for the quantity in inventory, it would indicate a potential existence problem with inventories. The auditor
should also determine that inventory costing procedures used are consistent with those used in
prior years. The consistency of the pricing can be established by review of the prior year’s working papers on a recurring audit.
This step in the verification of pricing includes a review of the pricing of obsolete and
damaged goods to ensure they are not valued in excess of net realizable value at the statement
date. The determination of net realizable value of inventory is based on sales prices. If the
client can sell inventory and break even, there is not a lower-of-cost-or-NRV problem. Therefore, when auditing net realizable value the auditor will usually look at sales prices on sales
invoices after year-end to determine if the cost of inventory is recovered by sales prices.
Test costs of manufactured inventories. The nature and extent of the auditor’s pricing tests of
work in process and finished goods depend on the reliability of the client’s cost accounting records
and the methods used by the client to accumulate such costs. The auditor should review the methods for propriety, and accuracy and consistency of application. For example, when standard costs
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are used, the auditor should test the calculation of the standards, and evaluate whether the standards approximate actual costs by examining the variance accounts. When variance accounts have
large balances, the auditor must consider whether fair presentation requires a pro rata allocation to
inventories and costs of goods sold, rather than simply charging the variances to cost of goods sold.
When the inventory is specialized or highly technical, the auditor may require the
assistance of an outside expert. This might occur, for example, in an oil company with
different grades of gasoline and motor oil, or in a jewelry store with different carat diamonds and different jeweled watches. The auditor may use the work of a specialist as an
auditing procedure to obtain competent evidential matter when the auditor is satisfied
about the qualifications and objectivity of the expert. The use of a specialist is discussed
in Chapter 5.
Confirm inventories at locations outside the entity. When client inventories are stored in
public warehouses or with other outside custodians, the auditor should obtain evidence as
to the existence of the inventory by direct communication with the custodian. This type of
evidence is deemed sufficient except when the amounts involved represent a significant proportion of current or total assets. When this is the case, the auditor should apply one or more
of the following procedures:
• T
 est the owner’s procedures for investigating the warehouse company and evaluating the
warehouse company’s performance.
• O
 btain an independent accountant’s report on the warehouse company’s control procedures relevant to custody of goods and, if applicable, pledging of receipts, or apply
alternative procedures at the warehouse to gain reasonable assurance that information
received from the warehouse company is reliable.
• Observe physical counts of the goods, if practicable and reasonable.
• I f warehouse receipts have been pledged as collateral, confirm with lenders pertinent
details of the pledged receipts (on a test basis, if appropriate).
This test also provides evidence about the rights and obligations assertion. In addition, it
will result in evidence as to the completeness assertion if the custodian confirms more goods
on hand than stated in the confirmation request. Confirming inventories does not provide any
evidence about the value of the inventory because the custodian is not asked to report on the
cost, condition, or market value of the goods stored in the warehouse.
Examine consignment agreements and contracts. Goods on hand may be held on consignment by a consignee. Thus, the consignee’s management is requested to segregate goods not
owned during the inventory count. In addition, the auditor often requests a written assertion
on ownership of inventories. When consignments exist, the agreement should be examined
for terms and conditions. If the client (consignor) has shipped goods on consignment, the
auditor should review the documentation to determine that goods held by the consignee are
included in the consignor’s inventory at the balance sheet date. The evidence obtained from
this procedure relates to the rights and obligations assertion.
Tests of accounting estimates. When auditing inventory, the auditor must determine
whether it is appropriate to write down the value of inventory below cost because the inventory is obsolete or slow-moving, and whether conditions would cause the client to sell
inventory at such a price that it would experience a loss. The audit of accounting estimates is
particularly challenging because of their prospective nature. The auditor (and the client) must
estimate what inventory will sell for after year-end.
The auditor’s responsibility for quality is limited to that of a reasonably informed
observer. This means the auditor is expected to determine whether the inventory appears
to be in condition for sale, use, or consumption, and whether there are any obsolete,
slow-moving, or damaged goods. The auditor obtains evidence of general condition or
obsolescence by:
• Observing the client’s inventory count.
• S
 canning perpetual inventory records for slow-moving items or items where the client
has sufficient quantity that it cannot sell the inventory during the period of normal inventory turnover.
• Reviewing quality control production reports.
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In addition, the auditor will use hindsight and review the sale of inventory after year-end
to determine the reasonableness of costs compared to subsequent sales prices. For example,
the auditor will usually:
• Compare the cost of inventory items with the entity’s current sales catalog and sales reports.
• Review inventory turnover after year-end.
• Consider whether a change in replacement costs indicates changing market conditions.
• M
 ake inquiries of the client about slow-moving and obsolete inventory and the realizable
value of inventory through sales.
ADA can be used to evaluate the lower-of-cost-or-net-realizable-value of inventory. The auditor
can use ADA to compare the cost of inventory with sales prices after year-end for every item in inventory to determine the materiality of a potential NRV problem. When evidence suggests a material decline in the realizable value of the goods, an appropriate write-down below cost is required.
Auditing cost of goods sold. Cost of goods sold is usually determined by starting with the
book value of beginning inventory, adding purchases of production costs, and subtracting
the book value of ending inventory. Beginning inventory is normally validated by the previous year’s audit. Purchases are audited as part of the audit of tests of transactions in the
purchasing process (see Chapter 12). For a manufacturing company, the auditor will have
to audit the process of accumulating transactions regarding the purchases of raw materials
(this may be audited as part of auditing the purchasing process), the allocation of direct payroll costs to inventory (this may be audited as part of auditing the payroll process), and the
allocation of indirect payroll costs and factory overhead to the cost of production. The auditor will often perform tests of transactions related to the accumulation of production costs.
As part of this process, the auditor should pay attention to variances from standard costs
and determine the degree to which these variances are period costs (and should be allocated
to cost of sales) or whether they are product costs (and part of the variance should be allocated to the cost of ending inventory). The process of auditing manufacturing costs involves
significant professional judgment, and this is often performed by auditors that have some
experience auditing manufacturing companies. Ultimately, the auditor should also validate
adjusting journal entries at year-end to adjust the value of ending inventory, based on the
audit procedures suggested above, and determine the appropriateness of related charges to
cost of goods sold.

Testing Presentation and Disclosure
It is customary to identify the major inventory categories in the notes to the financial statements. In addition, there should be disclosure of the inventory costing method(s) used, the
assignment or pledging of inventories, and the existence of major purchase commitments.
Evidence pertaining to statement presentation and disclosure is often obtained by the substantive tests described previously. Further evidence may be obtained, as needed, from a
review of the minutes of board of directors’ meetings and from inquiries of management.
Based on the evidence and a comparison of the client’s financial statements with applicable
accounting pronouncements, the auditor determines the propriety of the presentation and
disclosures.
Inquiry of management is also used to determine the existence of binding contracts for
future purchases of goods. When such commitments exist, the auditor should examine the
terms of the contracts and evaluate the propriety of the company’s accounting and reporting.
When material losses exist on purchase commitments, they should be recognized in the financial statements, together with a disclosure of the circumstances.
At this point, we have discussed the risks, audit strategies, and audit plans for auditing
the revenue process, the purchasing process, the payroll process, cash, and inventory. Before
you begin the next section on auditing property, plant, and equipment, take a blank piece of
paper, write out the assertions, think about the risks associated with each assertion, and think
about the audit strategy and audit procedures you would plan for the audit of property, plant,
and equipment. When you are finished, take a moment and do the same exercise for long-term
debt. Think about how property, plant, and equipment and long-term debt are connected, and
then develop an audit plan for long-term debt. Then, read the remainder of the chapter.
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Cloud 9 - Continuing Case
Suzie and Ian spend a considerable amount of time discussing
the substantive procedures they will include in the audit program
for Cloud 9’s inventory. Cloud 9’s core business is importing and
wholesaling inventory; in addition, they have now established
a retail store. The importance of inventory to the business’s success means that Cloud 9’s senior managers are very aware of the
issues surrounding good inventory systems and handling procedures. The audit team has already recognized the importance of
these systems by focusing much attention on the controls relating
to inventory. However, Suzie and Ian have some concerns about
their ability to gather sufficient appropriate evidence about Cloud
9’s inventory management system, and they know that if inven-

tory is misstated in the financial statements, it is unlikely that the
financial statements are presented fairly in all material respects.
Suzie and Ian decide that they will gather substantive evidence
from the inventory counts at Cloud 9 to add to the evidence gathered
from analytical procedures and vouching of inventory transactions.
Suzie also decides to take charge of writing the program for gathering evidence on the contracts surrounding the inventory transactions between Cloud 9 and the overseas manufacturers. She wants
to be sure that the accounts appropriately reflect the terms of these
contracts with respect to transfer of inventory ownership. She asks
Ian to take charge of reviewing Cloud 9’s procedures for identifying
damaged, slow-moving, excess, out-of-style, and obsolete inventory.

Before You Go On
2.1 Explain how the audit of inventory would be different for an oil and gas field equipment
manufacturer than it would be for a retail grocer.
2.2 Assume that, when performing analytical procedures, an auditor notices inventory turnover
in days slowing from 33 days to 43 days, and gross margin increasing from 40% to 47%. What
assertions might be misstated?
2.3 Explain the concept of the client’s cycle counts and how they relate to management’s assertions.
2.4 Assume that you are auditing an oil and gas field equipment manufacturer. Explain several
key controls that you would expect to find related to the valuation and allocation assertion.
2.5 Determining the value of inventory as reported on the balance sheet is normally a three-step
process. Explain the three steps.
2.6 Explain the importance of the auditor’s inventory observation. Further, explain three audit
procedures performed during an inventory observation related to three different assertions.
2.7 Explain how the auditor will audit the lower-of-cost-or-NRV of inventory.

Auditing Property, Plant, and Equipment
LEA RNING OBJE CTIVE 3
Evaluate how an auditor determines and executes an audit strategy, including the
use of ADA, for property, plant, and equipment, and depreciation expense.

investing activities the
purchase and sale of land,
buildings, equipment, and other
long-term assets not generally
held for resale; in addition,
investing activities include the
purchase and sale of financial
instruments that are not intended
for trading purposes

The following section focuses on a material aspect of a company’s investing activities: the
acquisition, use, and sale of property, plant, and equipment. Investing activities include the
purchase and sale of land, buildings, equipment, and other long-term assets not generally held
for resale. In addition, investing activities include the purchase and sale of financial instruments not intended for trading purposes. The primary focus of this section will be on the audit
of property, plant, and equipment. An entity acquires property, plant, and equipment assets
because they support its operations and core processes.

Understanding the Flow of Transactions
During the audit of inventory, an auditor expects that inventory has turned over several times
during the year and that none of the inventory that was on hand during the prior audit would
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still be present. However, with property, plant, and equipment, the auditor’s expectations are
just the opposite—most of the property, plant, and equipment that was on hand at the beginning of the year will still be on hand at the end of the year. Therefore, substantive tests of
property, plant, and equipment often focus on:
• Agreeing the beginning balance in property, plant, and equipment to the prior year’s audit.
• Auditing the acquisition of new property, plant, and equipment.
• Auditing the disposal of property, plant, and equipment.
• Auditing the depreciation of property, plant, and equipment.

Understanding the Entity and Its Environment
When an auditor develops a business-based approach to auditing property, plant, and equipment, it is essential to understand how the long-term assets support the operations of the entity.
For example, a forest products company will usually make significant investments in timber and
timberlands, as well as manufacturing facilities. As a rule of thumb, most businesses will acquire new assets if the rate of return generated by those assets exceeds the after-tax marginal cost
of debt financing associated with acquiring additional assets. The first step in auditing property,
plant, and equipment involves understanding the assets that are needed to support the entity’s
operations (e.g., investments in the supply chain, manufacturing facilities, land, or natural resources) and the rate of return a company expects to achieve from its underlying asset base.
The auditor will often look at how the entity is growing and determine the assets needed to
support that growth. The auditor will also obtain an understanding of how newly acquired assets
are financed. The issue of how long-term assets are financed has received substantial attention as
the FASB has adopted new standards for accounting for leases. The new accounting standard on
leases will take effect for public companies for fiscal years beginning after December 15, 2018.
For all other organizations, the standard on leases will take effect for fiscal years beginning after
December 15, 2019.
Illustration 13.13 provides summary financial information related to fixed assets as
a percent of total assets, a measure of return on assets, and a summary of how all of the
company’s assets are financed for the various industries we followed in Chapters 11 and 12.
There is a significant variation from industry to industry. It is important to develop a good
understanding of the audit client to develop expectations regarding the client’s financial
statements.

ILLUSTRATION 13.13 Understanding the importance of property, plant, and equipment, and debt for various industries

Developing a Knowledgeable
Perspective About the Entity’s
Financial Statements

Assessing the Risk of Material
Misstatement

Oil and Gas Field Machinery and
Equipment Manufacturing

Net Fixed Assets as a % of Total Assets: 22.9%

• There is little risk of asset obsolescence.

• F
 ixed assets are a modest portion of total
assets for these companies.

Profit Before Tax as a % of Total Assets: 3.4%

• Debt tends to be stable and concentrated
with a few sources.

Example Industry Traits

• F
 inancing debt is slightly more than the
amount of fixed assets.

Sales ÷ Net Fixed Assets: 8.4

Operating Debt as a % of Total Assets: 28.1%
Financing Debt as a % of Total Assets: 23.8%
Equity as a % of Total Assets: 48.1%

Electronic Computer Manufacturing

Net Fixed Assets as a % of Total Assets: 11.6%

• F
 ixed assets are a smaller proportion of
total assets as a significant amount of
production is outsourced.

Profit Before Tax as a % of Total Assets: 5.2%

• F
 inancing debt is significant relative to the
investment in fixed assets.

Sales ÷ Net Fixed Assets: 35.2

Operating Debt as a % of Total Assets: 39.4%
Financing Debt as a % of Total Assets: 22.9%

• Chip manufacturers, rather than computer
manufacturers, have a higher degree of
obsolescence of production technology.
• Debt tends to be stable and concentrated
with a few sources.

Equity as a % of Total Assets: 37.7%
(continued)

13-30

C h a pte r 13  Auditing Various Balance Sheet Accounts (and Related Income Statement Accounts)

ILLUSTRATION 13.13 (continued)

Example Industry Traits

Developing a Knowledgeable
Perspective About the Entity’s
Financial Statements

Supermarkets and Other Grocery Stores

Net Fixed Assets as a % of Total Assets: 33.1%

• F
 ixed assets and having key locations are
important for grocery retailers. Currently,
retail grocers have significant operating
leases associated with locations.

Profit Before Tax as a % of Total Assets: 9.2%

Sales ÷ Net Fixed Assets: 21.2

Operating Debt as a % of Total Assets: 37.5%
Financing Debt as a % of Total Assets: 29.2%
Equity as a % of Total Assets: 33.3%

Hotels and Motels

Net Fixed Assets as a % of Total Assets: 69.6%

• P
 roperties are a key asset for many hotels
and motels. Operating leases are likely to
be significant.

Profit Before Tax as a % of Total Assets: 5.8%

Sales ÷ Net Fixed Assets: 0.8

Assessing the Risk of Material
Misstatement
• Significant use of long-term operating
leases. Expect a significant increase in net
fixed assets and financing debt under the
new accounting rules for leased assets.
• Property, plant, and equipment is material
and capital expenditures are often also
material.
• Property, plant, and equipment is material
and capital expenditures are often also
material.

Equity as a % of Total Assets: 15.5%

• Long-term operating leases may be
significant. Expect a significant increase in
net fixed assets and financing debt under
the new accounting rules for leased assets.

Colleges, Universities, and Professional
Schools

Net Fixed Assets as a % of Total Assets: 50.7%

• Property, plant, and equipment is material.

• P
 roperty, plant, and equipment is a key
asset.

Profit Before Tax as a % of Total Assets: 1.1%

• More recent investments are often
investments in technology more than
bricks and mortar.

Operating Debt as a % of Total Assets: 22.5%
Financing Debt as a % of Total Assets: 62.0%

Sales ÷ Net Fixed Assets: 0.8

Operating Debt as a % of Total Assets: 13.3%

• Many properties are financed with longterm debt.

Financing Debt as a % of Total Assets: 29.3%
Equity as a % of Total Assets: 57.4%

Understanding the Results of Analytical Procedures
Analytical procedures are required as part of risk assessment. They are cost-effective and they
may assist the auditor in planning the nature, extent, and timing of other procedures. Illustration 13.14 presents some example analytical procedures along with an explanation of the
problems they might identify. Plant assets should be relatively stable and grow at approximately the rate of sales growth. Results of analytical procedures could highlight issues related
to appropriateness of depreciation expense and proper capitalization of costs in plant asset
accounts.

ILLUSTRATION 13.14 Analytical procedures for property, plant, and equipment

Ratio

Formula

Audit Significance

Fixed assets turnover

Net sales
Average fixed assets

An unexpected increase in fixed assets turnover may indicate
the failure to record or capitalize depreciable assets.

Total assets turnover

Net sales
Average total assets

An unexpected increase in total assets turnover may indicate
the failure to record or capitalize depreciable assets.

Return on total assets

{Net income + [Interest × (1 – Tax rate)]}
Average total assets

An unexpected increase in return on assets may indicate the
failure to record or capitalize depreciable assets.

Depreciation expense as a
percent of property, plant,
and equipment

Depreciation expense
Average property, plant, and equipment

An unexpected increase or decrease in the depreciation
expense as a percent of depreciable assets may indicate an
error in calculating depreciation.

Repair expenses to net sales

Repair and maintenance expense
Net sales

An unexpected increase in repair and maintenance expense
may indicate the possibility that assets that should have
been capitalized were expensed.
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Assessing Inherent Risk
Inherent risk for property, plant, and equipment is not straightforward. The following discussion outlines some key factors that influence the auditor’s thinking about inherent risk:
• E
 xistence. Inherent risk for the existence assertion may be low because fixed assets are
not vulnerable to theft. However, the appropriate classification of transactions may be
an issue when companies make decisions about whether a transaction should be directly
expensed versus capitalized as an asset. WorldCom and other companies managed earnings by capitalizing transactions rather than appropriately expensing items. The existence
of assets is called into question if they should be directly expensed.
 ompleteness. Inherent risk may be high or maximum if it is difficult to determine if the
• C
economic substance of a lease is an operating lease or a finance (capital) lease. However,
beginning in 2019, most leases will be treated as finance leases for public companies.
• R
 ights and obligations. Inherent risk is often high because assets are usually pledged as
collateral for underlying debt.
• V
 aluation and allocation. Inherent risk may be high or maximum depending on the industry,
the degree of difficulty associated with estimating useful lives and salvage values for depreciation methods, and the extent to which the value of long-lived assets is impaired.
• P
 resentation and disclosure assertions. Fixed assets disclosures are relatively straightforward and misstatements represent only a moderate inherent risk.

Professional Environment Restatements Related to Long-Lived Assets
Audit Analytics2 recently reported a summary of restatements
due to property, plant, and equipment, intangible asset, or fixed
asset issues for a 17-year period ending in 2017. Property, plant,
and equipment, intangible asset, or fixed asset issues consist of
misstatements either in calculation, approach, or theory that have
taken place in the recording of assets, goodwill, intangibles, or
contra liabilities that are required to be valued or assessed for de-

Disclosure Year
Expense recording issues
% of all financial
statement restatements

clines in value on a period basis. This description covers misreporting of fixed assets, buildings, leasehold improvements, intangibles,
goodwill, securities, investments, etc. As seen below, during the
period of 2004–2005, these misstatements are in excess of 13.2% of
all restatements. However, during the period of 2007–2017, these
misstatements decrease significantly as a percentage of all financial
statement restatements (5.7% to 8.3% of all restatements).

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2012 2013
130

208

13.7% 13.2%

2014

183

95

61

49

63

70

63

50

61

49

49

39

9.8%

7.4%

6.3%

5.9%

7.4%

8.3%

7.4%

5.7%

7.1%

6.5%

7.2%

7.1%

Assessing Control Risk and Fraud Risk
Strong entity-level controls, such as a strong control environment, effective risk assessment,
effective accountability for the use of resources, effective monitoring of the control system,
and strong IT general controls, continue to be important. One of the key transactions associated with plant assets is the initial accounting for the acquisition of plant assets. The features
of the accounting system and specific control procedures associated with the expenditure process, discussed in Chapter 12, apply to the acquisition of property, plant, and equipment and
the appropriate classification of repair and maintenance expenditures. The controls described
in Chapter 12 over the occurrence, completeness, accuracy, cutoff, and classification of purchases should also control the acquisition of fixed assets. Transactions that are individually
material, such as the acquisition of land, buildings, or major capital expenditures, are usually
subject to additional controls including capital budgets and authorization by the board of
directors. Further, a disclosure committee may be involved in addressing the appropriate classification of complex leases as operating leases or finance leases (up through the adoption of
2
Don Whalen, Olga Usvyatsky, and Dennis Tanona, 2017 Financial Restatements, A Seventeen Year Comparison
(Audit Analytics: Sutton, MA, 2018).
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new accounting standards for lease recognition), as well as reviewing depreciation policies for
new assets and the reasonableness of assumptions about useful lives and salvage values. Once
depreciation polices are determined, software applications are used to calculate depreciation
expense and these programs usually include reasonableness tests such as limit tests to ensure
that assets are not overdepreciated (e.g., the book value of assets should be greater than zero).
Controls over the disposition of assets should include specific authorization controls for
the sale or trade-in of fixed assets. Because the sale or trade-in of fixed assets is less routine,
an entity may develop specific controls to test the completeness and accuracy of accounting
for these transactions.
Controls over fixed asset balances often include physical controls over fixed assets as well as the
maintenance of a fixed asset inventory that is periodically checked against existing assets. Controls
over the valuation of assets at historic costs are directly related to the controls over the valuation
of recorded transactions. The disclosure committee should also review any rights or obligations
issues and issues surrounding asset impairment on a regular basis. Finally, the disclosure committee should review all financial statement disclosures before they are presented to the auditor.

Fraud Risk Assessment
Frauds related to property, plant, and equipment are similar to other frauds discussed in Chapter
12 related to purchasing and procurement fraud. Many fixed asset frauds involve fictitious invoices,
phantom vendors, or bid rigging and kickbacks. Auditors should also be alert to fraudulent financial reporting schemes that capitalize items that should be expensed. The opportunity to commit
these frauds can be significantly reduced with strong internal controls over fixed asset acquisitions.

Audit Data Analytics as a Risk Assessment Procedure
Audit data analytics as a risk assessment procedure are probably most effective in the audit of capitalintensive companies, such as an oil refinery. Several examples of audit data analytics include:
• S
 earching the audit population for significant gains or losses on the disposal of assets.
This may be an indication of poor decisions about useful lives or salvage values affecting
depreciation calculations.
• Analyzing capital expenditures versus expenditures for repair and maintenance.
• Analyzing the most common requests for maintenance.
• A
 nalyzing construction costs to determine the amount of work allocated to various contracts. An excessive amount of work allocated to one contractor may surface problems
with bid rigging or kickbacks.

Determining an Audit Strategy
As we have discussed in other audit areas, the audit strategy is highly dependent on the client’s system of internal controls. A strong tone at the top regarding reporting accurate earnings will affect professional judgments about depreciation calculations and decisions about
capitalizing versus expensing various transactions.
The auditor’s strategy in a recurring audit also focuses on auditing three key transaction
streams: (1) acquisitions of PPE, (2) depreciation of PPE, and (3) disposals of PPE. When
internal controls are strong, and the results of analytical procedures appear normal, the auditor
may perform limited testing of these three transaction streams. On the other hand, if a private
company or not-for-profit organization is undergoing significant capital expansion, and internal
controls are weak, the auditor will likely increase sampling and audit a more significant portion
of fixed asset additions.

Substantive Tests for Property,
Plant, and Equipment
Possible substantive tests for the audit of property, plant, and equipment in a recurring engagement are shown in Illustration 13.15. Each substantive test is explained in the following sections.
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ILLUSTRATION 13.15  Substantive tests for property, plant, and equipment

Category

Substantive Test

Assertions

Initial
procedures

1. Obtain an understanding of the entity and its environment and determine:
All
a. The significance of plant assets, and changes in plant assets, to the entity.
b. Key economic drivers that influence the entity’s acquisition of plant assets.
c. Industry standards for the extent to which the entity is capital-intensive and the impact of
plant assets on earnings.
d. The degree to which the company has operating leases and finance leases to finance assets.
2. Perform initial procedures on plant asset balances and records that will be subjected to further
testing.
a. Trace beginning balance for plant assets and accumulated depreciation to the prior year’s
Existence, Completeness
working papers.
b. Review activity in general ledger accounts for plant assets and depreciation expense and
Valuation and allocation
investigate entries that appear unusual in amount or source.
c. Obtain client-prepared schedules of plant asset additions, retirements, and depreciation
expense, and determine that they accurately represent the underlying accounting records
from which they were prepared by:
i. Footing and cross-footing the schedules and reconciling the totals with increases or
decreases in the related general ledger balances during the period.
ii. Testing agreement of items on schedules with entries in related general ledger accounts.

Analytical
procedures

3. Perform analytical procedures:
a. Develop an expectation for plant assets using knowledge of the industry and the entity’s
business activity.
b. Calculate ratios such as:
  i. Fixed asset turnover.
   ii. Depreciation expense as a percent of sales.
iii. Repair and maintenance expense as a percent of sales.
  iv. Rate of return on assets.
c. Analyze ratio results relative to expectations based on prior years, industry data, budgeted
amounts, or other data.

All

Tests of
details of
transactions

4. Vouch plant asset additions to supporting documentation.
5. Vouch plant asset disposals to supporting documentation.
6. Vouch a sample of larger entries to repairs and maintenance expense.
7. Vouch the recording of new finance leases and operating leases to underlying contracts.

Occurrence, Accuracy
Occurrence, Accuracy
Completeness, Valuation
Occurrence,
Completeness, Accuracy,
Rights and obligations*
Valuation and allocation

8. Evaluate the fair presentation of depreciation expense by evaluating the appropriateness of
useful lives and estimated salvage values.
Tests of
details of
balances

Presentation
and
disclosure

9. Inspect plant assets.
a. Inspect additions to plant assets.
b. Tour other plant assets and be alert to evidence of additions and disposals not included on
client’s schedules and to conditions that bear on the proper valuation and classification of
the plant assets.
10. Confirm if assets are pledged as collateral for loans.
11. Examine any significant events that could result in an impairment of the value of plant assets.

Existence

12. Compare statement presentation with GAAP.
a. Determine that plant assets and related expenses, gains, and losses are properly identified
and classified in the financial statements.
b. Determine the appropriateness of disclosures related to the cost, book value, depreciation
methods, and useful lives of major classes of plant assets, the pledging of plant assets as
collateral, and the terms of lease contracts.
c. Evaluate the completeness of presentation and disclosures for property, plant, and equipment in drafts of financial statements to determine conformity to GAAP by reference to
disclosure checklist.
d. Read disclosures and independently evaluate their understandability.

Classification and
understandability,
Accuracy and valuation
Accuracy and valuation,
Occurrence and rights
and obligations
Completeness

*In this case, testing transactions also provides evidence about an account balance assertion.

Existence, Completeness

Rights and obligations
Valuation and allocation

Classification and
understandability
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Initial Procedures
An important initial procedure involves obtaining an understanding of the importance of
property, plant, and equipment to the business and industry. As discussed earlier, it is important for the auditor to understand how assets support core activities of the entity and the
generation of earnings. This understanding of the economic substance behind plant asset
transactions provides the context for evaluating the reasonableness of evidence collected
during the audit.
Before performing other substantive tests in the audit program, the auditor determines
that the beginning general ledger balance for plant asset accounts agrees with the prior period’s working papers. Among other things, this comparison will confirm that any adjustments
determined to be necessary at the conclusion of the prior audit that were reflected in the prior
period’s published financial statements were properly booked and carried forward. Next, the
auditor should test the mathematical accuracy of client-prepared schedules of additions and
disposals and reconcile the totals with changes in the related general ledger balances for plant
assets during the period. In addition, the auditor should test the schedules by vouching items
on the schedules to entries in the ledger accounts and tracing ledger entries to the schedules
to determine that they are an accurate representation of the accounting records from which
they were prepared. The schedules may then be used as the basis for several of the other audit
procedures. Illustration 13.16 illustrates an auditor’s lead sheet schedule for plant assets and
accumulated depreciation.

ILLUSTRATION 13.16  Property, plant, and equipment lead schedule
Client: New Millennium Ecoproducts                       Bell & Bowerman, LLP

   

  

Property, Plant, and Equipment, and Accumulated Depreciation            Reference: G - Lead      

Prepared by: W.C.B.

    

Date: 2/4/23

Reviewed by: R. E. Z.

Date: 2/12/23

Period-end: 12/31/22
Property, Plant, and Equipment
W/P Acct.
Ref. No. Account Title
G-1 301 Land

Balance
12/31/21

Additions Disposals

Adjustments
DR / (CR)

Balance
12/31/22

$ 450,000 (a)
2,108,000 (a) $ 125,000

G-3 303 Machinery and Equipment

3,757,250 (a)

(✓)

140,000

379,440 (a)

$ 84,320

25,000

(b)

4,392,250

1,074,210 (a)

352,910

883,400

217,450 (a)

43,250

(a) Traced to general ledger and 12/31/21 working papers.

(✓)

(✓)

–

(✓)

$7,933,650 $1,671,100

(✓✓)

(✓)

Adjustments
(DR) / CR

Balance
12/31/22
$

2,208,000

$

Disposals

(a)

(b)

110,000

$1,245,000 $480,000

–

Depreciation
Expense

$(25,000)

980,000 $370,000

853,400 (a)
$7,168,650

Balance
12/31/21

$ 450,000 $

G-2 302 Buildings
G-4 304 Furniture and Fixtures

Accumulation Depreciation

G-5
G-5 $172,500
G-5

(b)

462,760

1,000

(b)

1,255,620

21,000

$480,480

$193,500

(✓)

(✓)

–

$(1,000)

239,700
$ –

(✓)

$1,958,080

(✓✓)

(b) To reclassify cost and related accumulated depreciation from purchased equipment recorded as buildings.
See Adjusting entry #2 on W/P AE-4

(✓) Footed.
(✓✓) Footed and cross-footed.

Substantive Analytical Procedures
An important part of auditing property, plant, and equipment involves determining that the
financial information is consistent with the auditorʼs expectations. During risk assessment,
the auditor develops expectations by being knowledgeable of the business and industry and
performing analytical procedures. The analytical procedures in Illustration 13.14 can be used
again during risk response to assess the reasonableness of balances for plant assets, depreciation expense, repair and maintenance expense, and expenses associated with operating leases.
The auditor should maintain an appropriate level of professional skepticism and investigate
any abnormal results by performing tests of details to gather additional evidence. If, however,
the results of substantive analytical procedures at interim or year-end are consistent with the
auditorʼs expectations, the audit strategy might be modified to reduce the extent of tests of
transactions and/or balances.
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Tests of Details of Transactions
The following substantive tests address three types of transactions for property, plant, and
equipment: (1) additions, (2) disposals, and (3) repair and maintenance.
Vouch plant asset additions. All major additions should be supported by documentation
in the form of authorizations in a capital budget, receiving reports, vouchers, vendor invoices,
contracts, and canceled checks. The recorded amounts should be vouched to supporting documentation. If there are numerous transactions, the vouching may be done on a sample basis.
In performing this procedure, the auditor ensures that appropriate accounting recognition has
been given to installation costs, freight-in, and similar costs. For construction in progress, the
auditor may review the contract and documentation in support of construction costs.
When plant assets are acquired under a finance lease, the cost of the property and the
related liability should be recorded at the present value of the future minimum lease payments. The accuracy of the clientʼs determination of the present value of the lease liability
should also be verified by recomputation. Vouching property, plant, and equipment additions
provides evidence about the existence and valuation and allocation assertions. When you look
at Illustration 13.16, testing of the additions to Buildings, Machinery and Equipment, and
Furniture and Fixtures would be found on working papers G-2, G-3, and G-4, respectively.
Vouch plant asset disposals. Evidence of sales, retirements, and trade-ins should be available to the auditor in the form of cash remittance advices, written authorizations, and sales
agreements. The documentation should be carefully examined to determine the accuracy and
propriety of the accounting records, including the recognition of a gain or loss, if any. The
following procedures may also be useful to the auditor in determining whether all retirements
have been recorded:
• Analyze the miscellaneous revenue accounts for proceeds from sales of plant assets.
• I nvestigate the disposition of facilities associated with discontinued product lines and
operations.
• Review insurance policies for termination or reductions of coverage.
• Make inquiry of management as to retirements.
Evidence that all retirements or disposals have been properly recorded relates to the existence and valuation and allocation assertions. Evidence supporting the validity of transactions
that reduce plant asset balances relates to the completeness assertion. Finally, evidence obtained while auditing disposals of plant assets may assist in the audit of depreciation expense.
Significant losses on the disposal of assets may indicate that depreciation estimates may be inadequate. Significant gains may indicate the client is overly aggressive in depreciating assets.
When you look at Illustration 13.16, testing of the disposals of Machinery and Equipment, and
Furniture and Fixtures would be found on working papers G-3 and G-4, respectively.
Inspect entries to repairs and maintenance expense. The purpose of the auditor’s test of repair
and maintenance expense is to determine the propriety and consistency of these charges. Propriety involves a consideration of whether the client has made appropriate distinctions between
items that should be capitalized or expensed. Accordingly, the auditor should scan the individual charges to identify those that are sufficiently material are capitalized. For these items, the
auditor should examine supporting documentation, such as the vendor invoice, company work
order, and management authorization, to determine the propriety of the charge or the need for
an adjusting entry. The auditor should also consider other expenses that an entity might have
capitalized, such as the capitalization of interest costs related to self-constructed assets.
Consistency refers to a determination of whether the company’s criteria for distinguishing between capital items and expenditures are the same as in the preceding year. This substantive procedure provides important evidence concerning the completeness assertion for
plant assets because it should reveal expenditures that should be capitalized. Inspecting the
entries to repairs expense also results in evidence about the valuation of the plant assets.
Examine entries for depreciation expense. In this test, the auditor seeks evidence on the
reasonableness, consistency, and accuracy of depreciation expense for the period. An essential
starting point for the auditor is determining the depreciation methods used by the client during
the year under audit. The methods can be identified from a review of depreciation schedules
prepared by the client and inquiry of the client. The auditor must then determine whether the
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methods currently in use are consistent with the preceding year. During a recurring audit, this
can be established by a review of the prior year’s working papers.
Determination of the reasonableness of depreciation expense involves a consideration
of such factors as (1) the client’s past history in estimating useful lives and (2) the remaining
useful lives of existing assets. The auditor’s verification of accuracy is achieved through recalculation. Ordinarily, this is done on a selective basis by recomputing the depreciation on major
assets and testing depreciation recorded on additions and retirements during the year. Evidence of unusual gains and losses on the retirement or sale of assets may indicate that depreciation estimates may be misstated. Illustration 13.16 shows that testing depreciation expense
would be found on working paper G-5.

Audit Reasoning Example Large Gains and the Reasonableness
of Depreciation Expense

David, an audit manager, was reviewing Kristina’s work in auditing plant assets for a construction
company that did a great deal of road building and repair work. David comments, “I see that there
were significant gains when the company replaced a variety of equipment this year. You have
correctly tested the calculation of the gains. Do you think there are other issues for this year’s audit?” Kristina is a bit puzzled. “If the gains are correct, what other issues might there be?” David
comments, “If there are so many gains, and they are relatively large, is that an indication of underdepreciating these assets? If these assets are underdepreciated, could we have a similar problem with other assets on the books? Let’s go back and look at the current depreciation methods
for these classes of assets. If we recalculated depreciation for the existing assets, using different
assumptions, would we find a material difference from our current depreciation calculations? I
think we need to look carefully at this issue.”

Tests of Details of Balances
In many ways the auditor’s tests of transactions also serve as tests of balances. If the auditor
traces the beginning balance to prior year’s working papers, and then obtains sufficient, appropriate evidence about the transactions for the period, the auditor has audited the ending
balance. The following procedures focus on inspecting plant assets, determining if assets have
been pledged as collateral for loans, and evaluating whether assets have been impaired.
Inspect plant assets. Often, the auditor will tour the client’s facilities and inspect plant
assets. Inspecting enables the auditor to obtain direct personal knowledge of the existence of
plant assets. In a recurring engagement, detailed inspections may be limited to items listed on
the schedule of plant asset additions. During a tour of plant assets, an auditor should be alert
to other evidence relevant to plant assets. For example, the astute auditor will look for indications of additions or retirements not listed on the schedules that relate to the completeness and
existence assertions, and to evidence regarding the general condition of other plant assets, and
whether they are currently being used, that relates to the valuation and allocation assertion.
Confirm if assets have been pledged as collateral for loans. The auditor will often obtain
evidence about whether assets have been pledged as collateral for loans when sending confirmations regarding loans and debt agreements. Even though invoices for the purchase of
property, plant, and equipment might be marked “paid,” it is possible that the same asset has
been pledged as collateral for a loan. Lease agreements convey to the lessee the right to use
property, plant or equipment for a specific period of time. Auditors should read lease agreements to determine the proper accounting classification of leases. When finance leases exist,
both an asset and a liability should be recognized on the balance sheet. Examination of lease
agreements also provides significant evidence relevant to note disclosures. These procedures
provide important evidence related to the rights and obligations assertion.
Examine impairment of property, plant, and equipment. Events may occur between acquiring and retiring an asset that affect the valuation and allocation assertion and require immediate
write-down of the asset, as addressed in ASC 360. An impairment exists when the cost of a
plant asset, or group of assets, exceeds its fair value and is not recoverable. Auditors should
be alert to a significant decrease in the market price of a plant asset, a change in how the
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company uses an asset, or changes in the business climate that could affect an asset’s value.
An auditor will normally test an asset for recoverability by comparing its estimated future
undiscounted cash flows with its carrying value. The asset is impaired when the future cash
flows are less than the carrying amount.

Tests of Details of Presentation and Disclosure
Financial statement presentation requirements for plant assets are moderately extensive. For example, the note disclosure should show depreciation expense for the year, cost and book values
for major classes of plant assets, and depreciation methods used. Evidence concerning these
matters is acquired through the substantive tests described in the preceding sections. Property
pledged as security for loans should also be disclosed. Information on pledging may be obtained by
reviewing minutes of board meetings or contractual agreements, confirming debt agreements, and
inquiring of management. The appropriateness of the client’s disclosures related to leased assets
can be determined by understanding the terms of the lease agreement. Auditors normally test the
completeness of disclosures by using a disclosure checklist. Finally, an auditor with significant
experience will read the disclosures to evaluate their understandability.

Cloud 9 - Continuing Case
Ian and Suzie have already discussed their approach to PPE acquisitions and disposals, plus using limited recalculation and analytical procedures for depreciation expense testing. Suzie reminds
Ian that they need to design substantive procedures to assess asset values. Asset impairments must be recognized under the accounting standards, and the auditors will need to gather evidence

about Cloud 9’s processes for identifying and recognizing asset
impairments. Suzie will discuss with Sharon Gallagher, the audit
manager, how they want to approach the issue of asset impairments. However, going into this meeting, Suzie does not anticipate
changes in the business climate, or changes in how Cloud 9 uses
its assets that would indicate potential impairments.

Before You Go On
3.1 Explain how the audit of property, plant, and equipment would be different for a computer
manufacturer than for a hotel and motel chain.
3.2 Assume that, when performing analytical procedures, an auditor notices a material
increase in repair and maintenance expense as a percent of net sales. What assertions
might be misstated?
3.3 Explain the relationship between internal controls over the acquisition of fixed assets and
internal controls found in the purchases process. What additional controls might you expect
to find related to the acquisition of fixed assets?
3.4 Explain the general audit strategy for auditing property, plant, and equipment.
3.5 Explain the evidence that would show a company is underdepreciating plant, and equipment.

Auditing Financing Activities
lea rning objective 4
Evaluate how an auditor determines and executes an audit strategy for long-term
debt and interest expense, and stockholders’ equity.
The following section focuses on auditing financing activities. Financing activities include
transactions and events whereby cash is obtained from, or repaid to, lenders (debt financing) or
owners (equity financing). Financing activities include acquiring debt, finance leases, issuing

financing activities
transactions and events whereby
cash is obtained from, or repaid
to, lenders (debt financing) or
owners (equity financing)
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bonds, or issuing preferred or common stock. Financing activities would also include payments
to retire debt, reacquisition of stock (treasury stock), and payment of dividends. If the auditor
knows that changes have occurred in investing activities, changes in financing activities often
are predictable. If, for example, an entity finances equipment with a finance lease, the value of
the additions to assets and debt are directly related.

Understanding the Flow of Transactions
Following is a summary of common financial statement accounts associated with long-term
debt or equity transactions an auditor usually encounters.

Short-Term and Long-Term Debt Transactions

Stockholders’ Equity Transactions

Loans payable

Preferred stock

Mortgages payable

Common stock

Bonds payable

Treasury stock

Bond premium (discount)

Paid-in capital

Interest payable

Retained earnings

Interest expense

Dividends

Gain (loss) on retirement of bonds

Dividends payable

The population of debt and equity instruments is usually small. For example, a public
company may have fewer than 50 different notes payable, or only one to three classes of equity
securities, which are small population sizes. As a result, audit strategy often focuses on auditing the entire population of debt and equity at year-end.
Audit data analytics software is most often used with large populations of data, such
as inventory or sales transactions. Since borrowing and equity transactions usually represent
relatively small populations, audit data analytics are typically not used to audit financing
transactions.

Understanding the Entity and Its Environment
When an auditor performs risk assessment procedures and develops a business-based approach
to auditing financing activities, it is essential to understand how the entity chooses a financing
strategy, and the types of financial instruments used by the entity. Recall that Illustration 13.13
provides summary financial information related to an entity’s choice of operating debt,
financing debt, and equity for the various industries we have been following in Chapters 11
and 12. There continues to be significant variation from industry to industry; therefore, it is
critical for the auditor to develop a good understanding of the audit client and its business
environment to develop expectations regarding the client’s financial statements. For example,
the average level of debt in the hotel and motel industry represents 62% of total assets.
Alternatively, colleges, universities and professional schools that have significant fixed assets
have a capital structure that is heavily equity financed and debt represents only 29% of total
assets. It is particularly important for auditors to understand the client’s financing strategy
and the types and complexity of financial instruments used.
There is often a direct connection between a client’s investment in property, plant,
and equipment (or other long-term assets) and the entity’s financing activities. An auditor
should understand how a company plans to fund the acquisition of long-term assets. Some
entities may generate sufficient cash flow from operations to allow for the purchase of PPE.
Most entities, however, will use some form of debt or equity to fund the acquisition of longterm assets.
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Understanding the Results of Analytical
Procedures
Analytical procedures are required during risk assessment. They are cost-effective and they may
assist the auditor in evaluating the reasonableness of the financial statements. Further, an auditor should develop an expectation for any of the ratios or analytical procedures discussed below.
Once an auditor understands the long-term assets that an entity has acquired, the auditor should
also obtain an understanding of how the entity financed the acquisitions. If the auditor understands the entity’s investing activities and the nature of the business, the entity’s financing activities should be predictable. Illustration 13.17 presents some example analytical procedures along
with an explanation of the problems they might identify. These analytical procedures provide
indicators of the entity’s need for financing, its ability to service debt, and the reasonableness of
interest costs (both interest expense and capitalized interest).
illustration 13.17 Analytical procedures commonly used to audit long-term debt

Ratio
Free cash flow

Formula

Audit Significance

Cash flow from operations – Capital
expenditures

Negative free cash flows indicate the need for, and approximate
amount of, expected financing to prevent drawing down on cash
or investments.

Interest-bearing debt to
total assets

Interest-bearing debt
Total assets

Provides a reasonableness test of the entity’s proportion of debt that
may be compared with prior years’ experience or industry data.

Stockholders’ equity to
total assets

Stockholders’ equity
Total assets

Provides a reasonableness test of the entity’s proportion of equity
that may be compared with prior years’ experience or industry data.

Comparing return on assets
with the incremental cost
of debt
Return on common equity
Sustainable growth rate

Current portion of debt and
dividends to cash flow from
operations

If ROA > the incremental cost of debt:
{Net income + [Interest × (1 – tax rate)]}
Average total assets
(Net income – Preferred dividends)
Average common stockholders’ equity
Return on common equity × (1 –
Dividend payout rate)

(Current portion of debt + Dividends)
Cash flow from operations

If a company is able to generate a higher rate of return on assets
than its incremental cost of debt, this is a signal that an entity may
use debt financing to expand the assets and earnings of the entity.
Provides a reasonableness test of stockholders’ equity given the
company’s earnings and financing structure.
Provides an estimate of rate of sales growth that can be obtained
without changing the entity’s profitability or financing structure.
The auditor should expect changes in the financing structure when
sales grow significantly faster than the sustainable growth rate.
A test of the entity’s ability to service its financing obligations.
Ratios less than 1.0 indicate potential liquidity problems.

Times interest earned

Income before interest and income taxes
(Interest expense + Capitalized interest)

A test of the entity’s ability to generate earnings to cover the cost
of debt service. Ratios less than 1.0 indicate the entity’s earnings
are insufficient to cover financing costs.

Interest expense to interestbearing debt

(Interest expense + Capitalized interest)
Average interest-bearing debt

A reasonableness test of recorded interest expense that should
approximate the entity’s average cost of debt capital.

Assessing Inherent Risk
Many auditors might think that inherent risk in the financing cycle is moderate to low. However,
as noted in the following discussion of the professional environment, issues associated with
debt, warrants, and equity are the number one cause of financial statement restatements. For
example, in 2013, First Data Corporation refinanced its debt with borrowings of similar maturities. The company originally treated the transaction as a modification of debt rather than an
extinguishment of debt. Properly treating the transaction as an extinguishment of debt resulted
in recording a $56 million loss.3 Other significant inherent risks involve the proper accounting
for interest rate swaps and the proper classification of equity instruments that behave like debt.
There are some companies that have a relatively straightforward capital structure where
accounting issues are not complex. But when an auditor finds that a client has engaged in
3

T. Shumsky, “Three Stubborn Types of Mistakes Dog Financial Reporting,” The Wall Street Journal (April 11, 2016).
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significant new debt or equity transactions, the auditor should be prepared to study a significant volume of legal documents related to the financing transaction, and determine the
impact of any legal requirements (such as debt covenants) on the entity.

Professional Environment Restatements Related to Debt, Quasi-Debt, Warrants, and Equity
Audit Analytics4 recently reported a summary of restatements due
to debt, quasi-debt, warrants, and equity issues for a 17-year period
ending in 2017. Debt, quasi-debt, warrants, and equity security issues consist of misstatements in approach, theory, or calculation
associated with the record of debt or equity accounts. These restatements will often be about errors made in the calculation of balances arising from debt, equity, or quasi-debt/equity instruments
with beneficial conversion options. For example, when convertible

Disclosure Year
Expense recording issues
% of all financial
statement restatements

debt is issued, converted, repurchased, or paid off, GAAP requirements can be challenging. In addition, certain debt instruments
can be erroneously valued. Often financial derivative requirements
are at issue. During the 17-year period, these restatements were
the number one source of financial statement restatements. They
range from 15.7% to 23.8% of all restatements. As a result, this is a
significant risk issue in all years.

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2012 2013
171

331

502

297

200

140

182

177

143

195

204

162

121

2014
87

18.0% 21.0% 27.0% 22.9% 20.7% 16.9% 21.4% 20.9% 16.8% 22.3% 23.8% 21.4% 17.8% 15.7%

Assessing Control Risk and Fraud Risk
The following financing functions and related control activities are associated with the financing process:
 uthorizing bonds and capital stock. The board of directors usually authorizes financing
• A
transactions based on the entity’s strategic plans and investing activities.
• I ssuing bonds and capital stock. Issues are made in accordance with board of directors’
authorizations and legal requirements, and proceeds are promptly deposited intact. Often
bond and stock transactions are handled by a bond trustee or transfer agent.

bond trustee a bond trustee
is usually a commercial bank
or a trust company that is given
fiduciary powers by a bond issuer
to enforce the terms of a bond
indenture; the trustee sees that
bond interest payments are made
as scheduled and protects the
interests of the bondholders if the
issuer defaults
transfer agent a trust
company, bank, or similar
financial institution assigned by
a corporation to maintain records
of investors and account balances;
the transfer agent records
transactions, cancels or issues
stock certificates, and processes
investor mailings

• P
 aying bond interest and cash dividends. Payments are made to proper payees in accordance with board of directors’ or management authorizations.
• R
 edeeming and reacquiring bonds and capital stock. Transactions are executed in accordance with board of directors’ authorizations; treasury stock certificates are physically
safeguarded.
 ecording financing transactions. Transactions are correctly recorded as to amount,
• R
classification, and accounting period based on supporting authorizations and documentation. The duties of executing and recording financing transactions are usually segregated. Periodic independent checks are made by agreement of subsidiary ledgers to
control accounts.
Major financing transactions usually require involvement of the board of directors. Controls over the routine payment of principal and interest are usually subject to the standard
internal controls in the expenditure process. Paying dividends requires board of directors’
authorization and is typically handled by an outside transfer agent. Controls over the completeness of transactions involve regular review by the disclosure committee, particularly with
respect to accounting for any complex debt or equity security transactions. An independent
review of the amortization of bond premiums or discounts also falls within the responsibilities
of a disclosure committee.
Management maintains subsidiary records of loan balances. It is common for management
to establish an independent check of such balances against monthly statements sent by lenders.
Public companies usually outsource these transactions to a transfer agent. Often a quarterly or
annual reconciliation with the records of a transfer agent provide a key control.
4

Don Whalen, Olga Usvyatsky, and Dennis Tanona, 2017 Financial Restatements, A Seventeen Year Comparison
(Audit Analytics: Sutton, MA, 2018).
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However, as noted in the Professional Environment discussion above, many debt or equity transactions may involve complex accounting issues. When convertible debt is issued,
converted, repurchased, or paid off, GAAP requirements can be challenging. Entities may engage in interest-rate swaps or other derivative financial instruments that involve complex accounting. In these situations, an entity’s internal control may involve a separate independent
review of the accounting for complex transactions. Finally, the disclosure committee should
review all financial statement disclosures before they are presented to the auditor. If these
controls are not present, control risk should be assessed at high or maximum.

Determining an Audit Strategy
Audit strategy is often determined by the nature of the entity and the complexity of the entity’s transactions. If the entity is a public company, the auditor will test controls and follow a
reliance on controls approach. If the entity is not a public company, but has complex debt or
equity transactions, the auditor may likely test relevant controls prior to determining an audit
strategy. If the entity is not a public company, and debt and equity transactions are limited in
number and straightforward, the auditor will often follow a primarily substantive approach
after understanding the controls that the entity has placed in operation. For example, a small,
private company may have a small number of loans, and confirming loans, loan covenants,
and other terms of the loan may be a simple process.

Substantive Tests of Long-Term Debt
Illustration 13.18 shows a list of possible substantive tests of long-term debt balances together with the specific audit objectives to which each test relates. The auditor relies primarily
on (1) direct communication with outside independent sources, (2) review of documentation,
and (3) recomputations to obtain sufficient appropriate evidence about the assertions pertaining to long-term debt balances. Each of the substantive tests is explained in the following
sections.

ILLUSTRATION 13.18  Substantive tests for long-term debt

Category
Initial
procedures

Substantive Test
1. Obtain an understanding of the business and industry and determine:

Assertions
All

a. The significance of various sources of financing (debt and equity) to the entity.
b. Key economic drivers that influence the entity’s need for financing and its ability to service
the cost of debt.
c. Industry standards for the extent to which the industry uses debt and equity financing and
the impact of debt on earnings.
d. The degree to which the entity has used operating leases and finance leases to finance assets.
2. Perform initial procedures on long-term debt balances and records that will be subject to
further testing.
a. Trace beginning balances for long-term debt accounts to prior year’s working papers.

Existence, Completeness

b. Review activity in all long-term debt and related income statement accounts and investigate entries that appear unusual in amount or source.
c. Obtain client-prepared schedules of long-term debt and determine that they accurately
represent the underlying accounting records from which prepared by:

Valuation and allocation

   i. Footing and cross-footing the schedules and reconciling the totals with increases or
decreases in related subsidiary and general ledger balances.
ii. Testing agreement of items on schedules with entries in related subsidiary and general
ledger accounts.
(continued)
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ILLUSTRATION 13.18 (continued)

Category
Analytical
procedures

Substantive Test

Assertions

3. Perform analytical procedures:

All

a. Calculate appropriate debt ratios (see Illustration 13.17).
b. Analyze ratio results relative to expectations based on prior year, budget, industry, or
other data.

Tests of
details of
transactions

Tests of
details of
balances

4. Vouch a sample of entries in long-term debt and related interest expense accounts.

Occurrence, Accuracy,
Cutoff, Classification

5. For bonds, confirm the balance and transactions with the bond trustee.

Occurrence, Accuracy,
Completeness

6. Scan the cash receipts journal for large, unusual cash receipts.

Completeness

7. Confirm interest expense and recalculate as necessary.

Occurrence, Accuracy,
Cutoff

8. Inspect authorizations and contracts for long-term debt.

Existence

9. Confirm debt with lenders and bond trustees.

Existence, Completeness,
Valuation and allocation,
Rights and obligations

Presentation 10. Compare statement presentation with GAAP.
and
disclosure
11. Determine that long-term debt balances are properly identified and classified in the financial
statements.

Occurrence and rights
and obligations
Classification and
understandability

12. Determine the appropriateness of disclosures concerning all terms, covenants, and retirement
provisions pertaining to long-term debt.

Accuracy and valuation,
Occurrence and rights
and obligations

13. Evaluate the completeness of presentation and disclosures for long-term debt in drafts of
financial statements to determine conformity to GAAP by reference to disclosure checklist.

Completeness

14. Read disclosures and independently evaluate their understandability.

Classification and
understandability

Initial Procedures
As shown in Illustration 13.18, the familiar initial procedures are applicable to long-term debt
balances. It is important to obtain an understanding of the business and industry, determine
the entity’s need for external financing, and determine the entity’s ability to service debt.
Because financing is so clearly linked to investing activities, the auditor may perform these
procedures together. For example, the same auditor may be assigned to audit purchases of
plant, and equipment, long-term debt, various lease agreements, and equity. The schedules
associated with long-term debt may include separate schedules of long-term notes payable to
banks, obligations under finance leases, and listings of registered bondholders prepared by
bond trustees.

Substantive Analytical Procedures
An important part of auditing long-term debt is determining that the financial information subjected to audit is consistent with the auditor’s expectations. The earlier discussions regarding knowledge of the entity and its environment and analytical procedures
addressed procedures the auditor might perform to assess the reasonableness of financial
statement information regarding long-term debt and interest expense (Illustration 13.17).
As part of the auditor’s responsibilities with respect to evaluating whether an entity is a
going concern (discussed further in Chapter 14), the auditor will evaluate the entity’s
ability to generate sufficient cash flow to meet commitments regarding interest expenses,
debt maturities, and debt covenants. When performing substantive analytical procedures,
the auditor should maintain an appropriate level of professional skepticism and investigate abnormal results.
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Tests of Details of Transactions
For notes payable, the auditor will normally vouch transactions to the cash receipts or cash
disbursements journal. Payments on principal of long-term debt can be verified by an examination of vouchers and canceled checks. Payments in full can be validated by an inspection
of the canceled notes. When installment payments are involved, their propriety can be traced
to repayment schedules and supporting documentation from banks. For bonds, the auditor
should confirm transactions and the ending balance with the bond trustee. When bond interest is paid by an independent agent, the auditor should examine the agent’s reports on payments. Issuances of debt instruments should be traced to the cash receipts journal. Bonds may
also be converted into stock. Evidence of such transactions is available from the bond trustee
or the transfer agent.
The vouching of entries to long-term debt accounts and underlying documentation provides evidence about the occurrence of transactions and the existence of debt, accuracy and
valuation, cutoff, and classification. The auditor will often test completeness by reviewing the
cash receipts journal for large transactions. Completeness is also tested by tests of balances in
the form of confirmation with banks, a bond trustee, or transfer agent.
Evidence of interest expense and accrued interest payable is easily obtained by the auditor as part of a bank or loan confirmation. If interest expense is not confirmed, and internal controls are strong, the auditor may perform analytical procedures to estimate interest
expense using the average loan balance outstanding times the interest rate. If internal controls are weak, the auditor may reperform the client’s interest calculations and trace interest
payments to supporting vouchers, canceled checks, and confirmation responses. Accrued interest, in turn, is verified by identifying the last interest payment date and recalculating the
amount booked by the client. Illustration 13.19 shows an example working paper related to
the audit of notes payable and related interest payable.

ILLUSTRATION 13.19  Notes and interest payable working paper
Client: New Millennium Ecoproducts                  Bell & Bowerman, LLP          
Long-Term Debt Payable and Accrued Interest            Reference: G - Lead            

  Prepared by: W.C.B.
Reviewed by: R. E. Z.

Date: 2/5/23
Date: 2/12/23

Period-end: 12/31/22                          
Notes Payable
Account Title
5% note payable to Sunriver National Bank
(a) Due $100,000 per year to 7/3/24
(b) 4% note payable to First Trust Company
Due $100,000 per year to 7/3/24

Balance
12/31/21

Borrowing

$300,000 (c)
$

–

$300,000
(✓)

Payments

Interest Payable
Balance
12/31/22

Balance
12/31/21

$100,000 (f) $200,000 (d)

$7,500

$250,000

$100,000

$450,000

$7,500

(✓)

(✓)

(✓✓)

(✓)

(c) $250,000 (g)

$250,000 (d)

$ –

Payments

(c) $12,500 (e)

$15,000

$ –

$2,500

$15,000

$15,000

$7,500

(✓)

(✓)

(✓✓)

(c) $ 2,500 (e)

(a) Long-term investments in securities portfolio are pledged as security for the loan. See confirmation received from bank W/P A-4.
(b) Land and building pledged as security for the loan. See confirmation received from First Trust Co. W/P A-5.
(c) Agreed to general ledger and 12/31/21 working papers.
(d) Agreed to general ledger at 12/31/22.
(e) Recomputed interest expense with no exception.
(f) Vouched payment to cash disbursements journal and supporting documentation.
(g) Examined copy of note payable agreement and vouched to the cash receipts journal.
(✓) Footed.
(✓✓) Footed and cross-footed.

Balance
12/31/22

Expense

(f)

$5,000

(d)

(d)
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Tests of Details of Balances
The authority of an entity to enter into a contractual agreement to borrow money through
the issuance or incurrence of long-term debt usually rests with the board of directors. Accordingly, evidence of authorizations should be found in the minutes of board meetings. Normally, the auditor reviews only the authorizations that have occurred during the year under
audit because evidence of the authorizations for debt outstanding at the beginning of the year
should be in the permanent working paper file. Authorization for the new debt issue should
include reference to the applicable sections of the bylaws that pertain to such financing. The
inspection of contracts should also include the details of covenants and the entity’s compliance therewith, and the details of obligations under finance leases.
The auditor is expected to confirm the existence and terms of long-term debt by direct
communication with lenders and bond trustees. Notes payable to banks in which the client
has an account are confirmed as part of the confirmation of bank balances. Other notes are
confirmed with the holders by separate letter. The existence of mortgages and bonds payable
normally can be confirmed directly with the bank or trustee. Each confirmation should include
a request for the current status of the debt and current year’s transactions. All confirmation
responses should be compared with the records and any differences should be investigated.
When bonds were originally sold at a premium or discount, the auditor should review the client’s amortization schedule and verify the recorded amount of amortization by recalculation.

Tests of Details of Presentation and Disclosure
In evaluating the appropriateness of the client’s classification and disclosure of long-term
debt, the auditor should be aware of the requirements of the applicable financial reporting
framework. The procedures of inspecting and reading debt contracts and confirming the
terms of debt provide the data for use in the evaluation of note disclosures.

Substantive Tests of Stockholders’ Equity
Illustration 13.20 shows a list of possible substantive tests of stockholders’ equity. The auditor
relies primarily on (1) direct communication with outside independent sources and (2) review
of documentation to obtain sufficient appropriate evidence about the assertions pertaining to
stockholders’ equity. Each of the substantive tests is explained in the following sections.
ILLUSTRATION 13.20  Substantive tests for stockholders’ equity

Category
Initial
procedures

Substantive Test
1. Obtain an understanding of the business and industry and determine:

Assertions
All

a. The significance of various sources of financing (debt and equity) to the entity.
b. Key economic drivers that influence the entity’s need for financing and its ability to obtain
equity capital and pay dividends.
c. Industry standards for the extent to which the industry uses equity financing.
2. Perform initial procedures on stockholders’ equity balances and records that will be subject to
further testing.
a. Trace beginning balance for stockholders’ equity accounts to prior year’s working papers.

Existence, Completeness

b. Review activity in stockholders’ equity accounts and investigate entries that appear unusual
in amount or source.

Valuation and allocation

c. Obtain client-prepared schedules of changes in stockholders’ equity balances and determine that they accurately represent the underlying accounting records by:

Valuation and allocation

   i. Footing and cross-footing the schedules and reconciling the totals with increases or
decreases in related subsidiary and general ledger balances.
ii. Testing agreement of items on schedules with entries in related subsidiary and general
ledger accounts.
(continued)
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ILLUSTRATION 13.20 (continued)

Category
Analytical
procedures

Substantive Test
3. Perform analytical procedures:

Assertions
All

a. Calculate appropriate equity ratios such as the following:
     i. Return on common stockholders’ equity.
   ii. Equity to total liabilities and equity.
iii. Dividend payout.
  iv. Sustainable growth rate.
4. Analyze ratio results relative to expectations based on prior year, budget, industry, or other
data.

Tests of
details of
transactions

5. Confirm equity transactions with the company’s registrar/transfer agent.

Occurrence,
Completeness,
Accuracy, Cutoff,
Classification

6. Inspect board of directors’ minutes for authorization of equity transactions.

Completeness

Tests of
details of
balances

7. Review articles of incorporation and bylaws.

All

8. Review authorizations and terms of stock issues.

Existence, Completeness,
Valuation and allocation

9. Confirm shares outstanding with registrar/transfer agent.

Existence, Completeness,
Valuation and allocation,
Rights and obligations

Presentation 10. Compare statement presentation with GAAP.
and
a. Determine that stockholders’ equity balances are properly identified and classified in the
disclosure
financial statements.

Occurrence and rights
and obligations,
Classification and
understandability

b. Determine the appropriateness of disclosures concerning all changes in stockholders’
equity account balances during the period, par or stated values, dividend and liquidation
preferences, dividends in arrears, stock option plans, conversion features, and treasury
shares.

Accuracy and valuation,
Occurrence and rights
and obligations

c. Evaluate the completeness of presentation and disclosures for stockholders’ equity in
drafts of financial statements to determine conformity to GAAP by reference to disclosure
checklist.

Completeness

d. Read disclosures and independently evaluate their understandability.

Classification and
understandability

Initial Procedures
The auditor should obtain an understanding of the business and industry and determine
(1) the entity’s need for external financing and (2) the desirability of using equity financing to support the growth of the entity. Equity financing might be used either to support
investing activities or to support needed investments in working capital (e.g., growth in
inventories and receivables needed to grow the entity). The schedules referred to in Illustration 13.20 for this group of procedures might include a trial balance of the stockholders’ equity ledger or listings of stockholders supplied by the registrar and transfer agent.
The auditor should test the agreement of the data in the schedules with any underlying
accounting records and verify that the schedules or subsidiary ledgers agree with general
ledger control accounts.

Substantive Analytical Procedures
Illustration 13.21 presents several ratios commonly used to evaluate the reasonableness of
stockholders’ equity. The financial relationships expressed in these ratios may be helpful in
evaluating the reasonableness of stockholders’ equity balances.
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ILLUSTRATION 13.21 Analytical procedures commonly used to audit stockholders’ equity

Ratio or Other Financial
Information

Formula

Audit Significance

Return on common
stockholders’ equity

(Net income – Preferred dividends)
Average common stockholders’ equity

Provides a measure of the rate of return generated on the
common stockholders’ investment. The auditor should
understand the competitiveness factors that allow a company to obtain an unusually high return.

Equity to total liabilities and
equity

Stockholders’ equity
(Stockholders’ equity + Total liabilities)

Provides a reasonableness test of the entity’s proportion of
equity that may be compared with prior years’ experience or
industry data.

Cash dividends
Net income

Auditors would normally expect low dividend payout rates
for high-growth companies that need reinvested earnings to
fund investments in working capital and long-term assets.

Dividend payout rate

Tests of Details of Transactions
The most common equity transactions that may occur on a regular basis are (1) issuing shares
when stock options are exercised, (2) repurchasing common stock, and (3) paying dividends.
Each of these transactions can be confirmed with the transfer agent who is responsible for
maintaining a record of equity transactions and who owns equity securities. In addition,
these transactions should also be authorized in the minutes of the board of directors. If a
company issues new shares, the auditor should also examine remittance advices and vouch
the transactions to the cash receipts journal. The repurchase of common stock or the payment of dividends should also be examined by looking at minutes, disbursement vouchers,
and the cash disbursements journal. The auditor should exercise care in determining the
propriety of the accounting treatment for conversion of stock warrants, the exercise of stock
appreciation rights, or the conversion of debt to equity, as the accounting for these transactions may be complex.
The auditor will also vouch all entries to retained earnings such as transactions related to
repurchasing common stock and paying dividends. The auditor will also verify the accuracy
of closing income statement accounts to retained earnings. The client should furnish support
for any prior-period adjustments or any other transactions posted to retained earnings. The
auditor should also vouch the occurrence and accuracy of transactions affecting accumulated
comprehensive income.

Tests of Details of Balances
Copies of the articles of incorporation and the bylaws should be included in the auditor’s
permanent working paper file. The auditor should also make inquiries of the client’s legal
counsel about changes in either of these documents. As noted above, the auditor will send a
confirmation to the company’s transfer agent, confirming the shares authorized, issued, and
outstanding at the balance sheet date.
Many private companies act as their own transfer agent, and the company or the company’s lawyer will maintain its own records of who owns shares. In these cases, the auditor
should examine the stock certificate book to determine that (1) stubs for shares issued and
outstanding have been properly filled out, (2) canceled certificates are attached to original
stubs, and (3) all unissued certificates are intact. Then the auditor should determine that the
changes during the year have been correctly recorded in the individual stockholders’ accounts
in the subsidiary ledger. Finally, the auditor should reconcile the total shares issued and outstanding as shown in the stock certificate book with total shares reported in the stockholders’
ledger and capital stock accounts.

Tests of Details of Presentation and Disclosure
Financial accounting standards provide that disclosure of changes in the separate accounts
comprising stockholders’ equity is required to make the financial statements sufficiently
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informative. Often such disclosures are made both in the financial statements and the notes.
Disclosures related to the equity section include details of stock option plans, dividends in
arrears, par or stated value, and dividend and liquidation preferences. The auditor obtains evidence about the presentation and disclosure assertion from substantive procedures and from a
review of the corporate minutes for provisions and agreements affecting the stockholders’ equity accounts. In reviewing the minutes, the auditor should note whether any shares of stock
have been reserved for stock options or similar plans, commitments for future issuance of
stock in the purchase of or merger with another company, and restrictions limiting dividend
payments. Relevant evidence may also be obtained from discussions and communications
with legal counsel. When evaluating the appropriateness of the client’s classification and disclosure of stockholders’ equity, the auditor should be alert for some equity instruments used
by companies that behave more like debt than equity (e.g., preferred stock with a mandatory
redemption date), which therefore should not be classified as stockholders’ equity.

Cloud 9 - Continuing Case
Suzie and Josh (audit senior) finalize their plans for financing
activities, and they note that in a low-interest-rate environment,
Cloud 9 has relied on debt to finance growth and there has been
little change in stockholders’ equity. They obtained significant information regarding Cloud 9’s debt agreements as part of the bank
confirmation. They plan on using this information to test Cloud 9’s
financing arrangements. When it comes to stockholders’ equity,

they plan to confirm shares outstanding with the registrar and
transfer agent. They also expect that confirmation with the registrar/transfer agent will provide evidence on stock options exercised during the year. They will then have to look at stock option
agreements to vouch these transactions. Dividends declared and
paid will be vouched to board of director minutes in addition to
information obtained from the registrar and transfer agent.

Before You Go On
4.1 Explain what an auditor should consider when developing an expectation for changes in
long-term financing and changes in equity.
4.2 Explain why calculating a company’s sustainable growth might be a good analytical procedure for long-term financing or equity accounts.
4.3 Identify a more complex aspect of auditing stockholders’ equity that auditors should be alert
to when considering inherent risk for these long-term financing and equity accounts.
4.4 Explain important internal controls an auditor would expect to find before a company entered
into a new loan agreement or it issues new common stock.
4.5 Explain the general audit strategy for auditing long-term debt.
4.6 Explain the general audit strategy for auditing stockholders’ equity.

Learning Objectives Review
Evaluate how an auditor determines and executes an
audit strategy for cash and cash equivalents.

1

An auditor normally expects strong internal controls over cash due
to its susceptibility to misappropriation. When internal controls are
strong, the auditor will normally test internal controls over bank

reconciliations at an interim date as a dual-purpose test. The auditor
will also send bank confirmations to confirm bank balances, loan balances, and any assets that might be pledged as collateral. If segregation of duties does not exist, and internal controls are poor, the auditor
should evaluate the risk of fraud as high. There is a significant risk
associated with fraudulent cash disbursements. As a result, the auditor
should plan significant tests of details of cash balances at year-end.
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Unlike inventory, most of the property, plant, and equipment on hand
at the beginning of the year will also be on hand at the end of the year.
The auditor will agree beginning balances to prior audited figures and
then audit the transactions for the period to arrive at an audited ending balance. As a result, the auditor pays careful attention to internal
controls over purchasing new assets, disposing of assets, as well as
controls for the professional judgments associated with depreciation
estimates and potential asset impairments.

Evaluate how an auditor determines and executes
an audit strategy, including the use of ADA, for inventory
and cost of goods sold.

2

Inventory is a significant balance sheet account for businesses that
manufacture or resell goods. It is important for the auditor to determine internal controls over inventory and understand how the client
determines the value of inventory that appears on the balance sheet.
Most clients use a perpetual method only to keep track of inventory
quantities during the year, while they use a periodic method for valuing inventory. Therefore, the process of auditing inventory is normally
a two-step process. The first step involves auditing the quantities of
inventory on hand (at interim or as of balance sheet date) by way of
observing the client’s inventory counts. The second step involves auditing the client’s method of assigning values to each item in inventory. The auditor should also be alert to the risk that inventory should
be marked down to the lower-of-cost-or-net-realizable-value.

Evaluate how an auditor determines and executes an
audit strategy for long-term debt and interest expense,
and stockholders’ equity.
4

Once an auditor has determined the changes in long-term assets, he or
she will determine how those assets were financed (i.e., with debt or equity). A key aspect of auditing long-term debt involves confirmation of the
debt with lenders, including any assets pledged as collateral for the loan,
other loan restrictions, and the amount of interest expense. A key aspect
of auditing stockholders’ equity involves a confirmation with the registrar
of the amount of shares outstanding and reviewing board of directors’
authorization for equity transactions, such as the issuance of dividends.

3 Evaluate how an auditor determines and executes
an audit strategy, including the use of ADA, for property,
plant, and equipment, and depreciation expense.

Key Terms Review
Bond trustee
Compilation of inventory values
Consignment inventory

Investing activities
Kiting
Transfer agent

Cutoff bank statement
Cycle counts
Financing activities

Audit Decision-Making Example
Background Information
You have been assigned to the audit of Tama Manufacturing. In
performing substantive analytical procedures, you have developed
the following information regarding the company’s production
Sales

costs for the year. At year-end, the company shuts down production such that it has only raw materials and finished goods on
hand. There is no work-in-process inventory.

Unaudited 2022

Audited 2021

Audited 2020

$12,005,336

$10,291,333

$8,892,132

Cost of raw materials used

$3,539,595

$3,173,333

$2,800,952

Direct labor cost

$1,496,230

$1,364,309

$1,191,009

Cost of payroll taxes and benefits
Indirect costs
Total production costs
Beginning inventory

$480,411

$439,309

$383,184

$1,309,180

$1,094,931

$962,099

$6,825,416

$6,071,887

$5,337,244

$330,587

$274,764

$156,577

Ending inventory

$450,016

$330,587

$274,764

Cost of goods sold

$6,705,987

$6,016,064

$5,219,057

6,873

6,222

5,600

82,429

76,863

70,723

10,000,000

10,000,000

10,000,000

Units produced

8,780,800

7,840,400

7,000,000

Units sold

8,725,500

7,775,000

6,850,100

Units in beginning inventory

415,300

349,900

200,000

Units in ending inventory

470,600

415,300

349,900

Tons of raw material used
Direct labor hours
Manufacturing capacity

Multiple-Choice Questions 13-49

Identify Audit Issues

Gather Information and Evidence

You have observed inventory and have verified the ending inventory
of 470,600 units. Calculate additional information as you see fit, and
determine the nature of any remaining potential audit issues. Your
firm has set tolerable misstatement for inventory at $20,000.

You choose to calculate the following additional information.

Gross profit
Gross profit margin
Inventory turnover in days

Unaudited 2022

Audited 2021

Audited 2020

$5,299,349

$4,275,269

$3,673,075

44.1%

41.5%

41.3%

21.2

18.4

15.1

Number of units produced per ton of raw materials

1,278

1,260

1,250

Number of units produced per direct labor hour

106.5

102.0

99.0

Indirect cost per unit

$0.15

$0.14

$0.14

Cost per unit of ending inventory

$0.96

$0.80

$0.79

Production cost per unit

$0.78

$0.77

$0.76

Sales growth

16.7%

15.7%

Growth of cost of goods sold

11.5%

15.3%

Inventory growth in dollars

36.1%

20.3%

Inventory growth in units

13.3%

18.7%

Analysis and Evaluation of Alternatives

Audit Conclusion

There is some inconsistent information in the analysis above.
Tama Manufacturing has consistently been more productive, with
an increase in the number of units produced per ton of raw materials and the number of units produced per direct labor hour. The
indirect cost per unit has gone up by only $0.01 per unit. Inventory turnover in days is up, and the gross margin has increased by
2.6%. The cost per unit of ending inventory has risen significantly
($0.16 per unit and a 20% increase over the prior year). The average
cost of production per unit for the year is $0.77 and yet the cost
per unit of ending inventory is $0.96. Why would the cost per unit
of ending inventory increase by 20% when the company is more
productive?

The valuation and allocation assertion for inventory is significantly
at risk of misstatement. Because of Tama’s cost-flow assumptions,
the cost of ending inventory is often about $0.03 more than the
average cost of production. However, the average cost of ending
inventory at the end of fiscal year 2022 is $0.18 more than the average cost of production. A $0.15 per unit difference amounts to a
potential overstatement of inventory and understatement of cost
of goods sold in the amount of $70,590 ($0.15 × 470,600). The audit team needs to carefully review the underlying calculations for
pricing ending inventory, as it is likely that inventory is overstated
based on the analysis performed above.

CPAexcel
CPAexcel questions and other resources are available in WileyPLUS.

Multiple-Choice Questions
1. (LO 1) Which of the following cash transfers results in a misstatement of cash at December 31, 2022?
Cash Disbursement Cash Paid Cash Receipt Cash Received
per Books
by the Bank per Books
by the Bank

2. (LO 1) Which of the following is one of the better auditing techniques that might be used by an auditor to detect kiting?
a. Review authenticated deposit slips.
b. R
 eview subsequent bank statements and canceled checks
received directly from the bank.

a.

12/31/22

1/5/23

12/31/22

1/4/23

b.

12/31/22

1/4/23

12/31/22

12/31/22

c. P
 repare a schedule of bank transfers from the client’s
books.

c.

1/4/23

1/4/23

12/31/22

12/31/22

d.

1/3/23

1/5/23

1/4/23

1/4/23

d. Prepare year-end bank reconciliation.

13-50

C h a pte r 13  Auditing Various Balance Sheet Accounts (and Related Income Statement Accounts)

3. (LO 1)

When detection risk is low, the auditor is likely to:

a. p
 repare the bank reconciliation using bank data in the
client’s possession or audit the bank reconciliation using a
cutoff bank statement obtained from the bank.
b. s can bank reconciliations and test items on bank reconciliations on a sample basis.
c. t est the client’s internal controls over the preparation of bank
reconciliations.
d. c onfirm bank balances with the Federal Deposit Insurance
Corporation.
4. (LO 2) A client maintains perpetual inventory records in both
quantities and dollars. If the assessed level of control risk is low, an
auditor would probably:
a. i nsist that the client perform physical counts of inventory
items several times during the year.
b. observe the client’s inventory count at an interim date.
c. increase the extent of tests of controls over inventory.
d. r equest the client to schedule the physical inventory count at
the end of the year.
5. (LO 2) For which of the following companies would the auditor
have the least concern about the existence of inventory?
a. A retail grocer.
b. A computer manufacturer.
c. An oil and gas field equipment manufacturer.
d. A hotel.
6. (LO 2) The primary objective of a CPA’s observation of a client’s
physical inventory count is to:
 iscover whether a client has counted a particular inventory
a. d
item or group of items.
b. o
 btain direct knowledge that the inventory exists and has
been properly counted.
 rovide an appraisal of the quality of the merchandise on
c. p
hand on the day of the physical count.
d. a llow the auditor to supervise the conduct of the count to
obtain assurance that inventory quantities are reasonably
accurate.
7. (LO 2) In the audit of inventory, selecting inventory items from a
perpetual master file, going to the locations, and obtaining test counts
is intended to produce evidence for which audit assertion?
a. Completeness.
b. Rights and obligations.
c. Existence.
d. Valuation and allocation.
8. (LO 2) Which of the following would represent the best evidence
for testing the net realizable value of inventory?
a. I nvestigate sales prices on the sale of inventory made after
year-end.
b. Vouch inventory prices to vendor invoices at an interim
date.
c. Vouch inventory prices to the perpetual inventory.
d. I nvestigate all prices that have decreased by more than 5%
during the year.

9. (LO 3) From year one to year two, the ratio of sales to fixed assets
declined significantly. This is a possible indication that:
a. the client is overdepreciating fixed assets.
b. the client is capitalizing costs that should be expensed.
c. the client has used debt to finance acquisitions of fixed assets.
d. the client has treated finance leases as operating leases.
10. (LO 3) When auditing a fixed asset account such as land, buildings, and equipment, the auditor will normally:
a. v ouch the book value of fixed assets to underlying purchase
documents.
b. place the greatest emphasis on tests of balances at year-end.
c. t race transactions from receiving documents to recording of
the purchase.
d. u
 se a combination of of agreeing beginning balances to prior year
working papers and then testing transactions during the year.
11. (LO 3) An auditor analyzes repairs and maintenance primarily
to obtain evidence in support of the assertion that all:
a. non-capitalizable expenditures have been recorded.
b. e xpenditures for property and equipment have not been
charged to expense.
 on-capitalizable expenditures for repairs and maintenance
c. n
have been recorded in the proper period.
d. e xpenditures for property and equipment have been recorded
in the proper period.
12. (LO 3) If an auditor performs analytical procedures on rent expense and finds that rent expense has increased 50%, he or she is
most likely to perform which of the following additional procedures?
a. Test rent cutoff to determine if all rent has been recorded.
b. V
 ouch rent payments to underlying documents to determine
that all vouchers have receiving reports.
 ouch larger items in rent expense in a search for unrecorded
c. V
finance leases.
d. P
 erform tests of controls to ensure that all rent transactions
are authorized.
13. (LO 4) An auditor’s program to examine long-term debt most
likely would include steps that require:
a. c orrelating interest expense recorded for the period with outstanding debt.
b. c omparing the carrying amount of the debt to its year-end
market value.
c. v erifying the existence of the holders of the debt by direct
confirmation.
d. i nspecting the accounts payable subsidiary ledger for unrecorded long-term debt.
14. (LO 4) When a client does not maintain its own stock records,
the auditor should obtain a written confirmation from the transfer
agent and registrar concerning:
a. restrictions on the payment of dividends.
b. guarantees on preferred stock liquidation value.
c. t he number of shares subject to agreements to repurchase.
d. the number of shares issued and outstanding.
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Review Questions
R13.1 (LO1) How can an auditor use results from procedures performed during the control risk assessment phase to affect the nature
of substantive testing when testing cash balances?
R13.2 (LO1) Explain the difference between the audit of the processes impacting cash and the substantive testing of the cash balance.
How is audit testing for each affected by the outcome of controls
testing?

R13.7 (LO3) Explain the relationship between the repairs and
maintenance expense account and the PPE asset account. Why is
the auditor interested in examining debits to both accounts when
auditing PPE? Explain your answer with reference to the assertions
at risk.
R13.8 (LO3) Why is an auditor interested in PPE that is not currently being used or could become idle in the near future?

R13.3 (LO1) What information is obtained by sending a bank confirmation? Explain the importance of a bank confirmation to the audit of cash balances, including the assertions that are addressed by
obtaining a bank confirmation.

R13.9 (LO4) Explain why completeness is a more critical assertion
for long-term debt than for cash, inventory, or PPE. What procedures
are primarily designed to address the completeness assertion for longterm debt?

R13.4 (LO2) In the context of auditing inventory, explain why an
audit team cannot use the same combination of audit procedures for
every audit.

R13.10 (LO4) Explain the importance of obtaining confirmations
regarding notes payable.

R13.5 (LO2) How would an auditor test the existence of inventory
on hand in a public warehouse?
R13.6 (LO2) Explain the difference between year-end counting of
inventory and cycle counts. What conditions should exist at a client
that conducts cycle counts and uses the perpetual inventory to value
inventory at quarter-end?

R13.11 (LO4) Explain how an auditor will usually test interest expense when auditing notes payable.
R13.12 (LO4) What considerations apply in determining the appropriate level of detection risk for stockholders’ equity?

Analysis Problems
AP13.1 (LO 1) Basic Designing audit procedures for cash Julie is designing the audit program
for cash for her client, Onslow Services Corp. (Onslow). Onslow is a property management services company. It deals with six major clients and several smaller clients, each with a number of properties for
rent in the central business district of Minneapolis, Minnesota. Onslow finds tenants, conducts credit
checks, negotiates tenancy agreements, and arranges cleaning and maintenance services for each property. Onslow has a staff of 15 and operates from an office in downtown Minneapolis. Other than a small
petty cash amount, no cash is kept on the premises because rents are directly deposited by the tenants
to Onslow’s bank account. After the relevant fees are deducted, Onslow remits the rents monthly to the
property owners. These transactions pass through a bank account kept solely for this purpose. In addition, Onslow maintains a trust account (for any client moneys held on trust) and a general operating
account (for salaries and other expenses).

Required
a. Advise Julie about the controls over cash that should be maintained by Onslow.
b. Assuming these controls are present and operating effectively, suggest the appropriate substantive
procedures for Onslow’s cash balance.
AP13.2 (LO 1) Moderate Finding fraud related to cash Patricia Company had poor internal control over its cash transactions. Facts about its cash position at November 30, 2022, were as follows:
The cash ledger showed a balance of $18,901.62, which included undeposited receipts which
were on hand at November 30. A credit of $100 on the bank’s records did not appear on the books
of the company. The balance per bank statement was $15,550. Outstanding checks were #62 for
$116.25, #183 for $150, #284 for $253.25, #8621 for $190.71, #8623 for $206.80, and #8632 for
$145.28.
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The cashier subtracted undeposited receipts of $3,794.41 and prepared the following
reconciliation:
Balance per books, November 30, 2022

$18,901.62

Add: Outstanding checks
8621

$190.71

8623

206.80

8632

145.28

442.79
19,344.41

Less: Undeposited receipts

(3,794.41)

Balance per bank, November 30, 2022

15,500.00

Deducted: Unrecorded credit

100.00

True cash, November 30, 2022

$15,450.00

Required
a. Prepare a working paper showing how much the cashier embezzled.
b. How did the cashier attempt to conceal this theft?
c. Using only the information given, name two specific features of internal control that were apparently lacking.

(AICPA adapted)

AP13.3 (LO 1) Moderate Review of client-prepared bank reconciliation The following clientprepared bank reconciliation is being examined by Kautz, CPA, during an audit of the financial statements
of Cynthia Company:
Cynthia Company
Bank Reconciliation Village Bank Account 2
December 31, 2022
Balance per bank (a)

$ 18,375.91

Deposits in transit (b)
12/30

$1,471.10

12/31

2,840.69

   Subtotal

4,311.79
22,687.70

Outstanding checks (c)
837
1941

6,000.00
671.80

1966

320.00

1984

1,855.42

1985

3,621.22

1987

2,576.89

1991

4,420.88

   Subtotal

(19,466.21)
3,221.49

NSF check returned 12/29 (d)

200.00

Bank charges (e)

550.00

Error check No. 1932 (f)

148.10

Customer note collected by the bank
($2,750 plus $275 interest) (g)
Balance per books (h)

(3,025.00)
$ 1,094.59

Required
Indicate one or more auditing procedures that should be performed by Kautz in gathering evidence in
support of each of the items (a) through (h) above.
(AICPA adapted)

AP13.4 (LO 1) Moderate Bank transfer schedule, kiting LMN Company has a June 30 year-end
and maintains three bank accounts: City Bank–Regular, City Bank–Payroll, and Metro Bank–Special.
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Your analysis of cash disbursements records for the period June 23 to July 6 reveals the following bank
transfers:
Check No.

Date of Check

Bank Drawn On

Payee

Amount

2476

June 23

Regular

Payroll

$100,000

2890

June 25

Regular

Payroll

200,000

3140

June 28

Regular

Special

100,000

A1006

June 29

Special

Payroll

50,000

A1245

June 30

Special

Regular

25,000

3402

June 30

Regular

Special

125,000

You determine the following facts about each of the first five checks: (1) the date of the cash disbursements journal entry is the same as the date of the check, (2) the payee receives the check two days later,
(3) the payee records and deposits the check on the day it is received, and (4) it takes five days for a deposited check to clear banking channels and be paid by the bank on which it is drawn. Check 3402 was not
recorded as a disbursement until July 1. This check was picked up by the payee on the date it was issued,
and it was included in the payee’s after-hours bank deposit on June 30.

Required
a. What are the purposes of the audit of bank transfers?
b. Prepare a bank transfer schedule as of June 30 using the format shown in Illustration 13.3.
c. Prepare separate adjusting entries for any checks that require adjustment.
d. In the reconciliation for the three bank accounts, indicate the check numbers that should appear as
(1) an outstanding check or (2) a deposit in transit.
e. Which check(s) may be indicative of kiting?
AP13.5 (LO 1) Moderate
of cash.”

Research Proof of cash Look up and watch a YouTube video on “proof

Required
Answer the following questions.
1. Explain how a proof of cash differs from a bank reconciliation.
2. If internal controls are weak and segregation of duties are poor, what benefits are obtained by performing a proof of cash versus a bank reconciliation?
3. Does performing a proof of cash eliminate the need to perform tests of transactions for cash receipts
and cash disbursements?
AP13.6 (LO 2) Moderate Inventory valuation The following is a copy of the auditor’s working
paper for auditing inventory balances for the client Zack’s Electrical Supply. It shows the details of the
net realizable value (NRV) tests.
Client: Zack’s Electrical Supply

Bell & Bowerman, LLP

Prepared by: R.E.J.

Date: 2/8/23

Period-end: 12/31/22

Reference F07

Reviewed by: L.E.W.

Date: 2/16/23

F07 – NET REALIZABLE VALUE TESTING
[A]
Sample Item
Number Code Description Category

[B]

[B/A = C]

Quantity
Total
in
Inventory
Inventory
Value

[D]

Unit
Price

TM/Ref

[E]

[D − E − C]

Selling Price Distribution
per Unit
Costs?
TM/Ref

Variance

Allowance Amount
Needed?
($000)
Comments

Key item
700025 switches
etc…

Purchased goods

2,000

$10,000

$ 5

SL

$ 33

1

✓

$ 27

No

—

$(121)

Representative sample
1

701442 routers

Purchased goods

25,000

$13,500,000

$540

SL

$420

1

✓

Yes

$(3,250)

3

800245 fuses

Purchased goods

440

7,000

16

SL

28

1

✓

11

No

—

4
5

800347 covers
etc…

Purchased goods

288

4,200

15

SL

45

1

✓

29

No

—

Key to audit tick marks:

✓ Agrees to supporting documentation of sales invoices posted after year-end.
Comments:

None (no error detected, exception noted was correctly provided for by the company).
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Required
a. Why does an auditor test for NRV?
b. Find the details of the inventory items selected for NRV testing. What is a “key item”? Explain how
the auditor has decided whether or not the inventory items should be shown at NRV or cost.
c. Are any inventory items to be written down to NRV in this example? If so, by how much?
AP13.7 (LO 2) Moderate Evaluation of internal controls—raw materials inventory You
have been engaged by the management of Alden, Inc. to review its internal controls over the purchase,
receipt, storage, and issue of raw materials. You have prepared the following comments that describe
Alden’s procedures:
1. Raw materials, which consist mainly of high-cost electronic components, are kept in a locked storeroom. Storeroom personnel include a supervisor and four clerks. All are well-trained, competent,
and adequately bonded. Raw materials are removed from the storeroom only on written or oral
authorization of one of the production managers.
2. There are no perpetual inventory records; therefore, the storeroom clerks do not keep records of
goods received or issued. To compensate for the lack of perpetual records, inventory is counted
monthly by the storeroom clerks, who are well-supervised. Appropriate procedures are followed in
making the inventory count.
3. After the physical count, the storeroom supervisor matches quantities counted against a predetermined reorder level. If the count for a given part is below the reorder level, the supervisor
enters the part number on a materials requisition list and sends this list to the accounts payable clerk. The accounts payable clerk prepares a purchase order for a predetermined reorder
quantity for each part and mails the purchase order to the vendor from whom the part was last
purchased.
4. When ordered materials arrive at Alden, they are received by the storeroom clerks. The clerks count
the merchandise and agree the counts to the shipper’s bill of lading. All vendors’ bills of lading are
initialed, dated, and filed in the storeroom to serve as receiving reports.

Required
Describe the deficiencies in internal control and recommend improvements in Alden’s procedures for the
purchase, receipt, storage, and issue of raw materials. Organize your answer sheet as follows:
Deficiency

Recommended Improvements

(AICPA adapted)

AP13.8 (LO 2) Moderate Inventory Brompton Hardware runs a network of small hardware
retail outlets across the state. All sales are paid by cash or credit card, and are processed through
electronic cash registers. A wide range of goods are held in inventory by the stores, meaning that
the business deals with a large number of suppliers. All goods are purchased on credit with varying
terms, depending on the supplier. Invoices are paid by check after a package of documen ts is collated and approved for payment. Ordering of goods and subsequent payments are processed by the
central office with delivery direct from supplier to the stores—no central warehouse is used. Brompton uses a perpetual stock system to track inventory quantities and conducts test counts at regular
periods throughout the year.

Required
a. What controls would you expect to see over inventory movements at the local store level and the
central office?
b. Explain how you would audit the physical inventory count for Brompton Hardware. What details
would you focus on most?
AP13.9 (LO 2) Moderate ADA Inventory data analytics An auditor is conducting an audit of
the financial statements of a wholesale cosmetics distributor with an inventory consisting of thousands
of individual items. The distributor keeps its inventory in its own distribution center and two public
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warehouses. An inventory database is maintained and updated after each transaction. The database
contains the following information:
1. Item number.
2. Location of item.
3. Description of item.
4. Quantity on hand.
5. Cost per item.
6. Date of last purchase.
7. Date of last sale.
8. Quantity sold during year.
The auditor is planning to observe the distributor’s physical count of inventories as of an interim date.
The auditor will have access to the inventory as of the date of the physical count and will use a general-purpose audit software package.

Required
The auditor is planning to perform inventory substantive tests. Identify the inventory tests and describe
how the use of audit software and the database might be helpful to the auditor in performing such tests.
Organize your answer as follows:
How Audit Software and Data Analytics
Might Be Helpful for Substantive Tests

Inventory Substantive Test
1. Observe the physical count, making and
recording test counts when applicable.

1. Determine which items are to be test-counted
by selecting a random sample of a representative
number of items from the inventory file as of
the date of the physical count.
(AICPA adapted)

AP13.10 (LO 3) Basic PPE additions and disposals The following is a copy of the auditor’s working paper for auditing additions and disposals relevant to the balance of property, plant, and equipment
(PPE) for the client New Millennium Ecoproducts.
Client: New Millennium Ecoproducts

Bell & Bowerman, LLP

Prepared by: W.C.B. Date: 2/4/23

Period-end: 12/31/22

Reference K02

Reviewed by: R.E.Z.

K02 – Additions and Disposals

Date: 2/12/23

Currency unit: $000
Section 1: Additions
Asset Code Description
700025
N/A

Depreciation
Starting Date TM/Ref

Category

Delivery van (15)

Equipment

CPX 120

Asset under construction

Section 2: Disposals

AssetLife
(years) Amount

TM/Ref

5/1/22

(c)

10

$2,750

✓

N/A

(c)

N/A

$ 500

✓

Asset Code

Description

Category

Gross Book
Value

Accumulated
Depreciation

Net Book
Value

Selling
Price

TM/Ref

Gain/(Loss)
on Disposal

600662

Delivery van

Equipment

$350

$280

$70

$75

✓

$5

Key to audit tick marks:
✓ Agrees to purchase invoice.

✓ Agrees to sales invoice and receipt of payment.

(c) Depreciation starting date appears reasonable.
Comments:
• No issue from testing of additions.
• Gain on disposal of item tested is not material and confirms relevance of depreciation rate used by company.
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Required
a. What assertions are relevant to additions and disposals of PPE?
b. Find the details of the additions. Explain the difference between the two items, particularly with
respect to depreciation.
c. Find the details of the disposal. How much was the gain on sale? Why is the auditor interested in
the amount of the gain? Explain the comment by the auditor about the disposal in the working
paper.

AP13.11 (LO 3) Moderate Substantive testing of PPE Fabrication Holdings Inc. (FH) has been
a client of KFP LLP for many years. You are an audit senior and have been assigned to the FH audit for
the first time for the financial year-end June 30, 2022. During March 2022, you are completing the risk
assessment for PPE, which is one of FH’s most material accounts. You are also aware that FH has made
a large investment in a new manufacturing process to place itself in a more competitive position. Your
analytical procedures indicate an increase in acquisitions of PPE.

Required
a. What is the key assertion at risk for the PPE additions? Why is it at risk? Explain.
b. Identify the relevant substantive tests of details that would be appropriate to address the assertion
at risk identified in (a) above.
c. How would your answers to the previous questions change if the PPE additions had been manufactured in-house by FH’s engineers and toolmakers, rather than purchased?
AP13.12 (LO 4) Challenging Substantive tests, assertions, and types of evidence for financing
activities The following transactions and events relate to financing transactions at Weber Inc.
1. Declare cash dividend on common stock.
2. Issue bonds.
3. Pay bond interest.
4. Purchase 500 shares of treasury stock.
5. Pay cash dividend declared in 1 above.
6. Issue additional common stock for cash.
7. Accrue bond interest payable at year-end.
8. Redeem outstanding bonds.
9. Establish appropriation for bond retirement.
10. Announce a two-for-one stock split.

Required
a. Identify the substantive test that should verify each transaction or event.
b. For each test, indicate the financial statement assertion(s) to which it pertains.
c. Indicate the source of evidence obtained from the substantive test (i.e., outside party, client-generated,
auditor personal knowledge or observation, documented, oral. (Use a tabular format for your answers
with one column for each part.)
AP13.13 (LO 4) Moderate Substantive tests and disclosures for long-term debt Andrews,
CPA, has been engaged to audit the financial statements of Broadwall Corporation for the year ended
December 31, 2022. During the year, Broadwall obtained a long-term loan from a local bank pursuant to
a financing agreement that provided that the:
1. Loan was to be secured by the company’s inventory and accounts receivable.
2. Company was to maintain a debt-to-equity ratio not to exceed 2:1.
3. Company was not to pay dividends without permission from the bank.
4. Monthly installment payments were to commence July 1, 2022.
In addition, during the year the company borrowed from the president of the company, on a short-term
basis, including substantial amounts just prior to the year-end.
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Required
a. For purposes of Andrews’ audit of the financial statements of Broadwall Corporation, what substantive tests should Andrews employ in examining the described loans? Do not discuss internal
control.
b. What are the financial statement disclosures that Andrews should expect to find with respect to the
loans from the president?
(AICPA adapted)

AP13.14 (LO 4) Moderate Confirmation of stock outstanding You are engaged in doing the audit of a corporation whose records you have not previously audited. The corporation has both an independent transfer agent and a registrar for its capital stock. The transfer agent maintains the record of
stockholders, and the registrar checks that there is no over-issue of stock. Signatures of both are required
to validate certificates.
It has been proposed that confirmations be obtained from both the transfer agent and the registrar
as to the stock outstanding at the balance sheet date. If such confirmations agree with the books, no additional work is to be performed as to capital stock.

Required
If you agree that obtaining the confirmations as suggested would be sufficient in this case, give the justification for your position. If you do not agree, state specifically all additional steps you would take and
explain your reason for taking them.
(AICPA adapted)

Audit Decision Cases
Mobile Security, Inc.
Question C13.1 is based on the following case.
Mobile Security, Inc. (MSI) has been an audit client of Leo & Lee, LLP for the past 12 years. MSI is
a small, publicly traded aviation company based in Cleveland, Ohio, where it manufactures hightech unmanned aerial vehicles (UAV), also known as drones, and other surveillance and security
equipment. MSIʼs products are primarily used by the military and scientific research institutions,
but there is growing demand for UAVs for commercial and recreational use. MSI must go through an
extensive bidding process for large government contracts. Because of the sensitive nature of government contracts and military product designs, both the facilities and records of MSI must be highly
secured.
In October 2022, MSI installed a new cloud-based inventory costing system to replace a system
that had been developed in-house. The old system could no longer keep up with the complex and
detailed manufacturing costing process that provides information to support competitive bidding.
MSIʼs IT department, together with the consultants from the software company, implemented the
new inventory costing system which went live on December 1, 2022. Key operational staff and the
internal audit team from MSI were significantly engaged in the selection, testing, training, and implementation stages.
C13.1 (LO 2) Challenging

ADA

Public Company Substantive testing of inventory

a. Gather information: What inventory items would you expect to see in MSIʼs accounts? How would
the cost of each item be calculated?
b. A
 nalysis: Suggest substantive procedures for each account balance assertion that you would use in
the audit of inventory for MSI.
c. Analysis: What are the implications, if any, of the new inventory costing system for planned uses of
audit data analytics as a substantive test?
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Circuits Technology, Inc.
This case has two phases. Question C13.2 is based on Phase I. Question C13.3 is based on Phase II.

Phase I: Company History and Background
You are about to begin the audit of Circuits Technology Inc. (CTI) for the year ended December 31, 2022.
CTI resells, installs, and provides computer networking products (client software, and gateway hardware
and software) to other businesses. Jessica Freeman founded the business in the late 1990s and grew the
business to a stable and profitable enterprise in a major metropolitan area. Jessica owns 60% of the business and four other shareholders (a brother, a sister, her father, and a friend) own 10% each. The minority
shareholders contributed capital to the company when it was getting started and the owners make up the
board of directors. They usually meet only once a year to discuss dividends to be declared. During the
rest of the year, the minority owners leave the day-to-day management decisions to Jessica, who also has
controlling interest in the company.
The business grew rapidly in the first five years and then it settled into a steady performance
mode. In 2011, during its growth stage, Jessica was approached about merging the business with a
larger company, but she decided that she did not want to merge the company, even if it meant limiting
the growth of the business. CTI was her baby. Jessica enjoyed being CEO, she knew the business inside and out, and she did not want to be subordinate to someone else. The business was organized as
a Subchapter S Corporation and it was distributing a nice return to shareholders, so family members
and friends were happy with her decisions. Jessica had her fingers in every aspect of the business and
she was boss.
CTI performed solidly until 2019. Then the entire industry became much more competitive. A significant portion of the demand that had been generated by cloud computing had been met, competition
increased, and the steady business slowed down such that cash flow did not come as easily. Jessica and
her sales staff had to work harder to close deals as the industry became more competitive.
Rob Kaiser, the CFO, began complaining about Jessica’s increasing intrusion into the company’s
finances in late 2020. During the period of steady performance, he and Jessica met quarterly to discuss
the company’s performance and finances. They would go over the entity’s operating performance, its
investing activities, and cash management; the primary focus of attention was the annual distribution of
earnings to shareholders. On occasion, Jessica would want to structure a client contract in a particular
way, or she would come in and insist on an additional discount for a particular customer, but Jessica
generally let Rob manage the finances of the business.
Now things had changed, particularly in the competitive environment where there were numerous
vendors chasing each customer. Jessica regularly discussed the accounting for particular transactions. It
was not uncommon for Jessica to come in and tell someone in accounting to change a sales invoice to
offer a particular price discount to a customer. Further, there were often heated discussions between Rob
and Jessica over the monthly financial statements. Jessica knew the business and sometimes would not
accept his explanations for draft financial statements that showed performance falling below Jessica’s expectations. She had built the business, was involved in key decisions, and she knew what profit margins
should result. For example, gross margins should not fall below 52% as they did in 2019. In her view, this
was due to problems in the accounting system.
In some cases, Jessica was correct. Accounting was not a high priority. The first priority had
to be sales and customer satisfaction. Jessica swallowed hard when she had to hire Rob, but it was
clear that it would be more cost-effective to hire someone in-house to manage finances than to
subcontract to a CPA firm. However, accounting never had a significant budget. It could invest in
technology and software, but it was always several people short of full staffing for the accounting
system. Rob and his two salaried employees were cross-trained on most aspects of the accounting
system, and everyone worked long hours. As a result, errors happened. The previous audit detected
problems in the purchasing process and some vendors’ invoices had been paid twice. These problems
usually surrounded rush purchases for clients where the vendor was asking for significant upfront
payments. The auditors also noted some cutoff problems in sales and purchases, and proposed an
audit adjustment to the allowance for doubtful accounts. In Rob’s opinion, this was the result of his
department being stretched too thin.
In recent years, Jessica has paid considerable attention to the financial performance in the last two
quarters of the year. Her major concern has focused on the company’s profitability and ability to pay
shareholder distributions. During the year-end close last year, Jessica stopped by Rob’s office daily to
ask about the journal entries being made that day and their impact on earnings. This just added to the
pressure on Rob to “get the job done.”
Rob was also concerned about managing the relationship with First State Bank. Over the years, the
business relationship changed from one where CTI had significant deposits with First State Bank and
used occasional seasonal borrowing, to one where the line of credit has not been retired in the last 18
months. First State Bank, which had previously been satisfied with reviewed financial statements, now
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requested audited financial statements. Further, First State Bank established the following debt
covenants.
• Dividends are restricted to 90% of net income.
• CTI must keep a minimum current ratio of 2.50:1.
• CTI must keep a minimum quick ratio of 1.2:1.
• CTI’s debt-to-equity ratio cannot exceed 1.00:1.
Rob keeps a tight control on cash. An independent bank reconciliation is performed monthly. Further, Rob closely tracks when vendor payments are due. With the exception of 2020, he has been able
to keep the accounts payable turnover somewhere between 30 and 38 days. Rob would like to collect
receivables faster, but the nature of the company’s service, which involves installation of hardware and
software to the customer’s satisfaction, results in collection periods approaching 90 days. The company
does not rely on programmed control procedures to monitor individual transactions. CTI does not have
the staff to follow up on exception reports that might be generated by the accounting system. The primary controls in place involve Rob’s independent review of transactions on a monthly basis. In addition,
Jessica keeps a close eye on revenues, expenses, and profit margins, and she demands explanations from
Rob when actual results deviate from her expectations.
C13.2 (LO 2) Challenging Risk assessments and substantive tests for inventory
a. Evaluate the effectiveness of CTI’s control environment.
b. Assess risk at the financial statement level.
1. Evaluate inherent risk at the financial statement level.
2. E
 valuate the risk of fraud. Specifically, consider each aspect of the fraud triangle; (i) incentives
and pressures, (ii) opportunity, and (iii) attitudes and rationalization.
c. What is the potential for the effectiveness of the management performance reviews performed by
Rob and Jessica with respect to the following assertions?
1. Existence of inventory.
2. Valuation of inventory and cost of sales.
d. Prepare a letter with any internal control recommendations that you have for management. Each
specific recommendation should describe the current system, explain the risk involved, and make
specific recommendations for improvement. You may assume that issues have already been discussed
with management regarding the audit adjustments found in prior audits, so focus your attention on
other issues that are of concern to you.

Phase II
CTI prices its inventory at FIFO. You select a random sample of 35 items for price testing and find the
following results as of year-end 2022. The total book value of inventory is $1,027,000. You should assume
that errors exist in the unsampled portion of the population in the same proportion that they exist in the
sample.
Quantity
per Auditor

Price
per Auditor

Inventory
Cost per
Auditor

7,512.00

6

$1,252.00

$ 7,512.00

$

5,100.00

4

$1,275.00

$ 5,100.00

$

8,953.00

7

$1,279.00

$ 8,953.00

$2,200.00

$ 17,600.00

8

$1,200.00

$ 9,600.00

3

$1,400.00

$

4,200.00

3

$1,400.00

$ 4,200.00

8

$1,410.00

$ 11,280.00

8

$1,410.00

$11,280.00

11609

4

$1,400.00

$

5,600.00

4

$1,400.00

$ 5,600.00

11877

9

$ 810.00

$

7,290.00

9

$ 510.00

$ 4,590.00

9

12145

10

$ 750.00

$

7,500.00

10

$ 500.00

$ 5,000.00

10

12413

9

$ 750.00

$

6,750.00

9

$ 750.00

$ 6,750.00

11

12681

8

$ 800.00

$

6,400.00

8

$ 800.00

$ 6,400.00

12

12949

7

$1,800.00

$ 12,600.00

7

$ 800.00

$ 5,600.00

13

13217

4

$2,750.00

$ 11,000.00

4

$1,750.00

Inventory
Cost per
Client

SKU #

Quantity
per Client

Price
per Client

1

10001

6

$1,252.00

$

2

10269

4

$1,275.00

3

10537

7

$1,279.00

4

10805

8

5

11073

6

11341

7
8

$ 7,000.00
(continued)
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Price
per Client

Inventory
Cost per
Client

Quantity
per Auditor

Price
per Auditor

Inventory
Cost per
Auditor

SKU #

Quantity
per Client

14

13485

5

$2,750.00

$ 13,750.00

5

$1,750.00

$ 8,750.00

15

13753

6

$ 800.00

$

4,800.00

6

$ 800.00

$ 4,800.00

16

14021

2

$ 800.00

$

1,600.00

2

$ 800.00

$ 1,600.00

17

14289

3

$ 900.00

$

2,700.00

3

$ 900.00

$ 2,700.00

18

14557

1

$ 900.00

$

900.00

1

$ 900.00

$

19

14825

5

$1,000.00

$

5,000.00

5

$ 900.00

$ 4,500.00

20

15093

18

$1,000.00

$ 18,000.00

18

$1,000.00

$18,000.00

21

15361

16

$1,250.00

$ 20,000.00

16

$1,000.00

$16,000.00

22

15629

14

$1,250.00

$ 17,500.00

14

$1,000.00

$14,000.00

23

15897

9

$2,000.00

$ 18,000.00

9

$1,750.00

$15,750.00

24

16165

5

$2,000.00

$ 10,000.00

5

$1,750.00

$ 8,750.00

25

16433

2

$3,000.00

$

6,000.00

2

$3,000.00

$ 6,000.00

26

16701

8

$ 250.00

$

2,000.00

8

$ 250.00

$ 2,000.00

27

16969

8

$ 275.00

$

2,200.00

8

$ 275.00

$ 2,200.00

28

17237

8

$ 270.00

$

2,160.00

8

$ 270.00

$ 2,160.00

29

17505

15

$ 200.00

$

3,000.00

15

$ 100.00

$ 1,500.00

30

17773

12

$ 400.00

$

4,800.00

12

$ 250.00

$ 3,000.00

31

18041

12

$ 410.00

$

4,920.00

12

$ 250.00

$ 3,000.00

32

18309

11

$ 400.00

$

4,400.00

11

$ 310.00

$ 3,410.00

33

18577

9

$ 410.00

$

3,690.00

9

$ 310.00

$ 2,790.00

34

18845

6

$ 750.00

$

4,500.00

6

$ 650.00

$ 3,900.00

35

19113

4

$ 750.00

$

3,000.00

4

$ 750.00

$ 3,000.00

Total

$264,705.00

900.00

$216,295.00

In addition, you find a journal entry where Rob has capitalized half of December’s payroll for
six network installers’ work on two contracts as part of work in progress. The amount of gross payroll
amounts to $15,600 plus 35% for the cost of payroll taxes and benefits. The total of payroll included in
work in process amounted to $21,060. Further investigation shows that the client was billed for all work
performed on those contracts as of December 31, 2022.
C13.3 (LO 2) Challenging Further risk assessments and substantive tests for inventory
a. Evaluate the implications of the evidence you noted above.
1. W
 hat are the implications of your direct findings for fair presentation in the financial statements?
You may assume that it is your best guess that errors found in your sample are representative of
errors that would exist in items that you did not sample.
2. Based on your findings, what additional audit procedures should be performed, if any?
b. What additional issues do you want to discuss with company management and the board of directors?
Draft your additional management letter comments regarding the issues that you want to discuss
with CTI management, and indicate (in the margin) who you would have the conversations with.
c. As the auditor for CTI, what conversations or correspondence, if any, should you have with First
State Bank?

Brookwood Pines Hospital
Question C13.4 is based on the following case.
Goodfellow and Perkins LLP is a successful mid-tier accounting firm with a large range of clients across
Texas. During 2022, Goodfellow and Perkins gained a new client, Brookwood Pines Hospital, a private, notfor-profit hospital. The fiscal year-end for Brookwood Pines is June 30. You are performing the audit field
work for the 2023 fiscal year-end. The field work must be completed in time for the audit report to be signed on
August 21, 2023. The balance sheet for Brookwood Pines includes the caption “Property, Plant, and Equipment.” Goodfellow and Perkins has been asked by the company’s management if audit adjustments or
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reclassifications are required for the following material items that have been included in or excluded
from property, plant, and equipment:
1. A tract of land was acquired during the year. The land is the future site for expansion of the hospital,
which will be constructed in the following year. Commissions were paid to the real estate agent used
to acquire the land, and expenditures were made to relocate the previous owner’s equipment. These
commissions and expenditures were expensed and are excluded from property, plant, and equipment.
2. Clearing costs were incurred to make the land ready for construction. These costs were included in
property, plant, and equipment.
3. During the land-clearing process, timber and gravel were recovered and sold. The proceeds from the
sale were recorded as other income and are excluded from property, plant, and equipment.
4. A group of diagnostic machines was purchased under a royalty agreement that provides royalty
payments based on how often the machines were used to deliver diagnostics services. The cost of the
machines, freight costs, unloading charges, and royalty payments were capitalized and are included
in property, plant, and equipment.
C13.4 (LO 3) Challenging Auditing plant assets
a. Analysis: Identify the relevant assertions for property, plant, and equipment, and indicate the principal
substantive tests pertaining to each.
b. Evaluate: Indicate whether each of the items numbered 1 to 4 above requires one or more audit
adjustments or reclassifications, and explain why such adjustments or reclassifications are required
or not required. Organize your answers as follows:

Item Number

Is Audit Adjustment or
Reclassification
Required? (Yes or No)

Reasons Why Audit Adjustment or
Reclassification Is Required or Not Required

(AICPA adapted)

The Lewis Company
Question C13.5 is based on the following case.
Lewis Company is a biotechnology company that recently received U.S. Food and Drug Administration
(FDA) approval for a new drug that treats Parkinson’s disease. Sales are showing early signs of success.
On the wave of this success, Lewis Company acquired a patent for a related drug that is designed to treat
Alzheimer’s disease from Brown and Harley, another biotechnology company. Brown and Harley has
completed successful animal tests with the patented drug, known as AZH. Now that Lewis has acquired
the patent, Lewis will have to take the drug through human trials and obtain FDA approval, a process
that could last two to four years.
Lewis agreed to pay Brown and Harley $10 million for the patent on February 29, 2022. Brown and
Harley’s book value associated with the patent was only $500,000. Lewis acquired the patent from Brown
and Harley for $1 million in cash and $9 million in 9%, preferred stock redeemable on February 29, 2026.
Lewis accounted for the transaction by debiting an asset account for the patent in the amount of $10 million, with an intent to amortize the patent over 16 years, the remaining legal life of the patent, crediting
cash for $1 million and crediting stockholders’ equity accounts for $9 million.
C13.5 (LO 4) Challenging Auditing financing transactions and balances
a. Gather information: What is the economic substance of the patent acquired by Lewis Company?
In your opinion, has Lewis Company accurately accounted for the investing side of the transaction?
b. Analysis: Describe the audit procedures that you would perform in 2022 to audit the patent. For each
procedure, describe how the procedure satisfies the audit of financial statement assertions.
c. Gather information: What is the economic substance of the preferred stock issued by Lewis
Company? In your opinion, has Lewis Company accurately accounted for the financing side of
the transaction?
d. Analysis: Describe the audit procedures that you would perform in 2022 to audit the preferred
stock. For each procedure, describe how the procedure satisfies the audit of financial statement
assertions.
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Cloud 9 - Continuing Case
Answer the following questions based on the information for Cloud 9 presented in the appendix to this text, as well as
the current and earlier chapters. You should also consider your answers to the case study questions in earlier chapters.
You have obtained the following information about property, plant, and equipment for Cloud 9.
Property, Plant, and Equipment
Balance
January 31, 2022

Acquisitions

Disposals

Balance
January 31, 2023

Property, plant, and equipment

$100,065,433

$9,451,131

$1,813,390

$107,703,174

Assets audited by W&S Partners

$ 78,951,627

$7,468,810

$1,405,165

$ 85,015,272

Assets audited by other auditors

21,113,806

1,982,321

408,225

22,687,902

$100,065,433

$9,451,131

$1,813,390

$107,703,174

Accumulated Depreciation
Beginning
January 31, 2022

Depreciation
Expense

Disposals

Ending
January 31, 2023

Accumulated depreciation

$37,803,894

$5,576,162

$1,153,117

$42,226,939

Assets audited by W&S Partners

$29,180,183

$4,383,307

$ 895,992

$32,667,498

Assets audited by other auditors

8,623,711

1,192,855

257,125

9,559,441

$37,803,894

$5,576,162

$1,153,117

$42,226,939

1. Occurrence of disposals of property, plant, and equipment.

Required

2. Accuracy of disposals of property, plant, and equipment.

a. You are auditing the acquisition of property, plant, and equipment. Explain the audit procedures to audit the following
assertions.

3. Completeness of disposals of property, plant, and
equipment.

1. Occurrence of acquisitions of property, plant, and
equipment.

c. How does auditing the disposals of property, plant, and
equipment provide evidence related to depreciation expense?

2. Accuracy of acquisitions of property, plant, and equipment.

d. You select the following sample of acquisitions of property,
plant, and equipment. What can you conclude about the
acquisitions of property, plant, and equipment from this
evidence? Tolerable misstatement for property, plant, and
equipment is $1 million.

3. Completeness of acquisitions of property, plant, and
equipment.
b. You are auditing the disposals of property, plant, and equipment. Explain the audit procedures to audit the following
assertions.

Stratum

Book Value
of Population

Size of
Stratum

Size of
Sample

Book Value
of Sample

Audited Value
of Sample

1

> $750,000

$2,678,016

4

4

$2,678,016

$3,143,213

2

$250,000 − $750,000

2,343,151

6

3

1,231,576

1,231,576

3

< $250,000

2,447,643

27

10

$7,468,810

932,534

932,534

$4,842,126

$5,307,323

